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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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Taman kandidaatintutkielman tavoitteena on tutkia yrityksen padomarakenteen,
yritysarvon ja kannattavuuden valisid yhteyksié. Tavoitteena on selvittéd, vaikuttaako
padomarakenne yrityksen vaikuttaa yritysarvoon ja kannattavuuteen. Tutkimusaineisto
koostui 90 suomalaisen porssiyhtion tilinpaatds luvuista vuosilta 2017-2022.
Tutkimusmenetelmanéa kaytettiin lineaarista regressiota.

Tutkimuksessa esitellaan viisi eri pddomateoriaa, joiden avulla pyritaan selittdmaén saatuja
tuloksia. Esiteltavét teoriat ovat Modigliani ja Miller pAdomarakennepropositiot, trade-off-
teoria, agenttiteoria, pecking order-teoria ja signalointiteoria. Tavoitteena on tehda tulkinta,
mika pddomateoria selittdd parhaiten saatuja tutkimustuloksia.

Saadut tutkimustulokset nayttavat negatiivista suhdetta kaikkien pddomarakenteen
muuttujien ja kannattavuutta kuvaavien tunnuslukujen vélill4. Téastd voidaan paatellg, etta
velan mééaréan kasvaessa yrityksen kannattavuus heikkenee. Ndmé tutkimustulokset tukevat
pecking order teoriaa. Yritysarvoa tutkittaessa huomattiin positiivinen yhteys yritysarvon
muutoksen ja velan maaran kanssa, joka paésaéantoisesti tukee trade-off-teoriaa.
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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.



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



be interesting to see what the empirical evidence will be from Finnish listed companies and

the research question is as follows:

o “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:

o “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.



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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Information through
actions

Tradeoff Theory
Balancing risk and return.

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 1) (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 Il. 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 Il 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)

A
Maximum firm value

Cost of financial
distress

Interest tax

shield
____________________________________________________________ o
W Business risk
= i
S |
g Risk free rate
[ |
Y v .
Level of gearing (debt) Optimal debt Unleveraged
level firm value

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 Vtis 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).

VE =VY + PV (Interest Tax Shield) — PV (Cost of Financial Distress)

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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NET PROFIT
AVERAGE EQUITY

ROE =

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.

NET PROFIT
AVERAGE TOTAL ASSETS

ROA =

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.

CURRENT VALUE OF INVESTMENT — COST OF INVESTMENT
COST OF INVESTMENT

ROl =

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.

EV = MARKET CAP + TOTAL DEBT — CASH AND CASH EQUIVALENT

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.

TOTAL DEBT
TDTA =
TOTAL ASSETS
STDTA — bHORT—TEI_{M DEBT
TOTAL ASSETS
ITDTA — LONG —TERM DEBT

TOTAL ASSETS



30

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.

LN (M —Cap) = In(MARKET CAPITALIZATION)

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’. BO 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.

Y = B0 + Blx + ¢

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.

Variable: Average Median ST.DEV Min Max N
Enterprise value | 7649,9101 454,3424 33067,1854 10,5584 235562,8000 950
ROE % 0,0287 0,1104 0,7610 -6,2586 2,0971 90

ROI % 0,0721 0,0897 0,1964  -1,1359 0,4556 90

ROA % 0,0273 0,0443 0,1085 -0,4963 02324 90
Debt/BStotal | 0,2778 0,2799 0,1621 0,0025 09124 90
LT debt/BStotal | 0,2024  0,1792 0,1306 0,0000 0,5580 90
ST debt /BS total | 0,0774 0,0606 0,0847 0,0000 0,5604 90
In(Market cap) | 15,9168 5,7283 2,2644 1,5038 12,1261 90

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.

