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ABSTRACT 

 Heavy industry sector is one of the core sectors of Indian economy. Therefore, its fund requirements 

are immense. Keeping in view the scale and size of the industrial units in the sector, the financial 

requirements are also huge. The heavy engineering sector is driven primarily by technology. This, 

coupled with the fact that the initial investment required for heavy engineering / capital goods 

manufacturing facilities is relatively high, creates a relatively high entry barrier. Any business enterprise 

viability eventually boils down to cost-return trade off. Cost of funds is undoubtedly, the most important 

determinant of the viability. This becomes more crucial in heavy engineering sector. Therefore, the 

present paper attempts to analyze the financing pattern of two leading business enterprises in the sector 

with diverse nature of funds, viz. BHEL and L&T with regard to pecking order approach in their capital 

structures. A deliberate attempt has been made in choosing the sample, i.e. BHEL has been taken from 

public sector and L&T has been taken from private sector. The reason being is to appreciate the diverse 

financing practices of two units in the same sector. It is found that BHEL is going for the pecking order 

dimension in its capital structure, whereas pecking order fails in case of L&T. Also, optimality of capital 

structure and the impact of financial leverage on shareholders’ return have been analyzed in the present 

discussion using Beta analysis and other techniques. The article therefore, contributes to the theory of 

capital structure with optimality and related issues using Beta approach. 
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1. INTRODUCTION 

 The Heavy Engineering Industry comprises of capital goods/machinery and equipment and can be 

broadly classified into electrical machinery and equipment and non-electrical machinery and equipment 

segments. The electrical machinery comprises power generation, transmission and distribution 

equipment like motors and generators, switchgears and transformers. The non electrical machinery 

segment comprises machines and equipment used in various industries like material handling equipment, 

boilers, etc. 

 The industrial sector recorded a healthy growth of 10.3% (measured in terms of the Index of 

Industrial Production) during the period April-Oct. 2006-07 as compared to 8.6 percent achieved during 

the corresponding period last year. Capital goods sector, which posted a robust growth of 16.9 per cent in 

2005-06, has maintained its growth momentum during the current year as well. According to the Index of 

Industrial Production, capital goods sector posted a growth of 15.0 per cent during April-Oct. 2006-07. 
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 Majority of players in the heavy engineering industry have well defined markets catering to specific 

sector(s) and are technology driven. Turnkey engineering capacity is also limited to a few domestic 

entities like BHEL, ABB, L&T and competition in this segment is also expected to be limited. The heavy 

engineering sector is d primarily technology driven. Therefore, the initial investment required for heavy 

engineering / capital goods manufacturing facilities is relatively high, creates a relatively high entry 

barrier. The technology requirement however goes down as one moves towards the light engineering 

industry. Small players (including some unorganized players) are present in the light engineering 

industry, however, they primarily act as vendors to medium and large players in the heavy engineering 

industry. 

2. REVIEW OF LITERATURE 

 ‘One of the most contentious issues in the theory of finance during the past quarter century has been 

the theory of capital structure’ (Bradley, Jarrell & Kim, 1984:857). Even Stewart Myers, one of the 

foremost researchers in the field, concluded, as recently as 2001, that ‘there is no universal theory of the 

debt-equity choice, and no reason to expect one’ (Myers, 2001: 81).While there may be a lack of 

consensus on exactly what drives the capital structure decision, there is no lack of alternative hypotheses. 

One of these theories, capital structure life stage theory, is conspicuously underdeveloped. Although 

mentioned in text-books (Damodaran,2001), mentioned obliquely in some research (for example Morgan 

& Abetti, 2004), and even referred to in the development of some of the other major theories (for 

example Myers, 2001), the idea that the capital structure of a firm may be related to its life stage, appears 

to have received very little direct theoretical or empirical examination. 

