EA

University of East Anglia

Discuss the potential impact of the recent financlacrisis on the capital structure of UK companies

Samuel Jones

I. Introduction

The topic of how firms finance themselves is higiniportant because poor financing decisions can
destroy a business, whilst great decisions canthelgrowth of the firm and its market value. Sis it
essential for the financial manager to create gnaggiate strategy that helps, not hinders, thepzomg.
These financing decisions are reflected in thetahgpiructure of the business. The capital stracisir

simply the various components that finance the’'frassets (typically debt and equity).

The recent financial crisis saw the collapse dadificial institutions, the bailout of banks, downgim
stock markets and a general decline in economieigctThis essay will analyse what effect thisscsi
has potentially had on the capital structure of ¢dihpanies, with particular attention being paithi®
share | have been allocated — Imperial Tobacco (LYITThe composition of the piece is as followseTh
impact of the financial crisis on Imperial Tobaccoapital structure will be detailed in sectioninl,
addition to general comments about other UK comgzann section Ill, I will discuss the academic
theories that may help to explain the real worldiernce. The essay will then be brought to a swetabl

conclusion in section 1V.

Il. Impact of the Financial Crisis

To set the scene for the explicit period, the patiage changes in share price for Imperial Tobaocb a
the FTSE100 have been graphed in Figure 1.
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Figure 1 — Graph showing percentage changes i ghane for IMT and the FTSE100 for the period Jag2007 —
December 2016.

As can be seen from the above graph, the finanggs drastically impacted stock markets towalds t
end of 2008 and the start of 2009, with both th&EI00 and Imperial Tobacco declining in value.
However, it is clear that Imperial Tobacco did faot as badly as the market portfolio. This is hessait
is a low risk business, reflected by its low Be&a48). As this beta is less than the market pbotbf 1,
it responds to systematic risk with less volatilityis a low-risk business because the gooddlg se
(cigarettes, cigars, tobacco and tobacco paperetatvely stable goods, with consumption of themty
being slightly affected by changes in income. Ntéhadess, it was not completely immune to the
recession, with smokers rolling tobacco insteadsifig cigarettes. As this is a cheaper alternative,

Imperial .

Tobacco’s revenues took ahiSince Imperial Tobacco did roughly follow the FHI®O for the period of

financial crisis, it can be used as a proxy for tmpanies in general. Thus, specific capital stmect

! Source: Yahoo Finance - http://uk.finance.yahom/ggbc?s=IMT.L&t=5y&l=on&z=1&q=1&c="FTSE.
2 Source: Financial Times - http://markets.ft.coavéheets/performance.asp?s=IMT:LSE.
% Source: Imperial Tobacco Corporate Website - Hitgiw.imperial-tobacco.com/index.asp?page=262.
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data will be provided for Imperial Tobacco, but theories underlying this can be applied to othkr U

firms.

As can be seen from Figure 2, Imperial Tobaccoahkige increase in debt in 2008. This was dubdo t
takeover of Altadis in late 2007, with large borings undertakeh As this was just when the crisis hit,
its piles of debt have led to a subdued valuatioitsashares by investors. However, it has beenaeg

its debt in response to this rather quickly overltst couple of years.
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Figure 2 — Graph showing debt and equitylkef@ Imperial Tobacco September 2006 — Septer2b&6°

By dividing debt by equity, we get the debt to équatio, as seen in Figure 3. As this ratio ishhjmore
debt than equity) for Imperial Tobacco, we cantbay it is highly geared. This is a common occucesn
for this type of large company. A distinguishingtigre nonetheless, is that the debt/equity ratso ha

recently significantly decreased.

* Source: Yahoo Finance - http://uk.finance.yaham/o@ws/questor-share-tip-imperial-tobacco-is-a-phasfensive-play-
tele-c191d7el1a582.html.
® Source of data: Yahoo Finance - http://marketsifivtearsheets/financials.asp?type=bs&s=IMT:LSE.
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This reduction in debt and thus the level of gealis a common feature among the majority of UK
companies due to the financial crisis. For exampley the last year of each company’s respectiae-ye
end, Barclay'8 debt/equity ratio had fallen from 36.32 to 16.B6ifish Airway’s’ had fallen from 2.29 to
to 2.09 and BP%had fallen from 0.36 to 0.34.
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Figure 3 — Graph showing debt/equity ratiolfaperial Tobacco September 2006 — September 2010.

Ill. Reasons for the Impact

Before the financial crisis, many companies succeohnio the temptation of a capital structure thas w
loaded with debt. The main advantage of this deianting is that interest payments can be deducted
from corporate tax liability. This creates a ‘taltiedd’ whereby interest is subtracted from company
profits before tax is assessed as acknowledged ibgrMnd Modigliani (1963). If the company is in
profit, then this effectively reduces the cost ofrowing. Also, Pike and Neale (2009) outline tta
administrative and issuing costs of debt are ndgmaiver than equity, and the pre-tax rate of iagens

invariably lower than the return required by shatdérs. Thus, debt can be viewed as cheaper than

® Source: Financial Times - http:/markets.ft.coav$heets/financials.asp?type=bs&s=BARC:LSE.
" Source: Financial Times - http://markets.ft.comvéheets/financials.asp?type=bs&s=BAY:LSE.
® Source: Financial Times - http://markets.ft.comvéheets/financials.asp?type=bs&s=BP.:LSE.
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equity, meaning that high debt to equity ratiod wilnimise a firm's WACC (weighted average cost of
capital). This is shown in my graphical represaatabdf the aforementioned Miller and Modigliani @ap
(Figure 4). As can be seen from this, the costebit ds lower when offset against corporation taading

to a lower WACC.
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Figure 4 — Graph showing the pre-tax and post-t#Q@d.

