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ABSTRACT

Sub-Saharan Africa faces severe infrastructure deficits including in power
generation, water facilities, transportation, and telecommunications. These
deficits compound the socio-economic challenges of the most
impoverished region in the world. It is estimated that funding of US$ 90
billion per annum is required to address infrastructure deficiencies. Other
developing regions including Asia, the Middle East, and South America,
have with varying degrees of success utilised the project finance
framework to address similar infrastructure deficiencies, and also develop
other commercial ventures. Africa has lagged behind in this respect, and
still accounts for less than 3% of international project finance flows. The
ability to attract and access international and domestic project finance
capital, and execute the underlying ventures is an important opportunity to
address the challenges noted above.

The study contributes to knowledge by deepening our understanding of
project finance in South Africa, Mozambique, and Zimbabwe in the
following ways. Firstly, it offers a model through which to monitor key
contextual factors that influence the success, failure, and shaping of
project and infrastructure ventures. Secondly, it interrogates the main
capital structure theories including the static trade off and pecking order
theories, and their applicability and relevance for project and infrastructure
finance in the selected jurisdictions. It then compares capital structure
theory with actual practice of capital structure formulation in the 7 cases
studies investigated. This yields important insights as to the most
important factors influencing capital structure in project finance in the three
selected countries. In particular the constrained supply of capital is
observed as the top factor determining capital structure. It further
enhances our understanding of why ventures using project finance in
these countries may have significantly lower leverage than other similar
ventures in developed regions of the world. Thirdly, the study extracts key
insights into how stakeholder interactions evolve in the projects by
applying stakeholder agency theory to project sponsors, managers,
contractors, state institutions, and community organisations. Collectively
these insights should contribute to attracting increased capital to project
finance in Sub-Saharan Africa, and arranging projects with greater
prospects of operational success.

Key Words: Project Finance, Capital Structure, Leverage, Public Private
Partnerships, Infrastructure, Risk Management, Contracting and
Stakeholders.
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1 Introduction and Overview

1.1 Introduction

South Africa, Mozambique and Zimbabwe are medium to small countries
located in Southern Africa, and with populations of 54.5 million, 27.9
million and 15.6 million respectively (United Nations World Population
Report, 2015). Each of these three countries has a relatively recent
apartheid or post-colonial history, with independence having being
achieved in 1994 in South Africa, in 1980 in Zimbabwe, and in 1974 in
Mozambique. Shortly after its independence from Portuguese rule,
Mozambique succumbed to a debilitating civil war that was finally resolved
in 1990. As a result of the turbulence in their contemporary histories, each
of these countries have inherited a particular socio-economic construct
characterised by extreme inequality, complexity and uncertainty, and rapid
changes with exposure and integration into the international economy. The
United Nations Human Development Report (2015) ranks countries in
terms of a Human Development Index (HDI) compiled on the basis of
longevity, education, and income. According to this report South Africa
ranks 116, Mozambique 180, and Zimbabwe 155, out of a total of 188
countries. The three countries are also characterised by high levels of
poverty with the population living below the income poverty line being
53.8%, 54.7%, and 72.3% for South Africa, Mozambique, and Zimbabwe
respectively. The high levels of poverty are exacerbated by extreme
income inequality with South Africa having a Gini-coefficient of 65.0,
Mozambique of 45.7, and an undetermined factor for Zimbabwe.

Post-independence, all three countries have embarked on what can be
broadly described as transformation projects. These transformation
initiatives have been specific interventions led by the state to rearrange
their societies, and address the adverse structural remnants of the
apartheid and colonial era. While these transformation projects have
enjoyed varied degrees of success, considerable challenges remain.
Economic output continues to be biased towards primary sectors including
mining and agriculture, with inadequate expansion of the secondary and
tertiary sectors. This phenomenon is particularly acute in Mozambique and
Zimbabwe. In addition, significant deficiencies in infrastructure detailed in
the literature review, create formidable hurdles to socio-economic
development by increasing the cost of doing business, and discouraging
domestic and international investment prospects. Notably, many of these
symptoms are prevalent in many countries in Sub-Saharan Africa.



In order to address these socio economic challenges, and to support and
add impetus to the transformation projects underway infrastructure deficits
will need to be addressed, and countries will of necessity have to attract
domestic and international investment capital to execute commercial
projects of scale. A failure to address these infrastructure deficits, and to
attract investment capital that executes commercial ventures at scale, will
render it extremely difficult if not impossible to address the socio-economic
challenges raised above. This may jeopardise the possibility to make a
meaningful contribution to the socio-economic well-being of the residents
of these three countries, and the approximately 962 million people living in
Sub-Saharan Africa (United Nations World Population Report, 2015).

Other developing regions in the world have managed to effectively
supplement their infrastructure funding gap by making use of the unique
characteristics specific to the project finance framework. From 1986 to
1996 infrastructure investment was the fastest growing component of
capital flows to developing markets, increasing from US$1.3 billion to
US$27 billion over the period (Dailami and Leipziger, 1998). The bulk of
this funding was packaged in the form of project finance. Yet as of 2008,
Africa still accounts for less than three per cent of international project
finance loans (Hainz and Kleimeier, 2012). The ability to attract and
access international and domestic project finance therefore represents an
important potential source of capital for the African continent in general,
and the three selected nations of South Africa, Mozambique, and
Zimbabwe that are the focus of this research endeavour. Project finance
has been successfully applied in energy, sanitation, education, healthcare,
transport, agriculture, and other sectors. It has the potential to have a
meaningful impact in improving the socio- economic environment in the
three countries above.

The limited deployment of project finance in the Sub-Saharan region in
general and the three countries that are the focus of this thesis in
particular, has contributed to a situation where project and infrastructure
finance in these geographic locations appear to be inadequately
researched. Therefore, the general purpose of this study is to extend our
knowledge of how organisations using the project finance framework
arrive at their capital structure and to what extent the financing behaviour
of South African, Mozambican, and Zimbabwean projects are consistent
with the theoretical explanations of the static trade-off and pecking order
theories of capital structure. In addition, the thesis investigates how
stakeholders in such projects interact with the project company and each
other, how project companies prioritise engagement with stakeholders,



and how stakeholder interactions can be enhanced to strengthen the
entire project, by applying stakeholder agency theory.

1.2 Motivations and contribution of the study

There are five major motivations for the current study:

The first motivation is to investigate important contextual considerations
that are important to and influence the execution of project and
infrastructure finance in the three countries of focus, and implicitly other
countries in Sub-Saharan Africa. Contextual considerations are important
due to the very different social, economic, and political environment in the
three countries in which the case studies are located. These conditions
differ markedly from Western Europe and North America where much of
the existing academic research has been conducted, and are important in
pursuing and executing successful project finance transactions.

Secondly, the capital structure decision has been at the forefront of
financial research ever since Modigliani and Miller (1958) suggested
capital structure has no effect on firm performance. Subsequently
extensive academic research has been conducted and resulted in
theories, explanations and a voluminous body of academic research.
Despite this expansion in knowledge these theories have failed to fully
explain the capital structure decision (Graham and Leary, 2011).
Furthermore, the overwhelming majority of studies on capital structure
have been focused on developed markets with particular emphasis on
North America and Western Europe. Whilst the number is growing rapidly,
the number of studies in developing markets on capital structure are still
limited. Studies on capital structure in Sub-Saharan Africa appear to be
even fewer than those in other developing markets. To the best of the
researcher’s efforts no study has been performed on qualitative factors
that influence the capital structure of project finance ventures in Sub-
Saharan Africa. This scarcity in research on capital structure in project
finance in Sub-Saharan Africa can partially be attributed to the region
being a marginal participant in terms of the number and value of project
finance transactions executed. In addition, the mainstream capital
structure theories are largely premised on developed market conditions
and assumptions, and their applicability to very different conditions in Sub-
Saharan Africa is an important consideration. The questions that arise
from this gap in the academic literature include:



» What are the main determinants of capital structure and financing
behaviour for project finance ventures in South Africa, Mozambique
and Zimbabwe?

» To what degree are the assumptions in the mainstream static trade-off
and pecking order theories applicable to project finance ventures in
South Africa, Mozambique and Zimbabwe?

* Are the explanatory powers of the static trade-off, pecking order
theories, and limited academic literature on project finance applicable
to project finance ventures in the three countries?

The third motivation is to establish what the main determinants of capital
structure and financing behaviour from the perspective of practitioners, in
the 7 project and infrastructure case studies on which the thesis is
premised. Extracting the practitioner perspective should facilitate a
comparison between academic theory and practice. Where divergence
between these is found, this has the potential to contribute to a fuller
understanding of capital structure formulation.

The fourth motivation is to understand the interactions between important
stakeholders that participate in project finance transactions. Questions
regarding these stakeholders include how interactions are managed, how
disputes are resolved, how power is distributed and exercised, and a
holistic enquiry on projects within the broader societies in which they are
undertaken.

The fifth and final motivation to this study is to add understanding and
knowledge regarding the execution of project finance in Sub-Saharan
Africa. An achievement of this motivation can assist in attracting greater
investment capital to these projects and the region as a whole, and
contribute to addressing the socio-economic deficits suffered by a region
that endures the highest regional poverty rate in the world (United Nations
Human Development Report, 2015).

This study seeks to fill these gaps in the literature and satisfy the five
motivations above by completing 7 case studies on project and
infrastructure transactions located in South Africa, Mozambique and
Zimbabwe that address these matters. A contribution that gives insight as
to how to better arrange and more effectively structure project and
infrastructure transactions, and therefore attract greater investment
capital, will make a significant contribution to improving the economic



vibrancy and the lives of residence in the most impoverished and least
developed region of the world. This could make a valuable contribution in
alleviating the economic and social challenges expressed in the
development statistics detailed above. These motivations constitute the
main contributions of the study.

1.3  Objectives of the study

The focus of this study is on contextual factors that impact on project
finance transactions in South Africa, Mozambique and Zimbabwe. In
addition, the study explores the financing behaviour of 7 project finance
transactions executed in these countries by way of the case study method.
Finally, the study examines stakeholder interactions in the case studies,
through the lens of stakeholder agency theory. More specifically the study
aims at:

1 Examining the key contextual factors that influence the execution of
project finance ventures in the three focus countries specifically, with
an intent to make these observations implicitly relevant to Sub-
Saharan Africa.

2 To investigate evidence on the applicability of the static-trade off and
pecking order theories on the selected 7 project finance transactions,
and examine reasons for consistency with these theories or deviations
from them.

3 To investigate the reasons offered by practitioners in arriving at the
capital structure of a project and to compare and contrast academic
theory with actual practice.

4 Based on the above points, to integrate the insights obtained into a
coherent advisory theory on capital structure formulation on project
and infrastructure ventures in Sub-Sharan Africa.

5 To investigate how different stakeholders, interact with the project
company, and how the project company chooses to prioritise
engagement with important stakeholders including sponsors,
management, contractors, state institutions, and community
organisations.



1.4 The organisation of the thesis
Introduction

The thesis commences with a literature review and an analysis of the
seminal studies on capital structure formulation and the major theories that
have emerged. This is followed by a review of the empirical studies on
these major theories including those in the developed world, developing
world, and Sub-Saharan Africa. The second part of the literature review
considers the role of agency theory in decision-making within a firm and
broadens the analysis from the traditional owner/manager principal agent
relationship, towards stakeholder agency theory that includes other actors
who affect or are affected by the firm’s activities. This is followed by a
review of the studies performed on interest alignment mechanisms and
performance based contracting, that are particularly pertinent to project
and infrastructure finance. The third part of the literature review analyses
and distils the limited academic literature performed on project finance
(including Private Public Partnerships) as a field of study. The final part of
the literature review summarises the Africa infrastructure deficits, the
causes of these deficits, their impact in terms of social and economic
development, and the potential to accelerate socio-economic development
and all round human welfare on the continent if these deficits are
significantly addressed. The potential role of project and infrastructure
finance in addressing these deficits is considered. The literature review
concludes with a summary of the gaps in the academic literature regarding
the applicability of the major capital structure theories, stakeholder agency
theory, and on project and infrastructure ventures in South Africa,
Mozambique and Zimbabwe.

Methodology of data collection

Chapter 3 introduces the methodology section that begins by explaining
the suitability of the qualitative research approach and introduces the case
study method. This is followed by an explanation of how the seven case
studies were selected and how the cases were constructed and the data
analysed. A discussion on measures taken to ensure the validity and
reliability of data and the limitations of the study conclude the section on
methodology.



Capturing and analysis of collected Data

Chapter 4 captures details pertaining to the 7 case studies that are the
basis of the thesis. Four of the cases are located in South Africa, two in
Mozambique, and one in Zimbabwe. The cases are clustered according to
their countries of origin. Each case is introduced by way of a ‘Fact Sheet’
that captures the key details of the project. This includes the project
description and details of the developers, EPC and related contractors,
source of capital, key shareholders, and the project objective. Each case is
then documented utilising information obtained from interviewees, financial
statements, corporate documentation, and related reports as explained in
the methodology in chapter 2. The information is organised in the following
format to enable a coherent collation. A brief background of each case is
given, followed by an examination of the financial structure, including
ownership and how the financing for the project was arranged. A
consideration is made of the key risks relating to the project and how these
were mitigated in the project arrangements. The governance, institutional,
and legal arrangements pertaining to the project are identified and
considered in enabling the project to proceed. Each case then concludes
with a summary of the lessons learned.

