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Abstract 

This paper investigates whether the financial leverage of a company injluences the 
value maximization objective of an organization. Also, what kind of leverage levels 
would result in maximizing the shareholders' wealth of companies?Oliecau.se maximizing 
the shareholders' wealth is one of the important issues for management of the listed 
companies. The financial data from 60 listed companies in the Colombo Stock Exchange 
covering eight different sectors for a period of ten years from 1992 to 2001 are gathered 
and analyzed. The results do not show any clear relationship between financial leverage 
and shareholders' wealth among the selected sample companies. Besides, as the size of 
the sampling is small any findings could not be conclusively established as dependable. 
The findings expose evidence, which are contrary to strength of most western theories. 
Hence, Sri Lankan firms should bear this in mind when deciding the optimal capital 
mix. 

Keywords: Financial Leverage; Wealth of shareholders; Optimal capital mix; 
Sri Lanka 

Introduction 

Thi s research studies whether the cap i ta l 
s t ructure of a company influences the value 
maximizat ion objective of an organizat ion. 
C a p i t a l s t r u c t u r e p l ann ing keyed to t he 
objective of profit maximization ensures the 
minimum cost of capital and the max imum 
rate of return to shareholders. The amount of 
capital a firm needs is not its only financial 
consideration. Equally important is the capital 
m i x ; t he k inds of c a p i t a l t ha t fo rm the 
company ' s financial base. Various decisions 
are taken by the management from time to 
t ime with a view to maximize the wealth of 
shareholders. Decisions pertaining to capital 
s t ructure are no exception, where the firms 
evaluate the associated costs and benefits with 
regard to each financing option. 

Capital structure theory does not provide clear 
and specific answers to questions of optimal 
capital structure. Optimal capital s t ructure 
means that the range o f capi ta l s t ruc tu re 
where firms maximize its value or the capital 
s t r u c t u r e w h i c h r e su l t s lowes t p o s s i b l e 
weighted average cost of capital . This has 

created a gap in knowledge as to what is the 
ideal capital mix that would maximize the 
s h a r e h o l d e r s ' w e a l t h in a rea l b u s i n e s s 
scenario of listed companies in Sri Lanka. So, 
this study has focused above objectives, which 
are not clearly known in the Sri Lanka market. 

Cap i ta l s t ruc tu re refers to the long- term 
financing of a firm represented by the long-
term debt, preference shares and ordinary 
shares. Creditors who provide the long term 
financing to the c o m p a n y look for equity 
sha reho lde r s funds to p rov ide margin of 
safety. If the shareholders funds constitute a 
small proportion of total financing the risks of 
the enterprise is mainly borne by the lenders. 
However, by raising funds through debt, equity 
shareholders gain the benefits of maintaining 
control of the firm wi th a relat ively low 
investment. Therefore, the firm at tempts to 
balance the benefits of interest tax accruing 
from debt financing against various costs of 
bankrup tcy and financial embar ra s smen t . 
E m p i r i c a l work by Brad l ey . Jar re l l and 
Kim( 1984). Long and Malitz( 1985) and Titman 
and W e s s e l l s ( 1 9 8 5 ) l a r g e l y s u p p o r t s 
bankruptcy costs or agency costs as partial 
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determinants of leverage and of optimal capital 
structure. Latith P.Samarakoon (1999) found 
that in Sri Lanka, the use of long term debt is 
low; tangible assets and growth opportunities 
a r c not d e t e r m i n a n t s o f l e v e r a g e , l a rge 
companies tend to use more leverage, and 
profitable firms tend to use less leverage. 
Further finding of this research emphasizing 
the development of debt market is low and 
also interest rate is very high. This leads to 
keep in a low level l eve rage . In a b o o k 
published on Management Accountancy in Sn 
Lanka by Bennett has stated that ; i In Sri 
Lankan term, a modera te level of gearing 
would be anything up to one of debt to one 
equity; i.e 50: 50 mix"(Bennett 1987 p357) 

Further, in a research conducted in the US 
m a r k e t , B h a n d a r i ( l 9 9 8 ) r e v e a l e d t h a t 
expected stock returns are positively related 
to leverage. Leveraged is defined as the book 
value of total the debt divided by market value 
of equity. The expected common stock returns 
arc positively related to the rat io of debt (non 
common equity liabilities) to equity, controlling 
for the beta and firm size (Bhandari, 1988.507). 
These findings suggest that highly leveraged 
firms have higher average returns and vice 
versa. 

