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LEVERAGE-INDUCED
PROFITABILITY IN BANGLADESHI
FIRMS: AN EMPIRICAL ANALYSIS

Abstract

The intent of the inquiry is to extensively examine the impact of leveraged financ-
ing on firm performance in Bangladesh, revealing the subtle dynamics of leverage-
induced profitability and emphasizing the importance of a balanced debt and equity
structure for financial sustainability in emerging markets. To explore how financial
leverage in an entity’s capital structure affects a business’s financial sustainability and
analyze how it may be used to improve company performance, the study has employed
a 22-year data set (2000-2021) from the Dhaka Stock Exchange. To perform Fixed
Effect Regression based on the Hausman test, ‘Firm performance’ is used as the re-
gressand, which was further proxied by Earnings per Share, Return on Assets, Return
on Equity, and Basic Earning Power respectively. Alternatively, proxy variables for the
regressor ‘Financial leverage’ include Debt-to-Equity, Debt-to-Asset, Current Liability-
to-Equity, and Current Liability-to-Asset. The test has shown that leverage in the capi-
tal structure could lead to both favorable and unfavorable effects in emerging coun-
tries like Bangladesh. Age, along with Debt-to-Asset, has shown a substantial negative
impact on Earnings per Share. Also, the Debt-to-Asset and Current Liability-to-Asset
negatively affect the Return on Assets. However, Debt-to-Equity, Current Liability-to-
Equity and Size have a substantial positive impact, however Age has a negative effect on
Return on Equity. Lastly, Debt-to-Asset has shown a positive impact on Basic Earning
Power. The findings suggest that balancing debt and equity is crucial to benefit from
leverage-induced profitability, and the models can be extended or amended across in-
dustries to expand the study on this persistent leverage-induced profitability argument.

Keywords financial leverage, firm performance, capital structure,
Dhaka Stock Exchange, firm age, firm size, basic earning
power, Bangladesh

JEL Classification G32,C33, D53, N25

INTRODUCTION

The term ‘Financial Leverage’ can be denoted by way of the use of li-
ability to fund a firm’s assets where there is an implied anticipation
that the capital gain from a newly acquired asset will surpass the ex-
penses associated with borrowing. Conventionally, a firm can choose
to finance its assets through debt and equity or a mix of both aiming
for an optimum capital structure. This in general helps to facilitate the
achievement of an optimum equilibrium that effectively mitigates the
expenses and maximizes the value for shareholders. If firms use more
debt in the financial architecture, then a greater amount of borrowed
funds from creditors results in a greater interest payment that heads
towards a lesser amount of net earnings for an enterprise implying
inferior productivity. During an economic surge, higher financial le-
verage proves to be beneficial for a firm. Still, on the contrary, during
an economic slump, this fiscal leverage has an adverse outcome on a
firm’s consolidated turnover.

The seminal work on capital structure by esteemed Nobel laureates
Modigliani and Miller (1958) attested that financial architecture does
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not exert any influence on a firm’s value. However, a sizable amount of research has revealed that lever-
aged financing exerts a big impact on any concern’s valuation. The supporters of including leverage in
the financial architecture (Jermias, 2008; and others) hold the viewpoint that by reason of the inclusion
of debt financing in the firm’s financial architecture, which is believed to enhance efficiency and provide
a tax shelter; there occurs a positive affiliation between the inclusion of liability and the enterprise value.
For the divergence, some scholars (Phillips & Sipahioglu, 2004; Qureshi, 2007; and others) hold a dif-
ferent belief of an adverse connotation between the induction of leverage and an enterprise’s economic
viability.

As far as the published evidence allows us to apprehend, we could reach inconclusive conclusions and
data about the link between a concern’s value and its economic leverage, therefore lacking a definitive
outlook on this correlation. Hence, a thorough and methodical enquiry is obligatory on capital struc-
ture and to be more precise, on leverage-induced profitability for firms belonging to different industries.
Given the probable causes for these varying results, for instance, diverse sample time frames, sample
countries, prototypical stipulations, and hypothesized relations among countless research, this study
can help improve the existing theories by exploring the dynamics of leverage-induced profitability in a

burgeoning economy as Bangladesh.

1. LITERATURE REVIEW

AND HYPOTHESES

The pecuniary literature has conventionally in-
vestigated the affiliation between debt obligations
and a venture’s productivity from the standpoint
that the incorporation of debt in an organization’s
financial edifice induces profitability. Most stud-
ies have revealed an undesirable connection in
the cases of profitability induced by incorporating
leverage.

However, the ideal degree of debt in a funding
mix is still not evident to financial administra-
tors, and the extent of incorporation of leverage
depends on the discretion of the management.
Various researchers used distinct research models
in the past to designate the ideal degree of debt
in capital construction. The forerunner exertion
of Modigliani and Miller (1958) concerning the
funding mix facilitated a tangible substance in the
advancement of the notional background, which
arranged a track for the arrival of concepts in the
upcoming times. The theory, popularly known as
‘Capital Structure Irrelevance’, was grounded on
selective assumptions about the atomistic market
in the non-appearance of taxes, insolvency costs,
and unequal information. It was argued that the
allocation of securities held by a firm has no im-
pact on its overall value. Since this pivotal concept
was fixated on some impractical conventions, in
1963, the authors revised their 1958 deduction and
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asserted that in the occurrence of competitive fi-
nancial markets and taxation of both shareholders
and the business, the worth of the leveraged firm
would be equivalent to the worth of the unlevered
companies.

