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ABSTRACT

This study investigates the impact of firm-specific
characteristics on the capital structure of Indian non-
financial firms listed on the Bombay Stock Exchange
from 2015 to 2022. Using panel data regression with
fixed effects, the analysis covers 184 firms. The
results reveal that profitability, Tobin’s Q, and
liquidity negatively affect leverage, supporting the
pecking order theory. In contrast, asset tangibility and
market-to-book ratio positively influence debt levels,
aligning with the trade-off theory. These findings
suggest that firms with strong internal resources or
high growth prospects prefer less debt, while firms
with more tangible assets leverage their collateral
capacity. The study offers practical insights for
financial managers and policymakers aiming to
design optimal capital structures and supportive
regulatory frameworks in emerging markets.
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l. INTRODUCTION

In the current dynamic and competitive
business landscape, firms are increasingly exposed to
financial, operational, and strategic challenges.
Among the various financial decisions that managers
must make, capital structure decisions are
particularly critical, as they directly affect a
company's financial stability, cost of capital, and risk
management framework. Capital structure refers to
the composition of a firm’s financing through debt
and equity. Striking an optimal balance between these
two sources of finance is essential, as it not only
determines the firm's capacity to absorb financial
shocks but also signals its risk tolerance to investors
and other stakeholders. In emerging nations, where
financial systems are still maturing and market
inefficiencies are more obvious, capital structure
decisions are additionally influenced by a unique set
of internal and external factors. Profitability is
crucial in determining a company's financial
structure. According to the pecking order theory,
highly profitable enterprises favour internal

financing through retained earnings over external
loans. Firm size has a considerable impact on capital
structure decisions; smaller enterprises often have
limited access to financial markets and consequently
rely more largely on internal sources of finance.
Furthermore, previous research shows that
organizations with higher liquidity levels have better
financial performance and are less exposed to the
dangers associated with excessive leverage.

II.  REVIEW OF LITERATURE

There is extensive research that have
examined the relationship  between  firm
characteristics and capital structure, yet it remained
varied across contexts, particularly in emerging
markets and across different sectors. Modiligillani
and Miller (1958) argued that capital structure
decision is irrelevant. Their research concluded that
the value of a firm remains invariant to its capital
structure, indicating that the valuation of a levered
firm is equivalent to that of an unlevered firm.
According to the trade-off hypothesis, businesses
maintain an ideal debt level by weighing the
advantages of debt as a tax shelter against the
expenses associated with financial hardship (Kraus &
Litzenberger, 1973). According to the pecking order
theory, companies favor internal funding over
external debt and equity, which results in a preference
for financing options that are hierarchical (Myers &
Majluf, 1984). Conversely, agency theory
emphasizes the importance of stakeholder disputes
and contends that debt can both reduce agency issues
and introduce new dangers (Jensen & Meckling,
1976).

In line with the pecking order idea,
empirical research has repeatedly demonstrated a
negative correlation between profitability and
leverage. Ranjan and Zingales (1995) examined the
capital structure of the G7 countries and found that
companies with higher profits typically depend less
on outside funding. Similar findings were obtained
by Chakraborty (2010) and Bhaduri (2002) in the
Indian context, suggesting that Indian companies
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with larger earnings are more likely to use internal
money rather than borrow. This pattern is particularly
evident in industries with high levels of cash flow
volatility and higher external finance costs because of
knowledge asymmetries. Firm size has also emerged
as a critical determinant of leverage. Larger
companies may have more diversified activities and
better access to financial markets, which reduces
default risk and increases borrowing capacity
(Titman & Wessels, 1988). On the other hand,
because they have less access to long-term
borrowing, smaller businesses could be more
dependent on equity or retained earnings. Titman and
Wessels (1988) found that leverage is positively
influenced by growth opportunities, non-debt tax
shields (NDTS), firm size, and fixed assets, while it
is negatively affected by R&D, profitability, product
uniqueness, advertising, and earnings volatility. In
the Indian context, Bhole and Mahakud (2004)
emphasized the roles of firm size, asset collateral
value, liquidity, NDTS, and the costs of debt and
equity. Mukherjee and Mahakud (2010) identified
size, profitability, tangibility, and market-to-book
ratio as significant factors. Serrasqueiro et al. (2016)
noted that liquidity negatively affects short-term and
total debt but positively influences long-term debt.
Additionally, studies by Panicker (2013) and
Chakrabarti and Chakrabarti (2019) on Indian energy
firms highlighted profitability, NDTS, debt capacity,
liquidity, and tangibility as the primary capital
structure drivers.

