Pacific Business Review International
Volume 10 Issue 8, February 2018

Association between Capital Structure & Profitability: A Study of Real

Estate Companies in India

Dr. P .Hanumantha Rao
Associate Professor,

NICMAR - Hyderabad

www.pbr.co.in

Abstract

Copitol otruéture decicion ic on importont decicion in the domain of
finoné¢e momoger ooit icouppoaed to affect the profitobility of bucineso
undertoking. A wrong decicion in thicregordowill not only affeét the
obility of the bucineassto eorn profit, but alco the ability of the bucineso
to poay lender on time. Real ectote of the ¢ountry ic in the midot of
number of poli¢iec ¢hangeo like demonetization, pacouge of RERA
Aét, implementotion of GST ond approval of the re¢ommendotion of
7th pay ¢ommicoion. Each of thece poli¢ies hoo cignificont influence
on the performonce of real ectote cComponies in Indio.  The orticle
attempto to ctudy how debt equity mix offect the profitability of real
ectote compomiesin India by toking into aé¢ount 8 comple componiec
for five finon¢ial yeorc from 2011-12 to 2015-16. Profitability ic
meaoured by return on ¢apitol employed, return on equity ond net profit
morgin rotioc whereao ¢apitol ic meaoured by debt equity and debt to
total fund rotio.

Keywords: Profitobility, Capital otructure, return on Capitol employed,
return on equity, leveroge et¢.

Introduction

The Indion eConomy ic ¢urrently going through o phoce whi¢h ¢on be
termed oo the "produétive growth phoce" ¢haraéterized ac o period of
¢ontinuing growth while maintoining the mocroe¢onomi¢ ctobility.
Thic ceto the ctoge for o cuctained growth ¢ycle in the time to ¢ome.
The real GDP growth icexpeéted to rice to 7.9 per éent by Deéember,
2017. Thiowill be driven by favorable external demond, improving
¢orporate balonce cheetsond private Copex recovery. According to the
receorch report of Morgon Stonley, growth iclikely to remain higher,
occelerating by almoct 1 per ¢ent point over the next three quarterc
The implementation of GST ic expeéted to lead to effiéienéy goinc
through better allo¢oation of faé¢torcof production. The atock morket ic
aloo expected to trend upwordc oo ic already evident from the cenaoex
movement.

Miniatry of Finonée ectimatecthe growth rate of the inductrial ceétor to
be moderoate to 5.2 per ¢ent in 2016-17 ac ¢ompared to 7.4 per ¢ent in
the previous ficCal yeor. The government's effortc to booct
infractru¢ture ond urbon development, cu¢h ac the oddition of 25
million homeg, 40 million dwelling unitoond 98 amart ¢itieoby 2022,
hacfurther enhonéed the growth progpectoofthe real ectate ond related
cerviceoaedtor.
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Real ectate Componiechave a very cignifi¢ont role to play in
the midot of the opportunitiec availoble to the aector. The
real ectate aector icone of the moct reCognized cectorcacross
world. Thicicthe ce¢ond lorgect employer after ogri¢ulture
ond icexpected to grow ot 30 per ¢ent over the next 10 to 15
yearc. It ¢onaictc of four cub cectorc - houaing, retail,
hoopitality, ond commercial. The growth of the ¢orporate
environment ond the demond for office opace ac well oo
urbon ond cemi-urbon a¢¢ommodations provides booat to
real ectate cector. The Conctruction inductry Currently ronko
third among the 14 mojor ceétorcin termoof direct, indirect
ond induced effec¢toon all the cectors of the eConomy. It ic
expected thot Indion real ectate market will tou¢h US$ 180
billion by 2020. The houcing ceétor alone ¢ontributec5-6 per
éent to the GDP of the ¢ountry. The Indion real ectate ceétor
hao regictered high growth in reéent yeorc with the ever
inéreacing rice in the emand for offic¢e aowell acrecidentiol
opocea.