 Myers observed how firms actually structure their balance sheets, and found that firms tend to 

follow a ‘pecking order’ in financing their projects: first they use internal equity, then debt, and only then 

do they use external equity (Myers, 1984).In contrast to Ross (1977), who argued that firms use more 

debt to overcome information asymmetries and signal better prospects, Myers (2001) used information 

asymmetries to argue that managers are unlikely to issue equity because they fear it will signal that the 

stock price is overvalued. 

 In addition to the evidence presented by Myers, several other studies have lent support to pecking 

order theory. For example Allen (1993), like Fama and French (1988 ), found that leverage is inversely 

related to profitability, which supports the pecking order theory view that debt is only issued when there 

is insufficient retained income to finance investment. According to the pecking order theory, we might 

expect firms in infancy, adolescence and go-go, with little retained earnings, to seek the maximum 

available debt funding before resorting to external equity. Prime and stable firms, in contrast, generate 

substantial retained earnings and therefore need less debt than they did in their high-growth phase. As 

they move into the stages of decline, retained earnings will decrease and firms again will increase their 

debt levels to finance acquisitions of young go-go firms. Pecking order theory, therefore, also suggests a 

strong relationship between life stage and capital structure. In contrast to static trade-off theory, however, 

pecking order theory suggests a high-low-high pattern of debt ratio over time.  
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 The present research paper is an attempt to analyze this pecking order approach with given set of 

sample units in Indian scenario 

3. OBJECTIVE OF THE STUDY 

 The present article analyzes the financing pattern of two leading business enterprises in the sector, 

viz. BHEL and L&T with regard to pecking order approach in their capital structures and the impact of 

financial leverage on shareholders’ return. 

Period of the Study 

 The time period chosen for the study is 2006-2007; the reason being is that during this period there 

have been significant changes in the financing pattern of the units under study. Therefore, it is reasonably 

long-enough and very much relevant to reveal the short-term and long-term fluctuations and permit the 

valid conclusions thereof. 

 As the scope of the study is confined to India, the unit of the currency used here is Rs. in crores ( Rs. 

1 crore = Rs. 10 million). 

4. CAPITAL STRUCTURE ANALYSIS OF BHEL  

 BHEL is the largest engineering  entreprise in India in the energy / infrastructure sector today. A 

public sector company, it was incorporated in the year 1975 to accelerate power development in the 

country as a wholly owned company of the Government of India. The Government of India holds around 

90% of the total equity shares of the company and the balance is held by FIIs, Domestic Banks, Public 

and others. 

Table 1 :  BHEL Financials Book value (Rs. in crore)  2006-07 

Total Asset 73,737.90 EBDIT 12964.9 

Total Debt 24,484.40 EBIT 10890 

Total Equity 49,253.50 Interest 1982.1 

  Interest Rate 8.095359 
 

   Source: Annual Report (BHEL, 2006-07) 

Table 2 : BHEL Financials (Market value) 

Market value of Assets Rs.147,959.27 cr Beta 0.9253  

Market value of Debt Rs. 24,484.40 cr. risk free rate 7.28 10 yr govt. bond 

Market value of Equity Rs.123474.87 cr. Market Rate 18.6 BSE long term return 

Market Value D/E 0.1982946 D/E 49.71  

Total Number of shares issued     824.54 Corporate tax rate 0.35  

Market D/A 16.55% Beta unlevered 0.699335   

Note: Beta has been calculated for the ‘current level’ using the SENSEX for this  stock                                            
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 In the present discussion, market value weights have been used for assigning the weight to both 

Equity and Debt as cost of capital is a forward looking measure and captures the cost of raising new 

funds to finance projects. As new debt and Equity have to be raised in market at prevailing prices, the 

market value weights are more relevant. 

 The beta for the current debt level is calculated using the value of the BHEL Stock traded on the 

SENSEX. Using this levered beta we have calculated the value of unlevered beta using the formula: 

 bL  =  bU   x  [1 + (1-T) x (D/E)]        

 Here bL is the leveraged beta, bU  is the beta that the firm would have if it used no debt, T is the 

marginal tax rate, D is the market value of the debt, and E is the market value of the equity.                                                             

Table 3 : Financing Pattern of BHEL (2006-07) 

E/A D/A D/E bL Cost of equity Cost of Debt WACC 

83.44% 16.56% 49.71 0.9253 17.75% 7.80% 16.11% 

 

Issue 

 Now we need to analyze does BHEL go for Pecking Order Hypothesis or not and why BHEL has 

gone for this type of capital structure? 

