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ABSTRACT 
The study focused on the impact of debt on the value of small manufacturing firms. The study 

based its arguments on Modigliani and Miller's theory of capital structure, postulated in 1958 and 

corrected in 1963. The primary aim of the study was to determine if there was any benefit gained 

by small manufacturing firms (SMFs) as a result of using debt as a source of funding. It also 

aimed at determining if size of the firm and the products it manufactured had a negative effect on 

the accessibility of debt to small firms. The study hypothesised that there was a negative 

relationship between debt and profitability. A negative relationship was also hypothesised 

between firm size, product manufactured and accessibility of debt. The results of this study 

indicated a negative relationshi ;;::;..=.a'-'-'--"=----==:a........===. value of a firm as well as product 

manufactured and debt accessibilit . ~j)j)8'l-ti~/. re a ionship prevailed between firm size and 

accessibility to debt. The researcher t ___________ ended that SMFs avoid the use of debt if 

possible. If not, they should pool the lf.¢fl01l!ln1~~~~!~mer so that they can have collateral and also 

focus on growth as size was found to 

should help by creating a nd 

train small business owne 

environment and promote yout 

ated to debt accessibility. The government 

:"e,fe-l'ltange, conduct awareness campaigns, educate and 

~11o:I J1:utitllll~J.h!\!ei:~ ttlcentives, create a fair business 
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1.1 INTRODUCTION 

The research at hand relates to the investigation of the effects of debt financing on the value of 

small manufacturing firms (SMFs) in Bulawayo, Zimbabwe. The research is based on the theory 

of capital structure put forward by Franco Modigliani and Merton Miller (MM) in 1963. The 

theory states that the capital structure that a firm chooses does not affect its value, that is, whether 

the firm uses more of debt than equity or either 100% debt or 100% equity, the value will not be 

affected except for the deductibility of interest payments when calculating taxable income. The 

theory of Modigliani and Miller (refer to sec 5.2, p. 99) assumes that a firm's value will be 

maximised when it employs more of debt in-its capital structure. When debt is used in the capital 

structure, the average cost of capitad:-:1:~- ~·~~~:::~~~ttt1,rofitability enhanced (Modigliani & Miller, 
1963: 434). Section 1.2 below give 

1.2 BACKGROUND TO THE ST 

• Empirical studies on the impact of fitability of firms using the MM theory on 

capital structure have p • • • • eloped countries. Examples of 

researchers who conduc~ct-'t11elit""' tiege:at(lm r-tl!""'1'51'i'\1'r, ~·~.•-~~~~es include Rajan & Zingales, 

(1995); Wald, (1999) and Ra?~ & Sutthisit (2003)_ point out, the firm 

data used came from the Global Vantage database which only follows companies that are 

publicly traded on a country's major stock markets. This shows that these types of researches 

were carried out on large firms. Furthermore, the economies in which the research were done are 

well developed. This _scenario differs from economies of developing countries such as Zimbabwe 

which is still in its growth phase. The interest rates of these euro zone economies are 

approximately 3% (Anon., 2006a) compared to the Zimbabwean interest rate which was 300.00% 

in August, 2006 (RBZ: 2006). The annual interest rates of the United Kingdom and United States 

of America were 7% and 8% respectively in 1998 and the interest rate for-Zimbabwe was at 42% 

in the same year (Carson: 1999). There was no big shift in interest rates of the two developed 

economies but there was a major increase in Zimbabwe's rates, from 42% to 300% between 1998 

and 2006. The reason for C(?ncentrating on interest rates is that they form a crucial part in the cost 

of debt, consequently affecting the benefits of debt. 

Besides the impact of debt on profitability of an SMF, the study also thrives at identifying the 

effects of firm size and product manufactured on debt accessibility. These objectives were found 
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necessary for determination of the similarities between factors affecting debt accessibility for 

small firms in other continents such as Europe, America and Asia and those in Africa. The 

majority of previous studies done on firm size and debt accessibility confirmed a positive 

relationship. Researchers of such studies include among others Raj and Sutthisit (2003), Kumar 

and Francisco (2005), Biggs and Srivastava (1996) and Schiffer and Weder (2001). This study 

aims at testing this result and see if it applies to Zimbabwe's small firms. 

It should be noted here that literature on product manufactured and debt accessibility is rare, 

prompting for researchers to pioneer studies of this nature. A single article found by the 

researcher on product manufactured and debt accessibility by Clark, Lan, Taylor and Leung 

(1998) argues that terms of lending t , -....-~~.....:.:::.:r.r,;.,., 1 rrowers vary by product manufactured. 

rather than a product that is not popular. 

r any financier to look favourably at the 

turing a popular product in large quantities 

~ surrn·mg an SMF has a contract for exporting for the 
111n:ir -11w11-1& 111-r11"1,..-.-r-r- ,~hnn-~, ten'faflta.D·: ng from these contracts should 

It is just reasonable to argue that it' 

track record of any SMF that has bee 

n u~ooiem•n:«if:end debt finance to small firms that 

manufacture products that have a ready market, domestically or abroad. 

The manufacturing sector was selected for this study because the sector is viewed as the leading 

edge of modernisation and job creation (Tybout, 2000: 11 ). Therefore, because of the importance 

of the manufacturing sector and the limitation of research done on SMFs and debt usage in 

Zimbabwe, there is a need for studies in this area. This study was furthermore prompted by the 

differences in characteristics of areas of study and sizes of firms. Several large manufacturing 

firms are closing down in Zimbabwe and therefore, attention should be primarily aimed at SMFs 

to help in the stimulation and sustainability of economic growth in Zimbabwe. Researchers also 

primarily concentrate on larger firms that have different characteristics from small firms. Some 

small firms, unlike larger ones, lack collateral, have an unknown financial background and lack 

economies of scale. In addition, they pay high interest rates, interest premiums and have high 

termination costs (Kochhar & Hitt, 1998:606). This therefore, might render the MM theory only 

applicable to large firms. 
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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 capital 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 conduc e"'"~·~....::r::~=--u'?'ii s4 • elude Kapoor, Mugwara and Chidavaenzi 

(1997), Chigumira and Masiyan Booth, Aivazian, Demirguc-Kunt and 

Maksimovic (2001). Several of the QOO~lkJ~:st • s mainly concentrated on the challenges 

faced by SMFs, but have avoided the n SMFs. Therefore, conducting a study on 

the impact of debt financing on SMFs is rtant since it will open up avenues for similar 

research in the future. Ha ·toJmtrmttJ"1~!(}t such a study, the definition of 

SMFs will be addressed in the tt(lO\l~m:iearct• ai~,llt(!eJr~ rwill 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 & Ndlovu, 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 dollars (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 elaborate on the statement of the research problem which led to the research 

being selected. 
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1.3 STATEMENT OF THE PROBLEM 

As suggested by MM (refer to sec 5.2, p. 99), the capital structure which a firm chooses does not 

affect its value but debt results in a tax advantage. Capital structure refers to the proportion of 

components used to finance an investment. It should be reiterated here that an investment can be 

financed by equity (refer to sec 3.3.1, p. 45), debt or a mixture of the two and in most cases, firms 

finance their investments by a combination of both equity and debt (Correia, Flynn, Uliana & 

Wormald, 2005:7-1). The aim of the study is to investigate if the use of debt financing results in 

an increase in the value of small manufacturing firms (SMFs ). Alternatively, it can be stated that 

the aim of the study is to establish if SMFs in Zimbabwe can make use of favourable leverage. 

Leverage refers to the use of fi 

(Gitman, 2003:522). 

uch as debt to magnify return and risk 

SMFs can make use of leverage to 1•11 1ii1-1r.~~~1P1 ... ,..~,"'..,l1
1"-.,/11~nob lity as leverage causes a given return on 

assets to culminate into a higher retu e return on assets earned is greater than the 

before tax interest on de • s earn a return on assets that 

is less than the before-ta~ lnlt;,:!1.~1!•1"'.i<l ...,,..,.~.1-,. ....,~l"F~1~ 1 prevail and thus, profitability 

will be declining as a result o research at hand aims at determining if 

leverage is favourable and this was done by calculating the Return on Assets. Return on Assets 

was calculated by dividing earnings before interest and tax (EBIT) by total assets (refer to sec 

6.3.1, p. 117). 

It is not rational to determine the impact of debt on the profitability of SMFs if the SMFs are not 

able to acquire debt. Therefore, to increase the value of the study, questions such as "are SMFs 

able to access debt?" and "does the product manufactured affect debt accessibility?" have to be 

answered. Several studies which were done before on the use of debt such as the ones carried by 

Abor (2005), Abor and Biekpe (2005), • Booth et al, (2001) and Casssar and Holmes (2003) 

concentrated on the effect of leverage on firms, but did not consider factors such as size of the 

firm and product manufactured that could hamper the use of debt. This study therefore, links debt 

usage to its accessibility and this assists in the full utilisation of debt by small firms whilst 

stakeholders will also be able to fully analyse the use of debt by small firms. 

Having formulated the problem statement to the study, the objectives can now be identified. 

5 



 

 

1.4 RESEARCH OBJECTIVES 

Primary Objective 

To determine if there is a negative relationship between the usage of debt in the capital 

structure and the value of the SMF. 

Secondary Objectives 

To determine if there is a negative relationship between the size of an SMF and its ability to 

access debt; 

To determine whether the product offered by an SMF has a negative relationship with debt 

accessibility. 

Having identified the objectives o t ve solutions to problems at hand can be 

formulated through the hypotheses. !'.'.)~~mtD-:~:-®Jllll~s the hypotheses of the study. 

1.5 RESEARCH HYPOTHESES 

Primary Hypothesis university of Fort Hare 
. . To eth r in E c llence Ho - There 1s a negative relati ship etween e t usage and the value of an 

SMF in Bulawayo, Zimbabwe; 

H1 - There is a positive relationship between debt usage and the value of an SMF. 

Secondary Hypotheses 

Ho - The size of an SMF has a negative effect on its ability to access debt finance from 

well established financiers. 

H1 - The size of an SMF has a positive effect on its ability to access debt finance from well 

established fmanciers 

Ho - The product offered by an SMF has a negative effect on its ability to access debt. 

H1 - The product offered by an SMF has a positive effect on its ability to access debt. 

Section 1.6 will provide an insight into the significance of the study at hand. 
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1.6 SIGNIFICANCE OF THE RESEARCH 

The research is relevant to different stakeholders in the economy such as prospective investors, 

managers/owners of small existing firms and the government of Zimbabwe. Information on the 

impact of debt on the firm's value is of importance to strategy formulation and decision making 

by the managers of SMFs and this can improve their understanding on the usage of debt in 

investment financing. This information can further assist managers of SMFs in achieving their 

objectives of wealth creation and profitability, thereby working towards the objective of the firm 

which is the maximisation of shareholder's wealth. Commercial banks also need information for 

use when granting debt to applicants, therefore, information gathered from this research can be 

useful to them. 

The study results can furthermore gi ~_:y~~ ~~~.._ in developing countries as whether to use 

results of research studies on debt s;;: ; ,; ~~5~~~v loped countries as a benchmark for their 

activities. By carrying out research s .....___~ t of debt on the value of SMFs, SMFs can 

become aware of the differences or sinn an 1es between results of developed countries and 
developing countries. University of Fort Hare 

Together in Excellence 

Besides having a direct impact on SMFs and the economy, the research also has indirect effects. 

For an economy to grow, it needs small firms to support the corporate companies in its structure, 

thus job creation and Gross Domestic Product (GDP) contributions. Gross domestic product 

refers to the value of all final expenditure of goods and services that are produced within the 

nation (Lipsey & Harbury, 2004). The prosperity of SMFs enhances the growth of the economy 

by increasing GDP and also assists in creating employment opportunities to citizens, thereby 

assisting in alleviating poverty and crime. By so doing, the standards of living of Zimbabweans 

will be improved. The growth of small firms can therefore be improved by formulation of quality 

and calculated financing decisions. 

The section that follows will focus on relevant literature to the topic under study. This will 

include the theory on which the primary objective and hypothesis and the secondary objectives 

and hypotheses are based. 
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1. 7 LITERATURE REVIEW 

This section focuses on literature relative to the study. This includes information from previous 

studies and texts that relate to the objectives and hypotheses identified (refer to sec 1.4 and 1.5, p. 

6). The literature review supports the objectives of the study and also highlights the results of 

similar empirical studies that were done previously. It can also serve as a guide as to how 

information can be collected. The information gathered will be on the MM theory, firm size, debt 

accessibility and product offered by a firm. The sub-section that follows is on MM' s theory of 

capital structure that is relevant to the study at hand. 

1.7.1 The Theo 

The research is based on the hypoth s 

as the MM theory of capital struc e"•~r,~,,_,,u~ffc~tt'i'~~itt 
forward by Modigliani and Miller known 

refers to how investments are financed 

and this can either be debt or e 

demonstrated algebraically 

chooses does not affect i 

This hypothesis was a correctio~ 

n of the two. In 1963, the two researchers 

kets, the capital structure that a firm 

t 1:tC-1:1m1Bt"V of interest payments on debt. 

1s m 958 which stated that the choice of 

the capital structure does not affect the firm' s value. This however did not consider taxation of 

firms. The 1963 view argues that there is an optimum level of leverage which is a point at which 

average cost of capital is minimized and the value of the firm maximized (Modigliani & Miller, 

1963:434). The average cost of capital refers to the cost of debt and equity multiplied by the 

proportions of each and then summed. 

MM's view of capital structure has several assumptions which will be addressed in section 5.2.1 

on pages 99 and 100. MM identified three views to capital structure namely Proposition I, 

Proposition II and Proposition III. This study however will only focus on Proposition II. 

Proposition I states that it is completely irrelevant how a firm chooses to arrange its fmances. If 

capital markets are performing as expected, all efforts to increase value by tinkering with capital 

structure are fruitless. Proposition III states that the cut-off rate to be used in investment appraisal 

is the rate of return appropriate to an all-equity firm. This is so because in an MM world, the 

weighted average cost of capital is constant and equal to the cost of capital in an all-equity firm. 

Average cost of capital refers to the average of the totals of different individual sources of 
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finance (Correia, Flynn, Uliana & Wormald, 2007: 7-2). (For more information on Proposition I 

and III refer to Modigliani & Miller, The Cost of Capital, Corporation Finance and the Theory of 

Investment, 1958:268-290 and 1963:434). 

MM' s Proposition II which the study is based on, states that the cost of equity depends on the 

required rate of return on the firm's assets, the firm's cost of debt and the firm's debt / equity 

ratio. As the firm raises its debt / equity ratio, the increase in leverage raises the risk of the equity 

shareholders and therefore, the required return or cost of equity. The cost of equity is affected by 

leverage, but the weighted average cost of capital is not. The fact that cost of debt is lower than 

the cost of equity (refer to sec 3.3.3.3, p. 60) is offset by the increase in the cost of equity from 

borrowing. The change in the capita stm1owre\»-te:rnllts is exactly offset by the change in the cost 

of equity. The benefit will arise as a e u tion of interest payments on debt as they 

are exempted from being taxed. Wh urposes is being calculated, interest paid 

on debt is subtracted unlike when th d. The use of debt therefore will result in 

higher earnings per share to the sharehol .... ,..,.~~..,,....£ 

University of Fort Hare 
The MM's proposition II took d:~~t.,,"":"~ ~""'..,,,Afb lat1cbiU®at\fJ!!l1:taeis not the only factor that can affect 

the value of a firm. Several items have to be analysed closely to determine the optimal capital 

structure or amount of leverage to be used, such as bankruptcy costs (refer to sec 4.3 .3 .1, p. 92). 

Failure to perform these examinations may result in foregoing an optimal capital structure which 

maximizes the value of the firm. 

The tax advantage associated with MM Proposition II is only possible if a firm is always 

profitable. Debt capacity depends on the future profitability of the firm and a firm is able to 

increase debt if it performs well. When the firm performs poorly, the use of debt will aggravate 

the financial distress of the firm as will be illustrated in table 3 .2 on page 59 to 60 of this 

dissertation (Myers, 2001 :87). Financial distress refers to the difficulty that a firm encounters in 

meeting obligations to creditors (Anon., 2006b ). Although the proposition suggests that the use of 

debt will lead to a tax advantage because of tax deductibility of interest payments, a study on 

Zimbabwe by Booth, Aivazian, Demirguc-Kunt & Maksimovic (2001:96) established no 

fundamental tax advantage of debt over equity (refer to sec 5.3.1, p.105). 
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Having the background of the MM theory on capital structure, the following section will focus on 

background information to the hypotheses of this study. 

1. 7 .2 Background to the hypotheses 

This section relates to information which is applicable to debt usage; firm size, debt accessibility 

and the type of product engaged in as the core components of the hypotheses formulated for this 

study. Information was accessed from studies which were conducted nationally and 

internationally on similar topics. Raj & Sutthisit (2003), in their study established that firm size is 

positively related to debt whilst profitability is negatively correlated to leverage. The conclusion 

by Raj and Sutthisit indicates a bl ~~t~~~~tJ-tJa they should have taken cognisance of 

economic upswings and downswings 

the expansion of economic activities '\-,m,,~~f~~I 

terest rates. Economic upswing refers to 

WUlct1iJllJC downswing refers to the contraction of 

kl_l!j~~ffi~ ~Ms is because there is a high possibility that 

,-r,,n.L1c ...... ,r,u_.uis,,T"-•~,.v,plays a large part in determining the effect of 

economic activities (Lipsey & Harb 

the stage of an economy (upswin 

leverage on profitability. ~ 1n,swmrnl1dtl171J11D,1Jlcitlerlillt:)1) tionship between leverage and 

WDn1i't'<1tmL(Wim~lowing subsection will focus on the profitability whilst a downswin 

impact of debt on the profitability of the firm. 

1. 7 .2.1 Impact of debt on the profitability of a firm 

The use of debt can either lead to a favourable or unfavourable leverage (refer to sec 3.3.3.3, p. 

57). This section will focus on results of similar studies that were carried out previously. Several 

research studies indicated a negative relationship between debt and profitability. 

The study carried out by Zou & Xiao (2006), on financing behaviour of listed Chinese firms 

resulted in a conclusion that a negative relationship between profitability and firm leverage 

exists. Another similar research by Lin & Rowe, (2006) also supports the same conclusion. From 

Lin & Rowe's research, debt ratio is negatively related to state owned enterprises' profitability. If 

a negative relationship prevails, it will be better for firms to finance their activities with equity. 

Another research study which related leverage to profitability of firms was done by Zhengfei, 

Lansink & Alfons, (2006). The research was carried out on Dutch farms and the result shows that 
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debt did not have any impact on return on equity. This shows that the use of debt did not result in 

an increase in profitability, neither did it result in unfavourable leverage. 

Abor (2005) conducted a study in Ghana which contradicted the results of the studies above. A 

negative relationship was found between long-term debt used and Return on Assets and a positive 

relationship between short-term debt and Return on Assets. Overall, the result indicated a 

significantly positive association between total debt and total assets and return on equity. 

Therefore, the value of a firm, according to this study, was increased portraying a favourable 

leverage. 

According to Berkivitch & Israel (1 CJ ·~,~ .... _.,__,........_,,7 - ,:-,---T s debt level and its value will be positively 

related especially when shareholder o trol over the business of the firm and it 

will be negatively related when debt h ~-'Yi'Mlll t-11PP. r to influence the course of the business. 

Therefore, the impact of debt on va11e~ ~fm~ijd the balance of power within a firm. If 

shareholders have more power, the rela • ill be positive and if debt holders have more 

power, the relationship wi ~ll<~,~ity of Fort Hare 
Together in Excellence 

Following is a discussion on firm size and debt accessibility. 

1. 7 .2.2 Firm size and debt accessibility 

From the studies read by the researcher, it was noted that size of the firm affects debt 

accessibility to SMFs, especially from banks. Several studies in developing and developed 

economies found that the size of a firm affects their accessibility to debt finance (Biggs & 

Srivastava, 1996), (Schiffer & Weder, 2001), (Kumar & Francisco, 2005) and (Raj & Sutthisit, 

2003). Access to debt finance is closely related to firm size and small firms tend to receive far 

less formal credit compared to larger firms. Small firms have much lower leverages and this can 

be due to inaccessibility to debt markets and a higher risk associated with small firms in respect 

of failing to pay back the principal and interest on the debt. 

A lack of collateral, unknown financial background and a lack of economies of scale are some of 

the reasons cited for high risk (Biggs & Srivastava, 1996:5). Statistics on Zimbabwe by Biggs 

and Srivastava (1996:7-9) indicate that the number of small firms that received bank loans is 
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32%, whilst medium firms were 53% and large firms 62%. Small firms that obtained bank 

overdrafts is 50% compared to 83% and 90% for medium and large firms respectively. Although 

there are a considerable percentage of firms obtaining formal debt, the average maturity of that 

debt is 1 7 months compared to 40 and 4 7 months for 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 smaller than for larger firms. 

Kochhar & Hitt (1998: 608) also supported 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 to loans for small firms is often 

high, simply because of the percept o-"t~ -t~~ il 

risky. Banks mostly lend to large fi 

do not. The other reason for li 

ore likely to fail and therefore are more 

eet the required asset base that small firms 

o SMFs is that administrative costs of 

maintaining smaller loans are relatiiv~~S~~ ~lll for bigger loans. Small firms also lack 

detailed information required by banks to~''"..._.·"'p,,1''"1~ .... • --•a..a-lli 

University of Fort Hare 
Some studies found that many ti • om bank financing even if banks are 

willing to lend more. The reason being that when a bank makes a loan to a firm, it gains access to 

the internal records and 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). 

1.7.2.3 Product and debt accessibility 

The product plays a crucial role in the banks' determination of debt offering and banks may 

favour firms in a specific industry or product. Terms of lending to small business borrowers were 

found to vary by industry (product) thus the amount of loan and interest rates. Term of maturity 

for the small business loans also depended on the industrial sector of the borrower and his/her 

products (Clark et al., 1998) (also refer to 1.2, p. 3). The discussion that follows is on the 

research methods that will be employed in collecting data for analysis. 
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1.8 RESEARCH METHODOLOGY AND DESIGN 

This section discusses the methods and techniques by which the data was collected, where and 

from whom it was collected, how many respondents participated in the study and what was used 

to collect primary data. In other words, it comprises a research design and plan, population and 

sample, data collection instruments, sources and procedures for data analysis. 

1.8.1 Research design 

This is a plan of the data gathered, from whom, how and when to collect the data as well as how 

to analyse the data obtained. It is a systematic planning of research, usually including the 

formulation of a strategy to resolv 

evidence and the processing and a al 

Justice Assistance, 2006) and (Tel el Fa 

1.8.2 Research method 

A quantitative research 

R-r-1ffi-H~tion, the collection and recording of the 

at as well as its interpretation (Bureau of 

quantitative research method 

derives empirical general:re~1~~~r1~ ~tt.·"" .. ...,"":" ..... n1 ..... 1"1'1 e future courses of action. It 

involves obtaining data from ts and is the one that can be used in 

descriptive research studies to quantify data and generalise the results from the sample to the 

population of interest (Hollensen, 2003:740). 

1.8.3 Research format 

The research format that was followed is descriptive research which refers to a research 

methodology that was used to describe a problem or opportunity in detail. It provides answers to 

questions such as 'who', 'what', 'where', 'when' and 'how'. The reason for using descriptive 

research for the study is because the research is about identifying the impact of debt financing on 

the value of small firms and requires information which can provide answers to 'what', 'how' , 

'where' and 'when' questions. 

1.8.4 Research technique 

A self-administered questionnaire was used to gather primary data. The questionnaires were 

handed to owners/managers of SMFs to complete and a fieldworker assisted with 

misinterpretations. The use of a self-administered questionnaire was more feasible since the 
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s~mple size of the research study consisted of 171 respondents which is a number large enough 

for personal interviews. Self-administered questionnaires are also cheap compared to other forms 

of data gathering as they can be distributed in large quantities at the same time. They are also free 

from interviewer bias and the respondents enjoy the convenience of completing the 

questionnaires at their own pace. In addition, respondents who might otherwise be inaccessible 

can be accessed (Bryman & Bell, 2003:142) and (Cooper & Schindler, 2003:341). 

1.8.5 Population 

The population is the universe of units from which the sample is to be selected (Bryman and Bell, 

2003:93). The population of the research study included all small manufacturing firms in 

Bulawayo registered by the minist 

SMFs in Bulawayo adhering to the d 

(Central Statistics Office, Zimbabwe, 2 

d Medium Enterprises. The number of 

s arch at hand (refer to sec 1.2, p. 4) is 300 

1.8.6 Sampling procedur-e T • ·ty f F t H e u n1vers1 o or ar 
1.8.6.1 Sampling type Together in Excellence 

The participants were selected using the probability sampling method which constitutes a method 

that uses random selection to identify respondents. Probability sampling is whereby a sample is 

selected using random selection so that each unit in the population has a known chance of being 

selected. Using the probability sampling method, every SMF in the population has a chance of 

being included in the sample and 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). 

1.8.6.2 Sample size 

The sample constituted 171 respondents from the total population of SMFs identified in section 

1.7.5. For the calculation of the sample size, refer to sec 7.5.3 on p. 135. 

1.8.6.3 Sampling technique 

A stratified random sampling was used to choose the respondents from the list provided by the 

Ministry of Small, Micro and Medium Enterprises. This is a process whereby populations are 
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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, 2003: 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 regression analyses with the aid of the Statistics 

Department personnel at the Univer i~ e The department assisted in determining 

relationships between variables such lue, debt and size and debt and product. 

1.9 OUTLINE OF THE PROPOSED 

Chapter 1 - lntroduc..,.• ... - w ... "", 'J,&,,ira ~ "ffli ,T ti-lt~;f.'.~ .,,._- _.,~ ... :c-.....,..,. oduction to the study at hand. 

hl.1i,c/dlNSW~~Ii~ as highlighting the methodology to It identifies the research obj 

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 small 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 

based 'Modigliani and Miller's theory of capital structure'. All necessary factors binding this 
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theory are discussed. Studies conducted on the use of debt, small firms and product 

manufactured are also discussed. 

Chapter 6 - Normative model. Chapter 6 focuses on conditions that are expected for the 

objectives of the study to be attained. Ratio and regression analysis will be discussed. 

Regression equations for the study are also formulated and stated in this chapter. A 

hypothetical example was used to give an idea of how the actual results could look like. 

Chapter 7 - Research methodology. The research methods are comprehensively discussed 

in this chapter. The scope of the survey, research design, sampling methods as well as ow the 

study was conducted was outlined. Data preparation, reliability and validity were also 

discussed. 

Chapter 8 - Research results. 

these responses. Research hypot s d in this chapter. 

Chapter 9 - Conclusions and . The conclusions and recommendations 

based on the results of the study __ this chapter. Areas for further studies were 

also identified and highlighted. 
University of Fort Hare 

Together in Excellence 
1.10 TIME FRAME AND BUDGETARY CONSIDERATIONS 

1.10.1 TIME FRAME 

The project ran from the 1st of March 2006 to 30th of December 2007. 

1.10.2 BUDGETARY CONSIDERATIONS 

The estimated cost of the project was R20 000.00. This cost included traveling costs to company 

sites, printing and photocopying of questionnaires and the payment of field work assistants. 
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2.1 INTRODUCTION 

Recently, there has been an increase in the recognition of the role played by small firms (SFs) in 

national economies. Their contribution to job creation and poverty alleviation has been 

recognised by several governments of developing countries to the extent that they are including 

them in their development plans. The development of the small business sector in Zimbabwe is 

crucial for the achievement of broader development objectives such as poverty alleviation, 

spreading employment to rural areas, improving the situation of women and increasing 

indigenous ownership of investment in the economy (Liedholm & Mead, 1999:1) and (SMMEs, 

2002). SFs are considered to be the central point in creation of new businesses in several 

flourishing economies. They cons • share of the private sector economy 

representing between 96% and 99% f th~~~ffl~nWtiioe of firms in the developed countries. 

This chapter focuses on SFs in Z 

developed and developing is made. 

times reference to other econormes, 

of looking at other economies is for 

comparison's sake and to see how far SFs can contribute to the enhancement of an economy. This 

chapter encompasses the • • 1 , 1z~~~,,lff>an economic background, the 
.b . h SF k e h r in Excellenc . . ll h . d" .b . • contn ut10n t at s ma e to t e m a wean economy an mtemat10na y, t err 1stn ut10n m 

Zimbabwe, a breakdown of the manufacturing sector, challenges that are faced by SFs in 

Zimbabwe and other developing countries and lastly the promotional activities that are being 

implemented by the Zimbabwean government to assist the growth of small firms. The section that 

follows focuses on the definition of small firms and the difficulties associated with the 

formulation of a definition for small frrms. 

2.2 DEFINITION OF SMALL FIRMS 

Defining an SF quantitatively has been and still is a challenge to several countries. No single 

definition can suit all economies and sectors because different economies have different 

environments with different features that make it difficult to apply one definition across all 

borders. Some economies have frrms that are labour intensive, some are capital intensive and this 

difference implies that the capital bases of the economies will be different. Different sectors also 

have different products and/ services and the number of employees required to perform a job is 
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also different which makes it impossible to apply a single definition to all sectors. Manufacturing 

small firms require more employees than small retail shops. 

A small firm qualitatively is defined as a separate and distinct business entity, not a part of a 

group of firms, must include any subsidiaries and branches when measuring the size, must be 

managed by its owners and be a natural person or a legal person, sole proprietorship, partnership 

or a legal person such as a close corporation or company (Nieman, Hough & Nieuwenhuizen, 

2006:9). The global viewpoint on SFs is discussed in the following section. 

2.2.1 Global view on the definition of an 
In the USA, the definition of a sma the Small Business Administration (SBA) 

and depends on the particular applic t~·( 1mi1~1rnet6l1g;mttllllO the definition. In some cases, it is defined 

as having an annual turnover of $7 , er cases as having an annual turnover of 

$28.5 million. In other cases it is based number of employees, sometimes one hundred 

or less but in other cas 

revenues between $750,000 

small firm can therefore earn 

{(611cH1Ue with 10 employees or hundreds 

depending on the type of business it is in. A small retail business must operate with 50 employees 

or less and a small construction business can have 200 employees. The United States (US) 

therefore uses the number of employees and annual revenue to define a small firm (Snyder, 

2005). The Small Business Act states that a small business concern is "one that is independently 

owned and operated and which is not dominant in its field of operation" (U.S. Small Business 

Administration). 

The European Union (EU) defines a small firm as a business with fewer than 50 employees and a 

medium-sized firm as an entity employing between 49 and 250 employees (Anon., 2006d). In 

New Zealand, SFs are defined as businesses with fewer than 20 employees (Dalziel, 2006). The 

discussion below focuses on Zimbabwe's perspective of small firms. 

2.2.2 Zimbabwe's perspective on the definition of an SF 

The definition of an SF depends on the purpose for which it is being made. Various definitions 

that are proposed are generally based on numbers of employees, asset base and structure and at 
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times turnover levels or revenue (Ngwenya & Ndlovu, 2003: 12). McPherson (2000) defines 

small firms as income generating manufacturing, commercial or service activities that market at 

least half of their production. If the firm is engaged in manufacturing, it is described as a business 

employing not more than 50 workers but more than 4, having an asset base ofless than 12 million 

Zimbabwean dollars and with a formal legal structure (SMMEs, 2002:6) and (Kapoor, Mugwara 

& Chidavaenzi, 1997:4). A small firm therefore refers to any business entity that employs more 

than 4 employees but less than 50 employees. However, for the purpose of the study at hand, only 

the criterion of a formal legal structure and number of employees was adhered to. The reason for 

this is that the value of the asset base, because of volatility due to excessive inflation, would 

automatically be disqualified to act as a criterion. 

The following table illustrates the • et rs of the small-scale, micro and medium-

scale firms as formulated by the S babwe. The parameter acts as a basis for 

defining micro-enterprises, small-sea medium-scale enterprises in Zimbabwe. 

I Legal Structure 

Micro-Enterprises 

All sub-sectors Less than 5 Not relevant Informal 

Small-scale Enterprises 

Manufacturing Less than 50 Less than $12 million Formal 

Other Less than 30 Less than $6 million Formal 

Medium-scale Enterprises 

Manufacturing 50 to 75 $12 million to $24 million Formal 

Other 30 to 50 $6 million to $14 million Formal 

Adapted from (Republic of Zimbabwe: Small, Micro and Medium Enterprises Policy and 

strategy Framework, 2002:6) 
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Having identified the definition of a small firm to be used in the study, the section that follows 

focuses on the Zimbabwean economic background. This provides some insights as to the 

probable cause of an influx of small firms into the economy. An economic history assists in 

understanding the current issues that are prevailing in the economy and affecting the performance 

of SFs. 

2.3 ZIMBABWE'S ECONOMIC BACKGROUND 

Zimbabwe had undergone several development initiatives, all with basically the same objective, 

which is to achieve sustainable high rate of economic growth and speedy development in order to 

raise incomes and standards of livin o '4..."~~~,,.,, poverty reduction programs implemented 

by the Zimbabwean government afte in 1980 were expensive and were mainly 

funded by government borrowing. 1 ssive expenditures by the government, it 

sought for ways to finance its activiti , for loans. The World Bank offered a loan 

on condition that the government emba ... n.ci'-s.Llu-e"-' eral economic reforms in the broader name 

"Economic Structural Adj Masiyandima, 2003: 6). 

Together in Excellence 
Due to accumulating economic difficulties in Zimbabwe such as st_agnant economic growth, low 

levels of investment and export growth, a high budget deficit and inflation, growing 

unemployment and a decay of infrastructure, the government accepted these reforms and their 

implementation started in 1991. The reforms included removal of price controls, removal of wage 

controls, reduction of government expenditure, removal of subsidies on basic consumer goods, 

removal of protection of non-productive imports substituting industries and a radical restructuring 

of the various parastatals and other public enterprises among others. Price controls refer to 

government interventions in the pricing of goods and services. Governments can intervene by 

setting price ceilings which is the upper limit imposed on the price of a good and price floor 

which is the lower limit imposed on the price of a good (Schiller, 1996:68-69). Wage controls 

refer to government interventions in the wages that are paid to labour (Lipsey & Harbury, 2004: 

455). Since ESAP was introduced, the standard of living in Zimbabwe has declined and 

unemployment and inflation increased (McPherson, 2000), (Sichone, 2006), (Chigumira & 

Masiyandima, 2003: 6) and (Zwizwai, Kambudzi & Mauwa, 2006). 
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ESAP did not come up with anticipated outcomes. Instead of improving the living standards of 

the local citizens, it worsened it. Many government workers were left jobless and even some 

people who were employed in the private sector were also retrenched. This was due to the 

liberalisation of the economy which led to removal of protection previously given to domestic 

firms, thereby opening up cheap markets for the citizens leading to downsizing and closure of 

several labour intensive firms. Reduction of public expenditure resulted in the abolition of many 

public subsidies, led to the introduction of fees for education and health and this meant that the 

poor could not afford these basic amenities (Sichone, 2006) 

The increase in unemployment and removal of price controls, coupled with the availability of a 

skilled and qualified labour force tt-o, ·,~t,1( '\. ~"'._~·' ~"""-•,, ajor causes of influx of small firms. In 

search of ways to survive, the retre c 

started small firms to supplement th ir 
to sustain the living rather than gro 

• h the assistance of dismissal lump sums, 

.a .. ,.,, .. , ... , ... ....,,'"'n of the new small firms might have been 

these firms are still small. Apart from 6_.·~~ ~---

also be possible that the ...,. ........ 1-..~11.JT n-i- ~Mc.+-w-::i -

and therefore as a result, the majority of 

of generating income for subsistence, it can 

r e lower purchasing power of 

consumers might have caused th<~cttmlJ~r ~0N•~ 1(Mlt(:8)rmal sector to decline as consumers 

substitute these for the lower priced goods produced by the SFs. There was a gradual increase in 

the total number of SFs in Zimbabwe since the introduction of ESAP especially in urban areas 

(McPherson, 2000). The introduction of ESAP therefore led to the birth of numerous small firms 

designed to complement incomes and create employment for the many unemployed people as 

well as the school leavers who could not be absorbed in the formal sector of Zimbabwe. 

During the implementation of ESAP, the Government of Zimbabwe deregulated the financial 

sector, lifted price controls and abolished investment licensing for all, except large foreign 

investments. Deregulation of the financial sector is the removal of regulations that were initially 

imposed in the financial sector. These regulations include among others determination of interest 

rates and control of the distribution of credit (Sloman, 2005: 192). By dismantling those economic 

control measures, the reforms established a better basis for self-sustaining growth for the 

economy by giving investors freedom of entry and exit as how to run their business. 

Prior to 1991 the levels of interest rates in Zimbabwe were controlled and direct controls 

determined the distribution of credit. There were also laws and regulations, which restricted entry 
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into the financial sector hence the financial sector was not favourable to SFs. The resultant 

structure of the banking sector limited market competition because only a few emerging 

businesses would use capital from banks thereby limiting the number of firms in the market. The 

poor performance of savings due to these restrictive policies created serious domestic and foreign 

resource gaps which resulted in low credit availability to the private sector and ultimately, low 

investment and economic growth. The financial sector reforms implemented in Zimbabwe from 

1991 included the decontrolling of interest rates, the removal of credit controls, the easing of 

financial sector entry restrictions and the decontrolling of the foreign exchange market. The 

deregulation of the financial sector thus promoted the formation of new small firms as they could 

afford to get start-up capital easier than before (Chigumira & Masiyandima, 2003:6). 

The country's infamous land invasi and redistribution might also have played 

a major role in the influx of SFs year 2000. Land was taken from white 

farmers who sold most of their produ~~££~~~narkets thereby generating foreign currency. 

This created shortage of foreign to businesses and left most companies 

operating below capacit • ·ty of the new farmers (mainly 

blacks) could not produce en (hen led to retrenchments leading to 

people starting small businesses for subsistence purposes. The negative international perceptions 

following the implementation of the land reform programme have compounded the country's 

economic difficulties. The drought, plus the initial uncertainties associated with the land reform 

programme saw agricultural output fall from a decline of 12.9 percent in 2001, to an expected 

decline of 20.8 percent during 2002. The country's difficulties which were compounded by 

drought conditions over the past years have resulted in a shortage of basic commodities such as 

maize and other inputs into agro-industry and export crops like cotton (Anon, 2006e). All these 

factors contributed to an increase in the cost of living in Zimbabwe forcing people to start small 

firms. 

