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ABSTRACT

This study presents a review of major capital stmecfiction. Capital structure decision is impaitdor companies because it helps to
increase firm value by ensuring that the comparsy dreough resources to carry out planned investmesitg as much as possible the
cheapest cost of capital. It therefore involvesiat® between the different sources of capital aascebt, equity and hybrid capital. The
different sources of finance available to compaaiesalso influenced by the quality and maturitytref financial system and the overall
risk of operating in that environment. The papemitified a host of capital structure theories @ key contemplation in the financing
structure of firms around the world. This reviewlwielp companies in emerging and underdeveloped@uies identify the peculiarities
in the choosing the appropriate blend of capital.

Keywords: Capital structure, Cash flows, Financial risknEiples, Theories.

1. INTRODUCTION

This paper presents a review of the creative vgitin financing decisions of companies. There arwa theoretical dimensions to capital
structure theories however our discussion will saused on (i) value maximization principles, ¢&pital structure propositions, and (iii)
theories of capital structure.

Capital structure can be distinct as a ‘Mix of elifint securities issued by a firnBréaley and Myers 2002Simply vocalizations, capital
structure mainly contains two elements, debt andgtgqThe term capital structure is used to represke proportionate relationship
between debt and equity. Capital structure refethé way a corporation finances its assets thra@oghe combination of equity, debt, or
hybrid securities. A firm's capital structure isthomposition or ‘structure’ of its liabilities. @eéng Ratio is the proportional of the capital
employed by the firm which comes from outside @ Husiness, such as by taking a short term loabt €enes in the form of bond issues
or long-term notes payable, while equity is clasdifas common stock, preferred stock or retainedirggs. Short-term debt such as
working capital requirements is also considerebeart of the capital structure.

The theory of capital structure always searche®ffitimal capital structure, which requires a traffeAhmadinia et al. (201)2studied a
comprehensive review on different theories and thgsis in regard with achieving an optimal cagstalicture. DeAngelo and Rol (2093
discussed a comprehensive analysis of capitaltateistability over long horizons.

2. OBJECTIVESOF THE STUDY

The objectives of the study are as follows:
. To know business risk, financial risk and tradelsftween these risk.
. To know optimal capital structure.
. To know benefits and costs of debt financing agdificance of both debt and equity financing.

3. THE VALAUE OF MAXIMIZATION PRINCIPLES

In general accepted that the foundation of moderantial theory lies in the value maximization piple Jensen 2002 The value
maximization principle states that managers shoodtke all decisions so as to maximize the total Jamgmarket value of the firm.
Therefore, the objective of maximizing the totalrket value of the firm can be substituted by thiatnaximizing the market value of
existing owners’ equity.

The long-run value of a firm is determined by tlieesof the company together with the timing andk fisvel of expected cash flows
generated by the companyrigham et al. 1990 The risk level of the expected cash flow iseaefiéd in the cost of capital (discount rate)
and the timing (time value of money) is taken iat@ount in the discounting process. Thereforectis¢ of capital in a firm will depend on
many factors that are related to (i) financia), ifivestment and (iii) dividend payout decisions.
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These interdependences are in turn affected byjtlaéity and maturity of the financial system ané thverall risk of operating in that
environment. However, in underdeveloped economied ss Nigeria, most of the financing sources alb#l to companies are grossly
limited. For instance, hybrid capital such as; dacg, convertible bonds and warrants, rarely exastd if they do, they are yet to be fully
developed. On the other hand, even in the develepedomies where these sources exist, they mayenavailable for all projects and for
all firms. For example, a start-up company canlyasbtain funds through initial public offers, botay be able to attract venture capital or
qualify for government grants. In like manner,autd be relatively easy to finance the purchaseesi machinery through debt capital but
may be difficult to obtain bank loans to carry cegearch and development activities.

Additionally, companies may have different debtawty either due to differences in collateral, ety and/or risk levels. Indeed, risk is
the fundamental factor in financing decisions gitbat the value of an investment depends on itsregirn characteristics. Risk can
impact on all areas of corporate activity becadde@uncertainty surrounding the outcome of futewents. It can also assume many forms
both financial and non-financial. Each categoryisk (financial and non-financial), regardless tsf underlying characteristics exposes a
firm to the possibility of loss and will consequigraffect the shareholders’ value. Under the vahaximization principle, the choice of
capital structure affects the return earned byedi@ders as well as the business and financiad msturred by them.

