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ABSTRACT 

In this st udy, I aimed at three  objectives. First, t o determine the financial leverage  of 

man ufact uring firms listed  on the Ghana St ock Exchange. Sec ond, t o analyse the 

relati onship between financial leverage and pr ofitability. Third, t o examine the fact ors 

affecting financial leverage  of man ufact uring firms that are listed  on the Ghana St ock 

Exchange. Empl oying descriptive and trend analysis, my res ults sh owed that financial 

leverage  of man ufact uring firms listed  on the Ghana St ock Exchange has been varying  over 

time precisely, financial leverage increased fr om 2006 t o 2007, declined thereafter  until 2013 

where a sharp increase was  observed t o 2015 and then decreased again fr om 2016 t o 

2018.This s uggests that man ufact uring firms rely m ore heavily  on debt financing th us m ore 

exp osed t o the risk  of financial leverage, bankr uptcy, whiles financing their  operati ons.In 

terms  of my sec ond  objective,  using the dynamic system Generalized Method of  Moments                         

(GMM) t o analyze the relati onship between financial leverage and man ufact uring firms’ 

pr ofitability, I established that debt t o t otal asset c omp onent  of financial leverage is 

negatively linked t o pr ofitability whiles debt t o eq uity and eq uity t o t otal asset  opti ons  of 

financial leverage were p ositively linked t o pr ofitability  of man ufact uring firms. Lastly, the 

st udy empl oyed panel regressi on, t o examine the key determinants  of financial leverage. 

Fr om this regressi on, I find that ret urn  on eq uity, pr od ucti on c ost, invent ory, firm size and 

tangibility are key determinants  of financial leverage  of the man ufact uring firms in Ghana.  
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CHAPTER  ONE 

INTR OD UCTI ON 

1.1 Backgr o und  of the st udy  

The m otive behind the establishment  of m ost firms is creati on  of shareh olders wealth  or 

increase in firm’s val ue. H owever, maximizati on  of shareh olders wealth springs fr om 

 optimal capital str uct ure. F or many years, the c oncept  of capital str uct ure has been an 

 object  of intense ide ol ogically infl uenced debate. C onseq uently, capital str uct ure has been 

defined fr om different sch olarly perspectives. F or instance, H ung (2012) referred t o capital 

str uct ure as a decisi on made by a firm t o finance its  operating activities  using a specific 

pr op orti ons  of debt and eq uity. M ore over, Marq uis (2001) identified the main s o urces  of 

financing available t o b usiness as debt and eq uity financing.  B usinesses are theref ore 

req uired t o maintain a right balance between debt and eq uity financing in  other t o attain 

 optim um capital str uct ure. Whereas capital str uct ure reflects  using specific mix  of debt and 

eq uity t o f und their assets  or  operati ons (Ab or, 2005), financial leverage highlights  usage  of 

m ore  of firm’s debt t o certain mix  of its eq uity t o f und the  operati on  of that firm (Gill, 

2008). Debt financing represents b orr owings which establishes a debt or-credit or relati onship 

between firms and the b ond h olders whereas eq uity financing res ults fr om st ock iss ue and it 

is characterized by interest received by  owners  of the c orp orati on. There is n o hard and fast 

r ule t o be applied in determining pr op orti ons  of debt t o eq uity, th us, a dilemma in 

determining ideal financial leverage p ositi on  of firms. 

M odigliani & Miller (1958) pi oneered capital str uct ure irrelevancy the ory, which reveals   

capital str uct ure plays n o significant r ole in estimating firm’s w orth. Regardless  of a firm 

being highly leveraged  or n ot has n o bearing  on firm’s w orth  unlike  operating pr ofits. 

Firm’s val ue hangs  on pr ofit margins and c orresp onding risk attached t o an investment 
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(H orne, 2002). D urand (1952) intr od uced the net inc ome appr oach  of capital str uct ure, and 

p osited that m ore leverage w o uld impact the c ost  of capital which res ults in increasing 

firm’s val ue. He emphasized that firms manip ulate their c ost  of capital by  using debt capital. 