In short, it can therefore be suggested that the formation of new small firms was mainly due to 

economic reforms that were carried out in the early 1990s. ESAP caused the cost of living to be 

expensive, reduced the disposable incomes of the citizens and therefore forced the search for 

ways to survive. There was demand for goods from small firms as people could buy on credit and 

could not afford commodities from well established entities. The deregulation of the financial 

sector also promoted the starting up of small firms as the conditions were conducive for starting 

23 



 

 

up of new ventures. The decline in employment levels in the formal sector since the year 2000 

due to company closures and retrenchments has resulted in the SF sector assuming a greater 

prominence in providing livelihood to many families (Gono, 2007:30). In the following section, 

the contributions that are made by small firms are identified and discussed. 

2.4 CONTRIBUTIONS OF SFs TO THE ECONOMY 

Among scholars, policy-makers and donor agencies, there has been an increasing awareness of 

the importance of the SF sector in the development of an economy. Several governments in 

African countries have explicitly included SF programs as part of their national economic plans 

(McPherson, 2000). Some of the nqirr.~;·~.l'ff;L>"-1~ nt "butions include generation of sustainable 

jobs, reduction of poverty levels, sf -----~--- ic growth and generation of much needed 

foreign currency. The development 1~ ,~~Ji~PEIIM:i1~fflP1PUght to be important for economic growth 

and poverty alleviation as they contribl£i~~~~~towards gross domestic product (GDP) and 

employment creation (Schiffer & Wede , • . It is the growth potential for small firms that 

make them vital to econo]):Ucrl][ffll~~Lllll'f)n 0 are 
Together in Excellence 

Though there might be inadequate information to show the actual contribution made by small 

firms in developing countries, it is their potential to tum around an economy that usually pushes 

governments to support them. Several countries accept that small firms dominate their economies 

in terms of their contribution to GDP, employment generation, training of the youth and creating 

sustainable living standards (Adei, 2006). SF sector in Zimbabwe contributes more than 50% of 

the GDP and are responsible for the livelihood of 80% of the population (Gono, 2007:31 ). The 

following discussion relates to contributions made by SFs and below is the creation of 

employment opportunities. 

2.4.1 Employment creation 

It is mainly understood that small firms produce a larger portion of new jobs. From the period 

1990 to 1995, 6.853 million jobs were generated in the USA and of these, 49% came from firms 

with less than 20 employees (Anon la, 2006:30-31). Small firms account for 96% of all firms in 

New Zealand (Dalziel, 2006). In Canada, 75% of all firms employ fewer than 5 people and of all 

the firms, more than 95% employ fewer than 50 people (Dulipovici, 2003). In Taiwan, SFs 
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employ almost 69% of all employees and they accounted for 99.74% of all newly established 

firms in 2005 (Tsai, 2006). In Italy, 90% of all industrial firms are small and absorb 84% of total 

employment and in Denmark, 92% of all manufacturing firms are small, employing 43% of the 

workforce (Barrow, 1998: 1 ). The small firm sector therefore is unarguably the most important 

tool in several economies as is indicated by the above statistics. SFs drive the economic activities 

of these countries and the same can happen to all economies including developing countries. 

They create jobs and are also crucial to the GDP of economies. 

There is a growing unemployment challenge in Zimbabwe, rising from 22% in 1992 to 55% in 

1997. Secondary school leavers (300 000) enter the job market every year in pursuit of the 10 000 

to 16 000 formal sector jobs availabl 

of employment to these people. SFs 

60-70% of the manufacturing total • 

2004). 

. Small firms are one of the crucial sources 

t deal to employment and they account for 

iU~lVl<m.ijiIDJP10 and fast developing economies (Gaomab, 

ituted 57.4%, those employing 

between 49 and 100 employee.:ll. .ll_JD4.l,Ltu~ l.o 1Mt1rOJettt1fMOO 100 or more employees constituted 

only 3.8% to job creation (Biggs & Srivastava, 1996:46). In industrialised economies, small firms 

contribute a lot in terms of employment creation. They generate more employment opportunities 

and at a faster rate compared to large firms. The rate at which new firms start in Zimbabwe is 

about 19%, however, the majority of these new start-ups employ less than 10 employees. Small 

start-ups that employ more than 10 employees are less than 10% of all start-ups which shows that 

few jobs are being created (Liedholm & Mead, 1999:28-29). This then calls for small firms to 

aim for growth, thereby creating more job opportunities for the citizens. Because of shrinking of 

the formal sector employment in Zimbabwe, SFs, if fully utilised, can tum around the economy 

and contribute a lot to job creation which is one of the major challenges facing the economy. This 

sector has the potential for investment and making meaningful contribution to the wellbeing of an 

economy. 

Studies which were conducted by McPherson between 1991 and 1998 indicated that there was an 

increase in the numbers of people employed by small firms in Zimbabwe. Urban SFs 

employment rose by nearly 52% during this period whilst rural SF' s employment increased by 

9%. During the period 1993 to 1998, urban SF employment increased by nearly 55% 
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(McPherson, 2000). Taking this growth in employment creation, the SF sector cannot be 

underestimated for its potential to change an economy in turmoil such as Zimbabwe's. Typically, 

developing countries have a large number of SFs and these employ a substantial proportion of a 

country's economically active population. Surveys in several African countries indicate that 

between 16% and 33% of each country's working age population work in SFs (McPherson, 

2000). The following section focuses on another benefit that is brought by small firms, that is 

innovation. 

2.4.2 Innovation 

Innovation is one of the most imp n of small firms to the economy. In most 

cases, small firms are started and rs who are creative, innovative and have 

exceptional vision about success. Ecpm~mWNJP 1l\tl::~mt11Jgher wages, better working conditions and 

a higher standard of living result fro ductivity resulting from doing things more 

efficiently including the introduction o ucts and services. This can only happen when 

an entrepreneur has an i • ght global competition, trends 

~iWJWJllaJrcl~n~sCi ~ti:lal:~ environment force small firms to be 

innovative in marketing, sales and design (Tsai, 2006). 

Innovation, creativity and originality are the main characteristics of small firm owners and these 

people drive the growth of economies. They contribute significantly to technological innovations 

in different economies and there exist several examples to support the innovativeness of small 

firms. Small firms have contributed significantly to the development of internet and 

biotechnology. It was, for example small firms that created the personal computer. The 

innovativeness of small firms is not confined to technology only, for example, they developed 

fast-food franchising. Innovation by small firms is usually discovery-driven whilst large firms' 

innovation is design-driven. They are more discovery-driven because they specialise in 

knowledge-based rather than resource-based and property rights are more likely to accrue to the 

innovator working in a small firm. There is no country on earth in which small firms have not 

played an important role in the innovative process (Anon la, 2006:32-33). 

In Zimbabwe, a study by Biggs and Raturi, ( 1997) shows that entrepreneurs managed to develop 

their own purchasing strategies and skills at selecting and importing equipment. Technicians in 
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small firms were found to have spent more time tinkering with various kinds of simple equipment 

for local use. The reasons why small firms make changes to new technologies include the need to 

adapt to local material inputs, to adjust to local energy sources and to reduce the need for skilled 

operators because of their scarcity. Most of these adaptations were done in-house which indicates 

some innovativeness by small business owners (Biggs and Raturi, 1997). 

Though there are very few studies revealing innovation by small firms in Zimbabwe, their role to 

innovations should not be under looked. Small firms contribute to innovations in the form of 

identifying new efficient ways of transformation processes and ways of marketing and 

distributing their products and services. The reasons for innovation especially in production and 

marketing may be because of the de ir {!::t~lt1t·~~tt nd fear of loss of personal assets. Another 

important contribution is that of 

discussed in the following section. 

They even compete with larger entities m the service they offer and provide the services 

effectively and efficiently as portrayed in several developed economies. Even if the market is 

congested, small firms will look for specific markets to serve. They can produce goods and 

services and distribute them to some isolated markets. Small firms will remain the only suppliers 

when the population or its purchasing power is inadequate to attract large firms. There are also 

small product markets that are not big enough to attract the interest of large firms which small 

firms serve (Anon la, 2006:34). 

Small firms are also very active and important in markets characterised by rapid change and high 

levels of personal service. Large firms do better in stable industries while small ones do better in 

rapidly rising or rapidly declining industries such as in Zimbabwe (Anon la, 2006:34). This is 

mainly attributed to the flexibility of small firms and their ability to go directly to the market. It 

does not take long to change a system in a small firm because of the absence of red-tape which 

normally prevails in large firms. Small firms can quickly identify trends in the business 

environment and react to them more rapidly than the larger ones which might even take years. 

Small firms contribute more than 50% of GDP and are responsible for about 80% of the 
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livelihood of the population (Gono, 2007:38). Small firm owners also act as leaders in the 

community. Their role as community leaders is discussed in section 2.4.4. 

2.4.4 Community leadership 

It is mainly the small firms that contribute much to local communities. Small firms are likely to 

give more in terms of monetary contributions to the communities through community 

development projects. Their contributions include among others, business products, facilities and 

property use, consulting, leadership and support services to local communities. National charities 

rely on large firms for monetary cc,1:!'1' ........ t'"".,, ... * .. 

contributions from small local firms. 

al communities rely on diverse types of 

o small firms who are likely to be actively 

involved in matters concerning the cQ11'.llllJWllW;-t-A..:llQ.1Ula, 2006:36). 

Small firms can therefore be said to Owners of these firms give 

something back besides job provision. They are indeed involved in social responsibility as they 

usually participate in loca • i f • te t e11'f"•h'L~~'<!ponsoring a local soccer team, 

h 1 . fu d .Toge er in.Ex llence . d h . bl. h d engage t emse ves m n raises, a resses m pu 1c meetmgs an t ey may wnte pu 1s e 

articles (Anon la, 2006:36). Lastly, their role in economic decision-making is discussed in the 

following section. 

2.4.5 Economic decision-making 

Owners of small firms control more personal assets than any other occupational group. Small 

firms spread economic decision-making through ownership of numerous assets and they make 

decisions involving relatively large sums if the assets are combined. Although individual Chief 

Executive Officers (CEOs) of large firms exercise greater economic influence in their decisions 

than do the individual small firm owners, there are far more small firm owners to balance the 

relatively few CEOs of publicly-held firms. Therefore, small firm owners constitute an important 

part in decisions made in large institutions, including government and individual consumer 

choices (Anon la, 2006:36). 
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The importance of small business therefore lies primarily on the entrepreneurship skills present in 

the owners of the firms. Entrepreneurship refers to the activities of an entrepreneur which again 

refers to a person who is committed, self reliable, has a need to achieve, has initiative, is creative 

and innovative (Rwigema and Venter, 2004:60). Entrepreneurs are the engines that get the 

economy moving (Fick, 2006). Having an insight into the definition of the small firms, the 

economic background and the contributions of small firms to economies, the distribution of small 

firms in Zimbabwe is discussed in section 2.5 below. 

2.5 DISTRIBUTION OF SFs IN ZIMBABWE 

SFs are scattered all over the coun her of small firms is far more than the 

numbers reported. Many firms are n othing is known about them (Liedholm & 

Mead, 1999: 2). SFs are found mainl c"ls of rural areas and then followed by high 

density suburbs of urban areas. They low density suburbs, industrial areas, rural 

councils, small towns as well as in gro CH-,f.l_JJ,H:. ·J.1.S. The distribution of small firms follows the 

population density of peo trae~ tm-e small firms are found where 

the population is highest and u1re,ctt:mrcbt171fillb'.1~J51~ttltre«t:~lability of a ready market (Kapoor, 

Mugwara & Chidavaenzi, 1997:5). 

Apart from diversity in terms of location, there are also different categories of small firms found 

in Zimbabwe. These include among others retail/commerce, services, manufacturing, agriculture, 

construction, mining and tourism. According to Kapoor, Mugwara and Chidavaenzi (1997: 6) the 

retail/commerce sector contributes the most in terms of number of entities with 40%, followed by 

service and manufacturing with 20% each, then agriculture with 7%, construction and mining 5% 

each and other sectors including tourism with 3%. According to Ncube and Greenan (2004), the 

economy of Zimbabwe comprises manufacturing, construction, trade, transport, renting of rooms 

and flats and services industries. Their proportions to the economy according to number of firms 

are 42.4%, 1 %, 45.2%, 0.6%, 6.8% and 4% respectively. 

Of all the small firms in Zimbabwe, sole proprietorships constitute 62%, limited liability 

companies 31 %, cooperatives 4% and partnerships 3%. Of these 97% sell their products directly 

to the consumers whilst 2% sell to rural and urban manufacturing firms and 1 % sell to rural 

commercial firms. The largest numbers of small firm owners are women with the number 
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decreasing as number of the employees in a firm increase (Kapoor, Mugwara & Chidavaenzi, 

1997: 6-7). 

The following statistics by Liedholm and Mead (1999:3) further describe the distribution of small 

firms in Zimbabwe. Small firms employ 27% of people aged between 15 and 64 and 127 people 

per every 1000 are engaged in SF activities. Of all SFs, 69% are run by a single person and only 

2% have workers from 10 to 50. Of the SFs 30% are located in urban areas, 6% are in rural towns 

whilst 64% are situated in rural areas. In urban areas, 64% constitute manufacturing and 30% 

commercial and in rural areas 75% are manufacturing whilst 16% are in commerce. Small firms 

owned by females are 66% and of all workers in SFs, 57% are also females. 

All the statistics indicate that there r 

with less than 10. The structure c 

pyramid, the number of firms decre 

few people. Figure 2.1 below illustrate 

with more than 10 employees than those 

the use of a pyramid. As we go up the 

that many small firms operate with very 

--........__~A-~.10nship between numbers of employees and 

number of small firms. University of Fort Hare 
Together in Excellence 

Figure 2.1 Relationship between numbers of employees in a firm and number of small 

businesses 

0 
Percentage of small firms 
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More SFs are found in rural areas and this might indicate that these are survivalist businesses. As 

there are very few firms to employ the people in rural areas, some open up small firms to 

substantiate their survival, thereby the term survivalist. The following section gives a breakdown 

of the manufacturing sector in Zimbabwe. 

2.6 MANUFACTURING SECTOR IN ZIMBABWE 

The manufacturing segment has sub-categories that include food processing such as baking, oil 

processing and grain milling; metal fabrication; garment production; carpentry; beer brewing; 

pottery; brick-making and plastic u.u.~~----1ecycled materials (Kapoor, Mugwara & 

Chidavaenzi, 1997:6). According t o-~~"H1ir::ust va, (1996:47), small manufacturing firms 

contribute almost 18% of the over l 

considering that the remaining po • 

firms. 

g share in Zimbabwe. This is a big share 

micro, medium and large manufacturing 

constrained by capacity ,&,,."''-"••i...w.,u;...~ ~crm~auate search and development, reduced 

agricultural output, price controls since 2001 , shortage of foreign currency, fuel, coal and 

electricity. The metal fabrication sub-sector is affected by lower output from Zimbabwe Steel 

Company (Zisco ), garment production affected by reduced cotton crop and high lint exports 

whilst the food industry is being affected by lower grain and dairy products as there is a reduction 

in commercial herd (Mandiwanza, 2007). 

Regardless of all the contribution which is made by small firms to all economies, there are 

several hindrances that negatively affect them from giving their best. Some of the challenges that 

are faced by SFs are discussed in the section that follows. 

2.7 CHALLENGES FACED BY SFs IN ZIMBABWE 

Several constraints have prohibited the small business sector from playing a very important role 

in the economy and among these are lack of access to modem machinery and equipment, a 

hostile regulatory environment, limited access to funds, high cost of finance, inadequate 
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management and entrepreneurial skills (SMMEs, 2002). The constraints are mainly felt by small 

firms that are starting up. The failure rate of start up firms in Africa is 85%, that is, of 100 new 

firms, 85 will not be successful and will close down (Gaomab, 2004). These challenges faced by 

small firms can be classified into four groups as suggested by Borgarello, Marignani and Sande 

(2004: 8). These categories include the credit market, macroeconomic environment, institutional 

framework and infrastructure and market and these are discussed below. 

2.7.1 Credit Market 

High lending rates and the use of conventional lending methodologies by banks restrict access to 

credit by the SFs. Conventional lending methodologies refers to the streamlined lending that 

follows rigid guidelines for acquirin i criterion, banks focus on risk, reputation, 

profitability, collateral security and t e · s of proposed projects which favour large 

firms that could easily meet these c tetm~, .~rrntJl!mV!fla~~l$J~all firms are left with no source of credit 

finance. Small firms mainly rely on ancial institutions, which cannot provide 

them with adequate finance because o ...... ~"--'.,...,"'·r-reliance on the Government and donors for 

funding. Established ha ause of their high transaction 

high lending rates have also 

contributed to less loans being given to SFs (Chigumira & Masiyandima, 2003:6-8) 

Banks perceive lending to SFs costly compared to large and well established firms with traceable 

business and banking records. The costs for lending consist of process costs, administrative costs 

and the risk of failure attached to small firms. Usually small firms borrow small amounts such 

that the cost of processing such loans may outweigh the benefits to the lender. 

To avoid high risks, banks consider collateral security, character of borrower, business track 

record, profitability of the venture, production capacity and initial capital prior to loan 

advancement. Trade liberalisation however, made future profitability of firms uncertain because 

of fluctuations in the demand for firm's products especially when there are cheaper foreign 

products being imported. Under such circumstances, large and well established firms with assets 

that qualify as collateral security and public enterprises that enjoy government guarantees 

continue to enjoy preferential treatment in accessing debt at the expense of SFs. Most SFs in 

Zimbabwe start up entities without assets that qualify as collateral security and they have no past 

business track record that can enable banks to have an opinion on their capabilities and the 
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viability of the ventures for which the loan is applied for. This missing information on the 

character and capabilities of SFs acts as a deterrent for risk-averse banks to extend credit to this 

sector (Chigumira & Masiyandima, 2003:31). 

Though there was a reduction in restrictions to lending due to financial reforms, the high and 

unstable inflation and high interest rates negatively affected the use of debt by SFs. Interest rates 

are above the average rate of return on investment and discourages investors from borrowing. 

Lack of information to SFs on the availability of loans and on how to access them remains 

another challenge for them. SFs are failing to utilize the cheap loan facilities such as those 

granted by the government and int~rnta..tfQJ1iW~:JJ:1Ci 1 institutions due to lack of information 

(Chigumira & Masiyandima, 2003: ormation between credit givers and the 

receivers creates uncertainties in th l!Jl»,PI-\-M~o? :-~l)D]Inent. Therefore to reduce risk of failure, 

lending markets establish high interes~~faliat~ijh~'.ir larger firms ahead of small ones. Banks 

forge strong linkages with larger firms in expand their power and achieve own interests. 

Small firms also lack -lffi!!l•fll ..-.rr:n. t ... •~~'1,..n .. _.,,,.:qi,.tt,ii-r'\\,..,..-41 ff:jir,trJltlelrt•t.emru· P which large firms can have 

U1]b~~bW1ial~omic environment also poses some 

challenges to small firms and this challenge is discussed in the next section. 

2.7.2 Macroeconomic Environment 

A macroeconomic environment is a business environment which compnses issues such as 

unemployment, inflation, trade cycle, economic growth as well as exchange rates. The variables 

in a macroeconomic environment cannot be controlled by a single firm (Lipsey & Harbury, 2004: 

241 ). Instability of the economy is the other challenge facing SFs. The instability of the 

Zimbabwean economy leads to high lending rates that discourage borrowing by SFs. High 

inflation leads to a reduction in the real rate of return on projects, reducing the chances of banks 

extending loans to them as default risk increase. Real rate of return is a purchasing power-

adjusted value of money. It tells how much more someone will be able to buy with money at the 

end of the year and takes into account the effects of inflation in the purchasing power of money. 

In other words, it is nominal rate of return adjusted for inflation (Marcus, 1999:239). While the 

private sector has been exposed to foreign competition because of trade liberalisation, its 

competitiveness has been hampered by high rates of inflation and interest. Emerging 

entrepreneurs have found it difficult to establish themselves due to uncertain macroeconomic 
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environmental factors such as high interest rates and unstable foreign exchange rates (Kapoor, 

Mugwara & Chidavaenzi, 1997: 2). 

The tight monetary policy leads to high interest rates and that prevents small business people 

from achieving their best. High interest rates are also forcing small firm owners to rely on their 

savings and borrowings from business partners, friends and relatives. The price controls that are 

implemented by the government are causing a reduction in production and therefore shortages 

especially in raw materials that are used. The institutional framework challenge is discussed 

below. 

2.7.3 Institutional Framework 

Registration costs, bureaucratic pro 

some of the institutional factors a 

obtaining a license to commence a b 

l!-U:cnnation sharing and labour regulations are 

~ p 1ul\lJU~l-il,1IJ.S. The process of registering a firm and 

erous and is further complicated by labour 

regulations (Borgarello, Marignani & Sui.l"n.,~~•"T: 12). 

University of Fort Hare 

requirements that small firms have to go through. A new firm has to register and get the 

necessary licenses and this process is a major drawback for small business people who are willing 

to start a new business. The process is expensive and time consuming and applicants have to 

visit several Government offices before commencing a business. This will at times lead to 

prospective small business owners foregoing some projects that can be profitable and crucial to 

the economy. The bureaucratic nature of registration is the main reason why many economic 

activities are not registered resulting in firms having difficulties in accessing debt from official 

credit institutions becaus_e of their legal structure (Borgarello, Marignani & Sande, 2004: 12), 

(SMMEs, 2002:7) and (Kapoor, Mugwara & Chidavaenzi, 1997:16). 

Tax requirements also favour ·the large scale firms over small ones. This is because small firms 

do not have personnel to do the accounting for them, as it is costly. The tax structure does not 
. i ·· 

differentiate between large--firms and small firms and as a result the financial burden on small 

firms can be substantial. Be-~ides the high tax liability paid by small firms, the tax return 

calculations are also complicated to s6me small firms that cannot afford to employ experts in this .. 
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field. A financial burden will be imposed on these firms as they have to pay high fees to experts 

to fill in the tax return forms (SMMEs, 2002:7) and (Kapoor, Mugwara & Chidavaenzi, 1997:21). 

Devaluations of the Zimbabwean dollar recently led to a sharp increase in the price of imported 

equipment which is beyond the reach of several small firms (Dawson, 2006). This meant that 

small firms have to make do with available equipment which might be old and outdated and thus 

no longer efficient. Because of this, SFs will not be able to reach their full capacity which they 

might have if they had access to new and efficient machinery. There is also a shortage of high-

quality tools available to SFs. 

Apart from registration, taxation and devaluation, the price control by the government is also 

another blow to growth and prospe • ~---,r&-,," ri es of basic goods such as bread, milk and 

mealie-meal are determined by the o some other small firms to close or reduce 

scale of production. This is mainly aHe,+tW'.lbil 11::1mm:s11 e:ngaged in retailing and commerce and the 

prices that are set at times will lead osts involved are high. For example, firms 

that are located near suppliers and cons • incur relatively low transport costs compared 

to those located far fro hortage of fuel in Zimbabwe 

currently, it is expensive to tra11t1~etJ~ '.rn u.llll..4u u. .. :;. u.Jra.u~to another and consequently rural area 

firms are more affected. The result is manifested in loss as retailers are forced to sell at the set 

price. Small firms furthermore also suffer poor infrastructure and markets that are not well 

defined. Section 2. 7.4 focuses on this challenge. 

2. 7 .4 Infrastructure and Markets 

Small firms also suffer from a lack of well defined distribution channels. This means that SFs 

have to use underdeveloped and less formal channels for distributing their products. Many large 

retail outlets are not prepared to stock goods that are manufactured by small firms, therefore 

leaving SFs with no channels to market their products to the customers. Several people also view 

goods produced by SFs to be of inferior quality as compared to those of well established large 

firms. The market therefore, is small and usually comprises of consumers with inadequate 

disposable income. Sometimes, this leads to small firms selling their goods on credit to customers 

who are not credit-worthy thereby increasing the risks of failure. 
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Small firms in Zimbabwe face stiff competition from large firms. They have to market their 

goods and services in a marketplace filled with cheap imports from China and the Far East. Small 

firms have therefore, to prove to the market that their goods are better than the cheap imports or 

have to look for ways to reduce their costs of production so that they can have a competitive edge 

in the market. Usually these cheap imports are not durable and small firms have a challenge to 

prove that their goods offer value for money. Ways should be devised to inform the market about 

their goods and services at the lowest possible cost. The challenge then, in the face of 

globalisation, is the high cost of doing business. Ways of out-performing each other should be 

devised and this cannot come free of cost. 

Costs of transporting raw material 

transport problem is mainly felt b 

.... ~•-t ~ ~~•'(y j' b"iods are very high at the moment. This 

from their source of raw materials and 

market and engaged in production age of fuel in Zimbabwe is felt by many 

small firm owners and is increasing c . At times, entrepreneurs are forced to buy 

fuel at illegal parallel markets and/ or bu tt" ..usmg:toreign currency which is not readily available. 

University of Fort Hare 

challenges to entrepreneurs. Due to a bad road network, transportation of raw materials becomes 

expensive especially to those firms that subcontract the transportation of raw materials. The 

transportation companies will charge more because of the dangerous condition of the roads. 

Some firms, especially retailers located in rural areas, are losing lots of revenue because of stock 

shortages caused by failure to get transport to ferry stock to their areas of business. Some roads 

that lead to rural areas are so bad that many transport services are not offered to these areas. The 

problem is rife during the summer season which makes it impossible for any vehicles to cross 

low areas without bridges or where bridges were destroyed but not yet repaired. 

Besides high costs due to a bad road network, there are also electricity constraints. Zimbabwe is 

currently experiencing severe electricity shortages. This problem mainly affects small firms 

located in residential areas as they are in the areas that are mainly affected by power cuts. Several 

small firms unlike larger ones, cannot afford to purchase generators to use in the event of an 

electricity power cut. 

36 



 

 

Other challenges include lack of modem technology, incapacity to exploit economies of scale of 

production and employee expertise. People without adequate expertise are employed since the 

SFs, because of financial constraints, cannot afford to employ an adequately qualified workforce 

(Borgarello, Marignani & Sande, 2004: 10). 

Despite all these identified challenges which are faced by small firms, several governments are 

striving in eradicating these challenges. The government of Zimbabwe is not an exception to this 

and it has formulated several policies to assist small firms in working in a conducive environment 

with minimal obstacles. Section 2.9 below discusses the promotional activities that are being 

implemented or intend to be implemented. 
------,--~ 

2.8 PROMOTION OF SFs 

Although the small firm sector faces compared to larger ones, the Government 

of Zimbabwe is trying 

favourable environment, t lifu'~~~-~.~.mt 0ilml5abJNellth1rciu~li e ministry of Small Micro and 
Medium Enterprises has form ~WYi!"1tH'\111'·'1'N come up with ways to assist small 

firms. Some of the support systems are already in place whilst some are still to be implemented. 

The following section focuses on systems that are already in operation. 

2.8.1 Systems in place 

The government is giving incentives to small businesses at their start up stages and growth 

phases. The major incentive is on tax breaks and tax concessions. The strategies for achievement 

of the investment promotion include tax relief and rebates and discounts. A tax relief implies that 

small firms will not be subject to a full tax liability and therefore will save through payment of 

lower tax compared to larger firms. The rebates and discounts include discounts on land and 

services and rate rebates (SMMEs, 2002:8). Currently, SMFs that are situated at Growth Points 

pay 10% income tax rate for the first 5 years of operation and this encourages small firm 

investment at Growth Points. For small manufacturing firms that export 50% or more of their 

output, the tax rate is 20% (Zimbabwe Revenue Authority, 2007). 
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The government of Zimbabwe, 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 small 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-fmance 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 largest portion of all the sectors (Gono, 2006:31-42). 

The major constraint to small firm ' 

higher cost of debt. To avert this, tn~ll~~mftil1ntE~iJ11 

fmance to small firms without aski 

Technical assistance provided by Zim 

knowledge and to identi 

cess is lack of access to fmance and the 

tablished institutions that will offer credit 

nd at lower interest rates than prevailing. 

be strengthened to increase SFs marketing 

wi-.1.w-• ....... ..,,f........,..ady been put in place to create 

an enabling environment for ttt(>@t r~~IUoltC:U~ tret:Mlff(~ 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 le, 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 enabling 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 Economic Recovery Programme. Support programmes for small firms by 

the Zimbabwean government include the Small Enterprise Development Corporation, Zimbabwe 
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Development Bank, Credit Guarantee Company of Zimbabwe, Agricultural Development Bank 

and the Venture Capital Company of Zimbabwe. All these structures assist small businesses in 

securing start-up capital and also offer training services for them to be sustainable (SMMEs, 

2002: 3). The following section focuses on promotional activities that are being envisaged and 

are yet to be implemented. 

2.8.2 Systems yet to be put in place 

The Government of Zimbabwe has devised methods to react to the challenges faced by the small 

business sector but some are still to 11w>--n-»t--tt"t-n-1~.......,;.if-flpse promotions are through the creation of 

an enabling legal and regulatory 

finance, access to markets, technol 

and skills development and creation 

(SMMEs, 2002: 7-13). 

access to 

e support, entrepreneurial, management 

d partnerships with helpful organisations 

To create and enable a le 1 r n • t, ..... ""-·&-41 .... IW,ernment came up with several 
. h . . 17i aether in Excel ence f 1 1 . . d strategies. T ese strategies me u e"ilmong others srmp iticat10n o comp ex regu ations, improve 

access to information and centralising and streamlining the procedures. There is an initiation to 

revise laws and regulations and policy makers will make sure that the regulations are pro-active. 

Laws and regulations will be drawn up to ensure minimal administrative work. The Small 

Business Act will be put in place to facilitate the growth of the sector. The act will create an 

effective mechanism for giving incentives to SFs and will specify rewards and penalties for non-

compliance with the provisions. The responsible authority for business formation will simplify 

and minimize procedures for establishing a business. Local authorities will develop simple 

procedures that require minimum time and effort to issue the relevant license and permits. Legal 

reform to remove legal constraints will be undertaken as well as minimising the reporting and 

administrative requirements (SMMEs, 2002:7-8). 

The government encourages business angels, capital ventures and private equity givers to invest 

in small firms in return for incentives such as tax relief. A business angel is an individual or a 

small group of individuals who invest in new ventures that show potential for growth (Barrow, 

1998:69). To increase funding for SFs, a secondary stock exchange will be set up and this stock 
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market will primarily cater for SFs and will afford them an opportunity to raise funds through 

various instruments that include public offers. It will therefore offer vast scope for growth of the 

sector in terms of securing capital for expansion, research and development, advertising and 

packaging (SMMEs, 2002:9) and (Bwititi, 2006). 

To address the market challenge, the government intends to continuously provide information on 

market trends. Business associates will provide small firms with market opportunity services. 

Quality assurance measures and accreditation will be encouraged to enhance product 

competitiveness. The Standards Association of Zimbabwe will embark on a support programme 

targeted at SFs. Other intended support systems for the market challenge include marketing and 

distribution support and trade facilita ivt..'1...\'t3J~~ :9-10). 

Other support systems intended CiWllill~liffiHif.ll logy and infrastructure support and 

entrepreneurial, management and s t. The strategies include provision of 

technological information, prov1s1on oN~r.ks~ national productivity centre, electronic 

commerce, entrepreneurswu,roe"l'J~,~lillflJ qtnl11l$-t1.L.L,~9"J,Sw, "'\ Wllnet~elll!e111t and support, technical skills 

training and information and ad 11~r({SH 

The Small Business Advisory Council will be established as a public-private partnership. It will 

give advice to relevant ministers on issues affecting the sector. Small Business Authority will be 

responsible with SFs development through providing information and guidance, counseling and 

training, legal advice, financing, marketing support and research and policy formulation (SMME, 

2002: 13-15). To attain the objectives of the SF's policies, the Ministry of Small Micro and 

Medium Enterprises suggest that the Government maintains a level field based on free market 

principles. The aim will be to develop and maintain free competition and at the same time create 

an environment for small firms to develop and realize their full potential (SMMEs, 2002:5). 

Section 2.10 gives a summary of this chapter. 

2.9SUMMARY 

From the discussion in all the preceding sections, it can be deduced that small firms are very 

important to all economies. Depending on the environment they operate in and the support given 

to small firms by countries, their contributions will differ considerably. The actual contributions 
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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 depe .... --~~::•,n3 r"'-""'preneurship skills possessed by the small 

business owners. 

The emergence of SFs in the Zimba~~~~ihEJ1¥lj'y} can be attributed to Economic Structural 

Adjustment Programme and financial se lation that created a good platform for small 

firms and made it easier ers. In Zimbabwe, more SFs 

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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3.1 INTRODUCTION 

In almost every country, there are claims that small firms are disadvantaged because funding is 

more difficult to obtain than it is for bigger firms. The difficulty of financing for small firms is 

one of the most frequently heard complaints. Small firms need capital to finance long-term and 

short-term needs. They need capital to invest in fixed assets, current assets and intangible assets 

such as buildings, raw materials and trademarks. They also need capital to cater for seasonal 

fluctuations in demand which may be caused by business cycles, structural changes in the 

economy and incidental events (Nieman & Pretorius, 2004: 172). Without capital to cater for 

these needs, a small firm cannot prosper. 

The generation of capital in sufficie t 

small firms. Small business owners ( Bi 

or those from other people. There a e 

SBO can consider when raising funds. 

the right form is crucial to the success of 

nd their businesses with their own funds 

ategories of sources of finance which an 

es are equity and debt finance. Funds that 

do not need to be returned either as capita repayment or interest fall into the equity category as 

all other funds that need • • • it 't 1 ~p...,pl,li!'f" fall into the debt category. A 
To ther in Exe llence . . . combination of the two can be u to fmance a usmess. There are conditions which SBOs 

should meet when raising funds otherwise investors will not invest in the business. Finance is 

traded in the market whereby terms are agreed upon and transactions take place ( Correia et al., 

2005: 13-3). 

This chapter focuses on financial markets where finance is traded; capital structure - thus the type 

of finance; capital providers and the determination of the type and source of finance. The 

fmancial market concept and the forms of financial markets that exist are discussed in the section 

that follows. 

3.2 FINANCIAL MARKETS 

Finance is obtained on financial markets which are markets where fmance is traded. As in other 

commodities, markets develop to ensure capital supply meets its demand. On this market buyers 

and sellers (those who are looking for funding and those willing to supply the funding) meet and 

discuss terms and conditions for offering funding. Suppliers of fmance differentiate themselves 
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from each other by the way they supply the capital, the type of capital they offer, the levels of 

risk they are prepared to accept, the price they ask for the capital and the supplementary services 

they offer (Wickham, 2004:444). These markets are classified into money and capital markets, 

spot and derivative markets and venture capital markets. Correia, et al (2005) identified the 

abovementioned types of financial markets and these are briefly discussed in the following sub-

sections. 

3.2.1 Money and Capital financial markets 

The money market is primarily for short-term finance and is not situated in one location. 

Institutions such as merchant banks s and finance houses operate the money 

markets. Capital market on the other long-term finance which is usually used 

for the purchasing of fixed assets. c pital market is the Zimbabwe Securities 

Exchange (ZSE). As a rule of ... .,.. .. arkets' transactions deal with financial 

instruments with a life of less than three capital markets for financial instruments with 

a life of more than three ancial instrument is a real or 

virtual document with contrac wners to specific rights and claims 

on real assets (Brigham & Ehrhardt, 2005: 12). 

3.2.2 Spot and derivative financial markets 

Instruments are traded at the agreed price immediately for spot market and settlement is deferred 

on derivative markets. The use of derivative instruments allows the creation of finance to suit the 

particular needs of lenders and borrowers. A spot market is a market whereby commodities are 

sold at prevailing prices and prices at the spot market are always changing whilst at derivative 

markets, future prices of commodities are determined at the present (Brealey, Myers & Marcus, 

1999: 626 & 678). SBOs have time to use the financial instrument for a certain period before the 

payment is settled, thereby financing some business activities during the period before payment 

(Correia, et al., 2005: 13-4). 
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3.2.3 Venture capital financial markets 

This is a financial market where funding for new, expanding and entrepreneurial firms is obtained 

(McLaney, 2000:389). The venture capital market encourages entrepreneurship and gives 

investors a chance to participate in high-risk speculative projects. This market provides funds and 

start-up seed capital to high risk small firms. Many new small ventures make use of this market 

(Marx, DE Swardt & Nortje, 2004:233) and (Rwigema & Venter, 2005:404-406). It should be 

noted that financial markets are not mutually exclusive as one type of finance can fall into several 

different financial markets. Having the background of the different types of financial markets, a 

discussion on the types of funds to be used in the capital structure will preside. 

3.3 CAPITAL STRUCTURE 

Capital refers to the type of fmanc 

structure therefore refers to the fmanc 

and equity (Brealey, Mye 

~tl~f'lls~.~~dl lli"ti a firm, that is, debt and equity. Capital 

ployed by a firm, thus the mixture of debt 

• ions are the choices that are made 

by firms in terms of finan8'·~1ftii~fR.tml~t6Y:a t between using debt and equity 

(Damodaran, 1999:213 ). Sectio'/:i o#zr& f&1b'ti.no'i.i~ of the proponents of capital that is, 

equity and its components. 

3.3.1 Equity 

Equity is the primary source of funding for a small firm. It is money invested in the venture with 

no legal obligation for small business owners to repay the principal amount or pay interest on it. 

It does, however, require sharing the ownership and profits with the funding source (Kuratko & 

Hodgetts, 2004: 483-493). This money comes from the owner's savings and in the case of a 

company, it will be in the form of share capital and retained earnings. Shareholders' (owners) 

money does not have to be repaid but they expect an increase in the value of their shares and if a 

business goes public, they expect a dividend as well (Barrow, 1998:56). In return for the funds 

advanced, equity holders will have part of the firms' ownership depending on the amount of 

contribution made. Equity can be raised through two major sources namely public share offering 

and private placement. Public share offering refers to sale of securities to anyone who wishes to 

buy and once it has been sold, can be freely traded in the securities markets whilst private 
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placement refers to the sale of securities to a limited number of investors without a public 

offering. The securities cannot be freely traded in the securities' markets (Brealey, Myers & 

Marcus, 1999:353). 

SBOs can form a company, a close corporation which refers to a firm that is closely owned by a 

few people and its shares are not actively traded on the security exchange (Brigham & Houston, 

2004:309) or a partnership to attract shareholder's capital, member's interest or partner's 

contributions or they can approach venture capitalists or business angels to acquire equity 

(Rwigema & Venter, 2004:401). 

