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Abstract

The determination of a company’s capital structoastitutes a difficult decision, one that invoseveral and
opposed factor, such as risk and return. This samattempt has been made to find the effect of dab
company’s profitability during the 2008 to 2012(@®ars). Eleven companies were selected form Hotel
companies listed in Colombo stock Exchange as saoghpanies. Correlation and regression analysisised

to find out the effect of debt on corporate prdfitidy. Accordance with the regression analysisr¢heere no
significant relationship between debt and profiigbiBut based on the correlation analysis, thesre strong
negative relationship between short term liabgitiBOE and ROA. Further total liabilities to totslsets had the
strong negative relationship between ROE and R@At there was no significant relationship betweeng|
term liabilities, ROE and ROA.
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Introduction

According to capital structure theory, capital stuwe refers to the way an organization financesafisets. A
firm can be financed by 100% ordinary shares ohwidme mix of shares and debt. It is an importacetsibn,
how the assets of a firm are financed. Equity shfirancing in which investors receive partial ovamép in the
company in exchange for their funds does not havbet repaid. Debt is borrowing money from an owtsid
source with the promise to return the principalaoidition to an agreed-upon level of interest. Dalbdws
people and organizations to do things that they ldvootherwise not be able, or allowed, to
do. Debt Financing increase overall risk and rebfr the company. Debt financing impact on retwhsa
change in the extent to which the firm's assetdinamced with borrowed money. Financial Leveragagnifies
risk and adds volatility to returns. So that compased debt financing as a strategy to magnifyritsit.

Modigliani Miller (1958) argued that under certassumptions value of the firm is independent of fits
assets are financed. Later in (1963) they revisent famous MM proposition by saying that the eiste of tax
subsidies on interest payments would cause the\althe firm to rise with the amount of debt fioarg by the
amount of the capitalized value of the tax subslkey: value of the firm to increase in case of datmncing
because of larger cash inflows due to tax subsidynly possible when EBIT of the firm remains tlagng no
matter how the assets are financed. So, essentigyargued that EBIT of the firm would be indegent no
matter how the capital is divided among equity amebt. But Jensen and Meckling (1976) argued
that Modigliani-Miller theorem is based on the amption that the probability distribution of the baffows to
the firm is independent of the capital structureisl now recognized that the existence of positests
associated with bankruptcy and the presence ofubzgidies on corporate interest payments will iicheed this
irrelevance theorem precisely because the probabiktribution of future cash flows changes aspghebability
of the incurrence of the bankruptcy costs chan§éswart C. Myers (1984) argued that optimal debb ria
capital structure is determined by tradeoff of bigm@nd costs of debt financing by holding consthe firm’s
assets and investment plans. Benefits of debtraegest tax shields whereas costs include variosss cof
bankruptcy and financial distress.

This paper attempts to study the interactive refesthip between debt financing and profitabilityisfed hotels
companies in Sri Lanka.

Resear ch objective
Objective of the study are as follows:
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+ To find out the relationship between corporate band profitability
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« To indentify How extend debt will impact on companprofitability
Resear ch question

Finding of the study would answer the following gtien;

+ Has it significant impact of corporate debt on piadtility of the company?
«  What extend debt will impact on company’s profitejs?
Literature Review

The successful selection and use of capital is ohdéhe key elements of the firms’ financial strateg
(Kajananthan, 2012).Velnampy &. Aloy Niresh.J maateattempt to find out the Relationship betweenit@hp
Structure and profitability of ten listed Sri Lamkbanks over the past 8 year period from 2002 @92Results
of their analysis show that there is a negativ@@ation between capital structure and profitapiékcept the
association between debt to equity and return aiityed-urther the results suggest that 89% of tasskts in the
banking sector of Sri Lanka are represented by, @elfirming the fact that banks are highly geadretitutions.
According to Kajananthan,(2012), Achchuthan, Kajghan, & Sivathaasan, (2013) and Kajananthan &
Achchuthan (2013) Capital structure is related wdttporate governance practices liquidity. Profligbis
related with corporate governance practices andkingrcapital management (Kajananthan, 2012; Velnamp
2013; Achchuthan and Kajananthan, 2013; Velnamplikajananthan, 2013)

