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FINANCIAL LEVERAGE, EARNINGS AND DIVIDEND:
AN EMPIRICAL ANALYSIS OF SELECTED STEEL COMPANIES IN INDIA

Dr. Butalal Ajmera

ABSTRACT

An attempt has been made to analysis the relationship between financial leverage and
earnings and dividend policy of the selected five steel companies of India. For this study
secondary data have been used and taken from annual reports of respective companies and
ACE-EQUITY database. Study period was of Ten years data from 2004-05 to 2017-18. It is
seen from the calculation of correlation matrix that DPS has significant and positive relation
with ROCE, DPR and Ke DPS has negative and insignificant relation with cost of debt. The
result of regression that independent variable DPS, EPS, DPR, Kd and ke have positive and
insignificant effect on DPS, whereas DPS has been negatively affected by degree of financial
leverage. Combine effect of independent variables has been 0.932 on DPS which means that
the effect is 93.20% on dependent variable.
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Introduction
Financial Leverage, Earning and Dividend: Capital structure consists of Debt and

equity. Equity capital is the owner capital and debt capital is borrowed capital with fixed rate of
interest or dividend. When we use the debt capital with fixed rate of charges in capital structure
is known as financial leverage. In short presence of debt capital bearing fixed charges in
capital structure is known as financial leverage. Borrowed capital is the cheaper source of
capital because tax benefits. The cost of debt is also lower than the cost equity because of tax
benefits. Hence usage the borrowed capital in capital structure lowers the total cost of capital
and increases the value of the firm. The Now if a company follows this practice its net return
will be attributable to the low base of equity shareholders (lower base being due to the
increase in financial leverage). As result of lower base of equity in capital structure the earning
for shareholders increase. This is possible only when the business environment is favourable
and positive. If the business environment is negative then this turns to be a dangerous thing
for company. If the company is not able to earn more than the cost of capital then it becomes
adverse for the firm. But if the business environment is positive and return is more than cost of
capital EPS increases with increase of financial leverage. It means that the residual return over
fixed charges and preference dividend go to the preference shareholders. However, during the
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period of adversity when the company is not in a position to earn greater than the cost of
equity and EPS, instead of increase, will actually decrease, with the increase in the financial
leverage. Higher earnings would result in higher earnings per share and dividend, on the
contrary if financial leverage decrease, it decreases earning per share and dividend per share.
Profile of Steel Industry

Steel is one amongst the foremost vital merchandise of the trendy world and is of
strategic importance for any industrial nation. From construction, industrial machinery to
shopper merchandise, steel finds a good form of applications. Therefore industry plays a very
important role in development of nation and is taken into account because the backbone of
economy. The amount of per capita consumption of steel is a very important determinant of
the socio-economic development of the country. India is that the second quickest growing
nation among prime 10 steel manufacturing countries within the world. Steel contributes to
almost a pair of % of India's gross domestic product (GDP) and employs over six hundred
thousand folks. The Indian industry is split into primary and secondary sectors, occupation to
completely different market segments. The first sector contains many massive integrated steel
suppliers manufacturing billets, slabs and hot rolled coils. The secondary sector involves tiny
units centered on the assembly of added merchandise like cold rolled coils, galvanized coils,
angles, columns, beams and alternative re-rollers, and sponge iron units. India is that the
fourth largest producer of steel within the world accounting for production of eighty one million
tons of steel throughout FY14 and additionally holds the third position in consumption of steel.
Among sector wise consumption, construction is prime overwhelming sector accounting for
around sixty three of total steel consumption within the country.
Review of Literature

The researcher has presented review of literature which are very significant and
relevance to the study:

Dinabandhu Bag (2012) did work on “Market leverage of real estate firms in India:
Empirical Study” This research paper explains the effect of firm specific attributes and external
market or macroeconomic factors on market leverage. The sample size of 40 property
companies list in India. The study covers times period of 8 years from 2005 to 2012. The study
concludes that previous leverage, operational efficiency, growth option, change in working
capital and cost of funds have positive and significant effect on current market leverage. The
paper also concluded that the transparency in property markets and accuracy in financial
disclosure could support property firms’ access capital and main their leverage.

