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ABSTRACT

With the complexity of business in the modern world, the presence of major customers has made it easy to achieve the right
returns for companies. On the other hand, the type of capital structure and cost management are effective in achieving this
goal. Accordingly, in this study, the relationship between customers and capital structure of 124 companies that have been
accepted and active in Tehran Stock, Exchange for the period between 2011 and 2016 has been investigated. Literature
and research backgrounds are collected through library studies and data are also available from the codall sites,
www.rdis.ir, www.tse.ir, www.tse.tmc.com, and software transmissions New and data warehouse were compiled and
analyzed for Ewiew's statistical software. Finally, the results indicate that there is no significant relationship between
the cost of equity, the cost of debt and the overall structure of the capital with the concentration of customers.
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INTRODUCTION

What is certain is that in the behavioral financial researches, the lack of paying attention to the
customers’ concentration in Iran is felt, but this issue has been overviewed in other countries.
Guilding and McManus (2002) in their research found the signs of evaluation and estimation
of customer accounting levels and its acceptance preliminaries. Studies like Chenhall’s (2003)
also reveal the profitability nature and ratio of the customer.

In today's turbulent business, consumers can buy what they want and in none of the countries
in the world consumers cannot be forced to buy a particular product or refrain from buying a
particular product. In addition, manufacturers can maintain their own interests provided that
their manufactured products are the desire and demand of consumers. Therefore, investigating
the structure of consumers can contain a lot of results about their relationship with suppliers
and sellers. Especially since the customers’ concentration can have significant effects on return
and risk, the two main variables of financial management (Aghazadeh et al., 2007).

On the other hand, companies are seeking to reduce their costs to remain and continue the
activity. Increasing the cost of capital enhances the costs of company and, consequently, the
company loses its competitive ability and will be eliminated from the scene of competition.
Perhaps the most important application and concept of the cost of capital can be stated that if
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the return on investment of a company surpasses its cost of capital, and if this rate of return
increases without increasing the risk level, the shareholder's wealth will increase. The reason
that is provided for this increase in wealth by lowering the cost of capital is that if the rate of
return of a company surpasses its cost of capital, holders of bond and preferred stocks will
achieve their expected fixed return rate and the remaining return rate will be at the disposal of
ordinary stockholders (Jahankhani and Parsayian, 2008). Therefore, it should be kept in mind
that the cost of capital variable is one of the most influential variables in taking financial
decisions, including decisions made by investors, managers, creditors, etc.

Problem Statement

Profitability and, ultimately, the maximization of shareholders’ wealth are in a way related to
the type of customers. This event can have significant effects on the company's capital structure.
In better words, these companies should maintain more current assets so that if the customer
delays in his debts reimbursement, they can continue the company's operations continuously.
The company may also have liquidity problems and take steps to get facilities because of not
paying the debt by the customer. This will increase the risk of company and it will therefore
encounter more problems in providing capital either through stocks or debts. Therefore, the
presence of major customers can have significant effects on the cost of capital of the company
(Itzkowitz, 2013).

In America, since the 1970s, companies were required to disclose those customers that the sales
ratio to them is more than 10% of the company’s sale in their financial statements. Therefore,

® ltzkowitz considered the same ratio of participation equal to the customer being major and its

concentration. In other words, the ratio of customers’ concentration is equal to the percentage
of exchanges performed with customers by more than 10% of the annual sales of products and
services.

Itzkowitz (2013) found that there is a significant relationship between the ratio of cash holdings
and the number of major customers (customers’ concentration). He believes that when the ratio
of the number of major customers to sales is used, we find out that there is a stronger relationship
between these two variables. On average, each unit increase in customers’ participation ratio
results in 8% increase in cash holding ratio. In this research, he found that there is a relationship
between the major customers and the leverage of company. Meanwhile, on the contrary the ratio
of held cash, and the customers’ concentration do not have any significant effects on the
company’ leverage. As it was mentioned earlier, nowadays the cost of capital plays a very
important role in financial decisions. Therefore, the purpose of researchers in this research is to
investigate the effect of customers’ concentration competition on the company’s cost of capital.
Necessity of Performing the Research

The presence of major customers in the customers’ structure has a significant effect on sales and
profitability as well as cash flows of the company, that each of these factors directly or indirectly
affects the risk and, ultimately, the companies’ return. Risk changes, in turn, cause changes in
the cost of capital of the company. In fact, a company must bear a higher cost when taking the
debt or disseminating the stock. Therefore, the purpose of researchers in this research is to
investigate the effect of major customers’ existence in customers’ structure on the risk of
company.