Pecking Order Hypothesis 

 Pecking order Hypothesis states that firm prefers: 

a) Internal financing then the External financing. 

b) For external financing the order is (in rank) 

 - Debt 

      -  Convertible security 

      -  Preference share 

      -  Equity  

 First we will compare the Debt Size and the assets trend            

Table 4 :  Use of Debt in Net Block  (Rs. in cr.) 

Mar 07 Mar 06 Mar 05 Mar 04 Mar 03 

Net block 25,648.10 23,089.50 22,314.80 21,254.50 

Total Debt 24,484.40 20,197.30 17,087.80 15,452.80 
 

                                          Source: Annual Report (BHEL, 2006-07) 
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 Here we see that the net Block is increasing and so is the Debt, so the new assets that are being 

added into the system are being financed through Debt and internal financing. Also, looking at the new 

Equity being issued by the company, we can find out that BHEL has not issued a single new Equity share 

for the period in consideration. 

 So, it can be inferred that, the ‘Pecking order Hypothesis’ is right in the case of BHEL.BHEL is 

preferring its retained earning for the new projects and also for external financing, it is preferring Debt 

over Equity. This is evident in the following table. 

Table 5 : Equity pattern (Rs. in cr.) 

Year Mar 07 Mar 06 Mar 05 

Equity Issued 8,245.50 8,245.50 8,245.50 
 

                               Source: Annual Report (BHEL, 2006-07) 

Why this Capital Structure? 

 Capital Structure is concerned with only permanent financing of the firm, represented by long-term 

debt, preference shares and equity. Debt and equity differ from each other with regard to their maturity, 

claim on income, claim on asset and the right to voice in management.  

 There are 4 factors which govern capital structure: 

1. Risk, 2. Income, 3. Control, 4. Future financing 

 Typically, financial leverage increases the expected rate of return on equity. However, this higher 

return comes at a price--the higher the debt ratio, the greater the risk indicated by the coefficient of 

variation. Looking into this premise companies tries to design there capital structure. BHEL is in a 

Growth stage and is making lot of investment into the new Assets for which it requires fund.  

 If we look at previous and current years we find that, Debt remains low and interest coverage is 

quite healthy - net debt to EBITDA was 1.0 at end-December 2005, having remained at or below 2.1 

since 1998, while EBITDA/net interest was 41.4. Strong coverages are accompanied by a well-balanced 

maturity profile: roughly 9% of BHEL's debt matures within a year, with most of the remainder maturing 

in five years and beyond. As of 31 December 2005, almost 28% of BHEL's debt was foreign currency. 

While almost all its revenues are in rupees, the present tariff regime allows for FX losses to be passed 

through tariffs. Thus, FX risk is minimal and has improved with the  

 Strengthening of the Indian sovereign's creditworthiness (culminating in Fitch's upgrade of India to 

`BB+' from `BB' in early 2004). Liquidity risks are reduced by BHEL's significant cash holdings 

(INR95bn as at 31 December 2005), strong and stable cash flows and large syndicated facilities. As 

BHEL is a big organization and requires lot of fund for expansion for that it need to maintain its 

credibility into the market, for that it continuously requires a good rating by the rating Agencies  



Prof. Dr. Sandeep Goel 

 

6

 Both ICRA and CRISIL have given rating of AAA for both Rupee Bond and fixed deposit program. 

These ratings also force companies to go for a particular type of capital structure. The D/E ration has 

moved up from .45 to .5 in the last fiscal, which also explains the current capital structure and also the 

debt has increased from 201793 to 244844 million. Debt as we have seen is constantly increasing over 

the years. 