Baxter (1967) presented a different view that the
widespread usage of debt upsurges the likelihood
of liquidation as firms are obliged to meet contin-
ual interest payments and the principal borrowed.
These obligations enhance the firms’ probabilities
of insolvency and financial distress; therefore, the
stockholders claim additional premiums due to
this increased risk.

Later in the time, it was suggested that undoubt-
edly bankruptcy cost coexists with debt financing,
but it is fairly insignificant equated to tax bene-
fits (Miller, 1977). In keeping with the “Trade-off
Theory’, solvent firms should borrow further with
the intention of taking more tax advantages as
there exists a presumed positive correlation be-
tween leverage and profitability. Many researchers
have delivered practical indications to back up this
connection (Bonaccorsi di Patti, 2006; Kyereboah-
Coleman, 2007).

The ‘Pecking Order Theory’ was formulated and
presented by Myers and Majluf (1984) who stated
that due to the presence of information disparity
between executives of enterprises and savers, it is
conceivable that savers may underestimate the val-
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ue of freshly issued stock. Consequently, to mitigate
this issue, it was advisable for the company that, if
the internal source is not adequate, then debt in-
struments should be issued and once it is not any
more beneficial to continue taking out debt, then
equity should be issued. This implies that there is
an adverse relationship between debt obligations
and firms’ profitability, and the firms with low re-
tained earnings will rely more on debt financing.
There is plenty of research, which supports the neg-
ative correlation between leverage and profitability
(Titman & Wessels, 1988; Rajan & Zingales, 1995;
Wald, 1999; Booth et al., 2001; Fama & French,
2002; Hung et al., 2002; Abor, 2005).

As for identifying the variables that could inter-
pret the dynamics of leverage-induced profitabil-
ity, ‘Firm performance’ is used as the regressand,
which was further proxied by Earnings per Share,
Return on Assets, Return on Equity, and Basic
Earning Power, respectively. Alternatively, proxy
variables for the regressor ‘Financial leverage’ in-
clude Debt-to-Equity, Debt-to-Asset, Current
Liability-to-Equity, and Current Liability-to-Asset.
Plenty of literature could be cited behind the rea-
soning for such variable selection.

Shen and Lin (2009) conducted a study where fis-
cal performance was proxied by profitability ratios
comprising ROA, EPS and ROE accompanied by
NPM; implying that financial performance can
be estimated based on a variety of financial ratio
analyses. It also emphasizes that analyzing ratios
can be used to scrutinize and compare financial
data from existing financial statements and pro
forma financial statements for determining the
strengths and weaknesses of a company’s finan-
cial outlook.

In another study conducted by Schulz (2017), the
capital structure’s effect on the efficiency of firms
in the Netherlands was examined where the asso-
ciation between ROA and several independent fac-
tors, including total leverage and short-term debt,
were studied through the application of regression
techniques that lead to a finding of a negative rela-
tionship between ROA and indicators of leverage.

Correspondingly, in a study by Hossain (2016) on

81 manufacturing businesses registered on the
Dhaka Stock Exchange (DSE) through the years
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2002 to 2004, a negative association between the
ROA and the capital structure variables was deter-
mined. However, in the case of the ROE, a positive
relationship was observed. Bangladeshi enterpris-
es exhibit a notable tendency towards high lever-
age, resulting in elevated stages of financial risk
and bankruptcy costs that overshadow the po-
tential paybacks of interest tax deductions associ-
ated with debt financing. The positive correlation
between return on equity and debt financing can
be attributed to the fact that when a corporation
grows its reliance on debt financing, shareholders’
needed rate of return also increases.

In a recent study by Rahman et al. (2020), a robust
adverse correlation was discovered amid profit-
ability and leverage by employing the pooled or-
dinary least squares method to analyze data from
22 publicly traded businesses operating within
the textile industry of the DSE. The study uti-
lized ROA and ROE as indicators of profitability.
Leverage was approached by using short-term and
long-term debt as substitute measures.

Short et al. (2007) examined preceding research
and concluded that ROA and ROE are often used
as pivotal measures to gauge the extent of the
firm’s performance. Chinaemerem and Anthony
(2012) and Salim and Yadav (2012) investigated
a reverse connotation between ROA, ROE and fi-
nancial leverage.

Mangesti Rahayu et al. (2019) conducted a study
on the interplay among capital structure, profit-
ability, and corporate values, which indicated that
corporate productivity, gauged by ROI, ROE and
NPM, had a noteworthy adverse impression on
short and long-term debt-to-total assets, accom-
panied by the debt-to-equity ratio.

To examine the determinants of the Profitability, i.e.
ROA for manufacturing companies in Bangladesh,
Islam et al. (2023) implemented secondary data ob-
tained from the verified yearly financials of 15 piv-
otal manufacturers in Bangladesh. Nevertheless,
the study could not discover any noteworthy link
between the leverage ratio and ROA, which was
very unexpected, necessitating additional investi-
gation to acquire a more thorough comprehension
of the connection between leverage and ROA in
various circumstances.

http://dx.doi.org/10.21511/imfi.21(1).2024.27
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Rabeta (2020) employed the Basic Earning Power
(BEP) ratio as a performance metric to evaluate
the fundamental profitability or earning capacity
of an organization, excluding the impacts of in-
come taxes and financial debt from the perspec-
tive of managing working capital in the pharma-
ceutical industry. However, the effectiveness of
this metric in measuring leverage-induced profit-
ability is yet to be explored further and this paper
has attempted to incorporate that during analysis.

