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Objective: The aim of this study is to present an optimal model for capital
structure management with a market value creation approach.
Methodology: This study utilized data from companies listed on the
Tehran Stock Exchange over a six-year period (2017-2022). A regression
model was first used to analyze the impact of various variables on capital
structure. Subsequently, a decision tree algorithm and the Root Mean
Square Error (RMSE) criterion were employed to provide an optimal
model for capital structure management. The primary variables studied
include economic value added (EVA), growth rate of shareholders' equity,
earnings per share (EPS) growth, company size, financial leverage, and
free cash flow. Findings: The results indicated that economic value added,
growth rate of shareholders' equity, and earnings per share growth had the
most substantial impact on market value added. In contrast, variables such
as company size, book-to-market ratio, financial leverage, and free cash
flow did not establish a significant relationship with market value added.
Additionally, it was found that capital structure alone is not the primary
driver of market value creation. Conclusion: This study demonstrates that
in capital structure management, companies should focus on variables
such as economic value added and earnings growth rather than solely on
optimizing the debt-equity mix. These variables can significantly
contribute to increasing market value and improving financial
performance.

Keywords: Capital structure, economic value added, earnings per share
growth, market value added, financial management.
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EXTENDED ABSTRACT
Introduction

Capital structure management plays a crucial role in the financial performance and sustainability
of firms. Theories such as the Pecking Order Theory and the Trade-Off Theory offer foundational
principles that guide decisions about capital structure. According to the Pecking Order Theory, firms
prefer to finance new projects first with internal funds, followed by debt, and lastly with equity. This
hierarchical approach reflects a preference to minimize the cost of financing by avoiding new equity
issuance, which is more expensive due to information asymmetry (Rahman, 2019; Somo, 2023; Stretcher &
Johnson, 2011). On the other hand, the Trade-Off Theory emphasizes the balance between the benefits of
debt, such as tax shields, and its costs, such as bankruptcy risk (Baker & Martin, 2011; Venugopal et al., 2018;
Zunckel & Nyide, 2019).

Additionally, intellectual capital, comprising human capital, structural capital, and customer
capital, has been identified as a significant factor in enhancing competitive advantage and improving
financial performance. In particular, structural capital, which includes organizational processes and
infrastructure, can influence capital structure by improving efficiency and effectiveness (Hejazi et al.,
2016). Structural capital also contributes to value creation by improving internal processes and knowledge
management (Ahmadi & Saffari, 2024; Ariaparsa & Ebramihi, 2023; Bataineh et al., 2022).

Effective financial management is another critical component of capital structure. Optimal
financial management practices, including working capital management and free cash flow, can improve
financial performance and market value (Alferos, 2023; Aurangzeb et al., 2021). The size of a firm is also
often cited as a determinant of capital structure, with larger firms typically enjoying easier access to
financing and greater bargaining power (Musah et al., 2018). However, recent studies suggest that firm size
alone may not have a significant impact on market value, with other factors like earnings per share (EPS)
growth and economic value added (EVA) playing more prominent roles (Bataineh et al., 2022).

This study aims to present an optimal model for capital structure management with a market value
creation approach. By analyzing various factors affecting market value added (MVA), such as EVA, EPS
growth, and financial leverage, this research seeks to identify the most significant drivers of market value.

Methodology

The study utilized data from companies listed on the Tehran Stock Exchange over a six-year period
(2017-2022). To examine the relationship between different variables and capital structure, a regression
model was employed. This model analyzed variables including EVA, EPS growth, financial leverage, firm
size, and free cash flow, among others. The decision tree algorithm was then applied, with the Root Mean
Square Error (RMSE) criterion used to identify the most important factors influencing capital structure.
The final model was refined using Generalized Method of Moments (GMM) estimation to ensure robust
results.

The primary dependent variable in the analysis was market value added (MVA), while independent
variables included EVA, EPS growth, firm size, financial leverage, free cash flow, and several other
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financial performance metrics. The model tested various combinations of three and four independent
variables to identify the optimal predictors of MVA.

Findings

The regression analysis revealed that EVA, EPS growth, and return on assets (ROA) were the most
significant predictors of market value. Specifically, EVA had the highest impact, with a coefficient of
1.04277 in the three-factor model and 1.03542 in the four-factor model. EPS growth also exhibited a
strong relationship with market value, with coefficients of 0.48240 and 0.44774 in the respective models.
ROA contributed positively to market value, with coefficients of 0.12557 and 0.10458.

In contrast, variables such as firm size, financial leverage, and free cash flow showed no
statistically significant relationship with market value. The decision tree algorithm confirmed the
prominence of EVA and EPS growth, assigning them the highest weights in the ranking of variables. The
model achieved an adjusted R-squared of 0.7321 in the three-factor model and 0.7326 in the four-factor
model, indicating a strong explanatory power for the factors identified.

Discussion and Conclusion

The findings from this study support existing research that emphasizes the importance of economic
value added and earnings growth in capital structure management. The results align with the work of
Bataineh et al. (2022), who found that intellectual capital, particularly EVA, plays a pivotal role in firm
performance and market value (Bataineh et al., 2022). The significant relationship between EPS growth and
market value is also consistent with prior studies by Bhagat et al. (2011), which demonstrated that earnings
per share is a critical financial indicator affecting stock prices and overall firm valuation (Bhagat et al.,
2011).

The lack of a significant relationship between firm size and market value in this study may reflect
the specific characteristics of the companies in the Tehran Stock Exchange. Previous research, such as
Musah et al. (2018), has noted that firm size alone does not guarantee higher market value, and other
factors, such as effective financial management and intellectual capital, may have a more pronounced
impact (Musah et al., 2018).

Additionally, the findings underscore the limited role of financial leverage in creating market
value, in line with Bhagat et al. (2011), who observed that excessive reliance on debt could increase
financial risk and reduce firm value (Bhagat et al., 2011). This reinforces the need for firms to prioritize
value creation through economic productivity rather than solely focusing on optimizing the debt-equity
mix.

In conclusion, this study highlights the importance of focusing on EVA and EPS growth as key
drivers of market value. Companies aiming to enhance their financial performance and market position
should prioritize these factors over more traditional metrics like firm size or financial leverage. The results
contribute to a growing body of literature that advocates for a more holistic approach to capital structure
management, one that considers both financial and intellectual resources in driving value creation.



Further research could expand on these findings by exploring the impact of other variables, such
as innovation, research and development, and technological investments, on market value. Additionally,
future studies could incorporate data from different industries and markets to validate the generalizability
of the model presented here.
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