Business risk is the type of risk often associatét business related factors, such as the chaistate of the industry. It is influenced by
factors that include variability of sales volumepoices over the business cycle, variability ofuhposts, the degree of market power and
the level of the firm’s growth prospects. Thesdadexwill potentially affect the revenues, costd asset operation of firms. Other features
that also affect business risk are (i) efficiencyd amprovement in the manufacturing process (ife@fve advertising (iii) changes in
interest rates that influence product demand andyGvernment actions that create uncertainty mganies’ operations.

Financial risk is the risk arising from commitmemdsuse expected cash flows to service creditodstaring authorities. Since creditors
stand in line ahead of shareholders, additionklmay result from promises and requirements fompents of interest and principal as part
of debt obligation and the tax environment. It thiecomes a source of additional variability in netuto shareholders if the financial
structure of the firm contained debt instrumentser€fore, financial risks will include uncertairpout interest rates and a change in
interest payments. This may be worrisome for corigsatinat have (i) debt securities with variable ratt interest, (ii) plans to raise more
debt in the future and (iii) fear that the taxindteorities may change the existing tax rates.

4. CAPITAL STRUCTURE PROPOSITIONS

There are broadly two schools of thought that dzixté to capital structure theory. Tliest school, acting on the assumptions of a perfect
market ideal world’, believes that the composition of firms’ finangimix does not affect the cost of their capitalnkle the costs of
capital are the same irrespective of the compwositso capital structure would be irrelevant in tladuation of a company. Theecond
school believes that the cost of capital is deteetiiby the composition of the capital structura @ifm. The suggestion is that an optimal
capital structure will occur at a level where tiverll cost of capital is lowest; hence the overajital structure in a firm would contribute
to its market value. For the purpose of this studyconcentrate on the first school that arguedhenirrelevance of capital structure, in
particular theModigliani and Miller (1958 proposition.

The key members of this school &fedigliani and Miller (1958 who argued that the composition of the capitalcstne is an irrelevant
factor in the market valuation of a firm. They oduce a behavioural dimension into the capitalcstne debate which is based on seven
assumptions. These dfiest, there are no corporate or personal taxes; hdreéntpact of tax shields associated with debt & game
second, there are no bankruptcy costs, therefore theasas$@ bankrupt company can be sold at their emémwalue without incurring any
liquidating and legal expenses; this statementiedites any bias in favour of an unleverédngwith zero debt) firm due to the existence of
bankruptcy costshird, the firm is allowed to issue and repurchase angumt of debt or equity and these transactionsbeaexecuted
instantly without any time lag, thus implying thegcurities are infinitely divisibléourth, the composition of capital structure can be
changed without any transaction costs like issyerses and under pricififth, the firm consistently follows the policy of 1008#vidend
pay-out, therefore the possible impact of dividpoticy on the valuation of the firm is eliminatsidth, that all investors in the market have
the same expectations (homogenous) of the expéatee earnings of all the firms. Consequently, éxpected value of the subjective
probability distributions of the anticipated futuearnings (operating income) is identical for &l investors andeventh, the operating
earnings of the firm are expected to remain congtarall future periods. Hence there is neithey growth nor decline in expected future
earnings. However, these assumptions were lateifiedand relaxed.

5. CAPITAL STRUCTURE THEORIES

In their paper Modigliani and Miller (1958 showed the assumptions under which financingsitats do not affect the value of the
company, thus completely stating which factors #hanfluence financing decisions. Miller and Modagii theory is based on several
assumptions, such as, perfect and frictionless etsirko transaction costs, no default risk, nottamaboth firms and investors can borrow
at the same interest rate.order to provide a systematic picture of capstalicture determinantSander (200)/categorized them into three
layers. Layer 1 included fundamental factors susheaurns, risk, andvalue. Layer 2 comprised classical theories includiag theory,
bankruptcy costs andagency costs among others, and layer 3 included practical factsuch asegal regulation, the life cycle of a company,
human psychology, market conditions, credit ratings, shareholder preferences andrisk management consideration. However, discussion in
this section will concentrate on the classical thesoof corporate capital structure which underpthmany of the previous studies in this
area. For ease of exposition, these theories wipiesented under the following headings: (i) teeoty, (ii) bankruptcy costs, (iii) agency
costs, (iv) trade-off theory, (v) signalling thepfyi) pecking order theory and (vii) asymmetri¢omnmation theory. Each of these factors
will be dealt with in turn.

