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Chapter 1

1.1 INTRODUCTION

Capital structure and liquidity are two factors that many investigations and research
papers have suggested as important factors on firm’s value. The researcher in this pa-
per will try to find out if there is a relationship between shareholder’s wealth leverage
and liquidity. “Chapter 1” will define the background of the study, aims, objectives,
research question following by a summary of the methodology and ending with limi-

tations of this research paper.

1.2 Background of the Research
Decision makers of different organisations may face challenges when making decisions in

any point of time. These decisions include a wide variety of management decision but three
of the major decisions which are respectively related with our case study include financing
decision which consists on choosing the way the company will finance its operating activities
or financing new investments in new projects, Dividend decision which is related to dividend
payments and policies. Investment decision which is related to decision made in order to
choose the most profitable project by assessing these projects in different ways such as NPV
method etc. This research will discuss when the leverage affects the companies profitability,
negatively, positively if there is no correlation between them. Britain is a developed country
with an open trade regime whose economy grew continuously since 1990. Today London
economy is the fifth largest economy worldwide and it is characterised by the most efficient
investment and business environment in the world. It is also considered a healthy financial
environment but according to a report from Bank of England financial leverage in UK com-
panies is still less than it was in 2008. However, leverage portion has now begun to increase
due to the increase of borrowing in debt markets from property companies such as real es-

tates. In 2018 the corporate leverage has reached the level of around £26 billion.

This study will select and examine 23 retail companies listed in London Stock Exchange.
Their financial statements will be used to see how their capital structure has affect their value
during the period of the last five years (2014-2018). According to an article from London

15
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Stock Exchange Group in 2016 the sales in retail sector grew 6.6% year-on-year and was
considered the highest increase since in 2011 when non-food sector contributed the most in
this increase. This may suggest that Brexit was not a threat to investors but in the second half
of 2016 the value of the pound decreased which was a negative sign in investor’s perspective.
However, the online retailing was growing fast which was an opportunity for businesses to
maintain a healthy sales volume. In 2015, UK retail sales reached the level of 339 billion
pounds where 15.2% of this volume was contributed from online retail sales while the num-
ber of the retail outlets was 290315. As a developed country United Kingdom possess healthy
financial markets, as a consequence companies can easily access these markets in times when
they need to raise their funds. In a report of the Bank of England there is suggested that there
is a small number of companies operating in the UK that issue equity and public bonds. It is
argued by Bank of England that the size of the company is a key determinant of issuing pub-
lic bonds. and this is supported by their results in their database where 90% of public bond
issuers are larger than £60 million and companies smaller than £250 million are hardly ever
traded in secondary capital markets. Since extending the public capital markets leads to many
benefits Bank of England has decided to build the Corporate Bond Secondary Scheme in
2009 which aims to help companies to issue primary bonds when the secondary market is not
working well, Bank of England (2011). According to Bank of England , UK companies have
a targeted level of financial leverage which tends to be responsive to tax benefits when fi-
nancing by debt and risk of bankruptcy which is related to the expected costs of financial dis-
tress. Managers have to consider many criteria when deciding the mixture of debt financing
and equity financing. In one hand managers prefer choosing equity financing since it is not a
compulsory obligation, meaning that it is up to them if they will pay dividends or not and
secondly shareholders are paid the last and thirdly, if the company face problems and is
risked to be bankrupt, firms does not have to pay back the money invested by investors but
they just share the incomes from selling firms assets after paying debtors. On the other hand
issuing shares have some disadvantages, starting with the first one which consists on loosing
ownership. Simply put, the more shares issued the less the firms is owned by existed share-
holders especially when company issue shares to new investors. When managers decide to
choose debt financing they take into consideration some benefits such as: debt is less costly
than equity in company’s perspective. Furthermore, different from equity holders, debt hold-
ers do not have control in the company. Another difference between equity and debt is related
with tax advantages, explained by the fact that when choosing debt as a finance resource,

company has to make interest payments which is a cost for the company, consequently it is
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tax deductible, while in case of equity the company have to pay dividends which are not tax
deductible but on contrary, shareholders may be taxed two times. Firstly, they will be taxed
on their earnings by dividends and secondly will they will pay tax on capital gain which is the
difference in the share price during a period of time. Another way of financing could be
through the decrease of networking capital which is related to liquidity. Companies may
choose to have a low ratio of liquidity and use that money to finance their projects. This way
of financing has its positive and negative sides which will be discussed through this study.
Managers should keep an eye on other factors when deciding between alternatives of financ-
ing and choosing the best mixture of financing based on advantages and disadvantages of the

alternatives.

1.3 Aims and objectives:
Capital structure is a very important issue and there are many comments and investigations

made by different scholars related to its effects on firm’s performance. Myers(2011) argued
that there is no general model or theory about the best mix of debt and equity because every
firm has its own specific factors which affects borrowing decision-making. The specific fac-
tors that will be taken into consideration when examining the correlation between leverage
and the value of the firm include liquidity ratios, leverage ratios, and size of the companies.
By comparing theories with empirical studies and empirical results from our case there can be
evidence of which of these theories or empirical studies stands for London companies. The
aim of this study is to help managers choose the optimal mix of debt and equity and in the
other hand to help them in deciding the level of liquidity or networking capital. There will be
a critical analysis and comparisons of literature review suggestions, empirical researches,
findings from different scholars, annual reports of different companies and analysis of these
annual reports aiming to see what happen in practice with the relationship of leverage and
profitability in UK public listed retail companies. By analysing the results and then compar-
ing them with the capital structure theories and empirical studies about it, there can be seen

which of the theory or suggestion from empirical researchers stands for UK.

1.4 Research Question
Different suggestion from different scholars and theories are given regarding to the correla-

tions of gearing with the value of the firm. Some of them suggests a correlation like trade-off
theory, while some others like MM theory see capital structure as an irrelevant factor on

firm’s profitability.
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This research aims to give an answer what happen in the practice with this relationship in UK

retail sector:

. Do leverage and liquidity have any impact on a firm performance, if yes, which is the
optimal liquidity level and the optimal mixture of Debt and Equity? If yes, how large are the
friction costs for a company that is far away from the optimal leverage?

1.5 The Methodology
In this research paper secondary data will be employed and they will be granted from annual

reports and financial statements of the selected companies. There will be two stages of this
study. It will start with the first stage which consists on the literature review by identifying
the suggestions given by different theories and authors about the capital structure and its rele-
vance to the value of a firm. It will be divided in two sections, theories by different authors
and empirical researches. After that, there will be examination of about 23 companies in the
UK, analysing their financial statements during the period of 2013-2018 and by calculating
the ratios that are related to leverage, liquidity and the value of the firm. The calculations will
be illustrated by graph using MS-EXEL. After calculating all the ratios for five years, there
will be used quantitative methods to find out the relevance between liquidity, leverage and
performance. There will be two types of data. Basic data which includes all the information
collected by journals, reading, financial statements, empirical researches, surveys etc. On the
other hand these basic data will turn into processed data which consists on processing these
data through econometric models and generating the variables which are necessary to for cre-
ating the models and testing hypothesis of this study. The analysis will be done with the aim
to see if how the right financing decisions would contribute to the organisation’s profitability

and to what criteria should be taken into account when choosing the mixture of financing.

1.6 Limitations of the Study
There are some factors that can limit this study results to be accepted absolutely as the right

answer. One of these factors is the period taken into consideration. The research paper will
discuss among the period of 2013-2018. This is only 5 years investigations without consider-
ing what has happened in the past and what can happen in the future. Also, there will be in-
vestigation for 23 companies only which is relatively small number when considering how
many companies operate in UK because 23 companies cannot represent other millions of

businesses. Furthermore the companies included in the study are public listed companies but
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there are many other limited companies operating in retail sector industry in the United King-
dom. On the other hand every company has its own specific factors which should be taken in
consideration when deciding the corporate leverage. Some of them are size of the firm, infla-
tion rate, interest rate, borrowing facilities, level of profit, tax, risk, GDP etc. Furthermore,
there are mentioned above only factors that can be measured and controlled but it should not
left behind the some other factors such as government policies, economic and political stabil-
ity of the country cannot be neither measured, nor controlled but they can affect corporate

leverage.