M odigliani & Miller (1958), was  of the view that b usinesses retain pr op orti ons  of debt in 

capital str uct ure t o lessen weighted average c ost  of capital,  unf olding int o maximizing 

firm’s w orth. An  optimal capital str uct ure is  one with incl usi on  of s ome am o unt  of debt, 

b ut n ot in f ull. A right blend  of debt t o eq uity red uces financing c ost  of firms which c o uld 

devel op int o bankr uptcy (Gill, 2011). C u ong and Cahn (2012) stated that a firm’s t otal 

leverage sh o uld n ot g o bey ond 59.27% since an increasing debt rati o impacts firms 

negatively. This c ontradicts the earlier w orks by Gill et al (2011), wh o f o und a p ositive 

c orrelati on between financial leverage and firms’ val ue. 

Whether a firm h olds m ore eq uity  or m ore debt, it is gr o unded in the ch oice  of c orrect 

capital str uct ure hence the imp ortance  of capital str uct ure cann ot be  overl o oked (C opeland 

& West on, 1984). Alth o ugh, the st udy  on capital str uct ure has gained m uch attenti on in 

recent times, this st udy aims at analysing the tr ue effect  of financial leverage  on pr ofitability 

 of firms. It is h owever alien in many devel oping c o untries as till date many researchers 

f oc us their research lenses  on fact ors affecting financial leverage in the devel oped 

c o untries. Ghanaian man ufact uring ind ustries  have  been  plag ued  by  setbacks  fr om  

b oth  the  external  and  internal envir onment . Many hardly s urvive after five years  of 

 operati ons and th ose wh o find feet in their b usinesses remain adamant and  unable t o expand 

int o  other markets d ue t o mis use  of capital, partic ularly, financial leverage. This paper sheds 

light  on fact ors affecting financial leverage  of man ufact uring firms in Ghana. 
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1.2 Pr oblem Statement  

The man ufact uring ind ustry plays a cr ucial r ole in  o ur ec on omy by c ontrib uting 

significantly t o its average pr od uctivity. S urvival  of any firm depends  on the  optimal  or 

pr udent  use  of debt and eq uity in financing their  operati ons (Gill et al., 2011; Ab or, 2005) 

H owever, financial leverage is an imp ortant iss ue in c orp orate finance that helps firms t o 

finance their  operati ons with j udici o us  use  of debt and eq uity capital  in  order t o maximize 

firms’ pr ofits. Many firms, acc ording t o Gill (2008), have failed beca use  of their inability t o 

 use their capital efficiently and d ue t o the c ost ass ociated with high b orr owing. Alth o ugh, 

financial leverage is keen t o m ost  organizati ons, the  optimal  use  of financial leverage varies 

fr om  one b usiness t o an other, fr om  one ind ustry t o an other, and fr om  one instit uti on t o 

an other. These differences arising fr om  use  of financial leverage am ong firms res ult in an 

inc oncl usive relati onship between firms’ leverage and pr ofitability. This st udy intends t o 

investigate effect  of financial leverage  on pr ofitability  of man ufact uring firms in Ghana. 

Previ o us st udies present that higher leverage lead t o risk  of firm g oing bankr upt, indicating 

l ow pr ofits f or firms. Acc ording t o Gill et al (2009), m ost st udies that determined the 

relati onship between financial leverage and pr ofitability are  opened t o d o ubt. Capital 

str uct ure has gained rec ogniti on in academic research and st udies have been d one in the 

financial sect or (Amid u, 2007). In Ghana, st udies  on capital str uct ure and pr ofitability were 

centred  on listed financial firms (Ab or, 2005). These st udies established that pr ofitability 

c o uld either be infl uenced by the  use  of either debt, eq uity  or b oth. Managers  of firms find 

it diffic ult t o ch o ose the c ombinati on  of debt and/ or eq uity t o minimize c ost and impr ove 

pr ofitability. This st udy finds  o ut if the ch oice  of financial leverage by man ufact uring firms 

affect their pr ofit.  
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M ore over, financial leverage is als o infl uenced by fact ors within a firm. Previ o us st udies  

analysed financial leverage  of small b usiness in India (Gill, Mand & Sharma, 2012); 

determinants  of capital str uct ure  of man ufact uring firms at Nair obi Exchange Sec urity 