EV(Mil)  ROE-% ROA % ROI-%  STdebt/BStotal LT debt/BS total _total debt / BS total LN M-CAP.
EV (Mil.) 1

ROE-% | 0,00181  1,00000

ROA% | 007465 040596  1,00000

ROI-% | -0,01698  0,69645  0,88016  1,00000

ST debt/ BS total | -0,07040 -0,02410 -0,54190 -0,39813 1,00000
LT debt/ BS total | 0,15049 -0,11432 -0,18781 -0,09955 0,22676 1,00000
total debt / BS total | 0,08009 -0,07538 -0,41176 -0,27316 0,66832 0,87604 1,00000

LN M-CAP| 0,51793 0,28312 0,26860 0,31665 -0,17441 0,02241 -0,06924 1
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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. ROl 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

| EV 2017 Variable Coefficient P-value |
R squared 0,0905450 TDTA 1,164837723  0,00*
Significance F 0,02* STDTA -0,397208686 0,69
Breusch-Pagan LM-value 8,14504 (0,02}

Durbin-Watson D-value 2,15816

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

| EV 2019 Variable Coefficient P-value
R squared 0,0893943 TDTA 0,643203145  0,00*
Significance F 0,02* S5TDTA -0,951383329 0,07

Breusch-Pagan LM-value 8,04554 (0,02)
Durbin-Watson D-value 1,8986350

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 20109.

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

| EV 2022 Variable Coefficient P-value
R squared 0,1022527 TDTA 0,595775216  0,01%
Significance F 0,01* STDTA -1,5026393332 0,00*

Breusch-Pagan LM-value 95,20274 (0,01)
Durbin-Watson D-value 1,6126914

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.

EV 2018 Variable Coefficient P-value
R squared 0,0242095 TDTA 0,196822137 0,47
Significance F 0,36 STDTA -0,875919667 0,16

Breusch-Pagan LM-value 2,17885(0,33)
Durbin-Watson D-value 2,2057130

EV 2020 Variable Coefficient P-value
R squared 0,0109096 TDTA -0,05652204 0,83
Significance F 0,63 STDTA -0,43632022 0,48

Breusch-Pagan LM-value 0,98186 (0,61)
Durbin-Watson D-value 1,9255881

| EV 2021 Variable Coefficient P-value
R squared 0,0520228 TDTA -0,285161365 0,31
Significance F 0,11 5TDTA 1,16040858  0,04*

Breusch-Pagan LM-value 4,68205 (0,10}
Durbin-Watson D-value 2,1601365

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
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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.

| ROE % 2017 Variable Coefficient P-value
R squared 0,0870672 TDTA  -1,175815 0,08
Significance F 0,06 STDTA  2,288728 0,13

Breusch-Pagan LM-value 7,836043 (0,048) LN M-cap 0,069594 0,08
Durbin-Watson D-value 2,1756874

ROA % 2017 Variable Coefficient P-value
R squared 0,1517278 TDTA  -0,196705 0,01*
Significance F 0,00* STDTA  0,064447 0,70

Breusch-Pagan LM-value 13,6555(0,01) LN M-cap 0,008913 0,05*
Durbin-Watson D-value 2,0319986

ROI % 2017 Variable Coefficient P-value
R squared 0,1498499 TDTA  -0,330037 0,00*
Significance F 0,00* STDTA  0,093655 0,72

Breusch-Pagan LM-value 13,486489 (0,04) LN M-cap 0,011358 0,11
Durbin-Watson D-value 2,0910278

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 ROl 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.

| ROE % 2018 Variable Coefficient P—value|
R squared 0,102090075 TDTA -0,065607695 0,65
Significance F 0,03* STDTA  -0,340172158 0,20

Breusch-Pagan LM-value 9,188106 (0,03) LN M-cap 0,017327707 0,04%
Durbin-Watson D-value 2,2403690

ROA % 2018 Variable Coefficient P-value
R squared 0,118675164 TDTA -0,080906589 0,31
Significance F 0,01* STDTA  -0,169076336 0,31

Breusch-Pagan LM-value 10,68076 (0,02) LN M-cap 0,00950526  0,04%
Durbin-Watson D-value 2,13264

ROI % 2018 Variable Coefficient P-value
R squared 0,087105215 TDTA -0,109291238 0,34
Significance F 0,06 STDTA  -0,281967163 0,24

