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Abstract

The study analyzed the determinants of capital structure in quoted agro-allied company
in Nigeria (A study of British Tobacco Company in Nigeria). The specific objectives are
to analyze the factors affecting capital structure in quoted agro-allied company in
Nigeria. Debt to equity were used as a proxy to capital structure while the determinants
were proxied by Liquidity ratio, dividend payout, total asset, profitability. The study
adopted expo facto design and data were sourced from British Tobacco Company in
Nigeria annual financial statement. The data were analyze and tested using multiple
regression model. The result shows that liquidity ratio has positive and significant impact
on debt to equity ratio while total asset and profitability negative and significant impact
on debt to equity ratio. However, dividend payout has positive and insignificant impact
on debt to equity ratio of British Tobacco Company in Nigeria. Based on the findings,
the selected agro allied firm raising fund for operations or expansions should not give
debt ratio (higher) priority. A rightful and correct combination of equity and debt must
be ensured with equity given priority over debt. This is evidenced from the result when
profitability on its own is negatively related with debt to equity but, leverage ratio is
positively related.

Key Words: Capital structure, Liquidity ratio, Total assets

Introduction

A firm basic resource is the stream of cash flows produced by its assets. When the firm
is financed entirely by common stock, all of those cash flows belong to the stockholders.
When it issues both debt and equity securities, it undertakes to split up the cash flows
into streams- a relatively safe stream that goes to the debt holders and a riskier one that
goes to the stockholders. Financing is one of the crucial areas in a firm. A financial
manager is always concerned with the determination of the best financing mix and
combination of debt and equity that a company uses to finance its business (Damodaran,
2011). To understand how companies, finance their operations, it is necessary to examine
the determinants of their capital structure decisions (Okudo, Mbonu, & Amahalu, 2022).
Most of the decision making process related to capital structure are deciding factors when
determining the capital structure such as cost, various taxes and rate. Interest rate has
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been proposed to explain the variation in financial leverage across firms (Hampton,
2009). Knowledge about these factor is pertinent in capital structure decision making of
any firm.

In finance, capital structure refers to the way in which an organization is financed, a
combination of long term capital (ordinary shares and preference shares, debentures,
bank loans, convertible loan stock and so on) and short term liabilities such as bank
overdraft and trade creditors. Capital structure refers to a mixture of a variety of long
term sources of funds and equity shares including reserves and surplus of an enterprise.
It is the mix of debt and equity capital maintained by a firm (Osuji and Odita, 2012). A
mixture of a firms financial liability is referred to as leverage; debt and equity are the two
major classes of liabilities, with debt holders and equity holders representing the two
types of investors in the firm. The capital structure of a company is such a vital factor
that it enhances its operations. As a result, the relevance of capital structure to company’s
operations and performance cannot be overemphasized. Many studies have previously
been undertaken to determine and possibly develop theories that will enhance the
financial mix suitable for corporate organizations to apply in order to maximize
shareholders value (Schiantarelli and Sembenelli, 1997; and Efobi, 2008).

How an organization is financed is of paramount importance to both mangers of the firms
and providers of fund. This is because if a wrong mix of finance is employed, the
performance and survival of the business enterprise may be seriously affected. Another
importance of capital structure is that it is highly related to the ability of firms to fulfill
the needs of various stakeholders (DAVE and Sola, 2010). Capital structure represents
the major claims to a corporation’s asset which comprises the different types of both
equities and liabilities. According to Sola (2010) there is various mix of debt /equity
ratio. These includes; 100% equity: 0% debt, 0% equity: 100% debt, and certain
percentage of equity with debt. From these three alternatives, option one is that of the
unlevered firm, that is the firm that shuns the advantage of leverage (if any). Option two
is that of a firm that has no equity capital. This option may not actually be realistic or
possible in the real life economic situations, because no provider of funds will invest his
money in a firm without equity capital. This partially explains the term “trading on
equity”, that is, it is the equity element that is present in the firm’s capital structure that
encourages the debt providers to get their scarce resources to the business. Option three
is the most realistic one in that, it combines both a certain percentage of debt and equity
in the capital structure and thus, the advantages of leverage is exploits. However, a firm’s
capital structure refers to the mix of its financial liabilities. The choice of an appropriate
financing mix constitutes a crucial decision for the survival and continuous growth of
any business organization not only because of the need to maximize returns to the various
interest holders, but also because of the impact such informed decision has on the
performance of an organization in a competitive environment (Roy and Maifang, 2000).
In reality, optimal capital structure of a firm is difficult to determine. Having seen a lot
of previous research on capital structure, there has not been a consensus from the studies
on which financial structure is appropriate for effective operation and better performance
of firms in Nigeria. Also, the body of finance holds widely divergent opinions on
controversial issues such as the best financial mix that will improve firm performance.
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Therefore, this study seeks to provide more empirical evidence on the effect of capital
structure on firm’s performance.