The discussion that follows focuses 

and friends' loans, share capital, ret 

grants and commercial partnerships 

of equity capital. These constitute family 

stry backup, venture capital, government 

uity especially in companies. 

3.3.1.1 Owner's funds U . •t f F t H n1vers1 y o or are 
The most convenient source o 

personal savings, investments, sale of assets, inheritances, trust funds and lump sums resulting 

from a capital gain or a redundancy package among others. Capital gain refers to a profit which is 

made from the disposal of a fixed asset which was held for more than one year (Brealey, Myers 

& Marcus, 1999:239). Owner's funds are desirable as no collateral is required to get them. 

Collateral is an asset or a group of assets specifically named in a debt agreement to which the 

creditor has claim if the borrower fails to comply with the terms of the agreement (Ainsworth, 

Deines, Plumlee & Larson, 1997:518). The owner also does not have to share the ownership of 

the venture with anyone as he/she finances the business with their own funds and there is also no 

need to comply with any requirements for raising of finance (Wickham, 2004:445) and 

(Rwigema & Venter, 2004:389). If the funds are not a loan but a gift, it is tantamount to equity. 

3.3.1.2 Contributions from family and friends 

Research all over the world has concluded that one of the main sources of business finance for 

small firms is family and friends. Family is the best bet when it comes to understanding what the 

SBO wants to do and give support, loyalty and a speedy decision. But if a contribution is made 
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from the family, the small business owner should treat it professionally as this enhances trust and 

can prevent disputes (MaCleod & Terblanche, 2005: 147-148). 

3.3.1.3 Shareholder capital 

SBOs can form a company in order to raise capital through share offerings. A company can raise 

funds through the issue of new ordinary shares which the public may take up. Shares are portions 

of ownership in a company which are sold to the public or private investors to generate capital. 

The interest of ordinary shareholders is related to the performance of the firm. Their wealth 

increases by the capital growth in tAB--sRaR~MHl-fiAfl, dividends received (R wigema & Venter, 

2004:401) and (Correia et al., 2005:1 -

SB Os can either start a private or pu \.~==-'Cii~~~ n~Jru !!~ ~'i~;~:t ise equity through share issue. A private 
company is not allowed to offer its s lie whilst public companies list and trade 

shares publicly on the Zi • in a company where shares are 

used to raise funds is propArf" .. ,t""k<IIL.L>? ... 1t.;::!.., ..... -,,,. ~ tre-·nu:mt~• 1'-Cf'Hli'TP-C.' -en-Jr{~n~sed. Shareholders of a firm are 

entitled to profits in proportion number o . The portion they receive is termed 

dividend and is paid at the discretion of the firm 's directors who decide how much of the profit 

they wish to retain for future expansion (Rwigema & Venter, 2004:401) and (Barrow, 1998:72). 

A firm can issue ordinary shares, deferred shares and/ preference shares (refer to sec 3.3.2, p. 50 

for more information on preference shares). Ordinary shares are the most common type of share 

and constitute most of a firm's capital. Dividends on ordinary shares can be paid only once 

holders of preference shares have received their dividend. Ordinary shares in a public firm must 

carry equal voting rights whereas private firms can issue ordinary shares with different voting 

rights. Deferred shares are shares on which dividends are paid out only when preference shares 

have received their fixed rate of dividend and ordinary shares have received either a specified 

dividend or dividend for a minimum period. Dividends on deferred shares are paid out only after 

preferential shares have received their fixed rate of dividend and ordinary shares have received 

either a specified dividend or dividend for a minimum period (Rwigema & Venter, 2004:402). 
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Though raising funds through the issue of shares, especially publicly is desirable, it comes under 

great scrutiny, thus management will spend more time explaining to stakeholders why they run 

the business the way they do (Barrow, 1998:73-74). This will mean some of the management 

staff will spend more time dealing with stakeholders' queries rather than doing the planning for 

the future of the firm. 

The raising of equity finance through the issue of new ordinary shares does not come without a 

cost. Several different expenses are incurred during the process of raising the capital and these 

costs include listing fees, advertising expenses, professional fees, banker's fees, underwriting 

commission, taxes and duties among others (Correia et al., 2005: 13-11). This implies that the 

actual value of a share will be less 

costs incurred. 

3.3.1.4 Retained earnings 

Retained earnings are the• "'1-h'P-.r"lff'T!;rrtl-1•.rnh 

which the company retains. T11a:JQ.t.a.f1Ni!:i' 

ce as the other amount will cover for the 

rra-tl~liMl.tute part of earnings available 

mcmremamreagreed to forego a dividend in the 

expectation of future growth. The decision to retain earnings rather than to pay a dividend is 

determined by the dividend policy of the company. Retained earnings constitute an immediate 

source of finance since, if they are distributed as dividends, equity funds has to be raised (Correia 

et al., 2005: 13-11 to 13-12). 

Retained earnings can be a better source of funding especially when there is a new attractive 

investment opportunity. This is because there are no other costs such as floatation costs attached 

to retained earnings as compared to the issue of new shares. Besides the actual costs associated 

with the issue of new shares, the use of retained earnings for funding is time conservative as no 

time is spent looking for another type of finance. In business, time is money and time lost will 

never be recovered. Though profits generated by ventures are available for reinvestment, it 

should be noted that they do not belong to the venture or the entrepreneur but are the property of 

investors who are backing the venture. Reinvesting the profits might offer a good investment 

opportunity but it is an opportunity which investors judge like any other investment on the basis 

of risk and return. There is also a possibility of taking the profits and seeking alternative 

investment opportunities (Wickham, 2004:446). 
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3.3.1.5 Venture capital 

Another type of equity finance is capital that comes from venture capitalists. Venture capital is a 

name given to equity finance provided to support new, expanding and entrepreneurial firms. 

Much venture capital comes from funds contributed to by a number of smaller investors, in many 

cases taking advantage of the tax incentives available to providers of equity finance through such 

funds (McLaney, 2000:389). It is usually equity capital provided to a firm by an investor or 

investors, in exchange for a share of the ownership of the firm (Damodaran, 1999: 217). This 

capital mainly suits small firms as it is usually associated with financing of new small firms with 

higher levels of risk. Most established finance givers shun the small firm sector as it is associated 

with high risk and high levels of fail~- ~-, 

and for a firm to get the finance, the io~rn-e:l)l-Mtas---« 

reducing the powers of decision 

information on venture capital, refer Oll~~tt\:llt.1 K ,m-iii-... -..,1 iv.~ 

3.3.1.6 Government grants 

Governments also offer Ci:l:B1LW':l,..._u 

are usually offered to assist neJi 

f this type of capital look for high returns 

part of the ownership of the firm thereby 

yers & Marcus, 1999:369). For more 

tL. a.i;-.JtrAJi-opment grants and these grants 

Jl-fii~est will be difficult to obtain. Grants 

have been developed to help fill some of the gaps that exist in the normal market provision. They 

are aimed mostly to assist areas of high unemployment and economic dereliction and to 

encourage research, development and innovation (Knott, 1998:138-140). Apart from capital 

grants, governments also offer support to small firms in the form of consulting services and 

training. The Government of Zimbabwe offers subsidies for small firms in the form of tax 

rebates. For a small manufacturing firm that is located at a Growth Point, the tax rate for the first 

five years of operation is 10% instead of the normal 30%. For a small manufacturing firm that 

exports 50% or more of its outputs, the tax rate is 20% (also refer to sec 2.8.2, p. 39) (ZIMRA, 

2007). 

Since no repayment is required, equity capital can be much safer for new ventures than debt 

financing, yet the SBO must decide on giving up part of the ownership in return for the funding. 

Having discussed the equity as an alternative source of finance for a small firm, the following 

section focuses on another alternative of business financing which is preference share issue. 
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3.3.2 Preference shares 

Preference shares contain some characteristics of equity and some of debt ( debt will be discussed 

in sec 3.3.3). A fixed dividend is received from preference shares, which is similar to debt, but in 

the event that the firm has insufficient funds to pay the preference shareholders' dividend, it may 

be passed, thus likened to equity. The nominal rate for preference dividends is usually based on 

the after-tax interest rate for long-term debt. The reason being that interest on debt is deductible 

for purposes of taxation while preference dividend is not (Correia et al., 2005: 13-12 to 13-13). 

Preference shares are cumulative preference shares unless they are specifically designated as non-

cumulative. Cumulative means that itt. :t-t:1:ttr-~:ntt--tm:tt.-the preference shareholder dividend is not 

paid, in the following financial year, th 1i1 e the fixed dividend for that year plus the 

dividend for the previous year whi he preference shareholder has a right to 

arrear dividends and they accumulat e ence shares exist in a variety of forms and 

these include participating preferen mable preference shares and convertible 

preference shares (Correia et al., 2005: 13-1 o 3-13). 
University of Fort Hare 

. . . To et er in xcel n e Part1c1patmg preference shares ar pre erence s ares at ave elements of both preference and 

ordinary shares. They have a fixed dividend and they also share in the remaining profits of the 

firm in some predetermined proportion to the ordinary shares. Redeemable preference shares are 

the same as normal preference shares except that the firm has an option to redeem them at a 

specified price on a particular date. They are attractive to the firm because they offer a degree of 

flexibility. The investor is at a disadvantage because the redemption may take place at an 

unfavourable time to him/her. Convertible preference shares are also similar to normal preference 

shares except that the holder has the right to exchange them for ordinary shares or other securities 

according to prearranged terms. If the holder believes that the ordinary shares offer a better risk-

return relationship than the convertible preference shares, conversion will take place (Correia et 

al., 2005:13-12 to 13-13). The other component of capital, debt, is discussed in subsection 3.3.3 

below. 
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3.3.3 Debt 

Debt is a form of finance which has a fixed cost and firms are obliged to pay interest for its use. 

This option creates both a fixed obligation to make cash payments and provides debt holders with 

prior claims if the firm is in financial trouble. Debt finance can also be termed financial leverage 

(refer to sec 3.3.3.3, p. 57) which is the use of fixed-cost financing such as debt to magnify return 

and risk (Gitman, 2003:522) and (Damodaran, 1999:219). 

Debt comes in the form of short-term, medium-term and long-term finance. Short-term debt is 

usually less than twelve months, medium-term is between one and ten years and long-term is for 

longer periods usually more than tc;a.-Vv-(lH;,-\-\;:7\;Jf-f-Giicl-t:'.'t al., 2005:13-13). The determination of 

short, medium or long-term is at ti he type of business a firm is engaged in; 

short-term finance in manufacturing ., .. ~~~~·~~::-.!:..l .. o the one in construction. 

The interest charged on debt for sma y very high due to the perception that new 

ventures are more likely to fail! therefo~e more nsky. Debt can be at a fixed interest or variable 

interest and can also be eitftt::t~e<!lireE!t.1:~ltJLli f:4;txa1tnbreS1·-e:l'-debt include loans, trade credit, 

leases and mortgage bonds (refe .3.3.2, p. 54 respectively) (Rwigema 

& Venter, 2004:390). Having discussed the meaning of debt, the following discussion identifies 

different types of debt. 

3.3.3.1 Short-term debt 

Short-term debt is usually raised for the purposes of working capital as many businesses are 

affected by seasonality. Seasonality refers to cyclical and seasonal variations in demand for 

goods and services due to changes in seasons. Examples include an increase in demand for goods 

and services in November due to bonuses given to employees, an increase in demand for clothing 

during the winter season (Marx, De Swardt & Nortje, 2004: 277). They are usually used to 

finance working capital requirements such as purchasing raw materials and paying debts. Short-

term debt is mainly used by firms with cyclical demand, thus demand which fluctuates during the 

year. Seasonal fluctuations in demand are usually financed through trade credit but it exposes a 

firm to a higher risk as short-term debt has to be settled sooner than long-term debt (Correia et 

al., 2005: 13-15). Examples of short-term loans include personal loans, bank overdrafts, credit 
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cards, revolving credit, bankers' acceptances and trade credit, among others. These forms of 

short-term debt will be discussed below. 

• Personal loans 

Personal loans may not require collateral but may depend on the individual's ability to repay the 

loan based on income earned. SBOs can use these loans to finance the business investments 

available which are relatively easy to get (Rwigema & Venter, 2004:391-392). This type of 

finance may only be suitable to finance short-term needs for cash as repayment periods are 

usually short. Personal loans cannot be used to finance long-term financial needs of a firm such 

as purchasing fixed assets since it is established financial practice to aim towards matching the 

maturity of the finance with the life o "'""' "'·'4'"" .µ "i..~ anced (Correia et al., 2005: 11-7). 

• Bank Overdraft 

A bank overdraft is a facility given 1, a person to over-withdraw the amount in 

his/her bank account. Banks therefore mu~.-µg..y-:1:.u.ents beyond the amount of money in the bank 

account of a customer. T e • cater for his working capital. 

Bank overdrafts are flexible interest charged on the outstanding 

daily balance. Overdrafts must be repaid in full in the event of any conditions required by the 

lender being contravened (Rwigema & Venter, 2004:391-392) and (Barrow, 1998:63). 

• Credit cards 

A credit card is a plastic card embossed with the account number, initials and surname of the 

cardholder to which the account is assigned. The account makes provision for a credit limit that 

can be used to purchase goods and services and to obtain cash disbursements on credit. These 

purchases can be made over the telephone, internet or via mail. Repayment of the credit which 

was extended can be effected through several convenient payment methods and repayment 

amounts at once or in installments (ABSA, 2007). The use of a credit card does not result in the 

deduction of money from the borrowers account after every transaction. Rather it allows the 

borrower to revolve his/ her balances at the cost of having interest charged (Wikipedia, 2007). 

Though interest is charged on the funds used, most cards offer an interest-free period after which 

interest will be charged (Moodley, 2007). This can be equated to trade credit. As in both cases, an 
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interest free period can be utilised which results in the use of cost free debt. Credit cards are 

gaining popularity and are now being used as a source of finance by small business owners. 

• Revolving credit 

Revolving credit is whereby SBOs are granted a line of credit which once a minimum amount of 

the loan has been repaid, it can be drawn back to its original limit without affecting the 

repayments (Rwigema & Venter, 2004:391-392) and (Barrow, 1998:63). It is a type of credit that 

does not have a fixed number of payments. A revolving credit arrangement usually lasts for a few 

years and formally commits the bank to provide for loans up to some limit for the term of the 

agreement. The borrower must pay a commitment fee to establish a revolving arrangement, in 