A fresh study by Santosa et al., (2022) investigat-
ed the interconnectedness of leverage, firm value,
and corporate governance in a selected sample of
major Indonesian companies from 2014 to 2019.
It employed panel regression analysis to exam-
ine secondary data obtained from the LQ45 in-
dex representing the major enterprises itemized
on the Indonesia Stock Exchange and identified
that institutional ownership enhances firm value,
whereas firm age and leverage lessen it. It was ad-
visable to strike a balance between the growth in
company age and high levels of leverage, and the
promotion of innovation and productivity within
large enterprises.

Das et al. (2021) conducted an investigation of the
diverse influence of debt on the financial sustain-
ability of public limited nonfinancial enterprises
in Bangladesh based on a comprehensive sample
of 165 listed enterprises across various industries
using different generalized methods of moments
(GMM) along with the quantile regression ap-
proach to evaluate the asymmetric affiliation be-
tween leverage and performance. The findings
showed that leverage indicators harm business
profitability, particularly pertaining to ROA and
ROE. The findings also pitched that leverage dam-
ages performance more in high-profit organiza-
tions than in low-profit ones.

Karim et al. (2023) inspected the association be-
tween leverage and the financial viability of pharma-
ceutical businesses listed on DSE in Bangladesh. The

empirical data indicated that long-term debt exerts a

substantial adverse effect on two key measures of the

firm’s profitability, namely ROCE and ROE.

To achieve the objective of identifying the pri-

mary factors of profitability of the ceramic com-
panies in Bangladesh, Sharma (2022) conducted a

http://dx.doi.org/10.21511/imfi.21(1).2024.27

study on all the listed ceramic companies in DSE
from 2016-2021 while employing ROA and ROE
as proxy measures of profitability. As for the re-
gressor, Management efficiency, Capital intensity,
Firm size, Sales growth, Liquidity, working capi-
tal, Leverage, Yearly inflation, and GDP annual
growth were considered, although the study could
not demonstrate any significant evidence of lever-
age-induced profitability in the ceramic sector.

Khatoon and Hossain (2017) studied how capital
structure affects Bangladesh’s cement industry’s
financial performance by using data from 5 listed
cement companies. The performance indicators
utilized in this study encompassed ROE, ROA, EPS,
and NPM. The exogenous variables in this study
included five capital structure ratios, SDTA, LDTA,
TDTA, LTDCE, TDTQ, as well as the size, growth
of the company, tangibility of assets, cash flows,
and liquidity. Except for ROE, long-term debt, tan-
gibility, and liquidity happened to have a negative
impact on other financial performance indicators.

Puri (2023) examined the influence of leverage
on the financial performance of both small and
large publicly traded companies in the context of
New Zealand. A combination of univariate and
multivariate techniques was employed, includ-
ing correlation analysis and panel data regression.
The findings indicated that the use of leverage
has a notable positive effect on the performance
of small enterprises, while concurrently exerting
a negative influence on their market value. In the
context of large enterprises, a contrasting pattern
emerges whereby firms exhibit an elevated market
value when their capital structure incorporates a
greater proportion of debt, and it stresses that an
ideal debt structure and debt use can boost an or-
ganization’s performance.

An investigation surrounding 200 firms registered
on the Istanbul Stock Exchange by Kalash (2023)
discovered that the influence of leveraged funds
on a firm’s economic performance is undesirable,
and this negative effect becomes bigger for firms
with greater financial distress risk.

Another study by Tao et al. (2020) advised that
businesses should ponder both operational and
financial leverage to capitalize on their perfor-
mance since the predilection of one over the other
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upsurges insolvency risk. It further suggested that
preference towards using operating leverage tends
to result in a negative relationship between its prof-
itability and financial leverage.

To summarize, it is conceivable to conclude that
the empirical data offers a variety of contradic-
tory theories about how financial leverage af-
fects an advanced economy’s firm’s performance.
Furthermore, there is an inadequate number of
studies that empirically test such relationships in
developing countries like Bangladesh particularly
in the prominent manufacturing sectors like ce-
ment and ceramic industries combined together.
This study intends to enhance the current under-
standing of this topic by addressing this deficien-
cy and looking at how financial leverage affects a
firm’s performance within all the listed companies
across the Bangladeshi Cement and Ceramic sec-
tors for 22 years, i.e. 2000 to 2021, which happen
to occupy a significant portion of the market, and
thus empirically investigate the viability of the
findings on leverage-induced profitability from
the milieu of Bangladesh.

Building upon the scope of research discussed
earlier, the below-mentioned sixteen (16) hypoth-
eses have been developed in this study to find
the subtleties of leverage-induced profitability in
Bangladesh:

H,: ‘There is a significant impact of Debt-to-
Equity Ratio on EPS.

H,; thre is a significant impact of Debt Ratio on
EPS.

H,: ‘There is a significant impact of Current
Liability-to-Equity Ratio on EPS.

H,: ‘There is a significant impact of Current
Liability-to-Asset Ratio on EPS.

H : There is a significant impact of Debt-to-

05

Equity Ratio on ROA.

H,: ‘Thereis asignificant impact of Debt Ratio on
ROA.