In Chapter 5 a cross case analysis is performed and key assertions
derived from each individual case study are distilled, discussed, and cross-
referenced across all the cases to determine each assertion’s
generalizability and limitations. The implications of the assertions on
project and infrastructure finance are considered insofar as they contribute
to project failure or success. As a result of the cross case analysis the
thesis begins to distil actual management practice in the execution of
project and infrastructure finance, and best practices begin to emerge
together with proposals that have the potential to enhance project success
if implemented.

In Chapter 6 a model that distils the key contextual factors that influence
project finance arrangements in South Africa, Mozambique and Zimbabwe
is advanced. The chapter summarises the key findings form the case
studies and cross case analysis and proposes a model through which to
more fully understand project finance transactions called Normative
Project and Infrastructure Finance (NPIF).

In Chapter 7 an enquiry as to how capital structure is arrived at in the 7
cases. This includes a consideration of the applicability of the main capital
structure theories, including the static trade-off and pecking order theories,
and an examination of reasons for consistency or deviation with these



theories. The analysis of the applicability of the existing theory and
observations made, are contrasted and compared with the actual
decisions and reasons offered by project sponsors and managers in
arriving at the capital structure choices of their respective ventures. This
facilitates a comparison between theory and practice.

Chapter applies stakeholder agency theory to the 7 case studies in order
to investigate how different stakeholders interact with the project company,
and how the project company through its management chooses to
prioritise engagement with stakeholders. The role of state institutions in
project finance given the challenging contemporary history of South Africa,
Mozambique, and Zimbabwe is investigated, analysed and explained.

Contribution to body of knowledge

Chapter 9 concludes with the research findings and details the significant
contribution made to knowledge. It considers the implications of this
contribution to knowledge to the theory of capital structure and project
finance, policy formulation, and methodology. The chapter concludes by
stating the limitations of the study and making recommendations for further
research.



2 Literature Review

The literature review commences with an analysis of the seminal studies
on capital structure formulation and the major theories that have emerged.
This is followed by a review of the empirical studies on these major
theories including those in the developed world, developing world, and
Sub-Saharan Africa. The first part concludes with a consideration of
financial contracting factors affecting capital structure. The second part of
the literature review elaborates on the role of agency theory in decision-
making beyond capital structure determination. It broadens the analysis
from the traditional owner/manager principal agent relationship, towards
stakeholder agency theory that includes other actors who affect or are
affected by the firm’s activities. The empirical studies on agency theory
and stakeholder agency theory offer compelling reasons as to why this
paradigm may enable deeper insight and understanding regarding
stakeholders in firms, and a complementary and valuable perspective
relative to the main capital structure theories. This is followed by a review
of the studies performed on interest alignment mechanisms and
performance based contracting, that are particularly pertinent to project
and infrastructure finance. The third part of the literature review analyses
and distils the limited academic literature performed on project finance
(including Private Public Partnerships) as a specific discipline. It highlights
how project and infrastructure finance differ from other financing
arrangements, the advantages and disadvantages of this model of the
firm, and its practice across the globe with specific comparisons between
Sub-Saharan Africa and the rest of the world. It introduces the potential of
an eclectic approach to exploring project and infrastructure finance
ventures by blending established capital structure theories and stakeholder
agency theory. This is elaborated on in the methodology section in chapter
2. The final part of the literature review summarises the Africa
infrastructure deficits, the causes of these deficits, their impact in terms of
social and economic development, and the potential to accelerate socio-
economic development and all round human welfare on the continent if
these deficits are significantly addressed. The potential role of project and
infrastructure finance in addressing these deficits is considered. The
literature review concludes with a summary of the gaps in the academic
literature regarding the applicability of the major capital structure theories,
stakeholder agency theory, and on project and infrastructure ventures in
South Africa, Mozambique and Zimbabwe.



2.1 Introduction

The capital structure decision and competing theories on the formulation of
capital structure continue to be important features of financial research.
The seminal work of Modigliani and Miller (1958) was ground breaking in
formulating a theoretical framework on the implications of capital structure
on a company’s profitability and performance. The first proposition in this
theory hypothesised that the capital structure of a firm did not determine its
value, cost of capital, and performance. The theory suggested the value of
a firm was determined by its ability to generate profits and the risks related
to its underlying assets, and as such the value of a firm is independent of
its capital structure. This theory was premised on a number of key
assumptions including perfect capital markets, no taxes, no transaction
costs, no bankruptcy costs, identical borrowing costs for companies and
investors, symmetry of market information, and no effect of debt on a
company’s earnings before interest and tax.

The second proposition incorporated the implications of tax and concluded
that higher leverage and the concomitant tax shield resulting due to the
deductibility of interest payments, would largely be offset by a higher cost
of equity, resulting in the cost of capital remaining unchanged. Modigliani
and Miller (1963) issued a correction to this second proposition,
acknowledging that marginally greater benefits do accrue to a company on
account of the tax shield that is derived as a result of the tax deductibility
of interest expense, compared to the incremental costs that concomitantly
arise due to the higher cost of equity. In addition to this Miller (1977)
observed that for mature and stable companies the tax benefits that
accrue as a result of interest deductibility outweigh bankruptcy costs, and
this observation would indicate that capital structure influences the value of
a firm.

While the assumptions incorporated in this theory of investment allowed
for the development of an overarching theory, they have drawn criticism for
the degree to which the theory is disconnected from the empirical
determination of capital structure in practise (Glickman, 1986). Substituting
the assumptions in the theory and applying real world conditions highlights
the importance of capital structure to a firm, whilst simultaneously
rendering the propositions and implications prompted by Modigliani and
Miller (1958; 1963) important considerations in capital structure
deliberations. The contribution by Modigliani and Miller (1958; 1963) has
been instrumental in prompting further research in capital structure,
including the development of new and competing theories, and the
formulation of theoretical frameworks that are more nuanced and with a
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firmer grounding in the actual practice and implementation of capital
structure decisions. There are four main theories that have emerged
attempting to explain how managers make capital structure decisions and
actual financing behaviour. These are the static trade off theory, the
pecking order theory, the market timing theory, and agency theory. With
the exception of the market timing theory, the hypotheses articulated in
these theories are relevant in the investigation as to how capital structure
is formulated and agency costs managed in project and infrastructure
arrangements in the selected case studies that are the focus of this thesis.

The market timing theory posits that firms are generally not concerned
whether they raise capital via debt or equity and that market timing is the
most important determinant Baker and Wurgler, 2002). The choice
between debt and equity issuance is therefore a function of which of the
two are more highly valued by financial markets at a point in time. High
share valuations are more likely to result in equity issuances, while
comparatively higher bond valuations are likely to result debt issuances.
The market timing theory is excluded for five main reasons. Firstly, the 7
cases have been established as special purpose vehicles (SPV) and
standalone entities with a defined business objective or project. Project
sponsors and managers are contractually curtailed and limited in their
authority deviate from this business or project objective, and
opportunistically raise new capital for the prescribed project, or anticipated
future opportunities. This prescription and limitation renders the market
timing theory largely irrelevant to the 7 cases under consideration.
Secondly, it is extremely difficult, and of limited value to establish the
degree to which capital structure in the 7 cases and SPVs has been
influenced by any opportunistic capital raising initiatives espoused in the
market timing theory by any listed sponsors. This is because the capital
structure of the listed sponsors incorporates multiple project considerations
spanning extended periods of time. ldentifying a direct link between
opportunistic capital raising based on the market timing theory by listed
sponsors, and the underlying project, would at best be tenuous and at
worst entirely unrelated. Thirdly, a consideration of how the market timing
theory influenced the sponsor capital structure and how this was possibly
transmitted to the applicable underlying project would contaminate a
discrete analysis of the determinants of capital structure in each case.
Fourthly due to all projects having multiple capital providers, the influence
of any one capital provider is significantly diluted in the capital structure of
each project muting any impact of market timing theory activities being
transmitted into the capital structure of the underlying project. Finally, the
high leverage and bespoke capital structure arrangements in project and
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infrastructure finance detailed in section 2.6 negate the relevance of the
market timing theory for the purpose of this thesis.

2.2  Static Trade off Theory

The static trade off theory proposes that the capital structure of a company
is determined by the trade-off of the costs and benefits of borrowing,
assuming the firm’s assets and investment plans remain unchanged. The
benefits of debt manifest in the form of the tax shield that is enjoyed on
account of the interest expense being tax deductible and the reduction of
the problems associated with free cash flow. The costs of debt occur in the
form of higher bankruptcy risks (legal and administrative) and agency
conflicts between shareholders and debt providers (Modigliani and Miller,
1963).

This theory hypothesises that the value of the firm will be maximised
where debt is deployed in preference to equity until a point is reached
where the present value of the interest tax shields are maximised, after
taking into account potential bankruptcy costs. In this regard, beyond a
certain level of debt the value of a firm will begin to diminish as the present
value of financial distress will begin to marginally exceed the present value
of the tax shield accrued as a result of an additional unit of debt. The
theory implies that there is an optimal debt to equity ratio in a company, at
which point an additional unit of debt results in value destruction, and this
is exacerbated the more leveraged the company becomes. This negative
effect of incremental debt occurs as a result of the present value of
financial distress exceeding the benefit to be derived from the interest tax
shield of the additional debt unit.

Flowing from this logic, companies would seek to determine what the
optimal debt to equity ratio is in order to maximise their firm’s value. While
the precise and specific optimal ratio may fluctuate marginally due to
changes in some of the underlying drivers e.g. interest and tax rates, the
optimal capital structure should be observable through the listed share
price or other valuation process within a clearly defined range. Significant
deviations from this range are likely attributable to adjustments costs
incurred in rebalancing funding sources towards the derived optimal capital
structure.

Myers (2001) begins by acknowledging a number of admirable aspects of
the static trade off theory. Firstly, the theory has intuitive appeal to financial
practitioners who appreciate the value of the tax shield derived from the
deductibility of interest expenses, and who display caution towards
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excessive debt levels. Secondly the static trade off theory is supported by
observations to the effect that mature companies that hold tangible assets
would be expected to borrow more than mature companies that
predominantly hold intangible assets or are asset light. This would be the
case for instance in a manufacturing company compared to a
pharmaceutical research company. This relationship of higher leverage in
fixed asset rich companies in comparison to fixed asset light companies
has been confirmed in the academic literature, and support the proposition
in the static trade off theory that the costs of bankruptcy and related
financial distress would be higher for asset light companies. Thirdly, the
static trade off theory appears to be supported by listed stock price
movements. Specifically, stock prices tend to increase when a company
increases leverage and decrease when leverage declines. Similarly, stock
issuances have the effect of driving down share prices, whilst share
buybacks are inclined to increase share prices (Smith, 1986). This ‘event
studies’ phenomenon implies that investors have an appreciation of the
value of the tax shield and respond accordingly in terms of their valuation
of the related equity.

The criticisms of the static trade off theory are multi-pronged. Firstly, the
theory does not predict the outcomes of the ‘event studies’ phenomenon
detailed above. A more robust and comprehensive static trade off theory
would be expected to forecast that managers would routinely intervene to
update their capital structure to approach optimality and therefore
maximise the value of the firm. In seeking to maximise value these
managers would seek to avoid and control value-destroying adjustments to
the capital structure. The ‘event studies’ appear to indicate two clear
aspects. The first is that financial practitioners make decisions related to
the capital structure, such as the issuance of new stock, that are likely to
compromise the value of the firm’s stock. As such the managers are not
consistently managing the capital structure with a view to maximising the
firm’s value. The latter point may therefore indicate that managers are not
specifically focused on managing the capital structure to maximise the
value of the firm, undermining a central tenet of the theory.

Another criticism of the static trade off theory relates to evidence in the
academic literature that shows negative correlations between firm
profitability and debt levels i.e. high profit firms display lower levels
leverage, and low profit firms display higher levels of leverage (Baskin,
1989). These studies appear to contradict the static trade off theory as
high profit firms would be expected to be more highly leveraged as they
are in a more favourable position to take advantage of the tax shield that
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would accrue, and due to the reduced likelihood of bankruptcy and
financial distress. Conversely low profit firms would be expected to aim for
lower debt levels as the scope for enjoying a tax shield is limited due to
lower profitability, and elevated levels significantly increase bankruptcy
risk. The static trade off theory fails to adequately account for this
observation in the practice of capital structure formulation, and is
inadequate in clarifying any given firm’s choices and decisions.

2.2.1 The tax advantages of debt and agency benefits of
debt

2.2.1.1 The tax advantages of debt

The benefits of debt over equity in capital structure arrangements is
premised on the argument put forward by Modigliani and Miller (1963) on
the tax efficiency that arises from debt. Taxation laws and regulations
allow for the interest expense incurred on debt to be offset against profit
generated by a firm. This allowance has the effect of reducing the firm’s
taxable income and culminating in a tax shield or an effective lower rate of
tax. Such a tax benefit does not generally accrue to dividend declarations
on equity stakes. It is argued that firms would take advantage of this
favourable attribute of debt, implying greater leverage.

