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In this bachelor's thesis the goal is to examine the relationships between a company's 

capital structure, enterprise value, and profitability. The aim is to determine whether the 

capital structure influences the enterprise value and profitability of a company. The 

research data consists of financial statements from 90 Finnish listed companies for the 

years 2017-2022, and the research method utilized is linear regression. 

 

The study introduces five different capital theories. These include Modigliani and Miller’s 

capital structure propositions, trade-off theory, agency theory, pecking order theory, and 

signalling theory, to explain the obtained results. The objective is to interpret which capital 

theory best explains the research findings.  

 

The research results indicate a negative relationship between all capital structure variables 

and indicators of profitability, suggesting that as the amount of debt increases, the 

profitability of the company decreases. These research findings support the Pecking Order 

theory. When examining enterprise value, a positive correlation was observed between the 

change in enterprise value and the amount of debt, mainly supporting the Trade-off theory. 
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Tämän kandidaatintutkielman tavoitteena on tutkia yrityksen pääomarakenteen, 

yritysarvon ja kannattavuuden välisiä yhteyksiä. Tavoitteena on selvittää, vaikuttaako 

pääomarakenne yrityksen vaikuttaa yritysarvoon ja kannattavuuteen. Tutkimusaineisto 

koostui 90 suomalaisen pörssiyhtiön tilinpäätös luvuista vuosilta 2017–2022. 

Tutkimusmenetelmänä käytettiin lineaarista regressiota. 

 

Tutkimuksessa esitellään viisi eri pääomateoriaa, joiden avulla pyritään selittämään saatuja 

tuloksia. Esiteltävät teoriat ovat Modigliani ja Miller pääomarakennepropositiot, trade-off-

teoria, agenttiteoria, pecking order-teoria ja signalointiteoria. Tavoitteena on tehdä tulkinta, 

mikä pääomateoria selittää parhaiten saatuja tutkimustuloksia. 

 

Saadut tutkimustulokset näyttävät negatiivista suhdetta kaikkien pääomarakenteen 

muuttujien ja kannattavuutta kuvaavien tunnuslukujen välillä. Tästä voidaan päätellä, että 

velan määrän kasvaessa yrityksen kannattavuus heikkenee. Nämä tutkimustulokset tukevat 

pecking order teoriaa. Yritysarvoa tutkittaessa huomattiin positiivinen yhteys yritysarvon 

muutoksen ja velan määrän kanssa, joka pääsääntöisesti tukee trade-off-teoriaa. 

 

 

 



Table of contents 

Abstract 

Tiivistelmä 

1. Introduction .................................................................................................................... 6 

1.1 Research objectives and previous literature ........................................................... 7 

1.2 Scope of the thesis and research materials ............................................................. 8 

1.3 Structure of the thesis ............................................................................................ 9 

2. Theoretical framework ................................................................................................. 10 

2.1 Capital Structure and Theories ............................................................................ 10 

2.1.1 Modigliani & Miller ......................................................................................... 12 

2.1.2 Trade-off Theory .............................................................................................. 14 

2.1.3 Agency Cost Theory ........................................................................................ 17 

2.1.4 Pecking Order Theory ...................................................................................... 19 

2.1.5 Signalling Model .............................................................................................. 20 

2.2 Debt Maturity ....................................................................................................... 21 

2.3 Previous Research of Capital Structure Theories ................................................ 22 

2.3.1 Studies on optimal capital structure ................................................................. 22 

2.3.2 Studies on asymmetric information ................................................................. 24 

3. Research methods and data .......................................................................................... 26 

3.1 Research data ....................................................................................................... 26 

3.2 Variables .............................................................................................................. 27 

3.2.1 Variables for profitability ................................................................................ 27 

3.2.2 Enterprise value ............................................................................................... 28 

3.2.3 Variables for capital structure .......................................................................... 29 

3.2.4 Control variables .............................................................................................. 30 

3.3 Linear regression .................................................................................................. 30 

4 Research findings ......................................................................................................... 33 

4.1 Description of the Material .................................................................................. 33 

4.2 Testing the assumptions for linear regression ...................................................... 36 

4.3 Regression results for enterprise value ................................................................ 38 

4.4 Regression results for profitability variables ....................................................... 41 

4.5 Analysis of research findings ............................................................................... 48 



5 Conclusions .................................................................................................................. 51 

5.2 Future research ..................................................................................................... 53 

References ............................................................................................................................ 55 

 

 

Appendices 

Appendix 1. The normal distribution of variable 

Appendix 2: The normal distribution of residuals. 

Appendix 3: Scatterplot of residuals and x variable. 

Appendix 4: Enterprise value regressions 

Appendix 5: Profitability regressions 2017  

Appendix 6: Profitability regressions 2018  

Appendix 7: Profitability regressions 2019 

Appendix 8: Profitability regressions 2020  

Appendix 9: Profitability regressions 2021  

Appendix 10: Profitability regressions 2022 



6 
 

1. Introduction 

Corporate finance plays a crucial role in the world of business. When done correctly it 

enables businesses to pursue growth, enhance profitability and create value for stakeholders. 

One of the critical factors influencing a firm's ability to grow and be profitable is its capital 

structure, making it a highly researched topic in corporate finance. Due to all companies 

requiring capital for their operations the topic holds great significance. 

 

Capital structure, the composition of capital in terms of debt and equity financing utilized 

by a firm to operate and expand its operations, has a great influence on the firm's overall 

value and profitability. Capital structure has interested many researchers and there have been 

countless studies done on the matter. These studies have resulted in many different capital 

structure theories. However, despite the plethora of theories, a universal optimal capital 

structure remains undefined. 

 

The interaction between capital structure, profitability and enterprise value is a fundamental 

challenge for all companies. It represents a balancing act for companies, seeking an optimal 

financial configuration that maximizes profitability and consequently, increases enterprise 

value. Essentially, capital structure revolves around controlling and minimizing the Cost of 

Capital, the Weighted Average Cost of Capital or WACC, the average of all capital costs a 

company has (Hayes 2022). However, all decisions regarding capital structure require 

careful consideration because it has long-term effects on firms’ capital adequacy, risk 

profile, and ability to generate returns for stakeholders (Frank & Goyal 2009). 

 

Modigliani and Miller (1958) were early pioneers in the research related to capital structure, 

creating the first widely accepted theory on capital structure. They proposed that the market 

value of any company is independent from its capital structure in perfect capital markets. 

This proposition is often criticized due to its assumptions that include not accounting for 

taxation, the presence of perfect capital markets with symmetrical information for all 

participants and risk of financial distress does not influence the value of the company. 

However, the study sparked a burst in academic research which resulted in capital structure 

theories which take into account things such as taxation, agency costs and risk profile.  
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1.1  Research objectives and previous literature 

The primary objective of this thesis is to analyse and evaluate the influence of capital 

structure on the profitability and enterprise value of Finnish listed companies. The aim is to 

provide valuable information on the relationship between capital structure, profitability, and 

enterprise value.  

 

Finland is an interesting research destination due being a less studied market, particularly 

when compared to more examined markets like the United States. Many studies relating to 

capital structure focus on United States markets and other big markets, leaving Finland with 

a relatively limited research base. There have been some studies in Finland, for example 

Bancel and Mitton's (2004) research, which explored the determinants of capital structure 

across European countries, Finland included alongside 15 other European countries. 

Furthermore, Hundal, Eskola and Lyulyu (2020) studied the capital structure and found that 

it significantly affects firm performance and risk.  

 

Finland has traditionally relied heavily on bank financing, with companies in the country 

often exhibiting a greater propensity to utilize debt as a primary means of funding. This 

stands in contrast to countries like the United States, where a historical reliance on capital 

markets and equity financing has been evident (Tamari 1981). The U.S. has a robust and 

liquid capital market, offering companies relatively straightforward access to equity funding. 

Furthermore, the legal and regulatory environment in the United States has consistently 

favoured equity financing. This is also a factor why Finland is an interesting country for this 

research. 

 

Even though Finnish market has not been studied much, there have been many studies 

relating to the relationship between capital structure and profitability in various other 

markets. Some studies such as Abor (2005) argue that the profitability increases with the 

amount of debt in the company, therefore, the correlation between amount of debt and 

profitability is positive. Conversely, other studies such as Graham and Campbell (2001) 

argue that the cost of servicing debt, such as interest payments, can negatively impact the 

company’s profits as interest payments rise along with the amount of debt. Therefore, it will 
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be interesting to see what the empirical evidence will be from Finnish listed companies and 

the research question is as follows:  

 

• “Does capital structure influence the profitability of Finnish listed companies?” 

 

There have been many studies relating to the correlation between capital structure and 

enterprise value as well. Some studies show that often debt is cheaper than the cost of equity, 

these studies include Durand’s (1952) study on the costs of debt and equity funds for 

business. Furthermore, Modigliani and Miller (1963) second proposition shows that debt 

ratio has a positive correlation with enterprise value. Also, a study done by Titman and 

Wessels (1988) indicates that moderate levels of gearing have positive effects on firms’ 

performance as it allows companies to benefit from tax shields associated with interest 

payments. It will be beneficial to see what the case with Finnish listed companies and the 

research question is is as follows:  

 

• “Does capital structure influence the enterprise value of Finnish listed companies?” 

 

1.2  Scope of the thesis and research materials 

The study focuses only on Finnish companies that are publicly traded on the Helsinki stock 

exchange. This selection is based on the acknowledgment that the financial statements of 

publicly traded companies typically provide a more comprehensive and reliable source of 

information (Leuz & Verrecchia 2000). The quantitative study will be done using the 

financial statements of these companies from years 2017–2022. The dataset has been 

provided by Inderes Oyj.  

 

This thesis will utilize theories concerning optimal capital structure and information 

asymmetry. The study will use the agency cost theory and trade-off theory in relation to 

optimal capital structure. Additionally, the study will utilize the pecking order and signalling 

models in the context of information asymmetry. These theories will serve as critical 

frameworks for analysing the objectives of the study. Due to scope restraints, we will focus 

the study on these four theories and utilize them in explaining the empirical findings.  
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The research material dataset has been modified to exclude banking and finance sectors due 

to the Finnish regulations regarding their financial solvency requirements (Huotilainen, 

Lauha & Lumme 2023). Including these companies in the regression analysis would have 

distorted the results due to the divergent legislation and financial structures they operate 

under.  

 

1.3  Structure of the thesis 

The thesis is separated into the theory section and the empirical section. The theoretical 

section is chapter number two, and it will begin right after this chapter. Chapter two will 

introduce the theories utilized in this study. Chapter three provides an overview of the 

research dataset and the research methods employed. Additionally, chapter three will 

introduce the variables utilized in this study. Fourth chapter, the main empirical chapter, the 

study will go over the research findings and analyse the relationship between capital 

structure, profitability, and enterprise value. After going over the findings we will compare 

them to the theories presented in chapter two. The fifth and final chapter includes the 

summary and conclusions. 
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2. Theoretical framework 

In the following chapter, the theoretical framework of this research will be explored, utilizing 

prior studies and literature. A general overview of capital structure and its optimization will 

be provided at the beginning. The key theories relating to capital structure will then be 

introduced. Furthermore, we will have a look at debt maturity and its impact on profitability 

and enterprise value. 