Anandasayanan & Subramaniam(2013) are examinedctEdfie Capital Structure on profitability of Listed
Manufacturing Companies in Sri Lanka. Their samptsists of 12 Manufacturing companies listed in
Colombo stock Exchange and their results reveaifsigntly negative relation between debt and padsiity.
Balasundaram Nimalathasan and Valeriu Brabete ateduCapital Structure and Its Impact on ProfitghilA
Study of Listed Manufacturing Companies in Sri Lank their study an attempt had been made to aadahe
capital structure and its impact on profit earnéiagacity during 2003 to 2007 (05 years) financesdryof listed
manufacturing companies in Sri Lanka. The reseltgealed that debt to equity ratio (D/E) ratio asitively and
strongly associated to all profitability ratios ¢gs profit ratio (GPR); operating profit ratio(OPBh net profit
ratio(NPR)] except return on capital employed (RQ@Ed return on investment (ROI). Debt to asset&\)D
ratio is positively and strongly associated to ORRR and ROCE. Similarly capital gearing (CG) rasalso
positively correlated to GPR and NPR. Further,rigdge coverage (IC) ratio is significantly correlate ROCE
and NPR. Further capital structure has a greatétmpaall profitability ratios except ROCE and ROI.

Nirajini and Priya (2013) have done a researchimpact of Capital structure on financial performaraf the
Trading companies in Sri Lanka’. They found therasva positive relationship between capital strectamd
financial performance and also capital structurggsificantly affected on gross profit, net prafitd ROCE.

Velnamby &.Nimalathasan initiated to effect of firen size on profitability of virtually all the braches of Bank
of Ceylon (BOC) and Commercial Bank of Ceylon L@BC) with 10 years accounting period: 1997-
2006.Correlation analysis shown that, there waesitige relationship between Firm size and Profitighin
Commercial Bank of Ceylon Ltd, but there was natiehship between firm size and profitability in riaof
Ceylon.

Anansasayanan (2013) analyzed “The determinantewérage of the listed companies in Sri Lanka: An
empirical Study. The purpose of present study wasinvestigate the determinants of leverage (qitah
structure) decision of Sri Lankan firms based gmaael data set over a period of five years from7220011
comprising of 60 companies. This study examinedithgact of five firm specific factors — firm sizérm
growth rate, profitability, and asset tangibilign the leverage decision of listed companies inL8rika. The
results showed that financial leverage of Sri Lankiams is influenced by firm size, firm growth eatind
profitability .This study contributed to the liteéuae on the factors that influence financial legeraf the firm.
Gleason et al., (2000) Using data from retailerd4nEuropean countries, which are grouped into lturai
clusters, it was shown that capital structuresdtailers vary by cultural clusters. his resultichin the presence
of control variables. Using both financial and @iemal measures of performance, it was shown dhpital
structure influences financial performance, althougpt exclusively. A negative relationship betwespital
structure and performance suggests that agenogsissay lead to use of higher than appropriate devketebt
in the capital structure, thereby producing lowerfprmance.

Based on above literature, we can say that segéwdies have been done on this area, but a comymieke

study has not yet been conducted, especially im&@rkan hotel companies. Hence this study was temat to
examine the effect of corporate debt on compangtfopmance of the listed hotels in Sri Lanka.
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Conceptualization frame work
According to the literature review, following compdaal model are formulated.