H,: ‘There is a significant impact of Current

Liability-to-Equity Ratio on ROA.
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H,: ‘There is a significant impact of Current
Liability-to-Asset Ratio on ROA.

H,: ‘There is a significant impact of Debt-to-
Equity Ratio on ROE.

H : Thereis a significant impact of Debt Ratio on
ROE.

H : ‘There is a significant impact of Current
Liability-to-Equity Ratio on ROE.

H : ‘There is a significant impact of Current
Liability-to-Asset Ratio on ROE.

H : ‘There is a significant impact of Debt-to-
Equity Ratio on BEP.

H : Thereis a significant impact of Debt Ratio on
BEP.

H : ‘There is a significant impact of Current
Liability-to-Equity Ratio on BEP.

H : There is a significant impact of Current
Liability-to-Asset Ratio on BEP.

2. METHODOLOGY

For the study, secondary data have been taken for
the time span of 2000 to 2021 from the yearly au-
dited financial statements of all the corporations
registered in the Cement and Ceramic subdivi-
sions. In this study, ‘Financial Performance’, or
‘Profitability’, has been considered as the depen-
dent variable. According to Leontief (2011), it is
regarded as a broad indicator of the long-term fi-
nancial stability of a company. ‘Financial leverage’
has been considered as an independent variable
appertaining to the presence of debt in a compa-
ny’s capital structure, as asserted by Pandey (2008).

Four variables have been chosen as proxies for
‘Profitability’, and all of them have been widely
used in various literature, namely: Earnings per
share, Return on Assets, Return on Equity, and
Basic Earning Power. Also, in choosing financial
leverage affecting a firm’s performance, empirical
research considers several variables such as Short-
term debt, Long-term debt, and total Debt to Asset

http://dx.doi.org/10.21511/imfi.21(1).2024.27



Investment Management and Financial Innovations, Volume 21, Issue 1, 2024

Table 1. Identification of the variables employed in the study

Variable Name

Definition

Interpretation Reference

Earnings per Share

Shows how much profit an organization
makes from each share of its stock.

Net profit/Common

_shareoutstanding - Chendaandshen (2009

Return on Asset
(ROA)

Assesses the degree to which the
management of any company makes a
profit from all the assets listed on its
balance sheet.

Chanda and Shen (2009),
Chinaemerem and Anthony (2012),
Salim and Yadav (2012), Hossain
(2016), Schulz (2017),
Rahman et al. (2020)

Net profit/Total Asset

Return on Equity
(ROE)

Illustrates the concern’s capability to
produce returns from investments in
equity.

Short et al. (2007), Chanda and Shen
(2009), Moses Ochieng Gweyi
and John Karanja (2014), Hossain
(2016), Rahman et al. (2020)

Net profit/Equity

i Analyzes how effectively a business makes

EBIT/Total Asset

Rabeta (2020)

""""""""""""""" (BEP) Pff’,ﬁtﬁ from its operation using assets
Debt-to-Equity Shows a business concern’s debt-to-equity
(D/E) i ratio. ;

Total liabilities/Equity

Debt-to-Asset

i lllustrates the fraction of a concern’s assets |

possessed by its creditors (individuals

Total liabilities/Total
asset
Abor (2005, 2007), Ebaid (2009),

Schulz (2017), Rahman et al. (2020)

Current Liability/Total
Asset

Year of marketable
operations - Separate
Year of analysis

Majumdar and S. K. (1997), Guest
i and P. M. (2009), Aduralere Opeyemi

(D/A) or entities from whom the company has
"""""""""""""""" borrowed money) versus its shareholders.
) A‘Current . Demonstrates the ratio of a company’s
Liability-to-Equity current debt to its equit
‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘‘ (cue) o
Current , - .
o Assesses a concern’s capability to pay off its
Liability-to-Asset immediate financial obligations
B CLA e
Firm Age Displays if the ﬁrm s efficiency increases
with age.
Firm Size Indicates the magnitude of a company

; : and Oyelade (2019), Rabeta (2020).
i Normal log of total asset :

and Equity ratios. This study takes the Age and
Firm Size as control variables as there is a high pos-
sibility that many other factors besides financial le-
verage also affect the firm’s performance. All of the
variable’s measurement tools are given in Table 1.

The theoretical structure of this investigation is
given Figure 1.

In this study, the ‘Fixed Effect Regression’ model
has been employed after conducting the ‘Hausman
test’ using Stata software, which examines the
connection between a company’s economic viabil-

Independent variables

ity and financial liability. The primary model for
analysis takes the below-mentioned form:

Yil:a+ﬂXz‘t+git’ 1)

where Yn — Indicator of the outcome variable, i.e.
‘Financial Performance’ (EPS, ROA, ROE, BEP),
P - Coefficient of the explanatory variables. X,
— Indicator of the predictor variable, i.e. ‘Financial
Leverage’ (D/E, D/A, CL/A, CL/E), ¢, - Random
error term, i — the number of firms employed in
the analysis, and ¢ - the number of periods used

in the analysis.

