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This study compares the capital structures and Firm value in selected listed companies
i5ti Lanka. That is attempting to investigate the relationship between Equity ratio, Debt
4tio, Leverage Ratio and Firm value, taking into consideration the selected ten companies
in Sri Lanka. The study uses data for Companies, covering the period 2006-201 0. The
study finding leads to the conclusion that the equity ratio, and debt ratio have significant
impact on Firm Value ratios of the Companies. The researcher proved that these findings
are supported the-prior empirical. findings[Kinsman and Newman(1998)
Dhanka,S.D.(1996), Mahdi(2009), Rajan et al (1995),Frank et al (2003)]. Further, The
fesearch concluded that capital structure ratios significantly influence on market value that
i568.8% of the variation in equity is explained by the two predictor variables (independent

variable) collectively which have takenin the present study remaining 32.2% was unexplained

' Key Words:- Capital Structure, Firm Value, Colombo Stock Exchange
Introduction " e T

. Tounderstand how companies finance their operations, it is necessary to examine the
determlnants of their financing or capital structure decisions. Company financing decisions
Invalve a wide range of policy issues. At the private, they have implications for capital
:}zné.lrkcét development, interest rate and security price determination, and regulation. At the
Prvate, such decisions affect capital structure, corporate governance and company
-developmgnt (Green, Murinde and Suppakitjarak, 2002). Knowledge about capital
;_,Str_uf?ulfes has mostly been derived from data from developed economies that have many
stitutional similarities (Booth et al.,2001). Itis important to note that different countries
"ave different institutional arrangements, mainly with respect to their tax and bénkruptcy
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play

A company applies its assets in its business to generate a stream of operating cash

flows. After paying taxes, the firm makes distributions to the providers of its capitaland
retains the balance for use in its business. If company is all equity financed, the entire after-
tax operating cash flow each period accrues to the benefit of its shareholders (in the form -
of dividend and retained earnings). If instead the company has borrowed a portion of its * -
capital, it must dedicate a portion of the cash flow stream to seérvice this debt. Moreover, iy
debt holders have the senior claim to a company’s cash flow; shareholders are only entitled * "
to the residual. The company’s choice of capital structure determines the allocation of'i 1ts o

operating cash flow each period between debt holders and shareholders.

Modig oliani and Mrller challenged that view in their famous 1958 artrcle They argued | '. ‘

that the market values the earning power of a company’s real assets and that if the company’s.
capital investment program is held fixed and certain other assumptions are satisfied, the

combined market value of a company’s debt and equity is independentof i its choice of .

ok

e R SR R R 1

codes, the existing market for corporate control and the roles banks and securities markets A

capital structure. Since Modigliani and Miller published their capital structure nrelevancy ¥

paper, much attention has focused on the reasonableness of these “other assumptions”,
which include the absence of taxes, bankruptcy costs, and other imperfections those exist

in the real world. Because of these nnperfectrons acompany’s choice of capital structure

undoubtedly does affect its total market value; the srgnrﬁcance of corporate leverage is.

reflected in the articles that have appeared in  the financial press following penods like the

1970s when leverage increased s1gmﬁcant1y However; the extent to wh1ch a company S
choice of caprtal structure affects its market value is debated

Thls study analyzes capltal structure of Business Compames selected from Colombo ¥
Stock Excharige (CSE) with a specific objective to examine the impact of capital structire .
on the firm value.. This will also act as a guide for the financial managers to design their

Optlmum caprtal structure to maximize the market value of the firm and minimize the cost.

- L|terature Revnew

Welch 1.(2010) found two common problem 1n caprtal structure research Frrst
although it is not clear whether they should be considered debit, non-ﬁnanc1al liabilities ©
should never be considered as equity. research that explained increases in FD/AT explains, .

atleast in parts, decreases in non-financial liabilities. Second, equity issuing activity should -
not be viewed as equivalent to capital structure changes Empirically, the correlatron between \

the two is weak. Capital structure and capital i issuing literature are distinct.