 From this analysis, it can be said that they are maintaining this type of capital structure so that they 

can have option for future financing. [Future financing is required for growth plan of the Firm.] 

 Maturity profile of the borrowing by the company is well planned. The rating assigned by the 

foreign rating agency are in par with domestic rating agency, which proves that the company want to 

have an image of good borrowing company, so that it is able finance its future projects. 

Optimization of the current capital structure 

 We have seen the current capital structure of BHEL and now we need to analyze whether we can 

improve upon this structure, so that we can achieve the ‘SWM’ objective of the firm.  

 For that we will analyze the different D/A values to see at what point we are able to maximize the 

wealth of shareholders. As we know typically, financial leverage increases the expected rate of return on 

equity. However, this higher return comes at a price--the higher the debt ratio, the greater the risk 

indicated by the coefficient of variation. Looking into this premise companies tries to design there capital 

structure. As BHEL is in a Growth stage and is making lot of investment into the new Assets for which it 

require fund. So we need to find the optimal capital structure taking these things into consideration. 

 Few assumptions taken for the analysis: 

1. Uniform tax rate of 35%. 

2. Price of the share taken as on 30th March 2007 for all the calculations.  

 The Interest rate in Table 6 is the cost of debt across various D/A ratio that we will be taking for our 

analysis. 

Table 6 : Interest rate distribution (Before tax) of BHEL 

D/A Before tax Interest rate 

0-10 8 

10-20 9 

20-30 10 

30-40 11 

40-60 12 

60-70 13 

70-90 14 
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 Now, we will calculate WACC for different D/A to find out the optimal mix 

Table 7 :  WACC of BHEL 

E/A D/A D/E INT(1-T) B L cost of equity WACC 

100.00% 0 0.00% 5.20% 0.699 15.20% 15.20% 

90.00% 10% 11.11% 5.85% 0.750 15.77% 14.78% 

80.00% 20% 25.00% 6.50% 0.813 16.48% 14.49% 

70.00% 30% 42.86% 7.15% 0.894 17.40% 14.33% 

60.00% 40% 66.67% 7.80% 1.002 18.63% 14.30% 

50.00% 50% 100.00% 7.80% 1.154 20.34% 14.07% 

40.00% 60% 150.00% 8.45% 1.381 22.92% 14.24% 

 

 As we can see from the table the D/A of 50% is the optimal mix as after this point at D/A of 60% we 

are getting higher WACC, which is undesirable. 

 We are getting this structure because of the following factors: 

1. Initially both cost of debt and cost of equity are not changing much, because of which there is 

very small change in the cost of capital 

2. At 20% D/A cost of equity has started increasing but it is being offset by low value of cost of 

Debt. 

3. At 60% D/A both cost of equity and cost of debt are increasing, causing an increase in the cost 

of capital. 

 Now we estimate the stock price and on those basis try to find the optical solution for maximizing 

the shareholders wealth. 

Table 8 :  EPS Trend of BHEL 

Asset D/A COE EBIT DEBT INT(1-T) Interest EBT Pat 
Num  

of shares 
EPS E. Price P/E 

147,959.27 0 15.20% 10890 0 5.20% 0.00 10890.00 7078.5 989.69 7.15 47.06 20.97 

147,959.27 10% 15.77% 10890 14794.20 5.85% 865.46 10024.54 6515.9506 890.74 7.32 46.39 20.51 

147,959.27 20% 16.48% 10890 14749.64 6.50% 958.73 9931.27 6455.3278 891.03 7.24 43.95 20.70 

147,959.27 30% 17.40% 10890 22124.46 7.15% 1581.90 9308.10 6050.2658 841.70 7.19 41.31 20.87 

147,959.27 40% 18.63% 10890 29499.28 7.80% 2300.94 8589.06 5582.8867 792.37 7.05 37.83 21.29 

147,959.27 50% 20.34% 10890 36874.10 7.80% 2876.18 8013.82 5208.9833 743.04 7.01 34.46 21.40 

      using Historical value     

Asset D/A COE EBIT DEBT INT(1-T) Interest EBT Pat Number of shares EPS E price P/E 