Dependent variables

Debt to Asset EPS
Debt to Equity Financial Firm ROE
Current Liability to Equity Leverage Performance ROA
Current Liability to Asset BEP

Figure 1. Theoretical structure

http://dx.doi.org/10.21511/imfi.21(1).2024.27

361



Investment Management and Financial Innovations, Volume 21, Issue 1, 2024

3. RESULTS

The affiliation between leveraged finance and a
firm’s economic performance has been investigat-
ed using correlation analysis. The multicollinear-
ity test has been used in this study to determine
whether there is any multicollinearity issue. The
tests have been conducted taking each indepen-
dent variable separately with all the dependent
and control variables. The test results show that
there is no value higher than 0.80. As the thresh-
old value to detect multicollinearity is more than
0.80, there’s no multicollinearity in this analysis.

To analyze the aspects of leverage-induced profit-
ability, Regression Analysis has been used in this
study. To identify the regression model that prop-
erly fits the analysis, the Hausman test has been
used, and based on the result of the Hausman test,
the fixed effects model has been employed.

Table 2 displays the conclusions of fixed effect re-
gression model analysis where the dependent vari-
able is Earnings Per Share (EPS), and the predictor
variable is Debt-to-Equity (D/E). The R squared is
69.97%, implying that the independent variable of
the model can predict a 69.97% variation in the
dependent variable. The analysis exhibits that Age

has a significant impact on EPS at a 1% signifi-
cance level.

Table 3 shows the outcomes of fixed effect regres-
sion model analysis where the outcome variable
is Earning Per Share (EPS), and the independent
variable is Debt-to-Asset (D/A). The R squared is
72.43%, implying that the independent variable of
the model can predict a 72.43% variation in the
dependent variable. The analysis exhibits that the
Debt-to-Asset Ratio and Age of the firm have a sig-
nificant impact on EPS at a 1% significance level.

Table 4 shows the outcomes of fixed effect regres-
sion model analysis where the outcome variable is
Earning Per Share (EPS), and the regressor vari-
able is Current Liability-to-Equity (CL/E). The R
squared is 70.12%, implying that the independent
variable of the model can predict a 70.12% varia-
tion in the dependent variable. The analysis exhib-
its that Age has a significant impact on EPS ata 1%
significance level.

Table 5 shows the results of fixed effect regression
model analysis where the dependent variable is
Earning Per Share (EPS), and the regressor vari-
able is Current Liability-to-Asset (CL/A). The R
squared is 70.66%, implying that the independent

Table 2. Model 1 of fixed effect analysis (dependent variable: EPS, and independent variable:

Debt-to-Equity)

Model 1 R Squared Prob > F: Coefficient P>t VIF 1/VIF
O 70664477 0567 0895732
Age : —1.095001 0.009 *** 0.954753
SIZ8 e 2293277 0561 .04 ....0958515 ..
Constant i 28.88828 0:263 et
o 13 S LoMeanVIF 103
No. of Obs 219

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.

Table 3. Model 2 of fixed effect analysis (dependent variable: EPS, and independent variable:
Debt-to-Asset)

Model 2 R Squared Prob > F: Coefficient P>t i VIF 1/VIF
DA L T3aas (00027 102 1 0982241
Age : -1.111175 0.006 *** 1.06 0.942419
ST e e 8:63922 0452 il E04 .00908522
Constant 38,6401 008 e
F o .88 S soMeanVIR 104
No. of Obs. 219

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.
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Table 4. Model 3 of fixed effect analysis (dependent variable: EPS, and independent variable: Current
Liability-to-Equity)

Model 3 R Squared Prob > F: Coefficient P>t VIF 1/VIF
CL/E : -o1a1347 0919 1 100 0.997030
Age : L0010 105
0.609 1.04
A S

Siee

B S S
No. of Obs. ; 219

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.

Table 5. Model 4 of fixed effect analysis (dependent variable: EPS, and independent variable: Current
Liability-to-Asset)

Model 4 R Squared Prob > F: Coefficient P>t

L : e Ti38990L 0293,

Age 9656389 0.023%* |
..é.....,.,.HHHHN......,.HHH, 0-7066 i 0'0011 S e e el
1ze

1/VIF
0.949986

09538t

.0 5

CONSTaNt e
F . 2 _— et MEAN VI 1.06
No. of Obs. ; 219

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.

variable of the model can predict a 70.66% varia- is Return of Asset (ROA), and the regressor vari-
tion in the dependent variable. The analysis exhib- able is Debt-to-Equity (D/E). The R squared is
its that Age has a significantimpact on EPSata5% 11.73%, implying that the independent variable
significance level. of the model can predict an 11.73% variation in

the dependent variable. The analysis exhibits that
Table 6 shows the findings of fixed effect regres- the control variable, Size, is highly associated with
sion model analysis where the outcome variable ROA at a 10% significance level.

Table 6. Model 5 of fixed effect analysis (dependent variable: ROA, and independent variable:
Debt-to-Equity)

Model 5 © RSquared : Prob>F: : Coefficient
Age © —0012892
No. of Obs. ; 219

COVIF 1/VIF

{105 0.995732
105
104 0.958515

Note: The symbols***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.

Table 7. Model 6 of fixed effect analysis (dependent variable: ROA, and independent variable:
Debt-to-Asset)

Model 6 R Squared Prob > F: Coefficient P>t VIF 1/VIF

oA g -1399561 1 0000°** T 102 0.982241

0242419 .

0.1560 ‘ 0.3318 e R ST .

onstan

e 25T MeSN VIE 108
No. of Obs. ; 219

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.
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Table 7 shows the findings of fixed effect regres-
sion model analysis where the outcome variable
is Return on Assets (ROA), and the explanatory
variable is Debt-to-Asset (D/A). The R squared is
15.60%, implying that the independent variable of
the model can predict a 15.60% variation in the
dependent variable. The analysis exhibits that the
Debt-to-Asset ratio notably affects ROA at a 1%
significance level, whereas Size has a significant
impact on ROA at a 5% significance level.

