
International Journal of Management and Applied Science, ISSN: 2394-7926                                                 Volume-4, Issue-10, Oct.-2018 
http://iraj.in 

Debt Capacity and Company Performance 
 

68 

DEBT CAPACITY AND COMPANY PERFORMANCE 
 

ANDREAS RAMS 
 

University of Latvia / FernUniversität Hagen 
E-mail: and.ra.oec@gmx.eu 

 
 
Abstract - The field of research focussing on debt capacity can be understood as a special part of the much broader capital 
structure theory. Starting with the paper of Modigliani / Miller in 1958 there has been an ongoing and intensive theoretical 
discussion about the – potentially – optimal capital structure of a company. One relatively new part of the related debate 
analyses – among others – debt capacity figures, debt covenants and key financial – or more precisely – rating figures and 
their potential relation to the capital structure of a company. Mainly these newer approaches intend to show possible effects 
of key financial figures on the capital structure. 
The aim of this paper is to contribute to the ongoing capital structure theory. Taking into account the real day-to-day deci-
sions of the finance manager of a company it intends to employ a different view compared to until today dominating research 
approaches. Consequently, this paper assumes that debt capacity – rules – can be a way or means to define and manage the 
capital structure of a company. Further, this paper intends to analyse empirically, if there may be a steady relation between 
the – still open–debt capacity of companies and their performance. With regard to this question, a positive correlation is 
shown to be evident. Hence, it could be worthwhile to go on analysing the capital structure issue employing this paper’s rela-
tively new view on it. 
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I. INTRODUCTION 

 
Managers of companies decide to invest in different 
assets and doing this intend to earn profits. 
Simultaneously they have to decide how to finance 
their investments properly. The investments can be 
regarded as the “real” side, and then their financing 
may be regarded as the “financial” side of the activi-
ties of a company. There already has been a long la-
sting and intensive discussion about the – potentially 
– optimal way to finance the investments of com-
panies. One adjunctive important question here is, if 
the capital structure of a company may have some 
effect on its “real” world, its investments, its perfor-
mance, the decisions of its management and resulting 
its value. 
During intensive research, many different additional 
aspects next to only the relation of debt to equity have 
been taken into account. These are costs of capital, 
taxes, risk, growth rates, sectors, collateral, special 
performance figures and different others. 
Although lots of research has already been done, 
there are still many open questions. On the way to 
answering them the idea to go into financial details 
and analyse – among others – debt capacity figures, 
debt covenants and key rating figures and their rela-
tion to the capital structure appears to be still rela-
tively new. 
This paper aims to contribute to this perspective and 
go beyond it. Consequently, itsintention is first to 
assume that debt capacity figures may be understood 
as an alternative and at the same time, more detailed 
measure of capital structure than only the relation of 
debt to equity is. Second and simultaneously, this 
paper intends to find out the potential relation of 
thepractical employment of this debt capacity and the 
performance ofcompanies. The reason for this 

different view on the capital structure debate is the 
practical finding that finance managers very often do 
not state that the debt to equityratio is their most 
important target figure concerning their intention to 
finance a company ideally. In fact, they make use of a 
mixture of debt capacity limits, debt covenants and 
rating figuresto manage their company’s capital 
structure – and the company itself. 
The empirical part of this paper employs financial 
data of German not listed utility companies for the 
years 2015 and 2016. This sector is a quite special 
one, as here the companies are – at least partly – 
owned by municipalities. Further research will also 
have to enclose different sectors. 
Possibly, this paper resultsin a useful contribution to 
the capital structure theory in general. Regarding 
practical financial management there may result a 
kind of success rule that may help finance managers 
to make better decisions in their daily work. 
 
II. BRIEF LITERATURE REVIEW 
 
Taking into account the very active debate regarding 
the so-called capital structure puzzle, the intention 
here can only be to give only a quite rough overview 
of it. The aim is mainly topoint out, that on the one 
side there is a primary more financially oriented 
debate and on the other side a part of the same debate, 
that– also – takes into account real investment effects 
linked to the capital structure issue. 
 
2.1. The starting point 
In 1958, Modigliani / Miller lay the groundwork to 
the following intensive capital structure discussion 
with “The Cost of Capital, Corporate Finance, and the 
Theory of Investment” (Modigliani / Miller 1958). 
Their first thesis stated that in a perfect market world 
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without taxes, bankruptcy costsand asymmetric in-
formation and with a perfect capital market, the value 
of a company does not depend on its finance – espe-
cially not on its capital structure. As the world they 
describe isnot real, Miller / Modigliani state further, 
that the influence of the capital structure on the value 
of a company may then be influenced by imperfec-
tions of the financial markets. In 1963, Modigliani / 
Miller presented their second paper concerning the 
already active capital structure debate.Herethey stated 
that because of the tax deductibility of interest debt 
financing might indeed be advantageous compared to 
equity financing. 
 