A great deal of controversy has arisen on 
issue of whe the r the cap i ta l s t ruc tu re a s 
determined by the financial decision of a firm 
affects the overall value of the company It 
has been observed that changes in capital 
s t ructure convey information to investors, 
which in turn affects the pr ices of shares. 
M c C o n n e l l and S e r v a e s ( 1 9 9 5 ) find tha t 
leverage is positively related to firm value for 
low-growth firms, but negatively related to 
firm value for high-growth firms. In general, 
there is inadequate knowledge of corporate 
financing behavior and how it affects the 
security returns. 

"The behavior of the stock market reflects 
the collective knowledge, beliefs, hopes, fears 
and fantasies of all investors. Facts , rumors, 
judgments, and emotions give rise to conflicting 

opinions assume concrete shape and size the 
form of orders to buy and sell shares: they 
are translated into demand and supply" ( Rolo. 
1982 p.27) 

It is clear that firms have the choice of using 
debt or equi ty f inancing. Equi ty refers to 
ordinary share capital and reserves that belong 
to providers o f capital of the organization. By 
debt, we denote all long-term liabilities such 
as preference shares , debentures and other 
long term debts incurred by the firm, which 
h a v e d u r a t i o n of m o r e t h a n o n e y e a r 1 

Questions pertaining to whether one form of 
capital s tructure is better than the other and 
the cos t s and benefi ts of each type have 
c o n c e r n e d f i n a n c i n g m a n a g e r s on t h e i r 
decision-making. Managers generally, focus 
on a prudent level of debt rather than setting 
a precious target. A prudent level would enable 
the f i rms t o keep the f inancia l r i sk at a 
reasonable level, ensure financial flexibility 
and maintain a desirable credit rating. Theories 
of op t imal capi ta l s t ruc ture based on the 
a g e n c y c o s t s o f m a n a g e r i a l d i s c r e t i o n 
sugges ts that , in some cases , the adverse 
impact of leverage on growth increases firm 
value by preventing managers from taking poor 
projects ( Jensen , 1986;Stul tz . 1990) 

S t o c k m a r k e t a n a l y s t s h a v e found t h a t 
changes in capital structure have impacts on 
earning per share (EPS), share price, price 
earning rat io (PE ratio) and cost of capital of 
a company. It is the objective of even ' investor 
to drive max imum return from investments. 
As the returns to the investor arc affected by 
the capital structure, this area of study has 
d rawn the attention of several researchers 
and also organizations aim at maximizing their 
earnings and achieving higher prices for their 
shares, it is necessary to focus the study on 
capital structure 

This paper proceeds as follows. Section two 
provides a review of previous s tudies on 
c a p i t a l s t r u c t u r e and its imp l i ca t i on on 
shareholders wealth. Section three is devoted 
to describe the data and methodology. Section 

In this study. Preference shares have been taken as a debt in calculating debt/equity ratio Because, it is paid a fixed 
rate of return. 

11 



Journal of A fanagement, I bi I\', No. I 

four provides the results of the empirical tests 
and analysis. Section five concludes the paper. 

Literature Review 

T h e tradit ional view was that it would be 
beneficial to increase from a low (or zero) 
level because the firm would then be financed 
to greater extent by cheaper borrowed funds, 
therefore the weighted average cost of capital 
(VVACC) would fall. The discounting of future 
cash flows at this lower W A C C produces 
h ighe r p resen t va lue and so s h a r e h o l d e r 
wealth is enhanced. However, as debt levels 
r a i se the f i rm ' s e a r n i n g s a t t r i b u t a b l e to 
shareholders become increasingly volatile due 
to the requirement to pay large amounts of 
interest pr ior to dividends. Eventual ly the 
burden of a large annual interest bill can lead 
the firm to become financially distressed and : 

in extreme c i rcumstances/ l iquidated. So the 
traditional answer to the question of whether 
there was an op t imum leverage level was 
' y e s * . If t he l e v e r a g e level is t o o low. 
shareholder value opportunities arc forgone 
by not substituting ' cheap ' debt for equity. If 
it is too high the additional risk leads to a loss 
in shareholder value through a higher discount 
rate being applied to the future cash flows 
attr ibutable to ordinary shareholders. This is 
because of the higher risk and. at very high 
leverage, the penalty of complete business 
failure becomes much more of a possibility 
(G lenAmold : 1998p.774) . 