Chapter II

2.Literature Review
Chapter 11 will cover the literature review from different authors about capital structure, li-

quidity, leverage and performance. Also, there will be empirical researches that have dis-

cussed these areas.

2.1 Capital Structure Theories
Capital structure refers to the way that a particular company finance its activities through debt

finance or equity. To continue with the analyses of the effect of capital structure to the value
of the firm it should be started with the concepts of the cost of capital. In investor’s perspec-
tive cost of capital is defined by Arnold (2013) as the required return of capital invested by
investors in a particular company. It is also called as weighted average cost of capital and the
formula is as below. WACC = ky wg + kj , where here WACC — the weighted average cost
of capital, ky cost of equity, wg- weight of equity, proportion of equity finance to total fi-
nance, kp- cost of debt, w,, - weight of debt, proportion of debt finance to total finance.
Since interest expenses are tax deductible it should be into consideration the fact that cost of
debt is calculated after tax benefit, which means: WACC = kg wg + kp (1 — T)wp, where T-
is the tax rate.

The value of the firm is the result of capitalizing the earnings from the project by the cost of

Earnings

capital invested in that project. V =
WACC

By having a look to this formula it can be said that the value of the firm may change due to
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change in earnings, weighted average cost of capital, or due to changes in both of them. It is

important to mention that capital structure cannot affect EBIT but it can have an impact on

the net profit which is directed related to shareholder’s wealth.

Different authors are of the different opinions when discussing about capital gearing. The

discussions about leverage are made based in some assumptions:

Enterprises finance their activities through only two sources, Debt and Equity.

Dividend payout ratio is 100%, which means that all the net profit will be given as

dividends, thus, company will not keep retained earnings.

Mix of debt and equity does not have any impact on business risk.

There are no taxes on personal earnings or corporate earnings.

Investment decision does not change.

Modigliani and Miller theory (1958) stated that the level of gearing does not have any impact

on firm’s value. According to this theory, firms that are identical will have identical profits

and there will be no difference in profits if investors switch their securities from a highly lev-

eraged firm to a non-leveraged one. On the other hand as supported by Arnold (2013) it

should be said that Miller and Modigliani (1958) theory is based in the assumptions below:

There is no difference between interest rate of individuals and investors, thus, it
is considered same as the risk-free interest rate.

Investors have the same information as managers do, so they are well-informed
of risk and return of securities and in this way they are rational in their choice.
There is no tax neither in personal or corporate income.

Capital markets are assumed to be perfect which means that investors can freely
buy, sell or exchange between securities.

They made this theory assuming that there are no transaction costs.

Modigliani and Miller (1963): In this theory, Modigliani and Miller consider including tax as

one of the factors when calculating the cost of capital. With the tax included in this theory,

here comes the advantage of using debt finance since it reduces the tax payments. Based on

this, Modigliani and Miller suggested an extreme approach that a firm should be as highly

leveraged as possible. But, being as highly leveraged as possible could lead to some negative

effect which will be analysed in the trade-off theory paragraph.
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Trade-off Theory: While Modigliani and Miller excluded tax and some other factors such as
cost of financial distress, cost of asymmetric information, agency costs of debt, this theory
take into consideration all of these factors and according to it, there is an optimal capital
structure when the value of the firm is maximized. Marsh (2012) is of the opinion that effects
that the mix of debt and equity has on the enterprise value are very considerable. As suggest-
ed by this theory, if the firm continue to increase the level of debt finance, there comes a
point beyond which the cost of capital starts to increase,(Clayman et al, 2012). The explana-
tion of this theory is as below:

This theory supports the fact that since interest expenses are tax deductible thus, it gives the
opportunity for companies which use debt financing to have a higher profit and a higher af-
ter-tax return to shareholders. But, Myers (2001) argued that choosing trade off strategy does
not mean that firms will be always profitable because of some reasons. Firstly, firms that bor-
row money have to make interest payments for a certain period and if firms borrow a large
amount of money the present value of interest payments will offset the money increased by
tax shield. Secondly, debt is not fixed and debt capacity depends on company’s performance.
If it performs well, it will be able to borrow but if it performs poor it will be forced to pay the
debt. The third reason is regarding to financial distress. Cost of debt is lower than cost of eg-
uity due to the fact that in investor’s perspective, debt is less risky so they require lower prof-
it, while the return that investors require when investing in shares is higher due to the higher
risk that this investment possess. Consequently, an increase in borrowing will decrease the
WACC gradually but this happen until a certain point. At this stage the increase in debt fi-
nancing will not change the WACC. After that point if the company continues to increase the
level of borrowing it will be seen as like something with that company is not going well so in
shareholder’s perspective it will be more risky to invest in shares to this company. As a con-
sequence the required return from shareholders will be higher which means a higher cost in
company’s perspective. Ke will be higher than Kd and Kd will increase as well due to the
large amount of borrowing. This leads to an increase in WACC, consequently the value of the

firm will be decreased.

Pecking order Theory: After Donaldson (1961) introduced this theory, later Myers and Maj-
luf (1984) supported it. According to them firms should follow a pecking order when decid-

ing the way of financing. The first choice of borrowing should be internal financing through
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retained earnings of the company and equity, than using debt which is in accordance with
Myers(1984). However it cannot be accepted as a universal theory. For instance, in the pres-
ence of asymmetric information cost of debt financing is less important than cost of issuing
new securities. On the other hand there is a disadvantage when issuing new shares because in
this way company dilute its ownership. Furthermore using only its own money would prevent
the growth of the company. Michael L. Lemmon and Jaime F. Zender (2010) tried to test cap-
ital structure theories and they concluded that due to the limitation of debt capacity, firms
have either limited or no flexibility when choosing financing instruments. Thus, using equity
would be seen less as a negative signal when comparing with a similar firm that would
choose debt financing. Titman and Wessels(1988) conducted an empirical research which
emphasized the pecking order theory suggestion about the negative relationship between cap-
ital structure and profitability.

2.2 Empirical Researches on Capital Structure
Capital structure is a very important choice for managers when they are deciding the balance

of debt and equity to finance their day to day operating activities, firm’s assets or financing
for future growth. Most of the time managers tend to choose the optimal mix of debt and eq-
uity in order to have the minimum cost of capital structure. On the other hand there are many
factors that may limit managers when choosing the balance of debt and equity. For example,
Milos(2015) in his research paper suggested that capital structure in Romanian listed compa-
nies is negatively related with size of the firm, tangibility, profitability, growth and liquidity.
In this paper the negative correlation between capital structure and firms profitability is inter-
preted as firms with lower profitability rely more on leverage than firms with higher profita-
bility because firms higher-profitable can finance their activities internally. On the other hand
Booth et al (2001) in their research paper found that tax benefits do not play any role when
deciding the balance of debt and equity. Other suggestions are made from other authors in
their empirical studies.Chen,J.,Strange,R.(2005) took a sample of 972 Chinese listed compa-
nies and they examined their capital structure determinants finding that the most significant
determinant of capital structure is profitability where more profitable firms are less leveraged,
while they pointed out a contradictory result about the size and the age of the firm. According
to them, there was a significant and positive effect of firm size in the market value of debt
ratio and no impact on the book value of the debt ratio. On the contrary they suggested that
the age had a significant and positive impact on book value of the debt ratio and no effect on
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the market value of the debt ratio. On the other hand they saw taxation and growth rate as ir-
relevant factors when deciding the way of financing. Other suggestion were made by Shiva, T
and Girish,S (2017) in their empirical study where they capital structure in pharmaceutical
industry in India finding that size, growth, profitability, liquidity and tax shield have no im-
pact on borrowing decision-making. Roger,J et al(2012) conducted a research about determi-
nants of capital structure in UK retail industry and their results suggested that liquidity and
profitability in UK retail sector are significantly negatively related to financial leverage
which reflects the pecking order theory and it is in accordance with an earlier research from
Hutchinson and Hunter (1995) who stated that retail companies in UK finance their activities
internally using retained earnings rather than debt. In that way seeing profitability as the main
generator of retained earnings means that firms with higher profit are less leveraged. Mean-
while, another conclusion of Roger,J et al(2012) was regarding the size of the firm which
had a significant positive correlation with the financial leverage supporting the trade-off theo-
ry. Financial leverage refers to the amount of debt that one organisation borrow to finance
their activities. There are many cases when firms needs to borrow money such as, in cases of
expansion companies suffer from lack of funds which force companies to borrow money in
order to meet the liquidity needs. Other cases could be when deciding to buy new assets, in-
vesting in new projects, financing day to day operating activities etc. Managers may finance
these activities through internal sources such as retained earnings, sales of assets and reduc-
tion of working capital or through external sources such as loans, bank overdrafts, equity fi-
nancing, factoring, leasing, capital ventures, preferred stock, trade credit and hire purchase
etc and the most common ratio to measure financial leverage is total debt divided by total eg-
uity Ross at al(2002) and this was later supported by Marsh (2012) in his book. But, Titman
and Wessels (1988) used total debt divided by total assets as a measure of leverage in their
research paper suggesting that there can be expected different results when using book value
or market value. Rajan and Zingales(1995) in their research paper argued that this is not the
best ratio to be used due to the fact that some of the liabilities may not serve as a way of fi-
nancing. They mentioned accounts payable which are liabilities which serve for transaction
purposes not serving as a source of financing, leading to an overstatement of leverage. Ac-
cording to an academic article (2018) about leverage ratios, the higher the firm is leveraged,
the higher the risk and the higher the return on equity. The aim of managers is to find an op-
timal mix of debt and equity where net benefits of this mix could be the highest. Korteweg,A
(2010) employed panel data to estimate the present value of net benefits when firms use debt