Market, (M uasa, 2014), and fact ors affecting leverage in micr o and small enterprises at Iasi 

c o untry level ( On ofrei, T ud ose, D urd urean u & Gabriel, 2013). H owever, little has been 

d one  on fact ors infl uencing financial leverage  of man ufact uring firms listed  on the Ghana 

St ock Exchange (GSE). In additi on t o little st udies c ond ucted  on the fact ors affecting 

financial leverage  of man ufact uring firms listed  on the GSE, it is identified that financial 

managers d o n ot have a clear c ut intrinsic and extrinsic fact ors that affect financial leverage 

 of listed man ufact uring firms in Ghana. Theref ore, this st udy seeks t o examine the fact ors 

that affect the financial leverage and its impact  on pr ofitability  on listed man ufact uring firms 

in Ghana.  

 

1.3 Research  Objectives 

The main  objective  of this st udy is t o examine the fact ors affecting financial leverage  of 

man ufact uring firms listed  on the Ghana St ock Exchange.   

 The specific  objectives are: 

1. T o determine the financial leverage  of man ufact uring firms listed  on the Ghana 

St ock Exchange fr om 2006 t o 2018. 

2. T o analyze the relati onship between financial leverage and pr ofitability  of listed 

man ufact uring firms  over the peri od  of st udy.  

3. T o examine the determinants  of financial leverage  of the man ufact uring firms listed 

 on the Ghana St ock Exchange. 
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1.4 Research Q uesti on 

 Based  on the research  objectives, this st udy seeks t o address the f oll owing q uesti ons:  

1. What is the financial leverage  of man ufact uring firms listed  on the Ghana St ock 

Exchange  over the peri od  of st udy? 

2. What is the relati onship between financial leverage and pr ofitability  of man ufact uring 

firms listed  on the Ghana St ock Exchange? 

3. What are the fact ors that infl uence the financial leverage  of man ufact uring firms listed         

 on the Ghana St ock Exchange? 

 

1.5 Significance  of the st udy 

This st udy will emp ower managers  of man ufact uring firms and the higher dependable 

b odies t o kn ow the imp ortance  of leverage, analyse its effect  on firms’ pr ofit levels and als o 

determinants  of leverage  on man ufact uring firms. This w o uld help inf orm their ch oice  of 

h ow t o blend debt and eq uity t o finance their  operati ons. It will give extra inf ormati on  on 

the man ufact uring firm’s pr ofitability which will fill the research gap. It additi onally gives 

bit  of kn owledge int o h ow man ufact uring firms  utilize debt and eq uity pr oficiently. 

This st udy will pr ovide empirical premise f or the analysis and examinati on  of leverage and 

h ow it impact  on the listed man ufact uring firms  on GSE. It will c onvey t o the f ore fact ors 

affecting leverage and it impact  on pr ofit margins  of these firms. Besides, this st udy will 

enc o urage and m ove researchers drive t o take  up f urther research int o firms leverage and its 

impact  on financial viability  of  other firms listed  on the Ghana st ock Exchange. 
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1.6  Organizati on  of the st udy 

The st udy c omprises five chapters. Chapter  one details intr od ucti on  of the st udy which 

c omprises backgr o und  of st udy, statement  of pr oblem, research  objectives, research 

q uesti ons and significance  of the st udy. Chapter tw o entails literat ure review which reveals 

the ories, c oncepts and empirical review  underpinning this st udy. Chapter three presents 

meth od ol ogy empl oyed f or the st udy. Chapter f o ur l o oks at data analysis and chapter five 

presents the s ummary, c oncl usi on and rec ommendati on  of this st udy.     
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CHAPTER TW O 

LITERAT URE REVIEW 

2.1 Intr od ucti on  

This chapter disc usses literat ure review  on the oretical and empirical w orks in relati on t o 

financial leverage and perf ormance  of firms. It highlights the c oncepts and definiti ons in line 

with the research  under st udy. It explains the fact ors affecting financial leverage am ong 

firms. 