73,737.90 0 15.20% 10890 0 5.20% 0.00 10890.00 7078.5 493.23 14.35 94.44 10.45 

73,737.90 10% 15.77% 10890 7374.82 5.85% 431.43 10458.57 6798.0725 443.90 15.31 97.12 9.79 

73,737.90 20% 16.48% 10890 14749.64 6.50% 958.73 9931.27 6455.3278 394.57 16.36 99.26 9.17 

73,737.90 30% 17.40% 10890 22124.46 7.15% 1581.90 9308.10 6050.2658 345.24 17.52 100.7 8.56 

73,737.90 40% 18.63% 10890 29499.28 7.80% 2300.94 8589.06 5582.8867 295.91 18.87 101.3 7.95 

73,737.90 50% 20.34% 10890 36874.10 7.80% 2876.18 8013.82 5208.9833 246.58 21.12 103.8 7.10 
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 We have first tried to solve it with the market value principle, but over there the estimated price of 

the share is in descending order starting from Zero debt, it is because we have a change in the value of 

the Asset, because of taking it at market value (asset have doubled in this case), whereas the EBIT 

remain the same. As increase in asset caused the value of debt to increase at the same D/A ratio, which 

increased the interest component of it’s and made the zero debt case at highest estimated price for per 

share. Because of this problem we are getting descending order of estimated price per share. 

 If we take the historical value and then try to find out the estimated price per share, we get the Max 

estimated price at D/A of 50%, at this same value we got the minimum value of WACC, so the company 

should have D/A ratio of 50% to maximize the wealth of the shareholders. We were able to get this 

because the problem that we were facing in the first case did not impact this case. 

WACC

13.40%

13.60%

13.80%

14.00%

14.20%

14.40%

14.60%

14.80%

15.00%

15.20%
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1 2 3 4 5 6 7 8

WACC

 

Figure 1 : WACC Chart of BHEL 

 This diagram shows that at point 6 the value of WACC is lowest, and it is increasing on either side 

of the graph, so optimum point for lowest value of WACC IS 6, which is D/A ratio of 50%. 
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Figure 2 :  Stock Price Chart of BHEL 
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 From this graph, we can see the maximum estimated value of the share price is also at point 6(which 

is D/A ratio of 50%). So both the graph points to the capital structure of D/A of 50% 

Policy Recommendations 

� Company can afford to leverage more as both cost of debt and cost of equity are not changing 

much, so at this level it can experiment more with debt capital. 

� It should refinance its assets more to have a   D/A ratio of 50% to maximize the wealth of the 

shareholders. 

� Internal financing can be continued as means of finance but for select projects. 

� Cash holdings should be profitably employed and invested for future. 

5. CAPITAL STRUCTURE ANALYSIS OF L&T  

L & T 

 Larsen & Toubro Limited (L&T) is India's largest engineering and construction conglomerate with 

additional interests in electricals, electronics and IT in the private sector. In Oct.'93, the company 

completed a Euro issue of Global Depositary Receipts (GDR) representing 8366140 equity shares at a 

price of US $ 10.67 per GDR to part-finance a 500 MW thermal power generating station at Budge 

Budge, West Bengal.  

Table 9 :  Shareholding Pattern at L & T Ltd as on 31-12-2007 

 
No of 

Shares 

% Share 

Holding 
Share Holder 

Demat 

Share 

Foreign (Promoter & Group) 0 0 0 0 

Indian (Promoter & Group) 65576542 52.4881 38 21651085 

Total of Promoter 65576542 52.4881 38 21651085 

Non Promoter (Institution) 46618085 37.3136 175 46576411 

Non Promoter (Non-Institution) 12628328 10.1078 32977 7401643 

Total Non Promoter 59246413 47.4214 33152 53978054 

Total Promoter & Non Promoter 124822955 99.9095 33190 75629139 

Custodians (Against Depository Receipts) 112970 0.0904 1 95719 

Grand Total 124935925 100 33191 75724858 

 Source: Annual Report (L&T, 2006-07) 

 L & T is one of the rarest cases that can be encountered in terms of capital structure of a company. 