Two sets of complementary arguments are put forward by Taggart (1985)
regarding the tax advantages of debt. The first of these contends that firms
will enjoy a net tax advantage from debt where corporate tax rates exceed
personal tax rates. This advantage is partly attributable to the fact that
while the tax is deductible as an expense at a firm level, it will be limited in
terms of its deductibility at a personal tax level. This contention challenges
the Modigliani and Miller (1963) hypothesis as the tax benefits that accrue
to the firm will be offset in part by higher personal income taxes. As a
result, private individuals will require a premium on debt instruments to be
compensated for higher tax obligations, violating the proposition that
capital structure is irrelevant (Graham, 2003). The second point argues
that in the period post 1945 leverage has increased on account of two key
factors, namely, the tax system and elevated inflation (Taggart, 1985).

Fama and French (1998) also challenge the irrelevancy of the capital
structure argument contending that there is a positive correlation between
the profitability of a firm and its level of leverage, and that the level of
profitability is the main determining factor for leverage. While this argument
positions capital structure arrangement as an outcome as opposed to an
originator, the premise made is that capital structure and debt levels in
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particular are relevant in determining a firm’s value. DeAnglo and Masulis
(1980) observed non-debt tax shields such as tax allowances on research
and development, capital investment, and tax holidays, as significant
contributors to capital structure, in effect arguing that the capital structure
does matter and contradicting the debt/equity irrelevancy theory of Miller
(1977).

Due to the fact that different national jurisdictions have different tax codes,
the impact of interest deductibility and other tax concessions in influencing
the tax shield and potentially the firm capital structure, is expected to differ
from one country to another. Corporate tax rates for the 2015 fiscal year
were South Africa (28%), Zimbabwe (25.75%) and Mozambique (32%),
and the sophistication and tax environment in each of these jurisdictions is
diverse. It is expected that South African based firms will have a greater
use of debt in their capital structure on account of more sophisticated and
deeper debt markets, while firms in Zimbabwe and Mozambique will have
lower leverage in part as a result of shallow and less developed debt
markets.

2.2.1.2 Agency benefits of debt

While the use of debt has the benefit of accruing tax benefits, this is not
the only advantage from greater leverage. In a significant number of large
modern companies there is a separation of the owners of the firm and the
management of the firm. Frequently differences occur between the owners
and the managers regarding the application of free cash flows that are
generated. Jensen and Meckling (1976) and Jensen (1986) suggest the
usage of debt as a measure to reduce agency conflicts between
shareholders and managers within a firm. Debt has the benefit of reducing
agency conflicts by prescribing that a certain and potentially significant
proportion of the free cash flows must be directed towards the repayment
of interest arising from debt obligations. This has the effect of reducing the
scope of discretion management may enjoy regarding free cash flows, and
as a result also reducing potential agency conflicts between the owners
and management of the firm. Without the restraining effect of debt the
management of a firm has greater scope to extract as much value and
wealth from the firm for themselves and to the detriment of shareholders.
In addition, managers may engage in commercial activities that may
destroy or compromise shareholder wealth such as overinvestment in
assets, investment in activities that do not yield a sufficient return or are
unprofitable, or simply be complacent with an idle balance sheet of capital
that is not deployed. The agency conflicts that arise due to the separation
of the ownership and management of the firm are exacerbated by the
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diffusion of ownership in larger companies. Diffuse ownership may result in
smaller shareholders being less willing to bear the cost and make the
investment to monitor the management team. This may have the overall
effect of reducing the oversight that owners conduct over management
(Gillan and Starts, 2003).

In summary debt works as a disciplinary tool on the activities of the
management team because debt providers can initiate bankruptcy
proceedings in the event of a default (Harris and Raviv, 1990). Debt may
also motivate managers to work harder and create an environment where
managers are compelled and motivated to make more rigorous investment
appraisals and decisions (Lasfer, 1995). The disciplinary benefits of debt
on management will be particularly beneficial in those firms that are highly
free cash flow generative and have very limited options in terms of where
excess cash can be further invested (Jensen, 1986). Conversely for firms
with very little free cash flow the potential benefits derived from debt in
reducing shareholder-manager agency conflicts will be very limited, and
may actually exacerbate agency conflicts between the shareholders and
the providers of debt capital. As debt increases and owner-management
agency costs are curtailed, agency costs between the owner and providers
of debt capital will rise. As a result, the optimal capital structure of the firm
will be arrived at by a consideration of the trade-off between the agency
costs pertaining to owners, management, and debt capital providers
(Jensen and Meckling, 1976).

2.2.2 The costs of debt

Miller and Modigliani (1963) hypothesised that a firm could maximise its
value by maximising its debt levels as described in section 2.2.1 above.
One of the key assumptions underpinning this hypothesis was the
existence of perfect capital markets. In reality, firms must contend with the
real possibility of bankruptcy and the agency costs that arise on taking on
debt. A company therefore needs to weigh these costs and arrive at a
conclusion as to optimal debt levels where the benefits that accrue from
taking on debt are balanced with the costs of bankruptcy and debt related
agency conflicts. This section considers the contribution of debt to the
costs of financial distress and agency conflicts.

2.2.2.1 The costs of bankruptcy

The potential costs of bankruptcy that arise from the utilisation of debt are
the real risk that if a firm fails to service its debt obligations, providers of
debt capital can initiate liquidation proceedings potentially resulting in the
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dissolution and discontinuance of the firm (Jensen and Meckling, 1976).
As a result stakeholders including management, owners, and debt capital
providers may suffer financial losses. Bankruptcy costs can be divided into
two broad categories, namely direct costs and indirect costs. Direct costs
of bankruptcy relate to the legal and administrative costs incurred in the
shutting down and liquidation of a bankrupt company.

Direct costs may be compounded by the fact that management may have
poor incentives to run efficiently a company that is in the process of
liquidation. In addition shareholders may be perversely incentivised to
undertake excessively risky projects in the hope of avoiding or reducing
bankruptcy costs, which may impact adversely on the potential losses
suffered by providers of debt (Cornelli and Felli, 1997). Vander Wijist and
Thurik (1993) define bankruptcy costs as the difference between a firm’s
operating value and its liquidation value. This would imply that firms facing
an elevated risk of bankruptcy would seek to mitigate this by having lower
debt levels. Conversely firms facing lower risks of bankruptcy would use
this advantageous situation to take on a greater degree of debt (Fischer et
al, 1989). This observation is corroborated by DeAnglo and Masulis
(1980), who argue that firms with marginally higher bankruptcy employ
less debt as a result. Smaller firms however face higher bankruptcy costs
than larger firms resulting in the larger firms taking on greater levels of
debt as it is cheaper (Warner, 1977).

The indirect costs of bankruptcy are twofold. In the first instance a firm in
financial distress signals a very negative message to the commercial
community. This may result in third parties being reluctant to engage in
business activities with the distressed company (Brealey and Myers,
2002). The ostracised company may lose customers, suffer employee
resignations, incur reputational harm and brand erosion, and lose credit
lines from important suppliers. A firm in financial distress and with large
existing debt obligations may trigger the ‘debt overhang’ problem (Myers,
1977). The debt overhang problem relates to the domino effect that may
be unleashed where a firm finds itself in financial distress, resulting in debt
capital providers seeking to mitigate any losses by enforcing priority
repayment of the debt at the expense of investment and operational
expenditure. While these actions may reduce the exposure of debt
providers, they result in a cost to shareholders as a result of the
investment opportunities that are forfeited as a result of prioritising capital
towards debt settlement Consequently firms with stable and consistent
earnings will enjoy lower bankruptcy costs, whilst firms with more volatile
earnings will suffer higher bankruptcy costs (Bradley et al, 1984).
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In the context of project and infrastructure finance ventures the costs of
bankruptcy would be expected to be extremely high. This is in part due to
the fact that the liquidation value derived from assets would be relatively
low as frequently assets are bespoke to a particular venture with very
limited alternative uses. The high bankruptcy costs may be ameliorated in
part by the consistency of earnings on established and operational
infrastructure projects such as toll roads and power plants with stable
usage patterns and binding power purchase agreements (Lasfer, 1995).

2.2.2.2 Agency costs of debt

As highlighted in 2.2.2.1 above the incurrence of debt results in a conflict
between shareholders and debt capital providers due to the incentive the
shareholder has to invest sub-optimally. Jensen and Meckling (1976)
observe how agency conflicts arise due to shareholders being incentivised
to extract benefits at the expense of debt capital providers. This perverse
incentive occurs because shareholders may overinvest in risky projects. In
the event that the riskier projects succeed the shareholders are likely to
enjoy a disproportionate portion of the profits that result. This scenario
results in potential overinvestment in risky projects driven by the
shareholders. In the event that the riskier projects fail, losses are shared
between shareholders and debt capital providers, with the latter sharing a
disproportionate portion of these losses. Because debt capital providers
expect such expropriation behaviour on the part of the shareholders, they
respond by demanding a premium on the debt capital provided in
compensation. This interaction between shareholders and debt capital
providers and its impact on debt pricing is known as the agency cost of
asset substitution, and will be more acute for firms in financial distress.
Where the debt capital providers capture a disproportionate share of
proceeds from a firm relative to shareholders, this results in a perverse
situation where shareholders are dis-incentivised from investing in new
projects even where these enjoy a positive net present value. This
scenario culminates in a potential underinvestment problem. The agency
conflict between shareholders and debt capital providers arises out of the
fact that shareholders enjoy limited liability in the firm. This means that
their equity capital investment exposure remains fixed even where debt
levels are increased. Shareholders therefore have the potential to enjoy
returns from riskier projects initiated that are funded by debt, while their
equity exposure remains unchanged. Conversely, debt capital providers
become liable to a higher risk of financial distress in the firm, and higher
debt exposure.
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The substitution problem and underinvestment problem are acute in highly
leveraged firms with a higher probability of financial distress and
bankruptcy. Myers (1977) argues that the underinvestment problem can be
monitored by paying attention to the firm’s debt capacity reserve,
particularly for high growth firms. In this regard high growth firms should
ideally finance investment projects using equity as this allows them the
flexibility and opportunity to undertake desirable positive net present value
projects in the future, without the constraint of excessive debt. Myers
(1977) also proposes the mitigation of the asset substitution problem
through the issuance of short-term debt as opposed to long-term debt.
Shorter-term debt has the effect of reducing the asset substitution
incentive for management and discouraging sub-optimal investment. Asset
substitution may also be curtailed by the issuance of debt secured by
underlying project assets. This will limit the firm’s application of the debt
funding to prescribed assets and ventures, reduce the agency costs of
asset substitution, and potentially negate the debt pricing premium applied
as a result of agency cost fears by debt capital providers. Companies with
large fixed asset stock and stable and predictable profits may implicitly be
able to raise debt capital at more competitive rates, as bankruptcy costs
are reduced by the possibility of liquidating the fixed assets at reasonably
attractive commercial terms. Equally, companies whose asset value
resides predominantly in intangible assets may incur higher costs on debt
funding as the value of intangible assets would be significantly eroded in
the event of a liquidation, and the monetary value that would be realised
would likely be severely discounted (Titman and Wessels, 1988). The
effect of this observation on firms with a high intangible asset stock would
be to shift them towards a preference for equity financing.

In summary the static trade off theory observes the various benefits and
costs that arise as a result of the use of debt. Initially, the uptake of debt
results in the benefits accruing to the firm exceeding the costs incurred on
account of higher leverage. At a certain optimal debt/equity mix the
benefits derived from debt are exhausted and thereafter any benefits that
accrue from an additional unit of debt are exceeded by higher marginal
costs of debt. Similarly, if a firm has leverage below the optimal debt equity
mix, it concedes marginal benefits of debt that would have accrued with
higher leverage. The extremely high costs of financial distress and
bankruptcy may in part explain why firms utilise less leverage than would
in theory be optimal in terms of the static trade off theory.

Myers (1977) proposes that deviation for the optimal capital structure may
be due to the high transaction costs associated with recalibrating the firm’s
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capital structure. Accordingly, firms may be resigned to leave sub-optimal
capital structures unchanged to avoid these transaction costs. Some
evidence suggests that firms may gradually move towards the optimal
capital structure. The following three sections look at the empirical
evidence of the static trade-off theory in both developed and developing
markets, and then specifically at the empirical evidence from Southern
Africa, to establish what factors contribute to the determination of an
optimal capital structure and how this evolves over time.

2.2.3 Empirical evidence on determinants of capital
structure based on the static trade off theory

2.2.3.1 Empirical evidence from developed markets

The existing research on the static trade-off model in developed markets
has yielded results that are relatively similar and consistent. This appears
to indicate that the variables and determinants of capital structure in
developing markets are largely the same.

In a study based on industrial companies in the USA Titman and Wessels
(1988) extended the work on capital structure in developed markets
measuring short-term, long-term and convertible debt. Their study
compared these debt levels to the collateral value of assets, non-debt tax
shields, growth, uniqueness of business, industry classification, firm size,
and volatility of earnings. The results of this study suggest firms with
unique/specialised products have low debt rates and smaller firms are
inclined to use more short- term debt than larger ones. Smaller firms may
exhibit lower debt levels and shorter dated debt durations due to the
transactions costs associated with longer term and higher debt levels. The
study found no evidence to support theories that predict debt rates are
related to firms expected growth, non-tax shields, volatility of profitability,
or collateral value of assets. The authors also confirmed that more
profitable firms have less debt, and conclude that transaction costs are an
important determinant of capital structure particularly for smaller firms.