Profitobility of the firm ic on importont key cu¢ceco factor.
When the growth potentiolc are high, it ic obviouothot real
ectote componiec will have opportunities to eorn higher
profitcond grow lorge. But profitability of firm ic affeéted
by number of foétors. One of thoce importont fa¢torcicthe
¢apitol otructure of the firm, i.e. how the long term Copital
requirementc of the firm ic finonced. To meet long term
¢opital requirement, firmo rely on either owner’c
¢ontribution or lender’c money. Owner’c ¢ontribution ic
¢apitol owned Copital ond lender’céontribution icéalled debt
¢apitol. Debt ¢opital bringo o fixed obligation to the firm in
the form of payment of interect ond repayment of Copital. It
in¢reacecthe finoncial rick of the bucsinecs.  Owned Copital
doec not have ony ou¢h rick oo it doec not have fixed
obligation to poy dividend. But the odvontoge with debt
Capital icthot it will help firmoto eorn more profit by ucing
lender’omoney whi¢h ic¢omporatively ¢heaper. The otudy
oimoto find out the acooc¢iation between Copital ctructure ond
profitability of real ectote componiecoperating in Indio.

Literature Review

Lalith, P.S (1999), who invedtigated the capital otruéture of
Srilonkon ¢componieg, found thot the uce of long-term debt ic
relatively low in Srilonkon ¢omponiec. The average leveroge
in Sri Lonka icectimated oo 13.5%, long term debt to equity
ratio i624% while the totol debt to equity rotio ic 104.1%.
Thicevidence cuggeated thot the uce of debt finoncing in Sri
Lonkaicaignifi¢ontly low in éomparicon to G7 marketo.

Copital otru¢ture meoncthe compoaition of debt ond equity
which ic required to finonée aooeto of a firm. The Copital
atructure decicion iovery importont for a firm ooit icrelated
to the ability of the firm to meet the expectotions of ito
varioucctokeholders. The monogement of o compony chould
alwayo try to develop o Copital otructure thot would 1
beneficial to the equity chareholdercin parti¢ulor ond to the
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other groupc cu¢h oo employeeq, cuctomerg, ¢reditorc ond
oociety in general (Pondey, 2009)

The worko ¢arried out by different recearcherc like Singh
ond Homid (1992), Agarwal (1999), Majumdor (1996) ond
Kokoni (1999) ¢ome out with the findingo whi¢h ore juct
oppoadite to the findingo of the firmo in the developed
¢ountriec. Theoe ctudieson Indion firmoobaoerved thot firmo
depend more heavily on the external couréesin Indiothon on
the internol couréeo. They are highly indebted becouce the
¢apitol morket in Indio. woo not mature. So firmo find it
difficult to roice the fundofrom the apitol market by icouing
the equitiec. Therefore the 6ebt equity ratio icvery high.

The otudy mode by Singh ond Homid (1992) reported
comewhot unexpected recults. Their findingoouggeated thot
the componiesin developing ¢ountriea, in generoal, rely very
heavily on external fundc and on new icouec of charec to
finonée their growth of net ooetc. These recultc ore
aurpricing oo they ore quite oppocite to what moct
economictc would occept. Hence, the theoriec of Copital
atructure chould be teated before we ofcept it in the Context
of developing ¢ountriec like Indio. Similorly, Singh (1995)
tried to compore oyctematicolly the pottern ond otruéture of
¢orporate finonce found in developing countrieswith thot of
the advancéed eConomiea. He found that componiesin omall
developed ¢ountriec are unlikely to have acceaoto the debt
market either. He oloo obaerved that the degree of external
finonéing oo well oo equity finonéing for the componies in
top developing countriecare very high.