Initially we will define the capital structure for the year 2006-2007 and then we will look for the trend, 

with the help of the data from the previous years.                                   
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Table 10 : L&T Financials Book value (Rs. in cr.)   2006-07 

Total Asset 6,366.00 EBDIT 706 

Total Debt 2,550.82 EBIT 548 

Total Equity 3,815.17 Interest 207.35 

  Interest Rate 8.128758595 

                                  Source: Annual Report (L&T, 2006-07) 

 

Table 11 :  L&T Financials (Market value) 

Market value of Assets Rs. 5,975.05 cr. Beta 0.9812   

Market value of  Debt Rs. 2,550.82 cr. risk free rate 7.28 10 yr govt bond 

Market value of  Equity Rs. 3424.227 cr. Market Rate 18.6 BSE long term return 

Market D/E 0.744933 D/E 66.85   

Market D/A 42.69% Corporate tax rate 0.35   

Total Number of shares issued 9.06 Beta unlevered 0.683989   

Market Price on 31st March 2007  377.95       
 

Note: Beta has been calculated for the ‘current level’ using the SENSEX data for this stock  

 Now if we compare the two, we find that the Assets at market value are less than the balance 

sheet value, this is a rare case, what does this rare case implies, whenever this kind of situation is 

there, it can be inferred that the capital structure of the company is not an optimal one. If we look 

at the equity shares, it can be analyzed that, not the entire share’s which were issued have been 

subscribed, which again points toward in optimality of funds. The unfavorable response of investors to 

the company can not be ruled out.  

Table 12 :  Equity distribution of L&T  (Rs. in cr. )      

    Mar 07  Mar 06  Mar 05  Mar 04  

Equity Issued 90.62 88.62 80.69 72.42 

Equity Subscribed 84.32 82.32 74.38 66.06 

                         Source: Annual Report (L&T, 2006-07) 

 Like BHEL, here also we will be using the market value for assigning the weight to both Equity and 

Debt. .The beta for the current Debt level is also calculated using the value of the L&T Stock traded on 

the Sensex.  
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Table 13 :  Financing pattern of L&T (2006-07) 

     E/A    D/A     D/E    bL Cost of equity      Cost of Debt WACC 

57.31% 42.69% 74.49% 0.9812     18.77%          7.80% 14.09% 

 

Issue 

 Now we need to analyze does L&T go for Pecking Order Hypothesis or not and why L&T has gone 

for this type of capital structure? [Pecking Order Hypothesis has already been explained under BHEL 

analysis.] 

 First we will compare the Debt Size and the assets trend  

Table 14 :  Use of Debt in Net Block of L&T (Rs. in cr.) 

Mar 07  Mar 06  Mar 05  Mar 04  Mar 03  

Net block 5,290.09 5,434.35 3,745.68 3,936.16 

Total Debt 2,550.83 2,469.50 2,608.48 2,982.52 

               Source: Annual Report (L&T, 2006-07)  

 Here we see that the size of the debt is coming down, whereas the assets are increasing in longer 

term. It means that the company might be trying to become debt free. The question arises where from the 

company is funding these new assets (because of depreciation, value assets reduces)?. For this we should 

see equity. Looking at Table 12, we can see that, this company is raising funds for its new assets through 

Equity. That’s why the rare case of market value of firm less than the book value of the firm could be in 

the earlier stage. 

 From the analysis of last five years of the firm we can say that, pecking order hypothesis fails in 

this firm , as this firm is using external financing in terms of Equity to finance its projects before using 

Debt, which is total contrary to the principle of Pecking Order Hypothesis.  

Why this Capital Structure? 

 It is evident that this firm is reducing its debt, so the question is why? The answer to this is that this 

company wants to be risk free, even though it might has to loose some of the profits. 

