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1. INTRODUCTION:  
Finance is the backbone of everything in the world, be it the daily household activities of an individual, or the 

trade and transactions in a country’s economy. Any company is a small economy in itself and similar to a larger 

economy, any decision made affects the company in all aspects; including the profitability. Hence, deciding over its 

sources of financing and overall composition of capital forms an important decision for smooth long-term operations.  

Given that, for an organization, managing its finances well is the most important task, which starts from the very 

beginning of the organization, be it the day-to-day operations or long-term investments. The decisions pertaining to the 

debt structure, known as the capital structure decisions of the company, are those made with utmost care and detailed 

study of the company’s current position, market condition and economic condition. Since capital structure decisions 

have a far-reaching impact, a single wrong decision can pose a great threat to company in terms of its reputation as well 

as its financial position. This paper aims at studying this aspect of capital structure as to how much it affects the company 

in terms of its profits, as profit is one of the crucial and first factor which is looked upon while looking as the financial 

health of the company. 

       

2. LITERATURE REVIEW: 

When researching for capital structure, it is imperative to understand the terms associated with it. The following 

terms have been used for the purpose of the study: 

a. Debt-to-Equity ratio: One of the most important ratios for financial analysis, this ratio (denoted as D/E ratio) 

tells a lot about the liabilities position of a business in the long term. The results of this ratio determine the 

ability of the company to pay off its long-term obligations. Debt to equity ratio can be simply defined as: “The 

ratio of a company’s total debt in long term to its total share-holders funds” 

b. Debt-to-Total Assets ratio (D/TA ratio): is the ratio of measuring the amount of assets funded by using borrowed 

funds. In essence, it is the percentage of assets backed up by creditors rather than the investors. It is another 

important leverage ratio, which determines how much a company relies on external borrowings to fund its 

assets. 

c. Interest Coverage Ratio: The ICR i.e., the Interest Coverage ratio is one of those ratios which must be checked 

while studying the capital structure to know about in how much time a company pays its outstanding interest. 

Simply defines “interest coverage ratio is a measure of a company's ability to honour its debt payments” [12] 

Given the importance of the topic, variety of research has been performed to analyse the effects of capital 

structure on various industries and sectors in India as well as around the world.  

Shalini Talwar in the paper titled “Dynamics of Firm Value, Financial Performance, Leverage, and Governance: 

A Panel Data Analysis of Listed Indian Firms” examines the effect of various accounting-based performance measures, 

stringency of corporate governance and the capital structure on the firm’s value. The study performed using methods 

like Tobin’s Q and Panel Least Squared Dummy variables shows that these variables have a substantial statistical impact 

on the worth of firm and are found to be good predictors of a firm’s value. This test confirmed that the dynamics between 

Abstract: The capital structure decisions of a company play a vital role in shaping the company in its long run. 
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dependent and explanatory variables is different in different sectors and did not show a uniform pattern. Finally, the 

paper concludes the impact differs across various sectors considered for the study. So, extending the results to other 

sectors, the managers should take into consideration the sectoral effect of these said variables on the firm’s value.[1] 

“Prof. (Dr). T. Velnampy & J. Aloy Niresh research through , The Relationship between Capital Structure & 

Profitability, studies ten listed Sri Lankan banks for an eight-year period using descriptive research and the correlation 

analysis to find out the association between the variables of the study”. The results of the study display the association 

between the capital structure and the profitability of banks is negative and that there is no significant effect on the 

profitability but return on equity and the debt-to-equity ratio of banks.[2]  Authors Anindita Chakrabarti and Ahindra 

Chakrabarti explain how the firm’s age, the asset turnover of the firm, liquidity and the size of the firm are the significant 

factors of capital structure and that they affect the capital structure decisions to a great extent; in their study titled “The 

capital structure puzzle” – evidence from Indian energy sector. The authors’ findings, obtained by considering a sample 

of 141 firms functioning in the Indian energy sector, show that historically, the profitability and debt ratio show a 

negative relationship.[3] 

In a similar research performed by “Dr. Khalid Ashraf Chisti, Dr. Khursheed Ali, Prof. Mouh‐I‐Din Sangmi” 

on the subject “Impact Of Capital Structure On Profitability Of Listed Companies (Evidence From India)”, the authors 

have concluded from the findings that capital structure i.e., the debt to equity and profitability of the firm has a negative 

relationship. So, according to the analysis, if the Debt is amplified aggressively, it will adversely impact the profitability 

if the firm.[4] Prof. Gurmeet Singh, while performing a detailed study on the similar topic, in his research paper titled 

“Interrelationship between Capital Structure and Profitability with Special Reference to Manufacturing Industry in 

India” concludes that the capital structure significantly affects the profitability of the firm, but on a negative side. The 

results have established a one-to one relationship between elements of profitability and capital structure are considered 

here; ROCE and ROA. So, if the firm takes excess debt, it will take a toll on the profit of the firm.[5] Authors S. Revathy 

and Dr. V. Santhi in the paper titled “Impact Of Capital Structure On Profitability Of Manufacturing Companies In 

India” seek to examine and investigate the impact of capital structure on the profitability of manufacturing firms in 

India. The study proceeds by grouping the selected firms into various groups and using multi-stage sampling methods. 