It icargued by moct thot the oto¢k market in well developed
may be oble to offer finoncial cervi¢eo of a different kind
thon given by the banking oyctem ond may therefore provide
a different kind of impetucto invectment ond growth, again
¢ompored to what provided by the development of the
bonking oyatemo. Agorwal (1996) obaerved that the otock
moarket hoo ¢ome to play on importont role in providing on
alternative cource of long-term finoncée to finonéiolly otrong
ond better monoged componies ot o cheaper price oand to
diveraify rick.

Myerc(1984) cegregated the contemporory viewson Copital
otruéture into two theoreti¢ol ports, nomely, Stoti¢ Trade-off
fromework ond Pecking Order fromework. Under Stotié
Trode-off theory, o firm ceto up a torget-debt rotio on the
bacicof the trade-off between interect tox chield and ¢oct of
finonciol dictreco. Thic theory aloo ¢onaiders the ogency
¢onfli¢te. The Agency theory atatesthat debt helpoin colving
problemodue to the firm'cexéeoo Cach flow. In the Pec¢king
order theory, a firm’c preference ic alwayo for internol to
externol finonéing ond debt to equity, if it icoues cecuritiea,
There ic no torgeted debt-ratio in the pure pecking order.
Myerc ond Majluf (1984) pointed out that o firm will be
reluétont to new equity ioouec mainly due to aoymmetrié
information between the monogement ond the ctockholdera.
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Horricond Raojiv (1991) argued thot leveroge increacec with
fixed acets, non-debt tox chield, investment opportunities
ond firm oize, ond decreaces with volatility, adverticing
expenditure, profitobility ond uniquenecs of the product.
Kokoni (1999) pointed out thot profitobility ond Copital
intencity ore negotively acooCioted with leveroge, but
obaerved no aignificonce of firmo diveraificotion ctrategy
ond cize in de¢iding the leverage level of the firm.

Tiwori, A. K., & Krichnonkutty, R. (2014) obcerved thot
there ic a negative ond otatictiCally cignifi¢ont relationchip
between non-debt tax chieldcond cize ond debt ond there ica
poaitive ond ctatictiColly cignifi¢ont relationchip between
growth and ratio of fixed aooetsto total acceto

Allen, D. E., Nilopornkul, N., & Powell, R. J. (2013)
obcerved that for Thai banks, nonperforming loonc ond rick
weighted acoetoare key factor on book leverage; while GDP
growth iconly amojor foctor for market leverage.

Objective
The study has following objectives:

* To find out the aooociation that exiotc between Capitol
atruéture ond profitobility.

+ To find out on optimal capital for beot finonéiol
performance

*  Toidentify waycto inéreace profitability by adopting o
better otrategi¢ Capital otruéture framework

Research Methodology

Sample: The precent otudy ic decCriptive ond omalytic¢al in
noture. The comple ¢onaicto of eight real ectate cComponiec
booed on morket Capitalization. The comple cComponiec are
DLF, Delta Corporation, Obroi Reolty, Godrej Property,
Prectige Ectote, Indiobulle Real, Phoenix Millg, ond PNC
Infrate¢h

Key Variable: Profitobility iomeacured by three importont
ratiog, nomely net profit rotio, return on Capitol employed
ond return on equity. Debt to Equity ratio ond debit to totol
fund ratio ore uced aomeooure of Copital otructure.

Time Period: The period of ctudy icfrom 2011-12 to 2015-
16.

Source of Data: The doto.on key vorioblesic¢ompiled from
the onnuol reportcofthe regpective bonka.

Hypotheses of The Study

HO1: There ic no cignifi¢ont acooéiotion between debt to
equity ond net profitrotio

HO02: There ic no cignifi¢ont acoociation between debt to
equity ond return on Copital employed ratio.

HO03: There ic no cignificont acocodiation between debt to
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equity ond return on equity rotio.

HO4: There ic no cignifi¢ont acooéiotion between debt to
totol fund ond net profit ratio

HO5: There io no cignifi¢ont acooéiation between debt to
total fund ond return on Capitol employed rotio.

HO06: There ic no cignifi¢ont acooéiation between debt to
total fund ond return on equity rotio.