5.1 The Tax Theory

The tax theory is the first market imperfectiorb®studied in terms of its impact on corporateteapgtructure choices. The introduction of
a tax element brings complexity to capital struetiireory. Hence the assumption of no taxes waseaelto test the validity dflodigliani
and Miller (1958 hypothesis. It was pragmatic that the interestapke on debt is a tax deductible item whereasnedaearnings and
dividends payable on equity enjoy no such fiscalefie Hence, whenever a firm employs debt in @pital structure, it gets a certain tax
shield. This makes the amount available for distidn to equity holders to be more in the case lefared firm than in an unlevered firm.
However, the utilization of the tax shield by anfimight be uncertain since the taxable income effitm may decline or the firm may
incur some losses. In such a scenario the firm dvpalt with the benefits of the tax shield. Sintjiathe rate of corporate tax might be
reduced in the future. This would result in a legag shield or, if the firm is liquidated the takield would have no realizable value like
other assetsMehrotra and Mikkelson (20)5observed that other alternative tax shelters liéasing, depreciation and investment
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allowances could be made available to the firm wiiould also make the tax shield redundant. Themainty associated with tax shield
benefits may dilute the value of the tax shield.

The element of uncertainty with regard to the tabeld further leads to the incorporation of thesoeral tax factor under the assumption
that the presence of personal income taxes mayeethe value of the tax shield. This is becauséalagmins are generally taxed at a lower
rate than regular income and if a firm decidesetain the entire earnings, the equity holder wddde no tax liability since tax on capital
gains is payable only when the security is soldweleer,Miller (1977) maintained that capital structure is irrelevargrein the presence of
corporate and personal taxes. Hence, changes icathital structure would have no impact on valuatd the firm. This argument was
based on the assumption that, since different tovedhave different rates of personal income taxestors who are tax exempt would
prefer to invest in debt instruments while investiorthe higher tax brackets would prefer equitsestments.

Therefore, if the capital market is in a state iskduilibrium, companies will alter their capitafistures to align with the tax incidence of
the investors. For this reason, supply of debt s will increase as companies increase the tyuarof debt in their capital structure.
This will exhaust the capacity of the tax exempiefttele’ (investors) to absorb debt and compamidischose to market their debt to
investors in the next tax bracket. This proceskasihtinue until companies cover the class of item the tax bracket that is equal to the
corporate tax rate. This implies that the markét iach its equilibrium when the personal tax maftéhe investors is equal to the tax rate
on corporate income. At this point, it would noden be possible for the company to increase itsat@n by altering its capital structure.
This barney was extended by Angelo and Masulis (193by taking into account the existence of non-idehtmarginal tax rates among
different firms and the impact of tax shield iteother than interest expenses. These include solardeasheet items such as depreciation,
oil depletion allowances, and investment tax ceetliait are actually non-cash charges and therpforéde a non-debt tax shield. They
predicted that the level of debt in a firm would/éa positive relationship with its effective tate and negative relationship to the amount
of non-debt tax shields available to them. Sinea ttheoretical and empirical work has been dorikigarea bycraham and Smith (1999
Fan et al. (2003), Booth et al. (200Alti (2006) and Delcoure (2007).

5.2 Bankruptcy Cost Theory

Bankruptcy cost theory is the assumptairModigliani and Miller (1958 of a perfect capital market suggests that allabsets of a firm
can be sold at their economic value without incgri@ny liquidating expenses. But in reality thisi@ so because of tliérect andindirect
costs of bankruptcy. Direct costs involve costshsas the payment of lawyers’ fees, accountancy, feesagement fees and loss of tax
credit. On the other hand, indirect costs includ®mg others disposal of assets at uneconomic pricegone investment opportunities,
loss of sales due to forced reduction in the sohteperation, and uncertainty in customers’, sigrpland employees’ minds about dealing
with the firm. Bankruptcy costs therefore becombssantial to the extent that lenders assumeettost bankruptcy costs, but they will
pass orex ante bankruptcy costs to the firm in the form of higleest of debt. In the end, shareholders have to theaburden oéx ante
bankruptcy costs and the consequences of loweatiafuof the firm. Therefore, a highly indebted gamy will seem to have greater
chances of being bankrupt than a firm with a lovelef debt. As observed WBarclay et al. (1999 though direct expenses associated with
the administration of the bankruptcy process appedre quite small relative to the market valueofmpanies, the indirect cost can be
substantial.

