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Chapter 1 : Introduction

1.1- Introduction.


The objective of capital in companies is to keep the business running and financing to make the future growth. The business has three sources of capital that make the capital structure: working capital, equity capital and debt capital. For other author like Saad 2010 the capital structure is the combination of equity, debt and hybrid security.

The capital structure is how the company found are manager with the purpose of growth, maximizing the firm value and shareholder wearth. It determines which kind of business and how it use the capital for its benefit. Companies need to focus in its goals and make an effective strategic planning. One of the most important parameter is capital structure, to check the evaluation of the company in the capital market.

 Definition from Gerestenbeg of capital structure ‘‘capital structure of a company refers to the composition or makeup of its capitalization and it includes all long- term capital resources’’  (Robertson, 2009). The capital structure also can provide the current financial health of the company.
In 1958 Miller and Misigliani theorem was develop to explain the value of capital structure in the real world condition and how companies work with tax, interest payment and how it affect to the value in the company. The reason for this theory was to explain how interest payment can positively affect to cash flows.

The companies should hit shareholder maximization. There are two different stakeholders internal and external, they have the ability to work together toward the business’s benefit.  (Banton, 2021)

The principle of shareholder wealth maximization say that every firm needs to be focused on a maximum return to shareholders, the manager needs to consider risk and timing associated.
The capital structure of a firm refers to the long-term finance mix (Watson at Head 2007) Companies has to find the optimal mix of debt and equity financing that maximizes a company’s market value said Adan Hayes (2020)  (Hayes, 2020).
Pandey 2009 said that the company has to plan its capital structure to effective use of its funds according to the changing conditions.

There are a number of factors that affect the capital structure, cost of capital like nature of the business, size of the company, legal requirement, asset structure, profitability, tax shield, company’s debt- equity choice, the requirement of investors and impact of Brexit in capital structure. Hence in this study, it see how after UK public vote to leave the European Union the firm deal with the impact of managing cash and liquidity. The retail companies start to show a significant deterioration in performance.
According to Khan and Jain ‘Finance is the art science of managing money’
Financial managers should consider the internal characteristics of the company and the economic factors to create the appropriated financial structure and seek to maximize the value of the company.

 Definition of Financial Management is given by S.C. Kuchai is that Financial Management deals with procurement of fund and their effective utilization in the business. Hence every business concern will archive the maximum profit and higher profitability leads and maximize value, which the company can distribute during the year.
Normally, the finance decision affects the value of the company and the market value of the share. Hence, different companies have different capital structures but are generally based on the financial policies and this financial resource of a company can come from different sources. The financial manager needs to find a way to avoid the risk situation for the company. There are two types of the financial system, internal and external. External mean those that require agreement of other parties and Internal source of finance arise from management decision that do not require agreement from other parties, directors have the power to hold the profit without the agreement of shareholders. Every company according to a financing hierarchy always choosing internal financing first, external financing usually uses it only when it is absolutely necessary.


The optimal capital structure of a firm is the best blend between equity and debt capital. The optimal capital can be measured by the debt–to–equity ratio.  (Anon., 2021) . The optimal structure of capital is not always the same, there are so many variant involved  to control due to the change environment the optima structure is constantly changing.
 Indeed the study has been seen the comparison between 5 companies for 6 years in the same industry from London stock exchange and the objective of the study is how the financial performance is and the context objective major factor has been used such as debt ratio, debt to equity ratio, total assets, market to book value ratio and return on equity.


.

1.2- Context and relevance of the study

This study tries to understand and explore how the capital structure helps companies make a profit by proper finance plan, every company need to look inside the capital structure and work in its financial structure.

It has been studied from the theory of carried out by Miller and Midigliani and in this study, it is tried to help to see issues that can occur in the capital structure and aspects such as taxes are relevant for any capital structure and how it affects the functioning of the Business.
Also some theories from Glai and Masulis, Jesen and Meckling 1976 and Myers 1977 who study how companies invest in to the company share of transfers benefits from creditors.
Other theories are conclude the optimal capital structure trade off between benefits and cost of debit financing.
It find two different streams of thought. We have on the one hand those who believe that the capital structure affects the results of the company and others who believe that the capital structure does not determine the results of the company at any time.
The study is complete because it analyzes different periods of time and different contexts in the micro and macro factor, which causes different in the capital structure result.

The study tries to clarify and show the importance of the capital structure by different theories and existing literatures and its further attempts and researches on capital structure and its impact on the profitability of FTSE 100 in the time period of 6 years ( 2014- 2020). The system of governance separate ownership and control of the share, which give freely to bought and sold in stock exchange.

 Also, because by 2016 UK voted for Brexit and this decision affected every firm in UK in this study look at business analysis and performance of the firms at this time and the evolution of the government polities.