Manoj Anand (2002) wrote research paper on “Corporate Finance Practices in India:
A Survey. This paper explains the study of 81 CFO of India to know about heir corporate
fiancé practices Vis-À-Vis capital budgeting decisions, Cost of capital, capital structure
decision and dividend policy decision. Researcher has analyzed the responses by the
characteristics of firm like firm size, profitability, leverage, P/E ratio, CFO’s education and the
sector. The study reveals that corporate fiancé practice differs with size of the firm.

Mr. Manjunatha.K (2013) worked on “Impact of Debt –Equity and Dividend payout
Ratio on the value of the firm.” Researcher has selected sample of 29 firms list on BSE and
NSE which covers time period of 2000-01 to 2004-05. The study is based on secondary data.
The study found that there is no significant effect of dividend Payout and debt-equity ratio on
Share price. It is also concluded that debt-equity and share prices do not have correlationship.
Only companies out of 29 companies have the relationship between dividend payout and
return on equity.

Anupam De, (2011), “Application of the Factor Analysis on the Financial Ratios and
Validation of the Results by the Cluster Analysis: An Empirical Study on the Indian Cement
Industry. Secondary data of 38 companies were selected which covers the study period of 10
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years from 1999-2000 to 2008-2009. He used factorial analysis to classify the selected
variables. Some variables with low correlation were excluded in factorial analysis. Factorial
analysis identified 8 categories of variables. These factors account for about 89% of the total
variance, which can be considered as excellent.

Dr. Aurangzeb and Tasfoura Dilawer (2012) worked on “Earning Management and
Dividend Policy: Evidence from Pakistani Textile Industry” The researcher has taken data of
textiles industry from Karachi Stock Exchange (KSE) which covers the period of 1966 to 2008.
The researcher used dividend payout ratio as dependent and earning management as
independent variable. They used three variables as control variables such as Return on equity,
Size of the firm and self finance ratio. The study found negative relationship between dividend
payout ratio and earning management and all control variables.

Asif et al (2011) has studied the relation between dividend policy and financial
leverage. The data of 403 Pakistani listed companies have been obtained which covers the
period of 2002 to 2008. The study has considered dividend per share as dependent and other
three variables such as debt ratio, change in earning and dividend yield as independent
variable. The study concluded that DPS has significant effect on leverage and Dividend yield
according to random effect model. And all variables have positive coefficient except debt ratio
according to fixed effect model.

Mahira Rafique (2012) studied Factors Affecting Dividend Payout: Evidence from
Listed Non-Financial Firms of Karachi Stock Exchange. The researcher has collected data of
non-financial firms from listed in the KSE100 Index which covers the time period of six years
from 2005 to 2010. The researcher has used regression model to the effect of independent
variables such as, Firm Size, Growth, Profitability and Corporate Tax & Financial Leverage on
DPR. The result of the regression is that Corporate Tax and Firm’s Size had significant
relationship with Dividend Payout and Earnings, Growth, Profitability and Financial leverage
have been insignificant to the DPR.

La Ode Sumail et al (2013) worked on Relationship between Insider Ownership
and Sales Growth with Dividend Policy and Leverage (Study on Manufacturing Company
in Indonesia Stock Exchange) The study was based on secondary data collected from the
Indonesia Stock Exchange which covers the period of 5 years from 2007-201. 22
companies were selected for study. The study concluded that insider ownership has
significant effect on leverage, (growth in sales has insignificant impact on leverage (3)
dividend policy has been significantly impacted by insider ownership and it has also
strengthening the agency theory.

Muhammad Usaman Javed (2002) did research on Impact of financial leverage on
divided policy: Case of Karachi stock exchange 30 index. The study period covers from 2005
to 2010.Increase in financial leverage have negative effect on dividend per share. This
happened due to heavy amount of debt.

