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ABSTRACT 

This paper has studied the relationship between free cash flow & debt with profitability of 

the Nordic Nasdaq large cap for the period of 2012-1017. Population of the study consists 

of 223 Nordic companies listed in Nasdaq. From this population a sample of 100 companies 

from different sectors have been chosen by random sampling, but the sample does not 

include financial institutions because the way these kinds of institutions are financing differ 

from companies in other sectors. Data has been collected from Eikon program which 

provides financial information about the listed companies around the world based on the 

company's audited financial statements. validity and reliability of the data have been 

checked to make sure the data are not wrong. In this study, free cash flow, debt to equity 

ratio & debt ratio are considered as independent variables and profitability of the firm has 

been considered as dependent variable. In addition, diversity of the companies based on the 

countries they are established in is considered as dummy variable. Profitability of the firms 

have been measured by return on asset. The research philosophy is positivism and the 

research approach is deductive. Based on a quantitative research in which secondary data 

has been analyzed by running the Pearson correlation analysis and regression analysis. 

Result of the study revealed that; free cash flow has a positive effect on profitability of the 

Nordic Nasdaq large cap. In addition, the result of study showed that; debt ratio has negative 

effect on profitability of the targeted firms. But, the result showed that; the debt to equity 

ratio does not affect profitability of the firms. The result of running dummy variable 

revealed that; companies in Finland have 2,3 % lower return on assets compared with the 

companies located in Denmark. Also, the companies established in Sweden have a 2,3 % 

lower return on assets compared with Denmark. 
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CHAPTER ONE: INTRODUCTION 
 

1.1 Subject Choice 

The authors are two master program students at Umea University with different focuses, 

one in finance and one in accounting. Both of us with previous practical work experiences 

in these fields as financial advisor and controller and there was a common interest in the 

field of finance between us. During the course called Advanced Financial Statement 

Analysis and Valuation, we learned how to evaluate different companies through free cash 

flow and thought it was intriguing to study. Therefore, we knew very early on that it was 

somewhere in this field which we wanted to conduct our master thesis in. Value investing 

which is achieved by looking at value factors found in financial statements (Damodaran, 

2012, P.56) was also a subject that expanded our deliberation during that course. The study 

period starts in 2012 in which the debt crisis happened in Europe and ends in 2017 in which 

the latest data were available at the time of doing this study. 

  

With the previous understanding in accounting and finance gained from previous 

experiences, the authors were able to exchange knowledge to each other to further 

comprehend this very complex field of valuation.  It was a given from the very beginning 

that we wanted to limit this paper to the Nordic region since we are both residences in 

Sweden. The theories that are connected to the performance of the firms such as; optimal 

capital structure and the earnings theory of capitalization have been also used in this study. 

In this part, the concept of free cash flow will be presented, then it will be clarified that why 

and how the profitability has been determined. 

  

1.2 Background of the Study 

The relationship between free cash flow, capital structure, debt structure the profitability of 

the firms has been studied in recent years in both developed and developing countries. Most 

of the studies in this field have been done with a focus on specific industries, sectors and 

markets. Free cash flow has been introducing as a restriction into the agency cost theory in 

which, the analysis of relationship between them showed that; free cash flow will change 

agency costs (Chu, 2011). Free cash flow has also impact on relationship between agency 

costs and capital structure, which finally it influences the optimal capital structure point to 

maintain the equilibrium (Chu, 2011). Determinants of profit have been classified in three 

major categories of market share, investment intensity and company factors (Schoeffler, 

Buzzell & heany, 1974). However, the modern literature provided two schools in competing 

models of firm profitability including: firm effect models and structure-conduct-

performance (SCP) model (Stierwald, 2009). 

  

The empirical literatures have used different variables affecting the profitability of the firms 

and they also used different determinants to measure the profitability of the firms. Different 

approaches to profitability created a gap in studying the relationship between free cash flow 

and profitability of the firms based on different measurements and observation related to 

different variables.  
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The problems which are addressed by previous studies in this field are mostly about the 

effect of free cash flow, size and capitalization ratio on profitability of the companies in 

which we have presented in literature review part of this study. 

  

A research by An & Tuan Nguyen (2018) in emerging markets about Vietnamese listed 

companies, studied the relationship between free cash flow and profitability of 208 firms 

has (Nguyen & Nguyen, 2018). Another study in this subject has been conducted by Ojode 

Christine Akumu (2012) on 30 listed companies in Kenya about relationship between free 

cash flow and profitability of the firms listed in Nairobi Stock Exchange (NSE). Impact of 

free cash flow on profitability of 30 firms listed in Karachi Stock Exchange (KSE) has also 

been studied for the period of five years (Ambreen & Aftab, 2016). 

  

In addition, a study has been done by Hong, Shuting and Zhang (2012) about the 

relationship between Free Cash Flow and Financial Performance in 21 Chinese real estate 

companies for the period of 2006 to 2010 (Hong, Shuting & Zhang, 2012). Also, an 

empirical study by Erik Rehn (2012) has analyzed the effect of working capital management 

on profitability of Swedish and Finnish publicly listed companies (Rehn, 2012). Regarding 

to debt to equity ratio and debt ratio, a study of relationship between debt to equity ratio 

toward profitability of the indonesian firms listed in LQ45 from 2009 to 2013 (Ulzanah & 

Murtaqi, 2015). Also, a study is conducted by Kartikasari & Merianti (2016) about the effect 

of leverage & size on profitability of public manufacturing companies in Indonesia 

(Kartikasari, 2016). Moreover, empirical evidence from Vietnamese firms, studied the 

effect of information asymmetry on Vietnamese market (Nguyen, 2018). 

  

These previous studies have used different theories to support their findings in this subject. 

Theories such as; Free cash flow theory of Jensen 1986, pecking order theory, modern 

portfolio theory, agency cost theory, Fisher’s separation theory, debt theory and trade-off 

theory which has been used in the studies we mentioned before. 

  

1.3 Research question 

The research question of this study is “what impact free cash flow, capitalization ratio and 

debt ratio have on profitability of Nasdaq Nordic large cap in the period between 2012-

2017?” 

  

1.4 Objectives and value of the study 

The overall study objective is to measure the effect of free cash flow, capitalization ratio 

and debt ratio on profitability of the Nasdaq Nordic large cap. By examining the relationship 

between these variables, we can analyze how they are correlated with capability of the firms 

to generate profit from their operations. Our paper contributes to the literature by defining 

the relationship between different variables of the study and analyzing the results based on 

different theories. We will also discuss how different financial devices shape the 

profitability of Nasdaq Nordic large cap by examining the hypothesis of the study. This 

study provides quantitative analysis of relationship between some financial ratios and 

measurements with profitability of the firms. 
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From an investors point of view, it is essential to know what factors that does have an impact 

on the profitability since one of the most frequently used tools of valuation is discounting 

cash flow generated from the asset. The importance of this study is that it provides 

information to the managers of the firm about the importance of relationship between FCF 

and profitability as a measure of success in the business. However, this study provides an 

analytical view to the performance of targeted firms in increasing the profit and adds 

knowledge to the studying of profitability in Nasdaq Nordic large cap. 
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CHAPTER TWO: LITERATURE REVIEW 
 

In this chapter, the literature related to the concepts of free cash flow, capitalization and 

profitability to study the relationship between variables of the study and the factors affecting 

profitability of the firms will be presented. Some previous studies will also be listed in these 

areas by showing the results of correlation and regression analysis of data used in these 

studies in different parts of the world. 

2.1 Free cash flow 

There are multiple different definitions of free cash flow and depending on what industry 

you are in people will have different interpretation of free cash flow. However, the basic 

idea is simple, it can be explained as what the companies discretionary cash flow is each 

year. In other words, after paying for expenses to run its business, after paying for working 

capital items like inventory, and after paying for capital expenditures, how much cash flow 

does the firm generate. Free cash flow is equal to: Operating income – change in net 

operating assets (Penman, 2012. P.344). In other words, free cash flow is equal to Net 

financial expenses – change in net financial obligations + net dividend (Penman, 2012, 

P.344). 

  

There are certain number of items which is excluded from the free cash flow calculations, 

some of which are investments and financial activities. Primarily the reason why has largely 

to do with what’s in the cash flow from investing and cash flow from financial sections of 

the certified financial statements is optional and not truly required for the core business to 

run (Fernandez, 2015. P.6). A common quandary for smaller firms is the question if the firm 

should use the free cash flow to increase shareholders wealth either by issues dividend or 

by buying back stock instead of increase spending on working capital items such as 

inventory to grow in advance and prepare to sell more later on (Fernandez, 2015, P.2). 

Another way to go is to invest in other assets such as securities, real estate, bonds etcetera 

just to avoid a pile up of cash (Fernandez, 2015, P.2) 

  

As an analyst looking at the company’s financial statements, it is essential to look at what 

the company is doing with the cash flow to easily predict what the company will do with 

future cash flows (Penman, 2012, P.344). It is also important that the allocation of cash 

flows makes sense in a way that a clear picture of what the firm will look like in the long 

term is presented (Penman, 2012, P.118). However, if the cash flow is considered very low 

or maybe even negative, it is vital to first ensure whether that is a recurring problem or just 

a one-time issue, also after that is done it’s important to identify the ascending reason to 

why the large number has occurred (Penman, 2012, P.118). Walmart is an example of a 

successful firm with had close to negative free cash flow during most of the 1990’s. The 

reason was due to heavily investing in new stores, a firm decreases its free cash flows 

through investments, this gives lack of liquidity in the short run but long-term perspective 

for the firm (Penman, 2012, P.118). 
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Free cash flow is incredibly important for the rule of an investor (Fernandez, 2007. P.7). 

Some consider it to be the most critical measurement to look at and remarkably the 

calculation for coming up with free cash flow is not as simple as it sometimes may appear 

(Fernandez, 2007, P.7). Due to it’s not part of generally accepted accounting principles, thus 

when companies form their financial statements don’t have a line on there for free cash flow 

(Fernandez, 2007, P.7). Yet this is a number which is highly sought after from investors, 

treasurers, creditors and others who want to attain a future look at the company’s financial 

activities (Fernandez, 2007, P.7). From the financial managers point of view their job is to 

decide which one of the many options is the best for the business, the goal is to balance 

short term profits with long term growth and profitability (Penman, 2012, P.344). 

  

Allocating the cash flow to new ventures is a smart choice if the company is not spending 

too much, working capital needs to be efficient and it is usually done so by a working 

business model (Penman, 2012, P.344). If negative free cash flow is due to a broken 

business model or any other reason which is not due to heavily investments in new venture 

project for the frim, the next step as a financial manager or analysts is to figure out how to 

solve the problem (Penman, 2012, P.118). External funding can be one solution to firms 

with growth problems, the most frequent question in this case is whether the funding should 

come from equity or debt (Penman, 2012, P.118). 

   

 2.1.1 Free cash flow theory 

It can be less expensive for a firm to use a source of finance which originates from retained 

earnings or cash flows provided internally compared with external source of financing. A 

large part of the Free cash flow theory builds upon this concept, finding the balance between 

the benefits which free cash flow contributes with and the costs of investing earnings 

(Zeitun, Tian & Keen, 2007, P.4). Furthermore, it is essential that the objective of the theory 

is to observe the tradeoff between the benefits which internal financing brings through free 

cash flows and use that as a comparison with the cost of using free cash flow for financing. 

By doing so it will provide a clear picture of how big the benefit may or may not be (Zeitun, 

2007, P.4).   