T h e op t imal cap i ta l s t ruc tu re m a x i m i z e s 
marke t pr ice o f the share , t hus t akes all 
a d v a n t a g e s c o n n e c t e d w i t h e f f e c t s o f 
corporate taxation, higher EPS and R O E and 
disadvantages related to higher risk, higher 
cost of capital and higher bankruptcy costs 
into consideration. This situation occurs when 
W A C C is minimized. 

In 195S Professors Franco Modigliani and 
Mcrton Miller ( M M ) wrote one of the most 
important articles about capital structure. They 
proved that under very restrictive conditions, 
the firm's value is not affected by its capital 

structure. That is. the overall value of the firm 
is constant and shareholder wealth cannot be 
enhanced by altering the debt/ equity ratio. 
So, there is no optimal leverage level. This 
c o n c l u s i o n w a s b a s e d on s o m e m a j o r 
assumptions and required the firm to operate 
in a perfect world of perfect knowledge, a 
world in which individual shareholders can 
borrow and lend at the same rate as giant 
corporations, and in which taxation and cost 
of financial distress do not exist. 

Later Modigliani and Millcr( 1963) modified 
the no- taxat ion assumpt ion . This led to a 
different conclusion. That is. the best leverage 
level for a firm interes ted in shareho lder 
wealth maximization is, generally, as high as 
possible. In this, there is an optimum leverage 
at the most extreme level of debt. 

Accord ing to t rade-off theory, companies 
t r a d e - o f f the benef i t s o f deb t f inanc ing 
(favourable corporate tax ) against the higher 
interest rates and bankruptcy costs. The fact 
that interest is a deductible expense makes 
debt less expens ive than c o m m o n share . 
However, beyond the certain level of debt, 
b a n k r u p t c y - related cos t s exceed the tax 
benefits. 

Apart from finance and bankruptcy issues, 
while considering capital s tructure, we have 
to think about some "behavioural"' justification 
for the use of g e a r i n g . 1 One of these is 
Signaling theory, which is based upon the 
assumption of superior know ledge possessed 
by managers as insiders. In this position, they 
may choose to increase debt capital in the 
belief that aggressive leverage policy may be 
interpreted by shareholders as an indication 
of managers" confidence about the future 
prospects. Secondly, managers are willing to 
introduce debt rather than equity because, if 
too little debt is used the risk of takeover is 
high. 

The pecking order theory states that firms 
prefer internal loOextcrnal finance. If external 
finance is required, firms prefer last comes 

: I id ward YV. Davis and Joli Poinlon. Finance and the Firm 1994 p 108 

12 



The Impact of Financial Leverage on the Wealth of Shareholders 

debt to equity because of lower information 
costs associated with debt issues. Equity is 
issued only under duress. 

In this way, there a rc several theories on 
optimal capital structure explaining its impact 
on firm's value. Financial theorists have toiled 
to arrive at an optimal capital structure that 
could be appl ied to all organizat ions. The 
diverse nature of industries indicates that a 
uniform optimal capital structure cannot be 
appl ied a c r o s s all o rgan i za t i ons . S tudies 
conducted in this area have led to various 
theories being formulated which explain the 
rational behind them. However, there has not 
been any consensus pertaining to the optimal 
capital s t ructure among the researchers. 

Data and Methodo logy 

This s tudy uses key financial data relating to 
capital s tructures and shareholders ' wealth of 
sixty companies listed prior to 1997 in the 
C o l o m b o S t o c k E x c h a n g e w h e r e 2 3 5 
companies have been listed at present. The 
a n a l y s i s c o v e r s a p e r i o d of t e n y e a r s 
commenc ing from M a r c h 1992 ending in 
M a r c h 2 0 0 1 . F i r m s t ha t w e r e i ncu r r i ng 
cont inuous losses and those which did not 
have long-term debts were eliminated from 
the sample. Hence, the absence of long-term 
debts and con t i nuous losses a re severely 
restricted the sample size. 