Rajan and Zingales (1985) conduct a comparative study of the Titman and
Wessels (1998) paper focusing on G-7 countries. The former authors
enquire as to whether the capital structure in other developed countries is
driven by the same factors influencing capital structure in the USA. The
study analysed the relationship between leverage and tangible assets,
market to book ratio, firm size and profitability. It found that firms with more
collateralised assets were not highly levered. In addition, profitability and
market to book ratio were negatively correlated to leverage, and the size of
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the firm did not appear to have an effect on leverage. Rajan and Zingales
(1985) conclude that in the G-7 countries the determinants of capital
structure are similar to those determinants in the USA.

The work of Rajan and Zingales (1985) was extended by Bevan and
Danbolt (2002) who tested the capital structure determinants in non-
financial UK companies. Bevan and Danbolt (2002) focus on four
measures of leverage namely, non-equity liabilities to total assets, total
debt to total assets, total debt to capital, and adjusted debt to adjusted
capital. The four measures are regressed on market to book value, firm
size, profitability, and tangibility of assets. The study found that the
determinants of gearing differed significantly depending on which debt
measures were used. The authors also highlight that the definitions
applied to the debt measures may influence the results of the determinants
of leverage. This observation is further highlighted in a later study by the
same authors that submits that the methodology used to analyse sample
data can significantly influence findings on leverage and its determinants.
This is particularly the case where different studies are inconsistent in
sample data compilation regarding controls for firm and time-specific
heterogeneity (Bevan and Danbolt, 2004). Using the same measures of
market to book value, firm size, profitability, and tangibility of assets the
later study finds larger firms have higher leverage and mobilise both long
and short term debt more than smaller firms. Furthermore, leverage is
positively correlated to the tangibility of assets, while profitability is
negatively correlated to leverage, and profitable firms have a greater
propensity towards short-term debt than less profitable firms.

A different study of the determinants of capital structure the UK found that
the explanatory variables of earnings volatility, tangibility of assets, firm
size, profitability, non-debt-tax shield, uniqueness and industry
classification account for the level of leverage. The study found that growth
as a determinant in the UK found limited support in contributing to higher
leverage implying limited debt to fund growth in the UK (Banerjee et al,
2000).

The current studies on determinants of capital structure in the developed
world suggest leverage can be explained by profitability, asset structure,
firm size, non-debt tax shields, growth opportunities, and earnings
volatility. Despite some variations, there appears to be a general
consistency across the studies regarding the drivers and determinants of
capital structure. This may in part be due to similar institutional
arrangements in the legal frameworks, sophistication of capital markets
(and related financial and institutional infrastructure), and level of socio-
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economic and political development. The following section assesses a
number of the empirical studies in developing markets where the
contextual environment differs markedly from developed countries.

2.2.3.2 Empirical evidence from developing markets

The capital structure dynamics in developing countries are investigated in
a study on a sample of large listed companies developing countries by
Kunt and Maksimovic (1994). The study covers 10 countries namely,
Brazil, India, Jordan, South Korea, Malaysia, Mexico, Pakistan, Thailand,
Turkey and Zimbabwe. The authors find that despite large disparities in the
depth and sophistication of capital markets between the developing
countries selected and the United States, the variables that determine the
degree of leverage are the same. In the developing countries, leverage
appeared to be more forcefully influenced by agency theory than tax based
theory. The industry, nature of firm assets, and firm liquidity offered better
explanations of both short and long term debt levels than the tax
implications of debt, the size of the company and the company’s growth
rate. High net fixed asset firms were observed as having lower levels of
leverage implying that other more influential factors drove decisions
related to gearing, and that debt capital markets in developing countries
function differently from those in developed markets.

Booth et al (2001) conduct a similar study to Kunt and Maksimovic (1994)
and consider whether the theories relating to capital structure in developed
countries are applicable in developing countries. The study includes a
sample of companies from Brazil, India, Jordan, South Korea, Malaysia,
Mexico, Pakistan, Thailand, Turkey and Zimbabwe. The authors analyse
the total debt ratio, long-term book debt ratio, and long-term market debt
ratio relative to the average tax rate, assets tangibility, business risk, size,
profitability, and market to book ratio as explanatory variables. The
findings of the study showed that the profitability of the firm was negatively
correlated to the debt levels. Firms with more tangible assets also had
higher long term debt ratios and lower total debt ratios. The conclusions of
Booth et al (2001) were that the debt ratio in developing countries was
influenced by the same variables as those in developed countries. In
addition, developing country firms have significantly lower long-term debt
ratios. Finally, the longer-term debt levels in developing countries are
probably attributable to significantly higher agency costs in these markets.

In a study focused on countries in Central and Eastern Europe, Delcoure
(2007) finds a positive correlation between firm leverage ratios, asset
tangibility, tax rates and tax shields. It also identifies negative leverage
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between leverage and profitability in the selected countries (Czech
Republic, Poland, Russia, and Slovakia). The results of the study also
reveal baffling findings regarding leverage ratios, firm size and earnings
volatility between on account of different legal, economic, social and
business contexts. The conclusion of the study is that the mainstream
capital structure theories of static trade-off theory, pecking order theory
and agency theory do not fully explain the capital structure in the sampled
countries.

Huang and Song (2005) conduct a study in which they enquire as to the
determinants of capital structure in China. Their findings reveal that the
long- term debt ratio, the total debt ratio, and total liability ratio decrease
with higher profitability, managerial ownership, and non-debt tax shields.
Conversely leverage increases with the size of the firm and the tangibility
of the firm’s assets. The authors also observe that the tax rate positively
impacts on the total debt ratio and long-term debt ratio, whilst finding high
growth firms to exhibit lower leverage. These findings confirm an earlier
study in China by Chen (2004) that argues for a “new pecking order”
theory on account of the characteristically different institutional
environment in China.

Bhaduri (2002) identifies key determinants of capital structure in India.
Larger firms have a greater propensity towards long-term debt whilst
smaller firms are more inclined towards shorter-term debt. For both large
and small forms, capital structure is strongly influenced by the tangibility of
assets, growth, the firm’s size, uniqueness, and cash flows. High cash flow
firms exhibiting market uniqueness displayed lower leverage, while firms
with a rapidly growing asset base exhibited higher leverage.

In summary, the studies in developing countries appear to show that the
determinants of capital structure in developing markets are similar to those
in developed markets. The socio-economic, legal, political, and business
context however has a strong influence in how these determinants
manifest in the capital structure. Agency theory variables appear to play a
greater influence in shaping the capital structure in developing countries.

The following section assesses empirical studies performed in Sub-
Saharan Africa specifically. Sub-Saharan Africa is characterised by nation
states that frequently have economies in transition and characterised by
high degrees of uncertainty and complexity, inequality, and rudimentary,
narrow and shallow capital markets.

23



2.2.3.3 Empirical evidence from Sub-Saharan Africa

In their study of listed firms from the stock exchanges of South Africa,
Zimbabwe, Nigeria, Kenya and Ghana, Gwatidzo and Ojah (2009)
investigate corporate capital structure in  Sub-Saharan Africa
demonstrating how firm characteristics and cross-country institutional
differences influence capital structure. The study finds firms in African
countries to be as leveraged as other emerging markets such as Mexico,
Thailand, Brazil, South Korea, Malaysia and Turkey. African firms were
inclined to place reliance on internally generated finance, and where
external finance is used it is inclined towards shorter term funding. This
may indicate support for the pecking order theory (see section 2.3 below)
in African markets and the use of short-term finance may be strongly
influenced by higher agency costs. A positive correlation is noted between
the firm’s profitability, size, asset tangibility and age (maturity), and its
leverage. The authors submit that firm specific factors may also act as
private market remedies for inadequate institutional infrastructure in the
countries analysed, with South Africa a possible exception. As a result, the
capital structure of firms in Africa is strongly influenced by reputation,
collateral, and the availability of in internally generated profits. The
influence of a number of country factor determinants on leverage were
also observed by the authors. Kenyan and Nigerian firms have lower debt
levels in comparison to South African firms possibly due to less developed
debt markets. The results for Ghana were inconclusive while Zimbabwe
was excluded from this comparison due to insufficient data. A negative
correlation was observed between profitability and both short term and
long-term debt perhaps indicating African firm’s preference for preferring
internally generated capital. Asset tangibility was positively related to total
and long term debt but negatively related to short-term debt. Overall
Gwatidzo and Ojah (2009) conclude that Nigeria, Ghana, Kenya, and
Zimbabwe firms have lower leverage on account of inadequate institutional
infrastructure in debt markets. As such improvement in the institutional
infrastructures in Africa has the potential to enhance the capital structure
decisions of firms.

Adesola (2009) investigates the determinants of capital structure in 27
Nigerian listed companies over a period spanning 1996 to 2006. The
findings of the research are inconclusive with both the static order theory
and pecking order theory appearing to play a significant role in corporate
financing choice. The pecking order theory seems to exert marginally more
influence. Net asset tangibility does not determine leverage in this study,
which is inconsistent with Gwatidzo and Ojah (2009), Booth et al (2001),
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and Delcoure (2007). Adesola (2009) confirms the strong and significant
influence of agency theory in capital structure consistent with the
observations of Chen (2004) and Booth et al (2001).

In a recent study De Wet and Gossel (2016) explore the factors influencing
capital structure in South African firms by way of a survey of 33 chief
financial officers of Johannesburg Stock and Securities Exchange listed
firms. They conclude that the pecking order and static trade off theories
are both equally regarded. Smaller companies are inclined towards the
pecking order theory while larger firms appear more likely to follow the
static trade off theory. South Africa is more inclined towards the static
trade off theory than other developing markets perhaps due to enjoying
deeper and more sophisticated capital markets, and banking and financial
system. Importantly the study was able to rank the most important factors
influencing debt decisions into three categories. The first category of the
three most significant factors was made up of the level of forecasted cash
flows from investment projects that the debt would be used to fund, the
volatility of earnings and cash flow, and financial flexibility. The second
category included the tax advantage of interest deductibility, the potential
costs of bankruptcy, and the firm’s credit rating. The final category
included factors that were not considered important by firms such as
supplier concern that the firm would go out of business, and using debt to
ensure management worked hard and remained disciplined. Smaller firms
also limited their debt relative to larger peers to enable profits to be
captured by shareholders as opposed to transfers to debt providers. The
observations in the final category imply the disproval of agency theory but
this may not be the case as survey participants my be reluctant to use debt
despite its disciplinary effect on management and they may be an aversion
to candidly admit to the use of debt to control managers. In conclusion the
De Wet and Gossel (2016) study observed that a large number of chief
financial officers indicated a target ratio that is flexible, which can support
both the static trade off and pecking order theories.

In summary the empirical studies on the static trade off theory and capital
structure in countries in Sub-Saharan Africa explained above, highlight the
three key determinants of capital structure that differ with the developed
world, and even other developing countries. The first is institutional and
infrastructure deficiencies in the form the banking and financial system,
capital markets, and legal systems. Secondly is the shallowness and lack
of sophistication in capital markets. Thirdly are the higher agency costs
that arise in part as a result of the first two points. As a result of these
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three significant contextual differences African capital structure decisions
are comparatively more reliant on firm specific attributes.

2.3 Pecking Order Theory

Modigliani and Miller (1963) argue that in a perfect market investors
receive perfect information regarding all issues affecting capital issuances.
In reality however this assumption is fallacious. This is because the
managers of the firm will have more and better information regarding its
activities and prospects than external investors. As a result of this
differential information asymmetry begins to play an important role in the
capital structure formulation as capital is raised from external equity and
debt providers, as well as being generated internally in the firm by way of
retained earnings. Myers and Maijluf (1984) argue that there is in inherent
mispricing in new shares issued by the firm on account of information
asymmetry. Investors are likely to be prepared to pay less for fresh equity
issues because management will be unable to credibly communicate the
full upside prospects of the firm in a manner that is fully captured into the
price of the share issue. Consequently, investors will demand a premium
to invest or the firm will only be able to successfully raise capital if it
furnishes a discount to the equity price. Due to information asymmetry
outsiders will have difficulty in differentiating between good and bad
investments, and will interpret a firm’s decision to issue fresh equity
negatively and price the shares accordingly. The effect of the anticipated
behaviour of potential investors above may result in a firm not issuing
equity even where the cost of this capital is exceeded by the return it has
the potential to generate culminating in an underinvestment problem. In
order to circumvent this dilution of ownership and value that arises fur to
information asymmetry, a firm will opt to raise debt as opposed to issue
equity.