 Another reason for this type of capital structure could be that the firm might be trying to get the 

optimal Capital structure. 
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Table 15 : Financing of assets of L&T (Rs. in cr.) 

Mar 07  Mar 06  Mar 05  Mar 04  Mar 03  

Total Debt 2,550.83 2,469.50 2,608.48 2,982.52 

Asset 6,365.99 6,158.35 4,147.65 4,358.40 

D/A 40.07% 40.10% 62.89% 68.43% 

 

 From the above table, it can be seen that the ratio has come down from 68% to 40%, as we know the 

cost of debt and risk are both higher at high D/A rate, so company might be trying to get to that optimum 

level. Verifying the above statement, it can be stated that Interest costs fell by 3% yoy to Rs360mn 

during the quarter as L & T restructured and repaid its high cost debt. Since, the company is starting lot 

of new projects for which it require financing, for which the company has decided to issue Equity shares 

in the year 2009, so again it is using the Equity way to finance its project rather than using Debt. 

 So this company is following this capital structure because,  

1. It wants to get rid of High cost debt. 

2. It wants to reduce risk from its capital structure. 

3. It perceives cost of debt to be very high at high D/A level. 

Optimization of the current capital structure 

 We have seen the current capital structure of L & T Ltd and how it has been evolving over the 

period of last five years and now we need to analyze whether we can improve upon this structure, so that 

we can achieve the objective of SWM of the firm. 

 For that we will analyze the different D/A values to see at what point we are able to maximize the 

wealth of shareholders. As we know typically, financial leverage increases the expected rate of return on 

equity. However, this higher return comes at a price--the higher the debt ratio, the greater the risk 

indicated by the coefficient of variation. Looking into this premise companies tries to design there capital 

structure. As BHEL is in a Growth stage and is making lot of investment into the new Assets for which it 

require fund. So we need to find the optimal capital structure taking these things into consideration. 

 Few assumptions taken for the analysis: 

-  Uniform tax rate of 35%. 

-  Price of the share taken of 30th March 2007 for all the calculations.  

 The Interest rate in Table 16 is the cost of debt across various D/A ratio that we will be taking for 

our analysis. 
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Table 16 : Interest rate distribution (Before tax) of L&T 

D/A     Before tax Interest rate 

0-10 8 

10-20 9 

20-30 10 

30-40 11 

40-60 12 

60-70 13 

70-90 14 

  

 Now we should look for different combinations to get the minimum WACC which is  desirable. 

First we will calculate the beta levered (BL) across the different combinations, so that we can find out the 

cost of equity and also overall cost of capital. 

Table 17 :  Cost of Equity of L&T 

Debt Ratio Beta Cost of Equity 

0 0.684 15.02% 

10 0.728449 15.53% 

20 0.772908 16.03% 

30 0.817367 16.53% 

40 0.861827 17.04% 

50 0.906286 17.54% 

60 0.950745 18.04% 

70 0.995205 18.55% 

80 1.039664 19.05% 

90 1.084123 19.55% 
 

Using the above information, we can find the WACC. 

Table 18 :  WACC of L&T 

D/A D/E INT(1-T) B L 

cost of 

equity WACC 

0 0.00% 4.73% 0.683989 15.02% 15.02% 

10% 11.11% 5.85% 0.733389 15.58% 14.61% 

20% 25.00% 6.50% 0.795138 16.28% 14.32% 

30% 42.86% 7.15% 0.874529 17.18% 14.17% 

40% 66.67% 7.80% 0.980385 18.38% 14.15% 

50% 100.00% 8.45% 1.128583 20.06% 14.25% 
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 By looking at this table, we can see that D/A of 40% is most suitable, as at D/A of 50% we are 

having more value of WACC, which is highly undesirable. Till D/A of 40 % the WACC was going 

downward which is what we required , but after 40 its going up, so we should stop at 40.Now we should 

estimate the price of the per share, which will help us in optimal capital structure, which fulfill the 

principle of increasing the wealth of the shareholders. 