Breusch-Pagan LM-value 7,8394 (0,05) LM M-cap 0,008331678 0,22
Durbin-Watson D-value  2,161430973

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.

| ROE % 2019 Variable Coefficient P-value
R squared 0,13389 TDTA  -1,157734841 0,01*
Significance F 0,01* STDTA  0,35%9007293 0,70

Breusch-Pagan LM-value 12,0496 (0,01} LN M-cap 0,049064563 0,09
Durbin-Watson D-value 2,1237453

ROA % 2019 Variable Coefficient P-value
R squared 0,1834374 TDTA -0,051856426 0,35
Significance F 0,00* STDTA  -0,0116433534 0,91

Breusch-Pagan LM-value 16,68536(0,01) LN M-cap 0,011847501  0,00*
Durbin-Watson D-value 2,11860

ROI % 2019 Variable Coefficient P-value
R squared 0,0592663 TDTA 0,038698813 0,76
Significance F 0,17 STDTA  -0,109509923 0,65

Breusch-Pagan LM-value 5,333568 (0,14) LN M-cap 0,014745242  0,05*
Durbin-Watson D-value 2,0561334

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.

| ROE % 2020 Variable Coefficient P-value |
R squared 0,153080843 TDTA  -0,883962345 0,00°
Significance F 0,00 STDTA  0,865130936 0,17

Breusch-Pagan LM-value 14,22728(0,003) LN M-cap 0,032661089 0,08
Durbin-Watson D-value 1,8064558

ROA % 2020 Variable Coefficient P-value
R squared 0,111175833 TDTA -0,062311544 0,35
Significance F 0,02% STDTA  0,000422769 0,97
Breusch-Pagan LM-value 10,00582 (0,02} LN M-cap 0,011481516 0,01*
Durbin-Watson D-value 1,73909
ROI % 2020 Variable Coefficient P-value
R squared 0,068493533 TDTA -0,067919183 0,56
Significance F 0,12 STDTA -0,2260766 0,39

Breusch-Pagan LM-value 6,16442(0,10) LN M-cap 0,011275167 0,15
Durbin-Watson D-value 1,983312035

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.

| ROE % 2021 Variable Coefficient P-value
R squared 0,123982432 TDTA 0,21093355 0,29
Significance F 0,01* STDTA -0,71618015 0,10

Breusch-Pagan LM-value 11,1584 (0,01} LN M-cap 0,03160558  0,01*
Durbin-watson D-value 2,3204503

ROA % 2021 Variable Coefficient P-value
R squared 0,231438558 TDTA -0,14517235 0,04*
Significance F 0,00* STDTA -0,10078508 0,41
Breusch-Pagan LM-value 20,8294 (0,0001}) LN M-cap 0,01433370 0,00%

Durbin-Watson D-value 2,16220

| ROI % 2021 Variable Coefficient P-value
R squared 0,222510927 TDTA -0,11268735 0,02*
Significance F 0,00% STDTA -0,28819674 0,21

Breusch-Pagan LM-value 20,0259 (0,00} LN M-cap 0,023%4082  0,00*
Durbin-Watson D-value 2,409414834

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.

| ROE % 2022 Variable Coefficient P-value |
R squared 0,140344437 TDTA -0,419116519 0,46
Significance F 0,01* STDTA  -2,988459351 0,01%

Breusch-Pagan LM-value 12,63099 (0,01) LN M-cap 0,057952956 0,1
Durbin-Watson D-value 2,3712764

ROA % 2022 Variable Coefficient P-value
R squared 0,154704276 TDTA -0,025646929 0,72
Significance F 0,00* STDTA  -0,117662304 0,44

Breusch-Pagan LM-value 13,9234 (0,01) LN M-cap 0,013718875 0,00°
Durbin-Watson D-value 2,37128

ROI % 2022 Variable Coefficient P-value
R squared 0,154978415 TDTA -0,020225414 0,99
Significance F 0,00* STDTA  -0,430559857 0,04%