5.3 Agency Costs Theory

Agency costs theory popularized bynsen and Meckling (19y7and Myers (1984 )suggests that the separation of ownership andalantr

a modern corporation may lead to array of conflfatsn several sources. For instance, the separafiawnership from control in large
public corporations may induce conflicts betweesditors and the firm and between managers andtsbldegs. This may pitch the owners
(principals) against the management (agents) divenmanagers as agents are not entitled to 1008teafesidual claims resulting from
their professional responsibilities and expertiseunning the affairs of the business. They, howevear the entire costs of these activities
and, in the event of financial distress or corporakeovers, they will be the first in the firinigd. It is assumed that faced with this
situation, managers of corporations may therefare lpss effort into value enhancement activitiesthie firm through sub-optimal
investments.

In addition, they may even try to maximize theivpte gains by lavish perquisites, plush officesnpire building’ and other inefficiencies.
In order to reduce this conflict, the principalsrdanit the divergence from their interest by edisfting appropriate incentives for the
agents to limit the aberrant activities. Some esthmeasures may include the proper use of delarantfer of incentives such as share
purchase options or by devising an Economic Valddedl £\VA) reward where a management compensation packagle wepend on
the firm’s stock price performance.

Conflicts may also occur between creditors andedi@ders, or between shareholders and other stlalkebsuch as customers, suppliers,
employees, and competitors. As suggested/ibyrs (1977, 1993)conflict between shareholders and creditors magrgenas a result of
underinvestment or overinvestment practices byfith€s management. For instance, conflict betweristeng shareholders and creditors
could be magnified if future investment financedhadebt yield high returns (higher than the costielt). In this scenario, equity holders
may benefit more from the profits generated byfthe since they are entitled to all the extra gaiHswever, if such investment failed
completely, debt holders would suffer the losse®mithe limited liability clause of the equity hefd. Either way, equity holders’ benefit
from investing in risky projects even if they a@ue decreasing since value decreasing investmentslso reduce the value of debt.

The loss in the value of equity from poor investitsezan be more than offset by the gains in equtyerat the expense of the lenders. To
protect themselves against expropriation lendessimpose certain restrictiorfprotective covenants) on the firm. Some of these covenants
may include restrictions on the level of divideraddpto shareholders, the level of indebtedneskerfitm and the disposal of a major asset.
This may remain in force until all the debts aneaid and such restrictions could lead to sub-optpeegormance of the firm.

Furthermore, lenders do put in place some strongitoring and corrective mechanisms to enforce #igt dovenants. The monitoring and
enforcement costs are then passed on to the firtieiform of higher premium on debt. These cagjsther with the cost of inefficiencies
(due to the covenants) add up to the agency castsbserved byill (1998), agency costs may be virtually non-existent at levels of
leverage until they reach a doorsill point. Afthistpoint, lenders will start to perceive the fia® significantly risky. This may result in a
disproportionate increase in the agency costs duthd need for extensive monitoring. Consequetttlg, level of agency cost would
eventually depend, among other things, on statutomymon law and human ingenuity in devising thetieam.