THEORETICAL BASES
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Cost of Capital

Financing in economic units is performed in different ways and by using numerous resources;
numerous factors are involved in the best type of financing, the most important of which is the
cost or financing expenditures referred as the cost of capital. Cost of capital is the acceptable
minimum return for capital. In fact, the cost of capital is the boundary between good
performance and poor performance of the company and the minimum is a rate that must be
obtained in order to create the value of company. According to the definition, the cost of capital
is the cost of using monetary and financial capital at a certain time. Of course, the term “capital”
in the combination of cost of capital has a broader concept than the concept of capital in
accounting. That is, it does not just include equity, but also includes long-term debt with interest.
The cost of a company's capital is not necessarily a cash cost, but an opportunity cost is equal to
the total return expected by investors in stock and bonds in the company. In other words, the
cost of capital is resulted from a balance between risk and return; the higher the risk of
companies is, the higher its returns and, consequently the higher its cost of capital is (Othmani,
2002).

Concenftration Marketing Strategy

To choose a target market, should a company look for larger sections or concentration to meet
the needs of one or more smaller sectors? We will now look at the target market strategy

(Alipour, 2012). @
Customer Share ®
Historically, the company's success has been measured in a category related to the product @ q
through its share of the market. For example, if there are 100 million pairs of sneakers every ® ®
year for sale, a company that sells 10 million of them has 10% of market share. If the shoes )

manufacturer's marketing objective is to increase market share, it may lower the price of its
shoes, increase its advertising, or offer a free basketball ball along with every purchased pair of
shoes to the customers. These tactics may increase sales in the short term, but unfortunately they
will not be probably able to do anything for long-term success of the shoes manufacturer. In
fact, such tactics may really reduce the value of that brand by reducing its price. Since it's always
easier and cheaper to maintain an existing customer than obtaining a new customer, customer
relationship management companies concentrate on increasing their customer's share, not on
market share. It can be said that a consumer buys six pairs of shoes in a year ~ two pairs from
each of the three various manufacturers. It can be assumed that a shoe manufacturer has a
customer relationship management system that allows him to send its current customers a letter
and invite them for receiving a special discount or receiving a gift if they buy more during the
year. If the company can encourage the consumer to buy three or four or perhaps all six pairs
of shoes, the company has increased its customer share, and this action does not seem too
difficult, because the customer usually likes to have shoes from such a company. Without a
customer relationship management system, the shoes manufacturer may use traditional
advertising to increase sales, which will be very costly than this new method, so the company
can increase its sales and profit with a lower cost than what it spends to acquire one, two or
three new customers (Alipour, 2012).

Advanftages of Concentration on Major Customers
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Every organization depends on its customers and should understand their present and future
requirements and meet the needs of its customers. In addition, organizations must plan and strive
to pass from their customers' expectations. Concentration on the customer and understanding
his current and future needs will cause the organization to respond quickly and flexibly to the
market opportunities, and hence increasing dividends and market share for the organization.
Customers’ satisfaction increases by increasing the effectiveness of using the resources of
organization and improving customer loyalty to the organization leads to durability in the
business (Alipour, 2012). On this basis, the present research was designed and it has been
looking for investigating the effect of customers' concentration on capital costs.

REVIEW OF LITERATURE

Banimahd and Farahanifard (2010) in an article entitled as "The Relationship between Capital
Structure and Competitive Power of Companies Accepted in the Tehran Stock Exchange"
concluded that competitive power and capital structure have a significant and positive
relationship with each other and impact on each other.

Bulu and Rahmani (2013) investigated the cost of equity and the transparency of profit. The
results of this research indicate that there is a negative and significant relationship between the
transparency of profit and cost of equity. Also, the results show that there is a negative and
significant relationship between profit transparency and unordinary return.

Chan et al. (2009) investigated the relationship between the cost of capital and the proportion

® of market value to the book value of equity. The results of their research indicate that the

® proportion of market value to book value of equity is positively and significantly related to the

quality of disclosed information of the company and also has negative and significant
relationship with the cost of capital of the company.