SLTA
4 ROA
LLTA Debt Profitability
TLTA ROE
SLTA: short term liabilities to total assetsROA: Return on Assets
LLTA: long term liabilities to total assetsROE: Return on equity
TLTA: Total liabilities to total assets
Operationzation
Variable Indicators Measurement
Independent variable SLTA SL/ITA
LLTA LL/TA
TLTA TLITA
Dependent variable ROA Return /Total Assets
ROE Return/Equity

Resear ch Hypothesis

Based on the conceptualization frame work hypothase formulated as follows:

H1: there is significant association between steorh liabilities to total assets and ROA
H2: there is significant association between l@rgtliabilities to total assets and ROA
H3: there is significant association between tldilities to total assets and ROA

H4: there is significant association between stesrh liabilities to total assets and ROE
H5: there is significant association between l@rgtliabilities to total assets and ROE
H6: there is significant association between tlddlilities to total assets and ROE

M ethodology
Data collection
This study fully focuses on secondary data souf€es. years (2008-2012) eleven hotels data werentéde this

study based on random sampling method to findtwutelationship between earning per share and ghiae
of the company.

Data analysis and Discussion

Correlation analysis

Table 1

Independent Variable Return on Return on
Equity assets

Short term liabilities to total Assets -.627 -.659

Long term liabilities to total Assets -.307 -.306

Total liabilities to total Assets -.660 -.639

*, Correlation is significant at the 0.05 level tgled).
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Above table 1 shows the Pearson correlation caeffiand it indicates how various kind of debt shfés are
correlated with profitability of the firm. Shortrta liabilities to total assets have strong negativerelation
between ROE and ROA -.627* and -.659* respectial.05 significant level. In addition total liakigs to
total assets also have strong negative correldtismveen ROE and ROA (r=0.660* and -0.639* at 0.05
significant level).further long-term liabilities total assets have negative correlation between RQEROA.

Regression analysis

Table 2 Coefficients

Model Coeffici t Sig. R
ents
B Std.
Error
(Constant) 125 .041 3. .019
045
Short term liabilities to -.015 1.496 - .992
total Assets .010
Long term liabilities to .224 1.032 2 .834
total Assets 17
Total liabilities to total -.491 1.315 - .720
Assets 374
482
a. Dependent Variable: Return on Equity

The results given in the table 2 above depictet éhgpirically negative relationship existed betwdlea debt
and return on equity. 48.2% return on equity isl@xed by debt.

From this table we find our estimated line camwbigten as
ROE= .125+-.015+.2243+-.4913
In order to test the hypotheses

Table 3Coefficients

Model Coefficients t Sig. R
B Std. 2
Error
(Constant) .108 .032 3.409 .011
Short term liabilities to total .008 1.160 .007 .994
Assets
Long term liabilities to total 214 .800 .267 797
Assets
Total liabilities to total Assets -.437 1.019 N2 .681
5
25
a. Dependent Variable: Return on assets

The above table explores impact of debt on Retarassets. In here both debts that are short tebtnaghel long
term debt have positive impact on return on as$aten though, total liabilities to total assets danegative
impact on return on assets. 52.5% return on aasetxplained by debt
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Hypothesestesting

hypot
heses

H1 Accepted by correlation
H2 Rejected

H3 Accepted by correlation
H4 Accepted by correlation
H5 Rejected

H6 Accepted by correlation

From these study the impact of total debt as thelevbontains short term debt had negative impad®®©O& and
positive impact on ROA and long term debt positmpact on ROE and negative impact on ROA. Evendhou
total liabilities to total assets had negative iotpan ROE and ROA.

Conclusion

This study an attempt to examine the effect of cmafe debt on company’s profitability using 11dithotels in
Sri Lanka between 2008 to 2012. Correlation andession analysis are used to find out the effeth@fdebt on
the company’s profitability. Accordance with thegression analysis there were no significant retestidp
between debt and profitability. But based on theatation analysis, there were strong negativetioziahip
between short term liabilities, ROE and ROA. Furttegal liabilities to total assets had the strarepative
relationship between ROE and ROA. But there wasigoificant relationship between long term liatiel,

ROE and ROA. This study consistent prior studieslifgmpy & Aloy Niresh,.Anandasayanan & Subramaniam)
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