 

2.1  Capital Structure and Theories 

Capital structure refers to the way a company finances its operations, investments, and 

growth. Capital structure can consist of equity and debt, usually a combination of both. 

Equity capital is contributed by the company's owners, while debt is usually acquired 

through bonds or bank loans. (Tuovila 2023) Even though a universal optimal capital 

structure has not been defined, optimal capital structure can be interpreted as a capital 

structure that minimizes the weighted average cost of capital or WACC. This will in turn 

maximize the market value of the company. This means that a lower cost of capital generally 

leads to a higher market value. (Feeney 2021) 

 

Capital structure theories can be broadly categorized into optimal capital structure theories 

and theories based on asymmetric information. Optimal capital structure theories aim to 

determine the ideal balance between debt and equity financing, which would minimize the 

cost of capital. On the other hand, theories based on asymmetric information address the 

challenge of unevenly distributed information among a company's various stakeholders. 

These theories study the complexities caused by this and how they affect the capital structure 

of a company (Brusov & Filatova 2023). 

 

Companies have two primary ways of raising capital. Companies can acquire external 

financing through debt or bonds and internal financing through equity.  External financing 

is tied to the company for the duration specified in the loan agreement, whereas internal 
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financing is regarded as commitment to the company for the whole time the company is 

operational. The capital structure not only indicates the relationship between a company's 

internal and external capital but also reflects the long-term nature of its capital. (Graham & 

Campbell 2001) 

 

Many different external and internal factors affect the capital structure of corporations. 

External factors may include tax policy, the macro-economic situation, among others. 

Internal factors have more to do with individualistic corporation characteristics. (Pinkova 

2012) The interplay of these factors makes the forming of capital structure a complex 

process, and a very important one for corporate managers.  

 

According to Nguyen (2020), one significant factor influencing companies’ success is their 

capital structure and its careful planning. Company’s financing decisions are also linked to 

the company's future prospects and risk tolerance. As Cho and Gul (2019) point out, 

deliberate financial choices have a big impact, especially from the perspective of the 

company's risk tolerance in terms of financial distress. Also, Myers (1984) emphasizes that 

successful financial choices secure a company's future. From the owners' perspective, 

optimizing the capital structure is critical as it maximizes long-term shareholder value (Abor 

2005).  

 

In this study, we begin by examining foundational concepts like those of Modigliani and 

Miller, and then explore key theories such as the trade-off theory and the agency cost theory. 

These theories argue that companies can achieve an optimal capital structure by balancing 

the benefits and drawbacks of debt. Additionally, we introduce theories related to 

asymmetric information's impact on capital structure, like the pecking order theory and the 

signalling model, offering insights into how companies manage information asymmetry 

challenges. These theories aim to balance the benefits and drawbacks of debt and equity 

financing while addressing conflicts of interest due to asymmetric information, as noted by 

Berk et al. (2019).  Figure 1 provides a simplified representation of these theories. 
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Figure 1: Financing decisions and related theories 

 

2.1.1 Modigliani & Miller 

Modigliani and Miller, both Nobel laureates, are famous persons in the realm of capital 

structure research. They formulated two propositions concerning corporate finance, which 

laid the groundwork for subsequent capital structure theories. In Modigliani and Miller 

studies in 1958, they demonstrated that in perfect capital market conditions, a company's 

market value remains indifferent to its capital structure. (MM Proposition I) (Berk, DeMarzo 

& Harford 2019). This conclusion was reached through the claim that if the values of 

leveraged and unleveraged companies were unequal, there would be an arbitrage opportunity 

(Neugebauer, Shachat & Szymczakc 2023). 

 

Modigliani and Miller's (1958) first proposition was based on the presumption of perfect 

capital markets. In perfect markets investors are rational, and securities always attain their 

fair values. Perfect capital markets are free from any market imperfections such as taxes or 

transaction costs, and cash flows remain detached from the financing decisions. (Berk et. al 

2019) The proposition suggests that a company utilizing debt financing alongside equity 

must compensate shareholders financial risk generated by debt through risk premium.  
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Figure 2: Modigliani and Miller proposition I, no taxes. 

 

Modigliani and Miller's first proposition based on idealized framework has faced lots of 

criticism. In real-world financial markets, which are filled with numerous imperfections, this 

idealization faces criticism from researchers such as Chen et al. (2011) and Almahadini et 

al. (2020). These critics challenges the practical applicability of Modigliani and Miller's first 

proposition within the complexities of actual market conditions. 

 

Recognizing these imperfections, Modigliani and Miller (1963) developed the second 

proposition, Proposition II. This proposition takes into consideration the influence of tax 

benefits related to debt, as companies are allowed to deduct interest expenses from their pre-

tax earnings. This tax advantage incentivizes companies to employ debt as a means to reduce 

the cost of capital, ultimately resulting in an increase in the company's market value. In 

essence, the theory implies that leveraging debt and capitalizing on tax benefits can lead to 

an enhancement of the company's overall value (Brusov, Filatova & Orekhova 2022). 
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Figure 3: Modigliani & Miller proposition II with taxes. 

 

As we can see from Figure 3, the weighted average cost of capital lowers as the company 

utilized more debt. This happens due to tax being tax deductible and can be offset against 

earnings. This will in turn increase the overall value of the company. Therefore, according 

to the Modigliani and Miller’s second theorem, the optimal capital structure is theoretically 

threshold value of 100% debt (Lynch 2023).  

  

While early capital structure studies often overlooked factors like corporate taxation and 

bankruptcy costs. Later research has emphasized that achieving the optimal capital structure 

involves carefully weighing the benefits and drawbacks of debt, not only maximizing 

leverage. Modigliani and Miller's propositions serve as a foundational framework for the 

development of capital structure theories (Myers 2001). The capital structure theories 

discussed in this study take into consideration the effects of market imperfections.  

 

2.1.2 Trade-off Theory 

The main idea with Trade-off theories is that the optimal capital structure can be achieved 

by optimizing the advantages and disadvantages of debt (Leary & Robets 2005). The theory 

is based on Modigliani and Miller's (1958) first proposition regarding capital structure, 

which states that the cost of capital for every company is constant regardless of the 
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company's debt-to-equity ratio. The trade-off theory builds upon this proposition 

recognizing that in imperfect markets there are advantages and disadvantages with using 

debt and equity. (Kraus & Litzenberger 1973) 

 

Kraus and Litzenberger (1973) introduced the first trade-off theory, where they took into 

consideration the imperfections of the market. They not only considered the tax benefits of 

debt but also the increasing risk of bankruptcy costs resulting from higher levels of gearing 

due to risk of default. According to their theory, the optimal capital structure for a company 

is at the balancing point of management's trade-off between the amount of debt and the 

growing risk of bankruptcy. Benefits of debt is the deductibility of interest payments and 

fewer problems with free cash flow, drawbacks are possible bankruptcy costs and financial 

distress (Fama & French 2002). According to trade-off theory, this balance point is where 

the value of the firm is at its maximum value. (Kraus & Litzenberger 1973)  

 

Figure 4: Firm value according to trade-off theory. 

 

The above image depicts that the leveraged company's value increases as the tax shield is 

higher than the present value of financial distress costs. This trend persists until the company 

reaches its value-maximizing point, thereby establishing the optimal capital structure, 

expressed as the optimal debt level. Beyond this point, to the right of the company's peak 

value, the present value of costs exceeds the tax shield, resulting in a decline in the 

company's overall value. It's noteworthy that the value of an unleveraged firm is composed 
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of both the market risk-free rate and the business risk. The firm value line can also be 

demonstrated with the following equation, where VL is the firm value, VU is the firm value 

without debt and PV refers to present value for both interest tax shield and cost of financial 

distress (McCall 2023). 

 

 

 

The desired capital structure varies depending on the company characteristics. A lot of 

gearing is often beneficial for companies that have a lot of tangible assets on their balance 

sheet and generate strong cash flows. Consequently, companies which do not generate strong 

cash flows and have a lot of risky intangible assets, usually prefer utilizing equity-based 

financing. Furthermore, different industries often have very different capital structure due to 

the characteristics of the industry. For example, technology companies who generally have 

a lot of risky intangible assets usually have less debt compared to for example airlines, that 

have a lot of tangible assets, which can be used as collateral when taking on debt. (Brealey 

& Myers 2003) 

 

Trade-off theory can be divided into the static trade-off and the dynamic trade-off theory. 

Static and dynamic trade-off theories differ in how they account for time in relation to capital 

structure choices (Abdeljawad, Mat-Nor, Ibrahim & Abdul-Rahim 2013). According to the 

dynamic trade-off theory, a company's optimal capital structure varies within defined 

boundaries (Leary & Robets 2005). The costs associated with taking on debt prevent 

companies from constantly seeking their optimal gearing ratio. As a result, companies 

remain passive in terms of their capital structure until the benefits of returning to the 

optimum level outweigh the associated costs (Danis, Rettl & Whited 2014). The actual 

leverage ratio of companies would be the same as their desired leverage ratio if it weren't for 

these types of adjustment costs related to capital structures. Companies cannot automatically 

counteract the influence of random factors that push them away from their optimal leverage 

ratio, so returning to the optimum level comes with its own costs (Myers 1984). 
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2.1.3 Agency Cost Theory  

Agency cost theory, similar to trade-off theory, is based on the assumption that it is possible 

for a company to obtain an optimal capital structure. According to agency cost theory it can 

be accomplished by weighting the benefits of debt, such as tax advantages, with the costs 

arising from agency conflicts associated with external financing. The agency theory was first 

introduced by Jensen and Meckling (1976), it brought into attention the costs that can arise 

from conflicts of interest between agents and principles.  

 

There are two types of agency cost problems. The first is a problem related to risk shifting 

or the substitution effect of investment assets. This was first identified by Jensen and 

Meckling (1976). The second problem is associated with underinvestment, this was 

identified by Myers (1977).  

 

Regarding the substitution effect, conflicts between creditors arise from debt contracts that 

can incentivize firm management to invest into projects with higher risk. If debt-financed 

projects succeed, shareholders benefit from results. If the project fails, creditors bear most 

of the consequences. Therefore, highly risky debt-funded projects can benefit equity holders 

at the expense of creditors, leading to an increase in the cost of debt and a decrease in firm 

value. (Jensen and Meckling 1976) 

 

In agency conflicts between shareholders and management, similar problems are present. 

Management may inefficiently allocate resources and utilize perks, such as using company 

assets like airplanes or company holiday houses for personal benefit. The more shares 

management owns, the more this inefficiency is reduced. If management's ownership 

remains constant, an increase in debt raises management's relative share of equity, reducing 

conflicts between management and owners (Jensen and Meckling 1976). 

 

Using debt can mitigate agency costs. With debt, the agency costs decrease because the 

management has less free cash flow available. Additionally, the management is obligated to 

pay interest. If free cash flow is used for nonprofitable investments, repaying the debt 

becomes challenging, leading to negative consequences for the company. Debt functions as 

a control mechanism, preventing the management from investing in nonprofitable projects. 
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(Jensen 1986) The reduction in agency costs when using debt is a widely accepted 

explanations of capital structure. However, when company management is free to modify 

company’s capital structure it often deviates from limitations set by the founders. If debt's 

role is to restrict management's access to free cash flow, it should not be assumed that 

management voluntarily pays dividends. (Zwiebel 1996) 

 

Regarding the incentive for underinvestment, Myers (1977) stated that equity owners have 

an incentive for underinvestment with positive net present value projects as a company’s 

leverage increases. This is due to equity owners having to bear the costs of investments but 

only benefiting from a portion of the net gain. The other portion of net gain goes to debt 

holders via interest payments. Debt holders are aware of this, so debt is priced accordingly. 