Statistical Tools: The quontitotive onalyoic in¢ludes both
decCriptive ond inferentiol otatictico. DedcCriptive ototictiéo
ore to deccribe ond cummarize the behavior of the variable in
the otudy. Inferentiol ctaticti¢oore uced to generalize recultc
baced on the cumple. In order to tect recearéh hypotheaia,
¢orrection onalycicicapplied. The averoge of five yearodota
ic ¢onaidered for the purpoce of Correctional onalyaic. It ic
opplied to identify the otrength of ocooliotion between
¢apital otruéture ond profitobility rotioc ond identify where
the aooodiotion icaignificance or not. If profitobility ictoken
ac o dependent varioble ond Capitol otruéture acindependent
varioble, then the equation icacbelow:

P<A(CS)
Where,

P < Profitobility meacured by net profit ratio, return on
copital employed ond return on equity

CS < Capital Struéture meacured by Debt to Equity ratio ond
debit to total fund ratio.

Limitations of the study: The following are come of the
limitationcof the ctudy:

e The otudy tokes into account only 8 top reol ectote
¢omponiec.

*  The onalycicofrecultsicbaced on the dataof 5 finonéial
yearconly.

*  Only few finon¢ial ratiocore conaidered.

Recearch Impli¢ationa:  Profit ionec¢ecoory not only for the
growth of the businesobut aloo for itcourvivel. There are o
number of faétorclike obility to uce fixed acetoto optimum
extent, effi¢iency of monogement teom, eConomi¢ growth,
market demond, debt-equity mix eté. whi¢h influencec the
ability of the firmo to earn profit. Thic poper ottempto to
exomine one ouch foctor nomely debt-equity mix ond
exominec how it ic likely offect the earning Capacity of the
bucinessofreal ectote Compomiesin Indio.

Data Analysis and Discussion

The data on five key varioblecunder ¢onaideration for the
purpoce of ctudy ic¢ollected for the lact five financial yeorc
from 2011-12 to 2015-16 ond average voluec ore precented
acbelow:
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Table 1
Average of five years (2011-12-2015-16)
Sample Companies De'?t Debt to .

Equity total Fund | RoCE NP Ratio RoE

Ratio ratio
DLF 0.65 0.36 3.14 29.23 4.93
Delta Corporation 0.06 0.05 3.46 16.04 3.73
Obroi Realty 0.02 0.02 11.42 50.29 11.65
Godrej Property 0.10 0.08 5.99 7.34 7.06
Prestige Estate 0.63 0.11 8.33 16.71 9.39
Indiabulls Real 0.28 0.17 1.54 59.09 1.75
Phoenix Mills 0.23 0.19 5.18 43.28 6.39
PNC Infratech 0.35 0.21 10.93 7.26 13.98

From the above toble, it ¢on be ceen that average debit equity
ratio ichighect in ¢oce of DLF. The compony borrows0.65
timecof owner'smoney whereacthe leact debt equity rotio ic
found in ¢aoe of Obroi Reoalty. It borrowsonly 2% of owned
¢apitol. Similorly, when it ¢omeo to uce of higheat debt
¢apitol in relotion to total fund invected in the bucineas it ic
the DLF which ic chead of other comple ¢ompomnies.  So,
DLF mokeo moximum uce of borrowed money omong the
ocomple componies. Now, when it comecto eorningc of the
¢omponieq, return on Copital employed, net profit morginc

debt Copitol. But return on equity ic ce¢ond higheat for
Obroi Realty only after PNC Infrate¢h. RoCE ond ROE are
on lower aide for DLF. Net profit morginc ore good for the
¢ompony. Acloon ¢opital iccheoper for the firmg, they help
to earn higher return for equity choreholders. But it ic
obcerved thot firm with higher ucoge of loon Capital hoo
generoted lower return for equity chareholderc whereoo
firmowith leccer ucuge of loon ¢apital fet¢hed higher return.
Now to acecowhat kind of influenée Capital ctructure hocon
the profitability of the firmo, the following correlation

ore higheat in ¢oce of Obroi Reolty which hosleact omountof  onalycicéon be referred:
Table 2
Correlations
Debt Dte:t;lto NP
Variables Equity Fund RoCE Rati RoE
Ratio un atio
ratio
Pearson 1 724 -116 -152 .009