Asia (2011) has written a paper on “Examine the relationship between the financial
leverage on the dividend policy of the Karachi stock exchange -100 index. The paper
explained that dependent variable (Dividend per share) and independent variable (dividend
yield, debt ratio, and the change in the earning). The result of the research showed that debt
ratio of the company is not significant with dividend policy, whereas; dividend yields have
positive effect on the DPS.

Chandrakumar Mangalam (2010) examined the impact of financial leverage on the
profitability of the Indian firms. The researcher has studied the effect of operating leverage, financial
leverage and combines leverage on EPS. The study found significant relationship between Degree
of operating leverage, Degree of Financial leverage and combined leverage. The study concluded
that there is a positive relationship between degree of financial leverage and EPS.
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S. Franklin John and K. Muthusamy (2010), worked on “Leverage, Growth and
Profitability as Determinants of Dividend Payout Ratio-Evidence from Indian Paper Industry”
The research paper is based on Linter dividend model. The researchers have carried out their
research in paper industry. They identified some variables who determined dividend policy
such as Growth in sales, Earnings per share, Price earnings ratio, Market value to book value,
Cash flow, Leverage, Liquidity and Return on assets. These variables are assumed to be
independent variables while dividend payout has been assumed as dependent variable. The
study concluded that leverage is largely associated with dividend policy.

Fakhra Malik et al (2013) made a study on “Factors Influencing Corporate Dividend
Payout Decisions of Financial and Non-Financial Firms” secondary of Karachi stock Exchange-
100 index were used which covered the period of 2007 to 2009. Researchers have used panel
data of 100 financial and non-financial firms of Karachi Stock exchange. The study concluded
that timing of declaration dividend is important for reputed firms. The study also concluded that
payment of dividend is determined by the profitability, liquidity, earning per share and size of
the firm positively. Whereas firm with growth in sales has negative effect on payment of
dividend and Financial leverage has also negative impact on payment of dividend.

Wasfi Al Troudi and Maysa'a Milhem (2013) did researcher on Cash dividends,
retained earnings and stock prices: Evidence from Jordan. Industrial firms of Amman stock
exchange have been selected for the study which covers the period of 2005 to 2010. The
study was made to examine the relationship between cash dividends, retained earnings and
the stock prices. The research resulted that there was positive and significant relationship
between cash dividends, retained earnings, earning per share and stock price. However stock
price is positively related with insignificant association with financial leverage. Power and
MacDonald (1995) examined the effect of dividends and retained earnings on the prices of
shares. They have found there is a relationship amongst the prices of shares; dividend and
retained earnings.
Objectives

In order to justify above title following objectives were laid down.
 To study the raising pattern of finance and financial leverage practice of five selected

steel companies.
 To examine the impact of financial leverage on EPS of five selected companies.
 To assess the inter relationship between degree of financial leverage (DFL), earnings

per share (EPS)  and dividend per share (DPS)
 To examine the effect of EPS, DPR, Kd, Ke and ROCE on DPS
Research Methodology
 Collection of Data: The data of selected five steel companies have been collected

from the annual reports of the company and money control. The names of companies
are Bhushan Steel Industry Ltd., Essar Steel Industry Ltd., Jindal Stainless Ltd.,
Steel Authority of India Ltd., and Tata Steel Ltd. The data collected from this
source have been structured and compiled appropriately and as per the need of study.

 Period of Study: The present study covers a period of eight years from 2004-05 to
2017-18.

 Techniques of Analysis: The study has been made by converting the collected data
in to relative measures such as ratios, percentage rather than absolute one. For
analyzing the degree of association between DFL, EPS and DPS and financial
measures, statistical technique of Pearson’s correlation analysis has been used to
judge whether the calculated correlation coefficient are significant or not.
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Empirical Analysis
Table 1: Computation of DFL, EPS, DPS, DIP Ratio, Cost of Debt