Breusch-Pagan LM-value 13,94305(0,00) LN M-cap 0,025200901 0,01
Durbin-Watson D-value  2,360463458

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
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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:

Y = B0+ Blx + B2x* +~¢

The above formula has Y as dependent variable and X as independent variable. BO, 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.
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Appendices

Appendix 1: The normal distribution of variables.
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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

|E‘U‘ 2017 Variable Coefficient t Stat P-value
R multiple 0,3009069 Intercept -0,013428 -0,12052 0,90
R squared 0,0905450 TDTA 1,1648377 2,688577 0,00%
Significance F 0,02* STDTA -0,397209 -0,3989 0,69
F value 4,0819435

Breusch-Pagan LM-value 8,14904 (0,02)

Durbin-Watson D-value 2,15816

EV 2018 Variable Coefficient t Stat P-value
R multiple 0,1555941  Intercept -0,104941 -1,44184 0,15
R squared 0,0242095 TDTA 0,1968221 0,724782 0,47
Significance F 0,36 STDTA -0,87592 -1,42539 0,16
F value 1,0172167

Breusch-Pagan LM-value 2,17885 (0,33)

Durbin-Watson D-value 2,2057190

EV 2019 Variable Coefficient t Stat P-value
R multiple 0,2989898 Intercept 0,18973064 2,84243 0,005648
R squared 0,0893949 TDTA 0,6432031 2,775339 0,006829
Significance F 0,02* STDTA -0,951383 -1,81095 0,073812
F value 4,0250046

Breusch-Pagan LM-value 8,04554 (0,02)

Durbin-Watson D-value 1,8986350

EV 2020 Variable Coefficient t Stat P-value
R multiple 0,1044490 Intercept 0,1839012 2,381815 0,01%
R squared 0,0109096 TDTA -0,056522 -0,21021 0,83
Significance F 0,63 STDTA -0,43632 -0,70149 0,48
F value 0,4522266

Breusch-Pagan LM-value 0,98186 (0,61)

Durbin-Watson D-value 1,9255881

EV 2021 Variable Coefficient t Stat P-value
R multiple 0,2280852 Intercept 0,1501889 2,201104 0,03*
R squared 0,0520228 TDTA -0,285161 -1,02578 0,31
Significance F 0,11 STDTA 1,1604086 2,066781 0,04*
F value 2,2499872

Breusch-Pagan LM-value 4,68205 (0,10)

Durbin-Watson D-value 2,1601365

EV 2022 Variable Coefficient t Stat P-value
R multiple 0,3197697 Intercept -0,305414 -5,03203 0,00*
R squared 0,1022527 TDTA 0,5957752 2,409334 0,01*
Significance F 0,01* STDTA -1,502639 -3,00878 0,00*
F value 4,6698652

Breusch-Pagan LM-value 9,20274 (0,01)