financing concluding that net benefits for low-debt firms increase when they increase debt
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financing but in one certain point if the leverage is increased very high the net benefits starts
to decrease. In this research paper it is suggested that there exist an optimal capital structure
and net benefits in this case could be 5.5% of the firm value. Reporting practises and govern-
ance structure impact the debt to equity ratio. Salla and Benjamin (2010) stated in their re-
search paper that Russian companies with private controlling shareholders have considerably
less debt in their capital structure than firms with state controlling shareholders and firms
with private controlling shareholders finance their growth opportunities with external sources
while companies with private controlling shareholders use internal sources for growth oppor-
tunities. Some empirical studies suggest that asymmetric information is an important deter-
minant of mix of borrowing. Abkari et al (2009) examined some USA firms for three dec-
ades. They examined the impact of asymmetric information on the borrowing mix concluding
that there was a strong relationship between mix of debt and equity with asymmetry of in-

formation.

2.2.1 Empirical studies of capital structure effects on profitability
Profitability of a company refers to the degree to which companies can generate earnings

through their business activities. It is not an absolute amount like profit but it is a metric
through which managers and investors can indicate the ability of one particular company to
generate earnings. Profitability can be measured through three ratios, return on equity(ROE),
return on assets(ROA) and return on investments(ROI),(Marsh 2012). Profitability is an im-
portant issue in creditor’s and investor’s perspective, and the impact of capital structure on it
is an issue that should not be left behind. For this reason, many researches have attempted to
find the relationship between these two variables. Starting with the theories, according to
pecking order theory there is e negative relation between them while trade-off theory sug-
gests a positive relation between capital structure and profitability. Rajan and Zingales(1995)
were the first among the scholars that attempted to find the relationship between these two
variables. They suggested that there is a negative relation between capital structure and prof-
itability and according to them this significance of the relationship depends on the size of the
company, suggesting that the bigger the size of the company is, the stronger this negative re-
lationship became. Foster and Young(2013) conducted a research to see the capital structure
determinants in emerging countries divided by geographic region and they concluded that in
10 countries included in the research there was e negative relationship between profitability
and leverage which is in accordance with an earlier research paper by Majumdar & Chhibber

(1999) who suggested a negative relationship between gearing and profitability in Indian
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firms. On the other hand, in a later research study by Nissim & Penman (2003) that included
American listed companies they found a positive relationship between gearing and profitabil-
ity. Habib (2014) suggested that there is no close relationship between debt ratios and firms
profitability ratios but there was an impact of leverage on the net profit. Reddy and Narayan,
(2018) examined the effect of capital structure on profitability in 10 pharmaceutical compa-
nies in India concluding that the leverage has a negative impact on profits of the firm but this
impact was insignificant meaning that Pharmaceutical firms in India do not use too much lev-
el of debt financing for growth opportunities. Dalci(2018) in his empirical study about capital
structure effects on profitability for listed manufacturing firms in China stated that the rela-
tionship between leverage and profitability was upside down U-shaped which means that
there could be a positive relationship between leverage and profitability which is due to the
tax advantages and the negative relationship is attributed to financial distress, bankruptcy
cost, information asymmetry and agency costs. Herciu and Ogrean(2017) argued in their re-
search work that there is a strong impact of leverage on profitability but the way and the de-
gree it affects positively or negatively depends on the sectors. They found that there was a
very strong positive correlation between variables in telecommunication sector, health care
and technology sectors which was over 0.5, whilst in motor vehicles & parts sector and in
energy sector the relationship was positive but weaker. Earlier studies have approved the sig-
nificant relationship between capital structure and profitability. Gill & Mathur (2011),in their
empirical research found that there was a positive relationship between debt to equity ratio
and profitability in Canadian service industry companies while there was a negative correla-
tion between variables for Canadian firms operating in manufacturing industry which is in
line with a later research study by Korkmaz (2016) that examined manufacturing companies
listed in Istanbul Stock Exchange with the aim to see the effects that mix of debt and equity
financing could have on companies profitability and this research paper results suggested the

negative correlation between variables.

2.2.2 Empirical studies of Liquidity effects on capital structure and profitability.
Liquidity is the degree to which one company is able to meet its short term obligations and

the ability of converting its assets into cash. Liquidity is an important indicator for stakehold-
ers. For example employers could be interested to know the liquidity of the company because
in this way they can realize the ability of the company to pay its obligations related to em-

ployees such as salaries, pensions etc or it may be important for suppliers to know the liquidi-
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ty of the company before they sell their goods to this company. The liquidity of a company
can be measured through three liquidity ratios, current ratio, quick ratio and cash ratio
(Marsh,2012). It could be said that it is good for a company to have a high liquidity ratio be-
cause in this way it can meet all of its short term obligations and a high liquidity is a good
indicator in stakeholder’s perspective. On the other hand this high ratio leads to what is called
opportunity cost which means that instead of keeping to much cash the company could invest
these cash in any project and increase its profitability as a consequence. There is no optimal
liquidity level, either debt level because it depends on the industry nature, business features,
scale of operations etc (Opler, et al.,1999). For example shareholders would prefer a low li-
quidity ratio since in theory there is an inverse relationship between liquidity and profitabil-
ity. For this reason this paper will mention some empirical researches that give different sug-
gestion regarding to the relationship between these two variables. Prasit et al,(2011) conduct-
ed an empirical research in Thailand where they found that relationship between liquidity and
leverage is inverted. Anderson and Carverhill(2012) found that there is a close relationship
between profitability, liquidity and capital structure in firms with moderate leverage, explain-
ing that the increase in profitability is accompanied with a decrease in the liquidity target lev-
el while there is a positive relationship between capital structure and liquidity because ac-
cording to them a higher level of long term debt leads to a decrease in the optimal use of
short term debt, consequently an increase in liquidity level. In the same year another author
Sohan(2012) conducted an empirical research in Bangladesh arguing the positive correlation
between liquidity and leverage. Reddy and Narayan (2018) suggested that there is a positive
relationship between liquidity and profits of the companies in pharmaceutical industry in In-
dia.

2.2.3 Empirical researches on size and profitability relationship
Different scholars have attempted to fins the link between size of the firms and their profita-

bility. According to Claudiu (2013) profitability is negatively related to firm size, explaining
that firms with low amount of non-current assets perform better than companies with higher
amount of non-current assets. They used non-current assets ratio as a proxy for firm’s size.
On the other hand Peter and Darush(2018) suggested that there is no relationships between
bank’s size in Sweden and profitability. Meanwhile, one of the mentioned determinants of
profitability in Malaysia is firm size where Saleh and Mohammed(2018) found in their em-

pirical study a positive relationship between size of the firm and its profitability, meaning that
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the higher the size of the company ,the higher the profit and generating economy of scale is

one of the explanation for this positive linkage.