Managers have numerous opportunities to exercise their discretion with respect to
structure decisions. The capital structure employed may not be meant for value
maximization of the firm but for protection of managers interest especially in
organizations where corporate decisions are dictated by managers and shares of the
company closely held (Dimitris & Psillaki,2008). Even where shares are not closely held,
owners of equity are generally large in number and an average shareholder controls a
minute proportion of the shares of the firm. This gives rise to the tendency for such a
shareholder to take less interest different from owners of equity. This resulted to the
agency problem in the theory of finance and has adversely influenced the capital structure
decision of firms. This study wants to contribute to the debate on the relationship between
capital structure and firm performance from the agency cost theory perspective.

The standard of increasing capital in Nigeria became higher hard to achieve due to the
associated cost and risk. As financial capital is uncertain but critical resource for all firms,
suppliers of financial are able to exert control over firms. Debt and equity are the two
major classes of capital, with debt holders and equity holders representing the two types
of investors in the firm. Each of these is associated with different levels of cost, risk,
benefit and control. Debt holders exert lower control; they earn a fixed rate of return and
are protected by contractual obligation with respect to their investment. While equity
holders are residual claimants, bearing most of the risk and have greater control over
decision. It is important to note from the above exposition, that there is still a gap in the
area of capital structure and agro-allied companies in Nigeria which is attributable to the
determinants of capital structure.

Broadly, this study analyzed the determinants of capital structure in quoted agro-allied

company in Nigeria. The specific objectives was to:

i. analyze the extent of impact of Liquidity ratio, dividend payout, total asset,
profitability on debt equity ratio of British Tobacco Company in Nigeria.

In line with the objective of the study, the following hypotheses have been formulated
Hoi:  Liquidity ratio, dividend payout, total asset, profitability have no significance
impact on debt equity ratio of British Tobacco Company in Nigeria.

Literature Review

Conceptual Framework

Investors and potential investors will be obliged to invest their hard earned savings in a
company that promised to make a return that will change their wealth position at a
particular point in time. However, as sound as this objective is, it will be illusive if the
hard earned resources are not combined for optimum utilization. The essence of capital
structure decision is to ensure the right combination of financing resources that will yield
maximum return without necessarily hampering the interest of stakeholders. The term
capital structure according to Kennon (2010) refers to the percentage of capital (money)
at work in a business by type. There are two forms of capital: equity capital and debt
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capital. Alfred (2007) explained that a firm’s capital structure implies the proportion of
debt and equity in the total capital structure of the firm.

Pandey (2009) explained the difference between capital structure and financial structure
of a firm by affirming that the various means used to raise funds represent the firm’s
financial structure, while the capital structure represents the proportionate relationship
between long-term debt and equity. The capital structure of a firm as discussed by Inanga
and Ajayi (2009) does not include shortterm credit, but means the composite of a firms
long-term funds obtained from various sources. Therefore, a firms capital structure is
described as the capital mix of both equity and debt capital in financing its assets.
However, whether or not an optimal capital structure exists is one of the most important
and complex issues in corporate finance. Capital structure, preferred stock and common
equity are most used by firms to raise needed funds; capital structure policy seeks a trade-
off between risk and expected return. The firm must consider its business risk, tax
position, financial flexibility and managerial conservatism or aggressiveness, while these
factors are crucial in determining the target capital structure, operating conditions may
cause the actual capital structure to differ from the optimal capital structure.

A firm’s capital structure is then the composition of its liabilities. The various
components of a firm’s capital structure according to Inanga and Ajayi (1999) may be
classified into equity capital, preference capital and long-term loan (debt) capital. Equity
capital refers to the contributed capital; money originally invested in the business in
exchange for shares of stock; and retained profits; profits from past years that have been
kept by the company to strengthen the balance sheet, growth, acquisition and expansion
of the business. Preference capital refers to a hybrid that combines the features of
debentures and equity shares except the benefits while debt capital refers to the long term
bonds used by the firm in financing its investment decisions while coming up with its
principal and also paying back interest.