2.2. The ongoing debate 
The very actively ongoing debate mainly discussed 
two directions of the capital structure puzzle. The 
first one concentrated primarily on the question, if 
there may be an optimal capital structure that increa-
ses the value of a company. In fact, there are many 
contributions to be found concerning this apparently 
interesting question. Many additional parameters 
have been analysed to get closer to the optimal capital 
structure. Here to mention are agency costs, asym-
metric information, conditions of the financial mar-
kets and different others. It also has been stated that 
the debt policy of a company can be a signal to the 
market concerning the profitability of its projects and 
thus its value (Ross 1977). Further research work 
analysed the important aspect that the – indirect – 
cost of debt may trade off its tax benefits because of 
the tax deductibility of interest payments. (Bredley / 
Jarrel / Kim 1984, Harris / Raviv 1991 and 
others).Many different continuing aspects already 
have been discussed. Nonetheless, the one optimal 
capital structure as a financial instrument or solution 
to create value has not been found until today. 
The second direction of analysis concentrates on the 
question, if the choice of the capital structure of a 
company may interact with its real world. First, the 
capital structure may influence the strategic decisions 
of a company (Gill / Biger / Mathur2011, Kochar / 
Hitt1998). Thequestion here is, if the capital structure 
influences the activity of a company in its investment 
decisions, market activity, cost efficiency or others. 
Second, different strategic decisions of a company 
may lead to or even require different capital structure 
decisions – finance follows strategy (Lowe / 
Naughton / Taylor1994). 
Presumably, both perspectivesof the potential relation 
of capital structure and real world may be linked to 
another.If the capital structure is better or even 
optimal, the results of a company may be better.If its 
results are better,its capital structure may bein-
fluenced as equity is earned and can be retained or di-
stributed. This apparently straightforward instance 
makes it more complicated to separate dependent 

form independent variables in the capital structure 
puzzle. 
 
2.3. Recent contributions 
Some recent contributions to the capital structure 
debate analyse in more detail key financial figures – 
rating figures or debt covenants – and their possible 
effect on the corporate capital structure (Kisgen2006, 
Kisgen2009, Devos / Rahman / Tsang 2017). The in-
tention here is to go closer into the accounting details 
of companies just like their financial managers do in 
their daily work. 
This paper follows the direction of these recent 
contributions.It further intends to go beyond their do-
minating approach by assumingthat a balanced set of 
key financial figures or even only one or a few of 
them can be used to describe the capital structure – 
more – accurately. 
 
III. THEORETICAL BACKGOUND 
 
The basic theoretical idea is that the capital structure 
of a company may influence its cost of capital andrisk 
position. Consequently, there should be an influence 
on the value of the company.Furthermore, the capital 
structure of a company could have an influence on 
the decisions respective investmentsand in general the 
strategy pursued by its management. Additional 
reasons for a related influence may also to be taken 
into account. In fact, the intensive research shows that 
there are even more and different explanations for the 
potential influence of the capital structure on the 
company, its development, its value and the decisions 
of the management. 
 
Researchers mainly agree, that there may be a 
relation between capital structure and the value of a 
company, unfortunately the direction is not generally 
clear (Stulz 1990). Another way to put this is to ask if 
financial figures like that of a credit rating 
influencethe capital structure or if the rating is – 
partly – resulting from the capital 
structure.Generally,performance influences the 
capital structure, depending on the treatment of the 
earnings. The performance contribution may also 
depend on the projects to finance and their special 
nature. 
In the real world, the choice of the capital structure is 
dependent on different factors.A practical view shows 
that managers very often do not focus debt to equity – 
alone. Because of the rating approaches and the 
regulations of Basel II/III most managers today 
follow a solid understanding concerning financing 
their companies. They know that different key figures 
may be relevant to understand the capital structure. 
An overview can be presented by the key financial 
ratios of credit ratings (Ganguin / Cochelin 2012): 
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Fig.1. Adjusted Key Industrial Financial Ratios, Long-Term Debt--Europe, Middle East, Africa – and rating classes
 
The most important ones of them are also very often 
used as debt covenants in credit contracts.Because of 
that, they are well known and considereddiligently by 
finance managers of many companies (Rams 2018): 

 
 (net) debt in relation to EBITDA, 
 EBITDA in relation to interest, 
 EBIT in relation to interest, 
 debt in relation to debt plus equity (or balan-
ce sheet total). 
 