(Myers 1977) 

 

When a company utilizes debt financing, it introduces conflicts of interest between 

shareholders and creditors. Debt financing reduces agency costs between shareholders and 

managers. However, it increases agency costs between shareholders and the company's 

creditors. Shareholders aim to maximize the benefits derived from debt by investing in 

higher risk projects, which goes against the interests of the creditors. On the other hand, 

when the debt is risky, creditors demand a higher return on their investment, this balances 

the benefits in favor of creditors rather than shareholders. The agency cost theory states that 

by minimizing agency costs arising from both equity and debt will lead to the optimal capital 

structure (Frank & Goyal 2005). 

 

The agency cost theory and its connection to capital structure has been investigated by many 

different researchers. Kim and Sorensen (1986) were pioneers in this field and they 

discovered a positive correlation between insider ownership and usage of gearing. 

Furthermore, Harvey, Lins and Roper (2004) investigated companies with significant agency 

conflicts and stated that the usage of gearing creates value for owners by reducing agency 

costs and preventing investments to projects with negative net present value. Also, it has 

been studied that family-owned businesses tend to have fewer conflicts between 

shareholders and creditors, resulting in lower costs of debt financing and therefore lower 

agency costs (Anderson, Mansi & Reeb 2003). 
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2.1.4 Pecking Order Theory 

Pecking order theory originates from Myers and Majlufin (1984) research on adverse 

selection. A company can obtain financing from three different sources: it can use its internal 

cash flows, debt, or issue new equity (Frank & Goyal 2003). The pecking order theory is 

based on the assumption that a company uses these different forms of financing in a 

hierarchical manner. The theory doesn’t argue that there is a universal optimal capital 

structure. (Myers & Majlufin 1984) 

 

The pecking order theory is based on the assumption of asymmetric information. This means 

that the managers of a company have superior information on the company and its future 

cash flows when compared to outside investors and shareholders (Harris & Raviv 1991). 

Asymmetric information causes a discrepancy between a company's market value and its 

true intrinsic value. This happens because investors face challenges in distinguishing 

between strong and weak companies, primarily due to the presence of asymmetric 

information. (Berk et al. 2019) 

 

Companies seek to raise financing by selling equity when they believe their stock is trading 

at inflated prices or high valuation. As investors are worried about being sold a weak 

company, they discount the price they are willing to pay for company’s shares. Managers 

often avoid selling equity at a reduced price to attract investors, which leads them to consider 

alternative financing options. Issuing debt can also face challenges associated with adverse 

selection. Since the value of low-risk debt is mainly determined by interest rates and not by 

managers' private information, the discount required to attract debt buyers is usually smaller 

compared to equity. (Berk, DeMarzo & Harford 2019) 

 

According to the pecking order theory, companies base their financing decisions on the costs 

associated with adverse selection resulting from asymmetric information. Equity issuances 

or selling of shares entail significant adverse selection costs, while debt financing is 

associated with significantly lower costs. However, retained earnings do not carry adverse 

selection costs. Thus, companies primarily aim to utilize retained earnings to finance new 

investments. If additional financing is required, companies first consider debt financing, and 

equity financing is seen as a last resort. (Myers & Majluf 1984) Profitable firms that generate 
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sufficient cash flows for their investments tend to refrain from issuing both debt and equity. 

Consequently, highly profitable companies typically maintain low levels of debt in their 

capital structure, while less profitable firms might have a greater reliance on debt financing. 

(Berk et al. 2019)  

 

The drawbacks of asymmetric information can be mitigated by raising external capital 

secured by tangible assets with easily determinable values, even by external parties. 

Consequently, companies possessing substantial collateralizable assets are presumed to be 

more inclined to take on debt. Secured debt also serves to reduce agency costs since it must 

be allocated for a specific project and can not be diverted for other purposes (Titman & 

Wessels 1988). 

 

Empirical research on pecking order theory has yielded some conflicting evidence. Even 

before the actual theory was created, there was some research on the relationship between 

profitability and gearing. Donaldson (1961) argued that as the earnings of a company rise, 

the amount of debt leverage lowers. The same principle applies the other way around, when 

earnings fall the amount of debt required rises. Shaym-Sunder and Myers (1999) came to a 

similar conclusion when examining the relationship between a company's net debt and 

financial deficit. They observed that the main reason for taking on debt is to fill their 

financial deficiency, as assumed in pecking order theory. However, there are also many 

studies that contradict the pecking order theory. Opler and Titman (1997) found that 

companies engage in more leverage when they have more generated cash, which contradicts 

the pecking order theory.  

 

2.1.5 Signalling Model 

The signalling model is built on the concept of asymmetric information and is largely 

based on Ross’s (1977) research. This theory, similar to pecking order, is based on 

asymmetric information. The theory states that corporate management signals information 

about the company’s financial situation and future cash flows to outside investors.  
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In imperfect market conditions, that include asymmetric information, managers have more 

up to date information on companies’ financial situation and future cash flows compared to 

outside investors, who rely on solely public information. This information advantage can 

cause the management to end up in a position where they may consider leaking this 

information to the market with the goal of increasing the value of their shares (Halff & 

Gregory 2020).  

 

Managers can utilize the use of leverage to communicate positive information to investors 

relating to a company's financial situation. Investors interpret the utilization of leverage as 

a signal of managers confidence in positive future cash flows and return on investments. 

(Berk et al. 2019) According to Ross (1977) using leverage is seen as a positive factor 

because high leverage signals good profitability and net positive investment opportunities.  

 

However, when managers give information or signals to investors, it is crucial to avoid 

giving any misleading information. This can severely negatively impact the perception of 

the company's management team and even result significant repercussions. Research, 

including Barclay, Smith & Watts (1995), demonstrates that incorrect communication 

signals can have a great negative impact on the company's valuation. Thus, it is important 

for the company to ensure that its business actions align with the expectations it sets in the 

market. As studied by Barclay et al. in 1995, one example of such a misleading signal 

could be an increase in dividend distribution without aligning expectations of future free 

cash flow growth. This kind of action can easily be perceived as an implausible signal, 

potentially leading to a decline in the company's value. 

 

2.2  Debt Maturity 

Modigliani and Miller (1958) asserted that in perfect capital markets the financing decision 

has no impact on the value of the company. However, perfect market conditions do not 

exist in the real world due to market frictions, which include transaction costs and taxes. 

For example, in relation to capital management, companies can face high transaction costs 

if they need to negotiate a new loan to cover for the lack of cash. Companies aim to 

minimize these costs, and this can be done by adopting matching principle. Matching 
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principle states that long-term financing needs ought to be financed with long-term sources 

and short-term financing needs with short-term sources of funds. (Berk et al 2019; Stohs & 

Mauer 1996)  

 

The debt maturity, or term of loan, is an important factor in debt financing when valuing 

the cost and risk elements of debt. Usually, the interest rate is higher with long-term debt 

than short-term debt because the financing risk increases with the length of maturity. For 

this risk investors require a premium for the capital employed. (Diamond 1991) Myers 

(1977) observes that growth companies tend to rely more on short-term debt financing, in 

comparison to more mature companies, which favor long-term financing. This distinction 

is attributed to the agency costs that arise between creditors and shareholders. Furthermore, 

Myers (1977) underscores the significance of the matching principle, affirming that 

aligning the maturity of debt with the company's growth stage can serve as a valuable 

strategy to mitigate agency costs. 

 

2.3  Previous Research of Capital Structure Theories 

This chapter will introduce existing literature and studies regarding theories previously 

introduced. Capital structure is a widely researched theme in corporate finance and there has 

been many studies done regarding this. This chapter concentrates on the most relevant 

studies aligned with the theories introduced earlier. The chapter is divided into theories 

addressing optimal capital structure and asymmetric information. 

2.3.1 Studies on optimal capital structure 

Jung, Kim and Stulz (1996) investigated the applicability of the agency cost theory, pecking-

order theory, and timing model in explaining companies’ decisions regarding the usage of 

debt or equity. The research conducted on U.S. companies from 1977 to 1984, revealed 

strong support for the agency cost model. The findings suggest that firms frequently deviate 

from the pecking-order model due to agency-related considerations. The study did not find 

evidence supporting the timing model. 
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Jalilvand and Harris (1984) investigated financing decisions of U.S. publicly traded 

companies from the year 1966 to 1978. The study revealed a pattern of partial adjustments 

to long-term financial targets. Examining factors such as long-term and short-term debt 

issuance, liquidity management and dividend payments. The study supports both trade-off 

and timing theories. Regarding the trade-off theory, companies partially achieve leverage 

targets over the long term due to transaction costs and expenses associated with different 

financing methods. Furthermore, larger companies adjust leverage towards targets quicker 

than smaller companies, however, smaller companies achieve equity targets faster than 

larger ones.  

 

Bunn and Young (2004) study of capital structure in the United Kingdom from 1970 to 2003 

supports the trade-off theory. Their findings state that UK companies maintain targeted 

leverage ratios influenced over the long term by the tax benefits of debt and the probability 

of bankruptcy. The findings align with the principles of the trade-off theory. The study 

reveals that capital structure adjustments mostly occur through reduced dividend payouts 

and increased share buybacks. Furthermore, the research indicates that gearing targets are 

responsive to both the tax advantages of debt and the risk of bankruptcy. 

 

Abor's study (2005) on the relationship between capital structure and profitability in publicly 

listed companies in Ghana during 1998-2002 presents significant positive correlation 

between total debt and return on equity. This contradicts the pecking order theory, suggesting 

that profitable firms in Ghana might prefer more on debt as their financing option, contrary 

to the theory's expectation of internal financing preference. Abor’s findings align with the 

main concepts of the trade-off theory. 

 

Frank and Goyal (2009) studied the importance of many different factors in the capital 

structure decisions. The study included American listed companies between the years 1950-

2003. The empirical findings strongly support the trade-off theory, indicating that companies 

actively modify their capital structures to reconcile the benefits of tax advantages with the 

potential drawbacks of financial distress. This research offered insights into the 

considerations that firms weigh when determining their optimal debt levels. 
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Hovakimian, Kayhan and Titman (2012) examined default probabilities in relation to the 

trade-off model in capital structure. Contrary to the expectations of the trade-off theory, their 

findings revealed that firms with higher bankruptcy costs choose capital structures associated 

with increased bankruptcy risks. This divergence from trade-off theory presumption is at 

least partly attributed to the limited access these firms may have to capital markets. 

Therefore, the study introduces a contradiction to the conventional understanding of the 

trade-off theory. 

2.3.2 Studies on asymmetric information 

Virolainen (1990) study supports the pecking order theory. The study focused on Finnish 

metal and engineering companies during the period 1981–1985, the research highlights a 

positive relationship between investments and leverage. This relationship can however be 

partially explained by the fact that most companies in the study are unlisted. Unlisted 

companies predominantly rely on debt to finance investments, as equity issuance can be a 

bit more complicated compared to listed companies. 