Consistent with the argument Myers (2001) contends that a firm will only
issue equity where the costs of debt are excessively burdensome. Such a
scenario may arise where the firm is already highly leveraged and
incurring greater debt would result in a significant increase in potential
financial distress and bankruptcy costs. The author demonstrates how
fairly priced debt is preferred to equity issuances by firms, concluding that
debt is the preferred and default leading option of capital sourcing. Firms
are as a result expected to issue equities when the share price is higher as
this reduces the asymmetry costs, and are more inclined towards debt if
the share price is subdued as this scenario magnifies asymmetry costs.
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The Myers (1984) and Myers and Maljuf (1984) rationale for the pecking
order proceeds as follows. A firm obtains capital from three sources,
namely, internally generated profits, debt, and fresh equity issues.
Companies are compelled to prioritise their sources of funding, and in so
doing there is a preference for internally generated profits, then debt, and
finally equity. In order to conform to this ideal the firm needs to ensure that
the size of the dividend declaration is aligned to its forecast investment
initiatives. This exercise is made more difficult on account of the fact that
the distribution of dividends as a proportion of after tax profits may be
sticky and relatively inflexible. As a result of sticky dividends and
fluctuating profitability, internally generated profits may exceed investment
requirements, or be insufficient. Where internally generated profits are
insufficient the firm will resort to debt funding followed by equity issuance,
in that order of preference. In pecking order theory no optimal capital
structure exists and the firm’s capital structure reflects the firm’s reliance
on debt levels compared with equity (internally generated and externally
raised). The capital structure at a point in time is therefore an aggregation
of historical decisions on the firm’s funding arrangements (Myers 1984). A
firm will not have a target capital structure but will follow a pecking order of
incremental financing choices in the order of internally generated profits,
debt, and finally equity.

A study by Fazzari et al. (1988) submitted that it is not only information
costs but also transaction costs and agency costs that induce the
preference for capital sources sequenced in the pecking order theory. The
following section will consider transaction and agency costs in the
construction of the pecking order theory.

2.3.1 Transaction costs

The first proponent of the pecking order theory ascribed the preference
hierarchy for capital to transaction costs (Donaldson, 1961). Transaction
costs are generally incurred in two components being, the expenses of the
agent enabling an issue, and related administration expenses (accounting,
tax, legal etc. (Oliner and Rudebusch, 1992). Transaction costs may also
be higher for smaller capital raisings and implicitly smaller firms, due to the
erosion of economies of scale. This implies that smaller firms will be more
inclined to follow the pecking order theory.

2.3.2 Agency costs

Agency costs are incurred in the pecking order theory on account of the
separation of the management and ownership of the firm (Jensen and
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Meckling, 1976). These costs manifest themselves in the form of
monitoring costs by shareholders, bonding costs by the manager to give
assurance that he will not act in a manner that compromises the
shareholder’s interests, and residual costs that capture how the cost to the
shareholder if the manager had acted as a shareholder would have. The
effect of agency costs is to increase the cost of funding from external
sources and result in internally generated funding becoming the cheapest
funding source, or comparatively more competitive. The impact of these
agency costs will be to exacerbate the asset substitution problem and
underinvestment problem introduced in the static trade-off model. In
addition, firms with comparatively higher agency costs, will be more
inclined towards sourcing capital from internally generated profits.

2.3.3 Criticisms of the pecking order theory

The pecking order theory has been criticised as being too narrow and
prescriptive to capture the capital structure decisions of firms. Adede;ji
(1998) argues that the pecking order theory fails to consider other
significant factors and influences on a firm’s funding choices including
interest rates, the availability of external funding sources, and government
intervention in capital markets. This critique is supported by Cull and Xu
(2005) who posit that large investments are lumpy and occur intermittently.
Internally generated capital for such investments may therefore be
insufficient and compel a blend of internal funding and external funding to
execute a project. These criticisms appear particularly relevant in 2016
where interest rates in a number of developed countries are at decade
lows (and in some cases actually negative), on account of monetary policy
and public policy interventions. This situation may actually render debt
funding cheaper than internally generated profits.

Myers and Majulf (1984) and Myers (1984) argue that internally generated
profits enjoy a preference as a source of funding because they reduce
agency costs and the adverse selection problem is challenged by Adedeji
(1998), Baskin (1989), and Allen (1993). The latter argue that the
preference for internally generated profits is more attributable to a desire to
maintain the existing control structure by avoiding equity issues, and to
circumvent the conditions and capital market discipline inherent in debt
funding. This observation is supported by others including Jensen and
Meckling (1976) and Fazzari et al (1988).

Fama and French (2005) argue that the shareholding and control
structures motivations posited by Adedeji (1998), Baskin (1989), and Allen
(1993) in critiquing the pecking order theory may in fact be moot. This is
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because these concerns can be ameliorated, by issuing new equity capital
via methods that substantially maintain the existing shareholding such as
rights issues. Issuing shares to management may also reduce the costs of
information asymmetry, as management is likely to have better information
of the firm compared to external investors. Graham et al (2004) further
argue that where managers own shares in the firm, the interests of the
shareholders and the managers will be better aligned and likely reduce
agency costs. These factors contribute significantly to the reduced need to
raise debt capital by firms, and also act as a useful method in mitigating
agency conflict (Jensen and Meckling 1976).

2.3.4 Empirical evidence on the pecking order theory

There are a number of studies that have sought to establish the veracity of
the pecking order theory. The models applied in this regard can be broadly
categorised into two groups. The first group study the applicability of the
pecking order theory by investigating the degree to which internal funds
are a determinant of changes in the debt level and includes Shyman-
Sunders and Myers (1999), and Frank and Goyal (2003). The second
group examines the veracity of the pecking order theory in terms of its
ability to predict explanatory variables including tangibility, profitability,
size, and growth, and includes Tong and Green (2005), Allen (1993),
Baskin (1989), and Adedeji (1998). These studies argue that a negative
correlation between profitability and leverage support the pecking order
theory and are consistent with most studies performed over the past half-
century in the regard (Baskin 1989).

Countering the above studies and conclusions are contributors including
Hovakiman et al. (2004) who argue that the negative correlation between
profitability and leverage is not due to the level of profitability. These
protagonists argue that profitability may initially cause leverage to diverge
from its targeted level. This divergence may persist because firms have no
incentive to revert back to the targeted capital structure, in part due to the
transaction costs that may arise. This section presents the views of both
groups beginning with the group that tests the veracity of the pecking order
in terms of its ability to predict explanatory variables including tangibility,
profitability, size, and growth.

In a study using data from public companies in the USA Taggart (1985)
enquires as to the determination of capital structure in these firms. The
enquiry reveals that capital structure and debt levels are strongly related to
capital investment, and debt is implicitly incurred where internally
generated funds are insufficient. The study concludes by asserting that
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transaction costs induce an order of preference firstly for internally
generated funds, followed by debt funding where retained earnings are
exhausted or insufficient, and finally equity issues. Taggart (1985) explains
this preference on the basis of the attempt to mitigate transaction costs
that are highest where funds are raised from external sources on account
of asymmetric information. This study supports the pecking order theory.
Support for the pecking order theory is given by Baskin (1989) win another
study of USA firms that revealed despite the incremental risks and
potential costs of financial distress and bankruptcy that accrue with
leverage, debt remains a more elastic and accessible source of capital
than equity. This preference for debt over equity can be ascribed to
transaction costs, control considerations, and the costs of asymmetric
information, supporting the pecking order theory.

Using data from the Australian market, Allen (1993) replicated the Baskin
(1989) study and concluded that there was a significant and negatively
correlated relationship between profitability and leverage. Allen ascribes
this occurrence to firms seeking to preserve the flexibility to deploy
external funding by in the first instance not resorting to debt. Firms use
equity issuances only as a third preference after retained earnings and
debt on account of higher transaction costs due to asymmetric information.
As a result, the degree of leverage will largely be determined by the gap
between retained earnings and capital required to fund identified
investment opportunities. These findings are consistent with and support
the conclusions of Baskin (1989).

Adedji (1998) builds on the earlier studies of Allen (1993) and Baskin
(1989) applying the analysis to the UK market, and considering the
possible interaction between investment, leverage, and the dividend pay-
out ratio. The study concludes that the dividend pay-out ratio is negatively
correlated to investment levels whilst being positively correlated with
leverage. In addition, no significant relationship is found between leverage
and investment. This supports the findings of Allen (1993) and Baskin
(1989) in the USA and Australia respectively that debt funding is a
secondary choice to internal funding, and is resorted to when retained
earnings are fully utilised.

In a similar study to the above using a sample of 42 Chinese firms Tong
and Green (2005) observe a negative correlation between profitability and
leverage, whilst acknowledging a positive relationship between leverage
and dividend pay-out ratios. These findings support the pecking order
theory, and despite the small sample size, support the applicability of the
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theory in the Chinese market. This concludes the second group of
academic contributors to the pecking order theory.

This section reviews the second group of contributors to the pecking order
theory beginning with Frank and Goyal (2003). The authors argue that the
studies of Shyam-Sunders and Myers (1999) are biased due to the fact
that the sample is disproportionately represented by larger firms. In this
respect the Goyal study posits that the pecking order theory is less
applicable and resonant to explain the capital structure decisions of
smaller firms, and that universal application of results obtained
predominantly from large firms inflate the theory’s applicability. This
criticism of the Shyam-Sunders and Myers (1999) study is affirmed by
Adjedeji (2002) who warns of a potential bias in support of the pecking
order hypothesis. These criticisms are dismissed by Sunders and Myers
(1999) in the original study, on the basis that any bias in this regard would
be insignificant to the results outcome.

Other critics of Shyam-Sunders and Myers (1999) argue that the pecking
order theory either ignores or places insufficient emphasis on a number of
other key determinants of capital structure. These include that the leverage
in a firm may be distorted by other considerations e.g. in project and
infrastructure finance sponsors/shareholders may impose high leverage on
a very profitable project to curtail management discretion. As a result, the
negative correlation between profitability and leverage in the Sunders and
Myers (1999) argument will be rendered redundant. Equally, leverage may
also be constrained by the non-availability of debt funding, and a
consideration of potential bankruptcy and financial distress costs. In 2016,
decade low interest rates may result in debt being cheaper than retained
profits as mentioned earlier. Finally, companies may take advantage of
elevated equity prices to issue shares in accordance with the market
timing theory, altering their capital structure opportunistically. The major
criticism of the Sunders and Myers (1999) model is that it does not capture
these important determinants.

Using data from the UK market and Spanish markets (Benito 2003)
examined the inclination of firms to issue debt and equity relative to its
financial characteristics such as cash flow and investment. The author
finds that firms with higher cash flows have lower leverage, and those with
higher investment levels have higher leverage. In addition, profitability was
found to be positively correlated with leverage and the results supported
the underlying hypothesis in the pecking order theory as a superior
explanatory model than the static trade-off theory.
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Mayer and Sussman (2004) use data from a combination of large and
small firms in the USA and find evidence consistent with both the pecking
order theory and the static trade-off theory. The study revealed that small
firms were more inclined to use new equity, while large firms had a
preference for debt when making significant new investments. New equity
issues are generally associated with loss making firms but where firms
suffered losses and already had high leverage, potential bankruptcy and
financial distress costs inclined them towards equity. In line with Myers
(2001) who argued firms revert to equity where costs of debt are high,
Mayer and Sussman (2004) conclude that in the long run firms revert to
pearlier levels of leverage. The conclusion of this study is that both the
pecking order and static trade-off theories are valid. Used concurrently the
pecking order theory helps to explain short to medium term capital
structure arrangements, while the static trade-off theory explains long-term
capital structure equilibrium.

In a survey conducted by Beattie et al. (2006) based on financial
executives of listed commercial and industrial companies in the UK, the
pecking order theory is supported. The financial executives express a
preference for funding from internally generated profits, followed by debt,
and finally fresh equity issuances. This preference is informed to a
significant degree by the transaction costs associated with raising debt and
fresh equity, and what new equity issuances would signal to the market.
The study also showed how dividend payout ratios and investment
opportunities determined the amount of debt funding required.

More recent studies include Flannery and Rangan (2006), Huang and
Ritter (2007), and Atiyet (2012). The authors build on the models of Frank
and Goyal (2003) and Shyam- Sunder and Myers (1999) covering multiple
jurisdictions including the USA and France. The findings are consistent
with those of Frank and Goyal (2003), and in addition observe firm’s
opportunistically issue equity when share prices are over valued. This
latter observation supports the findings of Myers and Maijluf (1984). In Sub-
Saharan Africa Gwatidzo and Ojah (2009) observe a preference for the
pecking order theory versus the static trade off theory in analysing the
capital structure of listed firms in Ghana, Nigeria, Kenya and Zimbabwe.
The conclusiveness of this study is to some degree challenged by later
studies wherein Adesola (2009) analyses the capital structure of 27 listed
Nigerian firms and concludes that both the pecking order theory and static
trade-off theory are equally applicable. In a survey of 33 chief financial
officers of listed companies on the Johannesburg Stock Exchange, De Wet
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and Gossel (2016) also find both the pecking order theory and static trade-
off theory are equally applicable, confirming the Adesola (2009) results.