Table 19 :  EPS Trend of L&T  Using Market Value 

Assets D/A Cost Equity EBIT DEBT Interst Rate Interest EBT Pat 

Number 

of shares EPS P/E 

5975.5 0 15.02% 548 0 7.28% 0.00 548.00 356.2 15.8103 22.53 16.73 

5975.5 10% 15.58% 548 597.55 7.28% 43.48 504.52 327.936 14.2293 23.05 16.36 

5975.5 20% 16.28% 548 1195.1 7.75% 92.62 455.38 295.997 12.6482 23.40 16.11 

5975.5 30% 17.18% 548 1792.65 8.12% 145.56 402.44 261.584 11.0672 23.64 15.95 

5975.5 40% 18.38% 548 2390.2 8.13% 194.27 353.73 229.926 9.48618 24.24 15.55 

5975.5 50% 20.06% 548 2987.75 8.85% 264.30 283.70 184.404 7.90515 23.33 16.16 

5975.5 60% 22.57% 548 3585.3 9.62% 344.74 203.26 132.119 6.32412 20.89 18.05 

 

 Here we are again getting the problem of highest share price at zero debt, it is again because of the 

same factor, but if we look at P/E ratio, we are getting minimum value D/A of 40%, which is the same 

that we got with the WACC.  

WACC

13.60%

13.80%

14.00%

14.20%

14.40%

14.60%

14.80%

15.00%

15.20%

1 2 3 4 5 6 7

WACC

 

                                                                 Figure 3 : WACC Chart of L&T 

 Here we have got the optimum point for WACC at point 5 which is D/A ratio of 40%. 
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Figure 4 : Stock Price Chart of L&T 

 

 As we can see in above graph that the estimated value of the share price is coming down consistently 

as D/A ratio increases, it has to do with high interest(high cost of debt) caused because of hypothetical 

assumption. 

Policy Recommendations 

� The capital structure of the company needs to be an optimal one. The debt as an option needs to 

be used over Equity to finance its projects. 

� The company is starting lot of new projects for which it require financing, so for this it can think 

of using debt. 

� The company can use debt as means of maximizing shareholders’ wealth. 

6. CONCLUSION 

 In conclusion, this paper has argued the effect the presence of pecking order dimension in the capital 

structure of the sample units. The empirical study produced some interesting results with consequences 

for capital structure theory, and for practical applications in the corporate finance field. But it is just an 

attempt to analyze the financing pattern of the units study and the potential impact on stock pricing. It 

needs to be explored further for more accurate assessment of capital structure. The larger sample would 

allow for more precise conclusions to be drawn about the significance of unit’s capital structures. 

 We have seen that BHEL has E/A of 83.44% and D/A of 16.56%. On comparing the Debt Size and 

the assets trend, it is found that net Block and Debt both have increased continuously for last five years. 

So the new assets that are being added into the system are being financed through Debt and internal 

financing. Thus, it can be inferred that, the ‘Pecking order Hypothesis’ is right in the case of 
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BHEL.BHEL is preferring its retained earning for the new projects and also for external financing, it is 

preferring Debt over Equity.  

 Liquidity risks are reduced by BHEL's significant cash holdings. As BHEL is a big organization and 

requires lot of fund for expansion for that it need to maintain its credibility into the market, for that it 

continuously requires a good rating by the rating Agencies Both ICRA and CRISIL have given rating of 

AAA for both Rupee Bond and fixed deposit program. From this analysis, it can be said that they are 

maintaining this type of capital structure so that they can have option for future financing. 

 L & T is one of the rarest cases that can be encountered in terms of capital structure of a company. 

We find that the Assets at market value (Rs. 5,975.05 cr.) are less than the balance sheet value (Rs.6,366 

cr.).It implies that the capital structure of the company is not an optimal one. L&T has E/A of 57.31% 

and D/A of 42.61%in its capital structure. It means the company might be trying to become debt free. 

From the analysis, we can say that, pecking order hypothesis fails in this firm, as this firm is using 

external financing in terms of Equity to finance its projects before using Debt. 
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