  

However, this is not the only aspect of the difficulties which free cash flow encounter. There 

is a lot of factors which determines how the managers of the firm allocates the capital 

generated from operations of the firm, such as expansion strategies, dividends required by 

shareholders and so forth (Jense, 1987, P.112). In virtually every firm with a scattered 

ownership agency costs associated with conflicts between the managers and shareholders 

are bound to arise (Jense, 1987, P.112). The conflicts are not concentrated on specific issues 

but instead will differ depending on certain circumstances, one being opposed interest of 

the payout of free cash flow (Jense, 1987, P.112). Both parties are self-interested, and the 

manager is acting on the behalf of the shareholders, therefore this will result in severe 

opinions of what is regarded as the best corporate strategy (Jense, 1987, P.112). 
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To achieve a cooperative arrangement between these two parts an incentive program is 

necessary for the manager (Jense, 1987, P.112). However, since they usually contain some 

sort of bonus for when the manager reaching a predetermined goal it will also come with a 

cost for the firm (Jense, 1987, P.112). They are referred to as agency cost and are the total 

costs that appears to align a common interest for the manager and the shareholders. Even 

though it is a cost for the firm it does bring value for the investors as with these programs 

the managers now have an incentive for working to increase the shareholders wealth and 

thus will act accordingly (Jense, 1987, P.112). Nevertheless, resolving these problems to a 

full extent is practically impossible and therefore inevitable costs are something to account 

for (Jense, 1987, P.112). 

   

When there is excess cash flow left after all required project the firm is active in have 

received their funding needed, then what is left is the free cash flow (Jense, 1987, P.112). 

If a firm is to be efficient and maximize its value for the shareholder, it is a keen choice to 

use such free cash flow to pay out in dividend (Jense, 1987, P.112). By paying out the excess 

cash to shareholders it will reduce the amount of resources which is in control by the 

management, this way managers powers are reduced (Jense, 1987, P.112). Besides that, this 

will also lead to a smaller chance for the manager to potentially subject them to the 

monitoring by the capital markets that occurs when a firm must obtain new capital (Jense, 

1987, P.112). Financing projects internally avoids this monitoring and the possibility that 

funds will be unavailable or available only at high prices (Jense, 1987, P.112). By increasing 

the resources under their control managers are able to grow their influence, that is why 

growth of the firms can exceed the size which is optimal for shareholders wealth (Jense, 

1987, P.112) 

  

This study is supported by different theories in business. The free cash flow theory 

developed by Michael C. Jensen (1986) helps us to explain puzzling results on effects of 

different financial transactions (Jensen, 1986). Free cash flow theory indicates that; in a firm 

with positive cash flow, the stock prices will unexpectedly increases based on payouts to 

the shareholders and on the other hand the stock prices will unexpectedly decreases based 

on payouts (Jensen, 1986). In this study, the Free Cash Flow theory has been used to 

analyses how debt for stock exchange will reduce the inefficiencies of firms fostered by 

substantial free cash flow. 

   

2.2 Debt to equity ratio 

Debt to equity ratio is computed to ascertain soundness of the long term financial position 

of the firm (Damodaran, 2012, P.51). This ratio expresses a relationship between debt and 

equity of the firm, debt to equity ratios is also known as external – internal equity ratio since 

it explains the relationship amongst stockholders’ equity (Damodaran, 2012, P.51). Since 

stockholders’ equity is also known as internal equity and liabilities which is the external 

equity, hence the external-internal equity ratio (Damodaran, 2012, P.51). However, it is 

most commonly referred to debt to equity ratio and that is why this study refers to it as debt 

to equity ratio (Damodaran, 2012, P.51). 
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The outside funds come in many forms such as debentures, bonds, mortgages or bills and 

it   include all debts or liabilities to outsiders regardless of if they are long term or short-

term equity is defined as the shareholders’ funds (Brealey, Myers & Franklin, 2013, p. 350). 

They include preference share capital, equity share capital, reverse less losses and fictitious 

assets like preliminary expenses (Brealey, 2013, p. 350). Debt ratio tells us he proportions 

of assets financed with debt, a debt ratio of 0,5 would indicate that debt finances half of the 

assets (Binsbergen, 2011, P.3). 

  

The debt ratio shows us the solvency of the frim, in general a debt ratio of less than 30 % 

suggests that the company isn’t as efficient as it could be (Binsbergen, 2011, p.3). Whereas 

a ratio greater than about 75 % tells us that the company is approaching a state of financial 

distress, which in turn can lead to bankruptcy (Binsbergen, 2011, p.3). In this case debt is 

defined as long term loans. 

  

The short-term loans are excluded since mainly a company take those loans to fund current 

operations, typically short-term loans consist of purchasing raw material on a few days of 

credits, reimbursing its wholesalers or paying specific expenditures (Damodaran, 2012, 

p.51). The long-term liabilities include debentures and loans from financial institutions 

(Damodaran, 2012, p.51). 

  

Debt to equity ratio specifies the proportion between shareholders’ funds and long-term 

borrowed funds (Kortewe, 2007, P.9).  The higher the ratio is, it usually tells us that the 

financial position tend to be riskier, while a lower ratio indicates a safer financial position. 

An acceptable ratio would approximately be at about 2:1 for businesses operating in the 

most common sectors, but of course it depends what industry the business is in. A 2:1 ratio 

means that debt can be twice the equity (Kortewe, 2007, p.9). 

  

The purpose of calculating the debt to equity ratio is to get an idea of the cushion available 

to outsiders on the liquidity of the firm, however, the interpretation of the ratio depends 

upon the financial and business policy of the company (Damodaran, 2012, p.51). The 

owners want to do the business with maximum of outsider’s funds to take lesser risk of their 

investment and to increase their earnings per share by paying a lower fixed rate of interest 

to outsider (Damodaran, 2012, p.51). 

   

The outsiders which most often is creditors who provide long term debt are more interested 

in owners to invest and risk their share of proportionate investments (Brealey, 2013, p. 350). 

If the debt to equity ratio of the frim gets too high, it will increase their risk of default and 

the then the creditors stand to lose the money which they have lent to the frim (Brealey, 

2013, p. 350). Theoretically, if the owner’s interests are greater than that of creditors, the 

financial position is highly solvent (Brealey, 2013, p. 350). In an analysis of the long-term 

financial position it enjoys the same importance as the current ratio in the analysis of the 

short-term financial position (Brealey, 2013, p. 350).   
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The objective of debt to equity ratio is to arrive at an idea of the amount of capital supplied 

to the enterprise by the proprietors and of assets cushion or cover available to its creditors 

on liquidity, this ratio is sufficient to assess the soundness of long-term financial position 

(Brealey, 2013, p. 350). 

  

2.2.1 Optimal capital structure theory 

It must also work to subtract cash flow since the law of the conservation of value works 

when you add them up (Binsbergen, Graham, John & Yang, 2011, p.35). That is why 

financial decisions that basically split up operating cash flow does not increase the general 

value of a corporation (Binsbergen, 2011, p.35). The very famous Miller & Modigliani 

proposition one builds upon this idea, that in perfect markets the value is not affected by the 

capital structure. The way that the firm is divided up by the capital structure does not depend 

on the value of all of it combined. What is essential is the fact that total cash flow generated 

by the assets of the company in not changed by capital structure. Value is therefore 

independent from the capital structure which a firm choose to have (Binsbergen, 2011, 

p.35). 

  

The Miller & Modigliani proposition explains where to look for reasons why capital 

structure decisions does make an impact, however it is important to keep in mind that it isn’t 

the answer (Modigliani, 1958). One possibility could be taxes, with debt follows a corporate 

tax shield. Besides that, the investor may be compensated by this tax shield for any extra 

personal tax which is obligated to pay on debt interest (Modigliani, 1958). Furthermore, 

when a firm collect a high amount of debt it can increase the chase for managers to work 

harder and run a tighter ship, although if the firm would get a too high debt level it will lead 

to financial distress (Modigliani, 1958).       

   

The optimal capital structure theory developed by Modigliani & Miller (1958) refers to 

specific factors that affect the optimal capital structure of the firms such as level of non-

debt tax shields, variability of firm value, and the magnitude of costs of financial distress 

(Bradley, Jarrell & Kim, 2018). In this study, the panel data has been tested for the existence 

of optimal capital structure and take a direct approach to the issues related to the optimal 

capital structure. 

  

2.3 Debt ratio 

Debt ratio is categorized as a leverage measurement tool, essentially it is used for assessing 

financial risk (Damodaran, 2012, p.51). Leverage is related to long-term liabilities & debts 

of the business and thus it is a useful tool for investment analysts, creditors or the 

management which runs the frim (Damodaran, 2012, p.51). It helps them by indicating the 

amount of debt incurred by the corporation in contradiction of several other accounts in its 

balance sheet, such as income statement or cash flow statement (Damodaran, 2012, 

p.51).  Debt Ratio is equal to Total Debt / Total Asset (Binsbergen, 2011, p.3). This tells us 

what percentage of assets that are financed with debt, on average most debt ratios are at 

about 60 % as companies tend to finance more assets with debt rather than equity, mainly 

due to the tax shield which comes with debt (Binsbergen, 2011, p.3). 
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Interest expenses are tax-deductible for businesses in most part of the world, besides the tax 

shield debt when structured in the most optimal way is a preferred way of funding because 

of its low cost (Binsbergen, 2011, p.3). Equity investors carry more risk and for that they 

demand a higher return, debt however can be linked with collateral so that the creditor has 

an asset to liquidate if the company would go bankrupt. That way they carry less risk and 

can therefore require less in return (Binsbergen, 2011, p.3). 

  

The debt ratio is considered a leverage ratio due to its ability to assess repayment capacity 

on all debt with today’s assets (Kortewe, 2007, p.5). There is a variety of leverage ratios, 

often guided by analyst preference or industries, the intent is to understand what the 

financial strategy of the company is (Kortewe, 2007, p.5). This is done by looking at the 

proportion of assets financed with the debt. In other words, the debt ratio allows you to see 

whether they are funding most of the assets either through debt itself or long-term liabilities, 

or conceivably the business is financed with equity and retained earnings (Kortewe, 2007, 

p.5). 

   

2.3.1 Pecking order theory 

One of the most influential theories of corporate leverage is the pecking order theory. There 

are many firms who does prefer internal funding to external funding, this is largely due to 

the adverse selection available (Murray & Vidhan, 2002, p.218). Although it is very rare 

that firms are capable to completely rely on internal funding (Murray, 2002, p.218). When 

the firms are unable to finance with internal fund, they have no other option than to seek 

external funding. In that scenario debt is the most favored route of funding to peruse, equity 

is the lesser sought-after alternative (Murray, 2002, p.218). The primary reason is when 

issuing new securities debt come with lower information cost compared with equity 

(Murray, 2002, p.218). 

  

Information cost is usually linked to imbalance in asymmetric information between two 

parts. This phenomenon when occurring in the fields of economics can lead to transactions 

causing many impracticalities such as moral hazard and monopolies of knowledge (Myers, 

1984, p. 581). Internal financing pretty much completely avoids cost of issuing, however if 

external financing is mandatory, issuing equity still comes with a higher cost than debt. 

  

According to Myers the cost and benefits of leverage emphasized in the classic trade off 

theory are large enough to override the issue costs (Myers, 1984, p.581). To provide a clear 

picture, we will demonstrate with an example. Let say a firm is looking at an investment 

opportunity and have managed to gathered N SEK as an amount to fund this project. The 

net present value (NPV) is equal to y and the value of the firm if the opportunity is passed 

by is x. The manager of the firm has the knowledge of what both y and x is worth, however 

the investor in the capital market lacks this knowledge. Form the investors point of view 

they see a joint distribution of possible values (x̃, ў).  
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The information asymmetry is taken as a given. A part form asymmetric information, there 

is a semi-strong and perfectly efficient capital market. The first proposition of Miller and 

Modigliani states that if information available to investors is held constant, the stock of debt 

relative to real assets is irrelevant (Myers, 1984, p.582).      

           

The pecking order theory has been around for quite some time now and the observation of 

managers preferring internal funds over external funds can be tracked all the way back to 

1961 When Donaldson performed this study. 

  

 2.4 Profitability 

Profitability in the firms depends on the proper utilization and effectiveness of funds, 

However, controlling financial devices such as ratio analysis and budgetary will help us to 

improve the profitability (Paramasivan & Subramanian, 2009, p.22). Profitability analysis 

is a way to measure the net income of the companies relative to their revenues and capital 

investments (Torok & Cordon, 2002, p.61). By considering the importance of cash in 

corporate performance, free cash flow is one of the most important measure of corporate 

performance (Finch ,2011, p.2). Profitability ratios are some determinants of profitability to 

measure the effectiveness of a firm in turning sales or assets into the income (Brooks, 2013, 

p.462). For example, Gross and Net profit ratios are the most common ratios in this regard 

(Paramasivan, 2009. p.22). They help us to measure the firm’s earning of profit from its 

operations (Tang, 2013, p.20). 