2.2.4 Summary of the researches
The aim of the all of the researches above has been finding the relationship between capital

structure and firm’s profitability including as well two other independent variables that could
influence positively or negatively the profitability of the company. Regarding to capital struc-
ture there were many suggestion on negative relationship between capital structure and firms
profitability as Rajan and Zingales suggested in their early research on 1995, supported later
by Majumdar & Chhibber (1999), Foster and Young(2013), Korkmaz (2016) ,Reddy and Na-
rayan, (2018) etc. On the other hand other research papers suggested a positive relationship
between capital structure and profitability. One of them was made by Nissim & Penman
(2003) followed by Gill and Mathur (2011) while later Habib (2014) argued that there is no
important relationship between these variables. However, all of the researches mentioned
above are made in different countries and have covered different sectors, consequently it is
difficult to accept these results as universal for all companies and sectors worldwide. The
capital structure effects on profitability vary from one sector to another. For example, Herciu
and Ogrean(2017) found a positive relationship in telecommunication sector, health care and
technology which is different from other sectors like motor vehicles and energy the relation-
ship becomes weaker. Furthermore Dalci(2018) suggested the U-shaped relationship which
means that there can be positive relationship and negative relationship between these two var-
iables. By having a look at all the researches above, many sectors were covered expect retail
sector. In this way it would be difficult to accept these results as an universal answer for the
retail sector in the UK, consequently, this research paper will cover the retail sector in UK to

see the impact of capital structure on firms profitability.

Chapter III

3. Research Methodology
This chapter aims cover the methodology employed in this research study describing it in de-

tails, including every step made during the analysis such as data collection, resources, pro-
cessed data, study design, creating the empirical model and regression model in order to

achieve the aim of the study.
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3.1 Design of the Study
The first stage of this research paper is the analyses of the theories about capital structure and

empirical researches that support or reject these theories. The second step consists on collect-
ing the data from companies chosen and processing them. After this, based on theories from
different authors and research studies from different scholars it is time for formulating the
model which will include three microeconomic factors: leverage, liquidity and firm’s size. In
order to see the effects of these variables on profitability there will be formulated the hypoth-
esis and by testing the hypothesis, it will be possible to conclude the results of this study and
to make proper recommendations. There will be examination of 23 UK public listed compa-
nies operating in retail sector for a five years period of time [2014-2018]. The reason for
choosing retail sector is due to the lack of previous researches on capital structure effect on
profitability. Meanwhile, the reason for choosing companies listed on London Stock Ex-
change is the accuracy and reliability of their financial statements. While private companies
tend to manipulate their profits and financial statements in order to avoid tax or for other pur-
poses, public listed companies tend to present fair values in their financial statements. The
second reason consists on the fact that since it will be a study on capital structure, including
private companies would make it difficult to get accurate results due to the fact that the ac-
cess of private firms on capital market is different from public listed companies, therefore
there would be possible to see big differences between capital structure of private firms and
publicly firms which could lead to some implications. On the other hand retail banks will not
be part of this study due to the nature of their activities which is completely different from
retail sector. The number of observations will be five years and the same number of variables
observed in these years for each company included in this study, therefore there will be a bal-

anced panel set of 115 years observations.

3.2 Collection and Sources of the Data
There are two types of the sources of data. Primary data are these data that the researcher

needs to collect the data after conducting surveys and secondary data that have already been
collected for other purposes. The sources of this research paper will be secondary data be-

cause the data for this study will be collected from companies financial statements and re-

ports and other institutions like Bank of England, London Stock Exchange website etc. The
financial data will be gathered from firm’s financial statements and the method employed to
analyse these data is quantitative method due to the fact that the financial data collected can
be numerically measured. The data gathered from financial statements consist on basic data

which are used to generate the processed data that consist on variables employed to generate
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models and test the hypothesis. When talking about theories, the main source of data are
books and when talking about empirical and practical researches the main sources include

journals, reports, observations etc.

3.3 Panel Data and Data Analysis Method
Panel data in statistics are multi-dimensional data which are made of multiple phenomena

gathered over several periods of time for the same households, firms, individuals, countries
etc. (Baltagi,2005). There can be two cases of panel data, time series and cross sectional. Re-
garding to the structure of the panel data there are two types of panel data. One is called bal-
anced panel data set in cases that the same number of observations are made for the different
companies, individuals, firms, etc that are included in the case study. Meanwhile, if the num-
ber of observations is different for each element included in the case study , this is the case of
unbalanced panel data set. Panel data was used by Bajramovic(2017) in the research paper
about determinants of capital structure in Bosnia and Herzegovina. Vatavu(2016) was another
scholar that used panel data to assess the relationship between capital structure and firm’s
performance. Mohamad(2018) employed panel data regression for an unbalanced panel data
set in order to find the relationship between working capital and firm’s value for the Malay-
sia’s government linked companies. Meanwhile, Yohan et al(2018) have used panel data in
their research study about CEO’s turnover effects on corporate sustainability performance for
88 French firms over 13 years, concluding a positive and significant relationship between

variables.

In this research paper panel data will be used to generate the econometric model because
panel data give us the opportunity to control variables that cannot be measured or observed
and observing phenomena obtained during the period of five years for the 23 chosen firms.
The observation will be made for five years for each company, therefore the data consists on
balanced panel data. There are different models than can be used when testing the hypothesis
and different authors have employed different models. One of the models is linear regression
which allows us to find the relationship between the dependent variable which is profitability
and the independent variables that consist on leverage, size and liquidity. In this research pa-
per the multiple linear regression since there will be three variables considered when making
the explanation or the prediction of the profitability. This method will explain the relationship
between the dependent variable (Y) which is profitability and dependent variables (X) that
include leverage, size and liquidity. After finding the relationship through linear regression
this model will be tested through cross-sectional with fixed effect model (FEM). This method

29
28 February 2019



was put in use by Claudiu(2013) a study on capital structure impact on profitability in public-
ly Romanian companies and the result using these methods suggested a significant effect of
leverage, size and tax rate on profitability and according to FEM there is e negative relation-
ship between debt ratios and profitability meaning that the higher the debt lever, the lower the
profit.

3.4 Model Specification
In this study the dependent variable will be profitability which can be measured in three

ways. One of them is calculated as net income divided by total assets as used by Clau-
diu(2013). Another way could be calculated through two ratios. ROE which is return on equi-
ty measured as net income divided by total equity and ROA(return on assets) measured as net
income divided by total assets. In this study ROA and ROE will be employed to see the phe-
nomena of profitability during the years due to the effect of independent variables. The gen-

eral model is as below:
Y=a+ﬂ1X1+ﬂ2 XZ +Ban +ui'n Where

e Y is the dependent variable

e X is the independent variable

e (lis constant

e f31, B2 , By are the are coefficients that tell the contribution of each variable
on the dependent variable
® U;p represents the firm specific factors effects that are not considered in this

study (u;) and time specific factors that are not observed in this research

per(un).

Specific Model
Prof;, = a+ B, *Leverage + B, * Liquidity + 3 * Size + u;,

3.5 Hypothesis and Variable Measurement
In order to test the relationship between capital structure, liquidity and size with firm’s profit-

ability there will be used financial ratios for each of these variables and then the coefficients
before the variables will conclude the relationship between each variable with profitability.
There will be two hypotheses. One of the hypotheses is called the Null hypothesis(Ho) which
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suggests that there is no significant relationship between variables in a set of observations.
The opposite hypothesis is called Alternative hypothesis(H,) which propose a statistical sig-
nificance between variables within the observations. In order to evaluate which of the hy-
potheses should be rejected or accepted there will be employed P-value which is a statistical
measure between 0 and 1. A p-value which is equal or lower than 0.05 indicates that the null
hypothesis should be rejected, consequently, the alternative hypothesis will be accepted as
true. On the other hand, a p-value greater than 0.05 or 5% suggests that null hypothesis is true
and will be accepted while the alternative hypothesis will be rejected.