 

2.2 The oretical framew ork 

A n umber  of the ories have been devel oped with respect t o firms’ ch oice  of capital str uct ure 

mix. These the ories ackn owledge fact ors shaping the ch oice  of capital str uct ure  of a firm. 

Disc ussi ons  on these framew orks are spelt  o ut bel ow: 

2.2.1 Perking  order the ory 

This the ory is premised  on the fact that c ompanies f oll ow a hierarchical  order when it 

c omes t o making financial decisi ons. They w o uld rely  on cheaper s o urces  of finance, 

especially internal s o urces  of f unds within the c ompany, bef ore they reach  o ut f or external 

s o urces  of f unds, with eq uity financing being their last res ort when debt financing has been 

f ully exha usted (Myers, 1984). The preference  of debt  over eq uity financing happens 

beca use  of the c ost that c omes as a res ult  of inf ormati on asymmetric which is ass ociated 

with debt iss ue (Myers, 1984). M ore over, a firm w o uld prefer debt t o eq uity if invest ors 

disc o unt the st ock prices  of the firm when firms iss ue eq uity as  opp osed t o debt. H owever, 

firms tend t o av oid this disc o unt by g oing f or the debt  opti on (Myers & Majl uf, 1984). G. 

D onalds on (1961)  observed that external financing c omes t o play in instances where there is 

a  one-time  unav oidable b ulge in the need f or f unds. Despite the benefits  of this the ory t o 
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firms, it als o presents s ome challenges. The pecking  order the ory enc o urages firms t o b uild 

 up cash and marketable sec urities with o ut c onsidering the effects  on market discipline. It 

fails t o take int o acc o unt agency c ost, financial distress and the effect  of a tax. This st udy, 

theref ore, seeks t o explain the res ults  on the bases  of whether firms adhere t o the principle 

 of pecking  order by ranking their s o urces  of financing which is c onsidered as the cheapest 

s o urce (Seppa, 2008; Silva, Majl uf, & Paredes, 2006; Stretcher & J ohns on, 2011).  

2.2.2 Static and Dynamic Trade off The ory 

This the ory states that ideal capital str uct ure  of a firm is determined by a trade- off between 

c osts and benefits ass ociated with  usage  of debt and eq uity.  One  of the c osts ass ociated 

with static the ory is agency c ost, which arises  o ut  of the c onflicts  of interest between 

stakeh olders  of a firm and financial distress which stems fr om taking in s o m uch debt. Tax 

shield benefits is an advantage  of taking in debt. Acc ording t o Jensen and Meckling (1976), a 

firm determines its capital str uct ure by trading  off the tax shield benefits ass ociated with 

debt against the c ost  of financial distress and the agency c ost.  Ayen and  Or uas (2008)  urge 

the need f or a right balance between the tax benefits arising fr om debt as that helps minimise 

agency c ost, bankr uptcy threats and financial distress. 

Dynamic trade- off the ory c onsiders the r ole time plays in eval uating the leverage decisi ons 

 of a firm. Acc ording t o G oldstein, J u, and Leland (2001), this m odel c onsiders ch oices 

between deferring financial leverage t oday f or the f ut ure. Firms c o uld  opt t o increase its 

leverage in the f ut ure when its leverage t oday is l ow. This m odel is said t o be less 

resp onsive t o sh ort-r un eq uity fl uct uati ons than l ong-r un val ue changes. 

2.2.3 Signalling Effect 

This the ory views t op  officials and managers as having access t o pertinent inf ormati on with 

regards t o the firm at all times,  unlike invest ors wh o get t o kn ow s uch inf ormati on after the 
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firm’s financial statements have been p ublished. Th us, the latter are likely t o transfer 

kn owledge t o external invest ors t o permit an increase in st ock price (R oss, 1977). In  order 

t o av oid s uspici ons ab o ut the g o od pr ospect  of firms, firms increase financial leverage by 

f orecasting f ut ure cash fl ows in s uch a way that p ossible financial distress  of the firm can be 

av oided (Ver onesi, 2000). R oss (1977) predicted a p ositive reacti on  of st ock prices t o 

increasing debt. 