5.4 Trade-off Theory

Trade-off theory is one of the two most influentiatories of capital structure along with the pegkorder financing theory. This theory
argues that companies may trade-off the benefitdedft financing, including tax deductibility of erest with the expected costs of
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bankruptcy and agency costs of additional delhénfirm. It also suggests that corporate shouldicien a reasonable debt ratio and tries to
achieve this goal in a long term and a firm canefiegreatly by using of debt as a cheap sourdiahcing.Jensen (1996roposed that
extra profit generated by the comparfieé cash flow' may entice managers to develop the propensitgxfgand the scale of the firm's
activities, including value decreasing projectsedétypes of investment will reduce shareholdeaftieryet increase management status,
power and publicity. Therefore, in order to restraianagement inclination to invest in projects Jiiitte or no returns, shareholders can
force the firm to increase their indebtedness Bintaon more debt. Thus, by shifting the capitalicture towards more debt, the regular
payments for debt services will absorb any ‘spaesh held within the company thus minimizing thesusé of shareholders funds. The
trade-off theory postulates that companies wouldrzz the potential benefits of debt financing agfihe costs of bankruptcy risk, and the
agency cost of additional debt. Accordingdmham and Lemmon (19pthe risk of bankruptcy may become the main drakheith debt
financing even though high gearing may imply a htageshield, yet would correspond to a high cosfiraincial distress. Hence, a high
level of debt in a firm would most probably sergesacontrol measure and check against excesses nfanagement.
Furthermoreshyam-Sunder and Myers (19%l)ggested that under the trade-off model, levevatide inversely related with the rate of
investment. SimilarlyNolan (200) argued that the chances of financial distresitrbg higher for start-up businesses and thosehigti
growth ventures. He observed that such firms apesed to the risk of erratic cash flow streamsestheir tangible asset base is low. This
suggests that such firms should not rely on hawingh debt in their capital structure. On the oteand, the theory seems to recommend
that firms with a stable income stream and sousdtasase may face lower risk of bankruptcy. Theeefthey can apply relatively higher
levels of debt in their capital structure if théyoose.

5.5 Pecking Order Theory

Pecking order theory is the second most influertiggdital structure theory after the trade-off psgpon. It was developed bylyers and
Majluf (1984). They argue that firms follow a specific order oéferences in financing decisions and tend to piieternal financing by
using the retained earnings for external finan@hgny sort and if they must obtain external firgnthey have a preference for debt over
equity. Among the benefits of using retained easirs the assumption that firms can keep away rteawebolders, especially if the
company has sufficient cash generating abilitghéf shareholder and management interest are aligmagdwould prefer to jointly benefit
from the new investment and would like to avoid dogity issue as much as they can. Using inteumald (retained earnings) would also
save the firm from the other inconveniences inviblivetrying to extract investors’ money. These uinig, among others, the need to provide
a formal prospectus and the scrutiny of investorgustifying the need for extra funds. Thus, itafser internal funds are insufficient to
finance the proposed investments that companiesra@sayt to external financing.

The pecking order financing theory further argueat,teven if firms are confronted with externabficing needs, they will choose to rank
their financing. They will prefer financing thatlisss sensitive to information such as the retageings, followed by varieties of debt
securities including preference shares, convertitdguments, and hybrid financing. According tsttheory, the least preferred source of
financing is equity issue. Pecking order finandingory, as observed I8hyam-Sunder and Myers (1998 a corporate financing activity
that causes the least inconvenience to the managemneeffect, management will often take the ficiag path of least resistance.
However, there are some criticisms of the theawy;eikample one of the observable implications efttreory is that it does not suggest a
well defined target debt/equity ratio which a fighould aim to achieve .Similarlaagley et al. (199Bargue that the pecking order theory
does not explain how a firm’s static trade-off wbalffect the pecking order behaviour; neither dbspecify the barriers that should be set
by a firm concerning fluctuations in the debt raiicthe leverage adjustments to be made when edréariers are reached.

5.6 Asymmetric Information Theory

Asymmetric information theory is the proposition Mbdigliani and Miller (1958 seems to suggest homogenous expectations from all
classes of investors, but in reality contractingtipa have different information. It is generallyotight that there are informational
asymmetries between borrowers and investors whigh affect the financing decisions of companies. famagement of firms may have
superior information than investors and sharehsldencerning the performance and future prospédtsed companies. This is because
much of their time is spent on analyzing a firmfequcts markets, strategies and investment opgtesinThey thus acquire more timely
information about current operating performance alsh have greater access to information that é$ulisn forecasting the short-run
earnings of a firm.

Information lop-sidedness may sometimes be usesblne people who have insider information and krieat there is an above-average
probability of certain favourable price movementsl aise that to trade. Other parties may have ingdermation regarding the below-
average probability of a favourable price move, aray well decide to hold off trading. In this wakge better informed investors will
obtain a trading advantage over and above that afvarage investor and further worsen the impadestof financial markets. Therefore
capital structures should be designed to easedificiencies of the financial markets that aresgliby information asymmetries.