Cost of Equity and Rate of Return on Investment

Year DLF EPS DPS DPR Interest
Rate

Average
Tax Rate Kd Ke ROCE

%
2004-05 1.29 30.23 4.24 11.61 8.25 16.92 6.85 3.90 20.50
2005-06 1.35 26.37 3.82 12.17 6.59 8.61 6.02 2.92 13.06
2006-07 1.33 38.18 4.62 10.63 5.88 18.85 4.77 3.17 13.10
2007-08 1.4 40.22 4.84 12.13 6.81 25.76 5.06 2.93 10.52
2008-09 1.58 29.94 4.22 8.58 5.76 27.91 4.15 1.63 4.68
2009-10 3.77 58.45 2.76 7.13 4.47 38.32 2.76 1.37 6.24
2010-11 0.65 29.38 2.98 7.61 4.22 23.68 3.22 0.50 4.90
2011-12 0.27 23.03 2.9 8.35 6.09 26.81 4.46 0.49 3.50
2012-13 1.02 9.64 2.1 10.93 6.45 10.39 5.78 0.40 -0.68
2013-14 4.05 0.91 2.5 13.52 7.87 25.19 5.89 0.53 1.32
2014-15 2.36 5.59 2.00 10.31 8.05 -0.96 8.13 0.17 6.15
2015-16 -0.02 13.71 1.60 2.27 9.45 187.13 -8.24 0.16 -1.11
2016-17 1.59 10.58 2.00 2.99 38.57 -17.40 45.28 0.21 4.56
2017-18 -4.01 8.09 2.00 3.13 51.77 9.83 46.68 0.17 4.938

Notes and Explanations
 DFL = Degree of Financial Leverage = EBIT / EBT
 EPS = EAT / No. of Equity Shares.
 DPS = Dividend / No. of Equity Shares.
 DPR Ratio = DPS / EPS x 100
 Rate of Interest = (Interest / Long-term debt) X 100
 Interest on debt capital is an allowable expenditure for income tax purpose and it

qualifies for deduction in computing taxable income. So it reduces effective cost of
debt in the following way: Cost of debt (%) = Rate of Interest (1 - tax rate).

 Tax rate varied over the years with the changes in Tax Legislations. Tax rate being not
available has been computed by approximating it to be equivalent of tax provisions. So
Tax rate has been calculated by using formula (provision for tax/ Earning before
tax)*100 which give approximate figure of tax rate.

 The return expected by the equity shareholders may be referred to as cost of equity.
There are various models for its computation. But in real term a firm has to incur cost
in respect of equity shares in the form of dividend payment. So the most suitable
formula is : Cost of equity (%) = (Dividend / Equity or Net worth) x 100

 Rate of return on investment = (EAT / Total Capital Employed) x 100
Table 1 indicated the selected variable of DFL, EPS, DPR, Rate of interest, Average

tax, Cost of Debt, Cost of Equity and ROCE.  Financial leverage is used to magnify the return
of shareholders. DLF is very good upto 2009-10 then after it got highly fluctuated. DLF is
negative in the year of 2015-16 because EBIT was negative. It is also negative during the last
year of the study period. Overall DLF shows very fluctuating trend. DLF was the best during
the year of 2013-14 (4.05), 2009-10(3.77) and 2014-15(2.36).However for selected steel
companies’ position is not so much good. There is general propositions that higher is the DFL;
greater is the ESP. DFL has very positive impact on EPS and DPS because both have been
favourably. The DFL is less than one from 2010-11 to 2011-012 which is not good for the
firms. It is also seen that higher degree of financial leverage (3.77) in year of 2009-10 has
generated higher EPS (58.45) in the same year. However exception has also been seen that
higher degree of financial leverage (4.05) in the year of 2013-14 lowered the EPS (0.91) which
is abnormal for the steel industry. Dividend per share also depends on two things (1) Earning
available to shareholders and (2) liquidity condition.
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It is assumed that higher degree of financial leverage leads to higher amount of earning
available and higher amount of dividend per share. It is also a fact that equity shareholders are
being paid out of residual earning after paying to all parties. EPS shows downward trend during
the study period. The EPS was the highest (58.45) and lowest (0.91) during the study period.
EPS has been seen very well when DLF was more than one (1:00) indicating positive impact on
EPS. EPS has gone down when DLF went to less than one. In some year it is seen negative.
Steel industry is not very good in distributing dividend. It is seen from the above table that DPS
remained Rs. 2;00 or closure to 2:00.Companies like Tata steel Bhushan ltd., Essar steel and
steel authority of India ltd. have not declared dividend. Another significant aspect of financial
leverage is cost of debt and Return on Investment. The difference between cost of debt and ROI
is called residual income. It means that lower the cost of debt, higher will be the earning available
to shareholders. Cost of debt is showing highly fluctuated trend during the study period. The cost
of capital was the highest during the last years of study period (45.28%) and 46.68%) which
means that steel companies have used more amount of debt. It is said that ROCE depends on
the cost of capital. Higher the ROCE, lower the cost of capital. But in the selected steel
companies it did not happen. There are some years where lower cost of capital (-8.24) did not
generate higher amount of ROCE (-1.11).