  

Return on Capital Equity (ROCE) is another ratio that shows the return from capital 

employed before any distribution of the profit such as dividends, taxation or interests 

(Quinn, 2010. P.152). ROCE is equal to operating profit / Net capital employed * 100 

(Hawkins & Turner, 2008, p.13). Return on Equity (ROE) is also another determinant of 

profitability which can be used to measure the profitability of the firms. ROE is the ratio of 

earnings to equity which helps us to find statistically significant results (Hoque, 2006, 

p.416). 

  

Another important ratio of measuring profitability of the firms is Return on Asset (ROA) 

which, embraces the core operational processes in the firms and creates value by 

management of the assets and delivery the value to the customers (Bull, 2008. P.106). 

Return on equity will increase if the firm is taking more debt as equity is going to approach 

zero in denominator of ratio (Hoque, 2006, p.416). However, both the ROA and ROE cite 

the numbers that measure performance of a firm over a prior period and the relationship 

between them can be understood by knowing the relationships between a firm and its 

shareholders and creditors (Torok & Cordon, 2002, p.66). 
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2.4.1 The Capitalization Theory 

The size of the company is principally not a factor when it comes to determining of 

capitalization. Large enterprises have just as much emphasis on this subject as a new venture 

(Vantreese, skees & Reed, 1986, p.139). However, the consequences can be far more severe 

for new ventures as they are more likely to find themselves in danger of raising excessive 

or insufficient capital (Vantreese, 1986, p.139). In that sense there is some differences 

between how large the different corporations are. A firm which is established have the 

choice to either revise or modify their plan of financing, that can be done by two different 

methods (Vantreese, 1986, p.139). The first options would be to issue new securities such 

as corporate bonds or equity, the second option would then be to merely reduce the capital 

and making it in conformity with the needs of the enterprises. From these two theories of 

capital estimation has emerged (Vantreese, 1986, p.139).  

         

The cost theory of capitalization is the first one, under this theory the determinant of 

capitalization is based on actual expenses required for setting up the business. These kinds 

of expenditures range from fixed assets to the amount of working capital necessary for the 

business to function as well as promoting (Miller, 1958, p. 262). Another way to put this is 

by calculating the entire expenses acquired on several items equals the capitalization of the 

company. If the preliminary outlays and every day expenses meets the adequate funds 

raised, the company is said to be sufficiently capitalized (Miller, 1958, p.262). 

  

For a new venture this theory is tremendously obliging as the calculation of the raised 

amount needed for funds is facilitated initially (Miller, 1958, p. 262). Subsequently the cost 

theory of capitalization fails to deliver the basis for evaluating the net worth of the enterprise 

in real terms (Miller, 1958, p. 262). With the cost theory there is no change in the 

determining of capitalization as earnings grow. Neither does it account for the needs of the 

business which will be imperative in the coming time. Since it does not advocate whether 

the capital invested is valid in proportion to the earnings or not, it is appropriate to stay away 

from this aspect as an established firm (Miller, 1958, P. 263).                 

  

Furthermore, the approximations for the cost are made at a specific period. That way they 

fail to consider the change of price level (Vantreese, 1986, p.136). Thus, if assets are bought 

at over prices values or perhaps the assets stay indolent, the firm will be unable to pay a fair 

return on capital invested due to low earnings (Vantreese, 1986, p.136). This will later 

transition into an over-capitalization of the firm (Vantreese, 1986, p.136). As a method to 

avoid those kinds of difficulties and attain a more correct figure of capitalization the earning 

approach is used (Vantreese, 1986, p.136). This theory assumes that profits are expected to 

be generated by the frim and that the true value heavily lays on the earning capacity 

(Vantreese, 1986, p.136). 

  

Therefore, the capitalized value of estimated earnings is equal to value of the company. This 

value is found out by a company by conducting a forecast of potential profits and loss, while 

at the same time estimate its initial capital needs (Vantreese, 1986, p.136). 
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Once the earning projection is produced the financial manager will use it as a comparison 

with genuine earnings from similar businesses at the same size with the required alterations 

(Vantreese, 1986, p.137). There after an observation will be made at companies in the same 

industry to find out what rate they are making earning on their capital. This rate is later used 

on the companies estimated earnings to find out its capitalization (Vantreese, 1986, p.137). 

There are generally two factors which play a big part when accounting for determining the 

capitalization under the earning theory. Initially the capability of what the business can earn, 

the second factors is the fair rate of return for capital invested in the enterprise (Vantreese, 

1986, p.137). 

  

Another common word used to describe this rate of return is multiplier and is the equivalent 

of 100 percent divided by what is considered a suitable rate of return (Vantreese, 1986, p 

.139). Although the earnings theory is much more suited for an established firm which is 

generating continuous revenues, the issue then becomes to calculate the amount of 

capitalization under the theory since it is based upon a rate by which earnings are capitalized 

(Vantreese, 1986, p.139). To calculate this rate becomes quite problematic so far due to it 

is determined by a variety of un qualitative factors such as industry, financial risk, 

competition, prevailing industries and so on (Vantreese, 1986, p.139).         

  

The earnings theory of capitalization assumes a firm to make profit from its operations 

(Periasami, 2009, p.14.3). The earnings theory determines the amounts of capital based on 

the earnings and expected fare rate of return from the firm’s capital investment. Based on 

this theory, the value of firm’s capitalization is equal to the capitalized value of estimated 

earnings (Periasami, 2009, p.14.3). In this study, the earnings theory of capitalization has 

been used to evaluate our findings about the profitability of the firms. 

  

The cost theory of capitalization refers to the amount of capitalization in a company 

calculated by adding the total expenses incurred for the cost of establishing the company, 

promotional expenses, the amount of working capital, and cost acquisition of fixed assets 

(Periasami, 2009, p.14.3). 

  

The cost theory of capitalization as a good determinant for needed capital which provides 

concrete idea for capital plans in new projects, but the problem with this theory is that in 

case of growing concern it would be difficult to measure capitalization amount (Periasami, 

2009, p.14.3). Another limitation of this theory is that it does not consider the future needs 

of the firm and it also fails to provide a base for assessing net worth of the firm, however, 

the cost theory of capitalization gives a better basis for capitalization compare to the 

earnings theory (Periasami, 2009, p.14.3). 
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2.5 Empirical studies 

In many studies, the term Free Cash Flow has been mostly used based on Jenson’s definition 

of free cash flow as excess amount of cash flow which is needed for financing the projects 

by considering the positive present values that are discounted at a relevant cost of capital 

(Jensen, 1988).  It is neither good or bad itself if a firm generates free cash flow but, it is 

important that what the company is going to do with the free cash flow that is excess of 

profitable investment opportunities (Fabozzi & Markowitz, 2002, p.289). 

  

The reason why cash flow matters so much is due to the fact of its explanatory function of 

the core problem you encounter when either running a business or when analyzing a 

business, which is what the company should be spending money on (Penman,2012, p.344).   

Moreover, a company which generates a lot of cash on an annual basis which does not have 

to use it on expenses and the capital expenditures, it has a lot of options on how to allocate 

this capital (Penman,2012, p.344). 

  

Profitability and cash flow are clearly related to each other and they will aggregate to the 

same number over a long period but, as the accountants produce profit and the businesses 

produces cash, so the focus should be more on the business (Finch, 2011, p.2). There is also 

a positive relation between profitability of the firm and average returns (Marx, 2012). 

  

 

A research by An & Tuan Nguyen (2018) in emerging markets in case of Vietnamese listed 

companies, the relationship between free cash flow and profitability of 208 firms has studied 

and analyzed (Nguyen & Nguyen, 2018). The result of studying the relationship between 

free cash flow and profitability of Vietnamese companies was in correlation with free cash 

flow theory of Jensen which argues that; increasing in free cash flow would increases the 

stock prices (Jensen, 1986). 

  

In this study, regression analysis for both the low and high growth firms showed that: free 

cash flow and profitability for high growth firms have positive relationship and statistically 

significant by 10 percent for a period of four out of five years (Nguyen, 2018). It has been 

also discovered that the level of information asymmetry determines the relationship between 

free cash flow and profitability of the firms (Nguyen, 2018). In this regard, according to the 

empirical evidence from Vietnamese market, the market is suffering from information 

asymmetry as hypotheses of this study confirmed this situation (Nguyen, 2018). 

  

Another study in this subject has been conducted by Ojode Christine Akumu (2012) on 30 

listed companies in Kenya stated that free cash flow has a significant effect on the 

profitability of the firms listed in Nairobi Stock Exchange (NSE). Profitability of the firms 

listed in NSE have been calculated and represented by considering different determinants 

of profitability including; size of the company, leverage ratio, sales growth, capital 

investment and total assets of the firms (Akumu, 2012). Regression analysis conducted in 

this study proved that; there is an inverse correlation between the two variables of free cash 

flow and profitability of the firms in Nairobi Securities Exchange, meanwhile there was a 

negative correlation between free cash flow and profitability of the firms as correlation 

result revealed (Akumu, 2012). 
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The statistic method of analyses the variance, ANOVA has also been used in order to test 

the difference between profitability and free cash flow of the firms, and the results of 

ANOVA showed that; the regression model was significant with 0.021 and all of the 

independent variables have p-values of over 5% in which, shows that they are all significant 

(Akumu, 2012). 

  

Impact of free cash flow on profitability of 30 firms listed in Karachi Stock Exchange (KSE) 

for the period of five years has been conducted by Ambreen & Aftab (2016), in which it has 

used free cash flow, capital structure and size of the firm as dependent variables, and 

profitability of the firm as independent variable (Ambreen & Aftab, 2016). In this research 

regression model has been used to analyses secondary data which are collected from 

financial statements of the targeted firms (Ambreen, 2016). Multiple regression analysis of 

this study revealed that the overall regression model is statistically significant and is useful 

for prediction purposes at 5% significance level (Ambreen, 2016). 

  

The result of study in firms listed in KSE showed that free cash flow and size of the firm 

have influence on profitability of the firms, while capital liquidity does not influence much 

on the profitability of the firms (Ambreen, 2016).  

 

Pearson correlation used by the study also revealed that there is a significant and positive 

relationship between free cash flows, capital liquidity & firms size as predictor variables 

and on the other hand, dependent variable profitability of the firms listed in Karachi Stock 

Exchange (Ambreen, 2016). 

  

The hypothesis of this study has been verified that; there is a significant impact of free cash 

flow on profitability of the firm, while the second hypothesis of the study has not been 

supported by result of the study to show that there is a significant impact of capital liquidity 

on profitability of the firm (Ambreen, 2016). It has been also verified that There is 

significant impact of size of the firm on profitability of the firm as the third hypothesis of 

the study hypothesized (Ambreen, 2016). 

  

In a more specific area of business and limited market, a study has been done by Hong, 

Shuting and Zhang (2012) about the relationship between Free Cash Flow and Financial 

Performance in 21 Chinese real estate companies for the period of 2006 to 2010 (Hong, 

Shuting & Zhang, 2012). Regression and correlation analysis used in this study showed that 

free cash flow of the firms is negatively linear-correlated to financial performance of the 

Chinese real estate companies (Hong, 2012). This study revealed that; the excess cash flow 

is not conducive to the financial performance of Chinese firms in real estate sector (Hong, 

2012). 
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Another factors affecting profitability of the firms have also been addressed in previous 

studies. Studying of relationship between capital structure and profitability by Puntaier 

(2010) confirms the existence of correlation between leverage and liquidity of the firms. In 

this regard, evidence from the relationship between profit and capital structure showed that; 

the most profit large firms increase their debt more, in comparison with small profit firms 

(Frank & Goyal, 2008). 