Table 8 exhibits the results of fixed effect regres-
sion model analysis where the predicted variable
is Return on Assets (ROA), and the independent
variable is Current Liability to Equity (CL/E). The
R squared is 12.49%, implying that the indepen-
dent variable of the model can predict a 12.49%
variation in the dependent variable. The analysis

exhibits that the control variable, Size, significant-
ly affects ROA at a 10% significance level.

Table 9 explains the results of fixed effect regres-
sion model analysis where the predicted variable
is Return on Assets (ROA), and the regressor vari-
able is Current Liability-to-Asset (CL/A). The R
squared is 4.79%, implying that the independent
variable of the model can predict a 4.79% varia-
tion in the dependent variable. The analysis exhib-
its that the Current Liability-to-Asset (CL/A) has
a remarkable effect on ROA at a 1% significance
level.

Table 10 depicts the results of fixed effect regres-
sion model analysis where the outcome variable
is Return on Equity (ROE), and the indepen-
dent variable is Debt-to-Equity. The R squared is

Table 8. Model 7 of fixed effect analysis (dependent variable: ROA, and independent variable: Current
Liability-to-Equity)

Model 7 R Squared Prob > F: Coefficient P>t CVIF 1/VIF
CUE : 0000888 . 0781 . 100
Age ‘ -.0012369 i 0194 1.05
SIZ8 .. 0345854 0 ..0098% . .104
No. of Obs. : 219

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.

Table 9. Model 8 of fixed effect analysis (dependent variable: ROA, and independent variable: Current
Liability-to-Asset)

Model 8 R Squared Prob > F Coefficient P>t 1/VIF
70751426 0949986
—.0006224
0.0479 0.0182 S
0265075

No. of Obs.

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.

Table 10. Model 9 of fixed effect analysis (dependent variable: ROE, and independent variable:

Debt-to-Equity)

Model 9 R Squared Prob > F Coefficient P>t VIF 1/VIF
0188315 D000 100 0.954753
—-.0108343 0.309 1.05 0.954753
02110 OOOOO T -
...5313874 5..0024 104 0.958515
0010
""""" Mean VIF: 103

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.
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21.10%, implying that the independent variable
of the model can predict a 21.10% variation in
the dependent variable. The analysis exhibits that
Debt-to-Equity and Size have a noteworthy im-
pact on ROE at a 1% and 05% significance level,
respectively.

Table 11 depicts the results of fixed effect regres-
sion model analysis where the predicted variable is
Return on Equity (ROE), and the independent vari-
able is Debt-to-Asset (D/A). The R squared is 5.89%,
implying that the independent variable of the mod-
el can predict a 5.89% variation in the dependent
variable. The analysis exhibits that size has a signifi-
cant impact on ROE at 1% significance level.

Table 12 shows the results of fixed effect regres-
sion model analysis where the dependent variable

is Return on Equity (ROE), and the independent
variable is Current Liability-to-Equity (CL/E). The
R squared is 31.20%, implying that the indepen-
dent variable of the model can predict a 31.20%
variation in the dependent variable. The analysis
exhibits that Current Liability-to-Equity (CL/E)
and size have a significant impact on ROE at a 1%
significance level.

Table 13 depicts the results of fixed effect regres-
sion model analysis where the dependent variable
is Return on Equity (ROE), and the independent
variable is Current Liability-to-Asset (CL/A). The
R squared is 6.79%, implying that the independent
variable of the model can predict a 6.79% variation
in the dependent variable. The analysis exhibits that
Age and Size have a significant impact on ROE at a
10% and 1% significance level, respectively.

Table 11. Model 10 of fixed effect analysis (dependent variable: ROE, and independent variable:

Debt-to-Asset)

Model 10 R Squared Prob > F Coefficient P>t i VIF 1/VIF
DA 72341663 0456 1 102 0982241
Age : —-.015637 0.178 1.06 0.942419
0'0589 0'0061 T
SIZ8 1057443 00037 104 0958522
Lonstant - e TLO43306 10002
L _— .S Mean VIF: 1.04
No. of Obs. 219

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.

Table 12. Model 11 of fixed effect analysis (dependent variable: ROE, and independent variable:

Current Liability-to-Equity)

Model 11 R Squared Prob > F Coefficient P>t i VIF 1/VIF
CuyE 0289089 0.000*** 100 0.956637
Age : —.0146053 0.141 1.05 0.956637
O,3120 O'OOOO e e
| 5841556 . 0008*** | 104 0.958082
i Mean VIF: 103

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.

Table 13. Model 12 of fixed effect analysis (dependent variable: ROE, and independent variable:

Current Liability-to-Asset)

Model 12 R Squared Prob > F Coefficient P>t VIF 1/VIF
CUA 15398606 ... 0:949986
Ag —.0198122 0.953481
e 0.0679 0.0024 - -
SIZ8 e :7960061 .. 0:922305
onstant R 72.300723 . .
F S 4.95 MeanVIF:1.06 .

No. of Obs.