 

Nguyen (2015) examined the impact of capital structure on the performance of firms listed 

on Vietnam's HCMC Stock Exchange, covering 147 listed companies from 2006 to 2014. 

The study identifies a negative impact of leverage on firms' performance, suggesting an 

alignment with the pecking order theory, that assumes firms prefer internal financing over 

external financing. The exploration of short-term and long-term debt ratios, although 

yielding no significant difference, provides some understanding of debt maturity effects. 

Size and growth are associated with higher performance, indicating lower bankruptcy costs 

for larger firms and a positive relationship between growth rates and performance. 

 

Raj and Mahfuzah (2012) investigated the relationship between capital structure and 

company performance using 237 Malaysian listed companies from Bursa Malaysia Stock 

Exchange during 1995-2011. Utilizing panel data, the study explored the effect of capital 

structure on firm performance using profitability measures and Tobin Q. The empirical tests 

revealed a negative influence of capital structure, particularly total debt, and short-term debt 

on return on equity. This suggests a potential alignment with the pecking order theory, where 

firms may prefer internal financing over external financing. 
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Beattie, Goodacre, and Thomson's (2006) studies the capital structures and the decision-

making processes related to financing among companies listed in the UK. The study reveals 

the heterogeneous nature of companies when it comes to their policies on managing capital 

structure. Approximately half of the companies aim to maintain a specific target debt level, 

aligning with the trade-off theory. However, around 60% assert adherence to a financing 

hierarchy, aligning with the assumptions of the pecking order theory. Furthermore, 

respondents acknowledge several theoretical determinants influencing debt levels, notably 

emphasizing the significance of factors such as interest tax shield, financial distress, agency 

costs, and implicitly, information asymmetry. The findings also underscore the significant 

impact of cross-country institutional differences on financial decision-making. 
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3. Research methods and data 

This chapter will introduce the research data and research methods utilized in this study. 

Starting by introducing general information on the utilized data. Subsequently, it will 

provide information on the variables utilized in this study. It proceeds to give an overview 

of the data used and how it was produced. Moreover, this chapter will provide information 

on regression analysis and the data regression models used in this study. 

 

3.1  Research data 

The data used in this study was gathered from Inderes. The dataset has financial information 

for Finnish publicly traded companies for the years 2017–2022, from which key financial 

ratios describing capital structure and profitability were gathered and computed. These ratios 

are employed as measures of capital structure, profitability, and enterprise value in the 

research. Only companies that remained publicly traded for the time period are included in 

the study. 

 

The panel data utilized includes 90 companies and observations from a time period between 

2017-2022. Panel data, often used in econometrics and statistics, has attributes from both 

cross-sectional and time series data. One advantage of panel data is its ability to account for 

unit specific variations, also known as heterogeneity, in regression analysis. This leads to an 

enhanced degree of freedom in regression analysis, which improves the efficiency of 

analysis. (Hill, Griffiths & Lim 2012; Wooldridge 2013)  

 

Certain ratios were manually computed due to data gaps in the dataset, specifically with 

some profitability variables for several companies over the selected period. This was done 

to maintain a fair number of companies in the study. The greater the number of companies 

included, the more robust and generalizable the study findings become, providing a more 

comprehensive overview of the Finnish stock market. 
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Excluded from the data are financial institutions, which includes the banking and finance 

sector because their legal frameworks and financial practices significantly differ from other 

companies. Furthermore, these companies have to comply with regulations regarding 

financial solvency. Also, excluded from the data are companies whose equity value was 

negative, as their profitability ratios would not be comparable to other companies. By these 

exclusions, the aim is to eliminate clear outliers from data.  

 

3.2  Variables 

In this chapter the variables utilized in this study are introduced. The variable choices were 

made based on previous studies. This study will incorporate three variables related to 

profitability, three regarding capital structure, one regarding enterprise value and one control 

variable. 

3.2.1 Variables for profitability 

Profitability refers to a company's ability to generate more income than the expenses 

incurred. Profitability can be measured in absolute or relative terms. Relative profitability 

metrics involve dividing absolute profitability by a financial statement item, allowing for 

comparisons among companies of different sizes. In this study, we will use relative 

profitability measures, as the companies vary in size.  

 

The first variable used in this study is one of the most common profitability ratios, Return 

on Equity (ROE). ROE measures a company's ability to generate returns on its equity. This 

ratio emphasizes the perspective of equity investors, making it possible to compare ROE to 

the return requirements of the shareholders. In calculating ROE, the following formula is 

used, where the net profit is divided by the average value of equity. The formula uses the 

average value of equity as the average of the beginning and ending balances for the fiscal 

year. 
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The second variable used is the Return on Assets (ROA), which is used to measure the 

company’s ability to generate income based on all the capital invested in its business 

operations. ROA takes into account the amount of debt of the company because it’s 

calculated from the total assets. In this study, the end-of-period total assets value is 

calculated as the average of the beginning and ending balances for the fiscal year.  

 

 

 

The third and final variable for measuring profitability in this study is Return on Investment 

(ROI). ROI measures a company's profitability for its investments. This variable assesses 

the effectiveness of capital invested. ROI is calculated by dividing the return on investment 

by the cost of investment.  

 

 

3.2.2 Enterprise value 

Enterprise value (EV) is a financial metric, which measures a company’s total value. EV 

considers the company's market capitalization and debt, as well as its cash and cash 

equivalents. Therefore, it is often used as a more comprehensive alternative of a company’s 

total worth in comparison to market capitalization, which only calculates the value of shares 

outstanding.  

 

Enterprise value can be calculated by summing the market capitalization and total debt, and 

then subtracting cash and cash equivalents. As stated, market capitalization is the total value 
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of the company's outstanding shares. Total debt includes all company’s debt, such as bonds 

and loans. Cash and cash equivalents include the company’s cash reserves and assets that 

can be quickly converted into cash, such as short-term investments.  

 

 

3.2.3 Variables for capital structure 

Capital structure variables are key figures where the total amount of debt, as well as short-

term debt and long-term debt, is compared to the total assets on the balance sheet. This 

approach allows us to understand the impact of debt maturity on the company’s profitability 

and enterprise value. Capital structure metrics are connected to financial solvency, which 

enables companies to sustain themselves over the long term.  

 

Short-term debt refers to debt that is due for payment within one year from the financial 

statement date. Long-term debt refers to the portion of debt due more than one year after the 

financial statement. Below are the formulas for the variables relating to capital structure, 

where TDTA represents the total debt in relation to the company's total assets, LTDTA 

represents the ratio of long-term debt to total assets, and STDTA represents the ratio of short-

term debt to total assets. 
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3.2.4 Control variables 

In this study, one control variable is utilized. This variable is the company's size. A control 

variable is a contextual variable that prevents the creation of a biased picture of the 

relationship between the independent and dependent variables. Control variables are 

included in the model without specific hypotheses. The control variable that describes the 

company's size is calculated by taking the natural logarithm of company's market 

capitalisation. The control variable is calculated with the following formula. 

 

 

3.3  Linear regression 

In this study we will utilize linear regression, this chapter gives basic information on this 

statistical tool. Regression analysis aims to predict the value of a variable based on the 

value of another variable.  The variable the analysis aims to predict is the dependent 

variable and the variable used to predict is the independent variable. Regression analysis 

helps to study the impact of two or more explanatory variables on the dependent variable. 

The goal of this is to investigate whether a phenomenon is a consequence of another 

phenomenon. (Mali 2023)  

 

The study will utilize the Gauss-Markov theorem assumptions when analysing the 

suitableness of linear regression. The theorem relies on a set of assumptions that, when 

satisfied, the ordinary least squares (OLS) linear regression is the Best Linear Unbiased 

Estimator (BLUE).  

 

The first assumption is linearity, which states that the relationship between the independent 

variables and dependent variables is assumed to be linear. In other words, the parameters 

of the selected model are linear with the outcome. This would mean that when a variable’s 

value changes, the other one also changes. It can also be presented with the following 
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formula, where Y is the dependent variable and X is the explanatory variable. The formula 

also includes the residual term ‘e’. B0 is the constant, which shows the value of Y, when X 

is 0. (Hill et al. 2012) This assumption is critical because if the relationship is not linear, 

the model might not represent the underlying data accurately.  

 

 

 

The second assumption is the exogeneity of the model. This assumption requires the error 

term of the model to not be correlated with any of the independent variables. This means 

that the independent variables are exogenous and are determined independently of the error 

term. This is a key assumption because it assures the regression is unbiased. (Engle, 

Hendry & Richard 1983) If this assumption is violated, a common way to address this 

problem is with using instrumental variables, which provides a source of exogenous 

variation that correlates with the endogenous variable (Hicks 2021).  

 

The third assumption is the absence of perfect collinearity. This assumption means that, 

with both the sample and population, no covariates remain constant, and there are no extant 

linear relationships among the independent variables. This condition ensures that there are 

no linear relationships among the independent variables. (Odhiambo 2021) Moreover, this 

means that there is no correlation between the error terms and corresponding independent 

variables. Perfect collinearity would complicate coefficient estimation by introducing 

redundancy in information. If this assumption is violated, variable selection and 

transformation can be helpful. Also, correlation matrix analysis can help detect these 

issues. 

 

The fourth assumption, known as the zero conditional mean, states that the error term in a 

regression model has an expected value of 0. This assumption pertains to the population, 

not just the model in the sample. It ensures that, on average, the errors are not 

systematically related to the independent variables, emphasizing the distinction between 

sample and population in causal inference. The zero conditional mean is important for 

unbiased estimation, preventing clear patterns in errors concerning the explanatory 

variables. (Crudo, Knaus, Mellace & Smits 2022)  
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The fifth assumption is homoscedasticity, which means that the error term's variance 

remains constant across all levels of the independent variables. Furthermore, it means that 

the spread of errors is consistent for all values of the explanatory variables. Ensuring 

homoscedasticity ensures the estimator's variance remains constant. This uniformity is 

essential for valid statistical inference. It's important to note that even in the presence of 

heteroskedasticity, we maintain unbiased estimators. (Hill et al. 2012) However, in the 

linear model, heteroskedasticity poses a challenge for inference since it leads to incorrect 

standard errors, impacting the reliability of statistical analysis.  

 

The sixth assumption posits that the error terms in the model are serially independent. In 

the context of Ordinary Least Squares (OLS) estimation, it is assumed that the errors are 

not correlated with their own lagged values and exhibit linear independence. Essentially, 

this implies that there should be no correlation between the current error terms and their 

lagged counterparts. (Banton 2021) If this violation is violated, it is possible to utilize time 

series models or adjustments like autoregressive integrated moving average to help serial 

correlation in the errors (Hayes 2023).  

 

The seventh assumption is that the error terms in the model are normally distributed. This 

means that the regression’s error terms follow a normal distribution. (Frost 2023) If this 

violation is violated it may affect the accuracy of statistical tests and intervals which 

assume normality of error terms. Furthermore, if violation happens, non-parametric 

methods or transformations can be considered. (Thompson & Zeckhauser 1970)  

In this study, separate linear regression analyses will be conducted for each variable related 

to profitability and enterprise value, which serve as the dependent variables. Each 

regression will utilize the same capital structure variables as the independent variables.  
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4  Research findings 

In this chapter, the empirical findings of the thesis are discussed. Firstly, the data is described 

in general using general statistics. Subsequently, the results of Gauss-Markov assumptions 

are presented. After this, the results of regression analyses conducted on enterprise value are 

presented. Subsequently, the results of regression analyses on profitability variables are 

presented. Finally, the results of regression analyses are analysed using the theories 

presented in the theory section.  