Dhaliwal et al. (2015) investigated the effect of customers' concentration on the cost of capital
of companies. According to the Dhaliwal's view, companies that their customers' structure has
more concentration and have more major customers have to pay more capital cost. Their
research results showed that the research hypothesis indicates that companies with a major
customers’ structure should pay more capital cost. Also, the results of research showed that
companies that, in addition to concentrating on customers, have major customers that the risk
of changing them exists, have to bear the more capital cost.

Itzkowitz (2013) found that there is a significant relationship between the ratio of cash holdings
and the number of major customers (customers' concentration). He believes that when the
proportion of major customers' ratio to sales is used, we find that there is a stronger relationship
between these two variables. On average, each unit increase in customers’ participation ratio
results in 8% increase in cash holding ratio. In this research, he found that there is a relationship
between the major customers and the leverage of company. Meanwhile, on the contrary the ratio
of held cash and the customers’ concentration do not have significant effects on company
leverage.

Kordestani and Majdi (2007) investigated the relationship between the qualitative
characteristics of profit and the capital cost of ordinary stock. The results of research confirm
the existence of a reverse relationship between qualitative earnings characteristics including
earnings stability, profit predictability, relevance of earnings to the stock value, timing of profit
and the capital cost of ordinary stock, which is statistically significant. But no significant
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relationship was observed between conservativeness of profit and the capital cost of ordinary
stock.

Sarraf and Mousapour Lafamajani (2014): In this research, the effect of accrual earnings
management and actual earnings management on the ordinary cost of capital was investigated.
The research findings indicate that there is a negative and significant relationship between
accrual and actual earnings management with the capital cost of ordinary stock. In other words,
it can be deduced from these results that the manipulation of accrual and actual activities
reduces the capital cost of ordinary stock.

Research Questions

Main Question: Does customers' concentration have significant effects on the capital structure
of companies?

Minor Question 1: Does customers' concentration have significant effects on the equity cost of
companies?

Minor Question 2: Does customers' concentration have significant effects on the debt costs of
companies?

Research Hypotheses

In the previous topics, the problem statement directed the research issue, but it does not include
all relevant and required information. On the other hand, if in the problem statement all
research information is proposed, the problem becomes voluminous, so that managing and
directing it will not be possible. Therefore, the problem will never be solved scientifically unless
it is changed to a hypothesis or hypotheses. Hence, it can be claimed that the hypothesis is a
powerful and important tool in scientific research whereby the researcher is seeking to explain
the desired issue (Delavar, 2004, pp. 87 and 89). On this basis and in accordance with the
existing theoretical foundations, the hypotheses of this research are;

Main Hypothesis: There is a significant statistical relationship between customers' concentration
and capital structure in the companies accepted in the Tehran Stock Exchange.

Minor Hypothesis 1: There is a significant statistical relationship between customers'
concentration and equity cost in the companies accepted in the Tehran Stock Exchange.

Minor Hypothesis 2: There is a significant statistical relationship between customers'
concentration and debt cost in the companies accepted in the Tehran Stock Exchange.
Stafistical Population

All the actual or hypothetical members that we want to generalize research findings to are called
statistical population (Delavar, 2004, p. 120). According to the purpose of present research and
with regard to the definition of the relevant research variables, the statistical population of
research is all the companies whose shares have been offered in the Tehran Stock Exchange from
the time period of 2011 to 2016.

Sampling Method and Research Sample Size

The advantage of selecting a sample from a population is to prevent wasting a researcher's time
and to save financial resources, because by studying a relatively small sample and performing a
correct sampling and accepting a negligible amount of error, the researcher will be able to access
the nearly accurate results (Delavbar, 2004, p. 120). Therefore, most researchers perform
sampling during the conduct of a research. So, the statistical population of the present research
has been limited on the basis of the following four criteria: 1~ Regarding the desired time period
of the research (2011-2016), the name of company should be inserted in the list of companies
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accepted in the exchange, 2~ After the first public offering their stocks sales and purchase should
not be stopped for a long time 3~ The documents, records and reports required to test the models
should be available 4~ They should not be included in the financial intermediation companies,
banks, insurances and investment funds.