Concept of Capital Structure

A firm’s capital structure refers to the mix of its financial liabilities. As financial capital
is an uncertain but critical resource for all firms, suppliers of finance are able to exert
control over firms. There are two different ways of financing the assets of an
organization; through internal equity or external debt. Capital structure refers to the way
a corporation finances its assets through some combination of equity and debt (Tsai et al,
2010). The study on capital structure attempts to explain the mix of securities and
financing sources used by companies to finance investments (Myers, 2001). Brigham
(2004) referred to Capital structure as the way in which a firm finances its operations
which can either, be through debt or equity capital or a combination of both. In addition,
Singh and Hamid (1992) in their research used data on the largest companies in selected
developing countries and found that firms in developing countries used more of debt
finance in financing their growth than was the case in industrialized countries. Abor
(2005) also found a positive relationship between total assets and return on equity and
that profitable firms in Ghana depended more on debt as a main financing option due to
a perceived low financial risk. How to plan financing decision using a particular means
or mix of funding to maintain a proper capital structure is an important issue of concern
demanding urgent for financing managers if their sectors is ever to play a major role in
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economic development.

In conclusion, capital structure is a mixture of a company’s debt (long-term and short-
term), common equity and preferred equity. Capital structure is essential on how a firm
finances its overall operations and growth by using different sources of funds.
Medigliani- Miller (MM) theorem is the broadly accepted capital structure theory
because is it the origin theory of capital structure theory which had been used by many
researchers.

The Composition of the Capital Structure of a Company
The capital structure of a firm comprises of both the long-term sources of finance which
include debt and equity financing, and the short-term sources of finance. Myers (1984)
in his study, which developed the pecking order theory, explained that the capital
structure of firms range from internal financing to external financing. He identified
internal financing tom include retained earnings while the external financing include debt
financing and equity financing. Jansen (2004), in line with Myer (1984) s model
explained that the capital structure of a company ranges from share capital, retained
earnings and debt financing. In similar vein, Hovakimian and Tehranian (2002) and
Frank and Goyal (2003) explained that the capital structure of a firm ranges from internal
finance, which include retained earnings to external finances, that is, debt and equity
capital. Zoppa and Mcmahon (2002) identified a more comprehensive capital structure
composition, based on their study of Australian small and medium scale businesses
capital structure behavior. Consequently, they identified that a company’s capital
structure should include the following;

1. Reinvested profits;

2. Short-term debt financing like trade credit;

3. Long-term debt financing like debentures and long-term debts etc.

4. New equity capital injections from existing owners and owner managers;

5. New equity capital from uninvolved parties like outside investors, venture
capitalists etc.

They therefore, printed out that the sources of corporate capital comprise more than just
debt capital and equity capital. Though these two are broad classifications of the
composition of the capital structure of a company, the capital structure of a company
should not be limited to them only. Akinsulire (2002) explained that the capital structure
of a firm refers to how the company finances its operations. According to him, the “how”
is usually made up of the three sources, which include the ordinary share capital, the
preference share capital and debt capital. This is in relation with Uremadu (2004) who
explained that the capital structure of the company comprises of debentures, preference
share capital (which includes reserves ad surpluses and retained earnings).

To further elaborate on capital structure, it becomes pertinent to elaborate on the meaning
of the forms or elements of the firm’s capital structure. Debt financing is a kind of finance
that becomes a commitment for the company to repay back interest and principal at the
end of a particular period. These interests are tax deductible and the tax authorities make
an allowance for these expenses. The inability of the company to repay back this
commitment and the interest accruable to this commitment would attract distress for the
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company and this may ultimately lead to bankruptcy. Equity financing entails the ability
of the firm to raise its external funds from the public and at the same time, issue out a
part of the firms ownership right evidenced by share certificate. The equity holders are
part owners of the firm. At the end of the financial period, the firm rewards the equity
stockholders with dividend from the profit made by the company.

