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ABSTRACT

Accordingtopeckingordertheory(POT),whenacompanyfeelstheneedforcapital,itappliesthe
hierarchiesofaccountspayableandaccruals,retainedearnings,debt,andnewcommonstock.Similarly,
theanalytichierarchyprocess(AHP)methodcalculatesthehierarchicalprioritiesforthesolution
of complexproblems.Themost important justification explaining thehierarchy implementation
ofthePOTapproacharetheimpactsofasymmetricalinformationandsignaling.Similarly,inthe
AHPmethod,thehierarchicaldecision-makingprocessdependsonthejustificationofthedecision
maker.Theexistenceofasymmetricalinformationshowsthatthetwomethodscompleteeachother.
TheaimofthestudywastoanalyzePOTwiththeAHPmethod,inotherwords,anexaminationof
theconsistencyofthePOTandAHPapproacheswitheachother.Theresultsshowedthatthetwo
methodsareindeedconsistentwitheachother.
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INTROdUCTION

Acompanyneedsafinancingsourcewhenitreachesaninvestmentdecision.Financingsourcesare
mainlyprovidedintwoways,debtandequitycapital.Financingwithdebthastwoadvantageswhen
comparedtoequitycapital.First,thepaidinterestexpensesaredeductedfromthetaxbasewhen
financingisprovidedwithdebt,andataxadvantageisprovided.Second,existingpartnerswillget
moreofasharefromthenewlycreatedhigherearningswhentheinvestmentiscarriedoutsuccessfully.
Whenconsideredfromthisperspective,thetaxadvantageofthedebtandthestationarystateofthe
existingpartnersprovideflexibilitytothecompaniesregardingtheuseoffinancingwithdebt.On
theotherhand,amodificationforexcessiveindebtednessandtaxpolicyaffectsthefinancingsource.

Therearemanycapitalstructuretheoremsexplainingfinancingdecisions;peckingordertheory
(POT)isoneofthem.POTassertstheviewthatmanagershaveapreferredhierarchicalorder,and
thisorderaffectscapitalstructuredecisions.Companiesgenerallyusethefinancingsourceinthe
followingorder:first,accountspayableandaccruals;second,retainedearnings;third,financingwith
debt;andfinally,theexportofnewcommonstock.However,flotationexpensesaretoohighforthe
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exportofnewstocks,andtheimpactsofasymmetricalinformationandsignalingmakesithardto
providefinancingwithnewcommonstock.

POTexplains the issueof leverageusebycompanies.According toPOT,companiesprefer
internaltoexternalfinancing.Whenexternalfundsarenecessary,companiespreferdebttoequity
capital.Duetotheexpense,equitycapitalisrarelyused.POTstatesthattheuseofexternalfinancing
bycompaniesisanaturalprocess.Inthisrespect,itspecifiesthatexternalfinancingformsavery
smallpartoftheprovisionoffinancingandthatthemajorityofexternalfinancingismetbydebt
becauseoftheexpensivenessoftheuseofequitycapital.

Myers&Majluf(1984)assertedthatcompaniespreferthattheirprofitsbeusedforre-investment
toavoidproblemsofnegativeselection.Whenthesefundsareexhausted,companiesprovidefinancing
withbankdebtandfromthestockmarket.Thissituationshowstheflexibilityofthehierarchical
orderandthefactthatinternalsourceshavelowertransactionalexpensesthanexternalsources.An
informationasymmetrymodelisformedupontheassumptionthatthecompanymanagersacton
behalfoftheexistentshareholders.Ifcompanieshavesufficientfinancialsources,theycarryout
alltheinvestmentswhosecurrentnetvalueispositive.Ifexternalfundsareneededtofinancenew
investments,themarketwillthinkthattheirshareshaveexcessivelyincreasedinvaluewitharesulting
negativeimpactontheshareprice.Ifthecompanydoesnothavesufficientfundstofinancenew
investments,Myers&Majluf(1984)assertthattheywilloutflowequitycapitalonlywhenthereare
veryprofitableinvestments.

AccordingtoPO,acompanyalwaysmeetsitsneedforexternalfinancingwithdebtaslongasit
isnotlimitedtoacertaindebtcapacity.Whenacompanywantstogetthestocksandsharesbackand
haveadebtratioaboveitstarget,thetheoryforeseesthatthecompanywillpurchaseitsdebtback.
Managershavemoreknowledgeabouttherealvalueofthecompanyandtheriskinessofthecompany
whencomparedtoexternalinvestors.Managerstrytofinancenewinvestmentsusingcapitalsuch
asinternalfundsorrisk-freedebts.POTexplainswhycompaniestendtobedependentoninternal
sourcesandpreferdebttoequitycapitalwhenexternalfinancingisnecessary.

AccordingtoBaskin(1989),themainideaofPOTisverysimple.Companiestakeondebtwhen
theyneedfunds.Whenasymmetricinformationbringslimitationstothefinancingofequitycapital,
debttendtobetheprimaryfinancingsource.Theexpensesofbankruptcylimitindebtedness.The
supplyofdebtfundsinlarge,maturecompaniesareseentobemoreflexiblethanequitycapital.
Thisrelationshipisconsistentwithasymmetricinformation.Alongwithunderstandingtheresultsof
asymmetricinformation,itispossibletousePOTbehaviornotonlyfortaxandtransactionexpenses
butalsoasarationalsignalingbalance.Asymmetricinformationnotonlypreventscompaniesfrom
collectingfundsthroughtheissuingofnewstocks,butitalsolimitsaccesstoretaineddividends.

Allen(1993)assertsthathierarchytheoryshowsahierarchyofpreferencesdependingonthe
financing sources of the companies. This situation is the result of the existence of asymmetric
information.Theadministrationisassumedtohavemoreknowledgeaboutthevalueofthecompany
thanthepotentialinvestors.Thissituationmaycausethecompaniestorejecttheissuingofstocks.For
thisreason,theymaymissvaluableinvestmentopportunities.Inthissituation,companieswillprefer
toprovidefundswithretainedearnings,avoidingnewequitycapitalproblems.Theindebtedness
leveloccursbetweenthedesiredinvestmentandtheretainedearnings.POTassertsthatthereshould
beanegativerelationshipbetweendebtratiosandprofitability.

Thereisnoadverseselectionprobleminretainedearnings.Incontrast,stockhasseriousadverse
selectionproblems.Financingwithdebthasfewadverseselectionproblems.Equitycapitalisriskier
thandebtintermsoftheinvestors.Theriskpremiumishigherforequitycapital;therefore,investors
demandanequitycapitalincomehigherthanthedebt.Thissituationfacilitatestheperformanceof
financingwithdebt.

Theanalytichierarchyprocess(AHP)wasdevelopedbyThomas.L.Saatybetween1971-1975.
Saaty(1987)dealswiththemeasurementofbothphysicalandpsychologicalphenomena.Heasserts
thatwhilephysicalexpressionreferstoconcretethings(materialassets),psychologicalexpressionis
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