Profitability is the dependent variable in this research, therefore the hypotheses of this study

are:

Hypothesis 1

Ho: “There is no significant relationship between capital structure and firm’s profitability”

Ha: “There is a significant negative relationship between capital structure and firm's profit-

ability”

Variable measurement

Profitability will be measured through two ratios. ROE which is return on equity calculated
as net profit divided by total equity and ROA which is return on assets calculated as net prof-
it divided by total assets.

Capital structure measurement will be made using two leverage ratios. Debt to Equity ratios
which is measured as Total Debt divided by Total Shareholder’s Equity and Debt to Assets

ratios which is calculated as Total Debt divided by Total Assets.

Hypothesis 2

Ho: “There is no significant relationship between liquidity and firm’s profitability”

Ha: “There is a positive or negative relationship between liquidity and firm’s profitability”
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Liquidity ratios will be calculated in three ways: Current ratio as Current Assets divided by
Current Liabilities, Quick ratios as Current Assets-Inventories divided by Current Liabilities

and Cash ratio calculated as Cash divided by Current Liabilities

Hypothesis 3

Ho: “There is no significant relationship between size and firm’s profitability”

Ha: “There is a positive or negative relationship between Size and firm's profitability”

Firm?’s size will be calculated through NCAR which is calculated as Non-current Assets di-

vided by Total Assets as suggested by Claudiu(2013).

3.6 Summary of the variables measurement and expected relations to profitability
Table 1.Variable measurement and expected relationship

Independent Vari- Variable Measurement Relationship to
ables Profitability
Financial Leverage 1. DJE = Total Del?t Negative
Total Equity
Total Debt
2. D/A = Total Assors
Liquidity 1. CR = Lurrent Asstes Either positive or

Current Liabilities . . .
negative relationship

Current Assets—Inventories

2. QR = ——
Current Liabilities
Cash
3. CashR = ——
Current Liabilities
Size 1. NCAR = Non-Current Assets Either positive or
’ Total Assets . . .
negative relationship
Chapter IV

4.Regression results
This chapter will start with an explanation of descriptive statistics and continuing with the

regression results interpretation, explanation and analysis.
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4.1 Descriptive Statistics
Descriptive Statistics consist on a brief summary of the main features of the data collected

and then analysing these features. In general, descriptive statistics is the first stage when con-
ducting an empirical research and then it is followed by empirical analysis in depth. Descrip-
tive Statistics are made from many coefficients but in this research paper there will be men-

tioned and explained some of them as listed below.

Mean which is the average or in other words the central tendency of all elements includ-
ed in the observation for each variable and it is measured as the ratio of the sum of the da-

ta points for each variable divided by the number of observations.

Median is a simple measure of average where the data are ranked from the smallest value

to the largest one and the middle value in the rank is the median.
Standard Deviation is a statistical tool which shows how the numbers are spread or dis-

persed from the mean and it is calculated the square root of the variance, S= V's2 where

n . 2
i, Xi=X)
n—1

S= where X is the value of the (i) data point, X is the mean and n refers to

the number of observations included in the study.

Skewness is a statistical tool which shows the extent of asymmetry in the probability dis-
tribution graph or in other words it shows the degree to which a distribution vary from
normal distribution. It is calculated by subtracting the median by the mean and then divid-

ing by standard deviation and the result could be negative, positive or undefined.
Maximum is the highest value of the data points received from the observations.
Minimum is the lowest value obtained within the observations.

Pearson’s correlation coefficient is another statistic tool which serves to evaluate the

degree to which variables are correlated. Correlation Coefficient varies from -1 to 1 and
the sign before the correlation coefficient indicates the negative or positive relationship
between variables respectively. Correlation matrix is the table that contains the correla-

tion coefficients for all of the variables taken into consideration in the study.

The Tables above contains all the descriptive statistic tools mentioned above and a brief

explanation of the values respectively.
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Table 2 “Descriptive Statistics”

Profitability Ratios Leverage Ratios Liquidity Ratios Size

ROE ROA D/E D/A Current Quick | CashRa- | NCAR

Ratio Ratio tio

Mean 0.02 0.06 0.58 0.16 1.52 0.90 0.36 0.50
Median 0.12 0.06 0.20 0.08 1.22 0.57 0.21 0.45
St Dev 1.62 0.10 1.39 0.35 1.13 1.01 0.42 0.22
Skewness -0.48 -0.91 4.79 6.36 2.59 3.23 3.02 0.16
Min -16.54 -0.41 0.00 0.00 0.31 0.16 0.00 0.13
Max 2.14 0.30 9.59 2.69 7.10 6.08 2.83 0.87

By observing the table above it can be seen that the mean for the debt to equity ratios is 0.58
which means that for every dollar invested by shareholders 58 pence goes to debtors. This
ratio can be considered as a healthy ratio for some reasons. For instance, if companies tend to
borrow a high amount of money this means that they have been aggressive in the way they
have financed their activities and as a consequence there is expected to face volatile earnings
due to the additional interest expenses. In that way it can be said that these companies will
have stable earnings. Secondly, is a normal trend to due to the nature of the businesses. Retail
sector is not a capital intensive industry like manufacturer, oil and other industries, therefore
there is not needed to much initial capital investments, or funds needed for maintenance, im-
provements or expansion purposes. Furthermore, this ratio is low and this is a good indicator
because the nature of retail industry itself is less able to afford high level of debt because re-
tail company’s earnings are not stable. For example, changes in the economy could affect
their earnings heavily. On the other hand it should be said that a low leverage ratios is not
always favourable. It may indicate that companies are not taking advantage from debt financ-
ing to grow their business. However, this figure is in contradiction with Modigliani and Mil-
ler (1963) that suggested for firms to be as highly leveraged as possible due to tax benefits
but, on the other hand, trade-off theory suggested that if firms will be highly leveraged the

interest payment’s value and financial distress may offset the tax shield.
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One thing that may look a little bit strange is the fact that the minimum debt to equity ratio is
0.00 which means that there is any company that do not use debt financing at all but use only
equity. Meanwhile, there can be seen the existence of any retail firm that its liabilities are
959% of its equity which is a very high ratio. However, by observing the standard deviation
for debt to equity ratio which is 1.39 it should be said this little bit high figure indicates that
answers received are not very close to the mean, therefore, it can explain the two extreme ex-

amples of minimum and maximum mentioned above.

By having a look to profitability ratios it can be observed the mean for return on equity which
is 0.02 or 2%, meaning that for every one dollar of shareholders invested it generates 2 pence
income which is very low but as the high figure of the standard deviation for this ratio (1.62)
suggests, all companies included in this study are not very close to this low profitability ratio.
The high standard deviation which is 1.62 indicates that the data points for profitability ratios
are very dispersed from the mean. This can explain the two extreme figures of the minimum
of -16.54 and the maximum of 2.14. It can be said that in finance skewness is very important
for investors because it focuses on the extremes of the data points for the profitability rather
than focusing on the average. The negative skewness in this case indicates that data points are
negatively skewed or skewed to the left, consequently it indicates that that data points tend to
fall to the higher sides, meaning that overall companies tend to have higher profit than the
average.