The study has thus concluded that there is a significant one-to-one relationship and that increase in debt level would 

hamper the ability of companies to generate good profits.[6] 

 

3. METHODOLOGY: 

This research has been undertaken for the objective of understanding the concept of capital structure and studying 

financial aspect of Capital structure i.e., the Debt-to-Equity ratio and other related ratios along with impact of the same 

on the profitability of the companies selected. 

The methodology followed for the research is descriptive research. All data obtained and analyzed is secondary in 

nature and is gathered by referring to various research papers, official websites of the selected companies and their 

annual reports and financial databases like Money control, Yahoo Finance, etc. 

  A sample size of six companies from IT Industry are considered for the study. All the companies operate under 

the software and consultancy sector of the industry and are the topmost companies in their sector. The selected firms 

are- TCS, Infosys, HCL Tech, Tech Mahindra, Larsen and Toubro Infotech and Wipro Ltd.  

The Companies have been selected by considering their market capitalization share.  

The correlation analysis is used to determine the relation between the Capital Structure specifically the Debt-to-

Equity ratio and the profitability ratios of the companies. The test for correlation coefficient is performed in MS-Excel. 

 

4. RESULTS AND FINDINGS:  
To go ahead with the topic, it was first important to touch upon some of the basic and most important concept 

which comes under capital structure, the fact that whole capital structure is woven into with these concepts. They are: 

the ‘Cost of Capital’ and ‘Leverage’. 

In a nut shell Cost of capital is that cost which the company has to incur for raising capital. Thus, if it goes for 

debt finance, a company pays interest, and if equity finance, it pays dividend. Both these interest and dividend are treated 

as cost of capital together. The cost of capital determines whether and by which means company should raise its finance 

and to what level. A high cost of capital results in washing off too much part of the profits of the company to outsiders 

i.e., creditors. So, it is a crucial decision for the company to choose a proper source of financing. Cost of Capita; has an 

impact on the structure of finance which directs us to the concept of leverage. In simple words, leverage means raising 

finance for the company in the form of debt. Thus, the level of the debt is called the leverage of the company.  Leverage 

is the ability of a company to use funds provided by outsiders to magnify the returns of the company to the owners. 

Thus, the aim of leveraging a company is to increase the returns on equity for the share-holders. The logic behind 

leverage is to amplify gains for shareholders and company by several multiples.  
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Leveraging is a double-edged sword which amplifies the upside returns but at the same time the downside risk 

is also amplified by the same multiplier. Excess leverage may result into losses and put the company into a much riskier 

position. High leverage comes with greater volatility. This part, the leverage, is also commonly known as the debt level, 

or debt to equity ratio or capital gearing, depending upon the country or region of its use.  

The analysis below uses Debt-to-equity ratio and one of the measures of leverage, along with other ratios like 

Debt to total assets and Interest coverage ratio.  

 

 Debt to Equity Ratio:  

The Debt-to-Equity ratio for IT sector in India is not substantially high, rather if compared with the ideal ratio 

of 2:1, it is far less. Looking at the overall ratios of all the selected companies, the D/E ratio of IT industry specifically 

software sector will not be more than 0.05. As there is more debt requirement for capital intensive industries, it makes 

sense that IT software companies have a low debt to equity ratio. Probably, a higher D/E will be seen in IT sector 

companies dealing with computer hardware, peripherals, and manufacturing.  

From the selected companies, (Figure 1 ) the D/E ratio of L&T Infotech is observed to be the highest, possibly 

owing to the acquisition of Mindtree, a peer company. Followed by it comes TCS who has a higher ratio compared to 

its other peers. The rest of the four companies have debt level at an average to low, and are maximum dependent on the 

equity financing as an option to raise capital. 

 

 Debt to Total Assets Ratio: 

When it comes to the Debt to Total Assets ratio (Figure 2), Infosys has the lowest Debt to TA ratio, while L&T 

Infotech has the highest. This suggests the dependence of L&T on debt to a great extent. Being said that, Infosys is more 

financially stable company, as it needs to pay less cost of debt in the form of interest to its lenders. Thus, a more chunk 

of profit remains with the company.  

Figure 1: Debt to Equity ratio 

Figure 2: Debt to Total Assets Ratio 
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Also, less the leverage, less is the threat of the company going bankrupt which is not in the case of L&T Infotech. 