I1l. RESEARCH METHODOLOGY

3.1 Data Description

The current research relies on secondary data that
has been collected from CMIE-Prowess database,
BSE website, company annual report and world-
bank website for gathering macro-economic data.
For empirical study, we have gathered annual data
of 184 non-financial firms on BSE index from 2015-
2022. The selected time frame, spanning a decade,
including historical context and current events
which allows determination of future long-term
trends and important events in capital structure and
financial performance.

3.2 Variables
Independent Variable - To assess profitability, this
study employs return on assets (ROA) and Tobin's Q

(TQ). The calculation of TQ is achieved by dividing
the firm’s market value by the book value of its total
assets. To evaluate growth, the market value to book
value ratio is utilized. Tangible assets are
instrumental in generating revenue for companies.
The measurement of tangibility (TANG) is based on
the ratio of fixed assets to total assets. Furthermore,
the ratio of current assets to current liabilities is
employed to gauge the liquidity (LIQ) of the firm.
Ownership (OWN) is defined as the percentage of
shares held by promoters.

Dependent Variable - In this research, total debt (TD)
is utilized as the proxy and dependent variable. It is
calculated by dividing total debt by total assets,
representing the ratio of assets in relation to debt.
Control Variable - Firm size (SIZE) is determined by
the natural logarithm of total assets within the current
study.

3.3 Model
To empirically examine the impact of firm
characteristics on capital structure the following is
employed:

TDic = Bot p1 ROA; + B2 TQic+ p3 MB; + p4

TANG; + BS LIQj: + B6 OWN;
+ B7 SIZEI( + Eit

where TDit is total debt of a company i in year t.
ROA, TQ, MB, TANG, LIQ and OWN

are independent variables while SIZE is the
control variable of sample firms.

V. RESULTS AND DISCUSSIONS

4.1 DESCRIPTIVE STATISTICS

Table 1 presented the descriptive statistics of
the variables used in the study. The average total debt
(TD) is 0.52, exhibiting moderate variability, while
the return on assets (ROA) averages 0.12, indicating
mixed profitability among firms. The Market-to-
Book ratio (MB) also shows high variability, with a
mean of 5.22 and a standard deviation of 5.89,
ranging from 0.00 to 61.95, highlighting significant
differences in market valuation across firms. Asset
tangibility (TANG) and liquidity (LIQ) vary notably
among firms, with mean values of 0.29 and 1.67,
respectively. Ownership concentration (OWN)
demonstrates considerable variation, averaging
around 52%. Firm size (SIZE), measured in
logarithmic terms, has a mean of 8.99, reflecting a
diverse sample of firms ranging from small to large.
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Table 1. Descriptive Statistics

Variables Mean Standard Minimum Maximum
Deviation
TD 0.52 0.22 0.09 2.64
ROA 0.12 0.09 -0.30 0.91
TQ 2.72 2.65 5.89 24.87
MB 5.22 5.89 0.00 61.95
TANG 0.29 0.20 0.00 1.02
LIQ 1.67 1.25 0.07 11.91
OWN 52.09 16.25 0.00 75.20
SIZE 8.99 1.42 5.48 14.26
4.2 CORRELATION MATRIX and negatively with TANG and SIZE. TQ and MB are

The correlation matrix in Table 2 shows that
total debt (TD) is negatively correlated with ROA,
Tobin’s Q (TQ), market-to-book ratio (MB), liquidity
(LIQ), and ownership (OWN), but positively related

strongly correlated (r = 0.706) and both show
negative links with TANG and SIZE. LIQ has a
strong negative correlation with TD and is weakly
related to other variables. Overall, the correlations are

to tangibility (TANG) and firm size (SIZE). ROA is moderate, suggesting limited multicollinearity
positively associated with TQ, MB, LIQ, and OWN, concerns.
Table 2. Correlation Matrix

Variables (1) (2) 3) (4) (5) (6) (7) (8)