Durbin-Watson D-value 1,6126914
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Appendix 5: Profitability regressions 2017
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| ROE % 2017 Variable Coefficient t Stat P-value
R multiple 0,2950714 Intercept  -0,245866 -0,795673 0,43
R squared 0,0870672 TDTA -1,175815 -1,768042 0,08
Significance F 0,06 STDTA 2,288728 1,540658 0,13
F value 2,5432218 LN M-cap  0,069594 1,745531 0,08
Breusch-Pagan LM-value 7,836043 (0,048)
Durbin-Watson D-value 2,1756874
ROA % 2017 Variable Coefficient t Stat P-value
R multiple 0,3895226 Intercept 0,040286 1,135660 0,26
R squared 0,1517278 TDTA -0,196705 -2,605305 0,01*
Significance F 0,00% STDTA 0,064447 0,382124 0,70
Fvalue 4,7697851 LN M-cap  0,008913 1,963062 0,05*
Breusch-Pagan LM-value 13,6555 (0,01)
Durbin-Watson D-value 2,0319986
ROI % 2017 Variable Coefficient t Stat P-value
R multiple 0,3871045 Intercept  0,128875 2,333788 0,02*
R squared 0,1498499 TDTA -0,330037 -2,808045 0,00*
Significance F 0,00* STDTA 0,093655 0,356724 0,72
F value 4,7003427 LN M-cap  0,011358 1,611509 0,11
Breusch-Pagan LM-value 13,486489 (0,04)
Durbin-Watson D-value 2,0910278
Appendix 6: Profitability regressions 2018
| ROE % 2018 Variable Coefficient tStat P-value
R multiple 0,319515375 Intercept 0,037642059 0,56982722 0,57
R squared 0,102090075 TDTA  -0,065607695 -0,450865426 0,65
Significance F 0,03* STDTA -0,340172158 -1,124711344 0,26
Fvalue 3,03133 LN M-cap 0,017327707 2,005760913 0,04*
Breusch-Pagan LM-value 3,188106 (0,03)
Durbin-Watson D-value 2,2403690
ROA % 2018 Variable Coefficient t Stat P-value
R multiple 0,344492618 Intercept 0,029353224 0,824043045 0,41
R squared 0,118675164 TDTA  -0,080506589 -1,013838392 0,31
Significance F 0,01* STDTA -0,169076356 -1,019328166 0,31
Fvalue 3,590811131 LN M-cap 0,00950526  2,006277116 0,04*
Breusch-Pagan LM-value 10,68076 (0,02)
Durbin-Watson D-value 2,18264
ROI % 2018 Variable Coefficient t Stat P-value
R multiple 0,295135927 Intercept 0,107570951 2,082893761 0,04*
R squared 0,087105215 TDTA -0,109291238 -0,960690833 0,34
Significance F 0,06 STDTA -0,281967163 -1,192458121 0,24
Fvalue 2,544439714 LN M-cap 0,008331678 1,233595637 0,22

Breusch-Pagan LM-value
Durbin-Watson D-value

7,8394 (0,05)
2,161430973



Appendix 7: Profitability regressions 2019
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| ROE % 2019 Variable Coefficient tStat P-value
R multiple 0,36590 Intercept -0,033616968 -0,147387044 0,88
R squared 0,13389 TDTA  -1,157734841 -2,421130618 0,01*
Significance F 0,01* STDTA  0,359067299 0,382746478 0,70
Fvalue 4,12217 LN M-cap 0,049064563 1,700776174 0,09
Breusch-Pagan LM-value 12,0496 (0,01)
Durbin-Watson D-value 2,1237453
ROA % 2019 Variable Coefficient t Stat P-value
R multiple 0,4306244  Intercept -0,013939032 -0,529152731 0,60
R squared 0,1854374 TDTA  -0,051856426 -0,938986552 0,35
Significance F 0,00* STDTA -0,011643354 -0,107463536 0,91
Fvalue 6,0707384 LN M-cap 0,011847501  3,55593363 0,00*
Breusch-Pagan LM-value 16,68936 (0,01)
Durbin-Watson D-value 2,11360
ROI % 2019 Variable Coefficient t Stat P-value
R multiple 0,2434467  Intercept 0,017309956 0,293121545 0,77
R squared 0,0592663 TDTA  0,038698813 0,312577965 0,76
Significance F 0,17 STDTA  -0,109509923 -0,45085866 0,65
Fvalue 1,6800026 LN M-cap 0,014745242 1,974161742 0,05*
Breusch-Pagan LM-value 5,333968 (0,14)
Durbin-Watson D-value 2,0561884
Appendix 8: Profitability regressions 2020
| ROE % 2020 Variable Coefficient tStat P-value
R multiple 0,397593817 Intercept 0,02080938 0,134338953 0,89
R squared 0,158080843 TDTA  -0,883962349 -3,177623756 0,00*
Significance F 0,00* STDTA  0,865130996 1,395343356 0,17
Fvalue 5,006999916 LN M-cap 0,032661085 1,762501301 0,08
Breusch-Pagan LM-value 14,22728 (0,003)
Durbin-Watson D-value 1,8064558
ROA % 2020 Variable Coefficient t Stat P-value
R multiple 0,333430402 Intercept -0,018364323 -0,493995664 0,62
R squared 0,111175833 TDTA  -0,062311544 -0,933345859 0,35
Significance F 0,02* STDTA  0,006422769 0,043164519 0,97
Fvalue 3,335517856 LN M-cap 0,011481916 2,582361668 0,01*
Breusch-Pagan LM-value 10,00582 (0,02)
Durbin-Watson D-value 1,73909
ROI % 2020 Variable Coefficient t Stat P-value
R multiple 0,261712691 Intercept 0,058542973 0,898802034 0,37
R squared 0,068493533 TDTA  -0,067919183 -0,580640877 0,56
Significance F 0,12 STDTA -0,2260766  -0,867164075 0,39
Fvalue 1,960796057 LN M-cap 0,011275167 1,447327347 0,15