ChOWdhury,A Chowdhury S.P. (2010) found that maxnmzmg the wealth of

shareholders requires a perfect combination of debt and equity, whereas cost of capital
‘has a inverse correlation in this decisionand it has to be as minimum as po_ssrble Thisis -
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2ls0 ?—' that by Changmg the capital structure compos1t1on a firm can increase its value in-
c malf'ket Nonetheless, this could bea significant policy implication for finance managers,

e they can ut111ze debt to form optimal capital structure to maximize the wealth of

1 f-Shu Cheng, Yi-Pei Liu and Chu-Yang Chien(2010), they mvestlgated whether
3 /as > dn optimal leverage at which point firm is able to maximize its value. An advanced
. e_;nel threshold regression model is applied to test the panel threshold effect of debt ratio
rm yalue g 65 0 A—shares of Chmese listed fums from 2001 to 2006 The results

Ihe essence of ﬁnancral management is the ereatlon of shareholder value. Accordmg
hIhard and Bringham (2003), the value of a business based on the going concern
pectation is the present value of all the expected future cash flows to be generated by the
‘s; _dlscounted at the company’s weighted average cost of capital (WACC). From this
can be seen that the WACC has a direct impact on the value ofa busmess J ohannes
d Dhanraj, 2007). '

The choice between debt and equlty aims to find the right capital structure that will
aximize stockhiolder wealth. WACCis used to define afirm’s value by discounting future
' h ﬂows Mlmmlzmg WACC of’ any ﬁrm will maximize value of the ﬁrm (Messoacher

o Ttman (1984) concludes that firms manufacturmg machines and equipment should
be financed with relatively less debt. Titman et al. (1988), while examining the determinants
of capital structure, find that debt levels are inversely related to the uniqueness of a firm’s
hnc of business. While our model does not study the determinants of capital structure, we
do examine the relevance of industry leverage on stock returns. Hull (1999) examines how
stock valueis influenced by changes in a firm’s leverage relative to its industry leverage. He
measures industry leverage in terms of the median leverage for a given industry. Howevcr
we measure mdustry leverage as the average: leverage for an industry.

Conceptual Frame Work

£ Based on the research questlon, the followmg conceptual model may be constructed. -
£ Conceptuahzauon model shows the relationship between capltal structure and Firm Value

of listed Busmess compames in Sn Lanka
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Objectives : . ,
The focus of this study is Does Cap_ital Structure “Cause” high Firm Value? - 2
‘How far capital structure inﬂuenbe orisit inﬂueneed by Firm Valtie ;.
To Evaluate the 1nterrelat10ns}np between capltal structure and F irm Value

3L
NS L ANk
'

oA

\
‘..\“\
A FER L 2

Which are the determinants of a capltal structure
Hypoth eses '

~ The followmg hypothesrs is fonnulated for the study _ b
Hl:-. Therei 1s an inverse relationship between the Equity ratio and earmngs per share. E e
H2:- There 1s a opt1m1strc relationship between the Debt ratio and earmngs pers share L
H3:- Thereisaninverse relatlonshlp between the Equlty ratio and P/E Ratio.

H4:- 'Ihere is an optimistic relationship between the Debt ratio and P/E Rat10
Methodology/ Research desrgnl Approach
Sample -

For the research study ten listed compames selected from CoIombo stock exchange.. -
The selected Companies have been Singer Ceylon PIC, Abans Electromc PLC,ACL
cables PLC, Royal Ceramics PLC, Lanka Cement PLC, Richard Penes PLC Dlpped :
Products PLC Hayleys Exports PLC, Rocell PLC, and Chevron PLC ;

Data Sources

" To produce the above mentioned research objectlve the data for this study was
gathered from the financial statements as pubhshed by Compames In addition, another
source of data was through reference to the review of different articles, papers, and relevant
previous studies. For this purpose, collectlng data of firms is used which are listed on
Colombo Stock Exchange. All ten ﬁnns are taken for the study representmg the penod of