Factors Influencing the Choice of Capital Structure

Capital structure decisions are so important and sensitive that it is of necessity that firms
should know this before deciding its mix. Benito (2003) explained that the capital
structure decisions of firms have serious implications on both the macro and micro-levels
of the economy. On the micro level, the capital structure decisions of companies cost
them a lot of time and money in searching out and ascertaining the best capital structure
policy to adopt and has been evidenced amongst firms (Harris & Raviv, 1991). Similarly,
at the macroeconomic level, the capital structure decisions have great implications.
Eugene, Gapenski and Ehrhardt (2001) believed that it occurs due to the risk associated
with corporate debt in terms of bankruptcy and liquidity caused by the inability to pay
back debts and its accrued interest. They further noted that bankruptcy related problems
become rampant when firms have a lot of debts in their capital structure. In deciding the
capital structure of firms, Benito (2003) explained that firms should determine their
capital structure based on applying the trade-off theory or the pecking order theory. He
argues that in applying the trade-off theory, firms will settle for the capital structure at
that margin where firms trade-off the benefits of an additional debt against the costs. The
benefits of additional debt include reduced agency cost of driving the debt, tax cover as
a result of interest payable on the debt; and the costs of debt include bankruptcy cost as
a result of non-re-payment of debt (Benito, 2003; Eugene, Gapenski and Ehrhardt, 2001;
Brealey and Myers, 2000; Hovakimian, Hovakimian and Tehranian, 2002 and Frank and
Goyal, 2003).

There are several other factors influencing companies’ choice of an appropriate capital
structure. Some companies are not able to receive bank loans (Kamsvag, 2001), some
have enough retained earnings to undertake their desired investment without taking any
loans (Andreson, Wahlbery and Ostlund, 2006), and some does not want to undertake
any debt by principle (Anderson and Williamson, 2001). Petersen and Rajan (1994)
explained that there are more relevant and suitable measures to use when analyzing the
capital structure of an organization than those presented by Miller and Modigliani (1958).
Business size, age and cash flow is according to Petersen and Rajan (1994) important
factors.
a. The larger the company is, normally the debts are too.
b. The age of a company affects the capital structure. As the company matures debt
decreases.
c. Young companies are more or less forced to finance through bank loans while
older have had/ possibilities to build capital from previous revenues.

Capital Structure and Financial Gearing

Financial gearing according to Anderson (2012), is the mix of long-term corporate
funding provided internally by shareholders and that contributed externally by lenders.
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Surprisingly, there is no clear-cut definition of leverage in the academic literature. The
specific choice depends on the objective of the analysis. A company is however said to
be unlevered as long as it has no debt, while a firm with debt in its capital structure is
said to be leveraged (Song, 2005). The easy but high-risk increases in stock prices due to
levering at banks in the United State has been blamed according to Robert (2009) for the
unusually high rate of pay for top executives during the financial crisis of 2007-2010,
since gain in stocks are often rewarded regardless of method. The fact that an optimal
capital structure has not been found is an indication of some flaws in the logic. An
appreciation of the factors that influence a company’s gearing and the effects of gearing
on shareholders return are vital to interpreting gearing ratios.

Theoretical Framework

Modigliani and Miller (1963) Theory

The roots of capital structure theory refers to more than fifty decades since the seminal
work which presented by Modigliani and Miller 1958 (thereafter MM).They proved,
under restrictive assumptions (no taxes and transaction costs) that cost of capital does not
effect on capital structure, particularly debt then not effect on firm value where this
theory called irrelevancy preposition. In other words, the value of levered firm equals the
value of unlevered firm.

Later, Modigliani and Miller (1963) presented new proof that cost of capital effect on
capital structure, and therefore effect on value of the firm with relaxing unrealistic
assumptions that there are existing taxes, which indicate that borrowing give tax
advantage, where the interest deducted from the tax and it will result tax shields, which
in turn reduce the cost of borrowing and then maximize the firm performance (Miller,
1977) and this require from the firm to make trade-off between the cost of debt from side
and the benefits of using debt from another side. Consequently, the researchers studied
the relationship between capital structure and the value of the firm through appearing
new theory called the agency theory which indicates to potential conflict between
shareholders and managers from on the one hand and the potential conflict between
shareholders and managers and debtors form on the other hand. Potential conflict
between shareholders and managers arises when the shareholders choose the manager as
an agent of their selves to manage the firm on order to maximize their wealth’s, but the
managers concentrate on the high profitable and risky projects to achieve their interests
at first that represented incentives and rewards, and after that concerning of shareholders
benefits, all of these lead to maximize the firm value (Jensen and Meckling (1976), Harri
and Raviv (1991), and Myer (2001).