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.
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Table 14 demonstrates the results of the fixed ef-
fect regression model analysis where the depen-
dent variable is Basic Earning Power (BEP), and
the explanatory variable is Debt-to-Equity. The R
squared is 10.08%, implying that the independent
variable of the model can predict a 10.08% varia-
tion in the outcome variable. The analysis shows
that no variable has a significant impact on BEP.

Table 15 demonstrates the results of the fixed ef-
fect regression model analysis where the depen-
dent variable is Basic Earning Power (BEP), and
the regressor variable is Debt-to-Asset (D/A). The
R squared is 7.63%, implying that the independent
variable of the model can predict a 7.63% variation
in the dependent variable. The analysis exhibits
that the Debt-to-Asset ratio has a substantial im-
pact on BEP at a 1% significance level.

Table 16 demonstrates the results of the fixed effect
regression model analysis where the dependent
variable is Basic Earning Power (BEP), and the in-
dependent variable is Current Liability-to-Equity
(CL/E). The R squared is 6.56%, implying that the
independent variable of the model can predict a
6.56% variation in the dependent variable. The
analysis exhibits that no variable has a noteworthy
impact on BEP.

Table 17 shows the results of the fixed effect regres-
sion model analysis where the dependent variable
is Basic Earning Power (BEP), and the independent
variable is Current Liability-to-Asset (CL/A). The R
squared is 13.80%, implying that the independent
variable of the model can predict 13.80% variation
in the dependent variable. The analysis exhibits that
no variable has a significant impact on BEP.

Table 14. Model 13 of fixed effect analysis (dependent variable: BEP, and independent variable:

Debt-to-Equity)

Model 13 R Squared Prob > F Coefficient VIF 1/VIF
O 1.00 .0.995732
Ag 1.05 0.954753
et 0.1008 0.2176 -
SIZ8 023855 104 0958515
Lonstant . S ) 1469861 )
o . S . 149 .. e Mean VIF: 1.03
No. of Obs. 219

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.

Table 15. Model 14 of fixed effect analysis (dependent variable: BEP, and independent variable:

Debt-to-Asset)

Model 14 R Squared Prob > F Coefficient P>t i VIF 1/VIF
OA 1069699 . 0000%** 102 0.982241
Age .0002796 0.791 1.06 0.942419
00763 00010 ..... .
S L 70218727 .....0344 04 0958522
Lonstant . AN S < S SO <142 A )
T _— 252 Mean VIF: 1.04
No. of Obs. 219

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.

Table 16. Model 15 of fixed effect analysis (dependent variable: BEP, and independent variable:

Current Liability-to-Equity)

Model 15 R Squared Prob > F Coefficient P>t i VIF 1/VIF
CYE 70003019 0409 . 100 0.997030
Age .0003724 0.732 1.05 0.956637
SIZ8 0267635 00263 104 .0.958082
JLonstant S 1536738 L0010 )
L _— S 112 e Mean VIF: 1.03
No. of Obs. 219

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.
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Table 17. Model 16 of fixed effect analysis (dependent variable: BEP, and independent variable:

Current Liability-to-Asset)

Model 16 R Squared Prob > F Coefficient P>t i VIF 1/VIF
CUA 0093328 . 0772 . 105 10949986,
Age .0003048 0.786 1.05 0.953481
SIZ8 e 0274629 0254 108 0922305
Lonstant . N 1536093 ..0.013 )
T _— ST .. S Mean VIF: 1.06
No. of Obs. 219

Note: The symbols ***, ** ‘and * correspond to respective significance levels of 1%, 5%, and 10%.

It should be noted for all the aforementioned mod-
els that, there is no multicollinearity since no VIF
value in these models is higher than threshold 10.
The tolerance threshold is quantified using the in-
verse of the variance inflation factor (1/VIF), indi-
cating the absenteeism of multicollinearity when
the values exceed 0.10.

4. DISCUSSION

The findings in the previous section exhibit that
Age and D/A have a significant negative impact
on EPS, which implies that, as the firms age
and as the ratio of debt in financing the assets
increases, the firm’s profitability reduces. The
study further exhibits that the control variable
Firm Size is highly associated with ROA in most
cases, implying that as firms grow bigger, they
tend to enjoy more profitability owing to econo-
mies of scale. It is further seen that the D/A nega-
tively affects ROA, implying that the incorpora-
tion of debt reduces profitability for these firms.
The test results also exhibit that the CL/A has
a remarkable negative effect on ROA, implying
that the return on assets of a firm gets reduced
when more current liability is sought to finance
assets. However, it is further investigated that
D/E and Size have a significant positive impact
on ROE, implying that the increase of debt in
the capital structure increases profitability as
firms grow bigger. The results also verify that
CL/E have a significant positive impact on ROE,
implying that the return on equity increases as
more current liability is employed to fund the
assets in a firm. However, the impact of Age re-
mains negative yet significant on ROE, imply-
ing that firms fail to generate more return on
equity as they grow old. The results of regres-
sion analysis reveal that D/A has a significant

http://dx.doi.org/10.21511/imfi.21(1).2024.27

impact on BEP, indicating that the incorpora-
tion of debt increases a firm’s core profitability.

These mixed impacts of leverage on profitabil-
ity identified in this study can be supported
by previously published literature. Myers and
Majluf (1984) advocated that there is an adverse
affiliation between debt obligations and firms’
profitability, and the businesses with truncated
retained earnings will rely more on debt financ-
ing. There is plenty of research, which deliv-
ers evidence to prove this negative affiliation
between profitability and leverage (Titman &
Wessels, 1988; Rajan & Zingales, 1995; Wald,
1999; Booth et al., 2001; Fama & French, 2002;
Hung et al., 2002; Abor, 2005; Chinaemerem &
Anthony, 2012; Salim & Yadav, 2012; Hossain,
2016; Schulz, 2017).