(1)TD 1.000

(2) ROA -0.479 1.000

(3) TQ -0.260 0.530 1.000

(4) MB -0.075 0.390 0.706 1.000

(5) TANG 0.192 | -0.203| -0.182| -0.142 1.000

(6) LIQ -0.570 0.408 0.163 0.016 | -0.297 1.000

(7) OWN -0.005 0.102 0.121 0.197 0.074 0.021 1.000

(8) SIZE 0.288 | -0.221 | -0.142| -0.109 0.040 | -0.184 | -0.149 1.000I
4.3 REGRESSION RESULTS

The study utilized panel data regression analysis to evaluate the proposed objectives. The Durbin—Wu—
Hausman test was employed to differentiate between the fixed effects and random effects models. The results of
the test demonstrated that the fixed effects model provided a better fit for the data and was consequently utilized

in the analysis.

Table 3. Results of Regression Analysis

Variables Coefficient t-value Significance
Intercept 0.509 7.20 0.000
ROA -0.317 -8.06 0.000
TQ -0.006 -3.13 0.002
MB 0.006 8.13 0.000
TANG 0.130 4.18 0.000
LIQ -0.056 -15.54 0.000
OWN 0.001 1.09 0.274
SIZE 0.007 1.08 0.280
Number of Observations 1472

R-squared 0.263

F-test 63.541

Prob>F 0.000
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The results of the panel data regression analysis,
where the dependent variable is Total Debt (TD),
reveal several statistically significant relationships
between firm characteristics and leverage decisions.
The model explains approximately 26.3% of the
variation in total debt, as indicated by an R-squared
value of 0.263. The overall model is statistically
significant, with an F-test value of 63.541 and a p-
value less than 0.01. Return on Assets shows a strong
negative relationship with total debt (coefficient = -
0.317, t = -8.06), suggesting that firms with higher
profitability tend to rely less on debt financing
consistent with the pecking order theory. Tobin’s Q is
also negatively related to debt (coefficient = -0.006, t
= -3.13), implying that firms with more growth
options might prefer equity or internal funding over
debt, possibly to maintain financial flexibility.
Conversely, Market-to-Book ratio shows a positive
and highly significant association with debt levels
(coefficient = 0.006, t = 8.13), indicating that firms
valued more highly by the market are more inclined
to use debt, possibly due to favourable borrowing
conditions. Asset Tangibility also has a positive and
significant coefficient (0.130, t=4.18), reflecting that
firms with more tangible assets can secure more debt
due to higher collateral value. Liquidity negatively
influences debt (coefficient = -0.056, t = -15.54),
suggesting that more liquid firms may prefer to
finance operations internally. However, ownership
concentration and firm size are statistically
insignificant (coefficients = 0.001 and 0.007),
indicating no robust evidence that these factors
significantly influence debt levels in this sample.

V. CONCLUSION

The panel study of Indian non-financial
firms for 2015-2022 demonstrates that return on
assets have a negative impact of debt which is
consistent with the pecking order theory. The findings
revealed that firms with more profits prefer to utilise
retained earnings rather than debt (Myers & Majluf,
1984; Titman & Wessels, 1988; Rajan & Zingales,
1995; Nam & Tuyen, 2024). The results of the study
are consistent with trade-off theory as regression
results show a positive relationship between capital
structure and tangible assets. Therefore, the firms
with higher market valuation can have more debt as
tangible asset provide low-collateral cost (Kraus &
Litzenberger, 1973; Koksal et al., 2013; Degryse et
al. 2010). Firm size and capital structure have
positive relation which implies that larger firms are
more capable of utilizing debt to enhance
performance, possibly due to better resource
management and risk mitigation strategies (Alvarez

et al., 2018; Kim and Jang, 2018; Phan et al., 2020).
The findings reinforce that Indian non-financial
firms’ capital structures reflect classic pecking-order
behavior and trade-off benefits of collateral, in line
with agency-theory insights and established capital-
structure models. Managerially, the findings suggest
that corporate finance teams should calibrate debt
levels according to firm characteristics: highly
profitable or liquid firms can prioritize internal
funding, leading to lower debt ratios, whereas firms
with substantial tangible assets or attractive growth
prospects may judiciously increase leverage to
exploit tax benefits and expansion opportunities. For
policymakers, understanding these dynamics can
inform the design of tax, credit, and regulatory
policies that encourage efficient capital structures in
the Indian context.
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