Further, when selecting the sample, only the 
companies that had Debt / Equity Ratio and 
PE ratios or Market Value of a share for a 
minimum period of four years were included. 
There were many companies that had a PE 
ratio and Market Value of a share, but did not 
have long-term debts. As both these ratios and 
market value of a share were required for 
the analysis, companies that did not have them 
were eliminated from the sample. 

It w a s o b s e r v e d t h a t m a n y c o m p a n i e s 
resorted to heavy short-term borrowings to 
finance thciropcrat ions. Some companies had 
even utilized these short-term borrowings to 
finance their fixed assets . In view of this, it 

has separately analyzed incorporating short-
term debt with the long-term debts. 

From a total of eighteen sectors listed in the 
Co lombo Stock Exchange, only eight sectors 
were selected for the analysis. The selection 
of sec tors was made on the bas i s of that 
sectors having a minimum of four companies 
qualified under the above sample selection 
conditions. 

It w a s observed that a few P/E ra t ios o f 
sample companies were extraordinari ly high 
during the period under review. Upon careful 
examination of these ratios, it has been found 
t ha t t h o s e c o m p a n i e s had e x p e r i e n c e d a 
sudden steep drop in earnings or were having 
ve ry low ea rn ings . As these e x c e p t i o n a l 
figures may distort the findings, they have been 
removed from the analysis. 

Certain firms, which were incurring losses at 
the beginning of sample period, had witnessed 
turn around in profitability during the latter 
periods of the analysis. Although Debt/ equity 
ratio was available throughout the period for 
t h e s e c o m p a n i e s , y e a r s in w h i c h l o s s e s 
incurred were eliminated due to non-availability 
o f a P E ra t io . Every effort w a s m a d e to 
e n s u r e tha t the set o f da ta taken for the 
analysis were accurate and did not contain 
any non-representative information that would 
mis l ead the r e sea r ch to a r r i v e at w r o n g 
conclusions. 

Da ta for the research were collected from 
various published sources such as; Hand book 
of l i s ted c o m p a n i e s . A n n u a l R e p o r t s of 
C o m p a n i e s , Stock Market Dai ly Repo r t s . 
M o n t h l y M a r k e t R e p o r t s , F a c t B o o k , 
Quarter ly Reports of Companies , C.T Smith 
Stock Brokers (Pvt) Ltd., DP Global Securities 
( P v t ) L t d . In a d d i t i o n , s t r u c t u r a l 
q u e s t i o n n a i r e s a re used to g a t h e r s o m e 
practical information in this area. 

M e a s u r i n g Var iab les 

The variables, indicators and measures be used 
for the analysis arc given in Table 1. 
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Table 1: Measurement of Variables 

Concept Variable Indicators Measures 

Capital 
Structure 

Relationship between 
Long-term debt and equity 
capital at the end of financial 
year. 

Debt capitalization X 100 
Total capitalization 

Percentage 

Shareholders" 
wealth 

Relationship between market 
price and Earnings per share 
at the end of financial year. 

Market Price of a Share 
Earning Per Share Ratio 

Share Value Latest transaction price of 
the share Rupees 

Method of Analys is 

A regression analysis is carried out between 
these variables during the period under review 
in order to establish whether a correlation 
exists. The data arc analyzed using different 
criteria to determine the relationship between 
these sets of var iab les . The coefficient of 
correlation is evaluated to determine whether 
the relationship is positive, negative or no 
correlation exists among the variables. The 
coefficient of determination is evaluated to 
measure the level of effect of the independent 
v a r i a b l e o f D/E r a t io on the d e p e n d e n t 
variables of P/ E ratio and Market Value of a 
share at the end of financial year. Further, 
same analysis was done for the adjusted D/E 
rat io of independent var iab le , while other 
measurement variables are constant. Adjusted 
D/E ratio is calculated incorporating short-
term debts with long-term debts. 