2006-2010.
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Mode of Analy5|s =

1) Eqmty ratlo— Total Eqmty/ Total Assets
2) Pebt ratle Long term Debt/ Total Assets
EPS =Net income / No of Equity shares
: ‘)p/E Ratio = Market value of share / EPS
w’u'lts and Dlscussmns

3 cOrrelatlon AnaIyS|s

A Con;latt;lon 1S colncem descnbmg the strength of relaﬁonsh.lp between two vanables X
In ﬂus stu € correlation co-efficient analysis is under takén to find out the relationship

between capltal Str‘_JctHre and Flrm Value. It canbe sald that the what relatlonshlp exist
amotlg vanables : | '

%_ : : .l £ COrijelatiotls - _ |
e Seisisr sl | EPS ER ‘DR
[ EPS Pear'son_Coirel'_atien' e 147, o 497+ | 016
_ .| .. Sig.(2-tailed) - o T 000 44
ER il “ Pearson Correlation. |~ a1 234w
= " Sig. (2-tailed) — 1 o) T
N R TR O N e
l.. DR .- P'ear_son Comelaton | .~ | - ’ _' 1
£ T Sig @ctaled) - | -

: '** Correlationis‘ sig)'niﬁcant‘at'thevo 01 level (2-tailed) |
O Correlation is 51gn1ﬁcant at the 0.05 level (2-tailed). .

The above table presents a correlatlons matrix of the relatlonsth between dependent
variable and independent variable. Here EPS is dependent variable equity ratio, debt ratio
are independent variables. The correlation between EPS and Debt Equity ratio is -19.9%%:
That means weak inverse relationship between them and statistically significant at 0.05
level. But in the case of Debt Ratio value is 1:6*%.This exhibits the weak optimistic -
rela’uonshlp and also statistically 31gn1ﬂcant at.0.05 level. At the same time Equity ratio
indicate the value of 49.7**%. There are indicate that weak opttrmstlc relattonshlp ‘between
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E \.c S ey ‘ ;
EPS and Equity P atio corr elation, and also statistical significant at 0.01 level but correlation

petween Equity ratio and Debt ratio is 23.4%*. This means weak optimistic correlation
and also statistically s1gmﬁcant at0.05 level , : 3

EEA SIS T

Correlations

b o PER _ER _ DR -
rPER Pearson Correlation il 262% 017,
' Sig. (2-tailed) - .47 .' 874 -
- N. . 85 85 |- 85
ER PeérsQnCorrelation B g o1 | 23

Sig.Qtailed) | o R SR

[N e — 85 85

DR | 'PeafS_On Correlation N e s i

 Sig.(tailed) . | .
N . 85

* Correlation is significant at the 0.05 level (2-tailed):
** Correlation /is'si g_ni_ﬁcarit at the 0.01 level (2-tailed).
The above table presents a correlations matrix of the relationship between dependent'

variable and independent variable. Here Price Earnings Ratio is dependent variable equlty
.ratio; debt ratio are mdependent variables.

The correlation of Debt ratio is -1. 7%, That means weak inverse relatlonshtp between
PER and Debt ratio This exhibits the weak optmnstlc relationship between EPS and Equity
ratio and statistically 51gn1ﬁcant at 0.05 level, but correlation between Equity ratio and
Debtratiois 23.4%*. This means weak optnmstlc correlatlon and also statlsucally s1gmﬁcant

at0.05 leveI

Regression Anallysis

Regressmn Summary Output

Coefﬁcxent of determination - R?is the measure of proportlon of the variance of
‘ dependent variables about its mean that s explained by the 1ndependents or predlctor
variables. (Hair etal. 1998). The adjusted R square value “indicates how well the mdependent