Agency Cost Theory

The agency theory concept was initially developed by Berle and Means (1932), who
explained that due to a continuous dilution of equity ownership of large corporations,
ownership and control become more separated. This situation gives professional
managers an opportunity to pursue their interest instead of that of shareholders. This is a
theory concerning the relationship between the principal (shareholders) and the agent of
the principal (company’s managers). This suggests that the firm can be viewed as a nexus
of contracts (loosely defined) between resource holders. An agency relationship arises
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whenever one or more individual, called principals, hire one or more other individuals,
called agents, to perform some service and then delegate decisionmaking authority to the
agents. Jensen and Meckling (1976) explained that, for an optimal debt level in capital
structure by minimizing the agency costs arising from the divergent interest of managers
with shareholders and debt holders. They suggest that either ownership of the managers
in the firm should be increased in order to align the interest of managers with that of the
owners or use of debt should be motivated to control manager’s tendency for excessive
extra consumptions. Jensen (1986) presents agency problem associated with free-flow.
He suggested that free cash flow problem can be somehow controlled by increasing the
stake of managers in the business or by increasing debt in the capital structure, reducing
the amount of “free” cash available to managers. Therefore, firms which are financed by
debt given managers less decision power of those finance mostly by equity, and thus debt
can be used as a control mechanism, in which lenders and shareholders becomes the
principal parties in the corporate governance structure.

Pecking Order Theory

The pecking order theory of capital structure as introduced by Donaldson (1961) is
among the most influential theories of corporate leverage. It goes contrary to the idea of
firms having a unique combination of debt and equity finance, which minimize their cost
of capital. The theory suggests that when a firm is looking for ways to finance its long-
term investments, it has a well-defined order of preference with respect to the sources of
finance it uses. It states that a firms first preference should be the utilization of internal
funds (i.e. retain earnings) (Ezenwafor, Okegbe, & Nwoye, 2021), followed by debt and
then external equity. He argues that the more profitable the firms become, the lesser they
borrow because they would have sufficient internal finance to undertake their investment
projects. He further argues that it is when the internal finance is inadequate that a firm
should source for external finance and most preferably bank borrowings or corporate
bonds. And after exhausting both internal and bank borrowing and corporate bonds, the
final least preferred source of finance is to issue new equity capital.

Pecking Order theory tries to capture the costs of asymmetric information which states
that companies prioritize their sources of financing (from internal financing to equity)
according to the principle of least effort, or of least resistance, preferring to raise equity
as a financing means of least resort. Hence, internal funds is used first, and when that is
exhausted, debt is issued, and when it is not sensible to issue any more debt, equity is
issued. On the other hand, Pecking Order Theory (Myer & Majluf, 1984), captures the
effect of asymmetric information upon the mispricing of new securities, which says that
there is no well-defined target debt ratio. They opined that investors generally perceived
that managers are better informed of the price sensitive information of the firms.
Investor’s perception is such that managers issue risky securities when they are
overpriced. This perception of investors leads to the underpricing of new equity issue.
Sometimes this underpricing becomes so severe that it causes substantial loss to the
existing shareholders. To avoid the problem arising from information asymmetry firms
usually fulfil their financing needs by preferring retained earnings as their main source
of financing, followed by debt and finally external equity financing as the last resort.
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The Trade-Off Theory

The trade-off theory suggests that firms can determine their optimal capital structure by
striking a balance between the benefits and costs related with debt financing. According
to Myers (1984), firms set a target debt to value ratio and steadily adjust towards the
target ratio to balance the trade-off between tax savings and bankruptcy cost. The purpose
of the trade-off theory of capital structure is to explain the strategy a firm uses to finance
investments which may be by equity and sometimes by debt, it was concluded that trade-
off theory couldn’t account for the correlation between high profitability and low debt
ratios. Levels of capital mix are liable to increase the cost of debt and also the chance of
default, bankruptcy and eventually liquidation of a firm (Myers, 2001). Miller (1977) to
explain that it does not matter how a firm finance its operations and that the value of a
firm is independent of its capital structure making capital structure irrelevance, suggests
that more profitable firms need to shelter their earnings and save taxes by opting for
higher leverage in their capital structure. It was found out that firm’s performance and
high debt level are positively associated, a hypothesis that is supported by a number of
studies (Gosh et al., 2000; Hadlock and James, 2002; Abor, 2005; and Bonaccorsi di
patti, 2006).

Empirical Review

Magara (2012) did a study on capital structure and its determinants at the Nairobi
Securities Exchange. The study sought to find out the major determinants of capital
structure. It was established that from the period 2007 to 2011, there was a positive
significant relationship between the firm size, tangibility and growth rate and the degree
of leverage of the firm. The study did not take into consideration macro-economic factors
like inflation and interest rates.