Regarding to leverage ratios it can be noticed that overall, retail companies in UK have a
healthy liquidity ratio of 1.52 on average. Also, standard deviation remains a little bit high
(1.13) for this ratio as well, which means that not all data points are very close to the value of
1.52, however the maximum figure for this ratio shows a strange liquidity ratio of 7.10 which
in one point of view could be said that the ability of the company to pay its short term obliga-
tions is very high but it should be taken into consideration which types of current liabilities
this company has and their ability to be liquid. By comparing the current ratio with quick and
cash ratio it can be concluded that this high ratio is not because the company has too much
inventory or too much cash but it is because of other current assets that are less liquid, conse-
quently it cannot be said that the company that has a current ratio of 7.10 is very healthy in
meeting its short term obligations. One example could be account receivables which are part
of current assets but it depends how quickly the company collects them.
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When talking about the size which in this study is calculated as no current assets divided by
total assets shows the portion of non-current assets related to total assets. The mean of 0.50
shows that in overall in UK retail firms, non-current assets made 50% of total assets, simply
put these firms have the equal number of current assets and non-current assets and as sup-
ported by the low figure of standard deviation there is an indication that this means is very
close to almost all the data points. Minimum of 0.13 means that there exist a company that
has only 13% non-current assets and 87% current assets, meanwhile maximum of 0.87 sug-
gests by chance exactly the opposite of what minimum suggested, where 87% of the total as-
sets for a company included in this study is made of non-current assets and 13% are current

assets.
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Table 3 “Correlation Matrix”

Debt to Debt to Current Quick Cash
OIS Ro Equity Assets Ratio Ratio Ratio NITAIK
ROE 1
ROA 0.51 1
Debtto |, <. -0.30 1
Equity
Debtto | 50, | 007 0.72 1
Assets
Current| , 0.09 -0.15 -0.08 1
Ratio
Quick | o5 0.04 -0.10 -0.02 0.96 1
Ratio
Cash | 406 0.00 021 -0.19 0.43 0.44 1
Ratio
NCAR -0.03 -0.18 0.27 0.33 -0.66 -0.55 -0.45 1

The table above represents the degree and direction to which all the variables are related to
each other. Negative coefficients indicate that variables are correlated negatively while the
positive sign is a signal for a positive relationship, meaning that when one variable change,
the dependent variable change in the same direction. By having a look at the figures the fig-
ure -0.63 suggests a strong and negative relationship between return on equity (ROE) and
leverage (Debt To Equity). This means that the higher the leverage the lower the profitability
which is in line with the pecking order theory. Some of the causes that can lead to this rela-
tionship is the continuous increase of interest expense, cost of financial distress and bank-

ruptcy, information asymmetry etc.

Another negative relationship can be observed between size and current ratio. The correlation
coefficient between them is -0.66 which is relatively high, suggesting that the higher the size
of the company, the lower the current ratio. By knowing that current ratio is calculated as cur-
rent assets divided by current liabilities while size is calculated as non-current assets divided
by total assets, there can be an explanation for this relationship. A higher size means that
firm’s non-current assets contribute a large amount of total assets, meaning that the portion of
current assets is low related to total assets. Consequently, this could serve as an indicator of a
poor liquidity due to the fact that a higher amount of the firm’s cash will be needed for assist-

ing firm’s ongoing investments in non-cash assets.
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The table contains some positive correlation coefficients that suggest positive relationship
between different variables but these coefficients overall are very low, meaning that the posi-

tive relationship is weak.

4.2 Regression Models and Results
This section will discuss the results of the models included through Panel Least Squares

method. The method has used cross-sectional with fixed effects. There will be 6 adjusted re-
gression models of the impact of the independent variables like leverage, liquidity and size on

the dependent variable that is profitability.

4.2.1 Model |

ROE;; = a + P, = Leverage + B, * Liquidity + B3 * Size + u;

Table 4: Regression results for Model 1

Variable Coefficient Prob Relationship to
ROE
C -0.200376 0.4922
D/E Ratio -0.910066 0.0254 Significant
Current Ratio 0.223831 0.1415 Insignificant

NCAR 0.509652 0.0923 Insignificant
R-squared Prob(F-statistic)
0.600880 0.000000

In the model 1 there will be used return on equity (ROE) as the dependent variable and lever-
age, liquidity and size as independent variables.

Firstly, there is a need to explain statistical indicators included in the table above.
Probability (Prob) in this panel data explains the relationship between each independent var-
iable with the dependent variable. If probability for one variable is less than 5% or 0.05, this
means that null hypothesis will be rejected and alternative hypothesis should be accepted say-
ing that there is a significant relationship between this independent variable with the depend-
ent variable. In the table above it can be seen that the Prob for Debt to Equity ratio is 0.0255
indicating the significant effect of leverage on profitability for the 115 observations included
in this study. Regarding the way these variables are correlated it can be explained by the co-
efficient which in case of debt ratios is -0.91009, meaning that there is a negative relationship
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between capital structure and firms profitability. This concludes the theory that the higher the
level of debt the lower the profitability which happens due to the increase in the cost of debt
which include interest expenses which agree with the pecking order theory and Michael L.
Lemmon and Jaime F. Zender (2010) that suggested equity financing rather than debt financ-
ing. On the other hand it is in contrast with Modigliani and Miller(1963) theory that suggest
firms to be as highly leveraged as possible.

Current ratio is related positively with the return on equity in this case study but the rela-
tionship between them is insignificant which is explained by the figure 0.1415 which is
greater than 0.05. In theory, companies should keep a target level of liquidity where they can
meet their short term obligations but it is suggested not keeping to much cash because in this
way they can deprive the company to invest in new projects, consequently depriving an in-
crease on firm’s profitability. However, our findings suggest that the level of liquidity does
not have an impact on ROE.

NCAR which is size of the company calculated as non-current assets divided by total assets
has a probability of 0.0923, indicating that the size of the company does not have a signifi-
cant impact on ROE, being in contrast with Claudiu (2013) that suggested the negative rela-
tionship between size and profitability. This ratio shows the portion of long term assets that a
company has comparing with the current assets. In general having a high portion of long term
assets means more capital investments and more capital investments could lead to higher
profitability. However in our case that includes only retail industry in UK, it seems that the
portion of non-current assets is not a profitability determinant. This may be due to the nature
of the business. Companies included in our case are not part of a capital-intensive industry
where most of the assets base should be made of non-current assets.

R-squared is a statistical measure that shows the degree to which the variation the dependent
variable (ROE) is explained by the variation of independent variables (leverage, liquidity and
size).The value of the R-squared ranges from 0 to 1 or 0% to 100%. By knowing this, it can
be said that 60% of the changes in ROE is explained by changes in leverage, liquidity and
size, while the remaining 40% of variation is explained by other factors that are not included
in this study.

F-statistic tests the model as a whole. It shows if R-squared is significant or not. If the value
of F-stat is smaller than 0.05, it indicates a significance of R-squared. In this model F-stat is
0.0000 which means that the R-squared is significant and the model fits at a degree of 95%.
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Model I (Equation)

Profitability=-0.2 + (-0.91)*Leverage

4.2.2 Model 11

ROE;; = a+ B; *x Leverage + B, * Liquidity + u;,

Table 5: “Regression results for Model 2"

Variable Coefficient Prob Relationship to
ROE
C 0.143104 0.4998
D/E Ratio -0.875417 0.0328 Significant
Current Ratio 0.117354 0.3999 Insignificant
R-squared Prob(F-statistic)
0.587896 0.000000

In the equation Il there will be included only two variables, liquidity and leverage. This mod-

el is explained 58% by variation in liquidity and leverage and as suggested by F-stat this

equation suits the model.

By observing the probability value, it is noticeable the significant relationship between lever-

age and profitability while the negative coefficient of debt ratio suggest a negative relation-

ship between these two variables. Meanwhile the probability for liquidity is bigger than 0.05,

suggesting an insignificant impact of liquidity on firm’s profitability. The model number II is

in line with findings in model number 1.

Model Il (Equation)

Profitability=0.14+(-0.88)*Liquidity

28 February 2019
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4.2.3 Model 111

ROE;; = a + B; * Leverage + B, * Size + u;,
Table 6. “Regression results for Model 3”
Variable Coefficient Prob Relationship to
ROE
C 0.205633 0.0389
D/E Ratio -1.417824 0.0000 Significant
NCAR 0.325431 0.2387 Insignificant
R-squared Prob(F-statistic)
0.591014 0.000000

Model 111 excludes liquidity and include only leverage and size to see the joint impact of

these variables on the profitability. By having a look to the statistical results above it can be
concluded that leverage remains a significant factor on determining firm’s profitability and
the relationship continuous to be negative suggesting the equity financing as a better choice.
On the other hand the variation in profitability does not depend on firm’s size which is the
same finding as in model number 1. The R-squared and F-stat values suggest that the model
is accurate and it is statistically important.