Regression and correlation analysis measure 
the relationship or association between two 
or more variables. The known variable or the 
independent variable for this study is the D/E 
ratio. The dependent variable that is being 
examined is the PE ratio and market value of 
a share. Correlation analyses are the statistical 
tool that we can use to describe the degree to 
which one variable is linearly related to another 
(Levinl992:505) 

The coefficient of determination measures the 
extent or strength of the linear relationship 
between the two variables. It could also be 
i n t e r p r e t e d a s s h o w i n g the p e r c e n t a g e 
variation in the dependent variable explained 
bv the independent var iable . On the other 
hand, coefficient of correlation tells us how 

one var iab le is expla ined by ano ther and 
indicates the direct ion of the re la t ionship 
whether it is positive or negative. 

Initially, companies with sets of data for ten 
years were regressed individually to determine 
the degree of correlation for P/ E ratio and 
Market Value. Then it was regressed for all 
year to determine degree of correlat ion of 
debt / equity ratio, the P/E ratio for the sample 
companies . The coefficient of determination 
( r : ) and coefficient of correlation (r) are 
worked out for the entire sample period. Also, 
the above measures arc worked out sector 
wise for the eight different sectors to measure 
deg ree of c o r r e l a t i o n of each sec tor . In 
addition to the above tests, the relationships 
be tween s h a r e h o l d e r ' s wealth and capi ta l 
structure are measured using the adjusted D/ 
E ratio instead of D/ E ratio. 

Coefficient of Correlation is measured by the 
following the Pearson's correlation coefficient 

r = n Xxy - I x Xy 

VI n l x : - ( v x ) 2 ) l n X Y - - ( S Y ) : } 

Where : 

r = Coefficient of correlation 

n ~ Number of data 

X = Independent Variable ( D/ E ratio or 
Adjusted D/ E ratio) 

Y = Dependent variable (Price Earning ratio 
or Market Value of a share) 

Coefficient of determination is measured by 
R squared { r 2 ) 
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In order to a s s e s s whe ther the computed 
correlation value is statistically significant, test 
of significant is done. 

Degree of freedom (df) = n - 2 

n = d e n o t e s t he p a i r s o f d a t a u n d e r 
consideration 

Level of significance 5 % 

So, if the computed correlation value for each 
c o m p a n y exceeds th i s c r i t i ca l va lue the 
correlation is statistically significant at 5 % 
level. 

The results of these tests will clarify- what mix 
of debt and equity is ideal for the Sri Lankan 
companies and whether this would v a n from 
one industry to another. 

T h e fol lowing nu l l -hypotheses have been 
developed to empirically verify the relationship 
between capital s tructure and shareholders ' 
w e a l t h a m o n g the s e l e c t e d s i x t y l i s ted 
companies of the Colombo stock exchange. 

1. H 0 T h e r e is no pos i t i ve r e l a t ionsh ip 
be tween d e b t / equ i t y r a t io and p r i ce 
e a r n i n g r a t i o o f the C o l o m b o S t o c k 
Exchange in Sri Lanka. 

2. H T h e r e is no pos i t ive r e l a t ionsh ip 
between debt/ equity rat io and Market 
value of a share of the Colombo Stock 
Exchange in Sri Lanka. 

S u b h y p o t h e s e s to j u s t i f y the a b o v e 
hypotheses 

1. H Low deb t / equ i ty ratio would not lead 
to high Price Earning ratio in the Colombo 
Stock Exchange in Sri Lanka. 

2. H 0 Low debt / equity ratio would not lead 
to high market value of share in the stock 
market in Sri Lanka. 

3. H Medium and high debt / equity- ratio 
would not result in low Price Earning ratio 
in the Colombo Stock Exchange in Sri 
Lanka. 

4. H Q Medium and high Debt / Equity ratio 
would not result in low market value of 
share in the Colombo Stock Exchange in 
Sri Lanka. 

Results Of Empirical Tests And Analysis 

The analysis is carried out to measure weather 
there is a cor re la t ion between the Debt / 
Equity ratio and the Price Earning ratio and 
also to measure the correlation between Debt 
/Equity ratio and Market Value of a share. 
Coefficient of correlation and coefficient of 
determination are calculated relevant to four 
pairs of independent and dependent variables, 
which are given in Table 2 

Table 2 : Four Pairs of Independent and Dependent Variables 

Independent Variable Dependent Variable 

01 Debt / Equity ratio Price Earning ratio 

02 Debt / Equity ratio Market Value of a share 

03 Adjusted Debt / Equity ratio Price Earning ratio 

04 Adjusted Debt / Equity ratio Market Value of a share 

The test results are discussed below. 