2.4 Financial contracting factors

In Modigliani and Miller's (1958) proposition capital supply is perfectly
elastic due to the existence of efficient capital markets. A number of
American studies challenge this assumption arguing that the supply of
capital significantly influences capital structure. Faulkender and Petersen
(2006) use investment grade credit ratings as a proxy reflecting access to
capital markets between 1986 and 2000. The authors find that firms with a
credit rating have significantly higher debt ratios than those without. This
study suggests firms with a credit rating enjoy a more favourable supply of
capital. While the existence of the credit rating may reflect unobservable
differences in demand between firms, Faulkender and Petersen (2006)
neutralise these effects through applying instrumental variables and
employing proxies for firm visibility and uniqueness, as substitutes for
having a credit rating. Other studies have supported the significance of
capital supply on capital structure including Sufi (2009) where credit
ratings on syndicated loans were observed to attract riskier borrowers and
increase leverage in 1995. Similarly Tang (2009) observes that firms that
received an improved credit rating due to Moody’s refinement of their
credit rating methodology in 1982, added more long term debt and had
higher leverage than firms whose credit rating deteriorated.

Leary (2009) observes how the introduction of negotiable certificates of
deposit in the 1960s and interest rate ceilings in 1966 had the effect of
reducing capital supply, and had different leverage effects on smaller firms
relative to larger firms. In the convertible bond markets, Choi et al. (2010)
demonstrate how supply shocks were experienced in the issuance of
convertible bonds as a direct result of the short sale ban on convertible
bonds during the 2008 international financial crisis. Rice and Strachan
(2010) find that decreased bank competition may have the effect of
restricting debt supply to firms even though the loan quantities remain
relatively unchanged, impacting on the underlying firms leverage. Finally,
Lemon and Roberts (2010) observe that both debt issuance and
investment in sub-investment grade bonds are affected by the supply of
sub-investment grade bonds. However because the sub-investment grade
rated firms are unable to substitute debt for equity, leverage levels remain
largely unchanged. These studies demonstrate how capital supply may
have a different impact on leverage depending on the type of market
involved. Another issue observed to potentially influence leverage is
financial contracting factors. Financial contracting theory may be useful in
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widening our understanding of capital structure beyond the mainstream
theories. Specifically, the friction that arises between owners/managers
and debt capital providers can generally affect the types of financing
contracts such as covenants, maturity terms, leasing arrangements, and
the potential for negotiations. Financial contracting theory posits where
features in debt contracts mitigate agency conflicts, leverage may play a
more limited role in reducing agency and information problems. Nini et al.
(2009) argue that covenants may be more effective in addressing agency
conflicts than increased leverage. This supports Smith and Warner’'s
(1979) observation that dividend and financing policy restrictions are
significant in controlling bondholder/stakeholder conflicts, and therefore
strongly influence firm leverage. Rampini and Viswanathan (2010) add to
these observations by proposing that the debt capacity of a firm may be
influenced not only by collateralizable assets, but also incentive conflicts.
This helps to explain the lower leverage exhibited by some firms due to
extensive use of off balance sheet financing in the form of leases. Chava
and Roberts (2008) also highlight how covenants may be used to limit
managerial discretion, also impacting on firm leverage. In a survey of
private and public firms spanning the financial crisis period of 2007 —
2009, Campello et al. (2011) find that of the firms that breached
covenants, 9% had their credit facilities cancelled, whilst others had
unfavourable changes to their terms. The adverse changes included
higher fees, collateral requirements, and borrowing limits. In summary,
financial contracting factors may demonstrably impact on the leverage of
firms in a manner that the mainstream models may not capture.

2.5 Capital structure summary

This above section of the literature reviewed the two main contending
theories of capital structure, namely the pecking order theory and the
static trade-off theory, and concluded with a consideration of financial
contracting factors. The literature review compared the explanatory power
of each theory and its applicability in developed and developing markets.
The explanatory variables that informed the capital structure
considerations in both theories included profitability, asset tangibility, the
firm’s size, non-debt tax shields, growth opportunities, and earnings
volatility. The implications of the two capital structure theories and
explanatory variable on leverage are captured in Table 2.1 below:
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Table 2.1: Theoretical implications on leverage of the explanatory variables

Pecking Order

Variables Trade-Off Theory Th
eory

Profitability A leverage \7 leverage
Tangibility A leverage A leverage
Size A leverage 7 leverage
Non-Debt tax V leverage n/a
shields

S;;g\grttz nity V leverage A leverage
Volatility 7 leverage 7 leverage

2.6 Agency Theory

The origins of agency theory can be traced back to the 1960s and 1970s
wherein economists explored risk sharing among individuals or groups
(Arrow, 1971; Wilson, 1968). These studies framed the risk sharing
challenge as one where co-operating parties have a different appetite and
attitude towards risk. Initially the focus of agency theory was on the
relationship between shareholders and owners. Subsequently, the
application of this theory has been broadened to other fields in
organisational theory and strategic management where co-operating
parties have different goals and there is a division of labour (Eisenhardt,
1985; Jensen and Meckling, 1976; Ross,1973). The crux of agency theory
is to explore agency relationships where one party (the principal)
delegates work to another party (the agent) and the interests of principles
and agents diverge. In addition, a broader application of agency theory
explores how stakeholders of an organisation seek to ensure that their
interests are recognised and satisfied. The theory attempts to describe
these relationships, and offer a hypothesis on the motivations of each
participant and how they are likely to behave.

Agency theory tries to address two key problems that occur in agency
relationships. The first problem arises where the objectives of the principal
and agent conflict, and it is costly or difficult for the principal to verify what
the agent is actually doing in part due to information asymmetry. The
second problem arises due to the principal and the agent having differing
appetite for risk (Eisenhardt, 1989). Because the relationship between the
principal and the agent is captured in a contractual arrangement, this
becomes the unit of analysis in agency theory. The focus of the theory is
therefore on the most efficient and effective contracts governing the
principal-agent relationship, given assumptions about the people or
organisations that are the contracting parties (Eisenhardt, 1989). Despite
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the existence of contracts, problems arise in agency relationships due to
the difficulty of perfectly contracting for every possible action of an agent
whose decisions affect both his own welfare and the welfare of the
principal (Brennan, 1995). This results in the problem of how to induce the
agent to act in the best interests of the principal. In the
shareholder/manager context, agency costs can be seen as the value lost
by shareholders due to a divergence of interests with the managers of the
firm, summarily stated as monitoring costs, bonding costs, and residual
loss (Jensen and Meckling, 1976).

In order to be able to influence the agent’s behaviour the principal incurs
monitoring costs or expenditures to measure, observe and control and
agent’s behaviour. This is necessitated by information asymmetry between
managers and owners, with managers having more and superior
information on the firm. Examples of monitoring costs include audits, due
diligence exercises, and mandatory reporting prescriptions. While these
costs are initially paid by the principal, Fama and Jensen (1983) argue that
they will ultimately be borne by the agent, as their compensation will be
adjusted to cover these costs. Bonding costs may also be incurred when
structures are set up by management to induce/enable them to act in the
principal’s interest, or compensate the principal accordingly if they fail to
do so. Management is motivated to set up bonding cost structures due to
the fact that it ultimately bears the costs of monitoring. Bonding costs may
involve both financial and non-financial costs, the latter including additional
information and disclosure that management may also utilise in the
activities of the firm. Management are likely to cease incurring bonding
costs when marginal reduction in monitoring costs equals the marginal
increase in bonding costs (Hill and Jones, 1992). Despite monitoring and
bonding mechanisms, the interests of managers and owners are still
unlikely to be perfectly aligned, resulting in agency losses from conflicts of
interest. These losses are called residual losses. Residual losses occur
because the costs of fully enforcing principal-agent contracts through
monitoring and bonding far outweigh the benefits enjoyed from doing so.
This culminates in a level of residual loss that represents a trade-off
between overly constraining management and enforcing contractual
mechanisms designed to reduce agency problems (Donaldson and
Preston, 1995).

Agency costs in the owner/manager relationship can be attributed to four
main categories, namely moral hazard, earnings retention conflicts, time
horizon conflicts, and managerial risk aversion. Moral hazard agency
conflicts occur where managers seek to maximise compensation and
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benefits from the firm, but this occurs at the expense of shareholders
(Jensen and Meckling, 1976). Moral hazard problems are likely to be more
acute in larger companies because the complexity of the nexus of
contracts increases exponentially with the size of the firm, making larger
firms more difficult to monitor and increasing related costs (Jensen, 1993).
Earnings retention conflicts may also occur where managers seek to apply
retained earnings to grandiose managerial visions as opposed to
distributing dividends to shareholders (Brennan, 1995). The third category
of agency costs may occur as a result of time horizon agency conflicts.
These occur because shareholders are likely to be attentive to the cash
flows of the firm indefinitely into the future. Alternatively, management is
likely to have a shorter-term horizon aligned to their term of employment
and related compensation. This may also lead to manipulation of the
financial results to reflect a picture more favourable to enhancing
management compensation (Weisbach, 1998). Finally, managerial risk
aversion may result in agency conflicts due to managers being less
inclined to take risks, as the firm is their most important source of income.
Shareholders on the other hand are able to diversify their holdings, and
may have a higher risk appetite. Brennan (1995) submits that risk averse
managers will prefer equity financing to reduce the risks of bankruptcy
associated with incremental debt.

Agency theory has emerged as an important paradigm in the financial
economics literature (Jensen and Meckling 1986; Ross 1973). It is
applicable in a number of fields and variety of settings from macro-level
issues such as laws and regulatory policies, and micro-level issues such
as subcontracting arrangements. Predominantly agency theory has been
employed in organisational phenomena including compensation,
acquisition and diversification strategies, board relationships, ownership
and financing structures, vertical integration and innovation (Eisenhardt,
1989). The section below explores the main branches of agency theory
and the academic literature and empirical results. It then introduces a sub-
category of agency theory referred to as stakeholder agency theory that is
particularly useful as a lens through which to explore contractual
arrangements in co-operative schemes.

2.6.1 Positivist and Principal-agent agency theory

Agency theory has from its formation developed into two major lines,
namely positivist and principal-agent agency theory (Jensen, 1983). Both
lines have the same underlying assumptions and focus on the contract as
common unit of analysis between principal and agent. Positivist agency
theory is primarily concerned with scenarios where the principal and agent
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have conflicting goals, and the mechanisms put in place to curb the
agent’s self-serving behaviour. A typical approach is to identify a scenario
where stockholder and management interests diverge, and address this by
way of information systems (monitoring) or outcomes based incentives. It
is generally less mathematical and more qualitative than principal-agent
agency theory, and the primary area of focus of positivist researchers has
been on the owner/manager dynamic in large listed corporations (Berle
and Means, 1932). Arguably the three most influential articles by positivists
include Jensen and Meckling’s (1976) exploration of the ownership
structure of the firm, and how the alignment of owners and managers may
be better aligned where managers have equity stakes in the firm. Fama
(1980) explored how capital and labour markets can be used as a
signalling and information system to control self-serving management.
Fama and Jensen (1983) examined the role of the board of directors in
collating and disseminating information for all shareholders, and in so
doing conducting effective monitoring and moderating managerial
discretion. The key contribution of the positivist agency approach has been
to advance and propose governance principles that address the agency
problem (Eisenhardt, 1989).

Principal-agent research is the second and more generalised line of
agency theory encompassing all agency relationships such as lawyer and
client, auditor and client, buyer and supplier, and other agency
relationships (Harris and Raviv, 1978). This more formal theory is
characterised by a considered application and expression of underlying
assumptions, followed by logical deduction, testability, and mathematical
proof. Its focus is on determining the optimal contract, and behaviour
versus outcome, between the principal and the agent. Due to its
mathematical and abstract nature principal-agent research has been less
accessible to organisational theorists and business practitioners. Principal-
agent theory has tended to have a broader area of application than
positivist agency theory with the latter being largely limited to the
owner/manager dynamic.

2.6.2 Empirical results of agency theory

The following section on the empirical results of agency theory will initially
deal with the results from positivist agency theory followed by the principal-
agent agency theory line. The positivist agency theory academic literature
is dominated by studies of large listed firms where ownership and
management are distinct, and a significant amount of secondary data is
available in the public domain.
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Amihud and Lev (1981) explore why firms pursue conglomerate structures
and mergers. These actions appear counter intuitive as shareholders can
on their own diversify their shareholdings. The investigation corroborated
that managers are incentivised to diversify their own personal risks as
employees by constructing conglomerate structures. The study supported
the hypothesis of Jensen and Meckling (1976) that owner managed firms
are more likely to engage in conglomerate mergers than firms with a single
significant shareholder. In a study covering 105 large corporations in the
USA, Walking and Long (1984) concluded that managers would resist
takeover bids that may be beneficial to shareholders, so as to secure jobs
and benefits. This study is consistent with Jensen and Meckling (1976)
that observed where managers have an equity stake in the business and
would participate in equity upside in the event of a takeover, such
managers were less likely to resist such corporate action.