  

The differences between two balance-sheet aggregated accounts of current assets and 

current liabilities is called working capital (Sagner, 2011). Although working profitability 

cannot be considered as a component of working capital, but every change in working 

capital would directly change the profitability of the firms (Sagner, 2011). In addition, two 

basic principles of finance illustrate that profitability of the firms varies inversely with 

liquidity and moves with the risk (Horne & Wachowicz, 2005). Although the firm’s 

schedule of net cash flows for the future and debt payments depend on the certainty 

condition, it is not appropriate when uncertainty exists, moreover, the schedule of debt 

maturities is significant in purpose of assessing the risk-profitability trade-off (Horne, 

2005). 

  

An empirical study by Erik Rehn (2012) has analyzed the effect of working capital 

management on profitability of Swedish and Finnish publicly listed companies. The result 

of linear regression used in this study revealed that; the net trade cycle has a significant 

negative effect on profitability along with the financial debt ratio that had the largest 

significant on the profitability of the targeted firms (Rehn, 2012).  

 

The study used the days sales outstanding, days inventory outstanding and days payable 

outstanding have been considered as components of net trade cycle and cash conversion 

cycle and studied their impact on profitability of the firms (Rehn, 2012). As a result, the 

days sales outstanding (DSO) had a significant correlation with profitability by meaning 

that decreasing in days credit given to the costumes would increase the profitability (Rehn, 

2012). 

  

In addition, the result showed that; the days inventory outstanding does not have a 

significant effect on profitability, in which might be because of differences in industries that 

some may not invest in inventories (Rehn, 2012). Days payable outstanding (DIO) has not 

also significant effect on profitability in which, it has a positive correlation (Rehn, 2012). 

  

Debt to equity ratio has also been addressed in some studies as a factor impacting 

profitability of the firms (Ulzanah & Murtaqi, 2015). A study of relationship between debt 

to equity ratio toward profitability of the Indonesian firms listed in LQ45 from 2009 to 2013, 

revealed that; debt to equity ratio has a negative significant impact on profitability of the 

firms (Ulzanah, 2015). The study showed that coefficient of regression for debt to equity 

ratio is negative which indicates that; debt to equity ratio has an opposite relationship with 

return on asset as determinant of profitability (Ulzanah, 2015). A study on effect of capital 

structure on profitability of the Nigerian publicly listed firms has been conducted and the 

result of the study showed that profitability has an inverse correlation with long-term debt 

and a positive correlation with equity and short-term debt (Salawu, 2009). 
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The debt ratio as a ratio between total assets and total liabilities of the firms has a positive 

significant impact on profitability of the firms (Kartikasari & Merianti, 2016). The higher 

the debt ratio is, the more uncertain we are about gaining the returns expected by 

shareholders (Kartikasari, 2016). As total debt includes current liabilities and long-term 

debt, creditors prefer the low-term debt ratios, because the lower debt ratio will have greater 

cushion against the loses the creditors might have in liquidation (Brigham, 2013, p.107). On 

the other hand, stockholders may prefer higher leverage, because it can magnify their 

expected earnings (Brigham, 2013, p.107). 

  

Through the debt ratio; it will enable those in need to figure out how much future cash 

obligation is tied in interest and principal repayment (Kortewe, 2007, P.7). With a high debt 

ratio, the assumption would be that for a longer period, there will be cash obligations for 

interest or a larger principal repayment as the bond obligation expires (Kortewe, 2007, 

P.7).  There is shown to be a correlation between debt ratio and interest payments, the higher 

the debt ratio gets, the greater the pressure to pay interest on principal (Binsbergen, 2011. 

P.3). 

  

Debt ratio is the fact that; it will help to detect how comfortably the firm will be able to pay 

back all liabilities if all assets were to be liquidated. So, with a debt ratio of 0,5 it will take 

half of the assets if they were all sold to cover all the debt, what would be left is then all 

debt free (Kortewe, 2007, P.7). Debt financing will leverage up the return on equity of the 

firms if the earnings on assets is more than the interest rate the firms pay for the debt 

(Brigham & Houston, 2013, p.105).   

  

Regarding to relationship between leverage and profitability, a study by Kartikasari & 

Merianti (2016) about the effect of leverage & size on profitability of public manufacturing 

companies in Indonesia shows that; debt ratio has a significant positive effect on 

profitability of the targeted companies (Kartikasari, 2016). 

  

Size of the company has also a positive significant impact on profitability of the companies 

(Kartikasari, 2016). The size of the company can be measured by total asset, number of 

employees, market capitalization and total sales (Kartikasari, 2016). For the big companies 

it is easier to garner outside capital and the bigger capital would cause larger returns in 

which will be in interest of investors (Kartikasari, 2016). Result of the study about effect of 

size on profitability of public manufacturing companies in Indonesia revealed that; total 

asset as a determinant of size had a significant negative effect on profitability of the firms 

(Kartikasari, 2016). 

  

2.6 Research gap 

The study of relationship between free cash flow, capitalization ratios and debt ratio has 

been done in publicly listed companies among small and large companies around the world. 

Many of these studies have focused on some special factors affecting profitability of the 

firms in different sectors and industries, in which, in many of the previous researches the 

population and samples of the studies have been publicly listed companies. 
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Previous studies have also considered different determinants to measure the profitability of 

the companies. These determinants have usually been; size of the company, capital 

investment, total asset, sales growth, return on asset, return on capital equity and return on 

equity. As previous studies have been conducted in both developed and developing 

countries around the world, but, we found that there is a gap in studying of relationship 

between free cash flow and profitability of Nasdaq Nordic large cap. 

  

The reason of existing such a gap in this area is that less studies have conducted to analyses 

the relationships between free cash flow, capitalization ratio & debt ratio and profitability 

of the Nasdaq Nordic large cap. Nasdaq Nordic large cap consist of about 223 publicly listed 

companies and they are active in different sectors and industries. 

 

2.7 Study model 

In this study we have chosen to conduct it through a quantitative method, where we have 

investigated the effects of debt and cash flow on the profitability of firms in the Nasdaq 

Nordic large cap. To accomplish this, we have linked three different concepts to bridge the 

gap that we previously identified as the gap between effects of debt and free cash flow on 

profits of Nordic countries. The conceptual model which we have developed includes three 

different concepts, which are the same three concepts that can be found in the theoretical 

framework. Debt to represent the tradeoff theory and free cash flow to represent free cash 

flow theory. 

 

                            Figure.1 Conceptual model 

 
  

To test our conceptual model, we have hypothesized 3 different hypotheses for each variable 

tested on profitability. These hypotheses are derived from our theory chapter, where we 

define different relative theories connected to our variables.    

 

Hypotheses regarding to variables of the study are as following: 

  

H.1: Free cash flow has effect on profitability of the Nasdaq Nordic large cap. 

  

H.2: Debt to Equity ratio has effect on profitability of the Nasdaq Nordic large cap. 

  

H.3: Debt ratio has effect on profitability of the Nasdaq Nordic large cap. 
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CHAPTER THREE: METHODOLOGY 
 

In this chapter we will describe how we collected data which we have used in this 

quantitative study. Next, we give a thorough explanation including formulas with 

descriptions of how data was analyzed. We have also included descriptions of our variables 

to give a better understanding of our study. 

  

3.1. Research Philosophy 

Ontology is a philosophy that can be defined as the perception of the characteristics of 

reality, becoming and existence along with fundamental categories of being (Saunders, 

2009. p. 510). Based on the observation and activities of a variety of actor’s ontology states 

the question concerning social entities, art, and nature, whether social entities should be 

regarded as either objective entities or they should be regarded as constructions (Bryman, 

2008, p. 35). 

  

Objectivism and constructionism are the two primary positions in the philosophy of 

ontology (Bryman, 2011, p. 36). Objectivism implies that social entities are not dependent 

on social actors due to social phenomenon existence and influence are beyond the influence 

of social actors (Saunders, 209, p. 110). On the contrary the constructionism position claims 

that social phenomenon does transpire very much due to the consequence of social 

interactions (Bryman, 2011, p. 37).       

  

Epistemology on the other hand is a philosophy which regards to what can be viewed as 

knowledge and what we can consider as acceptable knowledge in a specific arena of study 

(Bryman, 2008, p. 29). There are three main philosophies which Epistemology can be 

divided into, they are positivism, realism, and interpretivism (Bryman, 2008, p. 30). The 

positivist approach focuses on the different aspects of social reality and simply approves the 

facts as only legitimate knowledge claims, therefore according to positivism only facts 

produced from the scientific method can declare what is considered genuine knowledge 

(Bryman, 2008, p. 30). 

  

Realism is also a philosophical position which is comparable with positivism, but what put 

them apart is how realisms definition of reality. According to realism reality is defined by 

our senses and therefore objective reality can be understood in different ways (Bryman, 

2008, p. 30). The last philosophical position in epistemology is interpretivism which argues 

that the social world cannot be theorized by laws following a scientific method due to it 

being too complex (Bryman, 2008, p. 17). 

  

We argue that the part of only facts produced is apprehended in our research question where 

we are determining the effect of free cash flow on profitability. This indicates that our 

research paper should have a quantitative approach due to the answer will come from 

analyzing of numbers meaning by method of natural science. In order to achieve our result, 

we will need to run statistical tests on our gathered quantitative data and that is why we 

believe that the positivism approach is going to be the best suited for us since it focuses on 

legitimate knowledge and accepts only what is real facts (Bryman, 2008, p. 30).               
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 3.2. Research design 

This study is based on an experimental design which in one side there are Free cash flow, 

capitalization ratio and debt ratio as independent variables, and on the other side profitability 

as dependent variable. Profitability of the firms can be determined by ROA, ROE or EBIT 

(Ambreen, 2016). In this study we used ROA before tax and size of the companies as 

determinants of profitability to measure the profitability of Nasdaq Nordic large cap under 

the study period (Hoque, 2006. p.418). We calculated Size of the firms based on logarithm 

of total assets of the companies. 

  

                 Table 1: Description of variables of the study 

Variables Description 

Free cash flow (FCF)  Amount of cash after capital expenditures 

Return on asset (ROA)  EBIT / Total Asset * 100 

Debt to Equity ratio (D/E) Ratio of Debt over Equity 

Debt ratio (D/A) Ratio of Total Debt over Total Asset 

                                                                     

With the purpose of studying the relationship between these variables, we considered three 

hypotheses regarding to the effects of independent variables on the dependent variable as 

following: 

  

H.1: Free cash flow has effect on profitability of the Nasdaq Nordic large cap. 

  

H.2: Debt to Equity ratio has effect on profitability of the Nasdaq Nordic large cap. 

  

H.3: Debt ratio has effect on profitability of the Nasdaq Nordic large cap.   

  

3.2.1. Research approach 

Researchers are mostly willing to take numerous problems then applying the research 

methods to answer the questions about them (Adams, Khan, Raeside & White, 2007, p.26). 

In this regard, types of the combinations and forms of the research that serve the goals of 

the study in proper way will be considered by the writers (Adams, 2007, p.26). In researches 

in business, a quantitative method tends to be use analytical analysis and the data used in 

such study can be measured numerically (Adams, 2007, p.85).  

 

A quantitative study is a study based on the measurement of amount or quantity in which, 

the data generates in quantitative form and can be subjected to rigorous quantitative analysis 

in a rigid and formal fashion (Kothari, 2004).  
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There are two main research approaches including deduction and induction approaches 

(Saunders, Lewis & Thornhill, 2009, p.129). In a deduction research, a theory and 

hypothesis(s) are will be developed and with designing the research strategy the hypotheses 

will be tested (Saunders, 2009, p.129). But, in an induction approach, the data will be 

collected then the theory will be developed as a result of data analysis (Saunders, 2009, 

p.129). 

 

The method used in this research is quantitative based on studying the relationship between 

some financial ratios and profitability of the Nasdaq Nordic large cap by using quantitative 

data collected from financial statements of the companies. Regarding to our research design 

which is about relationship between variables, the deduction approach has been chosen to 

test the hypothesis of the study.  