This paper follows this shortened and at the same 
time quitepractical rating benchmarking approach. It 
defines the capital structure– for the purpose of the 
here pursued analysis – as the relation of debt to 
EBITDA.This figure obviously is a dynamic one that 
represents the – potential – indebtedness of a 
company as a multiple of the earnings before interest, 
tax, depreciation and amortisation. Further, the 
EBITDA can be understood as an approximation of a 
cash flow measure. The following research only ma-
kes use of this one figure, as it isbroadlyagreed to be 
of high importance and practical acceptance. Depen-
ding on the results of this study, further work should 
expand this quite narrow view and integrate further 
key financial figures in thisanalysis. 
 
At the same time, the use of a multiple of the 
EBITDA delivers a straightforward understanding of 
the debt capacity. Practically speaking, for example 
the market may agree that 2.5 times EBITDA out of a 
risk perspective representa quite solid indebtedness. 
3.5 times the EBITDA may also be accepted, but 
deliverof course a higher debt volume. In detail the 
market today knows and employs specific debt 
multiples in different sectors which then represent the 
agreed and accepted debt capacity. There is indeed a 
relation between debt capacity, financial covenants 
und key financial figures. Out of the daily experience 
of financial managers, the relation of debt to EBIT-
DA describes the structure of its finance better than 
the relation of debt to equity – alone. This may be a 
result of now about 15 years “education” concerning 
credit ratings and solid financial structures by banks 
and other lenders. 

 
IV. INITIAL METHODOLOGY 
 
4.1. The chosen sector – German not listed utilities 
The empirical analysis in this paper makes use of 
financial figures of German not listed companies 
belonging to the utility sector. The detailed data sets 
of about 300 companies are analysed. The respective 
utility sector shows some characteristics. Here the 
companies generally holdbig volumes of fixed 
assets.These are financed mainly with a portion of 
equity and a – compared to other sectors – quite 
higher volume of long-term debt. Very often, the sha-
res of these companies are at least partly held by their 
municipalities, so to say the state. The companies are 
less value oriented as solely privately heldcompanies 
that are not supposed to supply infrastructureand 
other services to citizens. Finally, they are influenced 
by their shareholders to serve the 
community.Considering this, it has to be presumed in 
advance that the potential correlation of – open – debt 
capacity to the performance of these companies may 
be less strong as in other industries. 

 
4.2. The debt capacity approach 
The debt capacity is generally defined as the volume 
of debt a debtor can borrow. In more detail, this 
approach refers to the volume of debt that goes in line 
with a special creditworthiness of the debtor. In fact, 
there are many of different approaches to define debt 
capacity available. 
A straightforward approach multiplies the EBITDA 
of a company with a key figure taken form the 
analysis of the respective sector. This key 
figurenormally is derived from the rating analysis 
(Ganguin / Cochelin 2012). Adopted to the German 
utilities sector it is agreed that 2.5 x EBITDA 
representa quite low indebtedness and 3.5 x EBITDA 
represent obviously a higher but still acceptable 
indebtedness (Eilrich / Mehlig / Papenstein / Rams 
2017). 
Resulting,it can be stated that the debt capacity of a 
German utility company will be 2.5 x EBITDA if the 
company intends to and is able to employ only a low 
portion of debt. It is 3.5 x EBITDA, if the company 
uses more debt but still respects accepted borders. 
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The empirical picture of the indebtedness of the 
analysed companies for the period from 2009 to 2016 
looks as follows: 

 
Fig.2. Dynamic indebtedness of the panel of German utility 

companies 2009 to 2016 
 
This paper focusses the – still –open debt capacity of 
companies. Apparently, this can be calculated as the 
debt capacity minus the already existing financial 
liabilities. This study intends to find out, if holding 
debt capacities open may show a relation to the 
performance of respective companies. Further, it is 
intended to contribute to the scientific concerning 
capital structure discussion by concentration on the 
debt capacity as an instrument – next to other key 
financial figures – to grasp the respective structure 
more accurately. 
 
4.3. The performance – before and after interest 
As already stated, in this paper also the performance 
of the analysed companies is considered – together 
with its possible relation to the – open – debt 
capacity. In doing so, the measurement of performan-
cerelates to the both figures earnings before interest 
and tax (EBIT) and net income. The first of them 
isnot reduced because of the interest evoked by the 
debt volume, the second one is. 
 
As many finance managers are first heading for profit 
measures that can be directly derived from their profit 
and loss statement, this analysis employs these most 
straightforward performance measurements. 
Nonetheless, it is generally agreed that focussing on 
company value may deliver additional information. 
 