Vanables 1nﬂuence the dependent one. (Benj amin 1999).
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d Equity Ra
EPS and Equity Ratio corr elatmn and also statistical 51gmﬁcant at 0.01 level but corrélation

petween Equity ratio and Debt rati i
and also stat1st1ca11y signi ﬁcant e (());Slzge? ¥o*. This means weak optimistic conelatlon

: Correlations
g ) - ‘  |PER" | ER | DR _
| PER PearsonCorrelation | 1. . | . .262% | -017. |
Sig. (2-tailed) - | | s |
N.l- “| w88 - ol - -BEC ¢ .83 .
_ER ; PEarSQn Correlation - 1 | 234
| Sig(tailed) | o 03
PN - T 85 | 85
DR ~ Pearson Correlation . | I
Sig. (2-tailed) R |
N - 85

% Cerrelation is signiﬁcant at the 0.05 level (2-tailed).
** Correlation is significant at the 0.01 level (2-tailed).
The above table presents 4 correlations matrix ofthe relatidnship between dependent
variable and independent variable. Here Price Earnings Ratio is dependent variable equlty.
. ratio; debt ratio are 1ndependent variables.

“The correlation of Debt ratio is -1 7%, That means weak i inverse relatlonshlp between 5
PER and Debt ratio This exhibits the weak optumstlc relationship between EPS and Equity -
ratio and statlstlcally s1gn1ﬁcant at 0.05 level but correlation between Equlty ratio and
Debt ratio is 23.4%*. This means weak optnmstlc correla’uon and also statlstlcally s1gmﬁcant ;

at0.05 level.
Regression Analysis

Regressnon Summary Output _ ‘

Coefficient of determination — R*is the measure of propomon of the variance of
' dependent variables about its mean that is explained by the 1ndependents or predictor
variables. (Hair etal. 1998).The adjusted R square value “indicates how well the mdependent

variables influence the dependent one. (Benj amin 1999)
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Regression Statistics
~ MultipleR IR 0.508
-RSquare -~ - 0.258
AdjustedRSquare . |- 0230 .
Standard Error - pa | 21.36 -

; The spe01ﬁcat1 onofthe two mdependent variables that the ability to predlct the cap:tal
St cture and value ofthe firm. Adjusted R? value of 0.230-which is in the model denotes
E"a. only 25.8 % of observed variability of value 6f firm can be explamed by the differences
in the independent vanables Remammg 74.2 % variance of the value of the ﬁrm attnbuted

o s other variables?
Eégressuon Summary Output

Regression Statistics .

Multiple R | ' 0.67
"RSquare | 044"

Adjusted R Square 0317 .

Standard Error © 43.42761

¢ The spec1ﬁcat10n of the two independent Vanables in the above model reveals that
| the ability.to predict the capital structure and value of the firm. Adjusted R? value 0£0.317
 whichis in the model denotes that only 31.7 % of observed vanablhty of value of firm can
‘be explained by the differences inthe independent variables. Remaining 68 3 % variance

' of the value of the ﬁrm attnbuted to other vanables
éEmpmcal Results and Hypotheses Testmg :
Here the hypotheses of the present study are tested with the help of the proposed
model : | .

.’Dependenf | Earnings per share
| Variables : SN gt
1 iy | B Significant
'Independerit-
| Variables

- Equityratic | ~ -.088
Debt Ratio | .514

—————

P/E raﬁo

o> |
=+

.| Significant

fav)]

" 20.289| .043 062 | -3.107 | 046
3.161 | .002 027 | 117 | 049

>» 225

e

Scanned with CamScanner



&2

W : — COMPETENCY BUILDING STRATEGIES"

The study’s hypothesis i L
e parkare: 1s formul ated a 1n\rerse relatlonshlpsbetween.the Eqmty ratlc_) -, . ;

; vlal ﬁefzcused O;Ihthe point of view of standardized coefficients between the equity ratio -~ ali : ;
an ereisainverse association at .088. These relationship is the expected . ..
dlr eetron. tand significant values are - 289, .043 respectively. It is reflect the t valueis -
significantat the level o£0.05. Based on the above evidence gathered the H1 was accepted ot
Bhecause research’s result Isin inverse relatlonshlp between equlty ratio and earnings per - ;
share ‘