Also shown above is the cost of debt and the WACGEmtax is assumed away (dotted lines). This was
demonstrated by Miller and Modigliani (1958) andstrates how capital structure is irrelevant beeau
the WACC is constant. However, as this is an imglada assumption, it is not applicable to this real
world study.

Thus, the post-tax WACC (assuming perfect capitatkets) advocates that an optimal capital structure
would be high levels of debt, as seen before tisesciFor example, Lehman Brothers and NorthernkRoc
were highly levered, suggesting they were at am@btcapital position. However, this was clearlyt no
the case as both suffered during the crisis, withtiNern Rock being nationalised after a bank-rung, a
Lehman Brothers filing for bankruptcy. So why degsotential optimal capital structure not consfsilb
debt? Capital markets are imperfect (i.e. firms ganalways borrow more) and so greater levelsebt d
financing are associated with greater risk, enagoplenders to demand higher interest rates. This

increased cost will make it more difficult to pagd the interest to debt holders, who may in twe fer
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bankruptcy (the risk of which will increase nondarly). If the company does go bankrupt, it wikeliy
leave shareholders with nothing, meaning they tdbimtially demand higher returns. Therefore, the

benefits of the tax-shield will only increase treue of the company up to a certain point.

Figure 5 shows what has been described. This isvkres the Trade-Off Theory of capital structure,
presented by Kraus and Litzenberger (1973). Thamgptamount of debt and equity to have is at point
D/E*. However, this is just a static view of capitructure. In reality, it seems to be rather more
dynamic. Due to the recent crisis, investors aelyito be more risk-averse, thus making the cobts
financial distress (in particular bankruptcy) higlaed experienced with lower levels of debt thafotze
Also, the tax shield advantage of debt will notdse pertinent because many UK companies are not
making enough profit to fully benefit. In termstbk trade-off, this would mean that the value effilm

is maximised at a lower debt/equity ratio — poidlE® for example in Figure 6. This helps explain wh
we have seen UK companies such as Imperial Tobsemtacing debt and increasing equity in their
capital structures.
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Figure 5 — Graph showing the static Trade-Off Tlheadrcapital structure.
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Figure 6 — Graph showing how the Trade-Off Thedrgapital structure can be dynamic.

The change in capital structure we have observeidsfuows that corporation’s capital structure cleang
to reflect different economic conditions. This a@irmed by Leary and Roberts (2005), who discodere
evidence that the Trade-Off Theory is rather dymamiith firms tending to rebalance their capital
structure to differing optimal ratios during difileg economic climates. In the current circumstanoeg
small problem with a firm’s cash flow could leackth to default on its debt. Consequently, it islviba
have less debt than if the economy were in a basrthis will avoid the costs of financial distress.
Gilson (1989) endorses this by providing evidertw high leverage is one important characteristic o
financially distressed firms. Another reason fasthhift away from debt is that major UK banks have
been put under pressure by the government andategsilto hold more capital to soak up potential
losses, and to undertake debt-for-equity swaps,Algmpanies that are now going to banks for l@mas
being required to have high levels of equity coredaio debt, so the bank can rely on them to payback
the loan. As well as this, large interest ratestamg charged at a level significantly higher thhe

LIBOR. Consequently, it is getting harder to acquiebt.

We earlier observed how Imperial Tobacco’s debitggatio was drastically decreasing in response to
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its debt pile, which had lead to a passive shaoce prhis reduction will help Imperial Tobacco &cover
its share price as it overcomes the problem idedtiy Opler and Titman (1994) — that highly legzra
firms lose substantial market share to their mavaservatively financed competitors in downturns.
Warner (1977) argued that this is attributed to ¢bsts of financial distress, but more importarilg

negative effect these costs have on the businstse=holders.

| believe that many UK companies will now halt istreent in new projects, and those projects that are
funded will be done so with retained earnings. Dleaefit of internal-financing is that there are no
transaction costs, making it highly desirable tyéised rule by Myers and Majluf (1984), who extedd
the Pecking Order Theory of Donaldson (1961).

IV. Conclusion

In summary, we have seen how the recent finanaiglschas caused the capital structure of UK
companies to consist of less debt. The theorienaiptimal capital structure explain that this ésduse
the value of the firm is maximised (or the WACQOnsimised) at lower levels of gearing in this cuntre
scenario. Thus, capital structure can be seenr@anuig — depending on the condition of the econofny.
limitation of the study was the lack of considaeyatfor other forms of financing within a capitafutture
such as leasing, and other ‘hybrid’ types such asamts and convertibles, which blur the line beve
debt and equity. The effect that agency costs bawvibe capital structure could also have been addde

These are potential areas of future research.
One final point of note is that the economy nownsedo be recovering, making it interesting to dee i

firms will soon yet again succumb to the temptatdrmlebt as part of the never-ending quest to asae

profit levels.
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