part to compensate the bank for its 1 

Marcus, 1999:527). It should be n t 

institutions' staff, some institution 

unfavourable economic conditions. 

~~~it~;!t~m',~O honour the agreement (Brealey, Myers & 

g preliminary interviews with financial 

nk have suspended this facility due to 

• Bankers Acceptance University of Fort Hare 

settled on a predetermined date. A bill of exchange is a negotiable instrument and is used in the 

paying of trade credit (Nieman & Pretorius, 2004: 179). This is a facility made available by 

merchant banks whereby a 'special client' borrower is issued a letter of credit permitting the 

client to draw bills to a specified limit on the bank. This bill is then accepted by the bank and 

subsequently discounted in the money market and the proceeds net of discount are made 

available to the borrower. By accepting the bill, the bank assumes responsibility for payment on 

maturity on the understanding that the client will repay the bank by the due date (Nieman & 

Pretorius, 2004:179). It is cheaper than a bank overdraft but does not have the same degree of 

flexibility. The firm is committed to using the full amount of banker's acceptance for the agreed 

period, whereas the overdraft can be easily managed. Banker's acceptances are mainly used to 

fund seasonal fluctuations, thus demand which is cyclical (Correia et al., 2005:15-15 to 13-16). 

• Trade Credit 

Trade credit is an offer given by suppliers to sell commodities to firms on credit in the normal 

course of business. An example is when a firm buys stock on credit from other firms. This 
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implies that the buyer will not be expected to pay cash for the goods or services purchased 

(Nieman & Pretorius, 2004: 177). The time lag between the receipt of the goods and payment for 

them allows the firm purchasing those goods to process or sell some or all of them thereby 

generating income before the payment for the goods is done. By this option, an SBO can use the 

funds to generate more income in the form of other lucrative investments. The cost of the 

materials bought will be paid at a later period allowing the firm to generate income between the 

purchase of the goods and the payment made for the goods. There is no cost involved on trade 

credit except when a finn does not utilise the discount period and pays after the agreed payment 

period has elapsed (Correia, et al., 2007: 12-19). 

For a firm to obtain trade credit, s credit worthiness of the buying firm by 

doing a credit check on the bank a c ade credit accounts. If credit is granted, 

certain credit limits and terms will b sm¢.C,J!lliMR usiness grows and proves to be an honest 

and regular payer, the limit will b an & Pretorius, 2004: 178). It therefore 

requires mutual trust especially from tliN!Y~~ ' ide if they need to continually receive trade 

credit from suppliers. University of Fort Hare 
Together in Excellence 

• Factoring and Invoice discounting 

Factoring and invoice discounting are other sources of short-term debt together known as debtor 

financing (Nieman & Pretorius, 2004: 179). Factoring is a service offered by factoring companies 

whereby the factoring company takes over the payment of the goods when they are delivered to 

the customer. A duplicate invoice is sent to the factoring company which assumes responsibility 

for the payment. A certain percentage of the value of inventory sold can be withdrawn 

immediately and the remainder when the customer pays. The factoring company carries the risk 

of not receiving money if the customer defaults in payment. For this service, a small percentage 

is paid as a fee and a low interest on money advanced is also charged. Invoice discounting is 

similar to factoring except that the entrepreneur has to follow the customers for payment and he 

assumes responsibility for any bad debts. Factoring helps a firm to have cash at all times to run 

the business efficiently, thus cash for the purchase of raw materials and payment of labour which 

usually happens when customers are still to pay (Barrow, 1998:65-67). The following section 

focuses on medium and long-term debts. 
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3.3.3.2 Medium and long-term debt 

These are more formal and take more time to secure than the simple overdrafts. Medium-term 

debt is finance that usually has a lifespan of between one and ten years whilst long-term debt is 

finance that usually has a lifespan of more than ten years. These are provided for the purchase of 

property and assets and are usually secured against existing fixed assets or the one being 

acquired. There are several costs which are incurred when a term loan is being used. These 

include among others, legal costs and consultant's fees which might make them more expensive 

than bank overdrafts. Examples of these medium to long-term loans include instalment loan, 

instalment sale, hire purchase, leasing and mortgage loans (Barrow, 1998:64), (Rwigema & 

Venter, 2004:392) and (Van Aardt, ... ... ""i-n•~ e 1 enhout, 2002: 199). 

• Instalment loans and instalme 

An instalment loan is whereby a ba ower the full purchase price of the asset 

and then secures the loan against the p et. In an instalment sale, the bank purchases 

the asset on behalf of th trn bank in monthly instalments. Once n1 are 
the asset is fully paid, owners • ,....-,..7 T.,.. . ....- JO:ll~~~,Q~J))~.U,~ (Barrow, 1998:67-68). 

• Term loans 

Term loans are loans that are usually secured against a bond (refer to par 4, p.56 for definition of 

a bond). They typically carry fixed interest rates and monthly or quarterly repayment schedules 

and include a set maturity date. Term loans are basically grouped into two categories which are 

intermediate-term loans and long-term loans. Intermediate-term loans usually run for less than 

three years and are generally repaid in monthly instalments from a business's cash flow. The 

repayment is often tied directly to the useful life of the asset being financed. Long-term loans are 

commonly set for more than three years. Most long-term loans range from three to ten years and 

some run for as long as twenty years. The assets of the firm usually act as collateral for the loan 

and they typically require quarterly or monthly payments derived from profits or cash flow. 

These loans usually carry wording that limits the amount of additional financial commitments the 

business may take on and they sometimes require that a certain amount of profit be set-aside to 

repay the loan (Entrepreneur, 2007). 
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• 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 repossessed e firm's debt (Adviceguide, 2007). 

• Leasing 

Leasing is also another type of long 11~~.twlPl\-r!Mt small business owner (SBO) can lease an 

et can be returned or acquired or the lease 

assets without paying the full cost all at once. 

asset for an agreed period of time a e 

can be extended. In leasing, a firm gets 

Leasing is divided into QPl~:tt\-Ef~Jgpi~~\~~1~~:Qa1~~ ~~S!l~1pA operating lease refers to a 

;Jm~~ffJJl~.ehorter than the economic life of the rental agreement for a period Nt',. ... _,_,,,_n.1n~ 

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. Small 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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on the sale or pledge of assets and payments of dividends. Interest rates are generally higher than 

that of the overdraft and are dependent on the prevailing rates (Nieman & Pretorius, 2004: 181 ). 

• Mortgage bonds 

Mortgage bonds can also be used by small firms to finance business assets. A bond is a written 

promise to pay a specific sum of money on a specified future date and a mortgage is an issuance 

of a long-term note with an assignment of interest in property of the seller. Mortgage bonds are 

primarily used to fund the purchase of fixed assets. The purchased asset is used as collateral for 

that asset thus in the event that the firm defaults on the payment of the long-term obligation, the 

asset financed will be sold to recou ____ .,..____ , Kochanek & Barsky, 2000: 13-2 to 13-

19). 

• Micro finance 

Apart from debt that is available fro 

well defined and it depe 

firms and financial institutions, it can also 

funds raised through these lenders is not 

-..!i..-.&.-..c<iC:JiC-~ business owner. Micro finance 

institutions provide a source ctijJ'ttlLJPiW'fc s that are excluded from the formal 

financial institutions. Broadly defined micro finance includes both financial and social 

intermediation for the low income men and women. Sources of microfinance include micro-

lenders and non governmental organisations. Micro-lenders provide small loans that do not 

require any collateral over short periods of time such as a month. In most cases, they require 

proof of income and identification documents. Non governmental organisations serve as a 

channel for donor funding. They provide small loans as well as mentoring to entrepreneurs 

(Rwigema & Venter, 2004:394-395). 

The interest paid on loans can be fixed or variable depending on the terms of the agreement 

which are usually dependable on the prevailing economic conditions. Fixed rates might work to 

the advantage of the firm or to its disadvantage. If interest rates increase, it implies that the firm 

will benefit from the fixed interest rate due to payment of less interest. In the event that interest 

rates decline, the firm will carry an extra cost as it will pay more interest than the one prevailing 

in the market. Fixed rates also allow for better future planning unlike variable interest as the 

interest to be paid is known in advance. By using variable interest rates, the interest to be paid is 
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equal to the prevailing market rates which might not be foreseen in advance, thereby making 

planning more difficult (Barrow, 1998:64). 

3.3.3.3 The effect of the use of debt on firms 

The use of high levels of debt in the capital structure leads to an increase or decrease in the return 

on shareholders' capital (ROE). ROE refers to the return/monetary gain by shareholders in return 

for the capital they would have offered to firms. It is crucial to get into some detail on the use of 

debt (financial leverage) as the study is based on the use of debt to small firms. Therefore, the 

effect of debt on the returns to shareholders will be emphasised. An analysis of debt usage will 

Table 3.1 The effect of leverage on 

Capital Structure 

Share capital ( equity) 

Debt (at 15%) 

Total capital/assets 

Profits 

Income (EBIT) 

Interest on loan 

Income before tax 

Tax@30% 

Income after tax 

Return on assets 

Return on equity 

.l 

Togeth O jlJoExcellence 

10 000 

4 000 

4 000 

1200 

2 800 

4 000/10 000 

40% 

2 800/10 000 

28% 

Adapted from (Correia et al., 2005:14-4) 

Leveraged (Firm B) 

R 

6 000 

4000 

10 000 

4 000 

600 

3 400 

1 020 

2 380 

4 000/10 000 

40% 

2 380/6 000 

39.6% 
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It can be deduced that by including debt in the capital structure, the ROE of companies A and B 

changes respectively from 28% to 39.6%. If interest that is paid on debt is low, ROE would be 

improved by high levels of debt (leverage). It should be noted that high levels of leverage might 

lead to lead to a return on assets (ROA) which is lower than the before-tax interest rate on debt 

(negative leverage) especially when there is an economic downswing. Leverage is a financing 

strategy designed to increase the rate of return on owners' investment by generating a greater 

return on borrowed funds than the cost of using the funds. Leverage would be positive if ROA is 

greater than the before tax interest paid on debt and for this reason, the ROA for the purpose of 

this study, is calculated using income before interest and tax. This enables the comparison 

between interest paid and the return, that is, the before tax interest on debt and the income before 

interest and tax. For all other purpo e ~Ilf§.t~~ omparative of before tax interest on debt 

and ROA, the income that is used£ 

Firm B in Table 3 .1 illustrates a po i 

interest on debt, 15% (Damodaran, 1 

ROA is the income after interest and tax. 

s ROA, 40%, is greater than the before tax 

Debt is always desirable ann::::~:n&~~s 1
~"1111'1. lrll~ b.it~ .. rT .. l!l&"i<=""' but if the firm incurs a major 

drop in income, employing mo~\IU~.111,,, .. e1~a,~iC,OOMtalllOte will be detrimental as the firm will 

not be able to cover the cost of debt. Negative leverage occurs when the firm generates an ROA 

that is less than the before tax interest on debt. Table 3.2 below illustrates the result if income 

dropped to R500 due to a drop in demand. 

Table 3.2 The effect of leverage on ROE when there is a drop in sales (Negative leverage) 

Capital Structure 

Share capital ( equity) 

Debt (at 15%) 

Total capital/assets 

Profits 

Income (EBIT) 

Interest on loan 

Income before tax 

No leverage (Firm A) 

R 

10 000 

10 000 

500 

500 

Leveraged (Firm B) 

R 

6 000 

4000 

10 000 

500 

600 

(-100) 
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Tax@30% 150 

Income after tax 350 (-100) 

Return on assets 500/10 000 500/10 000 

5% 5% 

Return on equity 350/10 000 (-100)/6 000 

3.5% -1.6% 

Adapted from (Correia et al., 2005:14-5) 

Leverage increases the volatility o 

positive leverage, a negative leverag 

than Before Tax Interest on Debt, w 

debt (15%) is greater than the RO 

increasing the risk of a business. Unlike 

fore Interest and Tax/ Total Assets) is less 

ed in Table 3.2. The before tax interest on 

hareholders are the owners of a firm and 

~ LJ.U.a-,en. therefore make up for shortage out of its own 

funds. This means erod • 

in a firm failing to meet its de 

tt.ectll~l~ a firm's value. This may result 

6tilfflffi1i~Hsl&1~~meU:ial0:~:ailure of the business. Therefore, for 

leverage to be favourable, earnings before interest and tax should always be higher than the 

before-tax interest rate on debt (Correia et al., 2005:14-4). 

Debt financing can be preferred by small new firms to equity and the reason might be because 

there is no relinquishing of ownership in exchange for investment as in equity. Equity financing 

requires that ownership be shared by the SBO thereby reducing the powers of the SBO in 

decision-making. Due to pressure from shareholders, some efficient decisions might be foregone 

because shareholders will not be backing them. The major advantage of using debt is its low cost 

compared to the cost of equity. The reasons for the lower cost of debt include: 

Tax advantage due to the deductibility of interest payments on debt, 

The lower risk associated with debt as debt holders has the first claim in the case of 

insolvency (Damodaran, 1999: 103). 

Beside the tax advantage and the avoidance of dilution of ownership, it is also easy to use debt. 

The reason is that interest cost on debt is usually fixed which allows efficient planning as the cost 

will be known. As long as the interest on debt is lower than the return that can be earned on the 
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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. Damodaran, (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 be insufficient to meet its promised debt 

obligations. The direct costs of '1"4~-L\~.¥M~"'~ Y~~e legal and administrative costs and indirect 

costs which occur due to perce ease in the proportion of debt is due to 

financial trouble. Customers wo 1 rm is in trouble and will stop buying from 

it ( also refer to sec 4.3 .3 .1, p. 92). 

There are also agency costs assocI-~---~•££ 

between debt holders l1J!cn eacwi~ ~ 1~~r; 

orrowing. A firm exposes itself to conflict 

~e;,~"f' .. 'tiv" ff.J~ra--.-n,mg and pays the price in terms 

1t~t(ll8ffi!W1~t'lwill 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 following section. 
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3.4 CAPITAL PROVIDERS (FINANCIAL INSTITUTIONS) 

Financial institutions are intermediaries which channel the savings of individuals, firms and 

governments into loans and investments. Financial institutions act as mediators between lenders 

and borrowers. These institutions include banks, investment institutions, special institutions, 

venture capital, private equity and micro-financiers (Van Aardt, Van Aardt & Bezuidenhout, 

2002:199) and (Correia et al., 2005:13-8 to 13-10). The financial sector for Zimbabwe comprises 

14 commercial banks, 5 merchant banks, 4 discount houses, 2 finance houses and 4 building 

societies. Altogether, there are 29 banking institutions that operate within Zimbabwe (Gono, 

2007: 12). The discussion below provides information on the financing provided by different 

financial institutions. 

3.4.1 Banks 

There are basically two types of ba 

banks). Commercial banking includes 

IUP~runercial and investment banks (merchant 

services including the offering of accounts 

in which depositors can • s relating to finance. Examples include 
overdraft facilities used ~ ;E .a. .llLnn,1:r=·ATl'.n.. .)J:J.Iltmc,~ , t ment sale facilities and debt 

factoring (Rwigema & Venter, ce 

Investment banking also known as merchant banking offers corporate finance thus offering 

advice and assistance on mergers, corporate structure and raising of finance. Merchant banks 

borrow money and then lend it out at a higher rate of interest. They also provide funding, usually 

for short-term or medium-term nature and money market thus actively trading in the money and 

the foreign exchange markets both for clients and for their own accounts. Investment banks also 

assist firms that need to raise large amounts of finance and they can assist with a public issue of 

shares. Large amounts of loan finance can also be raised through investment banks who will act 

as intermediaries for the borrowers and the investors (Rwigema & Venter, 2004:391) and 

(Correia et al., 2005: 13-9). 

Wickham (2004:446-7) differentiated banks into retail and corporate banking. Retail banks 

usually offer investment capital to new start-ups and expanding small firms. Support is in the 

form of loan capital and returns are subject to strict agreement. The bank will expect the 

entrepreneur to make a personal commitment and may seek collateral to reduce the risk of the 
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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 compames 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 they can back a public issue of finance (Correia 

et al., 2005: 13-9). 

o have demonstrated the viability of their These are mainly meant for small bu 

ventures but are unable to source banking sector. They are equity 

1~:rt~~ltt~:.lmm1m~·~ a,,f~UPI~ of a business venture. Venture investments made for the 

capitalists invest in ventures ~•w1Jt'C~ifiel~fit 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). 

63 



 

 

In order to protect their investment and ensure the desired growth and returns, venture capitalists 

might join the board of directors or appoint a management team to take over the running of the 

venture. This is likely when they do not have confidence in the existing management in terms of 

skills, know-how and expertise. At times, they might feel the need to mentor and play a 

supporting role to the existing management team whom they assessed to be sufficiently 

competent (Rwigema & Venter, 2004:406). 

Venture capitalist markets have higher transaction costs and there are fewer buyers and sellers. 

There are also no reporting requirements and information is not freely available to all parties and 

there may also be different investment objectives for the venture capitalists. The use of venture 

capitalist funds dilutes the powers o ~n,<1'""""°' • t. e business as he/she has to share ownership 

with other equity holders of the firm ............ is higher in venture capitalist market than 

in the formal markets ( Correia et al., 2 

In considering a potential provider of v e c • al, small business owners should consider the 

following: University of Fort Hare 
• The extent to which the vei:ih!teJ'ea'.\n(at'i:fflMiiMtllft[j~Wted in the management of the venture, 

• The stages of the ventures' development at which the venture capitalist is willing to invest, 

especially when the SBO is attempting to source start-up capital, 

• Whether the venture capitalist has an understanding and knowledge of the industry in which 

the SBO wishes to break and finally 

• Whether the venture capitalist has the necessary business acumen, experience as well as 

know-how in order to advise, guide and assist the SBO (Rwigema & Venter, 2004:406). 

A closer analysis of these factors will enable an SBO in getting the appropriate venture capitalist 

that can contribute greatly to the success of the venture. Accepting capital without taking a closer 

look at the provider may lead to problems during the course of the business. 

3.4.4 Investment angels (Business angels) 

These are informal venture capitalists (refer to sec 2.8.2, p. 38) who are most often wealthy 

individuals looking to invest in new firms that show promise and potential. They can · be 
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individuals or small groups of individuals. Some investment angels invest as a hobby and are 

usually friendlier than the normal venture capitalists that are reluctant to invest in starter-ups. 

Business angels put up smaller amounts of money and they are more prepared to back start-ups 

and riskier projects compared to venture capitalists. The difference between venture capitalists 

and the investment angels is that the former seeks financial return on the investment whereas 

investment angels see their role more as giving back. Whilst investment angels might expect 

some sort of financial return on their investment, their overriding objectives are often to create 

employment, promote equity, rejuvenate inner cities and develop communities (Kuratko & 

Hodgets, 2001:452). 

Investment angels differ from other i hey have a desire to get involved in the 

ventures they are backing and in ad • eking, they offer their skills, insights and 

experiences. As a result, they usu 1i111\ii'\%el-ilt1m1ent opportunity in ventures where their 

knowledge or business skills are ap am, 2004:446). Determination of type of 

capital to employ needs a close analysis ..._..._,,,~ • appropriate capital might contribute to failure 

of a firm. The discussion tll1.~Uno.M~rs-,~~:f~Sfl1UJI rni:..a~• --·""· 1aJrci-nmt1acide on the capital to be used. 

Together in Excellence 

3.5 DETERMINATION OF CAPITAL TO EMPLOY 

When small business owners want to raise capital, they have to look at five things namely: 

Cost of the funds - as a general rule, funds raised with various forms of debt are least costly; 

Risk exposure - this relates to variability of earnings; 

Flexibility - the range of future lending options that remain open once a specific alternative 

have been chosen; 

Timing - refers to the specific market conditions prevailing and; 

Control - is the degree of ownership control extended by the existing shareholders. If the SBO 

is prepared to relinquish and share ownership with other investors, then he/she can use equity 

capital but if he/she is not prepared to relinquish ownership, then debt might be appropriate 

(Helfert, 2001 :326-329). 

Certain considerations have to be made before a small firm owner chooses the funding he is 

going to use. The type of the asset to be purchased should be related to the finance to be used. It 

will not be rational to use a bank overdraft to finance the purchase of a motor vehicle. The 
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lifespan of the asset should be determined for the venture to be able to know the type of finance 

that is suitable. 

It is important that the term of the finance be matched to the purpose for which it is to be used. It 

is therefore important that the venture distinguish its needs between short, medium and long term 

to have an idea of which finance to use. The notion of matching the type of finance with the life 

of an asset is important as the repayments of capital and interest will be paid out of the additional 

income supposedly generated as a result of employing the asset. Table 3.3 below indicates how 

the term of the finance can be matched with the lifespan of the assets. 

Table 3.3 Matching the term of fin 

Assets to be financed 

Debtors 

Stock 

Work-in-progress 

Vehicles 

Office equipment 

Computers 

Plant and machinery 

Buying a business 

Buying a franchise 

Renovation of premises 

Land and buildings 

Goodwill 

University o 
Together in 

Adapted from (Nieman & Pretorius, 2004:174) 

pan of the assets 

Appropriate term 

Medium term 

Long term 

When a firm is deciding on whether to use equity or debt, the basic principles of finance have to 

be considered, that is the risk and return trade-off. Risk is increased as the proportion of debt to 

capital structure is increased. The use of debt increases the risk as interest payments have to be 
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met regardless of the financial well-being of a firm. The features of debt and equity return, risk 

and control have to be evaluated in order to determine which source is to be used (Correia et al., 

2005:13-16). These features are dealt with in the following section. 

3.5.1 Return 

A firm must pay interest on debt to the lender, irrespective of its return. It is an advantage when a 

firm is earning an ROA that is more than the interest payments on debt (positive financial 

leverage). It will, on the other hand, exert a strain on the firm if it is earning an ROA that is less 

than the interest payments (negative financial leverage). In the latter, shareholders will earn a 

return that is lower than the RO a ion persists, the firm will go insolvent. 

Insolvency refers to the inability of bts when they become due and insolvency 

can either be technical or legal. Tee s whereby the firm is able to pay its debts 

but has insufficient cash to meet its ~cltl~™fiati6i1/s' (Lovemore & Brummer, 2003: 13 ). Legal 

insolvency refers to a determination by at the firm cannot raise funds to meet its debt 

obligations, therefore ren e • :g,.._,..,~.,....,r,,--EIHtllWli·p 2005:238). 

Together in Excellence 
When the returns are lower than the rate of interest on debt, there is one major advantage of using 

debt and that is the deduction of interest payments on the calculation of taxable income. The 

actual cost of debt to the firm therefore is the after-tax cost of debt, which is the market interest 

rate less the marginal tax rate proportion. The actual cost of debt is shown by formula 3 .1 below: 

Formula 3.1 

Kd = I (1-t) 

Where: Kd = cost of debt 

I = interest rate payable (Market interest rate) 

t = the marginal tax rate (Correia et al., 2005:7-5). 

The use of debt therefore reduces the amount of tax to be paid by a firm and increases the return 

to shareholders whilst the use of equity does not enjoy such benefit (Correia et al., 2005:7-5). 

The cost of debt is also usually lower than the cost of equity because of the lower risk to the 

lender and the tax deductibility of interest payments on debt. The use of debt allows a firm to 
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lever the return to shareholders thus magnifying returns due to the use of debt (Correia et al., 

2005: 13-17). 

3.5.2 Risk 

Risk determines the probability of bankruptcy. A firm with high chances of bankruptcy should 

avoid the use of more debt in its capital structure as it might fail to pay back its debts when the 

economy is not performing well. Interest payments on debt must be met in times of losses or 

profits. In the times of a crisis, this can be a heavy load to the firm and apart from the payment of 

the interest on debt, the capital has to be repaid at one time. There is also a limit as to the amount 

of debt that can be raised before the µr~~~~!~•~~Jt:s he firm's risk profile which will affect the 

cost of capital. The equity holders i t r return on their investment and it will be 

possible to raise more debt from onl who will charge higher interest rates, thus 

increasing the cost of debt. At times, 11 impose some restrictions on the firm for 

obtaining debt from them. Raising deo the firm's flexibility for raising future funds 

(Correiaeta/.,2005:13-1) niversity of Fort Hare 
Together in Excellence 

3.5.3 Control 

Raising finance through the use of equity dilutes the control of the existing shareholders. If a firm 

wants to raise equity finance, it will need to issue new shares which dilute the control and holding 

of existing shareholders. At times firms counteract this by attaching different rights to ordinary 

shares. Some firms might issue shares that have the same rights as the existing ones except that 

they will have no vote. Therefore, in such a scenario, the issuing of new shares will not affect 

control in the firm. 

Raising finance through debt might also come with some effects on control. Providers of debt 

might impose certain restrictions on the firm as a condition of the loan. These conditions might 

be to safeguard the debt providers from certain actions that may place them at a disadvantage. 

The conditions might include restrictions on the payment of dividends, disposition of assets or 

maintaining certain working capital ratios. A debt provider might also demand a seat on the board 

or a regular report on the performance of the firm (Correia et al., 2005:13-18). 

68 



 

 

Apart from the three identified factors to consider when deciding on the type of finance to use, 

there are some other minor factors to consider such as competition intensity, prevailing economic 

conditions like interest rates and inflation. Businesses rarely use bank financing in times of high 

inflation (Bridge, O'Neill & Cromie, 1998:152). Analysis of these factors can also help in 

determining the cost of finance, thereby coming up with the best financing option that suite the 

business environment at hand. Not only is the type of capital important but also the provider of 

that capital. Some providers have strict conditions of getting the capital, thereby hindering the 

optimal usage of the capital. The following section addresses the choice of the source of capital. 

3.6 DETERMINATION OF SOUR 

The choice of a capital supplier mus 

manufactured), its capital requirem 

(initiation or growth) and the risks it 

investors will be anticipatin a o 

the venture as an investm 

which offer a good return (Wi~lam 

t of the nature of the business (products 

~re~~~;n.t required), the stage of its development 

s a buying and selling process therefore 

~ •~meir investments. The SBO will be trying to sell 

looking to buy opportunities 

wai"-"V\."\l~ ~.r1n-,~e of the finance supplier should be 

related to the aims and objectives of the firm and should be realistic. A small firm cannot choose 

to use a bank loan for its business if it does not have enough customer base to sustain its business. 

The main criteria when determining the source of finance to be used are the conditions attached 

to the finance. Basically, small firms should look for capital providers that attach few regulations 

to the use of the funds. The attachment of conditions to funds reduces the powers of SBOs to 

decide on what to do, when to do and how to do it. This in other words, can lead to profitable 

investments being left out as some conditions will not allow an undertaking of such an 

investment. 

The conditions imposed by finance providers should be carefully evaluated including the 

characteristics of these providers. This is mainly important when it comes to venture capitalists as 

they can offer detrimental advice. They can encourage a premature initial public offering, which 

refers to the first offering of shares to the general public (Brealey, Myers and Marcus, 1999:371), 

for a firm to develop their reputation and improve their ability to market the next venture fund. In 
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this case the venture capitalists will be putting their interests upfront instead of the interests of the 

firm. The experience of the venture capitalist should therefore be evaluated and one way of 

performing that is through gathering information such as the number of years the capitalist has 

been in business and the prosperity of firms that has been funded before. 

Small firm owners should also have an idea of how investors evaluate their proposals for funding. 

Before they even approach or ask an investor for funding, SBOs should have an idea of the 

expectations of the investor. It will be a waste of time approaching an investor for funding if the 

SBO knows that the probability of getting the funding is very slim. The expectations of investors 

are discussed in section 3.7 below. 

3. 7 CRITERIA USED BY CAPIT 

FUNDING 

Capital providers look at the amount r u 

is based on, the industry s an 

requirements. Conditions 

security, duration of payback pe 

EVALUATING PROPOSALS FOR 

e inn, the type of technology which the firm 

Different providers have different 

anagement team of the firm, 

anagement team (skills and potential) 

and the ability to exit the investment are also some of the factors which investors consider when 

giving out funds (Wickham, 2004:450). 

Firms that have greater growth opportunities and are based on research and development are less 

likely to receive debt-financing because the costs of financial distress are likely to be greater for 

those firms. If a firm operates in a volatile business environment and its cash flow varies a lot, the 

likelihood that it will be unable to meet its debt obligations is high and it is therefore less likely to 

be offered debt. Some debt providers can use the costs of bankruptcy to determine whether to 

offer debt or not, therefore if bankruptcy costs are low, debt can be offered. If the firm is 

profitable enough to cover its debt obligations, funding can be obtained in the form of debt. 

Bankers would prefer a ratio of 1: 1 between borrowed funds and share capital but the risk 

involved in a business is the most important factor to be considered when they are offering loans. 

A more useful way of determining debt equity relationship is to compare financial risk to 

business risk (Barrow, 1998:58). Financial risk is the chance that a firm will default on its debt 
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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 purpose 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 pr 

business advice (Barrow, 1998:60). 

Getting a loan from a bank usually re 

interest payments. Entrepreneurs also ne 

accounts receivable to se 

amount lent should the firm de 

3.8SUMMARY 

/ . 
,,_,_ ___ ,,., .., _ __., ,~ng services to loyal customers such as 

have sufficient cash flow to cover for the 

in the form of assets, cash, investments and 

llateral there is to recover the 

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. SB Os 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 high risk projects and expect high growth and returns. They want to take 
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part in the control of the business and usually involve themselves in the running of the business 

and at times invest large sums of money (Barrow, 1998:62). 

Though there are several options for funding ventures, many entrepreneurs are not aware of them 

or do not have access to a number of these sources. The sources that they usually use in the early 

stages of the development of their firms are own savings or resources of kind from family and 

friends. Some of the reasons cited for failure to get access to funds include high risk, as well as 

lack of information concerning a track record. 

Chapter four focuses on the cost of debt to small firms, that is, the nominal and the actual (real) 

cost of debt. Factors affecting the ebt such as the interest rate, credit risk 

e s, transaction costs and collateral will be premium and non interest fees such 

discussed. 

University of Fort Hare 
Together in Excellence 

72 



 

 

VALUEO T OFDEBT 
s 

73 



 

 

4.1 INTRODUCTION 

This chapter focuses on two items namely, the value of a small firm and the cost of debt as well 

as how these two items can be measured. It is crucial to have a discussion on the value of a small 

firm and the cost of debt and its relationship to the value of a firm as this study is on the 

relationship between the use of debt and value of a small firm. The frrst part of this chapter 

discusses the value of a small firm and how it can be determined. The second part focuses on the 

cost of debt, thus the calculation of the cost debt and the factors that affect its calculation. 

4.2 VALUE OF A SMALL FIRM 

In short, value means the worth of 

view that value is derived from a fi 

value of a firm can also be defined as 

it includes lenders and debt holders, 

a turistic concept. Futuristic refers to the 

(Kriek, Beekman & Els, 2005: 106). The 

ijf,; :m.UltDNestors who have claims on the firm; thus, 
'

11!:~~~~~- aims as well as equity investors who have 

residual claims (Damodaran, 1999:440). 
University of Fort Hare 

r in c '1 nee . . 
The value of a firm depends on t e Hene s A are oenved from 1t. It would be easy to 

determine the value if future benefits could be easily determined but since it is difficult to know 

the future, value can be difficult to come up with. Value of a firm can also differ with the person 

who is valuating it. Owners can attach a high value to their firm whilst lenders might attach a 

lower value. Value, just like the cost of debt (refer to sec 4.3, p.79), is affected by the risk 

associated with the firm. The higher the risk associated with the firm, the higher the probability 

of failure and consequently the lower the value attached to it (Kriek, Beekman & Els, 2005: 106). 

Basically, there are four approaches to valuating a small firm. These approaches include the 

dividend yield approach, price/earnings approach, net assets approach and the economic value 

based on free cash flows. These approaches will not be discussed in detail as neither of them will 

be used and the reasons will be noted hereafter. The dividend yield appro'1ch is based on the 

notion that the ordinary shares of two different firms should have a similar dividend yield 

provided that they are roughly similar in size, activity, leverage and proportion of profit paid as 

dividend. If the shares of one of the firms are quoted and valued by an efficient market, the value 

of the other one will be done by comparison. The price/ earnings approach concentrates on the 
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earnings and takes the view that the shares of two similar firms will have equal price/earnings 

ratios. The net assets approach values a firm by reference to individual values of its assets and 

lastly the economic value approach which uses the estimated future net cash flows of the firm to 

determine the value (McLaney, 2000:391-393). For a detailed discussion on these small firm 

valuation approaches, refer to McLaney (2000:391-393). 

There are reasons for discarding these approaches for valuation of small firms. The first one is 

that the dividend and the price/earnings approaches make use of shares which might be non-

existent in the majority of small firms in Zimbabwe. Several firms do not have shares that are 

listed on stock exchanges which makes it difficult, if not impossible to obtain information on 

shares. The net asset approach ma y~ .... ..... "ie sheet values of assets that might not 

represent the market prices. This is a i h levels of inflation in the Zimbabwean 

economy which makes it difficult to <!1ei1nm:xnt~ lffWl'!'l,f-n 1 ....... + ... et price. The economic value approach is 

also difficult to use for valuation Zimbabwe. This approach needs the 

identification of a discount rate and dete of future cash flows which are difficult for a 

longer period. University of Fort Hare 
Together in Excellence 

For the above reasons, value of the small firms will be calculated in terms of profitability ratios. 

Profitability refers to the return on funds invested by the owners and achieved by the efforts of 

management (Ainsworth, et al., 1997:829). The ratios that will be used include return on assets 

(ROA) and return on equity (ROE). For the study at hand, book value of assets will be used for 

calculation of ROA. Value of a firm to the owners is the worth of their equity in the firm. 

Together, owners and lenders view value as the total worth of the firm's assets. This therefore 

entails that the value of a firm is equal to the total capital employed which is also equal to the 

employment of that capital. Any decisions that are made within a firm should be done to 

maximise the value of a firm and minimise the risk of the firm. Decisions that maximise the value 

of a firm will result in greater returns being generated by the firm that is, returns to shareholders 

(Kriek, Beekman & Els, 2005: 108). In other words, it can be deduced that a change in the value 

of a firm can be determined by comparing returns to shareholders. An increase in returns to 

shareholders implies an increase in the value of a firm and a decrease implies a decrease in value, 

holding all other things constant. 
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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 profitability 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 

firm's ability to utilise its assets t 

generate the profits (Gibson, 2004:2 

used to determine whether firms ca 

",.___:::..:."-11,_ ,_ ,,,.,, _ ,_,. also be defined as a measurement of the 

comparing profits with the assets that 

~!'n~ilm\~tJ;1~ll tl,le performance of a firm and can also be 

Ltis@~ ~ ~~\b",ably or not. It consequently determines 

whether leverage will be negative or pos1 • ·- ==--- -- OA (refer to formula 4.1, p. 76) is higher 

than the before tax intere ............ ...a ... "",.__ge which increases value of a 

~ll.~\:Y ~ ~ •Df' 't~iu 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 interest and tax 

Average total assets 
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This formula includes two fundamental profitability elements; earnings (profit margin) and 

investments in assets (total assets turnover) (Besley & Brigham, 2000:778). The investment in 

assets represents the total investment of the business and the ratio of net income to those assets 

and measures the effectiveness of management in utilising the resources at its command 

(Ainsworth, et al., 1997:830). It is worthy to mention here that the above formula will only be 

used for the purpose of determining whether leverage is positive or not. For other puiposes, 

income after interest and tax is used as an enumerator. 

4.2.2 Return on owner's equity (ROE) 

One of the primary reasons for ope (f • n 

owners. ROE is one of the measur s 

-~ ·-~~·~• i t generate income for the benefit of the 

1997:799). ROE measures the return e 

owner ( this return is after interest an 

accounting net income as a measure oft • 

uc ess in this regard (Garrison & Noreen, 

he portion of the firm that belongs to the 

at the return to equity ipvestors using the 

Formula 4.2 

ROE= Net Income 

Equity 

University of Fort Hare 
Together in Excellence 

(Damodaran, 1999: 153-154). 

Formula 4.2 can further be restated as formula 4.3 to indicate the components of ROE. 

Formula 4.3 

ROE Net Income 

Shareholders Equity 

(Higgins, 1995 :41) 

= Net Income x Sales x Assets 

Sales Assets Shareholders equity 

The above formula indicates that ROE is a product of three other ratios, thus profit margin, asset 

turnover and financial leverage. Profit margin is a ratio that measures a fraction of each dollar 

(Zimbabwean) of sales that trickles down through the income statement to profits (Higgins, 1995: 

43). Asset turnover refers to the sales generated per Zimbabwean dollar of assets and it depends 

on the nature of assets and the firm's competitive strategy. Profit margin and asset turnover tend 

to vary inversely that is as one increases, the other will be decreasing. Firms that add significant 
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value to a product can demand a high profit margin but will have a low asset turnover ratio. Firms 

that add very little product value have very low profit margins but high asset turnover. It does not 

necessarily mean that firms with high profit margins are better than those with low margins as it 

all depends on the combined effect of the profit margin and asset turnover. Any attempt by small 

firms to increase their profit margin, asset turnover or financial leverage ratios will increase ROE 

thereby increasing the value of the firm (Higgins, 1995:41-43). 

Net income refers to income after all the expenses have been deducted including interest on debt 

and taxes. In other words, it refers to profit after interest and tax and that is money available to 

owners of the firm which can be distributed as dividends. Equity, on the other hand, refers to 

capital that is provided by owners a d ~""'"!"""-v~.>¥"-a ed by subtracting debt from total capital. 

ROE will be the return owners recei ent but it does not necessarily mean that 

the owners will receive this amount ~~::s:Olt:le l,,,IU.llM, iu , ... 11:r, invested to increase the value of the firm 

(future ROE). 

J:-iJ1:;yplf"d};!tv1t:s:1n~·tive) than ROA because of the 

g assets with funds that have been 

borrowed at a fixed rate of return. If the assets that are obtained are able to earn a rate of return 

that is higher than the fixed rate of return required by the fund's suppliers, then a positive 

leverage will prevail which will benefit the owners of the firm. This is because ROA will result in 

a benefit to owners as the actual cost of debt will be less than the before tax interest on debt (refer 

to section 4.3.1.3 for a comprehensive discussion on after tax cost of debt). Actual amount of 

interest to be paid is equal to the interest rate multiplied by one minus the tax rate; [interest rate 

(1 - tax rate)]. This results in a lower cost of debt as compared to the interest rate charged by 

lenders (Garrison & Noreen, 1997:179-180). 

Because of positive financial leverage, having some debt in the capital structure benefits the 

owner. This can be the reason why several firms maintain a certain level of debt in their capital 

structures. Returns to shareholders will therefore be magnified due to the use of debt if there is an 

economic upswing and profits realised. Any financing decision that leads to an increase in ROE 

should be adopted by management as it leads to maximisation of shareholders wealth. An 

increase in ROE therefore reflects an increase in the value of a business. It should be noted that 

debt in the capital structure increases risk and can only benefit the value of the firm if 
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EBIT ---- is greater than before tax interest rate on debt. If not, leverage is negative and the 
Tota/Assets 

value of the firm will be adversely affected. 

The effect of financial leverage can be measured by a financial leverage index which is calculated 

by dividing ROE by ROA. An index which is higher than one indicates a positive leverage and an 

index which is below one indicates a negative leverage. A financial leverage ratio is used to 

measure the relationship between total assets and equity capital used to finance it. It is expressed 

as total assets / equity. The more assets that are financed by equity capital, the higher the 

financial leverage ratio. In a firm that utilises financial leverage profitably, a higher financial 

leverage will result in an increase in 

The difference between ROA and R 

provided by owners and lenders as o 

of money provided by owners (Higg 

.......... ",--..,, .. ....... asures profit as a percentage of the money 

hich only measures profit as a percentage 

ection 4.2 below focuses on the cost of debt 

for small firms. University of Fort Hare 
Together in Excellence 

4.3 COST OF DEBT TO SMALL FIRMS 

The cost of debt refers to the money that has to be paid for the use of debt. It measures the current 

cost to the firm of borrowing funds to finance projects. Cost of debt is the same as the expected 

return by the lenders to compensate them for taking on a certain degree of risk or opportunity cost 

for lending money. Opportunity cost of debt refers to the best alternative use of funds that could 

have resulted in higher returns which is forgone by a lender (Kriek, Beekman & Els, 2005: 127). 

Generally the cost of debt is determined by the current level of interest rates, and the tax 

advantage associated with the debt. As the level of interest rates and the level of default risk 

increase, so does the cost of debt. The cost of debt is primarily determined by the risk associated 

with the intended use of debt (Brealey, Myers and Marcus, 1999:283). But since it may be 

difficult to separate the risk of the use of funds and the risk of the firm, lenders usually use the 

business risk and the financial risk of the firm in pricing their funds. This is because failure of the 

whole firm can also lead to the use of the funds not being successful even if the use has low risk. 
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Since interest is tax deductible, the after-tax cost of debt is the function of the tax rate. The tax 

benefit that accrues from paying interest, increases as the company tax rate increases 

(Damodaran, 1999: 103). Apart from the interest rate and taxation, there are also non-interest fees 

which banks charge that affect the pricing of loans by commercial banks to firms (Heffernan 

(1996:164). The cost of debt to small firms consists of nominal and real cost. The nominal cost 

of debt is a cost that encompasses inflation premium in its calculation. The real rate cost of debt 

excludes inflation in its computation. The firm's cost of debt is a nominal cost and therefore, 

usually higher than the real cost of debt (Correia, et al., 2005:9-6). The formulae to compute the 

nominal and real cost of debt are outlined below. 

4.3.1 Cost of debt computation 

As mentioned above, the cost of deb minal and the real cost of debt. Nominal 

rate is usually the same as the inter'e~~~~~ ~ f debt includes the effect of taxation and 

inflation in its computation. Section 4.3. I • the computation of nominal cost of debt. 

University of Fort Hare 
Together in Excellence 

4.3.1.1 Calculation of nominal cost of debt to small firms 

Formula 4.4 

M = (1 +R) (1 +i)-1 

Where: M = nominal rate of return 

R = real rate of return 

i = expected inflation rate 

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

The nominal cost of debt in an environment where the real rate of return is 10% and expected 

inflationary rate of 20% would be; 

(1+0.1)(1+0.2)-1 

(1.1 )(1.2) - 1 

1.32- 1 

0.32 or 32% 
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The calculation of the nominal 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, 

nominal 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. 

• 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 no 

(Posthumus, Basson, Olivier & Watn x 
• nflation all are taken into consideration 

Interest exists in two forms namely interest rate. Nominal interest rate is the 

actual interest rate, unadjusted for infla • eal interest rate is the nominal interest rate 

adjusted for inflation. Rea st rate less inflation thus, the 

difference between nominal rateTaOlitl'fA6tail!LUcU©ctie~Rf.(Jdfilfflon 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 

premium (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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required by the lender will also be high. Inflation therefore affects the cost of debt and it will 

increase the cost if there are high increase expectations (Myddelton, 2000: 17). 

Inflation rates in Zimbabwe have been high for several years and continue to sky rocket. 

According to the Reserve Bank of Zimbabwe (RBZ), inflation was 1070.2% in October 2006, 

1281.1 % in December 2006 and 2200% by March 2007 (Gono, 2007:24). In Zimbabwe, where 

expected inflation will be high, firms will pay high interest rates and this will result in a high 

actual rate of inflation. 

Inflation affects the cost of debt as well as taxation. As high rates of inflation prevail, lenders will 

increase interest rates whilst the goye1~~~!~~s}11 

inflation. Figure 4.1 depicts the re 

information from the Reserve Ba 

increase the tax rates to compensate for 

inflation levels and interest rates using 

shows the average inflation and lending 

o 2004 

Together in Excellence 
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Adapted from (Reserve Bank of Zimbabwe, 2007) 

--interest rates 
--inflation rates 

It can therefore b~ noted th~t there is a positive relationship between interest rates and inflation 
'7 • 

rates. As inflation rates increase, so does the nominal interest rates. This is because the interest 

rates take into account the inflation premium. Inflation rates were lower than interest rates until 

2001 when interest rates were higher than inflation rates. The reason could be due to having an 
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expected inflation rate that was lower than the actual inflation rates which led to addition of a 

lower inflation premium to the interest rates. From 2003 to 2004, there was a large drop in the 

interest rates which widened the difference between interest rates and inflation rates. The 

probable cause for the discrepancy might be the fixation of interest rates by the central bank. 

Time pref ere nee 

Time preference refers to the ratio between how consumers value present goods as against the 

same goods in the future. The difference between near and distant future is important in finance. 

Long term investments may promise returns only after many years whilst borrowers obtaining 

long term loans are safe because they need not be paid for a long time. Interest rates represent the 

price of time. Firms often try to mat n""~~,;1:y;;~' -r,1 

sources of funds to the use of the fu 

length of time until a loan matures. 

ir liabilities with those of their assets thus, 

f interest are structured depending on the 

n e is greatly influenced by expected future 

rates of inflation (Myddelton, 2000: 

e dangerous for lenders; they 

~ OOEm!ifflOleing able to demand repayment of its 

own long-term investments. Most lenders, due to time preference, want to lend short-term while 

most borrowers want to borrow long-term. This is because lenders usually prefer to lend for short 

periods since the debt will be more liquid, thus they can be converted to cash easily without the 

risk of losing capital value (Blake, 1997:47-48). Also referred to as the liquidity premium, it can 

also be defined as the cost of money borrowers will be willing to pay to guarantee long-term 

funding. Borrowers have to offer lenders a premium to induce them to lend for long periods, 

thereby increasing the interest rates which in tum increases the cost of debt (Myddelton, 

2000:13). 

Time preference is affected by the time span between the issue of debt and its repayment that is 

its maturity. A maturity risk premium is demanded by lenders and is affected by its maturity 

(Moyer, McGuigan & Rao, 2005: 228). The longer the maturity of the debt, the higher will the 

premium demanded on it be (Brigham & Besley, 2000:53). Risk premium is the other component 

of interest and is examined below. 
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Risk premium 

When lenders lend out funds, they are faced with a credit risk, thus the risk that a loan becomes 

irrecoverable in the case of outright default or the risk of delay in servicing of the loan 

(Heffernan, 2001: 164 ). Default refers to the borrower's failure to make scheduled interest 

payments as stipulated. To reduce the credit risk they face, lenders demand a risk premium on 

debt taken. The higher the credit risk inherent in a small firm, the higher will be the interest rate 

demanded by lenders. A risk premium compensating the lender for default risk is embedded in 

the interest rates of debt (Thomas, 2006: 139-140). Risk premium depends on historical/projected 

cash flows, credit history, repayment history, outstanding debt, earnings volatility, collateral and 

wealth of the firm borrowing the funds (Matthews & Thompson, 2005:185). 

Risk represents a chance that the ac be different from the desired outcome. It 

therefore represents the potential o ry from the expected outcome. Lenders 

determine the probability that the exp be different from the actual return (Kriek, 

Beekman & Els, 2005:52). This therefore--n1,eaJt1S,.l:t1,at small firms manufacturing goods that have 

a ready market are likely an unstable market. There are 

basically two risks associated W'ltOICS'Jil;i&lfJ. 

charge on debt. These are business risk and financial risk and will be discussed in the following 

section. 

Business risk 

Business risk refers to the variability of ope!ating profit and represents the risk that a firm's 

operations are not profitable. All firms are exposed to this risk though to different degrees. A 

small firm selling luxury goods will have a higher business risk than a firm that sells basic goods. 

This is because even in times of economic crises such as in Zimbabwe, the demand for basic 

goods such as cooking oil will not change a lot as compared to demand for televisions and cars. 

This portrays the different extent to which firms are exposed to business risk. Business risk is a 

chance that revenue can be different from what is expected (Kriek, Beekman & Els, 2005:56). 

Kriek, Beekman and Els, (2005:57) identified the following events as contributing to an increase 

in business risk: 

A decrease in sales volumes owing to a recession in the economy, inferior quality products or 

an increase in competition, 
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• An increase in selling 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 elements 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. 

Financial risk 

Financial risk refers to the way the -~---~,-· ,, ____ ., 

whenever a firm is making use of d b 

to pay interest charges on debt due t it· ,:$J.1.ffli~™11~~~~tl 

anced by debt or equity. This risk prevails 

o elements; the risk that a firm is unable 

nd the risk that the firm is unable to repay 

ss the amount of debt already in the firm 

e proportion of debt in the firm's capital 

the debt itself when it is due. There 

(Kriek, Beekman & Els, 2005:57). Tne...mg~...., 

structure, the higher will e ~ ~~Ci,~1~U,1tc;t=wctft'Pa-<1lill1ire~ financial risk. Though this risk 

1Y.11'.Jffittwl~~il111nnJfNl~Ltle~fl·sk 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. 

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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Figure 4.2 The price of debt relative to risk 

Cost of debt 

Risk 

The graph depicts the relationship bei~ ~o--tt~~tw.l ebt and the risk associated with a firm. As 

cost attached to the debt also increases. It 

cost of debt are positively related, the actual 

the risk associated with the use of m 

should be noted that though the risk o 

cost charged by an investor on debt deP,ends on his or her risk preferences. Risk preference refers 
to how much an investor • Ys • • e e~ oO • • risk (Kriek, Beekman & Els, 

Toaet er in Excellence 
2005:55). Generally, all investor's o not want to take high risk investments unless the 

compensation is sufficient to justify that high risk. The only difference is that some investors are 

more risk averse than others therefore charging a high cost on the debt offered. Risk averse is the 

extent to which a lender reacts to a change in risk associated with a firm. The cost of debt to 

small firms is usually high because it is relatively difficult to determine the risk which is 

associated with the specific firm (Kriek, Beekman & Els, 2005:54). 

At times, risk is related to the owner/manager of the firm. A small business owner with an 

established track record will be regarded as less risky to lend to than someone with no business 

experience. Small firms usually have to pay a high risk premium because they are generally 

perceived to be risky thus; they are more likely to default on interest or principal payments 

(Myddelton, 2000: 18). 

The relationship between the components of interest can be explained with the aid of Figure 4.3 

below. The graph relates the return required by the lender (interest) to risk at the same time 

encompassing the time value of money and inflation. It summarises the calculation of interest and 
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proportion of each. Risk premium is the primary component of interest as it constitutes a greater 

proportion followed with inflation premium and lastly, time preference. The lower the risk 

associated with the firm, the lower is the interest rate charged on debt. 

Figure 4.3 Relationship between interest rate and risk 

Interest 
...... M---------------,< 

rate 

Increase in risk 

Adapted from (Myddelton, 2000:19) 

In order to minimise the credit risk, lenders perform the accurate pricing, credit rationing and use 

of collateral. When pricing, the loan lenders wish to ensure that the price of the loan exceeds a 

risk adjusted rate and includes any administrative costs. The loan rate therefore would include the 

market rate, risk premium plus administration costs. By credit rationing, certain types of loans 

may be restricted to a selected class of borrowers. Lenders usually restrict the amount small firms 

can borrow according to some criterion such as wealth (Hefferman, 2001: 182). 

Collateral can be described as an asset pledged by a borrower to a lender. Lenders use collateral 

to reduce credit risk. If the price of collateral becomes more volatile such as in Zimbabwe, then 

for an unchanged loan rate, lenders will demand more collateral to offset probability of loss on 

credit (Hefferman, 2001: 183 ). In the case 0f default the lender has the right to seize the collateral 

and sell it. Lenders determine the desirable advance to be made against collaterals. The collateral 
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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 makes 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. The 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 

Most banks in Zimbabwe use a flat • e • clients and this rate is determined by the 

Reserve Bank of Zimbabwe. The re at the loans that are given to small firms 

come from the Reserve Bank and are cn-·s tni" ~e<l-'"lhrough commercial banks. Therefore, as the 

RBZ is the provider of t e interest rate to be paid. The 

interest rate will be the same a e.3.1.2 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=l+M_l 
l+i 

(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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1.32 _ l 
1.2 

1.1-1 

0.1 or 10% 

• The above formula only computes the cost of debt and excludes the tax advantage of debt. The 

cost of debt should therefore include taxation in its computation. The after tax cost of debt is 

discussed in the section below. 

4.3.1.3 Real after-tax cost of debt 

Formula 4.6 

Rdr l+M(l-t) -l 
l+i 

Where'. t = tax rate university of Fort Hare 
(Correia, et al., 2003: 140). rp th . E ll 

.1 oge er zn xce ence 

Formula 4.6 removes the tax advantage in its calculation, thereby portraying the real after tax cost 

of debt. The real after tax cost of debt can be either negative or positive. The following example 

illustrates a positive real after tax of debt: A firm with an interest rate on loan of 20%, a tax rate 

of 30% and expected inflation of 10%, will, using the formula for real after tax cost of debt will 

have the following real after tax cost of debt. 

1 +0.2 0-0.3) -1 

1+0.1 

=3.6% 

A negative real after tax cost of debt will be explained using the same example except for the 

change in expected inflation only. The expected inflation rate is now 30% and there is no change 

in interest and tax rate. 
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1 + 0.2 0- 0.3) - 1 

1 + 0.3 

= -12. 3 % 

It can then be deduced from the above examples that as expected inflation rate increases, the real 

after tax cost of debt will decline (refer to sec 4.3.1.1, p. 81 for more information on inflation). 

Tax rate affects the real after tax cost of debt and it will be discussed below. 

• Tax rates 

As indicated in formula 4.6 above, there is a tax advantage associated with the use of debt. 

Interest payments on debt are exempted from the calculation of taxable income. Therefore, a tax 

benefit is gained through the payml'"'.L.L'1.'-'-"".-"''~~~1.,.."j .. /}"'.L.L debt. Since interest is tax deductible, the 

after-tax cost of debt is the function tax rate that accrues from paying interest 

makes the after-tax cost of debt low r I ost (market interest rates). The tax benefit 

increases with an increase in the tax for calculation of the after-tax cost of debt 

(also refer to formula 3.1, p. 67) is as fo 

University of Fort Hare 
Kd = I (1-t) Together in Excellence 

Where: Kd = cost of debt 

I = interest rate payable (Market interest rate) 

t = the marginal tax rate 

(Correia, et al., 2005:7-5). 

It should be noted that when firms calculate their cost of debt they use nominal cost of debt as it 

includes the effects of inflation. The time value of money is very important as one dollar today 

will not be of the same value as one dollar tomorrow. It would be a misrepresentation to use the 

real cost as the value is always changing due to high inflation in Zimbabwe. For this reason, 

nominal cost of debt is used to calculate the after-tax cost of debt. 

The after-tax cost of debt is a decreasing function of the tax rate. A firm with a higher tax rate 

enjoys more benefits by paying lower taxes (Damodaran, 1999:226). This can be exemplified by 

the following; Two firms, A and B have a before-tax interest on debt of 70% but the tax rate for 

firm A is 3 0% and 20% for firm B. The after-tax cost of debt for these two firms is as follows: 
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Finn A, Kd = r (1 - t) 

70 (1 - 0.3) 

70 (0.7) 

=49% 

FinnB, 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 -ta 

In Zimbabwe, the company tax rate i e reiterated however, that there are some 

incentives for small manufacturing lffl~E}.l~ =li~~ to a reduction in the tax rate. Small 

manufacturing firms located at growth for the first five years. 

Manufacturing firms that axed at 20% (ZIMRA, 2007). 

Therefore, the after-tax cost otJl~ll?Jtet1Jle'trez 

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 profitable, 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 

Heff eman ( 1996: 164) describes 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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exchanges or rated by credit agencies. Non-interest fees that affect pricing of debt include 

transaction costs, commitment fees and compensating balances. Of these non-interest fees, only 

transaction costs was found to apply to Zimbabwean banks and is therefore the only that will be 

discussed. 

4.3.2.1 Transaction costs 

Transaction costs can be described as the costs incurred by commercial banks in evaluating the 

loan applications of small firms. They include verification costs, monitoring costs and 

enforcement costs. Verification costs are costs that arise from the evaluation of the proposal for 

which the funds are required. Ohta· ,.---~~:~•/ il r,1,,fi ation on the credit worthiness of small 

firms is difficult and costly. Once a 1 

and ensure that the 

Thompson, 2005:37). 

nder will monitor the progress of the firm 

with the purpose agreed (Matthews & 

these costs are passed by the llall&:l~ItQBlm ltml]e1~ B1e'a orm of transaction costs. The more 

carefully a loan appraisal is done the higher the transaction costs. This implies that there is a trade 

off between the cost of default risk and transaction costs (Nieuwenheizen & Kroon, 2003: 129). 

4.3.3 Other factors that affect cost of debt 

There are also other variables that affect cost of debt to small firms. These variables include 

among others, bankruptcy, agency and loss of flexibility. Though these variables do not have a 

cost that can be clearly identified, they affect the cost of debt in some way. The discussion that 

follows will briefly highlight the effect of these variables on the cost of debt. 

4.3.3.1 Bankruptcy 

Borrowing money leads to an increase in expected bankruptcy costs. The bankruptcy cost is a 

product of the probability of bankruptcy and the direct and indirect cost of bankruptcy (refer to 

the definition below). The probability of bankruptcy is the likelihood that a firm's cash flow will 

be insufficient to meet its debt obligations. Though such a failure does not automatically imply 
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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 likelihood 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 of 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 re ,,~--., ah compensation in advance in the form of 

higher promised interest rate. This r ~--~......._ e uity holders and reduces the market value 

of the firm (Brealey, Myers & Marc s, 

The cost of bankruptcy is not obviou easily quantified. Bankruptcy affects 

everyone involved in the JJllJW fl~~~ -:;,~;,,c~·s;- 'hl'l -==...,L1~J--'ll@tt:J~. It includes direct and indirect 

costs ( direct bankruptcy costs aJ~~ --fQ0!~t\ej~~r~r™ij1U~irect bankruptcy costs are discussed 

in the following 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 capital rationing 

constraints and the rejection of good projects (Damodaran, 1999:230). 

93 



 

 

The extent of bankruptcy costs differs with firms, thus some firms incur more costs of bankruptcy 

than others. The following types of firms incur more bankruptcy costs than others: 

• Firms that sell durable products with long lives that require replacement and services such as 

geysers; 

• Firms that provide goods for which quality is an important attribute but difficult to determine 

in advance. Quality of firms is therefore primarily determined by the status of the firm; 

• Firms producing products whose value to customers depends on the services and 

complements supplied by independent firms such as jelly cookers and; 

• Firms that sell products that require continuous service and support from the manufacturer 

such as photocopying machines (Damodaran 1999:230-231 ). 

Any information that portrays insta i 

affect the above mentioned firms. Th 

products that do not require servicing 

nd chances of closing down will greatly 

e different with firms that produce simple 

4.3.3.2 Agency costs 
University of Fort Hare 

Together in Excellence 
Agency costs are costs that arise as a result of conflicts between lenders and equity holders 

(Besley and Brigham, 2000:20). Equity holders and lenders do not always agree on the best 

course of action for the firm, largely because they have different claims to the firm. Equity 

holders, who receive a residual claim on the firm, tend to favour actions that increase the value of 

their holdings even if that means increasing the risk that the lenders will not receive their 

promised payments. Lenders prefer assets with low risk whereas borrowers will use the borrowed 

funds in risky operations. Lenders want to preserve and increase the security of their claims but 

since equity holders generally control the firm's management and decision making, their interests 

will dominate lenders' interests, unless they take some protective covenants. Protective 

covenants are restrictions on a firm to protect lenders (Brealey, Myers & Marcus, 1999:353). A 

firm exposes itself to this conflict and its negative consequences by borrowing more and incurs 

costs in terms of real costs and loss of freedom in decision-making (Matthews & Thompson, 

2005:35) and (Damodaran, 1999:232). 
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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 e way of running the business. Financial 

distress costs are costs arising from t rted business decisions before bankruptcy 

(Brealey, Myers & Marcus, 1999:41 empted to forsake the usual objective of 

maximising the overall market value of ........... ~~-.._,,,u pursue narrower self interests instead. They 

usually want to increase t e • rs (Brealey, Myers & Marcus, 

1999:412). The agency costs o 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 aris·e. 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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returns whilst excess debt capacity implies that the firm· is giving up some value and has a higher 

cost of capital as equity costs more than debt (Damodaran, 1999:23 7). 

From this discussion, it can be noted that cost of debt to small firms does not only mean the 

interest rate paid by firms, but should also include other direct and indirect costs. Such costs 

include non-interest fees, bankruptcy costs, agency costs as well as loss of flexibility costs. It can 

also be noted that there is a relationship between value of a firm and its debt ratio which explains 

why discussions on these two components were combined in this chapter. This relationship can 

be explained by the use of the Figure 4.4 below. 

Figure 4.4 Relationship between fl 

Value 

of Fort Hare 
Togethe in Excellence 

Increase in debt ratio 

Adapted from (Myddelton, 2000: 148) 

The graph clearly shows that the value of a firm is increased when debt ratio is increased to a 

certain point where the value will start declining as debt is increased in the capital structure. This 

therefore suggests that there is an optimal capital structure where the value of a firm is 

maximised. Small firms should therefore use the capital structure that maximises the wealth of 

the firm. Section 4.4 summarises this chapter. 
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4.4SUMMARY 

It was highlighted in this chapter that the value of a firm refers to the net worth of a firm and is 

futuristic. No value would be important if there are no future cash flows to be derived from the 

firm. Value of a firm is affected by risk encompassed in the firm as well as the debt ratio. Value 

and risk have a negative relationship, thus when risk increases, the firm value decreases whilst 

firm value and debt ratio are positively related to a certain point often which they will be 

negatively related (as shown in Figure 4.4, p. 96). 

The cost of debt is affected by the interest rate and taxation. Interest rate is a product of time 

preference, inflation premium and ri 

debt. These include non interest c mmitment fees, transaction costs and 

compensating balances. Other costs in~~le-.l~~l]1tqy, agency and flexibility. These increase 

the actual cost of debt. Though thes to large firms, they are higher for small 

firms causing debt to be more expensi 

The chapter that follows e::1tt1.IfflllleS~ f"-.-til'l~rvrv~ A 

and Miller's (MM) theory of ca~~ 

11-hf'O.:~,.Al'li~·is based, that is the Modigliani 

h\g~ified in 1963. The primary emphasis 

will be on Proposition II of MM theorem of capital structure which states that the way a firm is 

financed does not affect its value. Components, assumptions and the loopholes of this theory will 

also be discussed. Background information on the identified hypothesis will also be expounded in 

this chapter thus the impact of debt on value, debt accessibility and the relationship between 

products manufactured and debt accessibility for small firms in Zimbabwe. 
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THEO 
Together in Excellence 
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5.1 INTRODUCTION 

This chapter focuses on the theory of capital structure by Modigliani and Miller (MM), originally 

formulated in 1958 and then modified in 1963. The theory is divided into three propositions, thus 

Propositions I, II, and III. Though this study will base its arguments on MM' s Proposition II of 

the capital structure theory, it is imperative to have a discussion on Proposition I as it gives the 

background to proposition II. The reason being that Proposition II emanates from and is an 

extension of Proposition I. Therefore, its review will shed more light as to how proposition II 

emanated. The chapter will also discuss empirical studies conducted on MM theory of capital 

structure to identify if results of this theory can be obtained in real world scenarios. International 

and local studies on firm value and ~,VH,a¼--~~~~ ill be reviewed as will studies that are 

related to the hypotheses of this s u e studies on the use of debt ( financial 

leverage) and the value of small firm of debt to small firms. Section 5.2 below 

discusses the MM theory of capital Stlill!~~i~. 

5.2 MODIGLIANI AND 

The study at hand acquires its ;[3. ~ory of capital structure that was put 

forward by Modigliani and Miller in 1958 and corrected in 1963. The original theory in 1958 

argued that firm value and average cost of capital are independent of its capital structure, thus 

whether a firm is financed by 100% debt or 100% equity, the cost of capital and its value will not 

change. What only change is how the earnings of a firm are distributed among its capital 

providers (Modigliani and Miller, 1958: 268 - 269). The theory consists of three propositions of 

which the second one is dependent on the first whilst the third proposition is dependent on 

propositions I and II propositions. Propositions I and III have no impact on this study but 

Proposition I will be briefly discussed to foster a better understanding of Proposition II. To allow 

the attainment of their objectives, MM used several assumptions in constructing their theory. 

These assumptions are discussed in section 5.2.1. 

5.2.1 Assumptions 

Several assumptions were used by MM in 1958 to allow the achievement of their objective, that 

is to prove that there is no relationship between capital structure and firm value and its average 

cost of capital. There are five basic assumptions used and these will be briefly discussed below. 
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• There are no corporate taxes, thus firms are not taxed for the income they generate. This 

assumption was made in order that their experiment could produce meaningful results, 

• Business risk is constant. This was included in order to control for risk factors other than 

financial leverage. By holding business risk constant between the levered and unlevered 

firms, focus can be directed to potential firm value or cost of capital differences that can only 

be attributed to capital structure differences and not differences in business risk, 

• No growth in cash flows. This was done for the sake of convenience and makes the 

calculation easier since the zero growth reduces the cash flows to a simple perpetuity, 

• Perfect capital market conditions prevail. This refers to a number of assumptions that include: 

No transaction costs for buying and sellin 
----~----, 

Information about the firm is read 1 '\!J.'4WlQY flo/J JO cost and is the same for all investors, 

No significant influence on securi 

Borrowing and lending is at the s 

No bankruptcy costs. This basically m goes bankrupt, it can still restructure its 

assets or liquidate its assets at fair value. 1Hi!ii-½Htn.111es that debt holders do not sustain any losses 

in the event of bankruptcy ...... ....,.,2,,.,=-i-= -,..... ~;J~~~llt debt as it pleases at a constant 

rate (for a comprehensive discu,~f-QE=a-/iZ~11r.W ...... crL~1.irT~X,C t ~ ~tl1-~ sec 4.3.3.1, p. 93) (Modigliani and 

Miller, 1958:261 - 272). All these assumptions were used in proposition I whilst the assumption 

on no corporate tax was relaxed in the corrected theory in 1963. The discussion in section 5.2.2 

will focus on proposition I of the MM theory of capital structure. 

5.2.2 Proposition I 

Proposition I states that the market value of any firm is independent of its capital structure and is 

given by capitalising ( discounting) its expected return at the rate appropriate to its class. 

Capitalisation is whereby the value of a firm is obtained by dividing earnings with cost of capital. 

The use of earnings is more appropriate when the earnings are expected to be maintained (Knott, 

1998: 197). This proposition can be restated in terms of the firm's average cost of capital which is 

the ratio of its expected return to the market value of its securities. This in effect means that the 

average cost of capital to any firm is independent of its capital structure and is equal to the 

capitalisation rate of a pure equity stream of its class. Put differently, Proposition I states that the 

value of a firm and its cost of capital are independent of the capital structure employed 

(Modigliani and Miller, 1958:268 - 269). 
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Algebraically, Proposition I can be represented by equation 5.1 as follows: 

Equation 5.1 

Where: 

VL=Vu 

VL = Value of a levered firm and, 

Vu= Value of an unlevered firm 

This proposition argues that value comes from earnings generated by the assets owned. Since the 

capital structure does not affect the assets owned, the earnings are not affected and as a result, 

value is not affected. Figure 5.1 illustrates this proposition. 

As the diagrams indicate, the value remains the same regardless of how the firm is financed. The 

capital structure only determines how earnings will be shared. Though the structure of the circles 

is different (the first one is partitioned), their sizes remain the same and this explains Proposition 

I. MM agreed that debt is generally cheaper than equity because of less risk associated with debt 

holders and therefore came up with proposition II which is discussed below. 

5.2.3 Proposition II 

Proposition II is derived from proposition I and it states that the expected rate of return on the 

shares of any firm belonging to the same class is a linear function of leverage. Put differently, the 

expected yield of a share is equal to the appropriate capitalisation rate for a pure equity stream in 

the class, plus a premium related to the financial risk equal to the debt-equity ratio (Modigliani & 
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Miller, 1958:271). Modigliani 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 cheap 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, therefore 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 

i a ·o 1999:4). But according to Proposition II 

s arily lead to an increase in firm value. 

~ ,._'f.,.,_~.,.ri"'""k'!,...1-·•,.."!'rarily cause the average cost of capital to 

decline, but it is only for a short temi\~ ~ §®~~ 9f arbitrage will force the average cost of 

of capital thus increasing the value o 

of 1958, the benefit of low cost de t 

Proposition II also argues that the use o 

the average cost of capital of an unlevered 

-m1ro1:M1~:~c:at,~ ~ ~ ta~~:t...1Jil5·~1.111...n:lf!J.~~ thus investors would buy the 

1r1t·~~P,l~ 'f'fS,¢tt f{~r,~rJ~~~~~,d securities, earning a profit in the 

process and this will eventually cause the prices of the two assets to be equal (Brigham & 

capital of a levered firm to rise and be 

firm. Arbitrage occurs if 

Ehrhardt, 2005:584). 

Figure 5.2 Diagrammatic illustration of MM theory of capital structure 

Cost 
of 

Capital 

Debt I Equity Ratio 

Adapted from (Vigario, 1999:5) 

Cost of equity 

WA.CC 

Cost of debt 
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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 ~ t-H'o n..'9-" M r lationship between ordinary share yields 

and leverage will no longer be the s ... __......._ s given by the original Proposition II in 

1958. If return increases with levera e -,,11!'1~ ,CTe), the yield will tend to rise as the debt 

equity ratio increases. With corporat • 

gains accrue to shareholders from havi 

markets are perfect. The eTTT""'~'c.\El=-(-:'·u·~ tti'i~tii-~ ,iP-n.rX-a~1u.tc 

r which interest is a deductible expense, 

the capital structure, even when the capital 

1:111~:s.\-~~1~:~,a matter of the deductibility of 

interest payments for tax purp0St~t~1,,r:.ri~~m:(l)a·n mr.::n,,_b1uw.__t,o=a 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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The value of a levered firm can graphically be represented by Figure 5.3 below. 

Figure 5.3. Value of a Levered firm: MM with taxes. 

Tax benefit of debt 
Firm Value 

Value of a 
levered firm 

Value of 
unlevered firm 

Debt level 

Adapted from ( Damod 

The introduction of debt t e:"dftlo/l~~au shield benefit whilst such a 

benefit does not accrue if equiJR ce fi • h • I. 1· d ene It IS t e mterest expense mu tip Ie 

by the corporate income tax rate and is illustrated by the following equation: 

Equation 5.3 

Where: 

Annual tax shield benefit= T (ix B) 

T = Corporate income tax rate 

i = Interest on debt 

B = The amount of debt in the capital structure 

(Moyer, McGuigan & Rao, 2005:375) 

The use of debt in capital structure should be done in light of the cost benefit analysis so that the 

optimal capital structure can be implemented. The benefits of debt such as tax shield benefits and 

efficient management should be weighed against the costs such as bankruptcy and agency. Since 

the difference in value, according to MM theory, is the tax shield, the decision whether to employ 

debt or not should be done by comparing the tax shield against bankruptcy and agency costs. If 

the tax shield is greater than bankruptcy and agency costs, financial leverage leads to an increase 

in firm value and that financing decision should be adopted. If the opposite transpires, then 
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leverage would lead to a decrease in value of a firm. The following discussion is on research that 

has been carried out relating to the hypotheses at hand. Refer to sec 1.5, p. 6 for more information 

on hypotheses. 

5.3 EMPIRICAL STUDIES ON THE HYPOTHESES OF THE STUDY 

Studies ranging from those supporting the theory of capital structure by MM and those disputing 

it will be reviewed (these were briefly discussed in chapter 1, sec 1.7.2). International and local 

(within Africa) research will all be reviewed. The review of both international and local research 

will assist in the identification of international and local factors that affect results and application 

of the MM theory. This can give poli'"..,,,_~n-.1~*,'.1~":..·~......_ . ., t as to factors that can hamper economic 

prosperity and search for ways to re u pact of such factors. The studies to be 

reviewed include studies on the capi 

firms, debt accessibility, size of firms 

5.3.1 Ca ital Structure an 

:1-9 .1r,~ . M ,.__ ... N/ 1fl rm value, use of debt and value in small 

small firm and accessibility to debt. 

ity of Fort Hare 
a e r in Excellence 

Although MM theory suggests that the use of debt should lead to a tax advantage because of tax 

deductibility of interest payments in the computation of taxable income, this does not apply to all 

firms. Studies conducted on related topics produced mixed results, some indicating a positive 

relationship between debt usage and firm value whilst others show a negative relationship. It is 

worth noting that only a single study was identified regarding debt usage and small firms in 

Zimbabwe. If there are any other studies done, the researcher did not manage to access them. 

A study on Zimbabwe and other developing countries by Booth, Aivazian, Demirguc-Kunt and 

Maksimovic (2001) established no fundamental tax advantage of debt over equity. They found 

out that debt is negatively related to profitability. Kahle & Shastri (2004) also found a negative 

relationship between debt and firm value. They found that firms that issue equity have larger tax 

benefits from option exercise than firms that issue debt. Tax benefits from option exercise refer 

to tax advantages that arise as a result of the use of share options compared to the use of debt. 

Share option refers to a way of raising capital through offering shareholders shares which they 

can purchase at a lower price than the market one. The study carried out by Zou and Xiao (2006), 

on financing behaviour of listed Chinese firms also echo the same sentiments. A negative 
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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 ) were lower than the before tax interest on debt which indicates negative leverage. 
Tota/Assets 

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 

portrays a negative relationship betw e 

than less profitable firms. This therefore 

Though several studies concluded w1 1 tionship between the use of debt and the 

________ • conditions of the areas of study might differ value of a firm, it should be reiterated tR 

with the economic conditi"i:1££1r,N"'l'1[•.,.,...•~ t1!:rl.Af'"'T7' "!.!.l;''¥<Elt4·,,..... generation of different results. 

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 value by encouraging 

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

equity ratios 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 yalue 

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""--~!~t~,-~·1~ ~ s hich include among others, difference in 

tax rates, differences in general eco , fiscal and monetary policies as well as 

industrial factors such as risk of the ind ___ ~--- aifferences in the results are therefore caused 

by different factors preva • . Sections 5.3.2 and 5.3.3 are 

discussions on studies done rela.ti~:(J'te~D~ 

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 small 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 that 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 to more clientele and they enjoy economies of scale. This therefore 
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indicates a positive relationship between leverage and value of small firms, that is, as debt ratio 

increases in the capital structure, so does the value of the firm. The results show that a highly 

leveraged microfinance institution compels management to put in measures and mechanisms to 

reduce default rates in order to improve on the institution's profitability and to be able to honour 

its debt obligations. This implies a positive association between profitability and leverage. 

Michaelas, Chittenden & Poutziouris ( 1999) also support the proposition that leverage has a 

positive impact on performance of small firms. The explanation of positive relationship is also 

supported by Driffield, Mahambare & Pal (2007) who suggested that high levels of debt will 

force management to work tirelessly in order to comply with debt conditions. 

However, some studies find a negat vt;N"·~ c1.t1,op:$Jlffl~t:~een capital structure and profitability of 

small firms, (Shyam-Sunder & Mye s owe & Taylor 1998 and Hall, Hutchinson 

& Michaelas 2004). Kahle & Sha • e evidence that direct bankruptcy costs 

increase as firm size decreases. This 11· mfJti:@~ffit~~ ax shield benefit for small firms as a result 

of debt will not cover bankruptcy costs, ----~~--·-ing to a decline in firm value. 

University of Fort Hare 
Esperan9a, Gulamhussen & J;~~1u:J1~1,>otn .JJOOMl n • nificant negative relation between 

profitability and debt to equity ratios which portrays negative leverage. This would mean that the 

return on assets rate is lower than the before-tax interest on debt. The suggestion was that only 

less profitable firms have a tendency of using debt as their retained earnings cannot cover all 

expenses and investment requirements. Abor & Biekpe (2005) also found a negative relationship 

between profitability and debt ratios (long-term and short-term) which proposes that less 

profitable small firms are more likely to require debt financing than more profitable ones. This 

implies that higher profits increase the level of internal financing, thus, small firms that generate 

internal funds generally tend to avoid external debt finance. While profitable firms may have 

better access to debt finance than less profitable ones, the need for debt finance may possibly be 

lower for highly profitable firms if the retained earnings are sufficient to fund new investments. 

Therefore the more profitable the firm, the less it has to borrow. 

The size of a firm and the products it manufactures also has an impact on the accessibility of 

debt. Larger firms and firms manufacturing easy to sell products tend to obtain debt much easier 

as compared to small firms manufacturing specific products. Studies on this issue are discussed in 

the next section. 
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5.3.3 Debt accessibility to small firms 

Just like leverage and value of firms, studies on debt accessibility for small firms also have mixed 

results. Several studies conducted have concluded that the size of a firm affects debt accessibility 

to small firms, especially from banks. Such studies include Biggs & Srivastava (1996), Schiffer 

& Weder (2001 ), Kumar & Francisco (2005), Raj & Sutthisit (2003) and Kahle and Shastri 

(2004). All these studies indicated a positive relationship between debt issued and firm size. In 

Zimbabwe, GONO (2007), identified access to debt financing to be a significant impediment to 

the creation, survival and growth of small firms whilst larger firms can get funding from banks 

more easily. Access to debt finance is closely related to firm size and small firms tend to receive 

far less formal credit compared to 1 

can be due to inaccessibility to debt a 

firms have much lower leverage and this 

Size seems to be a major disc • a cess to financing, particularly long-term 

a, (2003). Ability to provide collateral credit according to Esperan9a, 

(additional security on a loan) 

demanding collateral, cr·~11.1t"t1rsM~.J.11~tl!!1~ 

business owners. During credit i g 

ndertaking credit operations. By 

nherent to debt to the small 
ellence rs we1gn the collateral value much more than 

the earnings registered in firm accounts, probably due to the shortage or lack of credible 

information about small firms. 

Abor & Biekpe (2005) also obtained the same results that show a positive relationship between 

debt ratio and size of the firm. This is explained by the fact that relatively bigger firms are more 

diversified and are perceived as having lower risk. Thus, they are capable of attracting more debt 

especially long-term debt. Smaller firms, on the other hand, have difficulty in attracting long-

term debt because of the severe information asymmetry problems between owner-managers of 

the small firms and potential lenders. Also long-term debt is likely to be proportionally more 

expensive for small firms because of the fixed transaction cost. The information asymmetries and 

transaction cost arguments therefore limit the attractiveness of debt to small firms. 

A study by Hutchinson and McDill (1999) concluded that small firms find it difficult to access 

debt finance and they also pay high costs for funds because of high risk embedded in their 

operations. Likewise, Kahle & Shastri (2004) found that long-term leverage increases with firm 
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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 ~--._y ies of scale are some of the reasons cited 

for high risk (Biggs & Srivastava, 19 ~.,............. eiterated that statistics on Zimbabwe by 

Biggs and Srivastava (1996:7-9) indi MM\.h:HJLNl/lftllt.l-tflltJl~er of small firms that received bank loans 

is 32%, whilst medium firms were 531~a'n1Efcl~~fttims 62%. Small firms that obtained bank 

overdrafts are 50% compared to ---...:~ -- medium and large firms respectively. 

Although there are a cons1ne1ttatJ1t-e1~~Q.f<l~l.)J.f1 .v.ri ... .. tn11,~..-flrmal debt, the average maturity 

of that debt is 17 months comltd4~ellrMJr P.[t(nJq>tltl~·fur 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 old0
" · ...... ,..:;

1 ._•~_,,~'~L...::::'·...::~ _.,,, d to have good track records and as such 

are able to access debt more easily 

Relatively mature small firms in t 

reputation with both long-term and 

attracting more debt capital. The relation ___ · c........:..;~ 

factor to accessibility of oi1:,t11~1;m1ltt, J1Jl'l:l\$'. 

at have no track record or credit history. 

in business are assumed to have good 

roviders, thus increasing their chances of 

ebt suppliers is also considered to be a crucial 

.&..r-11.~ 1V'1LII found out that for small firms, 

its size and length of relations ~N>JMJ~1@rl0PlW 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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5.4SUMMARY 

This study is based on MM theory which was originally postulated in 1958 and then modified in 

1963. This theory has three propositions but the study will only make use of Proposition II. The 

original theory proposed that value of a firm is independent of its capital structure. This was 

corrected in 1963 to include the tax shield benefit to conclude that a firm using debt in its capital 

structure will have a higher value than the one with equity. 

It was highlighted in this chapter that research relating to MM theory produced mixed results that 

is, results that confirm that leverage is positively related to firm's value and those that contradict 

this result. Mixed results were also 001ra11~l-IIORl-Sl~•ies relating leverage and value of a small 

firm and debt accessibility to s 'hri~~ ~d-:ir'o-1on for these differences can range from 

differences in general economic co • ndustry factors and fiscal and monetary 

policy differences. 

normative model will be <.\Is. i~1~"e1~~oolb\tlltl~--ttg:r-e~KH·)A- HlOO~IB,'Hlat will be used to analyse the 
data and test the hypotheses. Together in Excellence 
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6.1 INTRODUCTION 

The primary objective of this study is to determine whether debt could be used favourably by 

small manufacturing firms in Zimbabwe. It also determines if firm size and product manufactured 

affected the accessibility of debt to small manufacturing firms. There are certain conditions that 

need to be satisfied to meet these objectives and this chapter will focus on these conditions which 

allow the achievement of the objectives. A brief discussion on the ratios that are used to estimate 

the relationship between debt and firm value and between debt accessibility and products 

manufactured and firm size are outlined. Regression models on the impact of debt on profitability 

(value) and the impact of product manufactured and firm size to debt accessibility are estimated 

(refer to sec 6.4.1, p. 119). The rati..»«~""'-' 

regression analysis are also discuss d \. !:ui,tti...-~:m'"'"' 

ent , advantages and the limitations of using 

ised example on the mechanism of the 

conditions that were expected to prevail regression analysis provided. Sectio 6 

in order for the study to achieve its • lv~lf!Ll•n?,.."rt ,,J",'lt',.thlil'r-

6.2 NORMATIVE MO iversity of Fort Hare 
Three hypotheses namely; a neM een debt usage and value of a firm, 

the size of a firm is negatively related to its ability to access debt and lastly, the products 

manufactured by a firm have a negative effect on accessibility to debt (also refer to sec 1.5, p.6) 

are tested in this study. For these hypotheses to be proved, small firms should have debt in their 

capital structures. Without the use of debt, the study is of no importance and for this reason, only 

small manufacturing firms that have a certain percentage of debt in their capital structures were 

used for analysis. Apart from debt, there are also other conditions which needed to be satisfied 

such as number of employees ( 50 or less but more than 4 ), knowledge of the value of total debt in 

the capital structure, total assets, the type of assets, annual earnings as well as equity capital 

value. The firms were to be engaged in manufacturing activities, that is food manufacturing and 

processing, garment production, caipentry and pottery and steel works, among others. These 

conditions were to be met for the researcher to be able to determine the debt ratio, return on 

assets and return on equity as these ratios were to be used in conjunction with the regression and 

correlation analysis to test the hypotheses. 
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The research at hand used ratio, correlation and regression analysis methods to test the 

hypotheses. This was a process whereby the following stage was dependent on the previous one. 

Correlation testing which refers to the strength or degree of linear association between two 

variables (Gujarati, 2003:23) depended on profitability ratios whilst regression testing depended 

on correlation testing results. Two types of ratios were used, namely, profitability and debt ratios. 

The profitability ratios were used to determine the profitability (value) of small manufacturing 

firms using debt for their financing activities. Since the study focuses on determining the effect of 

debt on the value of small manufacturing firms, a change in profitability of a small firm using 

debt would predict the effect of debt on firm value. Debt ratios were used to determine the capital 

structure of small firms. Regression equations (models) were formulated to enable the testing of 

hypotheses. But before regression 

there was any need to use regressio 

6.3 DATA ANALYSIS METHODS 

c rrelation testing was used to determine if 

debt to total assets one. Return on assets (refer to sec 4.2.1, 75) and return on equity (refer to sec 

4.2.2, 76) are the profitability ratios that were used to determine the relationship between debt 

and value. The impact of debt finance on profitability involves the analysis of profitability ratios 

such as return on assets and the return on equity (Gitman, 2003:98). For this reason, the ratio 

analysis was the best method of determining the relationship between debt and profitability. 

Debt and profitability ratios were further regressed to determine the strength of statistical 

significance of the relationship between debt and profitability of small manufacturing firms. 

Statistical significance refers to the probability of truth of a research finding (Creative Research 

Systems, 2007). Apart from regression of profitability ratios, regression analysis was also used to 

determine the relationship between debt accessibility to small firms and its products and size. 

Section 6.3 .1 below will discuss the ratio analysis to be used for this study. 
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6.3.1 Ratio analysis 

As highlighted in section 6.3, two ratios were used for this study to partially achieve the 

objectives of this study. The impact of the usage of debt on profitability can be examined by 

comparing the returns on equity of firms with different capital structures. For example, if firms 

with high levels of debt are enjoying more returns on equity, it would imply that debt is having a 

positive impact on the profitability of small firms. 

Debt ratio is the ratio of total debt to total assets and measures the percentage of total funds 

provided by creditors. Total debt for the calculation of this ratio would include both long-term 

and current liabilities. Generally, it • ercei..v.ed._: the higher the debt ratio, the higher the 

financial and the higher the returns. h -· neral perception that the higher the risk of 

an investment, the higher the returns 

total debt by total assets ( Correia, t 

firm's total assets that are financed 1 

e t. The debt ratio is calculated by dividing 

) Debt ratio measures the proportion of a 

Mo er, McGuigan & Rao, 2005: 100). For this 

study, the debt ratio was used to determin~-"mount of debt in the firm's capital structure for 

the purpose of regression.University of Fort Hare 
Together in Excellence 

A firm's profitability demonstrates how well the firm is making investment and financing 

decisions. If a firm is unable to provide adequate returns, it may be unable to maintain and 

increase its asset base (value). Any small business owner who is interested in the long-term 

survival of his firm will be interested in profitability ratios (Moyer, McGuigan & Rao, 2005:102). 

Profitability ratios show the combined effects of liquidity, asset management and debt 

management policies on operating results. Asset management refers to how assets of an 

organisation are utilised and maintained whilst debt management refers to how debt is raised, 

used, obtained and repaid. If these policies are appropriate and realistic, they will be shown in 

favourable profitability ratios (Brigham & Houston, 2004: 103). The profitability ratios of the 

business are a reflection of how profitable the available capital has been employed in the 

activities of the business, that is, it determines to what extent the business obtained a satisfactory 

return on available capital (Conradie & Fourie, 2002:73). Profitability ratios try to assess the 

impact of leverage on shareholders returns. 
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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 that 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 p~r.¢1~t>.,tt"Qg 81.,..M .. - -f-l.,
1
~LHHl1

1
1g".ljl·alyst. It is difficult to assess how good or 

bad a ratio is. Some ratios might ind' c s while others might indicate weak points 

and it is difficult to assess to what exten g points offset the weak points. Ratio analysis 

also studies the performa hese are the primary ratios for 

a large number of firms in th actors 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 oflong-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 

117 



 

 

( dependent variable) on one or more other variables ( explanatory variables) with a view of 

estimating the average value of the dependent in terms of the known values of the explanatory 

variables. Regression analysis is concerned with statistical dependence among variables, that is, 

statistical relationships among variables. The regression analysis determines the pattern and 

strength of the correlation between variables (Gujarati, 2003: 18, 23). 

Regression analysis can be conducted using two different methods; two-variable (bivariate) 

regression analysis method and multiple regression analysis method. A two-variable regression 

analysis method is used when a study being done is of the dependence of one variable 

( dependent) on only a single explanatory (independent) variable, for example, the dependence of 

value on debt ratio. A multiple regr~!s:~·~:r. ... 1~i!:l~n;~~".'!11''4'""i.1yc,,,,,s used when a dependent variable is being 

tested on more than one explanato pie, the dependence of debt accessibility 

on firm size and product manufactur (Gujarati, 2003:24-25). The study at hand 

uses both regression analyses as will • n 6.4.1. 

~ Q~~,~~m ,~;a that is, data on variables to be 

,,_J>J4,j•"°'~''-J'J)il"""~JL,.lll.£1""'1i,a m~sa?W!ffi~,efore would portray the situation at the 

time of collection of data. Time series data was going to be the most favourable but due to 

limitations on financing and time, it would be difficult to implement it. Time series data is data 

gathered at different times such as different years (Gujarati, 2003:25-27). 

The regression model results in a prediction equation known as a regression equation. A 

regression equation estimates the effect of debt on the profitability of small firms as well as the 

effect of firm size and product type on debt accessibility. A regression equation explains the 

behaviour of one variable in relation to the behaviour of another variable. The effect of debt on 

profitability can be positive or negative so the estimated regression equation will be used to 

estimate this. It must however be noted that this estimated regression equation can only be used 

to ascertain the impact of debt on the profitability of the firms that use debt in the sample as a 

whole. 

Two regression equations were formulated to test the hypotheses and these include simple linear 

regression model and multiple linear regression model. The primary hypothesis was tested by the 

simple linear regression model as it tests the dependence of the dependent variable (profitability) 
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on only one explanatory variable ( debt ratio). The multiple linear regression model was used to 

model the relationship between debt accessibility and firm value and products manufactured. 

Section 6.3.1 below provides a detailed analysis of the estimated regression equations in order to 

determine the impact of debt on the profitability of small manufacturing firms as well as the 

impact of firm size and products manufactured on debt accessibility. 

6.4.1 Regression Equations 

It is worthwhile to mention here that before the regression analysis is done, there is need to test if 

there is any relationship between variables. The determination of any relationship was to be done 