During last two years the cost of debt is very higher and ROI is very lower establishing
inverse relationship. The impact of financial leverage is based on effective average rate of tax.
Is also hypothesized the higher the tax rate, lower is the cost of capital. Dividend payout ratio
shows highly fluctuated trend during the study period. Dividend payout ratio is very low during
the year of 2016-17 (2.99) and 2017-18(3.13). Lower percentage of dividend payout ratio
indicates that the steel industry is retaining the earning and paying very less to shareholders.
Most of selected companies have very bad dividend payout ratio and dividend per share ratio.
However as per Gordon approach dividend payout ratio higher is desirable when ROCE is
lower. In the years of 2011-12, 2012-13 and 2013-14 dividend policy is very good because it
would have positive impact on stock price. However steel industry has the cost of equity lower
than cost of debt which means that firm has depended mostly on long term debt. Here equity
capital has become cheaper sources of capital.
Correlation Analysis of Financial Leverage, Earning and Dividend

Researcher has also calculated correlation to examine the relationship between DFL
and EPS, DFL and DPS and EPS and DPS. The correlation has been presented in the
following table 2.

Table 2: Relationships between DFL, EPS & DPS and
Other Measures ROCE, DPR, Kd and Ke

DLF EPS DPS ROCE % DPR Kd Ke
DLF Pearson Correlation 1

Sig. (2-tailed)
EPS Pearson Correlation 0.254 1

Sig. (2-tailed) 0.381
DPS Pearson Correlation 0.180 0.645* 1

Sig. (2-tailed) 0.537 0.013
ROCE % Pearson Correlation 0.062 0.480 0.737** 1

Sig. (2-tailed) 0.833 0.082 0.003
DPR Pearson Correlation 0.537* 0.139 0.579* 0.426 1

Sig. (2-tailed) 0.048 0.635 0.030 0.129
Kd Pearson Correlation -0.475 -0.359 -0.303 -0.016 -0.466 1

Sig. (2-tailed) 0.086 0.208 0.292 0.957 0.093
Ke Pearson Correlation 0.184 .0606* 0.895** 0.895** 0.557* -0.274 1

Sig. (2-tailed) 0.529 0.022 0.000 0.000 0.038 0.343
*. Correlation is significant at the 0.05 level (2-tailed).
**. Correlation is significant at the 0.01 level (2-tailed).

Source: computed with the data obtained from table 2
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Table 2 showed the co-efficient of correlation matrix between degrees of financial
leverage, earning per share, dividend per share, rate of return on capital employed dividend
payout ratio, cost of debt capital and cost of equity. Table -2 indicates that there is a positive
correlation between degree of financial leverage and Earning per share (0.254), dividend per
share (0.180),  return on capital employed (0.062),  dividend payout ratio (0.537) significant at
5% level. There is negative correlation between Degree of financial leverage and cost of debt
and the relation is insignificant. There is a positive and significant correlation between dividend
per share and earnings per share (0.654). There is also a positive and significant correlation
between dividend per share and degree of financial leverage and dividend per share. Cost of
equity has significant and positive correlation with earning per share, dividend per share
(significant at 10%) return on capital employed (significant at 10%). Cost of equity is positive
and significantly correlated with dividend per share.