Finally, after applying the above criteria, 124 companies were investigated.

RESEARCH METHOD

This research can be considered as applied type in respect of purpose and based on the nature
and method as correlation type, because in this research it was tried to help investors and other
financial information users for more accurate prediction of future cash flows and for making
accurate economic decisions and investment through investigating the relationship between the
characteristics of company and the predictability of models.

Investigating Variables and Research Models

In this research, the following model will be used to test the research hypotheses:

CC = Bo+ B1 MC + 2 HHI + B3Beta + [34Size + B5sMtoB + BeRoa + B7LEV+ BsLG + €t

This model has been used by Dhaliwal et al. in 2015 and its efficiency has been proven for

o investigating the research hypotheses.
®  Research Dependent Variable
® @ CC: The cost of capital of a company that is calculated by the weighted mean of the cost of capital

of a company is as follows (Mahdavi and Goyandeh, 2009):

Ko = (Wd* Kd) + (\Ne>x< Ke)

Ko: Weighted mean of the cost of capital, Wa: Proportion of debts to total debts and equity, Ka:
The debt cost calculated by the following formula:

Ka = Int * (1-t)

In which (Int) is the interest rate (financial costs divided by the interest-bearing debts) and t
represents the tax rate. We: Proportion of equity to total debts and equity, Ke: The capital cost of
ordinary stock, calculated by the following formula:

Ke=Di1/Pot+g

Ke: Ordinary stock cost rate, D1: Payable cash profit at the end of the year, Po: Stock price at the
beginning of the year, g: Stock growth rate. To calculate stock growth rate, the mean of sales
growth rate over the past three years has been used.

Research Independent Variables

MC: Customers’ concentration which represents a percentage of sales of the company to major
customers (major customers means the customers that more than 10% of the company's sales
belongs to them). HHI: Competition ratio between companies that will be measured by the
Herfindahl-Hirschman Index. This index is obtained from the second power sum of sales share
from the market of all enterprises active in one industry (Cheng et al, 2013). Beta: The beta of
company. Size: The size of company calculated from the natural logarithm of the company's total
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assets. MtoB: Market value to the book value of the company's equity. Roa: The rate of return on
assets that is calculated by dividing the net profit of the company to the sum of assets. LEV: A
company's leverage that is calculated by dividing the total debts to total assets. SG: The Company's
growth rate that is obtained by calculating company's sales changes compared with the last year.

STATISTICAL METHOD OF HYPOTHESES TEST

Testing the Significance of Regression Line Equation

If, at a confidence level of 95%, the F-statistics calculated by the regression equation is higher
than the F value obtained from the graph (F> Fu« (x-1,8x)), then the Ho is rejected, otherwise the
Hi is accepted (Azar and Momeni, 2004), that in the present research, the model has been
significant for all three hypotheses.

Durbin -Watson Test

The Durbin-~-Watson test has been used to test consecutive correlation in error sentences. The
Durbin-~-Watson test is based on the first-order auto-correlated error model. The favorite limit
code is between 1.5 and 2.5 and in the present research is in this range for all three hypotheses.
Diagnostic Tests in Combinafion Data

To determine the type of model used in the combination data, various tests are used as follows:
Chow Test

Chow test is performed to determine the application of the fixed effect model against the
combination of entire data (integrated). The hypotheses of this test are as follows:

Ho: Pooled Model
Hi1: Fixed Effect Model

The Ho (zero hypothesis) is based on the binding values and its contrary hypothesis is based on
non-binding values. The Chow test statistics based on the total squared error of the binding
model and the non-binding model is as follows:

Chow = (RRSS—URSS)/(N—1)
(URSS)/(NT-N-K)

These statistics has the F distribution with N~1 and NT-N-K degree of freedom. If the value of
the calculated F-statistics is lower than the value of the F-statistics value of table, then at the
determined significance level, the Ho (zero hypothesis) is rejected and there will be a significant
effect on the sections. Therefore, the fixed effect model is chosen. Otherwise, the integrated data
model is used (Ashrafzadeh and Mehregan 2008).