 

4.1  Description of the Material 

Before conducting the regression analyses, this chapter examines the variables using 

descriptive statistics. Table 1 presents these summary statistics, allowing the interpretation 

of the characteristics of the variables. 

 

Table 1: Descriptive statistics of the variables. 

 

 

Table 1 above presents the study's independent variables, namely enterprise value, return on 

equity, return on assets, and return on investment. The table also includes dependent 

variables, specifically total debt, long-term debt, and short-term debt, all presented as 

proportions of the total assets. Additionally, the table features the utilized control variable, 

which pertains to company size and is calculated as the natural logarithm of the company's 

market capitalization. As descriptive statistics, the table presents the mean, standard 
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deviation, minimum and maximum values, along with the number of observations for each 

of the variables. 

 

In the table above, it can be seen that the average return on equity (ROE) stands at 2.8%, 

while the average return on investment (ROI) is 7.2% and return on assets (ROA) is 2.7%. 

Notably, the ROI percentage surpasses other profitability variables significantly, with 

companies averaging over 7 percent returns on their investments. Another observation is the 

relatively high standard deviation across all profitability variables, especially with ROE. 

However, it's important to emphasize that a high standard deviation is not detrimental to the 

study, it can even enhance the study findings. 

 

In terms of the variables relating to capital structure, we can see that companies have an 

average of about 27.8% debt from their balance sheet total. Long-term debt is around 20% 

of this and short-term debt approximately 7.7%. This means that companies have more long-

term debt compared to short term debt. Short-term debt is categorized as debt that is due 

within the next year or fiscal period. Both long and short-term debt have a minimum value 

of 0 and a maximum value of approximately 56% of total assets.  

 

A correlation matrix in Table 2, has been formed to examine the relationships between 

variables. Correlations are measured using Pearson’s correlation coefficient, which analyses 

the linear dependence between variables. The correlation coefficient can range from 1 to -1, 

with values closer to zero indicating weaker correlation. A negative coefficient signifies a 

negative dependence, while a positive value indicates positive dependence. The correlation 

coefficient allows for assessment of whether there is a relationship between variables. 

(Kenton 2022) 

 

Table 2: Correlation matrix for variables. 
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When examining the correlation coefficients of independent variables describing capital 

structure from Table 2, it is evident that short-term and long-term leverage ratios strongly 

correlate with the total leverage ratio (correlation coefficients 0.67 and 0.88). Consequently, 

incorporating multiple variables describing capital structure into the same regression may 

lead to a multicollinearity issue. Therefore, in regression analyses, long-term debt and short-

term debt are not used as independent variables in the same regressions. 

 

From Table 2 can be seen that profitability variables indicate strong correlation with each 

other. ROI and ROA correlate very strongly, with the correlation coefficient being 0,88, ROI 

and ROE also correlate strongly with coefficient being 0.69. Also ROA and ROE correlate 

positively with the coefficient being 0.40, which is still quite strong. With dependent 

variables this is a satisfactory characteristic as it indicates that together they will effectively 

capture profitability. However, excessive intercorrelation can be detrimental as including all 

of them will lower the benefits of the study.  

 

Notably, profitability variables have negative correlations with all debt-related variables. 

The most pronounced negative coefficients were observed between ROA and short-term 

debt (-0.54), ROA and total debt (-0.41), and ROI and short-term debt (-0.40). These results 

align with the principles of the pecking order theory. Moreover, there is a positive correlation 

between company size and profitability, contributing further insight of their relationship. 

 

Furthermore, the normal distribution of all variables was visually assessed. Normal 

distribution impacts the precision of regression analysis results. The findings indicate that 

the majority of variables exhibit a sufficiently normal distribution. Some variables exhibited 

some kurtosis and skewness. Notably, variables measuring short-term debt and long-term 

debt did not conform to a normal distribution. However, this does not present concern for 

the research, as linear regression does not strictly require normal distribution. The results for 

year 2017 are listed as appendices. 
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4.2  Testing the assumptions for linear regression 

This chapter will briefly discuss the outcomes of assumption tests related to linear 

regression. The assumptions were initially introduced in the methodology chapter. Starting 

with the assumption of linearity. In accordance with the principles of the trade-off theory, 

capital structure variables might not conform to a fully linear characteristic. The trade-off 

theory argues for the existence of a specific point at which the drawbacks associated with 

financial distress surpass the tax benefits derived from the utilization of additional debt 

financing. Nevertheless, it is important to recognize that companies exhibit a tendency for 

modest alterations in their capital structure over consecutive fiscal periods. This propensity 

is inherently tied to considerations of risk management. 

Companies exercise caution in maintaining relatively moderate changes to their capital 

structure, primarily as a risk management strategy. Substantial deviations from capital 

ratios could result in heightened perceptions of risk among shareholders, which can 

potentially cause negative effects on the overall confidence in the company. Moreover, 

substantial shifts in capital structure could result in elevated interest expenses and result in 

more regulatory challenges. Consequently, the assumption can be presumed that 

companies refrain from implementing drastic modifications to their capital structure in the 

short term. This observation aligns with the notion that changes in capital structure occur 

within a relatively narrow interval. As such, the assumption of linearity becomes 

acceptable for the application of linear regression analysis in understanding these financial 

dynamics.  

The second assumption is the exogeneity of the model, which means that the error term is 

not correlated with independent variables. This was tested with the Durbin-Watson test, 

which measures for autocorrelation. Autocorrelation is related to the assumption of strict 

exogeneity because it involves the correlation of error terms with the independent 

variables, specifically across different time periods. The results will be gone over in more 

detail in subsequent chapters, it is noteworthy that the far majority of Durbin-Watson 

values obtained from regressions fairly close the ideal value of 2. This proximity implies 

minimal to no autocorrelation in the dataset. 
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The third assumption revolves around the absence of perfect collinearity, meaning that 

there are no linear relationships among the independent variables. This was tested with a 

correlation matrix, which was introduced in the previous chapter. Furthermore, another key 

aspect of this assumption is that there is no correlation between error term and 

corresponding independent variable. This was tested by applying a scatter plot, the results 

of the scatter plot are listed as appendices. 

The fourth assumption is regarding the zero conditional mean, which means that the 

expected value of error terms should be zero. This was accessed by making a histogram of 

the error terms, listed as appendix. Upon visual inspection, the histograms exhibit a central 

tendency around the value zero, aligning with the expectation dictated by the assumption.  

The fifth assumption is homoscedasticity, which means that the error term's variance 

remains constant across all levels of the independent variables. This was tested with 

Breusch-Pagan’s test, which results will be presented more in-depth in subsequent 

chapters. However, regression results suggest the presence of heteroscedasticity in the data. 

While this does not undermine the validity of the regressions, it underscores the need for 

caution in interpreting borderline significance. 

The sixth assumption is that the error terms are serially independent. In the context of 

Ordinary Least Squares (OLS) estimation, it is assumed that the errors are not correlated 

with their own lagged values and exhibit linear independence. Therefore, this was tested by 

accessing the correlation between error terms and the error terms that had a lag of -1. The 

results varied between -0,06 and 0,07, from these results we can interpret that there isn’t 

significant correlation between lags, and the error terms are sufficiently independent.  

The seventh assumption is that the error terms are normally distributed. This was accessed 

by a histogram of the error terms, listed as appendix. From the histograms we can interpret 

that profitability variable’s error terms have a fairly normally distributed figure and can be 

considered that the assumption is accepted. However, with enterprise value the figure is 

not normally distributed. This is something that needs to be considered when analysing the 

regression outputs of enterprise values, as this can affect the model's reliability.  

 

From the attained results we can see that not all assumptions are satisfied. This means that 

we can not say that the OLS linear regression is Best Linear Unbiased Regression (BLUE). 
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However, the results can still offer valuable insights into the relationship between capital 

structure, enterprise value and profitability. The attained results need to be interpreted with 

caution and realize they aren’t fully generalizable.  

 

4.3  Regression results for enterprise value 

Regression analyses were conducted on a year over year basis to facilitate a more detailed 

examination. The decision to run the regression on a year over year basis is based on wanting 

information on how the different variables moved over the timespan of the research. Running 

a full dataset regression, would only indicate the overall findings. Year over year regressions 

facilitate direct comparisons between corresponding periods, enabling a better understanding 

of annual variations. The dataset included some exceptional years, with Covid-19 affecting 

business operations. Although not the topic of this study, it will be interesting to see if this 

affected the capital structure of companies clearly.  

 

In this chapter, we will go over the year over year regressions that are statistically significant. 

The regressions that do not have statistical significance will be gone over shortly at the end 

of the chapter. Each regression included all explanatory variables, excluding long-term debt, 

to comprehensively explore the relationships within the dataset. Due to the correlation 

between short-term and long-term debt variables, they were not simultaneously incorporated 

into the same regression model. However, leveraging the short-term debt variable allows us 

to predict how the maturity of debt influences profitability. The tables presented here are 

condensed and more comprehensive tables can be found in the appendices. 

 

Table 3: 2017 EV regression 

 

 

The regression analysis for enterprise value (EV) in the year 2017 provides insights into the 

relationships between the independent variables total debt to total assets (TDTA) and short-
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term debt to total assets (STDTA), and the dependent variable enterprise value. The R 

squared value of 0.09 signifies that approximately 9% of the variability in enterprise value 

can be explained by the linear combination of the explanatory variables. The overall 

significance of the regression model stated by the Significance F value is 0.02, which is 

below the conventional threshold of 0.05, indicating that at least one of the independent 

variables is influential in explaining the variance in enterprise value.  

 

The coefficient for TDTA is 1.1648, and a p-value of 0.0087 indicates that total debt to total 

assets is statistically significant at a conventional significance level of 0.05. This suggests 

that as the ratio of total debt to total assets increases, there is a positive impact on enterprise 

value. Conversely, the coefficient for STDTA is -0.3972, but it’s not statistically significant 

(p-value = 0.6910), implying that STDTA does not have a significant linear relationship with 

enterprise value in the year 2017. 

 

The Breusch-Pagan LM-value of 8.149, with a p-value of 0.02, suggests the presence of 

heteroscedasticity in the residuals, indicating that the variance of errors is not constant.  The 

Durbin-Watson D-value of 2.158 is reasonably close to the ideal value of 2, suggesting a 

minimal presence of autocorrelation in the data. 

 

Table 4: 2019 EV regression 

 

 

For year 2019 the R squared value of 0.089 indicates that roughly 9% of the variability in 

enterprise value is explicable through the linear combination of the explanatory variables. 

The overall significance of the regression model, as reflected in the Significance F value of 

0.0215, is below the conventional 0.05 limit for statistical significance, signalling the 

influence of at least one independent variable in explaining the variance in enterprise value. 

 

Examining the coefficients, TDTA exhibits a coefficient of 0.6432, and a p-value of 0.0068, 

signifying statistical significance at the 0.05 threshold. This implies that an increase in the 
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ratio of total debt to total assets corresponds to a positive impact on enterprise value. 