2.2.4 M odigliani- Miller the orem 

M odigliani and Miller (1958) stip ulate that capital str uct ure plays n o significant r ole in 

estimating the firm’s w orth. They added that, firm’s w orth is dependent  on val ue  of real 

assets a firm has in st ock rather than h ow these assets are financed. Hence a ca uti o us eff ort 

made by a firm t o maintain the right blend between debt and eq uity is irrelevant in assessing 

h ow m uch a firm is w orth .They ass umed a perfect marketplace dev oid  of tax and 

bankr uptcy c osts. 

2.2.5 Shareh olders The ory 

This the ory was pi oneered by (Friedman, 1962), wh o believes that a firm’s s ole 

resp onsibility is t o maximize shareh olders wealth whiles minimizing the c ompany’s c ost  of 

capital. He adds that ec on omic gr owth  of the entire ec on omy s oars higher where there is 

wealth maximizati on  of shareh olders. This the ory f urther p osits that managers wh o act as 

agents  of shareh olders are req uired t o act in the interest  of shareh olders, which can be 

achieved thr o ugh m onit oring  of activities  undertaken by managers and awarding incentives 

where appr opriate in the f orm  of higher salaries, j ob sec urities, b on uses and health care 

packages. 
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2.2.6 Stakeh olders The ory 

This the ory was  originated by Freeman and McVea (1984) and backed by an ass umpti on that 

b usiness val ue is a pillar  of gr owth in every  organisati on. He  urged that managers d o n ot 

make decisi ons that w o uld benefit shareh olders  only b ut als o place relevance  on 

stakeh olders’ interest, and stakeh olders bargaining p ower, alth o ugh b oth  objectives seek 

val ue maximizati on and minimizati on  of c ompany’s c ost  of capital.  He arg ues that 

stakeh older the ory c onsiders a firm’s val ue maximizati on in relati on t o c orp orate s ocial 

resp onsibility  of the firm t owards the c omm unity since the s ociety has the decisive p ower t o 

either make  or  unmake the b usiness. 

2.2.6 D ual- invest or The ory 

This the ory was intr od uced as an antid ote t o the c ontr oversies between shareh olders the ory 

and stakeh olders’ the ory. D ual invest or the ory views every b usiness as having tw o main 

invest ors, namely; the st ock  owners and s ociety as a wh ole. The st ock  owners are deemed 

t o pr ovide the start- up capital whereas the s ociety c omes in with  opp ort unity capital. The 

c ombined eff ort  of these invest ors makes  up the val ue  of the b usiness. Schl ossberger (1994)  

ca uti oned that the external s ociety is m ore val uable t o the firm as every firm strives  on 

s ociety and with o ut it, the b usiness cann ot  operate  or even raise capital t o r un the b usiness.  

2.2.7 Stewardship The ory 

Stewardship the ory, als o kn own as the agency the ory stip ulates that management is 

m otivated by the will p ower t o achieve a given task and w ork t owards maximizing 

shareh olders’ w orth at the firm’s level  or market level (P otter, 1962). He added that the 

driving f orce  of management is their will p ower and n ot the pr ovisi on  of incentives. L. 

D onalds on and Davis (1991) c oncl uded that neither incentive n or the will p ower w orks 
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t owards maximizing firm’s val ue b ut rather shared resp onsibilities am ongst the parties w ork 

t owards achieving the firm’s  ultimate g oal  of the firm. 

2.2.8 Cash fl ow and Free Cash Fl ow the ory 

B usinesses  us ually have in its c offers cash fl ows  used f or daily r unning  of their b usiness. 

These free cash fl ows are viewed as an internally generated f und that is available t o firms.  

There are h owever c ost inc urred by managers when dealing with these cash fl ows. Sc ott 

(1981) f o und that managers c o uld rely  on the rec ords kept  on these cash fl ows t o predict the 

s o undness and f ut ure perf ormance  of the firm. Despite the p ositive relati onship f o und 

between the availability  of cash fl ow and firm’s perf ormance, Jensen (1986)  urges that a 

negative relati onship w o uld exit when managers channel the cash fl ow int o investments that 

d o n ot pr omise great yields. The debt was seen as a relief fr om the c ost ass ociated with free 

cash fl ows. Harris and Raviv (1991) arg ue the need t o empl oy debt since s uch a decisi on 

w o uld n ot  only minimise c ost b ut als o enable managers t o j oin hands t owards the 

achievement  of firm’s needs and n ot their individ ual needs. Empirical st udies  observed that 

the cash fl ow and  free cash fl ow the ory c o uld aid the ch oice  of a mix  of debt and eq uity 

when making relevant capital str uct ure decisi ons (Hart & M o ore, 1994). 