Model 111 (Equation)

Profitability=-0.2+(-1.42)*Leverage

4.2.4 Model IV

ROA;; = a + B, * Leverage + B, * Liquidity + B3 * Size + u;,

Table 7: “Regression results for Model 4”

Variable Coefficient Prob Relationship to ROA
C -0.215064 0.1365
D/E Ratio -0.489119 0.0150 Significant
Current Ratio 0.163418 0.0305 Significant
41
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NCAR 0.371042 0.0137 Significant

R-squared Prob(F-statistic)

0.683207 0.000000

Model IV will use Return on Assets as a measure of profitability because in retail sector this
IS a very important ratio since inventory is the main source for generating sales. The model
will include three variables, leverage, liquidity and size. This model represents us other find-
ings. As evidenced in the table above, probability value stands lower than 0.05 for all of the
variables which means that all the variables have a significant impact on ROA but the way
they impact the profitability is different. For instance, leverage has e negative relationship
while size and liquidity have a positive relationship with profitability ratio. Simply put, the
higher the liquidity ratio, the higher the return on assets which is in accordance with Reddy
and Narayan (2018) findings in their investigation of pharmaceutical industry in India. On the
other hand it should be said that in theory keeping a large amount of current assets means an
increase in maintenance costs which leads to a decrease in profitability and furthermore cur-
rents assets include cash which means that keeping a high level of cash restrict firm’s profita-
bility. For instance, in e retail sector, companies need a sufficient inventory to satisfy cus-
tomer needs, but a large amount of inventory could lead to an increase in maintenance costs.
For these reasons the relationship between liquidity and ROA should be examined in further
studies.

Regarding the size, this model suggests that the higher the size ratio, the higher the profitabil-
ity. It is in accordance by Saleh and Mohammed(2018) that related this positive relationship
with the economy of scales. According to them bigger companies can generate economy of

scales, consequently they have higher profitability ratio.

Model 1V (Equation)

ROA=-0.21+(-0.49)*Leverage + 0.16*Liquidity +0.37*Size
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4.2.5 Model V

ROA;; = a + B; * Leverage + 3, * Liquidity + u;,,

Table 8: “Regression results for Model 5

Variable Coefficient Prob Relationship to
ROA
C 0.035000 0.7419
D/E Ratio -0.463893 0.0244 Significant
Current Ratio 0.085899 0.2204 Insignificant
R-squared Prob(F-statistic)
0.660690 0.000000

In this model ROA is used as the dependent variable and liquidity and leverage are the inde-

pendent variables. Even there will be used another ratio for profitability, the value of proba-

bility and the figure of coefficient for leverage suggests the same relationship and signifi-

cance of this factor on firm’s profitability. Meanwhile the probability for current ratio is 0.22

which indicates an insignificance relationship between variables. R-squared is 0.66, conclud-

ing that the variation of profitability is 66% explained by variation debt to equity ratio and

current ratio while F-stat suggest that R-squared is statistically important. On the other hand

as suggested by the figures current ratio does not have a significant impact on profitability.

By mentioning this it can be said that the variation in ROA is mostly explained by variations

in Debt to Equity ratio.
Model V (Equation)
ROA=0.04 +(-0.46)*Leverage +0.086*Liquidity
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4.2.6 Model VI

ROA;; = a + B4 * Liquidity + B, * Size + u;,

Table9: “Regression results for Model 6”

Variable Coefficient Prob Relationship to
ROA
C -0.450789 0.0001
Current Ratio 0.321202 0.0000 Significant
NCAR 0.352414 0.0223 Significant
R-squared Prob(F-statistic)
0.661288 0.000000

The last model will exclude leverage and will include only size and liquidity and ROA will

be the measure for profitability. As it can be explained by figures above there is a significant

and positive relationship of size and liquidity with firm’s return on assets. Meanwhile the

model fits overall and 66% of changes in profitability depend on changes in firm’s size or

changes in firm’s liquidity.

Model IV (Equation)

ROA=-0.45 +0.32*Liquidity +0.35*Size

Table 10: “Comparison between expected relation of leverage and profitability with research

findings”

Expected Study

relation Findings
Pecking

Trade off Theo-

order Model | Model Il | Model 11l | Model IV | Model V

ry
Theory

Profitability Positive Negative | Negative | Negative | Negative | Negative | Negative
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Chapter IV

Conclusion and recommendations
This is the last chapter of this study. It will summarize all the findings of this research study

and briefly discuss these findings which will help in making some recommendations that can
be used by managers of the retail companies in United Kingdom. The conclusion and rec-
ommendations will be combined together to give a better and clear understanding about our

case study.

This research paper aimed to give an answer to managers or decision makers when trying to
find the optimal capital structure to finance their activities. This paper covered companies
listed on London Stock Exchange that operates in retail sector. Many authors that were men-
tioned during this research paper have different answers in their theories. On the other hand
there are many scholars that have attempted to find an universal solution for this important
issue but different findings were found in each of their studies about capital structure rela-
tionship with profitability. Furthermore, their findings could not be accepted for our case be-
cause none of the researches conducted from researchers mentioned in this paper has covered
retail sector. Some of the studies suggested a negative relationship between capital structure
and firm’s profitability, some others suggested a positive relationship between these two var-
iables, while some others suggested no relationship between them. Regarding to theories
about leverage effects on profitability there should be mentioned three main approaches.
Starting with Modigliani and Miller(1958) that argue that no matter if companies choose in-
ternal or external financing, the profitability will not be affected. However this theory does
not include tax as an important factor when making financing decision. Therefore there was a
need for an investigation of the tax advantages when deciding the level of debt and equity in
a particular company. It is Trade-off theory that includes tax advantages and bankruptcy costs
as important factors to take into consideration when considering the level of debt and equity
financing. As this theory suggests, there is an optimal debt level where firms can benefit from
tax advantages and in the same time at this point managers are able to avoid bankruptcy
costs. Later was Donaldson(1961) that developed another approach regarding financing deci-
sions. The theory is called Pecking Order theory see equity as a better choice of financing
rather than debt financing. As it suggests companies should use internal sources to finance
their activities such as retained earnings, adjusting dividend payments when considering new
investment opportunities, than debt financing and the last one should be issuing new equity.
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This theory relates this order considering a very important factor that is asymmetric infor-

mation that each way of financing possess.

In our case study one of the findings suggested when observing the descriptive statistics is the
overall debt level of retail companies in UK. The average of the debt level is 0.58 which
means that overall they are not highly leveraged. Even the mean for debt to assets ratio which
is 0.16 indicates that the retail sector in UK tend to use equity financing more than debt fi-

nancing.

Regarding to regression analysis there are used six models to see the impact of leverage on
firms performance. Each of the models has a R-squared 58% and over which means that the
in each model the changes in profitability depends on changes of variables included in the
model. Furthermore, the f-statistic of each model suggests that R-squared is significant and as
a consequence the models fit overall. The main objective of this study is to see the effects of
mixture of debt and equity on retail firm’s performance but there are used other two variables
to get a better and more accurate model. The three variables consist on leverage, liquidity and

firm’s size.

Profitability: In all of the models, regression results suggest us accepting the alternative hy-
pothesis H, that shows a significant negative relationship between leverage and firm’s value.
Simply put, the higher the leverage the lower the profitability. It is in line with pecking order
theory that proposes external financing as the last choice. The same findings were concluded
from these scholars Rajan and Zingales (1995), Majumdar & Chhibber (1999), Foster and
Young(2013), Korkmaz (2016) ,Reddy and Narayan, (2018). Based on these findings a there
would be recommended for decision makers to be very careful when deciding the mixture of
debt and equity financing because every little change in this mixture would affect firm’s per-
formance. It is recommended for them to use equity financing rather than debt for the im-
portant fact that a high portion of debt could decrease their organisation profitability and sec-
ondly it should be said that a low leveraged company could be attractive in investors eyes as
they see the low debt to equity ratios as an indicator that they interest will be protected better
than in any other highly leveraged company in cases of bankruptcy. Another reason why
managers should choose equity financing is because it is harder for retail sector to manage
high level of debt due to the expected fluctuations on earnings when macroeconomic factors
change. However this is not to say that retail companies in the UK should be unleveraged at
all because firstly, as discussed during the analysis there are mentioned the possible costs of
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equity financing and secondly, if managers do not use debt financing at all leads to a limita-
tion of growth opportunities.