Mwangi (2010) did a study on capital structure on firms listed at the Nairobi Stock
Exchange also tried to look on the relationship between capital structure financial
performances. Data was collected using structure questionnaires. The study identified
that a strong positive relationship between leverage and return on equity, liquidity, and
return on investment existed. This hypothesis is also supported by a number of studies,
to them the benefits of debt financing are less than its negative aspects, so firms will
always prefer to fund investments by internal sources (Jensen and Meckling, 1976;
Kester, 1986; Rajan and Zingales, 1995; and Fama and French, 2002).

Holz (2002) investigated the relationship between financial leverage and firm value on
some industries which marked on high degree in difference characteristics from where
growth, cost and demand. The study used debt to equity ratio as financial leverage
indicator and earnings to market value of common stock as performance indicator. Result
showed that capital structure (debt ratio) related positively with the firm performance,
the result ascribes to the willing of firms managers to finance their projects by borrowing
and then use theses money optimally to maximize the performance. On the same manner,
Dessi and Robertson (2003) found that financial leverage affect positively on the
expected performance, where they explained this result to that low growth firms attempt
to depend on the borrowing for utilizing the expected growth opportunities and investing
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borrowing money at the profitable projects, therefore it will increase the firm
performance. Margrates and Psillaki (2010), proved also that financial leverage (debt
ratio) correlated positively and significantly with firm performance (added value, labor
and capital).

On the other hand, Abor (2005), noted that various capital structure measures which
represented short term debt, long term debt and total debt associated negatively and
statistically with firm performance. The conclusion refers to that firms rely on borrowing
extremely, it will not achieve tax shields and then it lead to increase borrowing cost of
which the firm exposes to the bankruptcy risks and reduce the term.

Rao, Hamed, Al-yahee and Syed (2007) reached that capital structure related inversely
on financial performance on Oman firms. The relationship refers to high borrowing costs
in Oman economy and to the weakness of the debt market activity in Oman. They
suggested that tax savings as a result of debt using are not sufficient to meet the costs of
debt and it would be the cost of debt greater than the rate of return. Krishnan and Moyer,
(1997); Gleason, and Mathur, (2000); Simerly and Li, (2000); King and Santor, (2008)
and Onalapo and Kajola, (2010) proved that capital structure also related negatively with
firm performance.

Akinyomi (2013), using three manufacturing companies selected randomly from the food
and beverage categories and a period of five years (2007-2011) using the static trade-off
and the pecking order theory point of view. He adopted the use of correlation analysis
method and revealed that each of debt to capital, debt to common equity, short term debt
to total debt and the age of the firms is significantly and positively related to return on
asset and return equity but long term debt to capital is significantly and relatively Capital
Structure on Firms Performance of Manufacturing Companies in Nigeria related to return
on asset and return on equity. His hypothesis also tested that there is significant
relationship between capital structure and financial performance using both return on
asset and return on equity. Taiwo (2012), using ten firms listed on the Nigerian Stock
Exchange for a period of five years (2006-2010) from the static trade-off, pecking order
and agency theory point of view. In his findings, He employed the Impesaran and shine
unit root test and panel Least Square test and revealed that the sampled firms were not
able to utilize the fixed asset composition of their total assets judiciously to impact
positively on their firms’ performance.

Bassey, Aniekan, Ikpe and Udo (2013), using a sample of 60 unquoted agro-based firms
in Nigeria within a period of six years (2005-2010) from the agency cost theory point of
view. They employed the Ordinary Least Square regression and descriptive statistic and
revealed that only growth and educational level of firms owners were significant
determinants of both long and short term debt ratios, assets structure, age of the firms,
gender of owners and export status impacted significantly on long term debt ratios, while
business risk, size and profitability of firms were major determinants of short term debt
ratio for the firms under investigation. SimonOke and Afolabi (2011), using a study of
five quoted firms within a period of nine years (19992007) from the static trade-off and
agency cost theory point of view. They employed the panel data regression model and
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revealed in their study a positive relationship between firms’ performance and equity
financing as well as between firms’ performance and debt-equity ratio. There is also a
negative relationship that exists between firm’s performance and debt financing due to
high cost of borrowing in the country.

Ong and Thie (2011) investigated on the capital structure and firms performance of
construction companies for a period of four years (2005-2008) in Malaysia. Long term
debt to capital, debt to asset, debt to equity market value, debt to common equity, long
term debt to common equity were used as proxies as the independent variables (capital
structure) while returns on capital, return on equity, earnings per share, operating margin,
net margin were used to proxy the corporate performance. The result shows that there is
relationship between capital structure and corporate performance.