The results do not show any clear relationship 
b e t w e e n the f i n a n c i a l l e v e r a g e and 
s h a r e h o l d e r s ' wea l th a m o n g the selected 
sample companies in the C o l o m b o Stock 
Exchange. Also, there is no evidence to prove 
that the relat ionship between the financial 

leverage and the shareholders ' wealth exist. 
Because some of the sample companies are 
positively correlated and some are negatively 
correlated. Within these positively or negatively 
correlated companies, only a few companies , 
most probably less than 3 2 % of the sample 
companies, arc significant at 5 % level. 
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The results o f the analysis for the companies 
i.e..Carson Cumberba tch , Tokyo cement and 
Aitken Spcncc ,and Royal Ceramics showed 
a s t rong pos i t ive coefficient o f cor re la t ion 
0 .97 . 0 . 89 , ( ) .72 : and 0 .80 respec t ive ly 
be tween D / E ra t io and P/E ra t io dur ing the 
per iod unde r rev iew and the compan ie s i.e.. 
Cargil ls , Kcel ls Food Produc t s . Ceylon Tea 
Services showed a positive correlation 0 .87 . 
0 .79 . 0 .83 be tween D/E ratio and Marke t 
Value of a sha re . Upon examina t ion of the 
movements o f D/E ratio dur ing this per iod it 
has been found that it fluctuates between low 
and high leverage levels. This shows that the 
D/E ratio w a s low throughout the period that 
had inf luenced the ou t come of the benef i ts . 
According to the hypothesis one the low D/E 
ra t io leads to h igh P /E does not seems to be 
applicable in this situation. B u t the alternative 
hypothesis would automatically be applicable. 
Alternatively, it could be stated that an upward 
movemen t wi th in the low debt category h a s 
caused a cor responding increase in P/E. 

The benefits accruing due to utilization of 
cheaper source of debt financing with interest 
tax shield is not valid in the Sri Lank situation. 
Higher interest ra tes a long with f inancial 
distress and agency costs seem to have offset 
this advantage. 

C o r r e l a t i o n s be tween the va r i ab l e o f the 
sectors differ from sector to sector. Here , 
diversified sector is positively correlated based 
on the D/E ratio and market value of a share 
and is significant at 5 % level. This proves that 
there is a positive relationship between the 
Financial leverage and shareholders wealth. 
So, the hypothesis which states that there is 
no relationship between D/E ratio and P/E 
ratio is not applicable in the case of this sector 
but alternative hypothesis is applicable in this 
sector. 

But. alternatively, for Chemical and Service 
sectors are negatively correlated and a lso 
significant at 5 % level. So. since there exist 
positive relat ionships, the same hypothesis is 
applicable for these sectors. 

If the short term debt is incorporated with the 
long term debt, the relationship between the 
Adjusted D/E ratio and P/E ratio is strongly 
ncgativelv correlated. Hence, the hypothesis 
one is applicable for this sector. 

Based on the analysis of the Adjusted D/E 
r a t i o and M a r k e t v a l u e of a s h a r e , the 
hypothesis is acceptable in the case of land 
a n d P r o p e r t y s e c t o r . B e c a u s e , t he 
relationships between the variables adapted 
are negative. 

It has been observed that 7 2 % of the sample 
companies arc falling within the category of 
low level leveraged companies . This shows 
that companies did not show much interest in 
g e t t i n g long t e rm debt for t he i r c ap i t a l 
requirements. 

If the short-term debt is incorporated with the 
long-term debt, it has been observed that 5 8 % 
of the sample companies arc falling within the 
category of low level leveraged companies . 
This shows that some companies show the 
interest in getting short term debts specially 
overdraft instead of long term debt. 

It has the evidence from the analysis that an 
upwards movement within a low debt category 
had con t r ibu ted t o w a r d s pos i t ive resu l t s 
leading to a higher PE and Market value of a 
share in a few companies and sectors. 