Liquidity: Liquidity ratios is an important measure for retail companies because in investors
perspective it is a sign of a short term stability since the nature of the retail sector may face
seasonal volatility. In theory there should be a benchmark for the level of liquidity where the
company can meet its short term obligations but in the same time this liquidity should respect
other approaches related with the liquidity. For instance managers should not keep too much
cash as it limits company growth or in cases of retail industry keeping to much inventory
could lead to higher maintenance costs causing a decrease in profitability. However, Opler, et
al.,(1999) argued that there is no optimal and universal liquidity level because it depends on
the nature of the business. In our case study, liquidity is included in 5 models where the rela-
tionship is positive but in three of them the relationship was insignificant and in two of the
models the relationship with firm’s value was significant which supports the findings from
Reddy and Narayan(2018) found that there was a positive relationship between liquidity and
firm’s profitability in pharmaceutical sector in India. This means the higher the liquidity ra-
tio, the higher the profit of the company. As long as not all the models suggested the same
significance of liquidity it would be difficult to give an answer to the optimal level of liquidi-
ty, therefore further studies would be recommended to be conducted to see the exact relation-
ship between liquidity and firm’s performance.

Size: Even size is only significant in only two models from fours models that it is included. It
is difficult to say an universal answer for the relationship of size and firm’s profitability,
therefore it is suggested a further investigation in coming studies for the effects of size on

shareholder’s wealth.
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Apendices

Model |

ROE;; = a + P, * Leverage + B, * Liquidity + B3 * Size + u; ,

Dependent Variable: ROE

Method: Panel Least Squares

Date: 12/27/18 Time: 14:59

Sample: 2014 2018

Periods included: 5

Cross-sections included: 23

Total panel (balanced) observations: 115

Variable Coefficient Std. Error t-Statistic  Prob.

C -0.200376  0.290568 -0.689603  0.4922

DTE -0.910066 0.400176 -2.274165 0.0254

CURRENTR 0.223831 0.150906 1.483251 0.1415

NCAR 0.509652 0.299518 1.701575 0.0923
Effects Specification

Cross-section fixed (dummy variables)

R-squared 0.600880 Mean dependent var 0.235889
Adjusted R-squared  0.488767 S.D. dependentvar 0.063864
S.E. of regression 0.045663 Akaike info criterion -3.139173
Sum squared resid 0.185576 Schwarz criterion  -2.518580

Log likelihood 206.5025 Hannan-Quinn criter.-2.887277
F-statistic 5.359617 Durbin-Watson stat  3.237823
Prob(F-statistic) 0.000000

Model 11

ROE;; = a+ B; * Leverage + B, * Liquidity + u;,

Dependent Variable: ROE

Method: Panel Least Squares

Date: 12/27/18 Time: 15:01

Sample: 2014 2018

Periods included: 5

Cross-sections included: 23

Total panel (balanced) observations: 115
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Variable Coefficient Std. Error t-Statistic  Prob.

C 0.143104 0.211192 0.677602  0.4998
DTE -0.875417 0.403844 -2.167711 0.0328
CURRENTR 0.117354 0.138759 0.845740 0.3999

Effects Specification

Cross-section fixed (dummy variables)

R-squared 0.587896 Mean dependent var  0.235889
Adjusted R-squared  0.478001 S.D. dependentvar  0.063864
S.E. of regression 0.046141 Akaike info criterion -3.124550
Sum squared resid 0.191613 Schwarz criterion -2.527826

Log likelihood 204.6616 Hannan-Quinn criter. -2.882343
F-statistic 5.349634 Durbin-Watson stat  2.949664
Prob(F-statistic) 0.000000

Model 111

ROE;; = a+ B; * Leverage + 3, * Size + u;,

Dependent Variable: ROE

Method: Panel Least Squares

Date: 12/27/18 Time: 15:03

Sample: 2014 2018

Periods included: 5

Cross-sections included: 23

Total panel (balanced) observations: 115

Variable Coefficient Std. Error t-Statistic  Prob.

C 0.205633 0.098125 2.095632 0.0389

DTE -1.417824 0.208627 -6.795966  0.0000

NCAR 0.325431 0.274364 1.186129 0.2387
Effects Specification

Cross-section fixed (dummy variables)

R-squared 0.591014 Mean dependent var 0.235889
Adjusted R-squared ~ 0.481951 S.D. dependent var  0.063864
S.E. of regression 0.045967 Akaike info criterion -3.132145
Sum squared resid 0.190163 Schwarz criterion  -2.535421

Log likelihood 205.0984 Hannan-Quinn criter.-2.889938
F-statistic 5.419011 Durbin-Watson stat 3.080416
Prob(F-statistic) 0.000000
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Model 1V

ROA;; = a + B; * Leverage + 3, * Liquidity + 3 * Size + u;

Dependent Variable: ROA

Method: Panel Least Squares

Date: 12/27/18 Time: 15:05

Sample: 2014 2018

Periods included: 5

Cross-sections included: 23

Total panel (balanced) observations: 115

Variable Coefficient Std. Error t-Statistic  Prob.

C -0.215064 0.143116 -1.502722 0.1365

DTE -0.489119 0.197103 -2.481543 0.0150

CURRENTR 0.163418 0.074327 2.198634 0.0305

NCAR 0.371042 0.147525 2.515123 0.0137
Effects Specification

Cross-section fixed (dummy variables)

R-squared 0.683207 Mean dependentvar  0.115494
Adjusted R-squared  0.594220 S.D. dependentvar  0.035307
S.E. of regression 0.022491 Akaike info criterion -4.555530
Sum squared resid 0.045020 Schwarz criterion -3.934937
Log likelihood 287.9430 Hannan-Quinn criter. -4.303635
F-statistic 7.677627 Durbin-Watson stat ~ 3.237823
Prob(F-statistic) 0.000000

Model V

ROA;; = a + B, * Leverage + B, * Liquidity + u;

Dependent Variable: ROA

Method: Panel Least Squares

Date: 12/27/18 Time: 15:05

Sample: 2014 2018

Periods included: 5

Cross-sections included: 23

Total panel (balanced) observations: 115

Variable Coefficient Std. Error t-Statistic  Prob.

C 0.035000 0.105944 0.330366 0.7419
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DTE -0.463893 0.202588 -2.289835 0.0244
CURRENTR 0.085899 0.069608 1.234040 0.2204

Effects Specification

Cross-section fixed (dummy variables)

R-squared 0.660690 Mean dependent var  0.115494
Adjusted R-squared  0.570208 S.D. dependentvar  0.035307
S.E. of regression 0.023147 Akaike info criterion -4.504257
Sum squared resid ~ 0.048220 Schwarz criterion -3.907533
Log likelihood 283.9948 Hannan-Quinn criter. -4.262050
F-statistic 7.301856 Durbin-Watson stat ~ 2.793716
Prob(F-statistic) 0.000000

Model VI

ROA;; = a + B * Liquidity + B, * Size + u;,

Dependent Variable: ROA

Method: Panel Least Squares

Date: 12/27/18 Time: 15:04

Sample: 2014 2018

Periods included: 5

Cross-sections included: 23

Total panel (balanced) observations: 115

Variable Coefficient Std. Error t-Statistic  Prob.

C -0.450789 0.110071 -4.095427  0.0001

CURRENTR 0.321202 0.039582 8.114918 0.0000

NCAR 0.352414 0.151497 2.326216 0.0223
Effects Specification

Cross-section fixed (dummy variables)

R-squared 0.661288 Mean dependent var  0.115494
Adjusted R-squared  0.570964 S.D. dependentvar  0.035307
S.E. of regression 0.023126 Akaike info criterion -4.506019
Sum squared resid ~ 0.048135 Schwarz criterion -3.909295
Log likelihood 284.0961 Hannan-Quinn criter. -4.263811
F-statistic 7.321343 Durbin-Watson stat ~ 3.122439
Prob(F-statistic) 0.000000
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