1.3-  Purpose of the study

The purpose of this study is to investigate the capital structure and financial performance of 6 retail companies from UK that participate in the FTSE 100 and how governance polities condition  and tax can affects their performance.
Also, how the company choice of finance and the effect on the company value. The study is based in analysis data of the company for 6 years and analysis by multiple regression and techniques as companies gearing , profitability ratios and market capital.
The study has deep analyses in the relationship between gearing and ROCE, gearing and ROE, gearing an operating margin.

1.4- Significance

The study research wants to help students and entrepreneurs to understand the capital structure. It studies in depth how financial performance affects capital structure. Also, it is possible to see how government policies (Atrill, 2011) can affect capital structure, a brief light will be provided on how Brexit is affecting companies.


1.5- Research question and hypothesis

The objective of this study can be divided into two questions. How the profits of a company are related to the capital structure? and how government politics can affect to results?
The main objective is to understand and examine how capital structure can affect profitability.
To study the structure of capital is important to clarify:
· How is the impact to choice different finance decision on company value?
· How are the impacts of gearing and ROCE, ROE and operating margin?

1.6- Limitations

The limitation of this study is the small sample size, only include 5 firm from FTSE 100 listed firms on the London Stock Exchange,  the longitudinal effect because it will study 6 year of the firms, Hence the study will be no able to include companies youngers than 6 years financial data. Also, the 5 companies are all dedicated to the same sector to be able to study the same business capital structure and how they manage the finance structure in their firm.



1.7- Plan of the study


The research follows this structure: Chapter one is the introduction of the study, the objective and significance of this study also research the hypothesis, model and limitations.
Chapter two  explain the background of the study and empirical results, Chapter three is about the conceptual framework and research methodology, Chapter four interpret the data of the companies research and analysis it, Chapter five is the last one,  the conclusion and recommendation.


















































Chapter two

LITERATIRE REVIEW

2.1- Introduction

In this chapter provides a summary of most relevant theories and the literature necessary to explain how the capital structure impacts on the future profits of the companies appear.  It discusses theories, review and components on capital structure. 

2.2- Capital structure

The management of the capital structure is the most important activities for a firm which allows to operate in the business. The firm has finance resources available in its capital structure and it need to mix it.  The capital structure is defined as ‘‘the mix of a firm’’

2.3- optimal capital structure

To maximize the market value,  the firm need to minimize the cost of capital, debt financing is less expensive than equity financing, it is due to the interest expense associated with debt is tax deductible, while dividend are not tax deductible. Dividens are a portion of a company.
This can be measure by debt- to- equity ratio, companies that want to compare must always offer the same industrial service because the structure of capital are similar.
The firm will be good if they can maintain their optimal capital structure.

2.4- Profitability

The profitability is the objective of every company. The profitability is a measure of efficiency in the firm and the ability to generate earning. The profitability of the company is often measured by an indicator ‘Return on investment’, An analisys of a company’s profitability is necessary to understand if the company is efficiently utilizing its resources, measuring current, and past profitability and plan the future profitability is important. A company can have profit, this does not necessarily mean that the company is profitable. Profit describe the financial benefit realized for a business activity fewer total expenses, cost and tax. Therefore, the decision of capital structure affects the company’s profitability and the position of the company.

2.4- Past studies on capital structure.

There are many developments of different theories of capital structure, it has created the important of capital structure.




2.4.1 Capital Struture by W A Chudson
 
Chudson develop a theory after work in capital structure that there were relationships between capital structure and profitability. He used various capital structure including debt and equity capital to have this conclusion.

2.4.2 Leverage and Profitability theories


2.4.3  Arbitrage proof of Modigliani- Miller Theory On Capital Structure

Capital structure vary considerably the industries. There are a number of theories have been subjected.
The capital structure do not affect the firm’s value according to MM

· Modigliani and Miller : No Taxes

The firms that produce the same cash flow even if they have different portfolios they must have the same value. 
To develop this theory MM compare two firm one contains all the equity of an unlevered firm this firms has no growth and becayse it pays no taxes the firm can pay out all in dividends. The second firm is identical except that it is parcially financed with debt, because the firm is not growing and pays no taxes it can pay out dividends.
The capital structures  unaffected  to the value of the firm.

· Midigliani and Milker II: The eddect of Corporate Taxes

MM proposed a study which there was no corporate tax. Companies must deduct their interest from payments as business expenses but payments to shareholders are not deductible therefore interest payments reduce taxes paid, less is paid to the government so a greater part of cash flow is available to investors 


2.4.4 Pecking Order Theory

This theory was created by Stewart Myers and Nicolas Majluf 1984, which is based in asymmetric information that means when manager and directors in the firm have more information that investor. 
Also, firm follow pecking order, prefer to use internal financial resources because is cheaper than equity or external debt. It was argued by Myers 1955.  (Decker, 2011)
The small firm will try to meet its needs by internal finance fund or debt before equity mainly because it is lower level or intrusion and lower risk control. 
However, many large, financially sophisticated, and highly profitable firm use little debt.
This theory supports the negative relationship between profitability and leverage.