3.2.2. Sampling 

Based on the sporadic nature of the diffusion in targeted population, a minority group may 

not be sampled adequately, the reason is that the population composition needs to be known 

to adequately have all concerned groups represented based on the true population 

distribution (Cottrell, 2016). Population of this study consists of 223 Nasdaq Nordic large 

cap within different sectors at March 2018 (Appendix NO.1). There are two different kinds 

of sampling including probability and non-probability sampling (Cottrell, 2016). The 

probability sample can stipulate probability of a sample that represents a population, 

whereas the non-probability sample does not have this ability (Cottrell, 2016). In this regard, 

based on simple random sampling each of the sampling units has equal probability (Cottrell, 

2016). 

  

Random sampling is the prototype of population sampling that requires a numbered list of 

population in a way that each number appears once in the list (Floyed & Fowler, 2014, 

p.18). In this study, we used the simple random sampling to draw sample of the study from 

the targeted population. By listing all the companies in the targeted population, we gave a 

number to each company to choose our sample out of the list. 

  

Further we randomized the target list by computer to choose 100 companies from the 

targeted population. In this probability sample method all the companies had equal chance 

to be selected once and no consideration such as industry, size or other factors has been 

affected the sampling process. In sampling we have filtered financial institutions such as 

banks and investment companies to not take them as study sample. The reason for this 

consideration is that cash flows of those financial institutions is mostly based on returns on 

investments in which, would bias the result of the study. 
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3.2.3. Data 

The research data for a quantitative study is in numerical form and can be classified by 

source (Collins & Hussey, 2009, p.196). Typical sources of secondary data include 

commercial databases, archives and corporate reports can be collected from their existing 

source (Collins, 2009, p.196).  

In this study, Secondary data was collected from EIKON software and audited financial 

statements of the selected companies such as cash flow statement, statement of 

comprehensive income, balance sheet, and the statement of financial position. The data used 

in this study consist of amounts of cash received, investments, debts, assets and capital 

structure of the selected companies for the period of six years between 2012-2017. 

  

Although, using secondary data would cause some problems of validity or representativity 

(Adams, 2007, p.117), but it has also an advantage that availability of large representative 

samples beyond the resources of individual researches (Adams, 2007, p.118). Secondary 

data is also good for looking for trends and examining longitudinal data (Adams, 2007, 

p.118). On the other hand, there are some disadvantages of using secondary data in which 

the historical data may not be so relevant to the current issues (Adams, 2007.p.118). 

Moreover, it can be a limitation that you may see a trend in time series, but no data be 

available to investigate for reasons of consequences (Adams, 2007, p.118). 

  

The data used in this study has been sorted, and different currencies represented in the 

financial statements of the firms such as numerical cash flows have been converted to 

Swedish Crowns. Statistical package for social science (SPSS) can process large amount of 

data and it is widely used in business researches (Collins, 2009, p.226). The data used in 

this study first has been sorted and coded then entered SPSS (statistical package for social 

science) software and we run the statistical analysis of the data. Regression model has been 

used to analyze the quantitative data. Regression model developed by Legendre in 1805 

refers to finding relationship between variables to form a model (Adams, 2007, p.198). 

Regression analysis is calculated based on the following formula (Adams, 2007, p.199). 

  

yi = β0 + β1*x1 + β2*x2 + β3*x3 ε 

  

The Pearson’s Product Moment Correlation Coefficient (r) measures the degree of 

association between two or more variables which can take a value between 1 and –1 

(Adams, 2007, p.196). The more the value of r near to 1 shows stronger positive association, 

whereas a value near to –1 shows a strong negative linear association and if it gives the 

value less than 0.05 then; the coefficient would be judged as significant (Adams, 2007, 

p.196). Pearson’s correlation coefficient formula is used to judge the correlation coefficient. 

Computing of the Pearson’s correlation coefficient is based on the following formula 

(Adams, 2007, p.196). 

   

𝑅𝑥𝑦 =  cov(x, y)/ Sx Sy = ∑((Xi − X)(Yi − Y)/(n − 1) ) / Sx Sy

∞

𝑛=1
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In this study, correlation analysis has been used to measure the degree of association 

between different variables of the study. The Pearson’s correlation coefficient formula has 

been used which is available on SPSS software. P-value has been used to examine the 

hypothesis of the study to see if the findings support or reject the hypotheses. Dummy 

variable of the study has also been examined which is diversity of the firms in each Nordic 

region where targeted firms are established in. 

3.3 Ethical principles 

As researchers it is imperative to take into account ethical issues in the process of 

conducting our research, primarily for the reason of issues have an opportunity to arise at 

every stage (Bryman & Bell, 2011a, p.535). Research ethics is indeed linked to the method 

scholar’s choice of approach, gathering data, tests done on the data, the way to interoperate 

and of course reporting it (Collis and Hussey, 2014, p.30). It is crucial that the researcher is 

certain about the design chosen is methodologically and morally valid in the view of 

concerned persons (Bryman, 2011a, p.536). This is just as important for quantitative 

research as it is for qualitative (Bryman, 2011a, p.536). However, in our quantitative study 

there is no person who running a risk of getting harmed in the process since we are only 

handling secondary data which is already available in their public financial statements. In 

the case of quantitative research avoiding bias opinions and tweaking results in the favor of 

beneficiary’s is a moral hazard which the authors must avoid in order to pursue a reliable 

research (Collis, 2014, p. 31).                   
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CHAPTER FOUR: RESULTS 
  

In this chapter we present important and related information about our findings from 

analysis of data that has been used in this study. The information presented in this chapter 

are about the relationship between FCF, D/E, Debt ratio and profitability of the Nasdaq 

Nordic large cap for the period of 2012-2017. The data we used in this study is a secondary 

data consist of numerical data based on audited financial statements of the targeted 

companies that were accessible in EIKON software. The information presented in this 

section consist the result of correlation and regression analysis between dependent variable 

and independent variables of the study. Further, we present the results of hypothesis testing 

based on P-value. In addition, we publish the result of ANOVA test about the differences 

between dependent and independent variables of the study. All the information presented in 

the tables are outputs of SPSS software that has been used to analyses the statistical data. 

The results of our findings will be discussed later in the chapter five. 

  

4.1 Descriptive statistics 

The sample which was gathered is from the Nordic large cap list provided by Nasdaq, which 

included Nasdaq Copenhagen, Nasdaq Helsinki, Nasdaq Iceland and Nasdaq Stockholm. 

Since Oslo have the only independent stock exchange in the Nordic and Nasdaq so far does 

not have a stock exchange located there, the Norwegian companies are not included in this 

study. The total sample size was 100 companies and 48 out of those where from Sweden 

which was the largest amount from one country. The second largest was Finland which 

totaled up 29 companies, after that Denmark was represented by 17 companies and Iceland 

only had one company included in this study. 

  

The combined capitalization of Sweden, Denmark and Finland amounts to 1,426 trillion 

USD according to cecidata. Sweden accounts for approximately 51,68 % of that amount, 

which is accurate to our representation. However, when it comes to the total capitalization 

amount of these countries, Denmark accounts for 28,68 % and Finland accounts for only 

19,5 %. But in the sample Denmark is only represented by 17 % while Finland is represented 

by 29 %.  

     

         Figure. 2 Capitalization and sample proportion 

 
 

 

Capitalization proportion
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The descriptive statistics is based on the construct and describes the main features of the 

collected information, or the quantitative description itself. With descriptive statistics we 

manage to summarize a sample, this is done so that instead of using the data to get a better 

understanding about the population that the sample of is supposed to represent. The mean, 

standard deviation, minimum and maximum are also included. Table No.2 displays a full 

summary of our descriptive statistics and shows the means which are based on the average 

in each category. Each value is rounded up to the second decimal and Free cash flow is 

presented in millions of SEK. Thus, the table shows that the highest Free cash flow from 

our sample was an astonishing 51,620,580,000 SEK and was accumulated by Novo Nordisk 

in year 2016. While the lowest free cash flow achieved was negative 20,809,000,000 SEK 

and was obtained by Volvo in 2012. 

  

Even though there is a massive difference between these two values, none of them are an 

extreme value. This is according to the Winsorizing test which we ran. The Winsorize test 

was done for transforming of statistics by limiting extreme values in the data collected, so 

that it could reduce the effect of possibly spurious outliers if needed. Nevertheless, the test 

showed that there were no extreme values so there were no adjustments necessary. The 

standard deviation reveals the distribution of values from the mean on an average, as one 

can see in the table the standard deviation of Free cash flow is 5,465,700,860 SEK and the 

mean was 2,206,418,700 SEK. In other words, it is safe to say that our data is somewhat 

normal distributed due to the small size of the standard deviation. All the ratio variables 

follow the same principals.                    

  

Table 2: Descriptive Statistics 

  N Minimum Maximum Mean Std. Deviation 

FCF 587 -20809,00 51620,58 2206,4187 5465,70086 

ROA 590 -,38 ,97 ,0918 ,11331 

D / E RATIO 562 ,00 6,40 1,5445 1,06756 

DEBT RATIO 573 ,00 1,14 ,2838 ,17725 

Valid N (listwise) 545         
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4.2 Correlation analysis 

This paper is examining the relationship between free cash flow and profitability of Nordic 

large cap. So, the correlation analysis between these variables has been analyzed. Table 

No.3 presents the strength of association between variables of the study, where, FCF 

represents free cash flow of the firms, profitability of the firms is measured by return on 

assets (ROA); debt to equity ratio is measured by division of total debt to equity (D/E), and 

debt ratio is measured by division of total debt to total asset. 

  

In this regard, Pearson correlation has been carried out to measure the degree of association 

between variables of the study. The result of Pearson’s correlation revealed that; there is a 

significant correlation between variables of the study including; free cash flow, return on 

asset, debt to equity ratio and debt ratio. However, the result of correlation analysis showed 

that the correlation of study variables is significant at the 0.01 level. 

  

Based on the Pearson multiple regression, it is obtained that; profitability of the firms is 

positively correlated with free cash flow, and profitability is negatively correlated with debt 

ratio. Moreover, profitability is negatively correlated with debt to equity ratio as well. 

However, the Pearson correlation between ROA and FCF is about 0,362 and, the Pearson 

correlation between ROA and D/E ratio is about -0,075 in which it is negatively correlated. 

The Pearson correlation between ROA and Debt ratio is also about -0,305. 

  

By looking at the table, we can clearly see that between independent variables we do not 

achieve a correlation stronger than 0,5. This is evidence of successfully managing to avoid 

multicollinearity. Generally, in any multiple regression specification, if 2 or more of the 

independent variables are strongly correlated with one another, then we have this problem 

of having multicollinearity. When two independent variables, X1 and X2 are collinear when 

they are correlated with each other, it is a problem because in a multiple regression model 

we assume that the independent variable are independent of each other. It is also assumed 

that each independent variable contains a unique piece of information about the dependent 

variable. 

  

It is important to assure that multicollinearity is avoided since the effects of it can have 

drastic impacts on the study (Adams, 2007, p. 209). What very easily could happen is that 

the variance as well as standard errors of regression coefficient estimators are inflated. 

Besides that, the magnitude of the coefficient estimators may be different from what we 

expected, and the signs of the coefficient estimator may be the opposite of what we expected 

(Adams, 2007, p. 221). 
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Table 3: Pearson correlation between variables of the study 

    ROA FCF D / E DEBT RATIO 

Pearson Correlation ROA 1,000 ,362 -,075 -,305 

FCF ,362 1,000 -,037 -,209 

D / E ratio -,075 -,037 1,000 ,242 

DEBT RATIO -,305 -,209 ,242 1,000 

  

 4.3 Regression analysis 

To analyses the panel data, multiple regression analysis is used, which is a complex 

associational statistical model (Leech, Barrett & Morgan, 2005, p.90). In this regard, 

profitability as a dependent variable has been considered as an interval variable that is 

distributed in the population (Leech, 2005, p.90). The multiple regression analysis has been 

conducted to examine the relationship between free cash flow and profitability of the firms. 