Regression model: researcher has indentified some of the important variable which
affects the dividend per share. The variables are dividend per share, dividend payout ratio,
cost of debt, cost of equity, return on capital employed, and degree of financial leverage. The
model is given below:

DPS= ß0 + ß1(DFL) + ß2(EPS) + ß3(ROCE) + ß4(DPR) + ß5(KD)) + ß6(Ke)

Table 3: Model Summary
Model R R Square Adjusted R Square Std. Error of the Estimate

1 0.932a 0.869 0.756 0.543
a. Predictors: (Constant), ROCE %, KD, DLF, EPS, DPR, Ke

Table 3 indicates Regression model summary. This model explains that adjusted R2 is
0.756 and R2 is 0.869. R square is adjusted to reflect the model's goodness of fit of the
population. The net effect of this adjustment is to reduce the R square from 0.869 to 0.756
Standard error of model is 0.932. This is the standard deviation of actual value of Y (DPS)
about the regression value of the estimated Y (DPS).

Table 4:  ANOVAa

Model Sum of Squares df Mean Square F Sig.
1 Regression 13.702 6 2.284 7.720 .008b

Residual 2.071 7 .296
Total 15.772 13

a. Dependent Variable: DPS
b. Predictors: (Constant), ROCE %, Kd, DLF, EPS, DPR, Ke

Table 4 showed ANAOVA which indicates measures whether or not the equation
represents a set of regression coefficient that, in total are statistically insignificance at 5% level
of significance.

Table 5:  Coefficients

Model Unstandardized Coefficients Standardized
Coefficients t Sig.

B Std. Error Beta
1 DPS 1.193 .683 1.746 .124

DLF -.090 .107 -.154 -.838 .430
EPS .021 .014 .300 1.417 .199
DPR .095 .071 .318 1.350 .219
Kd .008 .014 .117 .604 .565
Ke .728 .352 .886 2.066 .078
ROCE % -.060 .067 -.324 -.893 .402

a. Dependent Variable: DPS



120 Indian Journal of Accounting (IJA) Vol. 51 (1), June, 2019

Table 5 is about the coefficient. In this table, the column headed “B” shows un
standardized regression coefficient for the equation. The above table shows multiple
regressions reflected by coefficient. The effect of ROCE and DLF found negative and
insignificant. Whereas the effect of EPS, DPR, cost of debt and cost of equity found positive
and insignificant. Thus it is believed that dividend per share has not been significantly affected
by degree of financial leverage, earning per share, dividend payout ratio, cost of debt, cost of
equity and return on capital employed.
Conclusion

Researcher has taken all the variable of degree of financial leverage, earning per
share, dividend per share, return on capital employed, dividend payout ratio, cost of debt, and
cost of equity capital from annual reports and moneycontro.com. The data been tabulated
appropriately for the purpose of analysis. The analysis of each tables, which contains the
variables of degree of financial leverage, earning per share, dividend per share, return on
capital employed, dividend payout ratio, cost of debt, and cost of equity capital has been made
by using different techniques like accounting ratio and statistical tools like ‘multiple regression,
t test, correlation, co-efficient of correlation, mean, standard deviation and variance. The
researcher has calculated various variables for leverage, earning and dividend such as degree
of financial leverage for leverage, Earning per share for earning and dividend per share &
Dividend pay our ratio for dividend. The relation has also been established between DFL and
EPS, DFL and DPS and EPS and DPS. It is seen from the calculation of correlation matrix that
DPS has significant and positive relation with ROCE, DPR and Ke DPS has negative and
insignificant relation with cost of debt. The result of regression that independent variable DPS,
EPS, DPR, Kd and ke have positive and insignificant effect on DPS, whereas DPS has been
negatively affected by degree of financial leverage. Combine effect of independent variables
has been 0.932 on DPS which means that the effect is 93.20% on dependent variable.
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