Also, Hossain (2016) identified a positive corre-
lation between ROE and debt financing, which
can be attributed to the fact that when a corpo-
ration grows its reliance on debt financing, the
shareholders’ needed rate of return also increas-
es. This indication is consistent with the ver-
dicts of leveraged-induced profitability in terms
of ROE in the study.

Das et al. (2021) conducted an investigation and
found that leverage damages performance more
in high-profit organizations than in low-prof-
it ones. Puri (2023) stressed that an ideal debt
structure and debt use can boost an organiza-
tion’s performance. A study by Tao et al. (2020)
advised that businesses should ponder both op-
erating and financial leverage to capitalize on
their profitability. Kalash (2023) discovered that
the effect of financial leverage on a firm’s finan-
cial performance is negative, and this negative
effect becomes bigger for firms with a greater
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financial distress risk. Based on the background ings can be further elaborated across multiple
of emergent countries like Bangladesh, it can be  industries, or the models could be modified fur-
seen that the incorporation of leverage in the ther to create more scopes of research on this
capital structure can bring about both adverse never-ending argument of leverage-induced
and advantageous results. However, the find- profitability.

CONCLUSION

As prudent investors must be cognizant of the financial performance of any company, the discussion
over the topic of leverage and financial performance is a very crucial concern all over the world of in-
vestment. As a result, the managers of a company always endeavor to manage the leverage in a way that
enhances the company’s financial performance. To benefit them, the paper aimed to find the correlation
of financial performance with the leverage of a firm and found that the measures of leverage used in this
study have an impact on a company’s financial performance.

According to findings, the key financial performance indicator Earning Per Share (EPS) has a depen-
dency on leverage measured by the Debt-to-Asset ratio. Return on Assets (ROA) has a dependency on
the Debt-to-Asset ratio and the Current Liability-to-Asset ratio. Whereas Return on Equity is depen-
dent on the Debt-to-Equity ratio and Current Liability-to-Equity Ratio. Lastly, the indicator of Basic
Earning Power (BEP) can be explained by the Debt-to-Asset ratio.

The paper put forward the facts related to leverage-induced profitability across various firms. The ver-
dicts of this study will help financial managers and policymakers to make decisions regarding the in-
corporation of debt into their funding mix. Although the inquiry has demonstrated mixed verdicts for
leverage-induced profitability like the previous literature, the findings have put forward the importance
of balancing the ratio of leveraged finance in the capital structure to enjoy profitability in an emerg-
ing economy like Bangladesh. Future endeavors of upcoming researchers are encouraged through this
study as it has set a parameter for expanding analysis on leverage-induced profitability across industries
in other developing economies.
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APPENDIX A
Table Al. Specification of the models employed in the study
Model Description Equation

01 Impact of Debt-to-Equity Ratio on EPS : EPS = +B, DER +B, Age +B.Size +¢g,
.... 02 : EPS a+B DR +B, Age 4B, Slze +E,
.... 03 EPS a+B, CLER +B, Age B, Slze +e,
.... 04 EPS a+B, CLAR o+ B Age +B, S|ze +e,
.... 05 ROA a +B DER B, Age B, S|ze +e,
.... 06 ROA a+B DR +B Age +B Slze +E,
.... 07 ROA a+B, CLER o+ B Age +B, Slze +E,
.... 08 ROA a+p, CLAR +B Age B, Slze +E,
""" 09 ROE = o +B,DER + B, Age +BSize +e,
.... 10 ROE—a+B DR+B Age B, S|ze +e,
.... 11 ROE a+B, CLER +|3 Age B, S|ze +E,
.... 12 ROE =qa +B CLAR +B Age +B Slze +E,
.... 13 BEP cx+B DER B, Age +B, S|ze +E,
.... 14 BEP cx+B DR B, Age +B, Slze +e,
.... 15 BEP a+B, CLER +B, Age B, Slze +E,
.... 16 ' Impact of Current Llablllt‘y to-Asset Ratio on BEP BEP a +[31CLARM+ Bz Age“+[335|ze‘t +E,

Table A2. Multicollinearity test keeping the Debt-to-Equity ratio as the independent variable

, EPS ROA ROE BEP DE AGE SIZE
EPS ; 1.0000 i ; ; ;

0.6550 : 1.0000

Table A3. Multicollinearity test keeping the Debt-to-Asset ratio as the independent variable

EPS

1.000(5” B

EPS ROA ©  ROE BEP CL/E °  AGE | SIZE

02621 -00500 10000 1

0.2775 © 00315 0203 :  1.0000
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Table A5. Multicollinearity test keeping the Current Debt to Asset ratio as the independent variable

: EPS ROA ROE BEP CL/A AGE SIZE
EPS . 10000 G L S *
ROA 0.6550  :  1.0000 :
ROE 0.2117 0.3240 1.0000
BEP 05594 07921 02497 10000
CL/A -01300 :  -0.2729 0.1116
AGE 03746 | 0.0535 ‘ : 1.0000
SIZE ¢ 00462 0.1164 -02121 i 02036 :  1.0000
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