Debt Cprrelatlon

Equity | Sig. (2- 042 784 719 984

Ratio tailed)

N 8 8 8 8
Pearson *

Debtto | corralation 724 -.347 029 -166

total ; -

Fund tsa'ﬁ’ég 042 400 945 695

ratio N 8 8 8 8
Eifrr:f;rt‘ion -116 -.347 1 -.259 976"

RoCE gﬁég_ 784 400 536 000
N 8 8 8 8
ooarson | -152 029 -.259 1 -.359

NP ; -

Ratio tsa'ﬁ’éc(j 719 945 536 382
N 8 8 8 8
ng::l‘:t‘ion 009 -166 976" -.359 1

RoE Z‘ﬁ’ég' 984 695 000 382
N 8 8 8 8

*. Correlation is significant at the 0.05 level (2-tailed).

**. Correlation is significant at the 0.01 level (2-tailed).
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From the obove toble, it can be ceen that debt to equity ic
negoatively correloted with RoCE ond NP morgin ond
poaditively ¢orrelated with return on equity. Thicmeoncowith
the in¢reace in the proportion of debt in relation to equity,
return on Copitol employed oo well ac net profit morgin
reduced but there will be on inéreace return to equity
chareholderc. But the ¢orrelation woonot found otatictically
oignifi¢ont ot both 1% ond 5%. Hence the null Hypothedic
HO1, HO2 ond HO3 are occepted. Similarly, debt to total
fund aloo found to have negoative Correlation with RoCE and
RoE but poaitively ¢orrelated with NP morgin. In thic¢oce
aloo, the Correlation wac not found ctaticti¢ally cignifi¢ont.
Hence, null hypothecicH04, HOS ond HO6 are a¢éepted.

Now the quection ¢omea to the mind ic whether there exict
onything called optimum or beot Copitol otructure for
¢omponiec. From o ¢ompony'c point of view, if ony
porticulor combination of debt ond equity ¢on inéreace
return for equity chareholder, then it ic deairable. Hence,
there Certainly exiotc comething colled optimum Copital
atruéture. If firmohave profitable projeétoto explore, then
the otrategy chould be moke more uce of loon Copital ond
earn higher return for equity chareholders. But thic will
in¢reace the finonciol rick of the firmo to o greot extent.
Finon¢ial rick of the firmo ioc meacured by the firm'c fixed
obligation to cervic¢e 6ebt. Higher the ucec of debt Copital,
higher would be the obligation on port of the cComponiea.
Hence balanéing between the two ¢omponentoi.e, finonciol
rick ond profitebility ic comething whi¢h needo ¢oreful
attention of the monogement.

Conclusion

Our onolycic of date of comple ¢omponies for loct five
finoné¢iol yeorc have chown thot though there exiot o
acooCiotion between Copital otructure ond profitobility of
real ectate cComponiesin Indio, both poaitive ond negotive, it
woagc not found to be ctatically cignificont. It indicatec thot
there ore other more importont foctors other thon Copital
atructure which hoo greater influenée on the profit earning
¢apocity of the buciness enterprices.  There ore voriouc
fa¢toro whi¢h influenc¢eo the optimum debt-equity mix for
firmo.  Profitability hoonot found to be the one of the moct
oignificont foctors.  So, the optimum Ccapitol cotruéture
dependo on other factors like ability to borrow, willingness
to toke finonéiol rick, tox impli¢otions, reputotion of the
firmo in morket et¢. Now, to improve profitobility, Copital
atruéture moy have come role, but not very cignifi¢ont one.
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