Conversely, the coefficient for STDTA is -0.9514, but the p-value of 0.0738 suggests that 

STDTA does not have a significant linear relationship with enterprise value in the specified 

model for the year 2019. 

 

Further analysis of the residuals indicates the presence of heteroscedasticity, as indicated by 

the Breusch-Pagan LM-value of 8.0455 and a p-value of 0.02, suggesting that the variance 

of errors is not constant. The Durbin-Watson D-value of 1.8986 is relatively close to the 

ideal value of 2, implying a limited degree of autocorrelation in the dataset. 

 

Table 5: 2022 EV regression 

 

 

The R squared value of 0.10 suggests that approximately 10% of the variability in enterprise 

value can be explained by the linear combination of the explanatory variables. The overall 

significance of the regression model indicated by the Significance F value of 0.0120, is 

below the 0.05 threshold, signifying the impact of at least one independent variable in 

elucidating the variance in enterprise value. 

 

Examining the coefficients, TDTA shows a coefficient of 0.5958, and a p-value of 0.0182, 

indicating statistical significance at the 0.05 threshold. This implies that an increase in the 

ratio of total debt to total assets is associated with a positive impact on enterprise value. 

Conversely, the coefficient for STDTA is -1.5026, and a p-value of 0.0035, Short-Term Debt 

to Total Assets exhibits a statistically significant negative linear relationship with enterprise 

value in the specified model for the year 2022. 

 

Furthermore, the analysis of residuals reveals the presence of heteroscedasticity, as 

demonstrated by the Breusch-Pagan LM-value of 9.2027 and a p-value of 0.01, indicating 

heteroscedasticity. The Durbin-Watson D-value of 1.6127, suggests a potential mild positive 

autocorrelation among the residuals. 
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Table 6: EV 2018, 2020 and 2021 regressions. 

 

 

The above regressions from years 2018, 2020 and 2021 do not hold statistical significance, 

so they will not be investigated as profoundly. The reason for statistical insignificance is 

unclear. Furthermore, the results of annual regressions vary significantly from year to year. 

Due to the limited number of observations and substantial fluctuations, these findings can 

not be considered fully reliable.  

 

The study into the relationship between capital structure and enterprise value extended to 

the examination of various lag structures in the explanatory variables. Regression analyses 

presented were conducted employing a lag of one year, and alternative specifications with 

lags of 0, -2, and -3 years were subjected to statistical testing. Nevertheless, the empirical 

results didn't produce any enhancement in explanatory power or statistical significance 

across the tested lag structures. 

 

4.4  Regression results for profitability variables 

In this chapter, we will have a look at the regressions for profitability variables. When 

studying the effects of capital structure on profitability, a year-over-year regression analysis 



42 
 

was employed for a more thorough examination. This approach mirrors the regressions 

conducted for enterprise value, aiming to provide information on the dynamics of variables 

throughout the research period. Similar to EV regressions short-term debt and long-term debt 

variables weren’t utilized together in the same model due to their strong correlation. The 

tables presented here are condensed and more comprehensive tables can be found in the 

appendices. 

 

Table 7: Regression on profitability variables 2017. 

 

 

The return on equity (ROE) analysis for the year 2017 has a R squared value of 0.087 

indicates that approximately 9% of the variability in ROE can be explained by the linear 

combination of the explanatory variables. The coefficient for total debt to total assets 

(TDTA) is -1.1758, and a p-value of 0.0809. While not quite statistically significant at the 

conventional 0.05 level, this is suggesting of a potential negative association between TDTA 

and ROE. Short-term debt to total assets (STDTA) and LN M-cap (natural logarithm of 

market capitalization) do not exhibit statistically significant relationships with ROE in the 

specified model. 

 

The return on assets (ROA) analysis for 2017 shows a R squared value of 0.15, indicating 

that approximately 15% of the variability in ROA can be explained by the linear combination 

of the explanatory variables. The coefficient for TDTA is -0.1967 and a statistically 

significant p-value of 0.01, suggesting a negative impact of higher total debt on asset returns. 

Similar to ROE, STDTA does not exhibit statistically significant relationships with ROA. 
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The return on investment (ROI) analysis for 2017 presents a R squared value of 0.15, 

suggesting that approximately 15% of the variability in ROI can be explained by the linear 

combination of the explanatory variables. The coefficient for TDTA is -0.3300 and a 

statistically significant p-value of 0.00, indicating a negative association between total debt 

and investment returns. STDTA and LN M-cap do not show statistically significant 

relationships with ROI in this model. 

 

Total debt to total assets (TDTA) appears to have a notable negative impact on both ROA 

and ROI, suggesting that higher total debt levels may negatively impact asset and investment 

returns. However, the relationship between TDTA and ROE is not statistically significant, 

indicating a more nuanced relationship for equity returns. The Breusch-Pagan LM-values 

suggest the presence of heteroscedasticity in all three models, emphasizing the need for 

caution in interpreting the reliability of the models. The Durbin-Watson D-values indicate 

the potential absence of significant autocorrelation among the residuals in all three variables. 

 

Table 8: Regression on profitability variables 2018. 

 

 

Return on equity (ROE) for 2018 has a R squared value of 0.10 signifies that 10% of ROE 

variability is explained by explanatory variables. Total debt to total assets (TDTA) and short-

term debt to total assets (STDTA) lack statistical significance, contrasting with the impact 

of LN M-cap, indicating larger market capitalization's positive association with higher equity 

returns. Heteroscedasticity and potential autocorrelation absence in residuals urge cautious 

model interpretation. 
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In the return on assets (ROA) analysis, a R squared value of 0.12 highlights that 12% of 

ROA variability is explained. Similar to ROE, TDTA and STDTA show no statistical 

significance, while LN M-cap exhibits a positive link with ROA, aligning larger market 

capitalization with higher asset returns. Residuals' heteroscedasticity and potential 

autocorrelation absence persist. 

 

For return on investment (ROI), a R squared value of 0.087 indicates 8,7% explanatory 

power. None of the coefficients for TDTA, STDTA, or LN M-cap have statistical 

significance. This contrasts with prior years, as neither TDTA or STDTA significantly 

impacts ROE, ROA, or ROI. Nevertheless, the positive correlation between LN M-cap and 

both ROE and ROA persist. Residuals heteroscedasticity underlines the need for careful 

model interpretation, with potential autocorrelation absence suggesting stability in residual 

patterns. 

 

Table 9: Regression on profitability variables 2019. 

 

 

Return on equity (ROE) analysis for 2019 has R squared value of 0.13 underscores that 13% 

of ROE variability is explained by explanatory variables. Notably, total debt to total assets 

(TDTA) exhibits a statistically significant negative impact on ROE, with a coefficient of -

1.1577, implying a substantial negative effect of increased total debt on equity returns. 

Conversely, STDTA and LN M-cap lack statistical significance in the model. 

 

The return on assets (ROA) analysis, with a R squared value of 0.185, illustrates that 18,5% 

of ROA variability is explained by independent variables. The overall model has statistical 
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significance (Significance F value of 0.00), signifying the influence of at least one 

independent variable in explaining ROA variance. Only LN M-cap has a statistical 

significance at the 0.05 level, this means that higher market capitalization has a positive 

relationship with return on assets. 

 

Furthermore, the return on investment (ROI) analysis for 2019, with a R squared value of 

0.06, suggests that 6% of ROI variability is explicable by explanatory variables. Solely LN 

M-cap achieves statistical significance at the 0.05 level. The overall model's lack of 

statistical significance (Significance F value of 0.1779) indicates an inconclusive connection 

between the model and ROI variance. 

 

Table 10: Regression on profitability variables 2020. 

 

 

Return on equity (ROE) analysis for 2020 has A R squared value of 0.158 signifies that 

15,8% of ROE variability is explicable by explanatory variables. Notable is the statistically 

significant negative impact of higher total debt to total assets (TDTA) on ROE, signified by 

a coefficient of -0.8840 and a highly significant p-value of 0.00. However, short-term debt 

to total assets (STDTA) and LN M-cap lack statistically significant relationships with ROE. 

Heteroscedasticity presence in the residuals is indicated by the Breusch-Pagan LM-value, 

while the Durbin-Watson D-value suggests potential absence of significant autocorrelation 

among residuals. 

 

Return on assets (ROA) has an R squared value of 0.111 which indicates that 11% of ROA 

variability can be explained by explanatory variables. TDTA and STDTA do not exhibit 
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statistically significant relationships with ROA, while LN M-cap demonstrates a significant 

positive association, suggesting that larger market capitalization is linked to higher asset 

returns. Heteroscedasticity is suggested by the Breusch-Pagan LM-value, and the Durbin-

Watson D-value hints at potential absence of autocorrelation. 

 

The return on investment (ROI) analysis for 2020, with a R squared value of 0.07, suggests 

that 7% of ROI variability is explicable by explanatory variables. TDTA and STDTA lack 

statistically significant relationships with ROI, while LN M-cap shows a significant positive 

association. The presence of heteroscedasticity is indicated by the Breusch-Pagan LM-value, 

and the Durbin-Watson D-value suggests potential absence of significant autocorrelation. 

 

Emphasizing the impact of TDTA on equity returns (ROE), the 2020 regression analyses 

show a significant negative relationship. However, for ROA and ROI, the debt-related ratios 

lack statistical significance, highlighting potential variety in the influence of financial ratios 

on distinct performance metrics. The positive association between LN M-cap and all three 

metrics underscores that larger market capitalization is associated with higher returns. 

Caution is important in model interpretation due to the presence of heteroscedasticity in 

residuals, while the Durbin-Watson D-values suggest potential absence of significant 

autocorrelation. 

 

Table 11: Regression on profitability variables 2021. 

 

 

The return on equity (ROE) in 2021 analysis sheds light on financial variables and their 

impact. With a R squared value of 0.12, around 12% of ROE variability can be explained by 

the model. However, total debt to total assets (TDTA), short-term debt to total assets 
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(STDTA) show no statistically significant relationships with ROE. Only the control variable 

market capitalization has statistical significance. Heteroscedasticity is noted in residuals, 

however, the Durbin-Watson D-value suggests potential absence of autocorrelation. 

 

The return on assets (ROA) analysis, explaining 23% of ROA variability, reveals a 

significant negative relationship with TDTA, implying a potential adverse effect of higher 

total debt on asset returns. STDTA lacks statistical significance in predicting ROA. 

Heteroscedasticity is indicated, and autocorrelation is potentially absent. 

 

For return on investment (ROI), with a R squared value of 0.22, 22% of ROI variability is 

accounted for. TDTA shows a significant negative relationship, indicating a potential impact 

on investment returns. STDTA does not exhibit significant relationships with ROI. 

Heteroscedasticity is noted, and autocorrelation is potentially absent. 

 

Table 12: Regression on profitability variables 2022. 

 

 

The return on equity (ROE) analysis for 2022 has a R squared value of 0.14, approximately 

14% of ROE variability is explicable. Total debt to total assets (TDTA) shows a non-

significant negative relationship, while short-term debt to total assets (STDTA) significantly 

impacts ROE negatively. LN M-cap lacks a statistically significant relationship. 

Heteroscedasticity is noted in residuals, and autocorrelation is potentially absent. 