Wolfson (1985) observed the effective constraining influence of market
discipline on the principal/agent relationship in oil and gas shelter
programs. Despite the divergent goals of multiple participants, and the
principal’'s extensive information advantages, the programs were
successfully executed because all participants were subject to disciplining
market forces. This confirmed Fama’s (1980) study that long term
reputational issues influenced short-term principal and agent behaviour.
Kosnik (1987) studied 110 large US corporations and found that
managerial opportunism was more likely to succeed where the proportion
of independent board members was lower. This study is consistent with
Fama and French’s (1983) study of company Boards. Argawal and
Mandelker (1987) studied 209 firms that participated in acquisitions and
disposals between 1974 and 1982. Their study found that where
executives owned equity in the company, they were inclined to lower risk
transactions and financing decisions, aligning their interests more
effectively with those of shareholders. Singh and Horianto (1989) analysed
84 Fortune 500 companies and also concluded that golden parachutes for
executives align them to shareholder interests and act as an effective
substitute for equity ownership in a takeover situation. This study is
consistent with the agency theory findings of Jensen and Meckling (1976),
and Fama and Jensen (1983). Barney (1988) explored whether giving
employee share options would better align their interests with those of
shareholders, and culminate in a lower cost of capital. The results were
positive and in agreement with the agency theory hypothesis of alignment
of interests. In summary positivist agency theory supports the proposition
that owner and manager interests diverge in takeover attempts, debt
versus equity funding, executive management compensation levels, and
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acquisitions and disposals. This lack of goal congruence can be
substantially ameliorated by way of outcome based contracts such as
golden parachutes, market disciplinary forces, executive stock ownership,
and through effective monitoring by way of comprehensive information
systems including boards and market signals.

The principal-agent literature broadly categorises inducement
arrangements into contracts that are either behaviour or outcome based.
Principals and agents are then likely to select the most efficient contract.
Anderson (1985) probed the transaction costs of outcome based
(manufacturer representative) and behaviour based (sales force) sales
efforts in a sample of electronics firm. The author’'s findings were
consistent with agency theory in terms of what the most efficient and
effective contractual approaches were. Eisenhardt (1985 and 1988)
examined the choice between salary and commission compensation for
salespeople in retailing. The results supported agency theory in being able
to predict the most efficient and effective choice between these two
contract forms despite the presence of significant institutional variables.
This study was extended and replicated by Conlon and Parks (1988) who
found that a principal’s access to information systems to monitor the agent
was positively correlated to the agent's performance of contractual
obligations, and vice versa. Finally, Eccles (1985) conducted interviews of
150 executives to determine the most optimal contractual arrangements
for transfer pricing. This culminated in the development of a framework
premised on agency theory and fairness principals. In summary the
principal-agent agency theory line supports the hypotheses of selecting the
most efficient and effective contract form, linking this with comprehensive
information systems that enable monitoring, discriminating between tasks
that are highly programmable and those that are less so, and determining
outcome uncertainty and measurement in predicting participant choices
and actions.

2.6.3 Contribution of agency theory

Agency theory has made an important contribution to re-establish the
importance of incentives and self interest in organisational thinking
(Perrow, 1986). Agency theory also makes an important contribution
towards the treatment of information. It assumes information is a
commodity that has a cost and can be bought. This highlights the value of
information and how it can be used via information systems to control
agent opportunism. Agency theory also expands the risk paradigm for
organisations by assuming them to have uncertain futures that
organisational participants may not be able to fully control. This enables
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contextual changes such as government regulations, new competitors,
technical innovation, political disruption etc. to be incorporated in a holistic
framework. This broader and deeper perspective has the potential to
improve organisational thinking, planning, and ultimately, risk management
and contracting.

2.6.4 Criticism of agency theory

Williamson (1983) is sceptical of the merits of agency theory arguing that
its creators and proponents had not succeeded in demonstrating that there
was a reason to be concerned where ownership and management are
separated. Donaldson (1990) criticised agency theory on the basis that its
methodology disregards other ideological frameworks, organisational
economics and corporate governance. This is consistent with other
academic contributors including Klein et al. (2008) and Lubatkin et
al.(2007). Donaldson (1990) contended that agency theory is narrow
minded in its view of individualism, myopically defined motivation, and over
simplification, compromising central tenets of its model. Williamson (1985)
argued that opportunistic behaviour did not necessarily occur in the
majority of individuals, but in the minority. Accordingly, agency theory that
is premised on wholesale opportunistic behaviour by actors may be
structurally flawed. Hill (1990) implicitly supports this criticism asserting
that there are individuals who prioritise trust and co-operation and will not
participate in opportunistic behaviour. Podrug (2010) criticises agency
theory on the basis that the controls put in place to reduce opportunism
can exacerbate individualistic behaviour, erode trustworthiness, and
reduce pro-activeness. The limited normative dimensions of agency theory
also raise concerns regarding ethical and moral conduct. The dyadic
conceptualisation of the principal agent problem has been a key criticism
of agency theory because in many cases agents are in fact serving
multiple masters (Shapiro, 2005). It has further been proposed that agency
theory is an American construct premised on ultra individualistic instincts
that may not be appropriate in relationship driven or communal cultures
(Johnson and Droege, 2004; Lubatkin et al., 2005).

A final criticism of agency theory is that it is premised on a divergence of
attitudes towards risk and information asymmetry. Where these two factors
are addressed, agency theory has little to offer and is scientifically limited,
because the principal can define and control the agent’s behaviour and
offer appropriate compensation. In summary agency theory may fail to fully
account for alternate stances and important considerations when analysing
interactions between the principal and the agent. These include ignoring
the principal’'s responsibilities towards the agent (Donaldson, 2012),
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fostering distrust amongst participants, disrespect for the agent,
overlooking moral and ethical considerations, and inadequately pursuing
solutions that have a sound ethical basis.

2.7 Stakeholder theory

Stakeholder theory is rooted in stakeholder theory that began to develop
after the publication of Freeman’s 1984 seminal book entitled ‘Strategic
Management: A Stakeholder Approach’. Freeman (1984) submitted that
organisations that are aware of the stakeholders that impact on their
business, and take a pro-active approach to managing these stakeholders
and addressing potential conflicts, are more likely to achieve superior
performance. Accordingly, strategically managed organisations should be
managed in the interests of stakeholders as a whole, and not only based
on the narrow interests of managers and owners. This latter proposition is
justified by two overarching observations. Firstly, formal organizations and
firms having become the dominant institutions of the 20" and 21%
centuries, increasing reports of ethical misconduct within them, and the
harmful impact of corporate negligence with regard to the natural
environment attributable to formal organisations (Laplume et al 2008).
Secondly, existing management theories fail to take into account the
quantum of change occurring in the business environment. This has
shifted from a focus on suppliers, employees, managers, and owners, to
include other external stakeholders such as governments, consumer
advocates, environmentalists, special interest groups, the media, and even
competitors. Stakeholder agency theory provides a prism by which a more
holistic, demanding, and inclusive assessment can be made of the factors
influencing and intermingling, to determine decision making by an
organisation and its various stakeholders.

A significant part of the controversy associated with stakeholder theory is
that it challenges the assumption that management should primarily seek
to maximise the profits of the firm (Jensen, 2002). Yet it has enthusiastic
proponents on account of its attempt to address how organisations affect
society (Hinings and Greenwood, 2003). Three branches of stakeholder
theory have emerged: the descriptive (how firms behave), the normative
(how firms should behave) and the instrumental (how behaviour affects
performance) (Donaldson and Preston, 1995). Within these branches are
five themes that frame the interaction of stakeholders, how decisions or
positions are arrived at, and the impact this has on a firm, and vice versa.
These five themes are stakeholder identification and salience
(importance), stakeholder actions and responses, firm actions and
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responses, firm performance, and theory and debates on the stakeholder
philosophy.

Freeman (1984; page 46) defined a stakeholder as “any group or
individual who can affect or is affected by the achievement of the
organisation’s objectives”. Whilst there is greater emphasis on the “is
affected” category the author suggested that firms engage and deal with
groups that affect them, and be responsive to groups that the firm can
affect. Subsequent contributors to the definition of a stakeholder have
offered both narrow and expansive views. Frooman (1999) and Pajunenen
(2006) restrict their view of stakeholders to those who wield power over a
firm, while Clarkson (1995) and Cragg and Greenbaum (2002) posit that
stakeholders are only those who take on some element of risk in the
commercial venture. The more expansive definers of stakeholders include
Argandona (1988) and Phillips (1997) who incorporate powerless parties
that are directly or indirectly connected to the firm’s activities, and even
non-human entities such as trees and spiritual deities as proposed by
Starik (1985) and Schwartz (2006). Regarding the importance of
stakeholders, studies appear to conclude that managers pay attention to
stakeholders that have power in relation to the firm, are deemed legitimate,
and can muster a sense of urgency (Mitchel, Agle, and Wood, 1997).
These observations on stakeholder salience are confirmed in a number of
subsequent empirical studies including Eesley and Lennox (2006) and
Winn (2001). Others have however argued that stakeholder salience is a
function of the organisational culture and the political framework and
industry within which the firm operates (Jones, Felps, and Bigley, 2007;
Henriques and Sardosky, 1999; Fineman and Clarke, 1996). In summary
the identification, categorisation, and prioritisation of stakeholders
continues to be a hotly contested aspect of stakeholder theory.

The second theme of stakeholder actions and responses imputes that
managers need to go beyond understanding stakeholder interests, and
need to be able to anticipate and predict the influence strategies that
stakeholders may deploy. These predictions will include resolving
questions as to how do stakeholders influence firms, when will stakeholder
groups mobilise and when will stakeholders support firms? Frooman
(1999) argues that stakeholders use direct strategies to influence a firm
when the firm depends on them for resources and indirect strategies when
it does not. Stakeholders are likely to withhold resources to the firm where
they have full control over these, and attach conditions to the firm’s
utilisation of such resources (Sharma and Henriques, 2005). The influence
of stakeholders is determined by the power and legitimacy of the
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stakeholder (Eesley and Lennox, 2006; Welcomer, 2002), and the level of
influence may also be prescribed by contractual forms, relationship
structures, and institutional arrangements (Friedman and Miles, 2002).
Stakeholder groups are most likely to mobilise when they are aware,
willing and capable, when the target organisation is perceived as being
responsive to stakeholder advocacy, and where there is a desire to protect
interests and to express a group identity (Rowley and Berman, 2000;
Butterfield, Reed, and Lemak, 2004; Wolfe and Putler, 2002). Following on
form this the academic literature shows that stakeholders are inclined to
support firms where there is no significant adverse environmental impact,
and where stakeholders believe they have been equitably rewarded,
considered and treated (Hendry, 2006; Hosmer and Kiewitz, 2005). Firms
are also more likely to enjoy stakeholder support where they are older and
more established, legitimate in the eyes of stakeholders, reliable,
accountable and strategically flexible (Choi and Shepard, 2005).

The third theme of firm actions and responses seeks to address questions
as to how firms gain stakeholder support, how firms should manage
stakeholders, and how firms should balance stakeholder interests.
Regarding gaining stakeholder support the academic literature proposes a
number of interrelated initiatives. These include building stakeholder trust
and avoiding opportunistic relationships (Husted, 1998; Jones, 1995) and
the deployment of charitable contributions (Adams and Hardwick, 1998;
Brammer and Millington, 2004). Reputation management and active
impression management through rhetoric and images are another way of
gaining stakeholder support (Carter, 2006; Ulmer and Sellnow, 2000) while
Marens and Wicks (1999) advocate for the use of employee stock option
programs to gain support from the labour force, and Louma and Goldstein
(1999) propose board representation. The efficacy of the strategies above
remains inconclusive. Regarding the management of stakeholders
Freeman (1984) proposed a system whereby the firm sought win-win
settlements but engaged in a combination of exploit, defend, swing and
reinforce interventions to avoid conceding to all stakeholder demands.
Flowing from this observation Rowley (1997) argues that a firm is better
positioned to resist stakeholders when it is a central player in its
stakeholder networks, and the stakeholders are less densely
interconnected. This  beneficial network positioning enhances
management’s ability to deploy specific tactics against stakeholders
namely, movement (ignoring legal obstacles in the belief that they would
change), multimatum (requesting approval after the point of no return), and
manipulation (playing one party off against another) (Huse and Eide,
1996). While these tactics may effectively circumvent stakeholders and be

44



ethically questionable, they are in certain situations, highly effective. The
organisational culture of a firm will also influence how stakeholders are
managed. Individualistic firms tend to maintain weak ties with stakeholders
while relational firms are inclined to maintain strong trust based ties
(Brickson, 2007). With respect to how firms balance stakeholder interests
Jensen (2002) argues that the primary objective of the managers is to
maximize the long-run value of the firm with explicit view that the
shareholder is the primary and most important stakeholder. In stark
contrast Schwartz (2006) and Beekun and Badawi (2005) propose that
practitioners can look to sacred texts such as the Koran and the Bible that
give guidance on the balancing of stakeholder interests. Other contributors
have suggested the use of analytical techniques to consistently and
scientifically balance the needs of competing stakeholders (Schwarzkopf
2006), whereas Bendheim, Waddock, and Graves (1998) find that best
practices differ form one industry to another. Burton and Dunn (1996)
argue that stakeholder input should be integrated into management
decision making to achieve consensus, or where conflicts arise, should be
resolved through a mediation process (Lampe, 2001). In all these
considerations managers work under the constraints that stakeholders
have different levels of importance, many decisions cannot be perfectly
resolved to incorporate all stakeholder interests to their full satisfaction,
and interests must be balanced ethically between decisions (Reynolds,
Schultz, and Hekman, 2006).