But this goes with the theoretical aspect, when we look it from a bird’s eye view, it is observed that these Debt to TA 

ratios is not much high, and thus, it can be rightly said that the companies are financially stable, and are able to manage 

their capital well to fund their assets largely through the public equity finances. 

 

 Interest Coverage Ratio: 

The Interest Coverage ratio, important tool to gauge the ability of company to pay its finance cost in timely manner. 

For the selected sample (Figure 3), Tech Mahindra is most consistent in paying its finance costs over the whole period, 

whereas, TCS is more inconsistent with a wide variation in its ICR. Wipro is below the average ICR, and thus, should 

try to improve its ratio. For the remaining companies, this ratio can be said to be at a satisfactory level, although an 

improvement can be done, by managing the capital well, and the income too. Although, Tech Mahindra has a consistent 

ICR, but it should definitely try to increase its ICR in the coming period. 

 

Correlation Analysis: 

The study of these ratios gives us an idea about the capital structure and position of the companies with respect 

to their debt and capacities of raising additional debt. But to know whether or not these debts impact their profits, a 

correlation analysis is further performed the results of which are as under: 

 In relation to D/E and Net profit (refer Table 1), largely, it can be said that D/E ratio has a positive relationship with 

the Net Profit of the company. Because, except one company which is Tech Mahindra (-0.26), all others show a 

direct positive correlation, i.e., if the debt increases, the Net profit too will increase and vice-versa. 

 With respect to D/E and ROE (refer Table 2), 4 of the selected sample companies viz. TCS having a strong positive 

correlation of 0.89, while Infosys, L&T Infotech and Wipro also show a positive correlation, whereas the other two 

have a negative correlation. But since one of the companies i.e., HCL tech is having a weak negative correlation of 

-0.45, we may consider that sometime in future we could see an opposite picture for this company. Thus, to 

generalize, D/E and ROE show a positive relationship. 

Figure 3: Interest Coverage ratio 

Table 1: Correlation between D/E and ROE 

Company Correlation Coefficient

TCS 0.831

Infosys 0.555

HCL tech 0.486

Tech Mahindra -0.259

L&T Infotech 0.297

Wipro 0.773

Correlation Analysis D/E and Net profit

Table 2: Correlation between D/E and Net profit 
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 In case of D/E and ROCE (refer Table 3), no firm statement could be made, since half the companies show and 

inverse relationship while the other half, a positive relationship. Thus, the probability of the debt having either a 

positive or negative effect on the profit could be said as 50%. 

 The result of correlation test between D/E and ROA (refer Table 4) do not display a concrete result for a specific 

situation. Here too, 3 companies have a positive correlation while other 3 have a negative. So, it is hard to say firmly, 

that companies will show only inverse relationship or only direct relationship between these variables. The chances 

for both are 50-50 since in both situations, strong ‘r’ values are present. 

 

5. LIMITATIONS: 

 

 The results of the analysis cannot be the absolute results for all the companies in the IT industry or also for the 

software sector of the industry, since the sample size considered for the study is small for ease of study. The results 

obtained may or may not be generalized as a larger sample size may present different results. 

 For feasibility of calculations, the period of study had to be limited to 5 years, but it can be further extended with 

greater number of years taken into account. For the ease of analysis, the scope of the study was limited only up to 

the IT industry. But this can be extended to various types of companies across various sectors, and the topic gives 

room for the comparative analysis of capital structure impact in various industries. 

 

6. CONCLUSION: 

The analysis brought us to a conclusion that the Debt of company does have an impact on the profitability of a 

business. This could be seen from the correlation analysis since none of the samples show a zero correlation. 

Generalizing the results to a larger scale limiting to the IT software sector, we may conclude that for most of the cases 

we can assume a direct positive relationship between the capital structure of the company and its profit, but the impact 

is not substantial if we average out the results. Being a service-oriented industry, it is less capital intensive but requires 

more of intellectual capital. And thus, the asset funding of companies through debt is low. The expanding market for 

the IT sector in the technological era opens up an ocean of opportunities for these companies, and thus if they think of 

further expansions, they can easily avail to the debt funding. 

  

7. SUGGESTIONS: 

 

 From the study it is seen that the in general, profitability rises with more leverage. Since, the companies are well-

established in the market and over the years they have gained good credibility, availing debt options would be easier 

for these companies than their other competitors and newly emerging firms in this sector.  

 Also, because we see a positive effect of the existing debt capital mix on the profits of these companies, we may 

infer that probably the debt finance is more easily available for those companies at lower cost than the equity.  

 In such scenario, it could be suggested that the companies should surely go for a higher leverage option than sticking 

to equity finance.  
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