~~~~lf~~~ptt~sting determines if a relationship exists by the use of correlation testing. 

between variables and is the first R 

analysis would only be significant i 

e ession analysis is done. The regression 
1 1 tionship found between variables. If no 

relationship exists, it will not be neces.s-~~l:}:~ ~0~:fj: 

The regression equations•nF..ui.\"~~~tt1fl~ti,~~"ttf.ahQti1;~ s..o~~n (i) profitability and debt, and 

Equation 6.1 below estimates the 

relationship between profitability of a small firm and its debt ratio. A two-variable regression 

equation was used as there are only two variables in the equation, thus one dependent variable 

and one explanatory variable. 

Two-variable regression equation 

Equation 6.1 

P = a + P 1 Debt ratio + & 

Where P refers to profitability 

a is a constant. 

p 1 measures association between profitability (P) and debt ratio thus, the amount by 

which P changes on average when debt ratio changes by one unit 

e is the error or disturbance term (refer to sec 6.4.1.1, p. 121) 

The suggested equation (6.1) comprises a dependent variable, an independent variable, a constant 

as well as the error term. These components are discussed in section 6.4.1.1. 
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6.4.1.1 Components of the two-variable regression equation 

Dependent or response variable 

According to Levin & Rubin (1998:699) a dependent is a variable to be predicted. It represents 

the element or condition that is dependent on the value of one or more independent variables. The 

dependent variable in the regression equation 6.1 is profitability (return on equity) denoted by P. 

This is the variable that is expected to change as the debt proportion changes in the small 

manufacturing firms' capital structure. 

• Profitability (P) 

Profitability represents the dependen~i:'lttifltJJ:G-!H-i-(r~[vb1sion equation 6.1 . The primary hypothesis 

of this study suggests that profitabi it the amount of debt in the firm's capital 
7 

structure. Stated differently, it is a lflity is dependent on the debt capital. The 

strength of the relationship will be e regression analysis. Esperan9a, Gama & 

Gulamhussen (2003) also used the sis to determine the relationship between 

profitability of small firms and debt. The at there is a negative relationship 

between profitability and f>'J' '°""""'1-1,v. ,._, .... J ..... ,, __ ... J.9'
1 ... ,tit,,- .K:~ 'lrll!l.a.L~"-1.ess profitable firms are more 

prone to require external fin~~:!!"!~ ~]tfl,~'.dfltltti[f} en debt and profitability of a firm 

should be viewed in the light of interest rates. If the before-tax interest on debt is more than the 

return on assets, then debt would lead to negative leverage. 

Independent variables 

An independent variable is a variable whose value determines the dependent variable (Levin & 

Rubin, 1998:699). Independent variables can be more than one variable. In regression equation 

6.1, the independent variables include debt ratio, the intercept a , the regression coefficient value 

p 1 and the disturbance term c . A change in the usage of debt by a small firm is expected to 

affect profitability. The error term, the coefficient value and the intercept are constant 

independent variables in any regression equation. These variables are explained in the section 

below. 

• Intercept (alpha) 

It is a constant, that is, even if the debt ratio is zero, the value of a firm would have some positive 

or negative value. Whether it is rational for a firm to have a value even if the debt ratio has a 
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zero value depends upon the hypotheses to which the regression analysis is being applied 

(Watsham & Parramore, 1998:188). The intercept represents the value of the dependent variable 

(profitability) when the values of the independent variables are zero. 

• Regression coefficient values or parameter estimates 

If from the calculations /J is not zero, debt will have an effect on firm value. /3 represents the 

regression coefficient that is, the slope of the line along which the scatter of data observations 

lies. It can be interpreted as indicating the percentage change in variable P that is caused by a one 

unit change in the value of f3 . If the value of f3 is positive, the variables will be positively 

correlated and if it is negative, the variables will be negatively correlated (Watsham & 

Parramore, 1998:188-189). 

• Debt ratio 

This represents an independent vari\ ~ ~~~g~U ange in profitability is dependant on the 

amount of debt in the firms' capital struc t for equation 6.1 was measured by the debt to 

assets ratio. A similar stu Sheng Huang (2002:260) and 

Fatoki (2006) also used the debtfr of debt in their studies. 

• Error or disturbance term 

In determining the impact of debt (independent variable) on profitability ( dependent variable), it 

is assumed that all other factors (apart from debt) affecting profitability of a firm are held 

constant. The influences of all other variables affecting profitability such as the sales and the 

market, except the ones noted in the regression equation, can be captured by one single variable 

called the error term £ (Gujarati, 2003: 43-45). 

The symbol £ in regression equation 6.1 on page 119 is the error or disturbance term which is 

also referred to as the residual. It reflects the fact that usually, at least, the movement in the 

dependent variable will be imperfectly described by movements in the identified explanatory 

variables alone. There will be other factors not captured by the model. If the hypothesis is 

realistic, these other variables (sales and the market) should be relatively unimportant (Watsham 

& Parramore, 1998:189). The error term suggests that there are other variables besides the 

identified explanatory variables that affect the dependant variable therefore it is a surrogate for all 
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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 

equation 6.2 split debt into short an 

the effect of short-term or long-te 

total debt is for the researcher to dete 

uation 6.1, the only difference being that 

s that a clear picture is portrayed regarding 

ility. The aim of separating the two from 

ationship between profitability and total debt 

is different from that of PJCfijt~~1~~~J.1~~l~~ ~li1P~~ ' u1ny;-,1-.t~ debt. It should be noted that 

ts it. It only explains the relationship 

that prevails between profitability and short-term and long-term debt. The estimated relationship 

is shown in equation 6.2. 

Equation 6.2 

P = a+ P 1 Short-term debt+ p2 Long-term debt+ £ 1 

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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Equation 6.3 

D= a+p 1Size+ fi2 Product+ &1 

Where, D refers to debt accessibility 

p 1 is the amount by which debt (D) changes on average when size changes by one unit 

and all the other explanatory variables remain constant. It measures the association 

between size and debt accessibility adjusted for all other explanatory variables 

6.4.1.2 Components of the multiple r 

For all regression equations, the de c • endent, independent, intercept and error 

term is the same. The only differe e of variables. The intercept, regression 

coefficient and the error term were d l~~~~~!+i·on 6.3.1.1 and will not be discussed here. 

Only three variables will be discussed an~lb~ci-,,,.--mclude debt accessibility, size of the firm and 

products manufactured. university of Fort Hare 
Together in Excellence 

Dependent variables 

• Debt accessibility (D) 

Debt accessibility in regression equation 6.3 represents the dependent variable. The equation 

implies that the amount of debt available to small firms is dependent on certain variables. The 

interest on this equation is to determine the extent of the effect of the independent variables on 

debt accessibility. For this study, debt accessibility is measured by the use of debt to total assets 

ratio. This is then regressed to determine the strength of the dependence of this variable ( debt 

accessibility) on identified independent variables. 

Independent variables 

• Size of firm 

Size of the firm is one of the independent variables in equation 6.3 and is expected to influence 

the amount of debt accessible to small firms. Size is introduced in the regression equation 

because small manufacturing firms are by definition limited to a certain size class. Size of a firm 

in this study was measured by the number of employees in that firm. This is because of the 
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volatility in Zimbabwe's economy which makes it difficult to use monetary value as the value is 

always being affected by inflation. For a small manufacturing firm the number of employees 

must not exceed 50. Studies on the impact of debt on the profitability of small manufacturing by 

Tze-Wei-Fu, Mei-Chu Ke & Yen -Sheng Huang (2002:261) and Fatoki (2006) also used the 

number of employees as a measure of size in their regression equations. 

• Products manufactured 

The products manufactured by small firms are also expected to influence the accessibility of debt 

to small firms. The products were grouped into five different categories and a numerical value 

was attached to each category. The categories included garment production, food manufacture 

and processing, metal fabrication, c<:i,rri,'3rl'tr ... ·o,_-__ __ .., and other, which consisted of products 

not mentioned. Each category in th is was represented by numerical values. 

Garment manufacturing was repres rocessing by 2, metal fabrication by 3, 

carpentry and pottery by 4 and lastly \~~§J~~~tndy by Esperarn;a, Gama & Gulamhussen 

(2003) also incorporated the products ression model to determine the influence of 

asset composition on corp r ·Hare 
Together in Excellence 

Every model has its strengths and weaknesses. Its usage depends on the situation in which it is 

intended to be used. Section 6.4.2 discusses the advantages of using the regression model to test 

the hypotheses at hand. 

6.4.2 Rationale for using regression models 

A regression model measures the strength of the relationship between the dependent variable 

(which is the variable been explained) and one or more independent variables, known as 

explanatory variables. The reasons for using a regression model for this study include amongst 

others; 

• A model (regression model) quantifies the relationship between two variables. It determines 

whether the relationship is positive or negative. It is the regression analysis that can quantify 

the results and also produce results that can be used to accept or reject the hypotheses; and 

• A regression model, in addition, determines whether the relationship is statistically significant 

or insignificant. The significance level in applied economics is usually 5% or below (Gujarati, 

1995:5). 
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6.4.3 Limitations of the regression equation 

A regression model might not represent the prevailing situation that is, it might omit some crucial 

variables such as the availability of customers and the cost of resources that make the results of 

the regression analysis less valid. The regression model also does not include variables that have 

unavailable quantitative information such as wealth of the small business owner. This can then 

force analysts to omit the variable even if it has great theoretical relevance. It is also possible that 

the behaviour of some small business owners is affected by intrinsic behaviours and these cannot 

be explained by regression analysis (Gujarati, 2003:45-46). Various researchers have used 

regression equations in several studies. A closer look at these researcher's studies reveal the 

following. 

6.5 SIMILAR STUDIES USING 

IMPACT OF DEBT ON PROFITA 

UATIONS TO ESTIMATE THE 

The regression equation fpt, this study .has be dopte om previous related studies on the . un sit o ort are rmpact of the use of debt on pr ta 1 tiiiiis.. s ranca,-Gama & Gulamhussen (2003) used oge er zn lixc ence 
an estimated regression equation to investigate the impact of debt on the profitability of small 

firms in Portugal. Their study found a significantly negative relationship between the use of debt 

and profitability. The results may imply that the costs of using debt were more than the benefits 

brought by its use. Rate of return on assets ( EBIT ) was less than the before tax interest 
Tota/Assets 

rate on debt meaning a negative leverage. 

Mesquita and Lara (2002: 12) estimated a regression model to investigate the impact of debt on 

the profitability of Brazilian firms. The study found a significantly negative relationship between 

debt and profitability also portraying negative leverage. They attributed their results to the high 

interest rate that prevailed in the Brazilian economy during the period of study. Tze-Wei-Fu, 

Mei-Chu Ke & Yen-Sheng Huang (2002:261) also used an estimated regression model to 

investigate the impact of debt on the profitability of small manufacturing firms in Taiwan. From 

their study, they found a significantly negative relationship between the use of debt and 

profitability. The study also attributed the negative relationship to the high interest rate that 
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persisted in Taiwan in 1997. The following section illustrates the use of regression analysis using 

a hypothetical example. 