2.4.5 Agency cost Theory 

This theory was created by Jensen and Meckling 1976, it is a type of company expense, they define relationship as a contract under which one party, the principal engages another party the agent to perform some services on their behalf.  There are three types expenditure by principal monitoring the agent, the agency need to monitoring cost,  behavior and control,  the compensation police and operating rules, the second type is  labeled bonding expenditures in that one the firm will pay, the agent will not take actions that harm the principal and the  last one is lost welfare  caused by the divergence on this interests from those of his agent.
The agency cost help to control de management. Morri and Bereta 2008 said that the capital structure is making by agency cost. Other Autor as Fama and Miller 1972 identified that firm with positive value and with longer credit histories would have lower cost of debt. (Luhman & Cunliffe, 2013)




2.4.6 The trade off Theory 

This theory was developed in 1970 and explain that the corporate leverage, The trade off theory help the company choose the quantity of debt and equity finance to use by balancing the cost and benefits. The theory said that capital structure and profitability is positively associated.
The firm finance themselves by debt and equity funds, debt are refers to loans from outside sources and equity is money the firm’s owners or shareholders invest. The firm need to found the balance between this two.
The tax can be deducted from the interest on debt for this reason the cost of debt is always lower that cost of equity. The objective of every firm is to find an optimal capital structure and minimizes the cost of financing and minimizes the risk of bankruptcy.
Although, there are empirical evidence that contradict this theory and develop the negatice relation between profitability and financial leverage. It was support by the Rajan and Zingales 1995 finding for G7 and Myers 2001.


2.4.7 The market timing Theory 

The structure theory of the irrelevance of the capital structure proposed that there is no optimal capital structure in a perfect capital market. This theory was criticized because there is no perfect market. MM later created Proposition II in which he described the reason why the rate of return increases as the debt index increases. According to the Fire cars, the capital structure affects the value and cost of the company. A poor decision in the capital structure can cause the cost of capital to increase and the company to have a lower net worth. The projects will be accepted according to the associated risk, therefore the chosen financing combination is important. 





2.5- Capital structure and firm performance: empirical evidence

This study researched empirical studies to clarify the impact of capital structure and profitability of a firm. There are thousands of studies testing the capital structure theories.
The variables as size, risk , and state ownership affect all measure of capital structure, the empirical evidence finding will help corporate manager in making optimal capital structure decision. (Alipour, 2015)

[bookmark: _GoBack]
A Study examines relationship between capital structure and profitability using 42 mining sector Indonesian listed companies during 2014- 2018. The study uses three performance importat as depent variable  in the capital structure are return on equity (ROE), return on asset (ROA) and earning per share ( EPS), the independent variable are debt asset ratio (DAR), debt to equity ratio (DER), long-term debt to total capital (LDTC), long term debt to total equity (LDTE) and growth. The result show that DER has negative significant to ROE, DAR has a negative effect on ROA and EPS while DAR has a positive effect on ROE. LDTC has negative relationship to return on asset also Growth has a significant positive relationship with ROA, ROE and EPS.
Due to globalization the  firm need to be more competitive to survive in the market, the fund of capital  are needed to sustain the strategies and innovations, it could be by internal sources of the company as net cash flow or by external resources. Capital structure can to create stable financial condition. The mining sector are different becare requires larges investment, long-term , high uncertainties and hugh risk that make funding a key issue related to company development.
Addae (2013) said that debt to equity ratio has a significant positive effect on company profitability, this theory is contrary to research conducted by Endri 2019 which mentioned that debt to equity ratio had a significant positive effect. (Endri, 2020)



Hutchinson said que there is an important positive relationship between debt and profitability ratio.

The firm should have profitability, it is very important because profitability means survivability of the company in long term. 

Other studies highlighted the negative relation between leverage and profitability as Baker and Wulgler 2002, other studies add adjustment cost to show an inverse relation between leverage and profitability can be consistent with a dynamic traed-off model. (Xu, November 2012)

The profitability rise for the operation leverage and it reduce the optimal financial leverage. Therefore operating leverage have a negative relation between profitability and financial leverage. (Chenm Zhiyao, 2019)

The relation between expected profitability and leverage depend on the measure of leverage and the magnitude of leverage adjustment costs.







































2.6- Capital Structure UK: Empirical Evidence
2.7- politic government: Brexit.
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