 

In the return on assets (ROA) analysis, the R squared value of 0.15 indicates that around 

15% of ROA variability is accounted for with the variables utilized. TDTA and STDTA 
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exhibit non-significant relationships, while LN M-cap shows a significant positive 

association. Heteroscedasticity is observed, and autocorrelation is potentially absent. 

 

For return on investment (ROI), with a R squared value of 0.15, approximately 15% of ROI 

variability is explained. TDTA display statistically non-significant relationships with ROI. 

STDTA demonstrates a significant negative impact on ROI, while LN M-cap has a slightly 

positive significant relationship. Heteroscedasticity is suggested by the Breusch-Pagan LM-

value, and the Durbin-Watson D-value indicates potential absence of autocorrelation. 

 

4.5  Analysis of research findings 

In this chapter, an analysis of the findings presented in previous chapters will be provided. 

We will utilize theories presented in the theory section of this thesis. We will focus the 

analysis on the regressions which hold statistical significance. The chapter will start with 

analyses on enterprise value and subsequently profitability variables. 

 

One theory we can interpret the study’s findings is with the pecking order theory, presented 

previously in the theory section of this study. According to this theory, firms have a hierarchy 

of financing preferences. Companies prefer using internal funds first, followed by debt, and 

issuing equity as a last resort. When looking at regression analyses of enterprise value, the 

positive coefficients for total debt to total assets in 2017, 2019, and 2022 suggest that an 

increase in debt is associated with a positive impact on enterprise value. This alignment 

corresponds with elements of the pecking order theory, according to which companies utilize 

debt to finance operations and investments when needing more capital than retained 

earnings. 

 

Furthermore, these results can be interpreted by trade-off theory, also presented in the theory 

section. Trade-off states that companies face a trade-off between debt’s tax advantages and 

costs that come from financial distress. The years 2017, 2019, and 2022 show statistically 

significant relationships between total debt to total assets (TDTA) and enterprise value. The 

positive coefficients for TDTA in these years suggest that an increase in the ratio of total 

debt to total assets has a positive impact on enterprise value. This positive relationship aligns 



49 
 

with the notion that tax benefits associated with debt financing may be contributing to higher 

enterprise values during these periods. Companies may be strategically using debt to benefit 

from tax advantages for cheaper financing, which can result in increased firm value. 

 

However, it is important to note that the model is not Best Linear Unbiased Estimator 

(BLUE) according to Gauss-Markov assumptions. There is heteroscedasticity across all 

studies years, as indicated by Breusch-Pagan LM-values. This implies that the variance of 

errors is not constant. The Durbin-Watson D-values hint at a potential mild positive 

autocorrelation, which could raise concerns about the independence of 

observations. Furthermore, the residuals of enterprise value regressions aren’t normally 

distributed. Moreover, it's worth mentioning that R-squared values in the analysis are 

relatively low, between 1-10%. This means that only a small fraction of variability in the 

data can be explained for by the variables.  Due to these reasons, the obtained results are not 

fully generalizable or universally applicable.  

 

Moving on to analysing the regressions for profitability variables. When looking at the 

results of the regressions, an observation can be made that all of the statistically significant 

total debt to total assets has negative coefficient with the profitability variables. It is worth 

noting that statistical significance varies depending on the profitability variable and year of 

regression. However, since all the values are negative, we can make the interpretation that 

taking on debt negatively impacts the profitability of Finnish listed companies.  

 

The research results are contrary to the irrelevance theorem introduced by Modigliani and 

Miller (1958) and support later capital structure theories. For example, pecking order theory, 

which states that highly profitable companies do not normally have the need to utilize debt 

but rather use retained earnings for future investments and business operations (Fama & 

French 2002).  

The negative coefficients between TDTA and profitability variables supports the pecking 

order theory. This theory states that companies have a hierarchical preference in financing 

their business operations. According to the pecking order theory, firms prioritize the use of 

retained earnings, utilizing debt when retained earnings are insufficient. Equity issuance is 

considered a last resort in this financing hierarchy. These findings align with the 
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conclusions drawn by Shaym-Sunder and Myers (1999), Raj and Mahfuzah (2012), and 

Nguyen (2015), all of whom documented evidence supporting the pecking order theory. 

The findings do not support the trade-off theory in relation to profitability. The trade-off 

theory posits that a company's profitability should increase as the overall cost of capital 

lowers with increased debt utilization. This trend continues until the company reaches its 

value-maximizing point, the point of optimal capital structure, characterized by the optimal 

level of debt. However, the observed negative coefficient between profitability variables 

and the ratio of total debt to total assets contradicts the trade-off theory in this context. 

These findings align with Abor’s (2005) findings in Ghana 1998-2002. 

 

The results also support aspects of agency cost theory, according to which too much debt 

financing affects the profitability of companies, as the agency costs increase with debt. In 

agency theory, debt comes with drawbacks. As companies utilize more debt, conflicts 

emerge between shareholders and creditors. Shareholders may be tempted to invest in riskier 

ventures, prompting creditors to demand higher interest rates. This creates an agency 

problem, reducing company profitability. (Frank & Goyal 2003) This can be one reason why 

regressions show negative correlation between debt and profitability. 

 

In the regressions, the explanatory variables were differentiated based on maturity. The goal 

was to investigate how the maturity of debt affects profitability and what kind of impact this 

potential effect has. In annual regressions, it was observed that both short-term and total debt 

generally correlated negatively with profitability. However, considering heteroskedasticity 

and the lack of statistical significance in many regressions, we cannot confidently conclude 

that the selection of debt maturity significantly influences the profitability of the company. 

Furthermore, in certain years, the R-squared values for some variables obtained from the 

regressions are relatively modest. This implies that only a restricted portion of the data's 

variability can be explained by the variables utilized. 
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5 Conclusions 

The study examined the impact of capital structures of Finnish listed companies on 

profitability and enterprise value. The aim was to investigate the effects of capital structure 

on the profitability and enterprise value of these companies. To gain a deeper understanding 

of capital structures, the thesis introduced five theories related to capital structure: 

Modigliani and Miller's (1958) theory of the irrelevance of debt, trade-off theories, agency 

theory, pecking order theory, and signalling theory.  

 

The study utilized panel data containing key indicators depicting enterprise value, market 

capitalization, capital structure and profitability. The timespan of the study was 2017-2022 

and the data contained the key figures for these years. The data is based on the financial 

statements of these companies. The study's empirical findings aim to answer the research 

questions presented in the introduction: "Does capital structure influence the profitability of 

Finnish listed companies?" and "Does capital structure influence the enterprise value of 

Finnish listed companies?".  

 

Regarding enterprise value (EV), the study reveals some relationships with debt-related 

variables. The positive and statistically significant coefficients for Total Debt to Total Assets 

(TDTA) in 2017, 2019, and 2022 align with the Trade-off Theory. The positive association 

suggests that an increase in total debt relative to total assets positively impacts enterprise 

value, indicating that firms might strategically use debt to leverage tax advantages and 

contribute to higher enterprise values. 

 

Moving to profitability variables, the study’s regressions indicate a consistent negative 

relationship between total debt and profitability variables across different years contradicting 

the Modigliani and Miller irrelevance theorem, suggesting that capital structure decisions 

have an impact on the profitability of Finnish listed companies. The findings align with the 

pecking order theory and some principles of agency cost theory. 

 

In the context of the pecking order theory, the negative coefficients imply that companies 

with higher debt levels experience a decrease in profitability. This may suggest that these 
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firms are resorting to debt financing as a last resort, and the negative impact on profitability 

could be attributed to the costs associated with external financing. The preference for internal 

funds over external debt, as proposed by the pecking order theory, supports the notion that 

companies tend to avoid external debt when possible. 

 

Moreover, the results align with aspects of agency cost theory, which argues that increased 

debt levels lead to conflicts of interest between shareholders and creditors, resulting in higher 

agency costs and reduced profitability. The negative correlation between debt and 

profitability variables indicates that as companies rely more on debt financing, agency 

conflicts intensify, potentially affecting the efficiency and performance of the firm. 

 

However, it is important to note that according to the Gauss-Markov assumptions the model 

is not Best Linear Unbiased Estimator (BLUE) due to not all assumptions being fulfilled. It 

is crucial to acknowledge the variability in statistical significance among different years and 

profitability metrics. The presence of heteroscedasticity and indications of potential mild 

positive autocorrelation in some regressions highlight the need for caution in interpreting the 

findings. Especially findings that have borderline significance, should be interpreted with 

caution. 

 

The research findings contribute insights into the relationships between capital structure, 

enterprise value and profitability of Finnish listed companies. The evidence presented 

supports the idea that, in the context of the studied companies, the choice of capital structure, 

particularly the reliance on debt, is associated with changes in enterprise value and 

profitability. These findings help understand the relationship between capital structure and 

profitability. These findings can be applied in the planning and implementation of financial 

decisions for Finnish listed companies. 

 

The study highlights the importance of considering the temporal context, as the impact of 

capital structure on financial performance varies across different years. The statistical 

significance of relationships varies on a yearly basis, emphasizing the dynamic nature of the 

interplay between capital structure choices and financial outcomes.  
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5.2  Future research 

This thesis gave insights into the relationship between capital structure, enterprise value 

and profitability. However, it’s important to note that the independent variables used in this 

study isn’t fully linear, at least according to the trade-off theory, which states that at a 

certain point, the costs associated with financial distress can outweigh the tax advantages 

gained from using additional debt financing. To enhance the R squared value, one thing 

that can be considered is incorporating a quadratic term into the regression model. This 

would introduce a nonlinear component, which would in turn allow the linear regression 

model to capture curvature in the relationship between the independent and dependent 

variables. This could modify the general for of the model to be: 

 

 

 

The above formula has Y as dependent variable and X as independent variable. B0, B1 and 

B2 are the coefficients that are estimated, X^2 is the quadratic term and e represents the 

error term.  

 

By including a quadratic term, it is possible that the model can better explain data that has 

a non-linear relationship. However, it's important to note that adding complexity to the 

model may lead to overfitting if the quadratic term is not justified by the underlying 

relationship in the data and theory. It's often a matter of empirical testing and considering 

the theoretical basis of the relationship between variables. However, this is something that 

can be further explored in future research.  

 

Exploring the implications of improved R squared values with quadratic terms in future 

research can hold significance. Such enhancements in the model's explanatory capabilities 

could support the trade-off theory, indicating a non-linear relationship between 

independent variables. This stands in contrast to the linear assumption often made in this 

thesis. It's worth noting that theories such as Modigliani and Miller's, which presuppose a 

linear connection between capital structure and firm value, diverge from this perspective. 
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Looking ahead, there are several possibilities for future research and studies. A cross-

country analysis would extend the study's findings to diverse economic positions, revealing 

whether the relationships hold true across different markets. It would also increase the 

sample size which would make the findings more robust. Also interesting could be how 

different sectors differ from one another. Qualitative exploration through management 

interviews could complement quantitative results, offering a deeper understanding of the 

decision-making processes related to capital structure. 

 

 



55 
 

References 

Abdeljawad, I., Mat-Nor, F., Ibrahim, I., & Abdul-Rahim, R. (2013). Dynamic Capital 

Structure Trade-off Theory: Evidence from Malaysia. International Review of Business 

Research Papers, 9(6), 102–110. 