The assumption behind the multiple regression analysis is that; the relationship between 

different predictor variables of the study is linear, moreover, the error and residual is 

normally distributed and not correlated with the predictor variables (Leech, 2005, p.90). 

Table. 4 summarizes the multiple regression analysis result that is applied by SPSS program. 

Note that in the first column FCF, D/E & D/A are defined as predictor variables. 

  

By considering alpha equal to 0.05 the result of regression analysis presented in the table.4 

shows that; the coefficient for FCF is about 4,937E-6 and significantly differ from zero 

because its P-value is equal to 0,000 in which it is less than 0,05. In addition, the coefficient 

for D/E ratio is about -5,199E-5 which is not significantly different from zero, the reason is 

that its P-value is about 0,882 which is more than 0,05. Moreover, the coefficient for debt 

ratio is about -0,127 which is significantly different from zero because its P-value is equal 

to 0,000 in which, it is less than 0,05. 

  

Coefficients table presented below in table 4 is one of the most important tables from SPSS 

outcome and indicates the standardized beta coefficients (Leech, 2005, p.96). The 

regression coefficients presented in the table below shows the mean change of response 

variable in comparison to changes in predictor variables by considering that that other 

variables stayed constant. This regression provides a statistical control that will isolate one 

variable from other variables in the model. The tolerance column shows the values of 0,956 

for FCF, 0,941 for D/E and 0,901 for Debt ratio. 
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Tolerance and VIF give us the same information and tell us about existence of 

multicollinearity (Leech, 2005, p.95).  Notice that the tolerance is equal to 1 / VIF (Leech, 

2005. p.95). So, if the tolerance is smaller than 1-R2 then we understand that there should 

be a problem with multicollinearity (Leech, 2005, p.95). In the result which adjusted R2 is 

about 0,181 and 1-R2 is about 0,819 then tolerances seem to be higher than 1-R2 which means 

no problem exist with multicollinearity. 

  

Table.4: Regression Analysis 

Model 

Unstandardize

d Coefficients 

Standardize

d 

Coefficients 

t 
Sig

. 

95,0% 

Confidence 

Interval for B 
Collinearity 

Statistics 

B 

Std. 

Erro

r Beta 

Lowe

r 

Boun

d 

Uppe

r 

Boun

d 
Toleranc

e VIF 

1 Constan

t 
,107 ,007   14,54

7 
,000 ,093 ,122     

FCF 4,937E

-6 
,000 ,312 7,859 ,000 ,000 ,000 ,956 1,04

6 

D/E -

5,199E

-5 

,000 -,006 -,148 ,882 -,001 ,001 ,941 1,06

2 

D/A -,127 ,022 -,238 -

5,827 
,000 -,170 -,084 ,901 1,10

9 

a. Dependent Variable: ROA 

  

In table 4 which shows the output from the regression analysis, the first set of values is the 

betas of the regression equation. Noted with β0 as the constant, followed by FCF as β1, 

Debt to equity as β2 and debt ratio as β3. The constant got a result of 0,107, what this tells 

us is that the y intercept in the regression analysis begins at 0,107 on the y-axel which is 

return on assets. The beta coefficient of FCF tells us the marginal effects of having 1000 

000 SEK more in FCF if all other variables remain constant. 

  

By using the following regression formula; Ŷ = β0 + β1*X1 + β2*X2 + β3+X3 it is possible 

to make an estimate of what return on asset is going to be for a company by applying the 

actual values. To illustrate this, the data will be used that is collected to demonstrate an 

example. In year 2012 Hexagon had 2789,15 million in Free cash flow, return on assets was 

0,081, Debt to equity was 0,62 and debt ratio was 0,311. As previously explained these 

variables are presented as X1, X2 and X3 in that order when applied to the regression 

formula. 
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Table 4 show us that the beta constant is equal to 0,107 which is the Y intercept. β1 is equal 

to 4,937E-6 and when turned in to numerical numbers is the equivalent of 0,00000494. β2 

got a negative result of -5,199E-5 which transformed to numerical numbers it is the same 

as -0,000052. Lastly β3 is equal to -0,127. 

  

When plugging all the numbers in to the model it will give us the resulting equation: 

Ŷ = 0,107 + 0,00000494*2789,15 + -0,000052*0,62 + -0,127*0,311 = 0,081215 

What this formula is telling us is that if Hexagon at year 2012 would increase their free cash 

flow with 1 million SEK, all else equal, return on assets is estimated to be 0,081215.    

   

Table. 5 Dummy variables 

Coefficients 

Model 

Unstandardized Coefficients Standardized Coefficients 

t Sig. B Std. Error Beta 

1 (Constant) ,123 ,010   12,942 ,000 

FCF 4,752E-6 ,000 ,300 7,550 ,000 

DE -4,618E-5 ,000 -,005 -,132 ,895 

DR -,122 ,022 -,227 -5,532 ,000 

F -,023 ,010 -,117 -2,348 ,019 

S -,021 ,009 -,120 -2,379 ,018 

a. Dependent Variable: ROA 

  

The regression analysis has also been applied with dummy variables where the countries 

considered as the reference group. When performing a regression analysis with dummy 

variables you always must exclude one group, in our case that group was Denmark. That 

mean we used Finland and Sweden to observe the difference in return on assets between the 

reference category (Adams, 2007, p. 225). The result gave a coefficient of -0,023 on Finland 

and -0,021 on Sweden. What this result in table No.5 tells us is that; companies in Finland 

have 2,3 % lower return on assets compared with the companies in Denmark. This means 

that in Sweden the companies have a 2,3 % lower return on assets compared with 

Denmark.     
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 4.4 Model summary 

With the purpose of summarizing the relationship between free cash flow and profitability 

of the firms, the model summary has been used to determine the correlation and coefficient 

of determination of regression model. This helps us to provide some information about the 

ability of regression line to account for total variation that is related to dependent variable 

of the study. The model summary presented in table.5 consists of two types of information 

including R- squared (R2) and adjusted R-squared (adjusted R2). 

  

The model obtained that; R2 for the model is about 0,186 which shows that the regression 

model used in this study has not been a good predictor, this means that the model does not 

fit with the data well. As can be seen in the table.6 the adjusted R2 is about 0,181 which 

shows that our model accounts for 18,1 % of the total variability. Also, the standard 

deviation error of the estimates (St. Error of the estimates) is about 0,08502 in which 

decreases by increasing in R- squared. 

  

 Table 6: Model Summary 

Model R R2 
adjusted 

R2 

Std. Error 

of the 

Estimate 

Change Statistics 

R Square 

Change 
F 

Change df1 df2 
Sig. F 

Change 

1 ,431a ,186 ,181 ,08052 ,186 41,172 3 541 ,000 

a. Predictors: (Constant), DEBT RATIO, FCF, D / E ratio 

  

4.5 Hypothesis testing 

The result of study has been tested by P-value with the purpose of testing the hypotheses of 

the study (McPherson, 2001, p.252). Moreover, the goal is also that to make sure if the study 

results are solid or they have just happened by chance. From the values, it has been 

considered that; if the value of P is greater than 0.05 then the data will be consistent, and 

the hypothesis will be regarded as reasonable, and if P-value be less than 0.05 there would 

be against the model we assumed, and if the P-value is smaller than 0.01 then it would be a 

strong evidence against the model we assumed (McPherson, 2001, p.68). 
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In this regard, based on the P-value that are acquired, the first hypothesis of this study is 

accepted in which; the free cash flow has effect on profitability of the Nasdaq Nordic large 

cap. The second hypothesis of the study has also been rejected based on P-value which 

shows that; we cannot prove that debt to equity ratio has an effect on profitability of the 

targeted firms. In addition, the P-value obtained that the third hypothesis of the study is 

accepted. This means that debt ratio does affect the profitability of Nasdaq Nordic large cap. 

    

            Table 7. Decisions about Hypotheses of the study 

Hypothesis Statement of Hypothesis Decision 

H1 Free cash flow has effect on profitability of the firms Accepted 

H2 Debt to Equity ratio has effect on profitability of the firms Rejected 

H3 Debt ratio has effect on profitability of the firms Accepted 

  

4.6 Analysis of variance (ANOVA) 

In this part a statistical method called ANOVA has been used for testing the difference 

between dependent variable of ROA and D, D/E & FCF of the firms as independent 

variables. The result of ANOVA presented in table. 8 obtained that; the regression model 

has been significant in predicting the relationship between dependent and independent 

variables of the study. 

  

Table 8: ANOVA 

Model Sum of Squares df Mean Square F Sig. 

1 Regression ,801 3 ,267 41,172 ,000b 

Residual 3,507 541 ,006     

Total 4,308 544       

a. Dependent Variable: ROA 

b. Predictors: (Constant), DEBT RATIO, FCF, DEBT EQUITY 
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4.7 Summary of findings 

This study examined the relationship between free cash flow and profitability of Nasdaq 

Nordic large cap for the period of 2012-2017. The secondary panel data has been collected 

from EIKON software which provides financial information of the firms. Data about free 

cash flow, debt ratio, return on asset and debt to equity ratio and information about the 

countries that our targeted firms are registered in have been collected. We also used SPSS 

software to analyses our data. Further, correlation and regression analysis have been 

conducted to analyses the panel data related to 100 targeted firms. 

  

The Pearson correlation has been used to measure the degree of association between 

different variables of the study. The result of Pearson’s correlation revealed that there is a 

positive significant correlation between variables of the study. Pearson correlation obtained 

that profitability of the firms is positively correlated with free cash flow, also profitability 

of the firms is negatively correlated with debt ratio. On the other hand, profitability is 

negatively correlated with debt to equity ratio. 

  

The regression result of 100 Nasdaq Nordic large cap obtained that; the Pearson correlation 

between ROA and FCF is about 0,362 and, the Pearson correlation between ROA and D/E 

ratio is about -0,075 in which it is negatively correlated. The regression result also obtained 

that the Pearson correlation between ROA and Debt ratio is about -0,305. Moreover, the 

difference between profitability as dependent variable and FCF, D/E & D/A as independent 

variables of the study has been tested by a statistical method called ANOVA. The result of 

ANOVA test showed that; the regression model has been significant in predicting the 

relationship between dependent and independent variables of the study. Further, P-value has 

been used to test the hypothesis of the study. 

  

According to the result of P-value, the first hypothesis of this study has been accepted in 

which, free cash flow influences profitability of the Nasdaq Nordic large cap. But the result 

of study revealed that the second hypothesis of the study is rejected in which, debt to equity 

ratio cannot be proven to affect the profitability of Nasdaq Nordic large cap. In addition, 

third hypothesis of the study has also been accepted in which, debt ratio has effect on 

profitability of the targeted firms.  
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CHAPTER FIVE: DISCUSSION 
  

In this chapter, discussion about the result of study on the relationship between free cash 

flow and profitability of the Nordic Nasdaq large cap for the period of 2012-2017 is 

presented. In this discussion, it has been also considered the results of empirical studies 

and literature in this field to see how the result of our study is in correlation with other 

studies and their results. Further, discussion about the different concepts and theories that 

are related to this study topic are presented to see any support to the findings and 

observations of this study. Also, the result of study will be discussed from different 

perspectives. 

  

The free cash flow theory argues that; using earnings or cash flow that is provided internally, 

is a cheaper way of financing compared with external financing, simply, using a less 

expensive alternative of financing should therefore translate into a better result for the 

company (Zeitun, Tian & Keen, 2007, p.4). Thus, free cash flow should therefore have a 

positive effect on the profitability. As the result of this study showed, it is managed to get a 

result which strengthen the free cash flow theory. According to the result, return on assets 

which is a profitability ratio should increase with 4,937E-6 for every increase of one million 

SEK in free cash flow. 