The fourth theme of firm performance seeks to establish how stakeholder
management impacts on the operational and financial performance,
corporate social performance, other organisational outcomes affected by
stakeholder management. Out of 12 empirical studies that directly tested
instrumental stakeholder theory between 1984 and 2007, Laplume et al
(2008) found 9 of these studies to show a positive relationship, 1 is
negative, and 2 reflect mixed results regarding between stakeholder
management and firm performance. The most prevalent approach of
stakeholder operationalization was a multi-faceted index incorporating
community relations, workplace diversity, labour relations, environmental
impact, and product safety (Berman et al, 1999; Hillman and Keim, 2001;
Waddock and Graves, 1977). This approach has been criticised because it
places equal weighting on each of the indicators and implicitly pre-
supposes that there are no trade-offs between stakeholder interests
(Barnett, 2007). Margolis and Walsh (2003) review 127 empirical studies
on the relationship between firm financial performance and social
initiatives concluding that there is a positive association between the two
and very limited evidence of a negative association. The positive
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association between stakeholder management and financial performance
may be moderated by environmental and contextual factors that may differ
widely from one country and industry to another (Greenley and Foxall,
1997). Regarding how stakeholder management impacts on corporate
social performance a number of academic papers argue that stakeholder
action provides the fabric and logic by which social and financial
performance objectives can be negotiated and aligned (Barnett, 2007;
Caroll, 1999; Waddock and Graves, 1997). Active stakeholder participation
is also important in moderating the financial objectives of the firm relative
to other ethical considerations (Berrone et al., 2007). Regarding
environmental performance, Kassinis and Vafeas (2002) argue that
stakeholder pressures are a weak and ineffective deterrent to firms.
Concerning what other organisational outcomes are impacted by
stakeholder management Heugens et al. (2002) posit that stakeholder
management enhances societal legitimacy and organisational learning.
Harting et al. (2006) observe how innovation is nurtured die to stakeholder
input while Schneper and Guillen (2004) associate effective stakeholder
engagement with a probability of hostile takeover bids. Finally, Coombs
and Gilley (2005) argue that stakeholder management reduces CEO
salaries and helps in curbing excessive compensation schemes.

Stakeholder theory has been justified in the academic literature through
three approaches to the theory that have become widely accepted. The
descriptive approach seeks to explain and show how the concepts and
ideas articulated in stakeholder theory are observed in reality. The
instrumental approach attempts to demonstrate a linkage between
stakeholder management and corporate performance. And the normative
approach appeals to issues of social justice including respect for group
rights, social contracts, and environmental considerations. These
approaches of stakeholder theory appear to be complementary and
interrelated as the descriptive approach explains relationships observed in
the world, and is supported by instrumental predictive value approach. If
certain practices are carried out then particular results or outcomes are
likely to occur which is the normative conception that addresses moral and
ethical values (Donaldson and Preston, 1995).

2.7.1 Criticism of stakeholder theory

Stakeholder theory has been robustly criticised on three major fronts.
These are the normative foundations upon which the theory is based,
problems and challenges of the stakeholder theory itself, and stakeholder
theory’s competition with other theories, some of which are more
established. Regarding the normative foundations of stakeholder theory, it
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has been applied using a number of varying and potentially conflicting
normative frameworks including property rights (Donaldson and Preston,
1995), feminist ethics (Lampe, 2001), the “common good” (Gibson, 2000),
Aristotelian ethics (Wijnberg, 2000), Kanian ethics (Lea, 2004), and Islam
(Beekun and Badawi, 2005). This diversity and plurality in normative
foundations dilutes the robustness and universal applicability of
stakeholder theory.

Stakeholder theory has also been criticised on the grounds that
exacerbates agency problems by increasing the number of parties
informing how decisions are made, and the plurality of interests that arise
(Jensen, 2002). Sundaram and Inkpen (2004) argue that stakeholder
theory is under theorised and under researched, while Kline (2006) argues
that the remit of stakeholder theory may be too broad to allow rigour in
practitioner application and academic theorising. Stakeholder theory’s non-
recognition of incentives is a major criticism of Elms, Berman, and Wicks
(2002) and Kaler (2006) criticises the theory on the basis that it extremely
difficult to implement. The applicability of stakeholder theory to small or
medium sized enterprises is challenged by Perrini (2006), whilst Balmer,
Fukukawa, and Gray (2007) submit that stakeholder theory is based on
false assumptions.

The final criticism of stakeholder theory relates to how it competes with
other theories. Notably stakeholder theory competes directly with
stockholder theory as detailed by Wagner-Tsukumato (2006). The agency
theory of (1992) also appears to be in direct competition with stakeholder
theory together with integrated social contract theory, corporate social
performance, corporate citizenship and institutional theory (Bishop, 2000;
Rowley and Berman, 2000; Scherer, Palzzo, and Baumann, 2006; Luoma
and Goodstein, 1999). These other theories are sometimes better
researched, have been more exhaustively empirically tested, and are
seemingly more robust and focused in their propositions.

2.7.2 Stakeholder agency theory

Stakeholder agency theory takes agency theory and stakeholder theory as
points of departure and proposes a new paradigm that is a generalised
theory of agency and stakeholder interactions. Specifically, stakeholder
agency theory explores the nature of explicit and implicit contracts that
exist between managers, owners, and other stakeholders in relation to the
organisation. Regarding these interactions, stakeholder agency theory
posits that other stakeholders beyond managers and owners place claims
on the firm that reduce resources available for reinvestment and

47



distribution to shareholders. These claims may include employee demands
for higher wages, customer demands for better quality and lower prices,
supplier demands for more certain order patterns, claims of local
communities, and environmental preservation demands by the broader
public. While these divergent interests may in certain instances converge,
there will also be areas of divergence that will necessitate management to
make decisions as to how resources are allocated, and some stakeholders
suffering utility loss as a result. Stakeholder agency theory submits that
this paradigm results in predictions on stakeholder interactions that are not
always consistent with agency theory, and has better explanatory power
(Hill and Jones, 1992).

In contrast with agency theory that assumes markets are efficient and
adjust rapidly to equilibrium, stakeholder agency theory is more pessimistic
and recognises that markets may be characterised by inefficiencies in the
short to medium term (Perrow, 1986; Putterman, 1984). By way of
example, agency theory views principals and agents as having the
freedom to enter into and exit from contractual relationships fluidly and
seamlessly. However if the markets surrounding the organisation are
inefficient, this will result in the introduction of power differentials in the
stakeholder agent equation as contracts are not seamlessly commenced
or terminated. The recognition of these market inefficiencies and frictions,
and how they influence principal-agent relationships, and governance
mechanisms policing contracts increase the explanatory and predictive
power of stakeholder agency theory relative to agency theory alone. Porter
(1980) argues that friction in markets may occur as a result of barriers to
entry or exit, or purposeful management interventions such as actions to
keep out new entrants, collusion, and predatory pricing. Disequilibrium in
markets may also persist when as a result of organisational inertia,
incentive, monitoring, and enforcement structures fail to respond quickly to
new circumstances such as changes in the political environment, macro-
economic trajectory, demographic changes etc. These contextual factors
are likely to be in continual flux, which may mean that there is an almost
permanent disequilibrium in the power differentials between stakeholders
(Williamson, 1985).

Within the stakeholder agency theory paradigm management has a unique
and powerful role as all contracts whether explicit or implicit must be
entered into through the management nexus. Furthermore, management is
the only stakeholder with direct control over the decision- making
apparatus of the firm, while other stakeholders are limited to indirect
control or no control on decision making at all. This situation puts
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management at the centre of making strategic decisions on resource
allocation. Stakeholder agency theory proposes that the essential role of
management then is to address the claims of stakeholders in a manner
that best reconciles divergent interests (Hill and Jones, 1992). Stakeholder
agency theory proposes that stakeholders will act in a manner that
maximises the utility that accrues to them. A simplistic example of this is
where an organisation generates 100 units of utility and management
decisions result in stakeholders receiving 60 units of the utility generated.
Stakeholders are likely to put in place incentive, monitoring, and
enforcement mechanisms that result in them enjoying 90 units of utility. 10
units of utility will be foregone in the process as a residual cost of the
incentive, monitoring and enforcement mechanisms put in place. This
contestation between stakeholders necessitates the implementation of
interest alignment mechanisms and monitoring and enforcement
mechanisms to manage the divergent interests, and enable the
commencement or continuance of the venture. These interventions are
elaborated upon below.

2.8 Interest alignment mechanisms

The underlying goal of interest alignment mechanisms is to form shared
dependency amongst managers and other stakeholders so that interests
are more closely aligned. Demsetz (1983) observes the widespread use of
stock options to align shareholder and manager interests. In other areas
such as environmental considerations, the public claim as a stakeholder
may be enshrined through legislation that compels an organisation to
operate in a prescribed manner, or by way of incentives such as tax
deductions on environmental and socially responsible expenditure. Hill and
Jones (1992) also extol bonding costs such as warranties on durable
products that must be fulfiled by manufacturers in the event of a
malfunction within prescribed period. Alchain and Woodward (1988) make
reference to a bonding mechanism that requires suppliers to post a bond
forfeitable upon malperformance. It is anticipated that commitments to
bond shareholders and stakeholders will be higher for investments in
specialised assets with much lower secondary or residual values
(Williamson, 1985).

2.8.1 Monitoring and enforcement mechanisms and
structures

The existence of divergent interests between stakeholders necessitates
the establishment of monitoring and enforcement mechanisms and
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structures. The fundamental premise underlying stakeholder interactions is
stakeholders will furnish the organisation with certain resources, and be
compensated accordingly by way of a recognition of their claims to the
firm. To ensure that parties adhere to the explicit and implicit agreements a
number of institutional structures, referred to in agency theory as
governance structures, have evolved that serve the function of monitoring
and enforcing the terms of these contracts (Mitroff, 1983). These
governance structures go beyond the traditional functions performed by
the board of directors, national legal and regulatory frameworks, and other
third party governance mechanisms, as they are purposefully and
specifically designed to limit utility loss potential by stakeholders on a
project specific basis.

Hill and Jones (1992) highlight that information asymmetry between
managers and stakeholders puts managers at a significant advantage, and
makes it difficult for other stakeholders to determine whether managers
are acting in their best interests. In response to this inequitable situation,
other stakeholders justifiably seek to obtain more information on
management activities. Where stakeholders attempt to obtain more
information individually costs can become high and unaffordable and these
impediments are exacerbated where the stakeholder base is large and
diffuse. In order to overcome these costs and obtain information on
managers more efficiently, a wide range institutional structures have
evolved including mandatory publishing of annual results, analyst reports,
and monitoring bodies such as environmental non-profit organisations. The
over arching objective of these institutional structures is to more efficiently
gain information on management decisions and actions, so as to monitor
management more effectively, and minimise utility losses for stakeholders.

The goal of enforcement mechanisms is to act as a deterrent to actions by
a stakeholder that if left unchallenged would result in utility losses to other
stakeholders. Where deterrence is a significant aspect of the enforcement
mechanism, Schelling (1960) argues that the warning attributes must be
credible, otherwise management will simply ignore them. This may result
in a situation where the costs incurred to enforce compliance exceed the
utility loss of the stakeholders. In summary, enforcement mechanisms that
are not effective deterrents are likely to fail. Deterrent mechanisms can be
broadly classified into three categories, namely, the law as a deterrent, exit
as a deterrent, and voice as a deterrent.

Laws may be an effective legal deterrent where they are perceived to be a
credible threat by managers and stakeholders. Managers will perceive
laws as credible where they are observed and supported by a broad range
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of stakeholders and effectively communicated to management. This is
exemplified in laws relating to environmental protection, anti-competitive
and monopolistic behaviour, insider trading etc. These credible threats and
law enforcement mechanisms can frequently effectively and efficiently
curtail utility losses to stakeholders. In contrast, laws that are commonly
ignored by the general population will tend to be ineffective deterrents (Hill
and Jones, 1992).

Exit as a deterrent is deployed where a stakeholder credibly threatens to
withhold a certain resource from management unless its interests are
addressed. An example of this may be a regulatory authority suspending a
mining right to a platinum deposit, unless prescribed socio-economic
initiatives are implemented. The stakeholder is in effect threatening to exit
from the relationship (Hirschman, 1970). The exit of a key stakeholder may
be a more effective than a legal deterrent because frequently a legal
penalty will not jeopardise the continuance of the firm and managers may
simply see it as a cost of doing business. In contrast the withholding of a
key resource by a stakeholder can threaten the very existence of a firm
(Pfeffer and Salancik, 1978). Exits are more likely to be effective when
stakeholders act in unison e.g. all employees withdrawing labour services
via a union, as opposed to one employee individually going on strike. This
co-ordination challenge becomes more acute when stakeholders are
diffuse. To address this, stakeholders have set up institutions including
trade unions, consumer union, community groups, environmental groups,
and other special interest groups. The exit deterrent may be diluted where
stakeholders are locked into an exchange relationship by specific asset
investments. In such a situation stakeholders will only exit if they are
prepared to incur significant exit costs that occur because the rents on the
specialised assets will be significantly reduced in the secondary market.
Such barriers to exit reduce the exit deterrent factor as an enforcement
mechanism (Hirschman, 1970).

The third and final category of deterrent as an enforcement mechanism is
that of voice. The voice mechanism is frequently the cheapest
enforcement mechanism, but has great potential to damage managerial
reputations. Voice is most effective when articulated by interest groups
with a valid claim to represent stakeholder interests including tra