Hausman Test

The Hausman test is performed to determine the use of fixed effect model contrary to the random
effect model. The Hausman test has been formed based on the existence or non-existence of a
relationship between estimated regression error and independent variables of the model. If there
is such a relationship, the model is random effect, and if this relationship does not exist, the fixed
effect model will be applicable. The Ho (zero hypothesis) indicates the lack of relationship of
independent variables and the estimation error, and the Hi (hypothesis one) indicates the
existence of relationship: (Ashrafzadeh and Mehregan 2008).
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Ho: Random Effect
Hi: Fixed Effect

TEST RESULTS OF RESEARCH HYPOTHESES

In this research, two types of descriptive and inferential statistics have generally been used.
Descriptive Statistics

In this statistics, the mean, median, mode, maximum and minimum of data have been
investigated, that all have appropriate level. For example:

The mean of customer concentration variable has been 65 percent, indicating that the customers'
concentration among the research sample companies is located at a high level. The reason for
this point can be found in the economic structure of Iran. Indeed, the existence of a closed
economy and also uncompetitive, has led to the reduction of the number of suppliers as well as
customers in the markets. This point has led the customers’ concentration to be located at a high
level. On the other hand, the maximum of this variable has become equal to one. In other words,
in the stock market of Iran, there are companies that all its products are purchased by major
customers, and sometimes by one customer.

Inferential Statistics

Correlation Coefficient

For this purpose, Pearson correlation between research variables has been investigated, that has
had an appropriate level.

® ror example, customers’ concentration has a positive and significant relationship with the

competition indicator and the beta indicator, and on the contrary, it has a negative and
significant relationship with the size of company and the proportion of market value to the book
value of the company's equity. In other words, with regard to the fact that larger companies have
more customers, the customers’ concentration indicator for these companies has been decreased.
Also, the weighted mean of the cost of capital has a positive and significant relationship with the
cost of equity, company's size, return on assets rate, and sales growth, that the results show that
in fact, larger companies in terms of customer level and obtaining return are usually constantly
under pressure to obtain and distribute more profit, which increases the cost of capital of the
company.

Roof Unit Test

This test investigates the reliability of research variables. For this purpose, Im, Pesaran and Shin
test, as well as Levene, Lynn and Cho test have been used, the results of which show that Prob of
all variables is lower than 5% and therefore all research variables in the period under
investigation are at reliable level (Aflatoni and Nickbakht, 2010).

Panel Tests Results

The results of relevant test for the present research indicate that for investigating the main
hypothesis and first minor hypothesis the joint effects model is used and for the second
hypothesis the fixed effects model is used.

Test Results of the Research Hypotheses
Test Results of the Main Hypothesis
In table 1 a summary of statistical tests results of the main hypothesis has also been stated.
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Table 1: Test Results of the Research Main Hypothesis
Variable Coefficient | T Statistics | Probability

C -0.05 -0.87 0.390
Customers’ Concentration 0.000 0.20 0.790
Competition Indicator 0.11 2.17 0.041
Beta ~-0.02 -1.65 0.141
Size of the Company 0.03 3.88 0.000
Proportion of Market Value to Book Value| 0.000 -0.91 0411
Assets Return Rate 0.79 8.161 0.000
Financial Leverage -0.07 -1.31 0.024
Sales Growth 0.34 12.17 0.000
Determination Coefficient 0.64 F statistics 68.46
Durbin Watson 1.91 Significance 0.000

According to table 1, the significance level of the Fisher's F statistic is lower than 0.05, which
indicates the significance of model. The Durbin-Watson test is equal to 1.91, indicating a lack
of autocorrelation between the data, and the determination coefficient of the model indicates
that 64% of the changes of the dependent variable are resulted from the independent variable.
On the other hand, the obtained results regarding the weighted mean of the cost of capital at the
level of 1% error is not significant. Therefore, the first hypothesis of the research is rejected.
Test Results of the First Minor Hypothesis:

In table 2 a summary of the statistical tests results of the first minor hypothesis has also been
stated.