  

A good explanation of this could be; since there is virtually no cost for financing with your 

own capital, compared with using debt or equity as a source of finance. If a firm would use 

debt as a means of financing an operation or an investment opportunity, then there is a cost 

for that debt. A firm will essentially never have debt without interest and if that would 

happen then it is under very specific circumstances. The lender is going to require some sort 

of compensation for loaning out the capital. 

  

The same principals go for equity financing. However, the capital received is not as a loan, 

instead it is an investment from the counterpart. The investor is going to receive equity in 

return and becomes part owner of the firm if the company is established and looking for 

financing. Equity does not come with interest payments, though the investor, just as the 

lender, does require return on capital invested in form of dividend payments. Also, since the 

equity investor takes a bigger risk with his investment, he or she is going to require a greater 

return. This is because debt is ranked higher than equity in the hierarchy of access to 

liquidate of assets in a situation of bankruptcy. Free cash flow on the other hand is generated 

by the firm on its own, and since it is the firm’s own money, it does not have any direct 

costs. 

  

For finance purpose, we calculate the cash flow that is generated from operations, in which 

for this action we use free cash flow as a measure of that (Benninga, 2014. p.61). The 

purpose of this study is to analyses the relationship between free cash flow and profitability 

of the firms listed in Nordic Nasdaq to see how free cash flow affect the profitability of the 

targeted firms.  
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So, as observed in the results, free cash flow has a positive effect on profitability of the 

companies and this observation confirms the first hypothesis of the study. This result is 

confirmed by the result of a quantitative study in this field conducted by Ambreen & Aftab 

(2016) which observed that; free cash flow has influence on profitability of the firms listed 

in Karachi Stock Exchange (KSE). 

The result of studying relationship between free cash flow and profitability in this paper, is 

in line with free cash flow theory developed by Michael C. Jensen (1986) which states that; 

in a company with positive cash flow, the stock prices going to increase based on payouts 

to shareholders, and on the other hand the stock prices will decrease based on the payouts 

made (Jensen, 1986). Existence of such relationship means that; for every unit increase in a 

firm’s free cash flow, the more profitable it is going to be. But it is valuable to know where 

those free cash flows come from and how the managers willing to use them. 

  

As stated before, excess of cash flow after the payments to debt holders is called free cash 

flow and it will be available for equity holders (Palepu, Healy, Bernard & Peek, 2007, 

p.221). In addition, the excess of cash after long-term investments is also classified as free 

cash flow which is going to be available for both the debt holders and equity holders of the 

company (Palepu, 2007, p.221). By considering these facts about the free cash flow, 

payments to debt holders and long-term investments is not in contrast with increasing the 

profitability of the firms. So, it will allow the managers of the companies to pay the dues 

and expand the business that would create value in the future. 

  

Regarding to relationship between free cash flow and profitability of the firms, the role of 

information asymmetry is also an important issue to consider as it has been observed by An 

& Tuan Nguyen (2018) in emerging market in Vietnam (Nguyen, 2018). The level of 

information asymmetry determines the relationship between free cash flow and profitability 

of the firms (Nguyen, 2018). This would be interpreted in a way that; free cash flow and 

profitability are important for principals other than the agents, because they provide 

financial information to investors and debt holders who have close relations with the 

businesses. This is also supported by agency theory that is related to the information 

asymmetry between agents and principals in firms. 

  

In a specific market, the relationship between free cash flow and performance seems to be 

different from considering the market. It has been observed that free cash flow and 

performance are not positively correlated in Chinese’s real estate companies (Hong, 2012). 

As this study does not distinguish between different industries or sectors in the market and 

Nordic Nasdaq large cap are considered, the study is not able to support or reject the result 

of study in Chinese real estate companies. But, this can be discussed based on definitions 

and roles of profitability and financial performance of the companies in which, they may 

differ based on demography of industries and sectors in the market and do not be 

comparable to another sectors. 
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In this paper, the relationship between capital structure and profitability of the firms listed 

in Nordic Nasdaq has also been examined. As a result; D/E ratio has no effect on 

profitability of Nordic Nasdaq large cap. The result of this study about relationship between 

D/E ratio and profitability is confirmed by some empirical literature as we discuss in 

following. The study of relationship between debt to equity ratio toward profitability of the 

Indonesian firms listed in LQ45 from 2009 to 2013, also showed that D/E ratio has a 

negative significant impact on profitability of the firms listed in LQ45 (Ulzanah, 2015).  

 

Another study in this field which was mentioned before is conducted by Ambreen (2016) 

in which observed that; there is no significant impact of capital liquidity on profitability of 

the firms listed in Karachi Stock Exchange (Ambreen, 2016). 

  

As stated before, D/E ratio as a determinant of capital structure is not affecting the 

profitability of the firms. This is also supported by study about the effect of capital structure 

on profitability of the Nigerian publicly listed firms conducted by Salawu (2009). In 

addition, this result is supported by the statement of Modigliani & Miller (1958) which 

indicates that; in a perfect market, the capital structure has no influence on market value of 

the company (Modigliani, 1958). 

  

Accordingly, even capital structure is the result of manager’s decision about financing the 

overall operations and tends to make profit for the business, it is hard to interpret it as a 

positive effect of capital structure on profitability of the businesses. However, this can be 

somehow in correlation with the statement of Modigliani (1958) that; if we consider the 

profit maximization as a criterion of rational decision making, net profit will only increase 

the expected rate of return of the company (Modigliani, 1958). 

  

As mentioned earlier, a firm have the option to seek financing through external sources and 

internal sources (Myers, 1984, p.581). The two main external sources are debt and equity, 

debt is usually the cheapest source of external financing (Myers, 1984, p.581). Since it 

carries less risk, the lender is content with a lower return, while equity is considered riskier, 

the investor is entitled to a higher return (Myers, 1984, p.581). Even though debt is the 

cheaper alternative, it is not a sound strategic decision to fiancé a firm completely through 

debt, this is due to the risk of financial distress rapidly increases with the higher percentage 

of the debt compared with equity (Myers, 1984, p.581). 

  

The famous Miller and Modigliani trade-off theory assumes that; there is an optimal point 

to where the primarily capital structure is attained, at that level the firm reaches the 

maximum value. In this theory they recognize tax deduction which plays a big role in debt 

financing (Brealey, Myers & Franklin, 2013, p.450). The tax deduction allows the firms to 

subtract the tax payments by the firm due to interest payments on debt. So, it has been tried 

to find answers to how debt to equity ratio affects the profitability of the Nasdaq Nordic 

large cap firms to find results to either accept or reject these claims.    
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                     Figure.3 Trade-off theory         Source: ebrary.net 

 

The observation about the negative relation between capital structure and profitability of 

the firms listed in Nordic Nasdaq is also supported by optimal capitalization theory which 

states that: in perfect markets the value is not affected by the capital structure (Modigliani, 

1958). By considering this theory, there would be other factors such as tax shields, 

variability of firm value, and the magnitude of costs of financial distress affecting the 

optimal capital structure of the firms (Modigliani, 1958). In this regard, it might be better 

to analyses the effect of capital structure on profitability by considering both the debt and 

equity structure of the company to come up with a more rational discussion in this field. For 

example, the company may face with a high level of debt in financing its operations in 

which, it causes more earnings that it would not be created without outside financing. 

  

Another issue regarding to capital structure that is worth to discuss about, is the cost of 

capital which we explained about it before. Any enterprise which is willing to issue some 

securities including bonds and equity, and making some plans for financing its operations, 

is going to face with some expenses when it wants to set up the business (Vantreese, 1986, 

p.139). By considering the concept of cost of capital, it becomes obvious that; the cost of 

capital is relatively in line with the cost theory of capitalization that was explained before. 

However, the capital structure is in line with the concept of this theory which considers the 

actual expenses necessary to promote the business as determinant of capitalization 

(Vantreese, 1986, p.139). 

  

On the other hand, if we consider the earnings from operations as a measure of profitability 

as the earning theory of capitalization is based on (Periasami, 2009, p.14.3), it would be 

worth to see if the firm can estimate its future earnings. this estimation would be important 

for both the debt holders and shareholders to make sure if the business can earn the return 

on capital invested. In addition, it can be discussed that; the effect of capital structure on 

firm’s value from earning point of view is somehow rational as it is linked to the profit 

based on the earning theory of capitalization. 

  

But, estimating the earning power without considering the market conditions and business 

requirements may not represent the true value of the firm generated from earnings on equity. 
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The size of business in the market might be an issue in determining the capital structure, as 

it has been proven that; the most profitable large firms increase their debt more than small 

profit firms (Frank & Goyal, 2008). 

  

In this paper, the relation between debt ratio and profitability of Nordic Nasdaq large cap 

has also been studied. By implying regression analysis, it has been observed that; Debt Ratio 

has negative effect on profitability of the firms listed in Nordic Nasdaq. The result of study 

in this subject is in contrast with some empirical literature. Accordingly, some studies in 

this field confirm positive significant impact of debt ratio on profitability of the companies 

(Kartikasari, 2016). 

  

A study conducted by Kartikasari & Merianti (2016) about the effect of leverage on 

profitability of Indonesian publicly manufacturing companies showed that; debt ratio has a 

significant positive effect on profitability of the firms (Kartikasari, 2016). But, there is also 

evidence of negative effect of debt ratio on profitability of the publicly listed companies. 

Studying the relations between debt ratio and investment in Chinese companies also 

revealed that; total debt (bank loan ratio) have a negative impact on fixed investment by 

selected companies (Yuan & Kazuyuki, 2012). 

  

The result also showed that; there is a strong negative connection between return on assets 

and debt ratio. When taking into consideration the pecking order theory, it advocates that; 

debt is the first line of financing if the firm must seek external financing (Myers 1984, P 

581). This is due to the lower information cost which debt comes with. However, managers 

of a firm do primarily favor internal funding through free cash flow in the first sense. The 

reason being that free cash flow have even lower information cost than debt due to 

asymmetric information between managers with in the firm is a lot stronger than asymmetric 

information between the firm and creditors (Myers, 1984, p.581). 

  

As mentioned earlier in the theoretical framework, the managers possess the knowledge of 

knowing what the net present value (NPV) of the investment opportunity is as well as the 

value of the firm if the opportunity is passed by. This is mainly why managers initially 

prefer internal financing (Myers, 1984, p.582). 

  

Nevertheless, due to debt being a relatively cheap means of financing, our prediction was 

that there would be a somewhat positive relationship between return on assets and debt ratio. 

The advantages of leveraging the firm to make lucrative investments to help the company 

grow has previously shown to be beneficial for the profitability (Brealey, 2013, p.478). 

  

In the study conducted by Kartikasari & Merianti (2016) where, the relationship between 

debt ratio and profitability of Indonesian industrial companies has been studied, the authors 

observed a result opposite to the result of this study. That study showed a positive 

relationship between two mentioned variables. It is important however to mention that in 

their research they sought out to see if there was any effects of leverage and profitability in 

only the industry sector (Kartikasari & Merianti, 2016). 
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As stated before, financial companies are excluded since they mainly finance through short 

term loans and their interior infrastructure is quite unique compared to other 

companies.  This is something that could have had an impact in our result. When looking at 

such a broad population there is a lot of factors impacting the result (Thyer,2010, p.93). 

There are some industries require more in research and development than others or have 

higher maintenance cost etc., for example car industry and the medicine sector have high 

cost in research and development, compared with companies who operate in an industry 

such as consumer goods (Brealey, 2013, p.725). Most likely this will affect the output.         

  

When leveraging your position to make an investment, the profit will take a hit due to 

principal and interest payments need to be made before you receive your part. Although due 

to debt not being a very expensive tool of financing and it is easy to account for the payments 

required to lenders, this makes it a virtuous way of financing. Since free cash flow is an 

internal source of financing, it is obvious that it is ranked higher than debt in the pecking 

order theory. 

  

By looking at the result, can be understood that; it is logical for free cash flow to have a 

stronger relationship with profitability compared with debt since it is higher on the pecking 

order. From that point the result of this study does support the pecking order theory. 

Managers prefer internal sources of financing primarily then debt, since the cost should be 

lower with Free cash compared with debt and the result should be higher when the managers 

can fiancé with free cash flow (Brealey, 2013, P.585). 