6.6 THE REGRESSION EQUATION ON THE IMPACT OF DEBT ON PROFITABILITY 

IN PRACTICE 

The examples used in this section use the estimated regression models to test the hypotheses at 

hand. This will only show how the analysis will be done and the figures being used here are 

hypothetical. Equation 6.1 will be used to test if debt ratio has an impact on the profitability of a 

firm. If the regression coefficient • uld mean that debt has an effect on the 

profitability of a firm. If the coef ci e, it implies a negative relationship and if 

positive, it implies a positive relatio quation 6.3 relates to debt accessibility to 

firm size and products manufacture . ll lll~~~b;\~~ 'mHllll¢tion for equation 6.1 would also apply to 

this equation that is, if the coef tive, a negative relationship exists and if 

positive, a positive relationship exists. sis will be done by the Statistics . 
Department Personnel at 'W;l.~;..,'""'Jh\i~r~14,VI 

showing the mechanism of the~ g ..... • ,,_,... ,.._. 
.6.1 below depicts an example 

1 ns using hypothesised data set. This 

will enable a clear understanding of the interpretation of the regression results. 

6.6.1 A hypothetical example depicting the relationship between debt and profitability using 

regression analysis 

This example was constructed using a set of assumptions to enable the researcher to reach the 

intended results, thus, determining the impact of debt on profitability of firms. These assumptions 

will be discussed in section 6.6.1.1. 

6.6.1.1 Assumptions 

As indicated in section 6.6.1 above, assumptions are used to enable the researcher to arrive at 

intended conclusions. These are just a set of statements that are assumed to prevail in an 

environment. The assumptions are as follows: 

• The sample consists of thirty small manufacturing firms; 
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• Financial information for small firms 1s readily available, that 1s income statement and 

balance sheet figures; 

• There is an average use of debt across firms. These were estimated based on debt ratios that 

were found by several studies; 41.39%, Abor & Biekpe (2005), 47.3, Fatoki (2006). The 

average use of debt might be caused by the difficulties faced by small firms in accessing debt 

or the desire by small business owners to preserve the control of their businesses; 

• The debt that is used by small manufacturing firms is obtained from banks; 

• Firms in the sample have low profitability values (return on equity) of between 0.9% and 3%. 

This is assumed to be caused by the high use of debt coupled with the high cost of funds. It is 

assumed that the interest rate is high . 
...--.----,-----,----,-----, 

2 a and 

The results of the regression analysi ~~~ ~~1s'ised dataset (refer to Addendum 4(a) and 

(b)) based on the assumptions mentione~~ \le'are discussed in this section. The parameter 

estimate of -0.00020126 nship between debt and firm 

value. Though there is a negatiwJ.lfeJOOi ti:shlii 11J~ltffl[mftfi[;):~ 

shows that the relationship is statistically insignificant. The reason being that 0.9876 (99%) is 

above 5% which is the significance level. The r value for the analysis is -0.00296 (0.3%) which is 

very small to determine any statistical significance. This therefore implies that there is no 

relationship between debt ratio and ROE due to the insignificance of the result. The correlation 

analysis also supports this result. 

Regression analysis for the second and third hypothesis ( equation 6.3) provided evidence that 

there is a statistically significant positive relationship between debt accessibility and firm size and 

negative but insignificant relationship between product type and debt accessibility. The parameter 

estimate for firm size is a positive 0.67141 while the P and r values are <.0001 and 0.75791 

respectively. The parameter estimate measures the change that will be brought as a result of 

change in firm size whilst the P value shows the significance of the relationship. The r value 

shows that there is a high statistical significance shown by this relationship. The relationship is 

such that high debt ratios are associated with high firm sizes. For product type, the parameter 

estimate is negative 0.39745 which indicates a negative relationship that is, a decrease of debt 
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ratio as we move from one category of product to another. The hierarchy is from food 

manufacture to garment production to carpentry and pottery to metal fabrication and other, 

respectively. However, this relationship is insignificant as the P value (0.6669) is greater than 5% 

which is the significance level used. The insignificance of the relationship can also be supported 

by a low r value of -0.08077. Firm size therefore affects debt accessibility regardless of what the 

firm manufactures (for more information on the results, refer to Addendum 2(a) and (b) at the end 

of this dissertation). 

The generation of no significant relationships between debt and profitability and debt 

accessibility and products manufactured might have been caused by the way in which the data for 

this analysis was collected. It migh ,,_,_ __ ,, • eti in a way that failed to determine any 

relationship. The same methods used e @ o analyse the real data collected from the 

field. The following discussion is on t of the estimated regression equations. 

6.7 EXPECTED OUTP UATION 

This study hinges on the ass 

2007. Apart from high interest rates, small firms usually pay extra costs for the use of debt which 

causes the cost of debt high. The output of this regression equation is expected to reveal that debt 

has a negative impact on the profitability of small manufacturing firms. There is also a possibility 

that a positive relationship can be found for firms that are using cheap government debt which is 

paid at 50% concessionary interest rate. This rate is subsidised by the government and is very low 

considering that the market interest rates stand at 300%. For such firms, it will be cheap to use 

the debt since they do not have to pay the full cost of debt as the loan interest is subsidised by the 

government. 

6.8SUMMARY 

This chapter has focused on ways in which data were analysed, that is ratio analysis, correlation 

and regression analysis. It has also examined the definition, purpose and the rationale for using a 

model for data analysis. Regression equations have been estimated to show the impact of debt on 

the profitability of small manufacturing firms. The result of the regression equation reflects 

whether the impact of debt on profitability of small manufacturing firms is positive or negative. It 
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will also determine if debt accessibility is affected by firm size and products manufactured. The 

regression analysis portrays whether the results are statistically significant or not. 

Chapter seven focuses on the research methodology. It provides a detailed analysis of the study 

unit, the study population, sampling method and the sample size. In addition, the questionnaire 

design, pre-testing and data analysis procedure will be explained. Finally, the chapter will 

examine the reliability of the results. The various errors such as response and non response errors 

that can affect the validity of the results will also be discussed. 

University of Fort Hare 
Together in Excellence 
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7.1 INTRODUCTION 

This chapter discusses the methods and techniques by which the data was collected, where and 

from whom it was collected as well as the sample size used. In other words, it focuses on 

sampling procedures that were followed for this study. It furthermore comprises a research design 

and plan, population and sample, data collection instruments, sources and procedures for data 

analysis. The reliability and validity of the data collected was also discussed to establish the 

validity of the results. Section 7 .2 highlights the focus of this study. 

7.2 FOCUS OF THE RESEARCH STUDY 

The aim of this study was to investig te • ..... _._ ... al ad any impact on the value (profitability) 

_,....----,,-~~-t rmined whether there existed a statistical of small manufacturing firms in Zi 

significance between the relationshi 

investigation, the study also dete 

alue of small manufacturing firms. In the 

firm and the products manufactured by the 

small manufacturing firm ccessibility of debt to small manufacturing 

firms. Section 7.3 focuses 'W.Tl .111-UA" rt Hare 
Together in Excellence 

7.3 SCOPE OF THE SURVEY 

7.3.1 The Survey Area 

The study was carried out on small manufacturing firms situated in Bulawayo, Zimbabwe. The 

manufacturing sector in urban areas constituted almost 64% of all small scale business activities 

(Liedholm and Mead, 1999:3). According to Biggs & Srivastava, (1996:47), small manufacturing 

firms contributed almost 18% of the overall manufacturing share in Zimbabwe. Bulawayo was 

chosen because of its importance to the economic contribution of the country. 

7.3.2 The Study Unit 

The study was on small manufacturing firms adhering to the definition given by the Ministry of 

Small, Medium and Micro Enterprises of Zimbabwe. Manufacturing activity was broadly defined 

to include food processing, textile, metal fabrication (manufacturing building materials, 

agricultural products, fencing materials), carpentry ( sculptors and furniture), paper and paper 
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products, plastic products, brick making and leather products among other products. The 

importance of this sector to the wellbeing of the Zimbabwean economy necessitated the selection 

of this sector. Having discussed the survey area and study unit, the survey population is discussed 

in the following section. 

7.3.3 Survey population 

The population was the universe of units from which the sample was to be selected (Bryman and 

Bell, 2003:93). It referred to all the cases which conformed to the specifications which define the 

object of the research (Buckingham & Saunders, 2004:52). The population of the research study 

included all small manufacturing fi istered by the Ministry of Small, Medium 

and Micro Enterprises. The survey study was obtained from the Ministry of 

Small, Medium and Micro Enterpri e database was recent and the Ministry of 

SMME is currently using it in their r all firms. The database indicated that there 

were 300 small manufacturing firms in ..a:::,-u~u;ryo, adhering to the definition which was used 

(refer to sec 2.2.2, p.1 9). University of Fort Hare 
Together in Excellence 

According to the information given, garment manufacturing constituted 25% of the population; 

food processing, 32%; metal fabrication, 14%; carpentry and pottery, 7% and all other products 

constituted 22%. These were the proportions that were used to determine the sub-samples. Using 

this intuition, the sub-sample sizes were as follows: 

• Garment manufacturing - 43 

• Food processing - 56 

• Metal fabrication - 24 

• Catpentry and pottery - 12 

• Other - 36 

TOTAL SAMPLE = 171 

Research design, which is the organisation of the survey, is examined in section 7.4 below. 
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7.4 RESEARCH DESIGN 

This is a plan of the data to be gathered, from whom, how and when to collect the data. It is a 

systematic planning of research, usually including the formulation of a strategy to resolve a 

particular question, the collection and recording of the evidence and the processing and analysis 

of this data as well as its interpretation (Bureau of Justice Assistance, 2006) and (Tel el-Far'ah, 

2006). Section 7 .4.1 below relates to the research method followed by the researcher. 

7.4.1 Research method 

This study followed a quantitative research design. A quantitative research method derives 

empirical generalisations which maYr (1...t,O-(iet1~11·ne future courses of action. This type of 

descriptive studies to quantify data 

interest (Hollensen, 2003:740). Tu t L~~l€]5';~.~ 

ar e group of respondents and is used in 

suits from the sample to the population of 

es that a quantitative research design 

d required statistical summarisation, that is, requires statistical summarisation. 

determination of any rel • • mn and the use of debt in capital 

structure as well as the ex :e s e i:t!~~~~mat is discussed below. 
Together in Excellence 

7.4.2 Research format 

A descriptive research method was applied to the study. Descriptive research describes a 

marketing problem or opportunity in detail. It provides answers to questions such as "who", 

"what", "where", ''when" and "how" and determines the levels of relationships between variables 

(Cant, 2003:31). Descriptive research method was most applicable as the study required 

information related to "what" and "why" questions. Its purpose was therefore, to verify the 

identified hypotheses (refer to sec 1.5, p. 6). Section 7.4.3 addresses the research technique used. 

7 .4.3 Research technique 

A self-administered questionnaire was used to gather pnmary data. A self-administered 

questionnaire is a self-report data collection instrument that is filled by the research participants 

(Tashakkori & Teddlie 2003: 303). The questionnaires were given to owners/managers of SMFs 

to complete and a fieldworker assisted with any misconceptions. Questionnaires were most useful 
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when the researcher wanted to summarize facts about a fairly large population (Buckingham & 

Saunders, 2004:53). The use of a self-administered questionnaire was more feasible since the 

sample size of the research study consisted of 171 which was a number too big for personal 

interviews. Self-administered questionnaires were used for the following reasons: 

• The researcher was interested in collecting data from a large group of respondents; 

• Self-administered questionnaires were convenient as respondents could complete the 

questionnaire at their own time; 

• They were cheap compared to other forms of data gathering as they could be distributed in 

large quantities at the same time; -------. 
• 
• Respondents who might othe 

2003: 142). 

-• le could be accessed (Bryman & Bell, 

Section 7 .5 that follows elaborates on the s • g procedure followed for this study. 

University of Fort Hare 
Together in Excellence 

7.5 SAMPLING PROCEDURE 

Cooper & Schindler (2003: 1 79) described sampling as the procedure by which some elements of 

a given population are selected as representative of the entire population. The primary idea of 

sampling was that by selecting some elements of a population, the researcher can draw 

conclusions about the entire population. A sampling method can be classified as probability or 

non probability. The following section examined the sampling method selected by the researcher 

for the study and the motivation for selecting the sampling method. It also examined the sampling 

method and the sample size used for the research study and furthermore explained the rationale 

for using the particular sampling method and how the sample size was calculated. 

7 .5.1 Sampling type 

The respondents were selected usmg the probability sampling method which constituted a 

method that uses random selection to identify respondents. Probability sampling is whereby a 

sample is selected using random selection so that each unit in the population has a known chance 
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of being selected. Using the probability sampling method, every SMF in the population had a 

chance of being included 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 population o ents. This sample size was then grouped 

into categories (strata) using produc a the basis for categorisation (refer to sec 

7.5.3 on p. 135). The basis of the ca e e percentage proportion of each category 

to the population. The proportion of e,_~~ Sili~~::t.~:.fhe total sample was used to determine the 

participants from each category. For ex were 75 garment manufacturers, 300 SMFs 

which gives a proportion ize for garment manufacturers 

was therefore 43 (25% of 171 ). 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 ~/ (1 +Nd2/10 000), where: 
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N= Total population 

d= error estimate with a confidence interval of 95% 

n= sample size 

Therefore, n ~00/ [1 +300(5)2/10000] 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. ,, _____ ,,, ·o of the survey, that is how the data was 

collected and the design of the inst 

7.6 ORGANISATION OF THE SUR 

This section examined th 

this study. The importance of 

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 researcher used questionnaires for the research study because of the following 

reasons: 

• They could be standardised and applied in the same way to all elements (Buckingham & 

Saunders, 2004:53); 

• They allowed the collection of a large amount of data; 

• They were economical in terms of money and time; 
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• The use of the questionnaires enabled respondents to remain anonymous and be honest in 

their responses; 

• They were also free from interviewer bias and the respondents enjoyed the convenience of 

completing the questionnaires at their own pace and 

• Respondents who might otherwise have been inaccessible could be accessed. 

7 .6.2 Questionnaire design 

Three types of questioning techniques were used in the questionnaire. These included multiple 

choice rating questions, dichotomous and open ended questions. Use of such -------
questioning techniques made the c e questionnaires easy for respondents and 

reduced the time spent on completi tionnaire. To encourage participation, the 

layout of the questionnaire was kep s i htforward. The questionnaire consisted of 

twenty six questions. The areas co stions included biographical information, 

financing information, the use of debt an • ssibility. Such information was fundamental to 

the achievement of resear mb1e:a'tPJleg'.!ity of Fort Hare 
Together in Excellence 

The first section of the questionnaire, Section A, was used as a qualification question for the 

respondents. It determined whether the selected respondent was qualified to participate in the 

survey or not. The question in this section asked respondents on whether they make use of debt in 

their financing or not. The responses from respondents who did not make use of debt would 

therefore, not be used for analysis. 

Section B of the questionnaire had four questions that required biographical information which 

gave general information concerning the respondent and the firm. Such information included sex 

of the respondent, his/her age, the position he/she held in the firm as well as number of years the 

business had been running. This information helped the researcher in finding out if these 

biographical factors had an impact on the performance of the firm. 

Section C required information on the use of debt as well as capital structure information, that is, 

how the operations of the business were financed. The questions in this section asked for value of 

capital, long-term debt, assets financed by long-term debt, interest payments as well as profits 
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generated. This information enabled the researcher to test the primary hypothesis of the research, 

which stated that there was a negative relationship between the use of debt and the value of a 

small manufacturing firm (refer to sec 1.5, p.6). This information also portrayed the financial 

performance of the small manufacturing firm. 

The fourth section, section D, contained information relating to debt accessibility to small 

manufacturing firms. The section contained seven questions that were related to accessibility of 

debt to small manufacturing firms. The information obtained in this section was used to test the 

two secondary hypotheses which were: 

Ho 1 - The size of an SMF has a negative effect on its ability to access debt finance from 

well established financier . 

H1 1 - The size of an SMF has a o ts ability to access debt finance from well 

established financiers I 
Ho 2 - The product offered by an 

Hi 2 - The product offered by an S 

-f e effect on its ability to access debt. 

1tive effect on its ability to access debt. 

University of Fort Hare 
The questions that were used • • • • • e 
• Dichotomous questions and 

• Multiple choice questions. 

A dichotomous question is a question which offers two alternative answers to choose from. A 

multiple choice question is a fixed question with more than two alternative answers. The 

researcher used dichotomous questioning because of the following reasons. 

• Some questions in the questionnaire had only two possible answers. For example, questions 

relating to the gender of the respondents; and 

• The ease of coding and analysing since the responses were predetermined. 

The researcher used multiple choice questions for the study for the following reasons: 

• The result of the pre-test revealed that these types of questions were easy to answer by the 

respondents. Non response error was thereby reduced; and 

• The ease of coding and analysing since the responses were predetermined. 
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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 in 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 20 .... _.._ ..... __ .~·.·.,- , .. ... 9',. ption for a respondent but not accurate as 

the actual answer could be 18. But ~--~......_ he respondent will not be able to write 18 

but choose an alternative of between 1 

To cater for the shortcomings of the p estions, the remaining twelve questions were 

~ ~~~U:Nt.tttc"f n".lllJ~·~pt-o~~,ltt:~ open ended questions as ones open-ended questions. C o 

that do not limit the response )l~i~ t~q~~ 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 remove 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 questions 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 n 

share of the population is represente 

was determined and strata identifie 

determined and it was found out 

processing 33%, metal raon~~c;la -~tli 

Knowing that the sample size 

s used which is whereby each stratum's 

• dler, 2003: 195). Initially, the sample size 

of each strata in the population was then 

manufacturing constituted 25%, food 

Mtret~e 7% and lastly other has 21 %. 

fftIR~~~me'1~ 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 questionnaires were distributed to respondents who were selected using 

systematic random sampling. The researcher thoroughly explained the contents of the 

questionnaire to four field 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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7.8 DATA PREPARATION 

Once the questionnaires were returned, they were prepared for data analysis. Data analysis 

usually involves the reduction of accumulated data to a manageable size, developing summaries, 

looking for patterns and applying statistical techniques. It also includes the interpretation of 

research findings in the light of the research questions and determines if the results are consistent 

with the research hypotheses and theories (Cooper & Schindler, 2003:87). Data preparation 

involved editing, coding and its processing. Section 7 .8.1 discusses the editing of data. 

7.8.1 Editing of data 

Editing involves a thorough and crit • 

compliance with the criteria for 

• • f the completed questionnaire in terms of 

questionnaires not duly completed ( -i.=..::::.r....:;,-",/""~ 

1 data, and in order to deal with 

le , 2003:236). Editing of data detects errors 

ertifies that the minimum data quality 

diting was to make sure that data were standards have been achieved. The p 

accurate, consistent with • 

simplify coding and tabul 

the objectives of the research 

7.8.2 Data Coding 

ntered, complete and arranged to 

estfflftaents were thus edited to achieve 

Coding involves applying a set of rules to the data to transform information from one form to 

another. It involves converting the questionnaire into numeric form in order to allow for 

quantitative analysis (Terreblanche & Durrheim, 2002:98). Responses from each item on the 

questionnaire were coded for easy classification. Figures were assigned to responses so that they 

could be grouped into a limited number of categories. The classification of data into limited 

categories was necessary for data analysis. Coding assisted the researcher to reduce a larger 

number of responses into a few categories, containing critical information required for analysis 

(Cooper and Schindler, 2003: 456). Fourteen questions were pre-coded in the questionnaire 

which made it easier for them to be entered onto a spreadsheet. 
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7 .8.3 Data Processing 

The processing of the data was done with the assistance of statisticians in the Department of 

Statistics at the University of Fort Hare using the Statistical Analysis System (SAS). SAS is an 

integrated set of modules used for manipulating, analysing and presenting data. The SAS package 

consisted of a statistical number of written computer programs which can be stored on the 

computer. This relieved the researcher of the necessity of writing his own program. The SAS 

program is also written to be flexible in terms of data that can be used, the minimum or maximum 

sample size and the number of variables allowed (Cooper & Schindler, 2003:509). 

7 .8.4 Data Analysis 

The primary aim of collecting data ==----~-"C._ as to test the research hypotheses. For the 

hypotheses to be tested, data collecte I r ted, that is, explained and given meaning. 

Data analysis referred to the process o the collected data into constituent parts in 

order to obtain answers fo .... r.,+""T he study was done by using ratios 
• efly discusses the ratios used and descriptive and infere-1.,Q,J.11--1:u.u,~.1 c 

for analysis. Together in Excellence 

7 .8.4.1 Ratio analysis 

Ratios were used for this study to partially assist in the attainment of the objectives of the study. 

The effect of leverage on the value of small manufacturing firms was done by the use of return on 

assets ratio (ROA) / return on investment (ROI). This was calculated by dividing profit before 

interest and tax by total assets/investment. This ratio percentage was compared to the before-tax 

interest on debt. A ROA greater than before-tax interest on debt portrays a positive leverage 

whilst a ROA which is less than before-tax interest on debt implies a negative leverage (refer to 

sec 3.3.3.3, p. 57 for a discussion on leverage). The results of the study portrayed a negative 

leverage by firms using debt. Descriptive statistics are explained in the following section. 
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7 .8.4.2 Descriptive statistics 

Descriptive statistics are used to describe the characteristics of, a population or a sample. 

Descriptive statistics are used for descriptive analysis and this was the first stage in data analysis. 

It aims at describing data by investigating the distribution of scores on each variable. It allowed 

the researcher to present data in a manner that was easily interpretable. Section 7.8.4.3 below 

briefly discusses inferential statistics. 

7 .8.4.3 Inferential statistics 

The study at hand, though it requir 

sample only. The study was also 

identified. Inferential analysis was 

Wv-i:Hiii:W.ysis, went beyond the description of the 

et rmining the cause of the relationships 

, wed the researcher to draw conclusions 

about the population based on data o ,ti11 too~a .tftVH::t.tt ll (~"' sample (Collins & Hussey, 2003:196). 

Section 7.9 below discusses the reliabi ·~ o 

University of Fort Hare 
Together in Excellence 

7.9 RELIABILITY OF THE RESULT 

Reliability is the likelihood that a research instrument will produce similar results each time it is 

used. ·survey variables may not precisely correspond to the phenomena they are meant to be 

measuring. A survey is a method of gathering information about a specified group of people by 

asking them questions (Buckingham & Saunders, 2004:294 & 296). 

Terreblanche and Durrheim (2002: 117) identified subject error and subject bias as major factors 

that pose a serious threat to the reliability of data. Reducing these sources of error could help 

ensure validity. According to Cooper and Schindler (2003 :218), the researcher could improve 

reliability by minimising the subject error and bias. 

Churchill (1998:532) notes that properly conducted sample surveys yield useful information 

estimates, but not exact values. A sample is a cross- sectional study in which a sample is selected 

to be representative of the target population and in which emphasis is on the generation of 

summary statistics such as averages and percentages. The major types of errors in research are 
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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 1 

7.9.2 Response error 

Response errors usually 

reluctance to answer th 

characteristics of the whole population. 

misunderstanding of questions or the 

rviewers. They are estimated 

inaccuracies that can be UV-OW,~ eresearcher, 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 fieldworkers 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 % 

144 



 

 

which implied that response bias was minimised. The response rate for the survey was 

summarised in Table 7.1 that follows. 

Table 7.1 Size of the sample and the extent of non- response 

Sample Category Number % 

Initial sample 171 100 

Unavailable 25 15 

Discarded (no use of debt) 59 34 

Total sample loss 84 49 

Usable sample 87 51 

University of Fort Hare 
The response rates, in table 7. ,0 t • "'~.$til '-""".,,'-\.r">tt:r1o"'r,ements for correlational studies as 

indicated by Loubser (1996:230). He stipulates that a sample size of 30 subjects is required to 

establish the existence or non- existence of a relationship. 

Having discussed the reliability of the data, validity of the findings will now be discussed. 

7.10 VALIDITY OF THE FINDINGS 

The validity of a measure depends on how accurately it expresses a phenomenon (Buckingham & 

Sunders, 2004:65). Validity refers to the ability of a scale or measuring instrument to measure 

what it is designed to measure (Zikmund, 2003:302). The literature on research methodology 

( design) identified three major and common ways of ensuring validity, namely: 

• Content validity; 

• Construct validity; and 

• Criterion- related validity 

Of the three ways to ensure validity, the researcher used content and construct validity steps and 

these are elaborated on in the section that follows. 
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7.10.1 Ensuring content validity 

The content validity of the measuring instrument is the extent to which the instrument provides 

adequate coverage of the concept. According to Cooper and Schindler (2003:211), if the 

instrument contains a representative sample of the subject of interest, then content validity is 

good. This implies that the goodness of content validity, for this study, can be assured if the 

investigative questions adequately cover the debt financing (leverage) and debt accessibility 

concepts. The research literature agrees that content validation is a judgmental process that can be 

done in many ways. According to Cooper and Schindler (2003 :21 ), the researcher may use 

personal judgment or may use a panel of experts to judge how well the instrument meets 

standards. The researcher used perso 

all major components of the research sro~:WeFE~~w,e 

7.10.2 Ensuring construct validity 

According to Terreblanche and D 

results obtained from th of 

designed. Though the res-.::i ... 4-U. • '---- ->~...,, 

several studies in Africa generaf(~t1r!'!m,e·t--l.;t-rn '-+·.!>cl-i'l+~tt-'t'~~~t-1.ige does not lead to an increase in a 

firm's value. Among the researchers include Fatoki (2006); Booth, Aivazian, Demirguc-Kunt and 

Maksimovic (2001) and Kahle & Shastri (2004). This then supports the construct validity of the 

findings. 

7.11 SUMMARY 

This chapter provided a description of the methodology applied to this study. This included the 

focus of the study, scope of the survey, research design, sampling procedure, organisation of the 

survey, data preparation, reliability and validity of the findings. These were comprehensively 

discussed and the rationale for using the selected methods of data collection was also highlighted. 

The content and structure of the questionnaire, which was the primary data collection instrument 

was discussed and the justification for the questions used was done. 

The following chapter will present and discuss the results of the study. The chapter will 

concentrate on the respondent's answers to the questions in the questionnaires. Tables, pie charts 

and bar charts were used to aid the analysis of data. Results obtained on each question in the 

146 



 

 

questionnaire were compared with empirical studies to confirm their consistency or 

inconsistency. Furthermore, hypotheses will be tested to determine the impact of debt on 

profitability as well as the impact of firm size and product manufactured on debt accessibility. 

University of Fort Hare 
Together in Excellence 
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8.1 INTRODUCTION 

This chapter presents the results of the fieldwork that was conducted. Hypotheses of the study 

were tested and results presented. In the presentation of the results, the series of questions relating 

to a specific hypothesis were stated. Each question was restated as in the research instrument and 

the rationale for asking those specific questions was highlighted. Responses for each question are 

presented and analysed and at the end of each series of questions pertaining to a specific 

hypothesis, the hypothesis concerned will, as a result of the statistical testing, be accepted or 

rejected. Hypothesis testing is the use of statistics to determine the probability that a given 

hypothesis is true. 

To aid data analysis, tables, pie ch rt 'at~tra1~:lia s were used. The presentation of results 

followed the structure of the questi s of debt first followed with biographical 

information, then the effect of debt ue and lastly, the effect of size of a firm 

and the product manufactured on de To statistically measure and interpret the 

relationship between the 

(refer to equations 6.1 , 6. 

Statistical Analysis Software 

the independent variables, regression equations 

e hypotheses was done using 

~ec1>f the statistical department at the 

University of Fort Hare. Section 8.2 that follows discusses the results obtained from the 

fieldwork that was done. 

8.2 SURVEY RESULTS ON A QUESTION TO QUESTION BASIS 

8.2.1 Section A: Use of debt 

This section of the questionnaire was used as a qualification question for the respondents. It 

determined whether the selected respondent was qualified to participate in the survey or not. The 

question in this section is discussed below. 

Question 1: Do you use debt in financing some of your business activities? 

The researcher used this question to identify respondents who participated in the survey. Since 

the study was on determining the relationship between debt and value, as measured with 

profitability, it was imperative that the respondent used debt in financing the business activities. 

Collecting data from respondents not using debt would have been a waste of time as the data 
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could not serve any purpose. Only responses from respondents who made use of debt were 

analysed. Therefore, for the reason stated before, asking this question enabled the researcher to 

determine who should participate in the survey. The rate of response to the survey is summarised 

in Table 8.1 below (also refer to Table 7. 1, p. 145). 

Table 8.1 Size of the sample and the extent of non- response 

Sample Category 

Initial sample 

Unavailable 

Discarded 

Total sample loss 

Usable sample 

Number % 

171 

25 

59 

84 

100 

15 

34 

49 

re 
t er zn xce ence 51 

From this table, it can be noted that 25 respondents were unavailable for the survey and this made 

146 respondents available. Out of the 146, 59 did not make use of debt leaving 87 respondents 

available for interviews. The responses of the respondents available for survey to question one 

(87 respondents) are presented in Figure 8.1 that follows. 

Figure 8.1 Responses on the use of debt 
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Comment 

The responses to this question indicated that 40% of the respondents available for data collection 

did not make use of debt. Of that same number available for the survey, 60% made use of debt in 

their operations. This showed that, even though small manufacturing firms might have difficulties 

in securing debt, a substantial number of them made use of it. The percentage of respondents that 

did not use debt ( 40%) did not mean that they were unable to secure debt, but they might not 

have been willing to use debt due to unfavourable economic conditions. The reason for not using 

debt might be because these business people were risk averse as suggested by Coleman (2000) 

who argued that some business people are more risk averse than others and would therefore not 

use debt in their business activities. 

The following section focuses on 

information. 

8.2.2 Section B: Bio ra 1 

This section identified and disct~ 

questionnaire which was on biographic 

of Fort Hare 
her i E cellen e . 1ograp c actors re ated to the small manufactunng firms 

and the respondents answering on behalf of the firms. Questions such as the status of the 

respondent, gender of the respondent, age of the respondent and the firm were discussed in this 

section of the study. Biographical data was required to obtain basic information about the 

respondent. It provided identification material about the respondent and helped the analysis of 

subgroups to provide a method for identifying differences in responses of subgroups (Proctor, 

2000: 157). The responses to question 2 to 5 are examined below. 

Question 2: This question related to the gender of the respondents. The question was necessary 

to enable the researcher to obtain information on whether the respondents were females or males. 

This assisted in establishing if there was any relationship between debt accessibility and gender 

of the respondent who could either be a manager or owner of the business. Table 8.2 below 

shows the distribution of the respondents based on gender. 
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Table 8.2 Gender of respondents 

Gender of respondents Frequency Percentage 

Male 52 60 

Female 35 40 

Total 87 100 

Comment 

As highlighted in table 8.2 above, 60% of the respondents were males whilst 40% were females. 

The reason for having more males operating small businesses might have been because it is still 

widely believed that men are the pr ,_~l'\-p-'Hl-f'IA-1·1y, therefore, they start businesses to fend 

for the family. The other possible re o e than women using debt might be because 

women are afraid to use debt (risks) o :uu~~~~p rt of the participants. 

This result is consistent with inte gender and small businesses. Coleman 

(2000) in a study of 'Credit: A Comparison of Men- and Women- Owned Small Businesses' 

found that women busine • • tt: • 1 small businesses implying that 
. . . Toa her in xcellence . the rema1mng two thrrds were own"t5, y men. omen owned fewer busmesses maybe because of 

lack of business knowledge which affects their ability to start businesses. When it comes to 

marketing and communications, men were more effective as they can meet with clients and 

suppliers informally to discuss business which women might not be able to do. Women may not 

network as effectively as men and as a result, they may not have the same access to sources of 

information and capital as men. 

The next question required the respondent to state his/her age. 

Question 3: This question related to the age of the respondent. By knowing the age of the 

owner/respondent, the researcher was able to deduce information as to whether the age of the 

owner was related to the performance of the firm. It also assisted in finding out whether 

accessibility to debt was related to the age of the owner. Figure 8.2 below illustrated the age 

distribution of the respondents. 
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Figure 8.2 Age of respondents 
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Comment 

Of the 8 7 respondents who participat 

from 31 to 40 years of age, 22 were 

6 were aged below the age of 30, 38 were 

0 years and 11 were above 50 years. This 

indicated that the majori f the artici s owners were aged between 31 and n1v rs1 o are 
40 years. Only 16 were be ow y_ea o a. e hie • dicated the dependency of young people oye er z xce ence 
on being employed by someone. This number was very small considering that the majority of the 

active working population was within this age group. 

This result is consistent with a study by Fatoki (2006) who also established that most small 

manufacturing business owners were aged between the 31 and 40 year age group which consisted 

of 48%. The result was also supported by Foxcroft, Wood, Kew, Herrington & Segal (2002) who 

stipulated that the levels of entrepreneurial activity are highest between the 35 to 45 age group for 

both men and women. Question 4 below examines the position held by the respondent in the 

firm. 

Question 4: What position do you hold in the firm? The question was necessary in order to 

enable the researcher to obtain information on the status of the respondents, thus, whether they 

were owners or managers of the firm. Table 8.3 presents the position of the respondents. 
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Table 8.3 Position of respondents 

Status of respondent Frequency Percentage 

Owner 62 71 

Manager 25 29 

Total 87 100 

Comment 

Of the respondents, 71 % were the owners of the manufacturing firms whilst 29% were managers. 

This result indicated that owners OHrlllclH--HliamH-ae-W•ring firms were directly involved in the 

activities and daily operations of th ir reason for direct involvement might be 

because they did not have adequate alified and experienced personnel whom 

they trust and who were competent the firm. Besides, the firms were small, 

such that the owner could manage it estion 5 below asked about the age of the 

firm, thus the period it has been in operation. 
University of Fort Hare 

. . o e her in xcellen Question 5: When did you sta o ra mg your usmessT ·s question allowed the researcher to 

determine the sustainability of small manufacturing firms in Bulawayo. It also assisted in 

establishing if firms that have been in operation for a long period of time accessed debt more 

easily than those that have been operating for a short period of time. 
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Figure 8.3 Period in operation 

Comment 

Im LESS THAN 2 YEARS AGO 

TO 4 YEARS 
05 TO ?YEARS 

D 8 TO 10 YEARS 
MORE THAN 10 YEARS 

The responses showed that the majority v r---.>.1..1.JLUrJ. anufacturing firms (72% of the respondents) 

had been in operation fo I)l(mJtilaJl~;J:11~ 1o.aw..a~""at, regardless of the economic 

hardships faced by the busine ~ Wil~Gtfi ll1m~t011>-Utt..t ~ t~~ firms have managed to survive. A 

small percentage of firms that were starting up portrayed a lack of investor confidence from the 

prospective investors. Apart from lack of investor confidence caused by hostile economic 

conditions, new small businesses may face difficulties in obtaining debt as they have a bleak 

future due to declining economic conditions in Zimbabwe. 

Section 8.2.3 discusses questions in Section C of the questionnaire which related to the effect of 

debt on the value of a small manufacturing firm. 

8.2.3 Section C: The effect of debt on profitability/value of a firm 

This section of the study pertained to the primary hypothesis of this study which stated that 

There is a negative relationship between debt usage and the value of a small 

manufacturing firm. 

Questions 6 to 19 in the questionnaire assisted in providing information used to test this 

hypothesis. The data was analysed and then used in testing the highlighted hypothesis. Ratios 
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such as return on assets (ROA) (refer to sec 6.3.1, p. 116) also known as return on investment 

(ROI), return on equity (ROE) (refer to sec 6.3.1, p. 117) and debt ratio (refer to sec 6.3.1, p. 116) 

were used in determining the effect of debt on profitability of small firms. Responses to these 

questions are presented below. The following question required information about the amount of 

debt being used by small firms that participated in the survey. 

Question 6: What is the value (amount) of debt in your capital structure (long-term capital)? 

This question allowed the researcher to determine the amount of long-term debt that was used by 

small firms. It was necessary because data generated from the survey was used to examine the 

effect of long-term debt on profitability of a small manufacturing firm. The reason for separating 

long-term debt from total debt wa t of each of the components of debt on 

profitability of small firms. Figure 

employed by the respondents. 

Figure 8.4 Long-term debt being use 
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Comment 

Only 5 respondents made use of long-term debt that had a value of less than 1 million dollars. 

The exchange rate of the Zimbabwean Dollar to the US Dollar and SA Rand at 31 December 

2006 was 250 and 35.72 respectively (RBZ, 2007). The range of between 1 and 20 million had 20 

respondents whilst the range of between 20 and 50 million dollars had 19 respondents. Ranges of 

between 50 and 100 million dollars and more than 100 million dollars had 17 and 6 respondents 

respectively. Out of 87 respondents who participated in the survey, 20 of them did not make use 
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of long-term debt. The responses indicated that several firms that participated in the survey 

employed long-term debt with a value of between 1 and 100 million dollars. 

Question 7: What is the value (amount) of debt in your total capital (long-term debt plus short-

term debt)? After determining the amount of long-term debt by small firms, it was also important 

for the researcher to examine total debt being used in small manufacturing firms. Determining 

total debt assisted the researcher in the calculation of debt ratios which was one of the 

components of the suggested regression equations (refer to equation 6.1, 6.2 and 6.3). Also by 

knowing the effect of long-term debt and total debt on the profitability of a small firm, the 

researcher could simply deduce the impact of short-term debt on profitability of small firms. If 

long-term debt leads to a positive 1 

deduced that short-term debt has a 

debt both lead to negative or positi e 

same effect as long-term debt. Figu 

regarding total debt in their capital. 

ebt leads to negative leverage, it can be 

profitability. If long-term debt and total 

be deduced that short-term debt has the 

s illustrated the responses of participants 

University of Fort Hare 
Figure 8.5 Value of debt in th · • ~ 11.i-~•ilr'A..cellence 
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The distribution of total debt among the respondents followed the same pattern as for long-term 

debt. As portrayed in figure 8.5 above, a very small percentage of respondents (2.3%) used debt 

that was less than a million dollars. Many of them had debt worth more than 1 million dollars and 

the largest category of respondents used total debt of between 20 and 50 million dollars. 
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Deducing from the responses to this question and question 6 on page 156, it was concluded that 

the main source of debt for small manufacturing firms was short-term debt. Short-term debt was 

determined by subtracting long-term debt from total debt. Only 6 respondents used long-term 

debt that was more than 1 hundred million (refer to figure 8.4, p.156) but when it comes to total 

debt, 20 respondents made use of debt that is worth more than 1 hundred million dollars. 