Breusch-Pagan LM-value 6,16442 (0,10)

Durbin-Watson D-value

1,983312035



Appendix 9: Profitability regressions 2021

| ROE % 2021 Variable “oefficieni tStat P-value
R multiple 0,352111392 Intercept -0,08268 -0,83522 0,41
R squared 0,123982432 TDTA 0,210934 1,0675 0,29
Significance F 0,01% STDTA  -0,71618 -1,66081 0,10
F value 3,774123167 LN M-cap 0,031606 2,585417 0,01*

Breusch-Pagan LM-value 11,1584 (0,01)
Durbin-Watson D-value  2,3204503

ROA % 2021 Variable Zoefficien! tStat P-value
R multiple 0,481080615 Intercept -0,01834 -0,6733 0,50
R squared 0,231438558 TDTA -0,14517 -0,61173 0,04*

Significance F 0,00% STDTA  -0,10079 -0,82987 0,41
F value 8,030190625 LN M-cap 0,014534 4221418 0,00*

Breusch-Pagan LM-value 10,8294 (0,0001)
Durbin-Watson D-value 2,16220

| ROI % 2021 Variable Zoefficient tStat P-value
R multiple 0471710639 Intercept 0,012772 0,241524 0,81
R squared 0,222510927 TDTA  -0,11269 -1,06765 0,02*
Significance F 0,00* STDTA  -0,2882 -1,25118 0,21
F value 7,631778938 LN M-cap 0,023941 3,666376 0,00

Breusch-Pagan LM-value 20,0259 (0,00)
Durbin-Watson D-value 2,409414334

Appendix 10: Profitability regressions 2022

| ROE % 2022 Variable Coefficient  tStat P-value
R multiple 0,374625725 Intercept -0,2338238 -0,83122 0,41
R squared 0,140344437 TDTA  -0,419116519 0,735913 0,46
Significance F 0,01* STDTA  -2,988459351 -2,48101 0,01%
Fvalue 4,353509099 LN M-cap 0,057952956 1,630439 0,1

Breusch-Pagan LM-value 12,63099 (0,01)
Durbin-Watson D-value 2,3712764

ROA % 2022 Variable Coefficient t Stat P-value
R multiple 0,393324645 Intercept -0,032383347 -0,91629 0,36
R squared 0,154704276  TDTA  -0,025646929 -0,35344 0,72
Significance F 0,00* STDTA  -0,117662304 -0,7775 0,44
Fvalue 4,880473207 LN M-cap 0,013718875 3,072076 0,00*

Breusch-Pagan LM-value 13,5234 (0,01)
Durbin-Watson D-value 2,37128

ROI % 2022 Variable Coefficient t Stat P-value
R multiple 0,39367298 Intercept -0,0402352054 -0,55762 0,58
R squared 0,154973415 TDTA -0,020225414 0,013825 0,99
Significance F 0,00* STDTA  -0,430559857 -1,39156 0,04*
Fvalue 4,890712623 LN M-cap 0,025200901 2,760153 0,01*

Breusch-Pagan LM-value 13,54805 (0,00)
Durbin-Watson D-value  2,360463458