  

Debt ratio can also be discussed based on its effect on investment by the firms. In this regard, 

it is possible to distinguish between different sources of financing to see is it matter in 

relationship between debt ratio and profitability of the companies. Debt financing can be 

internal or external, in which the internal source financing does not require the permission 

of directors of the company, but external financing needs the compliance of shareholders of 

the firms (Atrill & Mclaney, 2008, p.391). By taking into consideration the role of debt in 

company’s investment, evidence from Jordan companies shows that; debt ratio has a strong 

positive effect on fixed investment (Shubiri, 2012). 

  

According to a report from the UN’s department of economic and social affairs in June 

2012, the debt crisis in Euro area will remain as a big treat to the world economy (United 

Nations, 2012). In this regard, it has been stated that most of European countries have a 

public debt above the maximum level of 60% which is required by one of the five 

quantitative criteria of Maastricht (Stănescu, 2013).  

Although, this debt crisis of 2012 has had pressure on banking system in some European 

member states but, studying the effect of this debt crisis on financing and investments of 

the companies in Nordic region is important. Accordingly, based on the IMF Nordic 

regional report No. 13/275 published in September 2013; in the field of trade, portfolio debt 

and equity investment networks, especially, the Nordic countries are among the first 

countries that are affected by a shock in their partner countries, in which, the global shock 

reaches the Nordic countries after travelling through set of countries (IMF, 2013). 
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By studying the history of investing in high yield in Nordic countries we see that; the long-

term returns are still of the utmost importance (Pedersen & Vargas, 2016). Accordingly, 

based on the study conducted by Pedersen & Vargas (2016), it has been observed that; 

Swedes and Norwegians have been less involved in the sector compared to Danish and 

Finnish investors, while Interest in Norway has been inconsistent and generally weak in 

Sweden for the period of 2012-2015 (Pedersen, 2016). 

  

It has been arguing that in developed countries the level of desired investment will decrease 

by increasing the interest rates because the cost of financing raises above the expected rate 

of return (IMF, 1983, p.8). Conversely, if the interest rate is low regarding to the rate of 

inflation, the companies would like to borrow more in which would be profitable (IMF, 

1983, p.8). By taking these relations into consideration, the result of this study would be 

argued in a way that; profitability of the firms in Nordic Nasdaq has been decreased because 

of the increase in debt ratio. 

  

A survey of policy decisions about the capital structure among all the publicly listed Nordic 

firms shows that; more than 60 percent of the firms have rather or relatively flexible debt 

target (Brunzell, Liljeblom, Löflund & Vaihekoski, 2013). The result of this survey 

indicates that; the more profitable and levered firms are more willing to have a stricter 

capital structure policy, and the older firms have a stricter debt target compared to other 

firms (Brunzell, 2013). It has been also observed that; stricter debt targets are more common 

among the firms that pay dividend, also among the firms with definite dividend policy 

(Brunzell, 2013). 

  

As discussed before the pecking order theory refers to the capital structure policy that the 

firms would choose. Based on the concept of this theory it is unusual to just rely on internal 

financing and external financing is an important issue in this subject. By taking the concept 

of pecking order theory into consideration, it can be argued that; although debt ratio has 

negative effect of profitability if the firms, but debiting is somehow being considered as a 

strategic decision among the firms to finance the projects and operations. In this regard, 

even if the inside financing is not a possible way, the firms would prefer to use outside debt 

to finance their operations. 
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CHAPTER SIX: CONCLUSION 
In this chapter, the summary of study will be presented including the information about the 

research question, method using, sample, data, findings and result of the study. Also, the 

limitations of study will be mentioned. Further, information about the validity and reliability 

of the data we used in this study will be presented. At the end, some recommendations and 

suggestions for further studies in this field will be listed. 

  

6.1 Summary of the study 

This paper has studied the relationship between free cash flow and profitability of the Nordic 

Nasdaq large cap for the period of 6 years from 2012 to 2017. The research question is; 

what impact free cash flow, capitalization ratio and debt ratio have on profitability of 

Nasdaq Nordic large cap in the period between 2012-2017? The study population consist of 

223 companies active in different sectors that are listed in Nasdaq. The study sample is 100 

firms which have been selected based on simple random sampling. Before choosing the 

sample, financial institutions such as banks and investment institutions have been removed, 

because they would bias the result of the study. The reason is that the way these types of 

institutions are financing is different from other sectors and industries. 

  

This study is a quantitative study based on the positivism philosophy and deduction 

approach. The data used in this study is secondary data collected from EIKON program 

which provides financial information based on the audited financial statements of the 

companies. The data used in this study consist of free cash flow, debt to equity ratio, debt 

ratio and profitability of the company. Return on asset has been considered as a determinant 

of profitability to measure the profitability of the targeted firms. Variables of the study 

consist of ROA as dependent variable and FCF, D/E ratio & Debt ratio as independent 

variables. The relationship between size and profitability of the firms has also been 

examined. Also, natural logarithm of total asset has been used to measure the size of the 

firms. Further, the panel data has been sorted and prepared for analysis. Different currencies 

represented in the financial statements of the firms in Nordic Nasdaq have also been 

converted to Swedish Crowns. 

   

Data has been analyzed by using SPSS program which allowed us to do correlation and 

regression analysis. In this study, Pearson correlation analysis has been used to measure the 

degree of association between different variables of the study. P-value has been used to 

examine the hypothesis of the study to see if the findings support or reject our hypotheses. 

The dummy variable of the study has also been examined. The dummy variable of this study 

is diversity of the firms based on the countries in Nordic region where targeted firms are 

established in. 

 The result of Pearson’s correlation showed that there is a positive significant correlation 

between variables. Pearson correlation revealed that profitability of the firms is positively 

correlated with free cash flow. In addition, profitability of the firms is negatively correlated 

with debt ratio.  
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On the other hand, profitability is negatively correlated with debt to equity ratio. The 

regression result showed that; the Pearson correlation between ROA and FCF is about 0,362 

and the Pearson correlation between ROA and D/E ratio is about -0,075 in which it is 

negatively correlated. The regression analysis also showed that the Pearson correlation 

between ROA and Debt ratio is about -0,305. 

  

Moreover, the difference between profitability as dependent variable and FCF, D/E & D/A 

as independent variables of the study has been tested by a statistical method called ANOVA. 

The result of ANOVA test showed that; the regression model has been significant in 

predicting the relationship between dependent and independent variables of the study. 

Further, P-value has been used to test the hypothesis of the study. Based on observations in 

result of P-value, the first hypothesis of study is accepted by confirming that; free cash flow 

has effect on profitability of the Nasdaq Nordic large cap. But the result of P-value revealed 

that the second hypothesis of is rejected in which, debt to equity ratio does not affect the 

profitability of Nasdaq Nordic large cap. Also, third hypothesis of study has also been 

accepted by showing that, debt ratio has also impact on profitability of the targeted firms. 

Shortly, the result of study revealed that FCF and Debt ratio have effect on profitability of 

Nordic Nasdaq large cap, but the D/E ratio has no effect on profitability of these firms. 

    

6.2 Validity and Reliability 

In this quantitative study secondary data has been used, so, validity and reliability of these 

data is important to make sure invalid and unreliable information have not been used. 

Validity refers to the concept of measurement in which, we measure something that we 

really think we are measuring and we do not go far from the concept of problem (Thyer, 

2010, p.54).  In this regard, the instruments used in this study provided useful information 

about the subject that has been studied in this paper. These instruments have also measured 

what we expected to measure while designing the study. So, all the information that were 

collected have been used in the analysis and there were what we expected for this study. 

  

The term reliability refers to accuracy of the measures that we have done (Thyer, 2010, p. 

57). Reliability shows the degree that the instrument we used provides similar scores by 

repetition (Thyer, 2010, p.57). By testing and retesting our measurements we got the same 

data each time from the instruments that we were using. By doing the retests, the reliability 

of information used in this study has been proved by comparing the result of each test. This 

helped us to make sure any possibly error or mistake in collecting the data has been reduced 

to zero and can rely on the information that were collected about the targeted firms. 

  

6.3 limitations 

As this study is conducted in Nordic Nasdaq large cap, the result of study may not apply for 

small cap in Nordic companies. In addition, as this paper has studied the relationship 

between free cash flow and profitability of the firms under period of 6 years between 2012-

2017, the result of study may not be applicable to the coming future years. In another word, 

using secondary data which is considered as historical data, does not represent the 

relationship between variables for all periods.  
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Moreover, rather than the effects of free cash flow, debt to equity ratio and debt ratio on 

profitability of the companies, it may exist other factors affecting the profitability of the 

firms. So, the effect of other factor such as technological change, changes in regulations and 

policies on profitability of the firms have not been considered in this study. 

  

6.4 practical recommendations 

As mentioned before, less studies have been done in the subject of free cash flow and 

profitability in Nordic Nasdaq large firms, especially studies with the focus on specific 

industry or sector. In this regard, we would suggest that; further studies are needed to 

consider more variables and different measuring determinants in studying the profitability 

of Nordic Nasdaq large cap. In addition, as Nordic Nasdaq large cap consists of companies 

in different sectors, studying of relationship between free cash flow and profitability of the 

firms by focusing on different sectors would help to compare performance of the companies 

in each industry. Another suggestion we would state is that; conducting a qualitative study 

in this subject would address the questions regarding to why and how such relations between 

variables of the study exist. 
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CHAPTER EIGHT: APPENDICES 
 

Appendix 1: Targeted Nasdaq Nordic large cap, source: nasdaqomxnordic.com 

1 Hexagon B 26 UPM-Kymmene Oyj 51 Ossur 76 NCC A 

2 Stora Enso Oyj A 27 uponor oyj 52 Dometic Group 77 ICA 

3 NKT 28 simCorp 53 SCA B 78 Tele2 A 

4 Ahlstrom-Munksjö Oyj 29 Kone oyj 54 SAAB B 79 Husqvarna B 

5 Rockwool Int. A 30 Royal UNIBREW 55 Pandox B 80 Attendo 

6 Fiskars Oyj Abp 31 Ørsted 56 SSAB A 81 Hufvudstaden C 

7 Metsä Board Oyj A 32 Københavns Lufthavne 57 Ratos A 82 Electrolux A 

8 Cargotec Oyj 33 Carlsberg A 58 Industrivärden C 83 Volvo B 

9 Stora Enso Oyj R 34 DSV 59 Essity A 84 Castellum 

10 Tieto Oyj 35 Ambu 60 Bravida Holding 85 Loomis B 

11 Fortum Oyj 36 Genmab 61 ÅF B 86 Fingerprint Cards B 

12 Finnair Oyj 37 Scandinavian Tobacco 62 Klövern pref 87 Trelleborg B 

13 Elisa Oyj 38 Coloplast B 63 Thule Group 88 Axis 

14 Huhtamäki Oyj 39 TDC 64 NCC B 89 Bonava B 

15 Chr. Hansen Holding 40 ISS 65 Swedish Match 90 Kungsleden 

16 Outokumpu Oyj 41 ALK-Abelló B 66 Sagax A 91 Wallenstam B 

17 Sanoma Oyj 42 Lundbeck 67 Securitas B 92 Ericsson A 

18 Nokia Oyj 43 Novo Nordisk B 68 Nobia 93 Fast. Balder B 

19 Vestas Wind Systems 44 William Demant Holding 69 Indutrade 94 Sandvik 

20 Oriflame Holding 45 DFDS 70 Telia Company 95 Com Hem Holding 

21 Evolution Gaming Group 46 Schouw & Co 71 Boliden 96 Alfa laval 

22 Neste Oyj 47 Kindred Group 72 Bonava A 97 AAK 

23 Amer Sports Oyj 48 Autoliv SDB 73 Peab B 98 SKF 

24 Valmet Oyj 49 Lundin Petroleum 74 Betsson B 99 Modern Times Group 

25 Metso Oyj 50 AstraZeneca 75 Fabege 100 Getinge AB 
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