Myers and Majluf (1984argued that debt could be used to avoid the mieffties in a firm’'s investment decisions which \gootherwise
result from information asymmetries to the extdrat tmanagers know more about their companies’ paisprisk and value than outside
investors. The possession of such valuable infaomahay cause the stocks of the firm to be undieedrby outside investors. Therefore,
if the management objective is to maximize therreta shareholders, the net effect is that newstors will obtain higher capitalized cash
flow from this investment than pre-existing shaldecs. According td’rasad et al. (2001) and Rock (1986js may lead to rejection of
the project even if it had a positive Net Presealu¥ (\P\V). However, some firms may have profitable investh@pportunities that are
above their retained earnings. Such companies roaiyvish to give up such prospects; hence they wehblibse to search for external
financing.

5.7 Signalling Theory

As with agency theory, the signalling theory isqfrently cited in the capital structure literatuRonss (1977)eveloped an incentive
signalling model which provided a theory for thetedmination of the financial structure of a firmhd theory argues that, given the
presence of information asymmetries between comepaand outside investors on the current value effitm, managers may be
confronted by situations in which they would likkedommunicate this information to the market. Unfoately, this task is not as easy as it
sounds since virtually all managers would like tistock prices to be higher than they are. Theeefimply announcing that their firms are
undervalued may not carry much weight as suggédsteglajan and Zingales (19P&siven that the risk of the firm’s return is umam to
investors, they are forced to rely on noisy sigrsaish as the firms’ level of leverage in order &edmine the risk of their investment.
Therefore, managers who wish to convey positivermftion to the market about their firms must idfgra credible mechanism to signal
this information. The economic theory of informatisuggests that information disclosed by an obWob$ased source, like the
management in this case, might be credible ontiaéfcosts of communicating false information argdaenough to induce managers to
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reveal the truth. Among the many potentially effeetsignalling devices available to managers asnghd in their leverage and dividend
choices.

Stock markets, particularly in the developed ecaeenoften react when managers announce major i@epdecisions. For example, if a
company announces a change in its capital expeaddu research and development, investors will demme inference from this
announcement about the profitability of the firnmisestment opportunities and adjust the stock pi&milarly, an announcement of an
equity offer may sometimes be received by the niaakea signal that the firm is overvalued and niaystdrive down the price as the
company will be perceived as too risky to invest@m the other hand, debt issue by a firm couldnmtoinvestors to think that the stock of
the company is under-valued, hence move in to in¥éss rush may also raise the share price ofithe

As a resultRoss (1977suggested that companies that believe that thanestare undervalued may choose to issue morardelder to
differentiate themselves from the lower valued irmho are overvalued by the market. In responghiso the overvalued (lower) firms
could contemplate manipulating their informationadgo issuing more debt in order to retain the gqaion of higher value by the market.
It is inferred that a firm can change the perceptiboutside investors and the market at largeutinaunambiguous signals by manipulating
its financing decisions either through the issuee@iity or through raising more debt unless appatprsanctions are provided against
communicating false information to the market.

Substantiation from our review of literature haswh the importance of capital structure theoriesinancing decision of companies. It
also gives an insight on the key consideratiorthénfinancing decision of companies. It also intheghat capital structure determinants of
companies may largely depend on factors such aquhlty of the business environment, the typeimwh flsmall or large, listed or non-
listed).

6. CONCLUSIONS

While as regards to a firm’s capital structure, thedigliani-Miller theorem opened a prose on thsibaature of debt versus equity. The
capital structure of a firm is the result of theliteys with various suppliers of finance. In thefpet capital markets world of Modigliani
and Miller, the costs of different forms of finangido not fluctuate in parallel and as a resultali®no extra expand from opportunistically
choosing among them. Nevertheless, financing gleadtters that as a consequence of taxes, diffeseimcinformation and agency costs.
The various theories of capital structure differtiieir construal of these factors. Each emphasinese cost and payback of alternative
financing strategies, so they are not designecttgemeral. According to the standard trade-off theaxes and bankruptcy account for the
corporate use of debt. According to the standacitipg order theory, adverse selection accountthcorporate use of debt. Both theories
having weak parts, it is not surprising that theractive research on this matter. In the markeiniy theory, there is no most advantageous
capital structure, so market timing decisions anm&s time into the capital structure conclusiorori this point of view, the market
timing theory appears to have the most explanatgnificance.
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