V. DATA ANALYSIS AND DISCUSSION 
 
5.1. Debt capacity and performance data of 2015 
The following analysis calculates the – potential – 
correlation of the discussed performance figures and 
the open debt capacities of the 300 German utility 
companies. The performance figures are calculated as 
a percentage of the turnover; the – open – debt 
capacity figures are calculated as a percentage of the 
balance sheet total. 
The respective analysis regarding the correlation of 
the 2.5-EBITDA debt capacityminus financial 
liabilities in percent of the balance sheet total and the 
EBIT in relation to the turnover delivers the follo-
wing picture for the data of 2015: 

 
 
 

 
Fig.3. EBIT / turnover vs. open (2.5) debt capacity 2015 

 
The resulting correlation function is: 
                                  

y = 0,2226x + 0,0567. 
 
The corresponding picture focussing on net income to 
turnover instead of EBIT to turnover for 2015 is the 
following: 

 
Fig.4. Net income / turnover vs. open (2.5) debt capacity 2015 
 
The resulting correlation function is: 
 

y = 0,0731x + 0,0557. 
 
Employing the 3.5-EBITDA debt capacity minus 
financial liabilities in percent of the balance sheet 
total and the EBIT in relation to turnover delivers the 
following picture for the data of 2015: 

 
Fig.5. EBIT /turnover vs. open (3.5) debt capacity 2015 
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The resulting correlation function is: 
 

y = 0,219x + 0,0289. 
The corresponding picture focussing on net income to 
turnover instead of EBIT to turnover for 2015 is the 
following: 

 

 
Fig.6. Net income / turnover vs. open (3.5) debt capacity 2015 

 
The resulting correlation function is: 
 

y = 0,0635x + 0,0484. 
  

It becomes obvious that there is a clear correlation of 
open debt capacity and company performance as 
derived in this research approach. This correlation is 
stronger for the relation ofEBIT in relation toturnover 
than for the relation of net incometoturnover – to the 
open debt capacity in percent. 
The calculated correlationturns out to be slightly 
lower in the case of the 3.5-multiple calculation than 
in the case of the 2.5-multiple calculation. Again, for 
both multiplesthe correlation is apparently stronger 
for the EBIT than the net income as a percentage of 
the turnover. These until now purely quantitative 
findings may document that further research 
employing the approach of this paper certainly makes 
sense can be worthwhile. 

 
5.1. Debt capacity and performance data of 2016 
In the following, the respective analysis is added 
employing now the data of the year 2016. The 
corresponding analysis for the year 2016 
apparentlybacks the results of the year 2015: 
 

 
Fig.7. EBIT vs. open (2.5) debt capacity 2016 

The resulting correlation function is: 
 

y = 0,093x + 0,0582. 
 

 
Fig.8. Net income / turnover vs. open (2.5) debt capacity 2016 

 
The resulting correlation function is: 
 

y = 0,1292x + 0,0763. 
 

 
Fig.9. EBIT /turnover vs. open (3.5) debt capacity 2016 

 
The resulting correlation function is: 

y = 0,084x + 0,0482. 
 

 
Fig.10. Net income / turnover vs. open (3.5) debt capacity 2016 
 
The resulting correlation function is: 
 

y = 0,1263x + 0,0603. 
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CONCLUSION 
 
The intention of this research contribution consisted 
of two parts. First, the intention was to introduce an 
alternative approach to define the capital structure of 
a company. Second, the intention was to analyse a 
potential relation between the – newly defined – 
capital structure and the performance of a company. 
It should have become apparent, that the capital 
structure of a company might be better described by 
making use of different key financial figures – or 
even a set of them – than only use the debt to equity 
ratio – solely. This perspective until now is still only 
a view – or opinion. It nonetheless goes along well 
with the day-to-day perspective of finance mangers. 
Further research regarding the view that key financial 
or rating figures not only cause an effect on the ca-
pital structure but also themselves may be understood 
as a part of the capital structure itself has to be con-
ducted. 
The data analysis in this paper indicates that there 
exists a statistically confirmable relation between the 
– open – debt capacity and the performance of a 
company. The analysis here delivers this evident 
result for not listed German utility companies. If this 
result holds true in this sector it may even more be 
provable in other ones. 
The interesting finding regarding the correlation of 
performance and open debt capacity has still to be 
explained. May be it is a value itself to take care of 
the risk of a too high indebtedness. May be there 
exists a value in “keeping options” open. 
Once again, further research has to be conducted. 
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