- The StudY S hYPOtheSls Is formulated a optmustrc relatronshlp between the Debt ratlo 1
and earnings per share. . ‘ ‘

Itis focused on the point of view of standard1zed coefﬁ01ents between the debt ratro '
and value of EPS. There s a optimistic association at.514.These relationship is the expected'_ i
direction, t and significant values are 3. 161,002 respectlvely It is reflect thet value 1574
srgmﬁcant at the level of 0.05. . , cE

Based on the above evrdence gathered the H was accepted. Because research g
result is in optimistic relationship between equity ratio and earnings per share.

 Thestudy’s hypothesis is formulated a optnmstlc relatlonshrp between the Equlty :
ratio and P/E Ratio. ' \ : :

Itis focused on the' pomt of view of standardlzed coefficients between the equlty ratlo '
.and value of EPS. There is a inverse associationat.0062. These relationship is not the
expected direction. t and significant values are -3. 107, 046 respectively. It is reﬂect the t*“
value is significant at the level of 0.05. .

Based on the above ev1dence gathered the H was accepted Because, research’
result is in optimistic relationship between equ1ty ratlo and earnings per share
The study’s hypothesis is formulated a optnmstrc relatlonshrp between the Debt rat10 5

- and P/ERatio. ‘ : ' ‘

Itis focused onthe point of view of standardrzed coeﬁiments between the debt ratlo
and value of P/E Ratio. Thereisa optimistic assocxatlon at.514.These relationship is the
expected direction. t and significant values. are . 117, 049 respectrvely It is reflect the t ,:'

value is significant at the level 0£0.05..

_ Based on the above evidence gathered the H was accepted Because research’ b
resultis in op‘nmrs’nc relatlonshrp between equrty ratlo and P/E Ratio. it

Concludmg Remarks .
 The study exhibits; equrty ratio has ainverse relatlonshlp in aH two market vaIue'

Scanned with CamScanner



.:-',‘: . | ‘
IN BUSINESS & TECHNOLOGY ‘ : _ A

(J'A\“

, measul”es Which shows that Sri Lankan compames are prefer internal or external equity
g ﬁnance to fund the new investment than external debt. This is because of the debt market

i Sri Lanka is still under developed. The main source of financing in Sri Lanka is by
5 bankmg sector. Companies find difficulties are fluctuating interest rate and the need for
; collaterals ThOSG are the main reasons, Wthh hinder the extensive usage of the debtin Sti .

5 The study ﬁndmg leadstothe conclusion that the equity ratio, debt ratio have 51gmﬁeant
5 i unpact on market value ratios of the firm. The researcher proved that these findings are
supported the priorempirical ﬁndmgs[Fama etal (1998), Schwartz(1959), Ronal, w.(1983),

| '~ “Kinsman and Newman(1998) Dhanka,S D.(1996), Mahd1(2009) RaJan etal (1995) Frank
~ etal (2003)]. o

‘ Equity ratio yhasa mverse correlation with earmngs per share ratio, and Debt ratio has
opnnustlc correlation with earnings per ratio

" The research concluded that capital structure ratios significantly influence on market
value ‘that is 68.8% of the: vanatlon 1n equity is explained by the two predictor variables
(mdependent variable) colleetlvely which have taken in the present study remaining 32.2%
. wasunexplained by other variables. In fact other variables, which were not considered in

ﬂHS study, should be the vanables that may account for the unexplamed variations in 1everage
level

: ThlS is also seen that by changmg the capital structure composition a firm can increase
% 1ts value inthe market Nonetheless, this could be a significant policy implication for finance

*‘managers, because they can ut111ze debt to form optlmal cap1ta1 structure to maximize the
wealth of shareholders
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