Methodology

The study adopted expo-facto design in order to analyze the determinants of capital
structure in quoted agro-allied company in Nigeria (A study of British Tobacco Company
in Nigeria). This determinant are dynamic issues considered before formulation and
implementation of capital structure in quoted agro-allied company in Nigeria. Thus, some
methodological approaches have been employed by local/foreign authors to proffer
solution to capital structure. However, this study adopts the methodology used by Bassey,
Aniekan, Ikpe and Udo (2013), but with some major modifications to test the factors
affecting capital structure in quoted agro-allied company in Nigeria (A study of British
Tobacco Company in Nigeria).

To some measures, capital structure was proxy by debt to equity ratio (DER) where
used over the period while the determinants was measured by Liquidity ratio (LR),
dividend payout (DPO), total asset (TA), profitability (PAT). Specifically, arising
from the evidences in the empirical studies reviewed in chapter two above, we adopted
the model as stated by Bassey, Aniekan, Ikpe and Udo (2013), but with modifications.
Consequently, the functional form of the model specification will be:

DER = f(LR,DPO,TA,PAT) .. ov oot d
Explicitly, equation 1 can be written as:

DERit = bo + biLRit + boDPOit + baTAit + DaPATit +atit cevvve e e el 2
Where

DERi: = Debt to equity ratio as a proxy for capital structure
LRt = Liquidity ratio

DPO it = Dividend payout

TAix = Total asset

PAT it = Profitability

bo = Intercept
b1 — bs = Parameters estimate
Uit = Stochastic variables

The data for the study was collected from the various annual financial statement of British
Tobacco Company. Data set spanning a period of 15 years (2002 — 2016). This study
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was carried out to analyze the determinants of capital structure in quoted agro-allied
company in Nigeria (A study of British Tobacco Company in Nigeria). For the stated
model, the dependent variable is debt to equity ratio (DER) and the independent are
Liquidity ratio (LR), dividend payout (DPotheses

Result and Discussion
Ho:  Liquidity ratio, dividend payout, total asset, profitability have no significance
impact on debt equity ratio of British Tobacco Company in Nigeria.

Table 1

Dependent Variable: DER
Method: Least Squares
Date: 01/22/18 Time: 14:12

Sample: 115

Included observations: 15
Variable Coefficient Std. Error  t-Statistic ~ Prob.
LR 0.702699  0.351428  1.999553  0.0503
DPO 0.005266  0.003828  1.375653 0.1954
TA -0.125505 0.021905 -5.729514 0.0000
PAT -1.197705 0.280009 -4.277380 0.0007
C 0.603262  0.419815 1.436971 0.8714
R-squared 0.905485  Mean dependent var 0.829400
Adjusted R-squared  0.852977  S.D. dependent var 0.628208
S.E. of regression 0.240877  Akaike info criterion 0.280117
Sum squared resid 0.522197  Schwarz criterion 0.563337
Log likelihood 3.899123  Hannan-Quinn criter. 0.277100
F-statistic 27.24464  Durbin-Watson stat 2.052179

Prob(F-statistic) 0.000025

Source: Researcher’s computation using E-views 8.0

As reflected in Table 1 above, liquidity ratio (LR) of 0.0702699 shows that, a unit
increase in liquidity ratio, holding other variables constant, will increases the debt —to-
equity ratio by 0.0702699 units. This implies that, a percentage increase in liquidity ratio
of the studied sector leads to increase in debt-to-equity ratio. This exposes the
organization to much risk because high leverage ratio leads to organizational deficiency
and too much debt.

The coefficient of dividend payout (DPO) of 0.005266 shows that, a unit increase in
dividend payout, holding other variables constant, will lead to increase the debt to equity
ratio by 0.005266 units. Thus, a percentage increase in dividend per share of the
organization leads to increase in debt to equity ratio of the British American Tobacco
Company in Nigeria. This implies that, if an organization allocate much of their profit
after tax to dividend payment, this will prompt the organization to source capital

ubsjbep



https://journals.unizik.edu.ng/index.php/ubsjbep/index
https://journals.unizik.edu.ng/index.php/ubsjbep/index

Journal of
Business and
Economic Policy

UBSJBEP Volume 2 Issue 1

ISSN (Online) 0795 — 7149
https://journals.unizik.edu.ng/index.php/ubsjbep

UNIZIK Business School,

Nnamdi Azikiwe University, Awka

externally instead of retained earning hence, leading the organization to
liquidation/winding up in a long run.