T h e r e l a t i onsh ip b e t w e e n the L o w level 
leveraged companies and High market value 
of a share is found negative. So, the h\pothcsis 
which states that low level D/E ratio would 
not lead to High Market value of a share, is 
not applicable in the case of continuously profit 
making companies in Sri Lanka . But, the 
alternative hypothesis would be applicable in 
Sri Lanka. 

T h e r e l a t i onsh ip b e t w e e n the L o w level 
leveraged companies and medium marke t 
value of a share is found negative. So. the 
hypothesis which states that low level D/E 
ratio would not lead to Medium Market value 
of a share, is not applicable for continuously 
profit making companies in Sri Lanka. But. 
the alternative hypothesis would be applicable 
in Sri Lanka. 

T h e r e l a t i onsh ip b e t w e e n the L o w level 
leveraged companies and low market value 
of a share is obse rved nega t ive . So . the 
hypothesis which states that low level D/E 
ratio would not lead to high Market value of a 
share, is not applicable incase of continuously 
profit making companies in Sri Lanka. But, 
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the alternative hypothesis would be applicable 
in Sri Lanka mostly. 

O t h e r h y p o t h e s e s c o u l d no t be p r o v e d 
because the results are not significant at 5 % 
level. The results of these types of companies 
c o u l d n o t be d e t e r m i n e d to h a v e f inal 
conclusions. 

C o n c l u s i o n 

The results do not show any clear relationship 
b e t w e e n t h e f i n a n c i a l l e v e r a g e a n d 
s h a r e h o l d e r s ' wea l th a m o n g the se lec ted 
s a m p l e c o m p a n i e s in the C o l o m b o Stock 
Exchange. 

A study c o n d u c t e d in the U S marke t by 
Bhandar i in 1988, which is somewhat similar 
to this research, revealed that highly leveraged 
firms had h igher average re turns and vice 
versa . Th i s s h o w s that western theor ies and 
marke t condi t ions are not identical to the Sri 
Lanka situation. 

The finding of this study confirms the theory' 
of Modigliani and Miller original proposition, 
that there is no relationship between financial 
leverage and shareholders wealth among the 
selected sample listed companies. Hence, the 
original proposition of M M is applicable to the 
Sri Lanka context. 

If the shareholders funds constitute a small 
proport ion of total financing the risks of the 
enterpr ise mainly is borne by the lenders . 
However, by raising funds through debt, equity 
s h a r e h o l d e r s g a i n m o r e benef i t s ou t o f 
maintaining control of the firm with a relatively 
low investment. Therefore, the firm should 
attempt to balance the benefits of interest tax 
accruing from debt financing against var ious 
c o s t s o f b a n k r u p t c y a n d f i n a n c i a l 
embar rassment . 

It is unable to recommend any financial mix 
w h i c h w o u l d m a x i m i z e the s h a r e h o l d e r ' 
wea l th , a s the re is no c lear r e l a t ionsh ip 
b e t w e e n the f i n a n c i a l l e v e r a g e a n d 
s h a r e h o l d e r s w e a l t h in Sri L a n k a . S o , 
managers of the continuously profit making 
companies could be taken any decision on the 
financial leverage. 

Further studies could be done in this area by 
i n c o r p o r a t i n g c o n t i n u o u s l y l o s s - m a k i n g 
companies in future by any researcher in this 
field. 
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Definitions 

Earning Per Share (EPS) means net profit after 
tax. preference sliare dividend and minority interest 
and before extraordinary items divided by the 
number of ordinary shares at the end of the year. 

Price earning (PE) ratio is the market price of a 
share at the cud of the year divided by earning per 
share. 

Weighted average cost of capital (WACC) refers 
to the weighted average costs of the various 
components of the firm's capital structure. 

Deht / Equity (D/E) ratio is the value of long term 
debt of a company divided by its equity value and 
long term debt. 

Adjusted Debt / Equity ratio is the total value of 
long term debt and short term debt of a company 
drrided by its equity value and long term and short 
term debt. 

Low Debt/ Equity ratio refers to value of debt/ 
equity ranging from 0 to less than 0.25 levels. 

Medium debt / equity ratio refers to value of debt/ 
equity ranging between 0.25 and more than 0.25 
and less than 0.50 levels. 

High debt/ equity ratio refers to value of debt / 
equity being 0,50 and above. 
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