These results are consistent with studies by Esperanya, Gama and Gulamhussen (2003); Cook 

and Nixson (2000) and Hamilton and Fox ( 1998). These studies established that small firms had a 

high reliance on short-term financing through the banking sector. The reason for difficulties in 

accessing long-term debt or accessing it in smaller amounts might be because several small firms 

lack collateral and a good credit hist ,, ______ ., accessibility of debt. The result indicated 

that small manufacturing firms used ebt which might be caused by the easier 

accessibility of short-term debt. It w short-term debt than long-term debt from 

financiers probably because it was '\eJts.:l~~~~~end short-term debt to firms faced with 

uncertain futures compared to long-te ause short-term debt is repaid over a short 

period of time and the am g-term. 

Together in Excellence 
This deduction supported the intuition that lenders are willing to issue short-term debt rather than 

long-term debt because of the time preference concept (refer to sec 4.3.1.1, p. 83). Apart from the 

time preference and risk concepts, short-term debt may be a result of hostile economic conditions 

and a specific legal system. Question 8 below focuses on interest being paid by small 

manufacturing firms. 

Question 8: How much interest did you pay in the previous year? For the researcher to be able 

to determine ROE, he needed to know the amount of interest being paid by the small firms in 

order to determine the earnings after interest and tax (net profit/income). Interest is a component 

in the calculation of return on ROE which is the single ratio small business owners use to 

determine profitability of their firms. Respondents were not directly asked to give their return on 

equity as their calculation of these ratios might differ thereby making the ratios incomparable. 

Therefore, to ensure that ratios were comparable, they had to be calculated in the same way. 

Interest paid was subtracted from the operating profit in order to come up with the profit before 

tax figure. Figure 8.6 presents the responses of the participants with regards to the value of 

interest paid on debt. 
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Figure 8.6 Interest paid on debt 
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Of the respondents, 6 paid interest of le on dollars, 24 paid interest of between 5 and 

10 million dollars, 3 3 pai t betwe dollars, 17 paid interest of between e are 
20 and 40 million dolla o 7 aid interest that was above 40 million oge er z xce ce 
dollars. It should hereby be noted that these figures are relative considering the inflation and 

interest rates that were prevailing in Zimbabwe. The majority of participants in this survey 

indicated that they paid interest that ranged from 10 to 20 million dollars. Question 9 presents 

responses relating to the value of capital. 

Question 9: What is the total value of your capital (long-term liabilities plus current liabilities)? 

The responses to this question enabled the researcher to determine whether the use of debt led to 

positive or negative leverage through the calculation of return on assets. The information was 

used to determine ROA which was compared to before-tax interest on debt. For the study, value 

of capital was used to mean the same as total value of assets. This was based on the accounting 

equation which states that capital should equal the assets (Hermanson, Edwards and Maher, 

1998:22). In other words capital employed in a business (sources of funds) should equal use of 

the funds ( assets of a business). Capital was used to determine return on equity acting as the 

denominator in the formula. The results of the question are presented in figure 8.7 below. 
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Figure 8.7 Value of assets 
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Comment 

The responses to this question sho mber of small manufacturing firms had 

assets/capital worth between 600 mill lion dollars. There are 18 firms that had 

assets/capital with a value that was less .than 305) million dollars and 12 firms with assets/capital 
U Jfer 1t r F rt Har .. that totalled between 300 an Orm o d.o <US. ranges o between 600 and 900 rmlhon oget erzn.fixce ence 

dollars, 900 million and 1.2 billion dollars and above 1.2 billion dollars numbered 26, 27 and 4 

respondents respectively. Using value of assets to determine leverage, the higher the value of 

assets, the higher should be the required operating profit ( earnings before interest and tax) to 

attain a positive leverage. To have a positive leverage, the ROA should be greater than the 

before-tax interest on debt (refer to 3.3.3.3, p. 58). Question 10 asked respondents to state their 

operating profit for the previous financial period. 

Question 10: What was your operating profit for the 2006 financial year (profit before interest 

and tax)? It is only from the operating profit that return on assets and return on equity could be 

determined. Without the profit figure, the primary objective of the study could not be achieved. 

The distribution of the responses regarding the operating profit for 2006 financial year was 

presented by figure 8. 8 below. 
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Figure 8.8 Operating profit for 2006 financial year (In Zim Dollars) 

Comment 
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From the responses obtained, 24% g ting profits that were below 300 million 

dollars. The other 76% g rat~d op more than 300 million dollars. Of 

the 76% that generated pr P % had profits between 300 and 

500 million dollars, 14% had between 500 and 800 million dollars, 13% had between 800 million 

and 1 billion dollars whilst 29% generated operating profits that were above 1 billion dollars. The 

following question examines the responses on financing of fixed assets with short-term debt. 

Question 11: Do you finance fixed assets with short-term debt? This question was important as it 

gave clues to the causes of negative leverage. For firms to employ debt effectively, they should 

follow the matching concept, that is, the type of finance to be used for the purchase of an asset 

should be aligned to the lifespan of the asset. It is an unwise business practice to finance long-

term assets with short-term funds. A good practice is to finance current assets with short-term 

debt and fixed assets with long-term debt (refer to sec 3.5, p. 66 for matching concept). This is 

because fixed assets financed by short-term debt could only generate profits/income after a longer 

period, for example 3years. This means that in a period of 3 years, no profits are to be realised 

and to aggravate the situation, in the extreme circumstances, an overdraft (short-term debt) can be 

recalled by the bank at any time within 12 months. Therefore, negative leverage can result from 

usage of short-term debt to finance fixed assets. The responses to this question therefore gave 
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some answers as to how small business owners used their funds. Figure 8.9 below presents the 

responses as to how the firms used their short-term debt. 

Figure 8.9 Financing of fixed assets with short-term debt 

Comment 
University of Fort Hare 

Together in Excellence 
From the figure, it was noted that 25% of the respondents used their short-term debt to finance 

fixed assets whilst 75% did not. It should be noted here that, at times these people used short-

term debt to finance fixed assets not because they did not have knowledge of how to use debt, but 

they did not have any other source of funds besides short-term debt. They disclosed that the lack 

of accessibility to long-term debt therefore forced them to use short-term debt to finance fixed 

assets. The responses also show that small business firm-owners had "know how" of how to use 

long-term debt as shown by the percentage of respondents who did not finance fixed assets with 

short-term debt. Regardless of difficulties in securing long-term debt, that is relatively cheap, 

they did not use short-term debt to fund the purchasing of fixed assets. Short-term debt is more 

expensive compared to long-term debt. Cost of debt is cheaper for larger quantities taken for 

longer periods. This intuition however, is inconsistent with literature which says that long-term 

debt is more expensive than short-term debt (refer to sec 4.3.1.1, p. 83). The following question is 

an inquiry into the use of long-term debt. 

Question 12: Do you finance current assets with long-term debt? Using the same intuition as in 

question 11, it was important to establish whether small business owners use long-term debt to 
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finance the purchase of current assets. Using the matching concept, current assets should be 

financed by short-term debt whilst long-term debt should be used to finance the purchase of fixed 

assets. It was relevant to identify if small businesses were using long-term debt to finance current 

assets. This would help in identifying solutions to debt finance problems and factors that affect 

the optimal benefits of using debt. Figure 8.10 that follows presents the responses that were given 

by the participants. 

Figure 8.10 Financing of current assets with long-term debt 

Comment 

Of the 87 participants, 5 of them agreed that they used long-term debt to finance current assets. 

This was bad business practice as current assets should be financed by short-term debt as 

proposed by the matching concept. The other 82 participants did not use long-term debt to 

finance their current assets. Question 13 required information on the type of loan being used. 

Question 13: This question was about the type of loan being utilised. There were mainly two 

types of loans that small manufacturing firms could use for their business. These included the 

bank loans and the government loans. The government debt is issued through banks and some 

other financial institutions such as the Small Enterprise Development Company (SEDCO). The 

difference between the two is that the interest on government debt is concessionary that is, it is 

fixed and pegged below the market rate ( current rate 50%) whilst interest on bank loans is pegged 

at the market rate. Knowing the firms that were using government debt and bank debt was 

163 



 

 

necessary when it came to determining leverage. For firms using bank debt, ROA was compared 

to the market rate whilst for firms using government debt, the concessionary rate was used to 

determine if leverage was positive or negative. Figure 8.11 below presents the proportion of firms 

using bank debt and government debt. 

Figure 8.11 Type of loan/s 
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University of Fort Hare 

Comment 

Small business owners used bank loans, government loans or a combination of the two. From the 

participants, 61 used bank loans only, 8 used government loans only whilst 18 used a 

combination of the two. Though the government is offering debt to small business owners, 

especially the manufacturing sector, banks are still the primary source of debt for small firms. 

The reason might be that government funds are not enough to fund all the small manufacturing 

firms that are willing to use it. Of the 87 respondents, only 30% (26 respondents) managed to 

access government debt whilst 91 % (79 respondents) made use of bank debt. 

These findings were in line with literature which says that small firms depend heavily on bank 

financing. Osteryoung, Derek, & Leslie ( 1997) supported the argument that small firms used 

higher debt levels from banks. They may use higher debt levels to compensate for their more 

limited access to equity capital. This strategy has the effect, of course, of reducing liquidity and 

increasing risk, though potentially providing the tax advantage of deductible interest payments. 
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The next question was posed to establish whether respondents were aware of their return on 

investment/ assets. 

Question 14: Are you aware of your return on investment (Earnings before interest and tax/ 

total assets)? Though the researcher could determine the return on investment for each entity, it 

was also important to identify if small business owners had knowledge of their returns. If owners 

had no idea of what their returns were (EBIT/TA), they could experience negative leverage 

without knowing it. The responses to this question are presented in figure 8.12 below. 

Figure 8.12 Knowledge of return on investment 

Hare 

Comment 

A considerable number of respondents did not know their return on investment. Though the 

majority of respondents (79%) indicated that they were aware of their return on investment the 

21 % should not be left unattended to. These small business owners who had little or no 

knowledge of accounting and finance should be educated about it as ignorance about accounting 

and finance is a recipe for disaster. Education regarding understanding of basic accounts and 

financing options should be offered to the small business owners. Question 15 that follows was 

also an awareness question asking whether respondents knew if they had positive or negative 

leverage. 

165 



 

 

Question 15: Does your return on investment exceed the interest rate you pay on debt? This 

question related to leverage, that is, if respondents' answer was yes, they would have positive 

leverage while if their answer was "no" there would be negative leverage. Their responses were 

then compared to the results that were generated by calculating ROA and comparing it with the 

before-tax interest on debt. The responses on the awareness of leverage are explained below. 

Comment 

The responses to question 15 revealed that only 1 respondent enjoyed positive leverage. The 

figure also showed that 68 respondents, which is equivalent to 78% experienced a negative 

leverage whilst 18 (21 % ) were not quite sure as to whether they had positive leverage or not. The 

reason for them not being aware o 

before-tax interest on debt (interes 

there are some business owners w 

'fRt,·pr~rtrp,,?rn,· ght be because they did not know their 

t know their ROI. The result implied that 

heir leverage because they do not have 

adequate accounting and financial m~imi~5mlE&=ll!!i~se need to be educated so that they do not 

make uninformed financial decisions. T ollo • g question asked the respondents if they knew 

theinteresttheypayond ·niversity of Fort Hare 
Together in Excellence 

Question 16: Are you aware of the interest rate you are paying on short-term and long-term 

loans? It was possible that some people could not have known the rate of interest they were 

paying on the debt they were using. It was important to determine their level of knowledge 

regarding the interest they paid. Some people could not differentiate the interest paid on short-

term debt and that paid on long-term debt. The comment below is on the responses that were 

given by the participants. 

Comment 

From the responses obtained during fieldwork, all the respondents indicated that they knew the 

rate of interest that was used on short-term debt. This meant that the small manufacturing firm's 

owners were well educated in terms of interest rates being used for their debt. For long-term debt, 

only 1 person indicated that he/she did not know the interest rate being used for his/her long-term 

debt. This can be a result of complacency of the owner as interest rates being charged on one's 

debt ought to be known by the borrower. The question that follows required respondents to state 

the rate of interest they were paying. 
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Question 17: State the interest rate on long and short-term debt. There is a possibility for 

respondents to just agree that they knew the interest rates that were used whilst they would not 

actually be able to disclose the rate. Therefore to ascertain the reliability of responses to question 

16, respondents had to state the rates they were paying. The question was divided into two parts, 

the first being on short-term debt whilst the second was on long-term debt. Responses to the first 

part of the question are presented in figure 8.13 below. 

Figure 8.13 Interest rates on short-term debt 

Together zn Excellence 

Comment 

Ii! 550% 

0300% 

As suggested above, some respondents ( 11 % ) disclosed that they knew the interest rate being 

used to calculate their interest whilst they did not. This is shown by the fact that these 

respondents mentioned interest rates varying from 300% and 50%. The possibility does exist that 

the respondents representing the 11 % made use of debt other than bank debt. For respondents 

who mentioned both rates, an average was calculated which is 175%. This rate only applied to 

respondents who used both bank and government debt. A fairly large percentage (89%) of 

respondents was aware of the rates their debt was being charged at. 

The researcher used an assumption that any respondent who mentioned any of the three rates; 

50%, 175% and 300% would be right based on the interview done with three different 

commercial banks in Zimbabwe (ZB Bank, Barclays and CBZ). During the interviews, it was 

discovered that the basic interest rates charged to small firms was the same with the difference 

coming as a result of extra costs such as interest premiums, establishment, handling and 
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maintenance fees. Basic interest rates refer to the interest rate excluding other extra costs such as 

establishment and handling costs. 

Part two of question 17 related to interest rates on long-term debt. This question also sought to 

ascertain if respondents knew the interest rates that were applied to their long-term debt. 

Responses to this question are presented in figure 8.14 below. 

Figure 8.14 Interest rates on long-term debt 

BETWEEN 250 & 300% 

tn BETWEEN 200 & 250% 
Q) -l! 
';; BETWEEN 150 & 200% 
! 
Q) c BETWEEN 100 & 150% 

LESS THAN 1 

Comment 

Frequency 

Unlike interest rates on short-term debt, interest rates on long-term debt were widely diversified. 

Of the respondents who indicated that they use long-term debt, 8 paid an interest rate below 

100%, 11 paid the rate between 100% and 150%, 16 paid between 150% and 200%, 27 paid 

between 200% and 250% and lastly 5 respondents paid interest rates between 250% and 300%. 

No respondent indicated that he/she paid an interest rate that was more than 300%. The majority 

of the respondents paid interest rates on long-term debt that varied between 200% and 250%. The 

reason for this diversity in answers might be because of the fluctuations in interest rates caused 

by hyper-inflation. This therefore means that SMFs that obtained debt at different times are likely 

to pay different interest rates for the debt. Question 18 is about the knowledge of the tax rate. 

Question 18: Are you aware of your firm's tax rate? This was a very crucial question since the 

primary advantage of debt is its tax advantage. So without knowing the tax rate, business people 
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would not be able to determine the tax advantage of their debt. Business people should be able to 

determine the advantages they are getting as a result of using debt so that they could make 

calculated decisions. For them to know the advantages of debt, they should know the tax rate 

applying to their business. Figure 8.15 that follows presents the responses of the participants on 

their knowledge for the tax rate. 

Figure 8.15 Knowledge of firm's tax rate 

Un1vers1ty o are 
Together in Excellence 

Comment 

Of the responses, only 4 respondents did not know their tax rate. The other 83 indicated that they 

were aware of the tax rate that applied to them. For firms using debt, it is expected of them to 

know the tax rate applying to them so that they know the benefit they could derive from using 

debt. If not, they would have to engage the services of a specialist which might be expensive for 

them. The following question is on the tax rate that is used for small manufacturing firms. 

Question 19: At what rate is your business taxed? Just like on the interest rate, some respondents 

could indicate that they know the tax rate but will not be able to disclose it. The responses to this 

question were used to ascertain if responses to question 18 were correct. The responses to this 

question are presented in figure 8 .16 that follows. 
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Figure 8.16 Disclosure of the tax rate 