The coefficient of total asset (TA) of -0.125505 shows that, a unit increase in total asset,
holding other variables constant, will lead to decrease the debt to equity ratio by 0.125505
units. Thus, a percentage increase in total asset leads to decrease in debt to equity ratio
of the British American Tobacco Company in Nigeria. This agrees with priori
expectations because, acquiring large percentage of fixed and current asset for production
and management purposes will help the organization to deduce debt structure and
increase organizational performance.

The coefficient of profitability (PAT) of -1.197705 shows that, a unit increase in
profitability, holding other variables constant, will lead to decrease the debt to equity
ratio by -1.197705 units. Thus, a percentage increase in profitability leads to decrease in
debt to equity ratio of the British American Tobacco Company in Nigeria. The result is
support by Agency theory which states that ownership of the managers in the firm should
be increased in order to align the interest of managers with that of the owners or use of
debt should be motivated to control manager’s tendency for excessive extra
consumptions.

The RZ which is the coefficient of determination was quite high with a value of 0.905485
which indicate as that 91% of the changes in the dependent variable can be explained by
the changes in the independent variables while 9% can explained by the stochastic terms
in model.. This implies that the independent variable (Liquidity ratio, dividend payout,
total asset, profitability) can only explain 76 percent of changes in return on equity,
leaving 9% percent unexplained... Also, Durbin-Watson stat is 2.052 and is close to 2.5,
this implies that there is no evidence of firstorder autocorrelation. F-prob value of
0.000025 was observed from the analysis which is less than 0.05, indicating that the
estimated regression model adopted in this study is statistically significant at 5%
significant level. With this, the researcher alternative hypothesis thus, liquidity ratio has
positive and significant impact on debt to equity ratio while total asset and profitability
negative and significant impact on debt to equity ratio. However, dividend payout has
positive and insignificant impact on debt to equity ratio of British Tobacco Company in
Nigeria.

Conclusion and Recommendations

In developing or expanding business operations, companies need of financial resources.
Fulfilments of these funds come from internal resources or external sources. Therefore,
financial managers with regard to the use of capital costs (cost of capital) and other costs
need to determine the capital structure in an effort to determine whether the financing
needs are filled with their own capital or filled with loan capital. In conducting the
funding decisions, companies also need to consider and analyze the combination of
economical sources of funds to finance investment requirements and business activities.
The capital structure of a company consists of equity and debt to finance assets,
operations and future growth of a firm. To finance, firms can choose for equity or debt.
In this study the focus was to investigate how different determinants influence on the
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amount of capital structure of a firm. From the analysis and discussion, the study revealed
that liquidity ratio has positive and significant impact on debt to equity ratio while total
asset and profitability negative and significant impact on debt to equity ratio. However,
dividend payout has positive and insignificant impact on debt to equity ratio of British
Tobacco Company. The results are back up with pecking order theory and agency theory.

In view of the findings, the following policy recommendations were made:

a. The selected agro allied firm raising fund for operations or expansions should not
give debt ratio (higher) priority. A rightful and correct combination of equity and
debt must be ensured with equity given priority over debt. This is evidenced from the
result when profitability on its own is negatively related with debt to equity but,
leverage ratio is positively related.

b. In raising finance, firms should strive and ensure that they are wholly financed by
equity but if impossible, very little proportion should debt. No firms should rely only
on the issue of debt financing in structuring its capital for profitability. Should that
be done, it results to worsening the performance. This is evidenced from our finding
depicting a positive though insignificant relationship with dividend per share.
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APPENDIX British American Tobacco Company in Nigeria

LEV

Year DER (%) (000 LR(%) DPOXRM) TARM) PATERM)
2002  0.127 2100.4  0.554 38.8 6903 1095
2003  0.110 4439.1  0.541 41.9 8980 1445
2004  0.219 3930 0.586 35.2 9856 2005.8
2005  0.321 6554 0.659 47.0 10543 1986.6
2006  0.397 7002 0.547 55.9 12179 2212
2007  0.462 8013 0.591 66.2 18764 2289.8
2008  0.598 9891.2  0.485 83.7 27551 2659.8
2009  1.109 8842 0.378 99.5 26614 2956.2
2010  0.852 7842 0.679 114.2 27860 3140
2011  0.714 79285  0.463 126.5 27119 3375
2012  1.089 13259  0.624 198.5 27327 4122
2013  1.120 12343  0.601 224.5 30631 4097.1
2014  1.154 10041  0.554 271.3 31293 4998.5
2015  2.022 9213 0.617 311.4 33384 5012.2
2016 2.147 11045  0.598 326.5 35488 5197

Source: British American Tobacco Company Annual financial 2005 - 2016
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