Table 2: Test Results of the First Minor Hypothesis

Variable Coefficient | T Statistics | Probability

C -0.07 -0.81 0.46

The Cost of Equity 0.000 0.21 0.91
Competition Indicator 0.11 2.16 0.04
Beta 0.02 ~-1.61 0.16
Size of the Company 0.03 3.72 0.000
Proportion of Market Value to Book Value 0.000 ~-0.91 0.41
Assets Return Rate 0.79 8.16 0.000
Financial Leverage ~0.34 ~5.62 0.000
Sales Growth 0.31 12.21 0.000
Determination Coefficient 0.79 F statistics 90.71
Durbin Watson 1.87 Significance| 0.000

According to table 2, the significance level of the Fisher's F statistics is lower than 0.05, hence
the model is significant. The Durbin~Watson value is equal to 1.87, indicating that the data does
not have autocorrelation. On the other hand, the determination coefficient is equal to 0.71
indicating that 71% of the changes of dependent variable are resulted from the independent
variable. The obtained results regarding the cost of equity of the company at the level of 1% error
is not significant either. Therefore, the second hypothesis of research is rejected.

Test Results of the Second Minor Hypothesis:

In table 3 a summary of the statistical tests results of the second minor hypothesis has also been
stated.
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Table 3: Test Results of the Second Minor Hypothesis

Variable Coefficient | T Statistics | Probability
C 0.02 0.000 1.000
The Cost of Debt 0.02 4911 0.000
Competition Indicator 0.02 ~-11.30 0.000
Beta 0.02 -3.62 0.000
Size of the Company 0.02 7.42 0.000
Proportion of Market Value to Book Value 0.02 -0.81 0.45
Assets Return Rate 0.02 -11.51 0.000
Financial Leverage 0.21 0.88 0.000
Sales Growth 0.02 3.09 0.000
Determination Coefficient 0.03 F statistics 7.42
Durbin Watson 1.64 Significance 0.000

According to the data inserted in table 3, the model is significant, and the data does not have
autocorrelation and 3% of the changes of dependent variable are resulted from independent
variable. It should be considered that although the results obtained in this model are significant,
with regard to the low level of determination coefficient of model, the results are not sufficiently
reliable. Therefore, the second minor hypothesis of research is also rejected.

CONCLUSION AND DISCUSSION

The customers' concentration is regarded as one of the most important factors that is considered

® in the financial researches, in a way that this view has been created that the quantity of this
@ Variable can have significant effects on the components of the company. Major customers can

reduce the company's risk if they are related to the company in a stable and appropriate manner
and, on the other hand, can bring relative stability or slow growth of the earnings of company.
On the contrary, the presence of major customers with faltering financial policies or major
customers who are not well connected to the company can lead to the bankruptcy and
destruction of the company. For example, those companies that their transaction parties are
governmental companies or government, with political changes, suffer serious crises.

The results obtained from the review of the main hypothesis indicate that the number of
companies active in industries with a high customers' concentration is more. The reason for this
point can be known as the economic instability. In fact, in the conditions that Iran's economy is
constantly facing with considerable fluctuations, having customers who purchase a large
volume of company's products can have significant effects on the continuation of the company's
activity process. Another important point is the positive and significant relationship between
sales growth and customers' concentration. Companies that can always continue their activity
with production increase over time can gradually allocate more market volume to their own and
become larger.

Regarding the results obtained from the minor hypothesis 1, the negative relationship between
financial leverage and customers' concentration should be mentioned. In fact, this point shows
that major customers prefer to buy from companies that have more credibility and have more
financial ability. Companies that a large volume of their capital structure forms the debts are
always at the risk of bankruptcy and inability to fulfill their commitments.
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Also in relation to the second minor hypothesis, it should be noted that in the research model,
despite the significance of the obtained coefficients, the results do not have sufficient validity.
Therefore, the third hypothesis of the research is also rejected.

Research Limitations

e In the present research, the sampling method was used and the industries with the
highest number of companies in the stock market have been investigated. Therefore, it
should be treated with caution when generalizing it to other stock companies.

e The number of years~ companies investigated in the researches conducted in the capital
market of Iran, due to the small number of years-companies, are less compared with the
international researches. Therefore, the results of researches should be used more
carefully.

SUGGESTIONS FOR FUTURE RESEARCH

It is suggested to other researchers:

e The impact of customers' concentration on other components of financial statements such
as net profit, operational profit, etc. should be investigated.

e The opinion of the companies' managers in this regard should be asked by the
questionnaire tool.

e The impact of customers' concentration on the bankruptcy of companies should be
investigated by using the firefly model.
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