Comment 

llll130% 

As shown in figure 8. 16, 8% of the 

was because they mentioned a tax r t 

,~,:>&:tef!~Wi{,n(l)t know the tax rate applying to them. This 

~~~:::=!!J 
manufacturing firms are taxed. All the 

0% which is the rate at which these small 

axed at 3 0% as they are located in a city and 

no firm manufactured for exportatio11 of sor of its ~roduce. This was consistent with the 

responses to 16 and 17 \l\l!Yyer{~1 t e.r9sjf fJ!!d ij9-f~y knew their interest rates but :foaetnerzn.f!.,xcellence 
failed to disclose it. In this case, 9'5% (83 respondents) indicated that they knew the tax rate but 

92% in fact (80 respondents) knew the actual rate. This then supports the intuition that some 

respondents gave responses that they thought the researcher was looking for or responses that 

would not embarrass themselves. 

The information gathered from question 6 to 19 was used to test the primary hypothesis of the 

study. From the information, the following ratios Were determined: 

• Return on assets / Return on investment 

• Return on equity 

• Debt ratio 

These ratios were used to determine whether the use of debt would lead to positive leverage or 

not. Besides that, the information related to the components of the estimated regression equation 

that was used to test the hypothesis (refer to equation 6.1, p. 119). The components included debt 

ratio and profitability ratio as measured by return on equity. ROA was used to determine whether 

leverage would be positive or negative. The discussion of these components will now follow. 
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Return on Assets (ROA) 

ROA was calculated by dividing the firms' operating profit ( earnings before interest and taxes) 

by total assets. This ratio is often referred to as Return on Investment (ROI). It measures the 

overall effectiveness of management in generating profits with its available assets ( Gitman, 

2006:68) (also refer to 6.3.1). In determining whether the use of debt (leverage) is positive, this 

percentage is compared to the before-tax interest rate on debt. If it is greater than the before-tax 

interest rate on debt, it means that profitability of a firm is being magnified consequently creating 

positive leverage. 

For this study, the average ROA, calculated by dividing the total of all the ROAs for each firm 

that participated in the survey by 

calculated as follows: 

ese participants, was 69.8% which was 

Totals of ROA for all firms = ~~~ ~!!=~!I 

Number of firms 

Average ROA = 6i . v&rsity of Fort Hare 
ogether in Excellence 

= 69. 8% (refer to Addendum 5 for data used) 

This figure had two meanings. This is caused by different interest rates being paid by small 

manufacturing firms. Finns that were using government debt (8 firms), were the only ones that 

were enjoying positive leverage. This is because the average Return on Assets, 69.8% was greater 

than the before-tax interest paid on that debt which was 50%. For firms that used bank debt or a 

combination of bank and government debt, negative leverage resulted. 

Small manufacturing firms should therefore strive to use equity to finance their activities rather 

than debt. This result portrayed that using debt did not bring any benefits to small manufacturing 

firms. Firms enjoying positive leverage archived this because the government was subsidising 

their cost of debt. The government was therefore, incurring the losses on behalf of the firms. 

Return on Equity 

This refers to the return earned on the ordinary shareholders' investment in the firm ( Gitman, 

2006:69). This ratio is also expressed as a percentage and calculated by dividing net earnings 
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(profit after interest and tax) by owner's capital. The net earnings were calculated by subtracting 

interest and tax from operating profit. This figure was then divided by shareholders capital. The 

average ROE for this study was 41.5% and was calculated as follows: 

Totals of ROE/or al/firms= 36.115 

Number of firms = 87 

Average ROE= 36.115 "7" 87 

= 0.4151 

= 41.5% (refer to Addendum 5 for data used) 

This average ROE implied that for 

firm was 41.5 cents. The calculated 

hypothesis of the study. 

a ital invested, the return to owners of the 

1 the estimated equation to test the primary 

Debt ratio 

Debt ratio measures the plfQ!ilQIJW:\h <;i>lct~ :r <AtP'VV••~ ~~""q:> 's creditors. The higher this 

ratio, the greater the amount ou a:001E:J11J~1r· ~ rfW~l)..J11 .. ~ ., ... ~., l/1~_r,m 

calculated by dividing total debt by total assets. For the study at hand, the average debt ratio for 

the respondents was 0.17 (17%) and this average was calculated as follows: 

Totals of debt ratios for all firms = 12.3 621 

Number of firms = 87 

Average debt ratio = 12.3621 "7" 87 

= 0.14209 

= 14% (refer to Addendum 5 for data used) 

This implied that for every dollar's worth of assets in a firm, 14 cents came from debt whilst the 

remainder was equity. Though small manufacturing firms in Zimbabwe made use of debt, their 

debt ratios were very low, thus very few assets were financed by debt. This should not imply that 

all firms use low levels of debt as 14% is just an average. There are some firms that had high debt 

ratios and some very low ratios as indicated by the highest ratio of 0. 7 and the lowest ratio of 

0.004 (refer to addendum 5). 
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The average debt ratio may be low due to unwillingness of small business owners to use debt in 

their operations as it might dilute the control of their firms. Debt to small firms was also 

expensive as there is high transaction costs involved when debt is being extended. The other 

reason could be that insufficient debt funds are being extended to small manufacturing firms. 

Cook and Nixson (2000) support these intuitions adding that debt is limited to small firms 

because banks would want to reduce their risks of lending to small firms. The following 

discussion focuses on the testing of the primary hypothesis. 

• HYPOTHESIS TESTING 

Hypothesis testing refers to the determination of whether the hypothesis is accepted or rejected. 

This section tested the primary hypo "t'Jt· !t/J ~ ... ~~t½.-,,:1..,,~rv1 .. r ...... _ .. ,,..,
0 sis) of the study which stated that there is 

a negative relationship between deb u of a small manufacturing firm. Before 

the tests were implemented a test of • e its significance was done. The model 

was as follows: 

University of Fort Hare 
The tests were administered toilcfiffl~Lt:tr 

below shows the results of the test. 

Table 8.4 Significance of the model on the impact of debt on profitability 

Source DF Sum of Mean Square FValue Pr>F 

Squares 

Model 1 34.55659 11.51886 34.78 <.0001 

Error 83 27.48695 0.33117 

Corrected 86 62.04355 

Total 

This study used a 95% confidence level to determine the significance of the tests. This means that 

for the tests to be accepted, the P values had to be less than 0.05. The P value (Pr>F) for the 

model was <.0001 which is less than 0.05, indicating that the model was statistically significant. 
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Correlation testing was also done to determine if there was a relationship between variables. An 

extract of the correlation testing is highlighted in table 8.5 that follows. 

Table 8.5 An Extraction on Pearson Correlation testing 

Return on Equity Debt 

Return on Equity 1.00000 -0.12836 

0.2361 

Debt -0.12836 1.00000 

0.2361 

The correlation testing used obtai e 

between profitability and amount o 

relationship of 12.8% obtained port 

regression results of the model were 

2 36 which portrayed a weak relationship 

·1 1 structure of small firms in Bulawayo. A 
1 ti nship between profitability and debt. The 

section that follows. Table 8.6 below is an 

extract of the regression procedure used 1,,V"-!w,;1J..~"" 

University of Fort Hare 

DF Parameter Standard t Value Pr> !ti 

Variable Estimate Error 

1 0.50808 0.11967 4.25 <.0001 

Intercept 

DEBT 1 -0.00092595 0.00077596 -1.19 0.2361 

Table 8.6 above is an extract of the regression results used to test the impact of debt on the 

profitability of small manufacturing firms. The parameter estimate for the equation to determine 

the impact of debt on profitability of small manufacturing firms in Bulawayo was -0.00077596. 

Since the parameter was negative, it implied that the variables ( debt and profitability) had a 

negative relationship which means that if the amount of debt in a firms' capital increases, the 

profitability of the firm would be decreasing (refer to sec 6.4.1.1 , p. 121 for an explanation of 

parameter estimates). Though the parameter estimate was negative, it was statistically 

insignificant, that is, a dollar increase in the value of debt would lead to a decrease in profitability 

that is very small and insignificant at a 5% confidence interval. The significance level was 
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measured by P value (Pr> jtl) which in this case was 0.2361 which is greater than 5%. For the 

relationship to be statistically significant, the P value should be less than 5%. The P value in this 

case therefore meant that the chances of rejecting the null hypotheses if it was correct were 

23 .6%. The null hypothesis which stated that there is a negative relationship between the amount 

of debt in the capital structure and value (profitability) therefore could not be rejected. 

Even when the Return on Equity was regressed against short-term debt and long-term debt, the 

relationship still remained statistically insignificant. The estimated regression equation for these 

variables was as follows: 

P = a+ p 1 Short-term debt+ p2 Long-term debt+ &1 (refer to equation 6.2) 

The results of the regression analysi wneill,Jl'li~ ;;v.V1raf r gressed against short-term debt and long-

term debt using equation 6.2 are pres 

Table 8. 7 Regression extracts on sh d profitability 

Variable DF 
Un . Pr> !ti 

Intercept 1 4.05 <.0001 

Short-term 1 -0.00132 0.00123 -1.07 0.2885 
debt 

Table 8.8 Regression extracts on long-term debt and profitability 

Variable DF Parameter Standard t Value Pr> ltl 
Estimate Error 

Intercept 1 0.48932 0.10579 4.63 <.0001 

Long-term 1 -0.00242 0.00178 -1.36 0.1776 
debt 

The result is the same as the test for the relationship between profitability and total debt. The 

impact of short-term debt on profitability is the same as for long-term debt. Short and long-term 

debt had a negative relationship with profitability. This means that the use of either short-term 

debt or long-term debt leads to negative leverage as shown by the parameter estimates which are 

negative. Though the relationship is negative, it is statistically insignificant since the P values of 
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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, i 

put forward by Modigliani and Mille 
s 

LUM N 
e theoretical foundation of this study as was 

ected in 1963. The theory suggests that the 

use of debt leads to an increase in tR a firm by reducing the cost of capital and 

:ti-.{.ll,tdl~'\l~~,~~ ~~!letat1J®ii\01~to high interest rates prevailing magnifying returns to ow e 

in Zimbabwe and high cost of Mina~~ ~., ... ~ ;~!lf1~~1'S· on 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: 

• The size of the small manufacturing negatively affect its ability to access debt finance and; 

• 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 
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been analysed. The following question focused on the number of employees a firm had to 

determine its size. 

Question 20: How many employees did your firm employ? This question assisted in 

determining the size of the firm. Only firms with less than 50 employees were considered for this 

study. In order to have a better analysis of the size of the firms, the numbers of employees were 

sub-divided into several groups. The responses gathered from the participants were presented in 

figure 8 .1 7 below. 

Figure 8.17 Number of employees 

Comment 

m Between 5 & 10 
Between 10 & 20 
Between 20 & 30 
Between 30 & 40 
Between 40 & 50 

From the responses, only 2% of the firms employed more than 40 employees. Finns employing 

between 30 and 40 employees constituted 5% whilst those employing between 20 and 30 

constituted 16%. Finns employing between 10 and 20 and 5 and 10 employees constituted 34% 

and 43% respectively. Finns that employed more than 20 employees comprised only 23% 

(2%+5%+ 16%) of the respondents. This then portrayed the inability of small firms to generate 

enough job opportunities for the unemployed. The majority of firms employed less than 10 
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employees which only reduced unemployment with a very small margin. The ability of small 

manufacturing firms to create employment opportunities is therefore over-emphasised. Though 

they made use of human labour, the numbers that were employed were minimal. This was 

complimented by the responses to this question. 

This result was consistent with empirical studies on the contribution of small manufacturing firms 

to employment. Kesper (2001) in a study of manufacturing small firms and their contribution to 

employment established that small manufacturing firms do not really create many employment 

opportunities. Question 21 that follows is on the product being manufactured by the respondents. 

Question 21: What does your fi .. ~ ._.ll(, .... ~ ,\.~~----·" question allowed the researcher to 

s and link it to the levels of debt 

as.ic:mnm.iiJied to the debt ratios of those firms. Firms 

identify the products being manu 

accessibility. To achieve this, produ t 

were categorised into five groups, th 

carpentry and pottery and finally all othe 

Responses to this questio a ~~~~afiUa 

uction, food processing, metal fabrication, 

ring products not covered in the four groups. 

are 
Together in Excellence 

Figure 8.18 Product manufactured 
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Comment 

From figure 8.18, it is clear that garment productiOJ! constituted the largest portion of the small 

manufacturing sector in Bulawayo. This category had 28 respondents and a combination of 

carpentry and pottery had 14 respondents whilst food processing and metal fabrication had 13 

and 11 respondents respectively. The 'OTHER' category had 21 respondents. The garment 

production included all activities that had to do with clothing, whether protective or uniforms. 

The 'OTHER' category included among others; manufacturing of durawall blocks, bricks, 

stationery, candles, floor polish and plastics. Average debt ratios of these categories were 

calculated in order to determine if product type is related to accessibility of debt. 

For the first category, which is ga average debt ratio of 0.148178571 was 

found. For food processing, metal fa n rn'1"1'n1-1'-k., and pottery and other, the average debt 

ratios were 0.127694728, 0.15051617 3 and 0.144761905 respectively (refer to 

Addendum 5 for data used for calcula~·~ ~ ~~~nation of these ratios was as follows: 

• Garmentproductio • niversity of Fort Hare 
Total debt ratios Together in E. . nee 
Number of firms in the category = 28 

Average 4.149...,... 28 

=0.148178571 (refer to Addendum 5 for data used) 

• Food processing: 

Total debt ratios = 1.66 

Number of firms in the category = 13 

Average 1. 66 ...,... 13 

=0.127694728 (refer to Addendum 5 for data used) 

• Meta/fabrication: 

Total debt ratios = 1.655677892 

Number of firms in the category = 11 

Average = 1.655677892-;- J J 

=0.150516172 (refer to Addendum 5 for data used) 
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• Carpentry and pottery: 

• Other: 

Total debt ratios = 1.856803662 

Number of firms in the category = 14 

Average = 1.856803662 7 14 

=0.132628833 (refer to Addendum 5 for data used) 

Total debt ratios = 3.04 

Number of firms in the category = 21 

Average = 3.04 7 21 

=0.144761905 (refer ~0¥~~~(J~'f 'J data used) 

These ratios indicated some differen e t access but these differences were tested 

later in this section to determine if theyll~~~~~Wy significant. The reason why the majority 

of respondents were engaged in garment g could be due to the fact that Zimbabwe is 

an agro-economy with co ~rl&11:ne .,.~,r- ......... fon...1T.1"1F111·m • ng activities. This allows the 

availability of cloth in abundanc .ogether in Excellence 

To determine if there was any relationship between accessibility of debt and the product 

manufactured, the proportions of respondents who obtained debt from each category of product 

were calculated and are presented in table 8.9 below. 
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Table 8.9 Summary of debt accessibility based on products manufactured 

Product group 

Garment 

manufacturing 

Food processing 

Metal fabrication 

Carpentry and 

pottery 

Other 

Totals 

Comment 

Number Number of Number of 

in firms that firms that 

sample accessed did not use 

debt debt 

43 28 7 

50 13 34 

24 11 8 

18 14 

- -
36 21 IN v I 

J ~ LU MINE Bl~ 
Tlln LUI EN 

171 87 .,3/ 
'--.__/ 

University of Fort Hare 

Number of 

firms 

unavailable 

for interview 

8 

3 

5 

2 

7 

25 

Percentage 

of firms that 

accesses debt 

65% 

26% 

46% 

78% 

58% 

manufactured. This is portrayed by the wide variability between the percentages of respondents 

who obtained debt categorised by type of products manufactured. From the table, the highest 

number of respondents who obtained debt was from the carpentry and pottery category followed 

by garment manufacturing with 65% which is followed by the 'other' category with 58%. Metal 

fabrication and food processing had the lowest percentages ( 46% and 26% respectively). The 

following question asked for the primary source for initial investment. 

Question 22: What was the main source of finance for your initial investment? The responses to 

this question shed light regarding the availability of funds to small manufacturing firms. The 

responses to this question were presented in figure 8 .19. 
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Figure 8.19 Main source of funding for initial investment 
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Comment University of Fort Hare 
The responses presented in -,...ri',,._ t !!fed that the maJor source for the 

respondents' initial investment ( 41) came from personal savings. Banks provided the second 

largest contribution to start ups with 18 respondents indicating that they used bank debt as their 

main source for initial investment. This was followed by a lump sum from retrenchment, family 

and friends and lastly government loans and grants with 15, 8 and 5 respondents respectively. 

This indicates that though debt might be difficult to access, it can still be accessed by small 

manufacturing firms as was portrayed in figure 8 .19 above. 

These findings are consistent with Hamilton and Fox (1998) who also established that the 

primary source of initial investment for small firms is personal savings then followed by financial 

institutions. Family also plays a crucial role in financing of initial investment. Cook and Nixson 

(2000) who conducted a study of finance on small and medium-sized enterprise development also 

established that small firms usually start with small amounts of capital drawn from personal 

savings of the owner followed by borrowings from friends and relatives. The firm survival over 

time would then widen the financial sources as lenders would have realised that the business is 

sustainable. 
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Question 23 relates to the type of debt that is frequently used by small manufacturing firms. 

Question 23: What type of debt do you frequently use? It is relevant to know which type of debt 

is widely used by small manufacturing firms. This information will also aid to determine the 

reasons why it is frequently being used. Figure 8.20 presents responses that were given regarding 

this question. 

Figure 8.20 Frequently used type of debt 

TRADE CREDIT .., 
.c 
.g INSTALMENTS 
0 
8, LONG-TERM LOANS 
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Comment 
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The majority of the respondents used bank overdrafts (35 respondents), then followed by 

personal loans with 21 respondents, long-term loans had 16 respondents, instalment loans had 5 

respondents and then the other 10 respondents used other types of debt. The category 'other' 

included among others, credit cards, bankers' acceptances and factoring. Due to economic 

instability, the majority of banks are not offering the revolving credit facility. 

This result was consistent with the study on small manufacturing firms by Fatoki (2006) which 

indicated that the majority of small manufacturing firms used bank overdrafts as the main type of 

debt. The result also indicates that apart from bank overdrafts, small manufacturing firms also 

widely used trade credit. Trade credit usually occurred from ordinary business transactions 

between small firms and their suppliers. What makes trade credit so popular is that it is a free 
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source of funds, especially if payment is made within the stipulated period. This result is also 

consistent with empirical research on financing sources of small firms. Danielson and Scott 

(2004) found that trade credit is a critical source of funding for small firms as the money and 

capital markets often pose an insurmountable barrier. The next question probed extra costs that 

are paid by borrowers using bank loans. 

Question 24: Do you pay any other costs for debt besides the interest? This question tried to 

establish why some small firms avoid using debt in financing their business activities. Responses 

to this question are presented in figure 8 .21 below. 

95% 

Comment 

re 
fimsl 

Only 5% of the respondents said they did not pay extra costs apart from interest on loan. It might 

be that they pay extra costs but the costs are embedded in one figure, for example, they might be 

told that the interest they should pay is 305% and 5% will be for other services such 

establishment services. The majority, 95% indicated that they pay extra costs on debt besides 

interest costs. In most instances, small firms pay more extra costs compared to their larger 

counterparts. 

This is consistent with previous studies that were done on cost of debt to small firms. Stanger 

(2007) also aired that small firms pay extra costs that are higher than larger firms. The fees 
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identified include establishment fees, overdraft fees, loan fees and credit card fees. These fees are 

continuously increasing making debt expensive for small firms thereby prohibiting them from 

using it. Question 25 asks respondents to state the type of extra costs they pay. 

Question 25: If your answer to question 24 is yes, what is the nature of these costs? This 

question allowed the researcher to determine whether the respondents knew about the extra costs 

they were paying. It also allowed him to determine other costs that increase the actual cost of 

debt. The types of extra costs mentioned by respondents were presented in table 8.10 that 

follows. 

Table 8.10 Disclosing of extra costs 

Type of cost Frequency 

Interest premiums 33 

Establishment fees 83 

Other 59 
l 

Comment Together in Excellence 

Responses to this question showed that 3 3 respondents paid interest premiums on debt. For 

establishment fees, all the respondents who said they paid extra costs indicated that they incur 

that cost. There are also other costs which the respondents pay as portrayed by 59 respondents 

showing that they incur other costs beside interest premiums and establishment fees. Four 

respondents did not answer this question as it was not applicable to them. These results are 

graphically presented in figure 8.22 below. 
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Figure 8.22 Disclosure of extra debt costs 
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pay extra costs when accessing debt. The 

s result is consistent with previous studies 

The results clearly highlight the clai 

payment of extra costs increases the 

that were conducted. Berry, Von . Rajaratnam & Van Seventer 

(2000:71) in a study of t~flv\)~~lmoc~ ~·•--u·•-·· a'rt(YltleciIDEt1-"SJ~:ted firms found that small firms 

h • b Ti hP-r in Excel n b h ·d d hi h pay extra costs on t err orrowi bLm colhl'fiercia a s ecause t ey are cons1 ere g 

credit risks. The following question asked about the other sources of debt that are available to 

small manufacturing firms. 

Question 26: What other source/s of debt do you use besides banks? The responses to this 

question enlightened the researcher in knowing other sources of debt available to small 

manufacturing firms. The distribution of these respondents is portrayed in figure 8.23 below. 
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Figure 8.23 Other sources of debt 

Comment 

I.I MICRO-FINANCIERS 
INVESTMENT INSITUTION 
NON RESPONSE 

This question was respo to by 41 r s on . M,2s f the responses to this question (31) n1vers1 o or L are 
indicated micro-financiers as a urce f i e • te d t. The other 10 said they make use of debt oge er zn xce ence 
from investment institutions. The discussion that follows focused on the testing of the two 

secondary hypotheses of the study. 

HYPOTHESIS TESTING 

This section discussed the result of the hypotheses testing to determine whether size of a firm and 

the product it manufactures have an effect on debt accessibility to small manufacturing firms. 

These were the secondary hypotheses of this study (refer to 1.5, p. 6). 

• Significance of the model 

The model ( estimated regression equation) formulated for the secondary hypotheses was 

significant, thus it was valid. The model formulated is as follows ( also refer to sec 6.4.1.1, p. 

122): 

D = a+ /3 1 Size+ p2 Asset+ £ 1 (refer to equation 6.2, p. 122) 
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The regression procedure tests established that this model could be used to test the effect of firm 

size and products manufactured on the accessibility of debt. Table 8.11 below is an extract of the 

regression procedure and it tests the significance of the model formulated (refer to Addendum 

3(a)). 

Table 8.11 Extract of the regression procedure on significance of the model 

Source 

Model 

Error 

Corrected 

Total 

DF 

2 

84 

86 

Sum of 

Squares 

287090 

The result of the tests for'-U,.;i..i.1mJ'\,~ 

value (Pr> F) is <.0001 which N 

Mean Square F Value Pr>F 

143545 13.32 <.0001 

• ficant and valid since the P 

testing was done to determine if there 

was a relationship between variables. An extract of the correlation testing is highlighted in table 

8.12 that follows (refer to Addendum 3(b )). 

Table 8.12 Pearson Correlation Test 

DEBT RATIO NUMBER OF PRODUCT TYPE 

EMPLOYEES 

DEBT RATIO 1.00000 0.68045 -0.00621 

<.0001 0.9545 

NUMBER OF 0.68045 1.00000 0.19090 

EMPLOYEES <.0001 0.0765 

PRODUCT TYPE -0.00621 0.19090 1.00000 

0.9545 0.0765 

Between size of a firm and debt accessibility, a correlation value of 0.68045 (68%) was measured 

which showed a strong relationship between the two variables. The relationship between debt 
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accessibility and products manufactured had a correlation value of 0.00621 which is 0.6%. This 

shows a weak relationship between these variables. The regression results of the model are 

discussed in the section that follows. 

• Regression results 

To aid the discussion of the findings from the use of the model, a part of the regression procedure 

was extracted. This extract will show the parameter estimates and P values which were important 

in determining the effect of firm size and product manufactured on debt accessibility to small 

manufacturing firms. The extract that follows presents some of the results (refer to Addendum 

3(b)). 

Variable 

Intercept 

Number of 

employees 

Product 

Degree of 

Freedom 

1 

1 

1 -7.46370 

t Value Pr> ltl 

0.91 0.3655 

5.16 <.0001 

7.11282 -1.05 0.2970 

Table 8.13 presents an extract of the regression tests done on the effect of firm size and firm 

product on the accessibility of debt. The parameter estimate for firm size as measured by the 

number of employees was 6.434 70 which show that the size of a firm had a positive effect on the 

accessibility of debt. As the size of the firm increases, so does its chances of obtaining debt. The 

effect of size on debt accessibility was statistically significant as shown by a P value that is less 

than 5% (0.0001). 

Though the product being manufactured by a firm had an effect on accessibility of debt, it was 

statistically insignificant. The parameter estimate and P value for product type was -7.463 70 and 

0.2970 (29. 7% ). This implies that the product manufactured affects the access of debt but with a 

percentage that is statistically insignificant. 
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From these tests, it can therefore be concluded that the size of a firm has a significant positive 

impact on debt accessibility whilst the product manufactured has an insignificant negative impact 

on debt accessibility. The first secondary null hypothesis which states that the size of the small 

manufacturing firm does not affect its ability to access debt finance from well established 

financiers was rejected. 

The second secondary null hypothesis which stated that the product manufactured by small 

manufacturing firms had a negative effect on its ability to access debt was therefore accepted. 

These findings are consistent with several studies that established that the size of a firm has a 

great influence on its accessibility to 

of a firm affects debt accessibility t 

Biggs & Srivastava (1996), Hutchin o 

Francisco (2005), Raj & Sutthisit (2 

Shastri (2004) and Abor & Biekpe (2 

tl es conducted have concluded that the size 

s ecially from banks. Such studies include 

99), Schiffer & Weder (2001 ), Kumar & 

, ulamhussen & Gama, (2003 ), Kahle and 

ese studies indicated a positive relationship 

between debt issued and IITillll,8:l·:£• ,~ :rersity of Fort Hare 
Together in Excellence 

8.3SUMMARY 

This chapter provided results on a question to question basis for the total sample. Using the ratio 

analysis, it was discovered that small firms using debt in Zimbabwe had negative leverage. This 

is because their average ROA was lower than the before-tax interest on debt. By using regression 

equations, this was confirmed and the researcher therefore failed to reject the primary hypothesis 

which stated that there is a negative relationship between debt and profitability. The second 

secondary null hypothesis which stated that the product manufactured by a small manufacturing 

firm had a negative effect on its accessibility to debt, could also not be rejected because of the 

regression testing. Though the parameter estimates of these hypotheses indicated a relationship 

between the variables, their relationship was found to be statistically insignificant. The only 

hypothesis that was rejected was the first secondary null hypothesis which stated, "the size of the 

SMF does not affect its ability to access debt finance from well established financiers". The study 

established that there was a negative relationship between profitability of a firm and the amount 

of debt it its capital structure. No significant relationship was found between the product 

manufactured by a firm and its accessibility to debt finance. On the contrary, a significant and 

190 



 

 

positive relationship was found between firm size and its access to debt. As the size of the firm 

increases, so does its ability to obtain debt. 

The next chapter will provide conclusions and recommendations based on the findings discussed 

in this chapter. Conclusions related to the primary and secondary hypotheses will be discussed. 

Furthermore, recommendations to improve financial performance and access to debt will be 

highlighted. 

University of Fort Hare 
Together in Excellence 
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9.1 INTRODUCTION 

The primary objective of this research study was to investigate the impact of the use of debt on 

the value of small manufacturing firms in Bulawayo, Zimbabwe. From this primary objective, a 

primary hypothesis was formulated which stated that there was a negative relationship between 

debt and the value of small manufacturing firms. The secondary objectives included 

determination of whether the size of the firm and product manufactured by a small firm have a 

negative effect on debt accessibility. Two secondary null hypotheses emanated from these 

objectives. The first one stated that the size of the small manufacturing firm had a negative effect 

on the accessibility of debt. The second one stated that the product manufactured by a small 

manufacturing firm had a negative e~""-'--'I..LLL.~J..'-4.&.w.wloi.qpibility to small firms. The conclusions of 

this study were explained in relation hypotheses. The conclusions were also 

compared with empirical studies to s istency. Recommendations and areas for 

further studies will be suggested. Sec • c ses on the conclusions reached. 

9.2 CONCLUSIONS University of Fort Hare 
1t P t1vt'6t'ht~:e~ a result of regression analysis. The 

sequence will follow from the primary hypothesis, first secondary hypothesis and lastly the 

second secondary hypothesis. 

9.2.1 Primary hypothesis: There is a negative relationship between use of debt and value of 

small manufacturing firms 

The purpose of the study was to establish if the use of debt leads to positive or negative leverage. 

To determine whether leverage was positive or negative, ratio analysis was used. The results of 

ratio analysis indicated that use of debt by small manufacturing firms results in negative leverage. 

Statistically, the primary hypothesis was tested with the aid of questions 6 to 19 in the research 

instrument. The results obtained confirmed the null hypothesis postulated namely that there was a 

negative relationship between debt usage and the value of a small manufacturing firm in 

Bulawayo, Zimbabwe. Though the parameter estimate for the estimated regression equation 

portrayed a negative relationship between debt usage and value of a firm, the relationship was 
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found to be statistically insignificant. This conclusion is consistent with the results of Zhengfei, 

Lansink and Alfons, (2006) on the impact of debt on and the value of a firm. This study did not 

find any significant relationship between debt and value of a firm. The result on the primary 

hypothesis, however, is inconsistent with the capital structure theory by Modigliani and Miller 

( 1963) which formed the basis for this study. The theory argues that firms can use debt to lower 

their cost of capital and maximise the firm's value. The findings of the first secondary hypothesis 

are discussed in the next section. 

9.2.2 First Secondary Hypothesis: The size of the small manufacturing has a negative effect 

on its abili to access debt finance 

Questions in sections C and D in t ment (questionnaire) gave responses that 

were used to test the first and secon<t ll ~ ~ titl.~t~1_Slj),~roptheses. The debt ratio, representing debt 

accessibility came from section C ( qu sing regression analysis, it was found that 

the size of a firm had a s • • 1ca ect on accessibility of debt. This means that an 

increase in the size of a fi ess debt easier. The result also 

indicated that small manufac in accessing adequate debt. This is 

shown by the low debt ratios that were generated as a result of ratio analysis. 

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 and therefore are more risky. Banks mostly lend to 

large firms because they meet the required asset base that small firms do not meet. The other 

reason for limited bank loans to small manufacturing firms is that administrative costs of 

maintaining smaller loans are relatively higher than for bigger loans. Small firms also lack 

detailed information required by banks to acquire a loan. All these conclusions were supported by 

the analysis of the data gathered from respondents. 

This result is consistent with several studies in both developed and developing economies. These 

studies found that the size of a firm affects their accessibility to debt finance (Biggs & Srivastava, 

1996), (Schiffer & Weder, 2001), (Kumar & Francisco, 2005) and (Raj & Sutthisit, 2003). 

Access to debt finance is closely related to firm size and small firms tend to receive far less 
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formal credit compared to larger firms. Small firms have much lower leverages and this can be 

due to inaccessibility. Size seems to be a major discriminatory factor for access to financing, 

particularly long-term credit according to Esperan9a, Gulamhussen & Gama, (2003). The reason 

cited for this inaccessibility of debt due to size is high risk because of lack of collateral, unknown 

financial background and a lack of economies of scale (Biggs & Srivastava, 1996:5). By 

demanding collateral, creditors transfer the monitoring costs inherent to debt to the small 

business owners. During credit negotiations, creditors weigh the collateral value much more than 

the prospects of the firm to be successful. 

9.2 3 Second Seconda 

Like for the first secondary hypothe iSU ~IIll:N!~flt~1'1~ 11 ~:s d to test the second secondary hypothesis 

came from sections C and D of th ent. Debt accessibility ( debt ratio) was 

determined by information gathered from • n 6 to 19. The result of this hypothesis portrays 

that there is 

accessibility. 

lau<tms.tw .Lt1e1tw.e.eiu 

Together in Excellence 
oduct manufactured and debt 

Though an insignificant negative effect of product on debt accessibility was found, the results are 

inconsistent with Clark (1998) who argues that the type of product being manufactured by a firm 

affects its accessibility to debt financing. Terms of lending to small business borrowers were 

found to vary by industry (product) thus the amount of loan and interest rates. Term of maturity 

for the small business loans also depended on the industrial sector of the borrower and his/her 

products. Section 9 .3 will discuss the recommendations to small businesses and the government 

based on the findings of the study. 

9.3 RECOMMENDATIONS 

This section focuses on recommendations to the small manufacturing sector as to how they can 

improve their business performance. Apart from the small manufacturing sector, some 

recommendations are directed to the government and its different ministries to assist it in its 

efforts to improve performance of the economy as a whole. The reason why some 
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recommendations are aimed at government is the ability to control the economy as no individual 

small firm can do much to change the environment. Governments have an interest in the 

performance of small firms because the prosperity of small firms is prosperity for the economy 

and its citizens. The recommendations are a result of the deduction from the findings of this 

study. 

9.3.1 Use of debt 

Selection of debt as a source of capital finance should be done in line with the costs and benefits 

associated with its use (debt). Costs such as interest charges, bankruptcy costs and agency costs 

should be weighed against the tax benefits of debt. The initial phase to assess the impact of using 

debt on firms' returns should start b '~>ln.1,arur~j eJJ~\{)e ted ROA to the estimated cost of debt. If 

the return on assets is higher than t e e est on debt (interest rate), small business 

~ffl.~~ll~~ts presented as a result of using debt. The owners/managers can then go on to 

reason for not using debt when the b 

that the use of debt would lead to a deer 

3.3.3.3, p. 59) of a firm i 

n debt is higher than the return on assets is 

e/profitability (negative leverage) (refer to sec 

f'.li~~-ti~~ , '"'"""" ... .:vc •.,~.1c ,,LJ.,&t\.ln:l!' t1,;~~1~cy because the firm will not be a 
able to repay its debts. Together in Excellence 

9.3.2 Debt accessibility 

To increase the accessibility of loans to them, small business owners can pool their resources 

together and approach banks as a single entity such as cooperatives. This can only be possible if 

there is mutual trust between members. A thorough market analysis to determine the 

marketability of products can also assist in the reduction of risks associated with small firms. 

Market analysis can as well be done by combining resources and by doing so perform the 

analysis together. Apart from pooling together of resources, small business owners/managers 

should be able to thoroughly analyse the industry in which they are operating. The analysis of the 

extent of competition among firms in the same industry helps small business owners to invest in 

best investments whilst reducing the risks of business. Small businesses can also merge, 

especially in areas where the market is large and demand is inelastic. Inelastic demand refers to 

no change in demand resulting from a change in price of a product (Lipsey & Harbury, 2004: 64). 

An example is in confectionary (bread baking) where the market is large. Small firms can then 

merge and by so doing increase the collateral base, increase the value of the firm, reduce 
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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 

funds that deal with small firms. The 

meet in order to qualify for access t 

avoid uproar from SMFs 

governmental organisatio~,IS/'~:>l.\!'Q~:&~:~:}!Ui!Q-1 

o establish independent committees and 

Id define the criteria SMFs would have to 

• teria should be clear and well laid out to 

An assembly of experts and non-

UQ~ µ~Jil11)~g&•nd evaluating the needs of the 

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 should 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 

growth in terms of asset size and nu 

omes to financing, they should work on 

. The study found that the size of the firm 

is positively related to accessibility 

they are able to obtain debt financing 

r , the bigger the size of the firm, the easier 

ial institutions. Small firms should not only 

~~Q~ ~:>pftuil.l\\C :V iWiU-alf11J ,,.,__ ,~ .._owth and should utilise any look at their profitabili 

opportunity that comes by. Th.~ ~~~Cb½.J li~~u~H ·~nts 

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 employees 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 busin(\~~~~~~ wi· s aspect can therefore increase the number 

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

that are meant for specifi t by encouraging and initiating 

9.3.7 Long-term funding 

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

the findings 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, government 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 short-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 

is relatively cheap, therefore accessibility of long-term debt can improve on the impact of debt on 

profitability. 
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9.3.8 Tax incentives 

Since the study established that the use of debt, either short-term or long-term did not lead to 

positive leverage, the small business owners and the government should look at other ways that 

can lead to an increase in the value of firms. This is because the tax advantages of debt are being 

outweighed by the costs associated with it. To promote the prosperity of the small businesses, 

government should offer some financial incentives to promote entrepreneurship. Currently, the 

government is giving tax incentives to small manufacturing firms located in growth points. 

Instead of paying 30% tax rate, they pay 10% during the first 5 years of operation (refer to sec 

2.8.1, p. 37). Small manufacturing firms that export 50% or more of its outputs are taxed at 20%. 

These types of incentives should be ..-,..,._-~~~-"""ll manufacturing firms regardless of their 

location. 

9.3.9 Creation of a fair business en • 

From the findings of this study, it all SMFs that are making use of cheap 

government debt are enjoying positive lev Iiilst SMFs that are making use of other sources 

of debt have negative le filmuntltikt do not enjoy the benefits of 

government debt. The gove~ te finance subsidies for other types 

of non-financial assistance such as training and red tape reduction. Not providing financial 

assistance to some firms in the same sector creates an environment for fair competition to all 

participants. If the government feels that it has a responsibility to off er financial assistance, it 

should give it at the market rate and reduce extra costs that are incurred by small business 

owners. Besides being unfair, offering cheap debt also leads to less innovation, less competition, 

slow growth and few new job creations. By creating a fair playing ground, the government can 

promote fair competition and growth which can in turn lead to growth and more contributions to 

unemployment reduction and economic growth. 

9.3.10 Youth development schemes 

The government can also promote small firms' growth by initiating youth development schemes, 

thereby "catching them young". By instilling a business mentality into youths, the economy can 

have a bright future as the youths will grow up to be good business people because of experience. 

One way in which the government can implement this is by making business subjects compulsory 

at secondary schools and encourages schools to start business projects led by students. By this, 
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students will obtain first hand experience in business as they will know what the practical 

business entails. Instilling a business mind in youths leads to a business oriented society which 

will in tum increase the number of start-ups, growth and prosperity of small firms. By instilling 

the business mind in youths, they will be better writers of business proposals and all business 

concepts. A good business proposal can assist in acquiring of funding from financial institutions. 

The following section focuses on areas that need some further researches. 

9.4 AREAS FOR FURTHER RESEARCH 

Although the research shed some light into debt financing for small firms in Zimbabwe, it needs 

to be complemented with more studi'"' ...... ,.._ .... Y'M\,.;_·~ ---·, 

be of more value. Research also nee 

mining and agriculture. Besides the 

product type and debt accessibilit 

encompassed the effect of product man 

order for people to have a 

eed to be done so that the findings would 

o her sectors of the economy such as retail, 

uch was obtained regarding the effect of 

only managed to find one study that 

n debt accessibility. A lot has to be done in 

Together in Excellence 

9.SSUMMARY 

This chapter discussed the conclusions, recommendations and areas that need further research. 

The conclusions support the primary null hypothesis that the use of debt in a firms' capital has no 

impact on the value/profitability of small manufacturing firms. The findings rejected the first 

secondary null hypothesis. It was found that the size of the firm affects its accessibility to debt. 

The second secondary null hypothesis could not be rejected thus, no significant relationship 

between the product type and debt accessibility was found. To reduce the cost of debt and 

increase accessibility, it was suggested that small firms make use of mergers and pooling of 

resources. Government should also strive to make their small firm's policies practical so that it 

enjoys the benefits of the prosperity of this sector. Finally, the areas for further research were 

discussed. 
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ADDENDUMl 

Questionnaire 

Unlvcrsity of F'o,;-t Hare 
Together 1.n ,Bxccl.ltt.ncc 

I am Obert Matarirano, a Master of Commerce student in the Department of Business 

Management at the University of Fort Hare. I am currently conducting a study on the impact of 

debt on the value of small manufacturing firms in Bulawayo, Zimbabwe. Would you please 

complete this questionnaire as hone 

wrong. The information received i 

only. Your responses will be kept • 

vely as possible. No answer is correct or 

·1 be used for academic research purposes 

s,fflte-t,:1~~effl:i ity. The success of this study depends on 

your co-operation. 

(For multiple choice quesq,qns,.please ,vark wit}:J qJJ, X) 
u n1vers1ty or .r ort Hare 

To ether in Excellence 
SE TION A: USE OF DEBT 

1. Do you make use of debt (interest 

bearing funds) for your business operations? I I 

Do not fill in 

this column 

SECTION B: BIOGRAPHICAL INFORMATION 

2. Gender I Male 

I I 

D 
Female 

3.Age .... .............. D 
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4. What position do you hold in the firm? I Manager 
Owner I I 

5. When did you start operating your business? 

SECTION C: THE EFFECT OF DEBT ON 

6. What is the value (amount) of deb 

(long-term capital)? 

7. What is the value (amount) of debt in your o al capital 

ALUE 

(long-term debt plus short • ~ity of Fort 1-J~.:r.~ ... ......... . 
Together in Excellence 

8. How much interest did you pay in the previous year? 

9. What is the total value of your capital 

(long-term liabilities plus current liabilities)? 

10. What was your operating profit for the 2006 financial year 

( earnings before interest and tax) 

11. Do you finance fixed assets with short-term debt? 

12. Do you finance current assets with long-term debt? 

I I 

I I 

D 

D 

D 

D 
D 

D 

D 

D 

D 
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13. Please indicate the type of loan/s you use. Bank loan 

Government loan 

14. Are you aware of your return on investments 

(Earnings before interest and tax/ total Assets)? 

15. Does your return on investment ~~,}~~e·u~-

interest rates you pay on debt? 

paying on: 

Both 

Yes 

[i] Long-term loans (ha ersity of For are 
ogether in Excellence 

[ii] Short-term debt (bank overdrafts) 

17. If the answer in question 16 is yes, please indicate: 

[i] Your interest rate on long-term debt 

[ii] Your interest rate on short-term debt 

18. Are you aware of your firm's tax rate? 

I I 

I I 

I I 

I I 

19. If the answer to question 18 is "yes" please state the rate .................. . 

D 

D 

D 

D 

D 

D 
D 
D 

D 
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SECTION D: THE EFFECT OF SIZE AND PRODUCT ON 

ACCESS TO DEBT FINANCE 

20. How many employees does your firm employ? 

21. What does your firm manufacture? 

22. What was your main source of finance Lump sum from retrenchment 

for your initial investment? 

d friends 

University of Fort Hare 
If other, please specify ........ . Tag th .r . ·n. Exe .llen.ce. ....... ... .............. . 

23. What is the type of debt you 

frequently use? 

Bank overdraft 

Personal loan 

A bank loan 

Mortgage bond 

Trade credit 

Other 

If other, please specify .................................................................... . 

24. Do you pay any other costs for debt 

besides the interest? 

I I 

D 

D 
D 

D 

D 
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25. If yes, what are they? 
Interest premium 

Handling fees 

Other 

If other, please specify .................................................................. . 

26. What other source/s of debt do you use besides banks? .......................... . 

University of Fort Hare 
Together in Excellence 

D 

D 
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Dependent variable: roe 

Source 

Model 
Error 
corrected Total 

ADDENDUM 2(a) 

Regression Analysis results 

DF 

1 
28 
29 

Analysis of variance 

Sum of Mean 
Square Squares 

0.00012076 
13.82155 
13.82167 

0.00012076 
0.49363 

F value 

0.00 

Pr> F 

0.9876 

Root MSE 
Dependent Mean 
coeff var 

0 . 70259 
2.01667 

34.83896 

R-Square 
Adj R-Sq 

0.0000 
- 0.0357 

variable 

roe 
debt ratio 

variabl e 

Intercept 
debtrat io 

30 
30 

DF 

1 
1 -0. 

rror t val ue 

3. 70 
-0. 02 

~ort Ha~ 
elle 

10.13903 
.50000 

1242 

Pearson Correlation Coefficients, N = 30 
Prob> lrl under HO: Rho=O 

roe 

debtratio 

roe debt ratio 

1.00000 

-0.00296 
0.9876 

-0.00296 
0.9876 

1.00000 

Pr> ltl 
0.0009 
0.9876 

Minimum 

0.90000 
10.00000 

Maximum 

4.00000 
60.00000 
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Dependent variable: debtassratio 

source 
Model 
Error 
corrected Total 

OF 

2 
27 
29 

Root MSE 
Dependent Mean 
coeff var 

ADDENDUM 2(b) 

REGRESSION ANALYSIS 

Analysis of variance 
sum of Mean 

Square Squares 
1721. 31762 
1259.88238 
2981. 20000 

6.83098 
41.40000 
16.49996 

860.65881 
46.66231 

R-Square 
Adj R-Sq 

s andard 

F value 
18.44 

0. 5774 
0. 5461 

Pr > F 
<.0001 

variable OF Error t value Pr> ltl 

Variable 
debtass ratio 
fi rmsi ze 

Intercept 
fi rmsize 
fi rmsi ndustry 

fi rmsi ndustry 

debtassratio 

fi rmsize 

fi rmsi ndustry 

1 .00054 
1 .11118 
1 .91338 

Pearson Correlation Coefficients, 
Prob> Ir I under HO: Rho=O 
debtassratio fi rmsize 

1.00000 0.75791 
<.0001 

0.75791 1.00000 
<.0001 

-0.08077 -0.03478 
0.6714 0.8552 

N = 

3.81 
6.04 

- 0.44 

30 

0.0007 
<.0001 
0.6669 

Minimum 
10.00000 

8.00000 
1.00000 

fi rmsi ndustry 
-0.08077 

0.6714 

-0.03478 
0.8552 

1.00000 

Maximum 
60.00000 
50.00000 

5.00000 
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Source 
Model 
Error 
Corrected Total 

DF 

3 
83 
86 

Root MSE 
Dependent Mean 
coeff var 

variable 
Intercept 
LONGTERMDEBT 
DEBT 
SHORTTERMDEBT 

DF 

1 
1 
1 
1 

Unive 
~g 

ADDENDUM 3(a) 
The SAS System 

The REG Procedure 
Model: MODEL! 

Dependent variable: ROE 
Analysis of variance 

Sum of 
Squares 

34.55659 
27.48695 
62.04355 

Mean 
Square 

11.51886 
0.33117 

F value 
34.78 

Pr > F 
<.0001 

0.57547 
0.41511 

138.62958 

R-Square 
Adj R-Sq 

Parameter Estimates 
tandard 

Error 

BT 

simple Statistics 

0.5570 
0. 5410 

t Value 
5.74 

-10.06 
10.02 

-10.02 

Pr> lt l 
<.0001 
<.0001 
<.0001 
<.0001 

Vari able N Mean Std Dev sum Minimum Maximum 
ROE 
DEBT 

87 
87 

0.41511 
100.40230 

0.84937 36.11500 
117.74494 8735 

cronbach coefficient Alpha 
variables Alpha 
ffffffffffffffffffffffffffff Raw .740809 
Standardized .294525 

0.02000 
6.00000 

cronbach coefficient Alpha with Deleted variable 

7.00000 
800.00000 

Raw variables Standardized variables 
Deleted Correlation Correlation 
variable with Total Alpha with Total Alpha 
ffffffffffffffffffffffffffffffffffffffffffffffffffffffffffffffffffffffff 
ROE -.128360 .586021 -.128360 
DEBT -.128360 .747180 -.128360 

Pearson correlation coefficients, N = 87 
Prob .> lrl under HO: Rho=O 

ROE 

DEBT 

ROE 
1.00000 

-0.12836 
0.2361 

DEBT 
-0.12836 

0.2361 

1.00000 
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3 

4 

Source 

Model 
Error 

DF 

Corrected Total 

2 
84 
86 

variable 

Intercept 

Root MSE 
Dependent Mean 
coeff var 

DF 

1 
LONGTERMDEBT 1 
SHORTTERMDEBT 1 

The SAS System 09:21 Thursday, June 30, 2005 

The REG Procedure 
Model: MODEL! 

Dependent Variable: ROE 

Analysis of variance 

sum of 
Squares 

1. 32346 
60.72009 
62.04355 

Mean 
Square 

0.66173 
0. 72286 

0.85021 
0.41511 

204.81331 

R-Square 
Adj R-Sq 

Parameter Estimates 

tandard 

F value 

0.92 

0.0213 
-0.0020 

Pr> F 

0.4043 

Error t value Pr> ltl 
0.12644 3.91 0.0002 
0.00274 - 0.83 0.4071 
0.00189 - 0.07 0.9479 

09:21 Thursday, June 30, 2005 

re 

Depen en ar,a e: ROE 

Univers are 
source 

Model 
Error 
corrected Total 

1 
85 
86 

Root MSE 
Dependent Mean 
coeff var 

Variable 
Intercept 
LONGTERMDEBT 

DF 

1 
1 

llence Mean es Square 

1.32035 1.32035 

F value 

1.85 

Pr > F 

0 .1776 
60.72319 0.71439 
62.04355 

0.84522 
0.41511 

203.61017 

R-Square 
Adj R-Sq 

Parameter Estimates 

Parameter 
Estimate 

0.48932 
-0.00242 

Standard 
Error 

0.10579 
0.00178 

0.0213 
0.0098 

t value 

4.63 
-1. 36 

Pr> ltl 
<.0001 
0.1776 
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5 
The SAS System 09:21 Thursday, June 30, 2005 

The REG Procedure 
Model: MODELl 

Dependent variable: ROE 
Analysis of variance 

sum of 
Source 
Model 
Error 

DF 

1 
85 
86 

Squares 
0.82170 

61. 22185 
62.04355 

Mean 
Square 

0.82170 
0. 72026 

F value 
1.14 

Pr > F 

0.2885 
corrected Total 

Root MSE 
Dependent Mean 
coeff var 

0.84868 
0.41511 

204.44448 

R-Square 
Adj R-Sq 

Parameter Estimates 
.----Y--cl-Mime~--e.F------,----,-~tandard 

variable 
Intercept 
SHORTTERMDEBT 

DF 

1 
1 

Error 
0.12522 
0.00123 

0.0132 
0.0016 

t value 
4.05 

-1.07 

University of Fort Hare 
Together in Excellence 

Pr> ltl 
0.0001 
0.2885 

229 



 

 

ADDENDUM 3(b) 

The CORR Procedure 
3 variables: DEBTRATIO NOOFEMPLOYEES PRODUCTTYPE 

simple Statistics 

variable N Mean Std Dev sum Minimum Maximum 

DEBTRATIO 87 100.40230 117.74494 8735 6.00000 800.00000 
NOOFEMPLOYEES 87 15.05747 9.14655 1310 5.00000 44.00000 
PRODUCTTYPE 87 2.85057 1.60326 248.00000 

Cronbach Coefficient Alpha 

variables Alpha 
ffffffffffffffffffffffffffff 
Raw 0.710247 
Standardized 0.460809 

1.00000 

Deleted variable 

5.00000 

Standardized variables 

Deleted 
variable with To a 
ffffffffffffffffffffffffff J 
DEBTRATIO 0.457 4 
NOOFEMPLOYEES 0.4830 
PRODUCTTYPE 0.0082 

Pearson Correlation Coefficients, N = 87 

Univer§ ~}r6 cff-t ~re 
DE~8l~IQ NOqEEMPLOYEES 

DEBTRATrn Toge'-!. ~~o1Jl ExceLle7J~~ o45 
<.0001 

NOOFEMPLOYEES 

PRODUCTTYPE 

0.68045 
<.0001 

-0.00621 
0.9545 

1.00000 

0.19090 
0.0765 

The REG Procedure 

PRODUCTTYPE 

-0.00621 
0.9545 

0.19090 
0.0765 

1.00000 

Model: MODELl 
Dependent variable: DEBTRATIO 

source 

Model 
Error 

DF 

2 
84 

corrected Total 86 

Root MSE 
Dependent Mean 
coeff var 

Analysis of Variance 

sum of 
Squares 

287090 
905203 

1192293 

103.80860 
100.40230 
103.39265 

Mean 
Square 

143545 
10776 

R-Square 
Adj R-Sq 

Parameter Estimates 

F value 

13. 32 

0.2408 
0.2227 

Pr > F 

<.0001 

variable 

Intercept 
NOOFEMPLOYEES 

DF 

1 
1 

Parameter 
Estimate 

24.78775 
6.43470 

Standard 
Error 

27 .24104 
1.24677 

t value 

0.91 
5.16 

Pr> ltl 
0.3655 
<.0001 
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PRODUCTTYPE 1 -7.46370 7.11282 

The REG Procedure 
Model: MODELl 

Dependent variable: NOOFEMPLOYEES 
Analysis of variance 

sum of Mean 

-1.05 0.2970 

Source 
Model 
Error 

DF 

1 
85 
86 

squares Square F value Pr > F 
262.19055 262.19055 3.21 0.0765 

Corrected Total 

Root MSE 
Dependent Mean 
coeff var 

variable 
Intercept 
PRODUCTTYPE 

DF 

1 
1 

6932.52210 81. 55908 
7194.71264 

9.03101 R-Square 0.0364 
15.05747 Adj R-Sq 0.0251 
59.97692 

Parameter Estimates 
Parameter Standard 

Error 
1. 98380 
0.60741 

t value 
6.03 
1. 79 

University of Fort Hare 
Together in Excellence 

Pr> ltl 
<.0001 
0.0765 
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ADDENDUM 4(a) 

(a) Ratios used for regression analysis to test if there in any relationship between profitability and 

return on assets. 

ROE Debt to Assets (%) 

2.0 43 
3.0 47 
4.0 52 
3.0 42 
2.5 43 
2.1 30 
1.9 -.....-----.--....,........---,, 10 
1.8 ,,~..__,., 49 
1.3 43 
2.0 ~----- 30 
2.0 40 
1. 7 32 
1.8 43 
1.6 45 

un·~ rsity of Fort Ha48 

gether in Excellence 33 
1.4 28 
1.9 40 
2.1 41 
2.2 53 
0.9 60 
2.9 37 
1.0 42 
2.8 53 
1.1 46 
2.7 29 
1.3 59 
2.6 43 
1.5 40 
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ADDENDUM 4(b) 

Products 
Debt to Assets (%) Firm size (No of employees) manufactured 

43 40 
47 42 
52 45 
42 42 
43 40 
30 25 
10 8 
49 50 
43 
30 
40 
32 
43 
45 
48 
41 ~111111111--~10 
33 U • • f F 15 H 28 n1vers1ty o t are 
40 Together in Exe ence 
41 39 
53 49 
60 49 
37 30 
42 40 
53 42 
46 28 
29 28 
59 46 
43 38 
40 33 

4 
3 
2 
1 
4 
3 
4 
5 
3 
5 
4 
3 
2 
1 
2 
4 
5 
3 
1 
1 
4 
3 
1 
5 
2 
2 
3 
5 
4 
1 
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ADDENDUM5 

PRODUCT RESPONDENT DEBT RATIO 
MANUFACTURED 

1 0.1 
2 0.1275 
3 0.15 
4 0.2 
5 0.2 
6 0.2 
7 0.5 
8 0.13 
9 0.25 
10 0.2 

1 0.1 
1 0.0875 

0.08 
0.04 
0.03 
0.2 

0.06 
0.004 

Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 
Garment 

Univer of Fort re 

Food Processing 
Food Processing 
Food Processing 
Food Processing 
Food Processing 
Food Processing 
Food Processing 
Food Processing 
Food Processing 
Food Processing 
Food Processing 
Food Processing 
Food Processing 

Metal Fabrication 

Toge er in Excellen~~~; 
22 0.2 
23 0.07 
24 0.13 
25 0.1 
26 0.1 
27 0.5 
28 0.1 

29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 

42 

0.07 
0.022 
0.386 
0.06 
0.05 
0.02 
0.08 
0.2 

0.06 
0.04 
0.25 
0.07 
0.352 

0.1696 

ROE 

0.21 
0.24 
0.08 
0.15 
0.33 
0.23 
0.04 
0.06 
0.08 
0.12 
0.06 
0.03 
0.17 
0.1 

0.13 
0.5 
0.7 

0.28 
3.8 

0.47 
0.41 
0.2 
0.35 
0.24 
0.31 
0.16 
0.06 
0.42 

0.3 
0.23 
0.16 
0.18 
0.11 
0.03 
0.18 
0.22 
0.03 
0.28 
0.07 
0.18 
0.02 

7 

ROA 

0.5 
0.35 
0.125 

0.3 
0.5 
0.33 
0.1 

0.1125 
0.12 
0.18 
0.1 

0.045 
0.25 
0.16 
0.2 
0.8 
1 

0.4 
5.5 

0.67 
0.6 
0.3 

0.53 
0.38 
0.5 

0.25 
0.1 
0.6 

0.45 
0.33 
0.22 
0.26 
0.17 
0.05 
0.25 
0.41 
0.05 
0.4 

0.15 
0.27 
0.16 

10 
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Metal Fabrication 
Metal Fabrication 
Metal Fabrication 
Metal Fabrication 
Metal Fabrication 
Metal Fabrication 
Metal Fabrication 
Metal Fabrication 
Metal Fabrication 
Metal Fabrication 

43 
44 
45 
46 
47 
48 
49 
50 
51 
52 

0.0297 
0.06 
0.007 

0.2 
0.18 
0.13 
0.7 
0.11 
0.05 
0.02 

Carpentry and Pottery 53 0.08 
Carpentry and Pottery 54 0.3363 
Carpentry and Pottery 55 0.04 
Carpentry and Pottery _..._,..,_____ 0.1 
Carpentry and Pottery 0.013 
Carpentry and Pottery 0.04 
Carpentry and Pottery ............... ...---. 0.03 
Carpentry and Pottery 0.2 
Carpentry and Pottery '-!&i:::!~!!::3 0.12 
Carpentry and Pottery 0.3763 
Carpentry and Pottery ____ 0.3762 
Carpentry and Pott . 6;4 
Carpentry and Pott n1ver y of Fort 
Carpentry and Pottery Toge r in Excellen 

Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 
Other 

67 
68 
69 
70 
71 
72 
73 
74 
75 
76 
77 
78 
79 
80 
81 
82 
83 
84 
85 
86 
87 

0.2 
0.03 
0.25 
0.01 
0.02 
0.03 
0.1 

0.03 
0.25 
0.15 

0.006 
0.3 
0.3 
0.07 
0.5 
0.4 

0.02 
0.03 
0.04 
0.3 

0.004 

0.36 
0.41 
0.17 
0.4 

0.33 
1.42 

0.035 
0.11 
0.48 
0.18 

0.6 
0.11 
0.17 
1.2 

0.09 
0.23 
0.03 
0.1 

0.05 
0.12 
0.38 
0.05 
0.38 
0.28 

0.15 
0.48 
0.18 
0.7 

0.34 
0.14 
0.19 
0.13 
0.06 
0.93 
0.34 
0.5 

0.23 
0.82 
0.4 

0.65 
0.77 
0.9 
0.8 
0.5 
0.3 

0.6 
0.6 

0.24 
0.6 
0.5 

2.11 
0.06 
0.2 
0.7 
0.25 

0.9 
0.16 
0.25 
1.75 
0.13 
0.34 
0.05 
0.17 
0.08 
0.2 

0.55 
0.08 
0.6 
0.4 

0.24 
0.7 

0.28 
1.05 
0.6 

0.29 
0.3 

0.18 
0.1 
1.5 
0.5 
0.75 
0.9 
0.8 
1.3 
2 

0.3 
0.15 
3.2 
5 

0.9 
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TO WHOM IT MAY CONCERN 

ADDENDUM6 

University of Fort Hare 
Together Jn ,~Jenee 

You are hereby kindly requested to provide access to Matarirano Obert, student number 

200205080, who is currently regist 

Management. 

Mr. Matarirano is currently busy wi 

project is as follows: 

• pact of debt on n1vers1ty o 

student in the Department of Business 

• masters degree. The title of his research 

1 manufacturing firms in Bulawayo, are "An investigation into t 

Zimbabwe" Together in Excellence 

Since it is imperative that Mr. Matarirano is provided with the necessary access to interview 

respondents, your assistance in this regard is much appreciated. It is furthermore the intention of 

the Department to make the research results available to you on request. 

If you have any further queries, please do not hesitate to call. 

Kind regards 

Dr. G. Herbst 

Head of Department and Senior Lecturer 

Department of Business Management 

Tel: 

E-mail: 

+27 40 602 2248 

gherbst@ufh.ac.za 
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To Whom It May Concern 

Dear Sir/Madam 

ADDENDUM7 

Department of English 
Faculty of Social · Sciences 
and Humanities 
University of Fort Hare 
Private Bag Xl3 l 4 
Alice 
5400 

05 December 2007 

I, Mrs. R. Scott, would hereby like to confirm that I have undertaken the task of editing 
~. 0. Matarirano' s Masters Dissertation. 

If there are any queries relating to this please contact me. 

Yours faithfully 

Mrs. R. Scott 
Deputy HOD: APR 

Office: L22 
New Arts Building 
Tel.: 040 - 6022345 
E-mail: rjadhunundhan@uth.ac.za 
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