Abor, J. (2005). The effect of capital structure on profitability: an empirical analysis of 

listed firms in Ghana. The Journal of Risk Finance, 6(5), 438-445. 

Akinyomi, O. J. & Adebayo Olagunju. 2013. Determinants of Capital Structure in Nigeria. 

International Journal of Innovation and Applied Studies, 3(4), 999-1005. 

Allayannis, G., & Weston, J. P. (2001). The use of foreign currency derivatives and firm 

market value. The Review of Financial Studies, 14 (1), 243–276. 

Anderson, R. C. Mansi, S. A. Reeb, D. M. (2003). Founding family ownership and the 

agency cost of debt. Journal of Financial Economics, 68, 263-285. 

Bancel F. & Mittoo U. R. (2004). Cross-Country Determinants of Capital Structure 

Choice: A Survey of European Firms. Financial Management, 33(4), 103-132. 

Barclay, M. J., Smith, C. W. & Watts, R. L. (1995). The determinants of corporate 

leverage and dividend policies. Journal of applied corporate finance, 7(4), 11–12. 

Berk, J., DeMarzo, P., & Harford, J. (2019). Fundamentals of Corporate Finance. 4th 

Edition. Pearson Education Limited. Harlow, UK. 

Brealey, R. A. & Myers, S. C. (2014). Principles of corporate finance. 11 edition. 

McGraw-Hill, New York. 

Brusov, P. & Filatova, T. (2023) Capital Structure Theory: Past, Present, Future. 

Mathematics 2023, 11(3), 616. 

Brusov, P., Filatova, T. & Orekhova, N. (2022). Generalized Modigliani–Miller Theory: 

Applications in Corporate Finance, Investments, Taxation, and Ratings. Cham: Springer. 

Cho, H., & Gul, S. (2019). Capital Structure and Default Risk: Evidence from Korean 

Stock Market. Journal of Asian Finance Economics and Business, 6(2), 15-24. 



56 
 

Crudo, F., Knaus, M., Mellace, G. & Smits, J. (2022). On the Role of the Zero Conditional 

Mean Assumptions for Causal Inference in Linear Models.  

Diamond, W. D. (1991). Debt Maturity Structure and Liquidity Risk. The Quarterly 

Journal of Economics, 106(3), 709-737. 

Donaldson, G. (1961). Corporate Debt Capacity: A Study of Corporate Debt Policy and the 

Determination of Corporate Debt Capacity. Journal of Financial Risk Management, 8(4). 

Engle, R. F., Hendry, D. F. & Richard, J. (1983). Exogeneity. Econometrica, 51(2), 1-28. 

Fama, E. F. & French, K. R. (2002). Testing Trade-off and Pecking Order Predictions 

about Dividends and Debt. The Review of Financial Studies. 15(1), 1-33.  

Feeney, D. (2021). Optimal Capital Structure. Financial Edge. Free resources. Valuation. 

[online]. [Accessed 21.10.2023]. Available at: https://www.fe.training/free-

resources/valuation/optimal-capital-structure/ 

Frank, M.Z., Goyal V.K. (2003) Testing the pecking order theory of capital structure. 

Journal of Financial Economics, 67(2), 217-248. 

Frank, M., Z. & Goyal, V., K. (2009). Capital Structure Decisions: Which Factors Are 

Reliably Important? Financial Management, 38 (1), 1-37. 

Frost, J. (2023). 7 Classical Assumptions of Ordinary Least Squares (OLS) Linear 

Regression. Statistics by Jim. [online]. [Accessed 20.12.2023]. Available at: 

https://statisticsbyjim.com/regression/ols-linear-regression-assumptions/ 

Graham, J. R. and Campbell, R. H. (2001). The theory and practice of corporate finance: 

evidence from the field. Journal of financial economics, 60 (2), 187-243. 

Halff, G., Gregory, A. (2020). Information leaks before CEO change: financial gain and 

ethical cost. Journal of communication management, 24(1), 19-29. 

Harris, M. & Raviv, A. (1991). The Theory of Capital Structure. Journal of Finance, 46(1), 

297-355. 

Harvey, C. Lins, K. Roper, A. (2004). The effect of capital structure when expected agency 

costs are extreme. Journal of Finance Economics, 74. 



57 
 

Hayes, A. (2023). Autoregressive Integrated Moving Average (ARIMA) Prediction Model. 

Advanced technical analysis concepts. Investopedia. [online]. [Accessed 30.12.2023]. 

Available: https://www.investopedia.com/terms/a/autoregressive-integrated-moving-

average-arima.asp 

Hayes, A. (2022). Optimal Capital Structure Definition: Meaning, Factors, and 

Limitations. Investopedia. [online]. [Accessed 8.10.2023]. Available: 

https://www.investopedia.com/terms/o/optimal-capital-structure.asp 

Hicks, R. (2021). Instrumental Variables Regression. Econ407 Cross Section 

Econometrics. [online]. [Accessed 30.12.2023]. Available: 

https://econ.pages.code.wm.edu/407/notes/docs/endogeneity.html#instrumental-variables-

regression 

Hill, R., Griffiths, W. & Lim, G. (2012). Principles of econometrics, 4th edition, Hoboken 

NJ, John Wiley & Sons Pte Ltd. 

Huotilainen, H., Lauha, J. & Lumme, H. (2023). The Banking Regulation Review: Finland. 

The Law Reviews. 

Jalilvand, A. & Harris R., S. (1984). Corporate Behaviour in Adjusting to Capital Structure 

and Dividend Targets: An Econometric Study. The Journal of Finance. 39(1), 127–145. 

Jensen, M.C. (1986). Agency costs of free cash flows, corporate finance, and takeovers. 

American Economic Review, 76(3), 323-329. 

Jensen, M.C., and Meckling, W.H. (1976). Theory of the firm: Managerial behavior, 

agency costs, and ownership structure. Journal of Financial Economics, 3(4), 305-360. 

Jung, K. - Kim, Y-C & Stulz, R. M. (1996). Timing, Investment Opportunities, Managerial 

Discretion, and the Security Issue Decision. Journal of Financial Economics, 42, 159-185.  

Kenton, W. (2022). What Is the Pearson Coefficient? Definition, Benefits, and History. 

Fundamental Analysis. Investopedia. [online]. [Accessed 23.11.2023]. Available at: 

https://www.investopedia.com/terms/p/pearsoncoefficient.asp 

Kim, W. S., Sorensen, E, H. (1986). Evidence on the impact of the agency costs of debt in 

corporate debt policy. Journal of Financial and Quantitative Analysis, 21(2), 131-144. 



58 
 

Leary, M.T. & Roberts, M. R. (2005). Do firms rebalance their capital structures? Journal 

of Finance, 60(6), 2575-2619. 

Leuz, C., & Verrecchia, R. E. (2000). The economic consequences of increased disclosure. 

Journal of Accounting Research, 38, 91-124. 

Logavathani, S. & Lingesiya, K. (2018). Capital structure and Financial performance: a 

study on commercial banks in Sri Lanka. Asian Economic and Financial Review, 8(5). 

Lynch, P. (2023). Optimum capital structure. ACCA. Technical articles and topic 

explainers. Financial management. [online]. [Accessed 26.12.2023]. Available at: 

https://www.accaglobal.com/gb/en/student/exam-support-resources/fundamentals-exams-

study-resources/f9/technical-articles/optimum-capital-structure.html 

Mahfuzah, S. & Raj, Y. (2012). Capital structure and firm performance: evidence from 

Malaysian listed companies. Procedia-Social and Behavioural Sciences, 65(3). 

Mali, K. (2023). Analytics Vidhya. Everything you need to know about Linear Regression. 

[online]. [Accessed 14.11.2023]. Available at: 

https://www.analyticsvidhya.com/blog/2023/10/everything-you-need-to-know-about-

linear-regression/ 

McCall, J. (2023). What is trade-off model of capital structure? Capital. [online]. 

[Accessed 24.11.2023]. Available at: https://capital.com/trade-off-model-of-capital-

structure-definition 

Modigliani, F., & Miller, M. H. (1958). The cost of capital, corporation finance and the 

theory of investment. The American Economic Review, 48(3), 261–297. 

Modigliani, F., & Miller, M. H. (1963). Corporate income taxes and the cost of capital: A 

correction. The American Economic Review, 53(3), 433–443. 

Myers, S.C. (1977) Determinants of corporate borrowing, Journal of Financial Economics, 

5(2), 147-175. 

Neugebauer, T., Shachat J., Szymczakc, W. (2023). A test of the Modigliani-Miller 

theorem, dividend policy, and algorithmic arbitrage in experimental asset markets. Journal 

of banking and finance. 154, 1–14. 



59 
 

Nguyen, T. & Nguyen, H. C. (2015). Capital structure and firms’ performance: Evidence 

from Vietnam’s stock exchange. International Journal of Economics and Finance, Vol. 

7(12), 1–10. 

Odhiambo, S. (2021). Key Assumptions of OLS: Econometrics Review. Albert. [online]. 

[Accessed 20.12.2023]. Available at: https://www.albert.io/blog/key-assumptions-of-ols-

econometrics-review/ 

Pinkova, P. (2012). Determinants of capital structure: evidence from the Czech automotive 

Industry. Mendel University Press, 60(7), 217-224. 

Ross, S. (1977). The Determination of Financial Structure: The Incentive Signalling 

Approach. Bell journal of economics, 8(1). 

Scott, J.H. (1976). A Theory of Optimal Capital Structure. The Bell Journal of Economics, 

Vol. 7(1), 33-54. 

Stohs, M.H. & Mauer, D.C. (1996) The Determinants of Corporate Debt Maturity 

Structure, Journal of Business, 69(3), 279-312. 

Tamari, M. (1981). Equity Financing and Gearing in the UK, US, Japan, and Israel. 

Management International Review, 21(3), 80-98. 

Thompson, M. and Zeckhauser, R. (1970). Linear Regression with Non-Normal Error 

Terms. The Review of Economics and Statistics, 52(3), 280-286. 

Titman, S. and Wessels, R. (1988). The Determinants of Capital Structure Choice. The 

Journal of Finance, 43(1), 1-19. 

Tuovila, A. (2023). Capital Structure Definition, Types, Importance, and Examples. 

Investopedia. Corporate Finance. [online]. [Accessed 21.10.2023]. Available at: 

https://www.investopedia.com/terms/c/capitalstructure.asp 

Virolainen, K. (1990). Determinants of Corporate Financial Policy: Theory and Evidence 

on Finnish Data, Finnish Economic Papers, 4(2), 130-141. 

Wooldridge, J. M. (2013) Introductory Econometrics: A Modern Approach. 5th edition. 

Mason: Nelson Education Ltd. 



60 
 

Zwiebel, J. (1996). Dynamic Structure under Managerial Entrenchment. The American 

Economic Review. 86(5), 1197-1215.  

 

 

 

 
 
 
 
 
 
 
 
 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



61 
 

Appendices 

 
Appendix 1: The normal distribution of variables. 

 
 

Appendix 2: The normal distribution of residuals. 
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Appendix 3: Scatterplot of residuals and x variable. 
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Appendix 4: Enterprise value regressions 
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Appendix 5: Profitability regressions 2017  
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