 

2.3 Man ufact uring firm’s  optimal  use  of capital str uct ure 

The Ghana Statistical Service (GSS) in its ind ustry s urvey defined man ufact uring firm as 

firms that  undertake variety  of activities pertaining t o pr od ucti on  of g o ods and services. 

Ghana Enterprise Devel opment C ommissi on (GEDC) als o defines man ufact uring firms in 

terms  of plant and eq uipment. Capital str uct ure stems fr om firms’ decisi on t o res ort t o debt 

 or eq uity financing in specific pr op orti ons (H oang, Biger, & Ng uyen V, 2008). In the 

financial sect or, financial intermediaries like banks are c onsidered as levered firms that  only 
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depend  on the  use  of all debts (dep osits and liabilities) t o finance their  operati ons, except in 

few cases where the firm has g one bankr upt. H owever, man ufact uring firms are 

heter ogene o us decisi on-making  unit that depends b oth  on debt (l oans, b onds and 

debent ures) and  owners’ eq uity in a certain pr op orti on t o finance their b usiness (A. Gill, 

Biger, Pai, & Bh utani, 2009). 

Ghanaian man ufact uring firms have been plag ued by a myriad  of setbacks fr om b oth the 

external and internal envir onment. Many  of the firms hardly s urvive after five years  of 

 operati on and th ose wh o c ontin ue in b usiness remains stagnant and are  unable t o expand 

int o the market d ue t o lack  of access t o capital, a high c ost  of b orr owing and p o or 

managerial skills amidst  other fact ors. Many firms have failed d ue t o its inability t o make 

 use  of capital j udici o usly and strains ass ociated with high b orr owing c osts (A. Gill et al., 

2009). D ue t o the impact  of high c ost  of b orr owing  on firm’s val ue, C u ong and Canh 

(2012) ca uti oned firms n ot t o exceed 59.27% thresh old f or t otal debt. The decisi on  of 

whether t o h old m ore debt t o s ome pr op orti ons  of eq uity is gr o unded  on the right blend  of 

capital str uct ure. Th us, capital str uct ure relevance t o firms, m ore specifically man ufact uring 

firms cann ot be  overl o oked (C opeland, West on, & Shastri, 1992). 

 

2.4 Fact ors affecting Financial Leverage fr om the Gl obal Perspective  

Ch o osing specific pr op orti ons  of debt t o eq uity c o uld be a da unting task as this decisi on 

impact  on firm’s financial perf ormance (Myers, 1984). Despite the freewill  of b usiness t o g o 

in f or either debt  or eq uity, research sh ows that b usinesses are m ost likely t o rely  on 

b orr owings fr om financial instit uti ons. F or instance, small firms wh o are faced with maj or 

c onstraint ass ociated with high iss uing c ost  of sec urities w o uld find c omf ort with 

b orr owings fr om banks in relati on t o financial leverage decisi on (Petersen & Rajan, 1994). 
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 Unlike large firms, small firms, s ometimes viewed as defa ulters  of l oan d ue t o their p o or 

rec ord keeping  of acc o unt – face challenges in accessing b orr owings fr om financial 

instit uti ons. M ore over, d ue t o bankr uptcy charges ass ociated with a high c ost  of 

b orr owing, small firms w o uld prefer minimal  or n o debt (Ang, 1992; Petersen & Rajan, 

1994). 

With financial leverage res o unding and drifting int o an  object  of intense debate, sch olars 

s o ught the need t o kn ow what determines financial leverage and its p ossible impact  on 

firm’s pr ofitability, val ue  or shareh older’s wealth (Ashraf & Ras o ol, 2013). Sánchez-Vidal 

(2014)  observed that the differences in research findings were  on gr o unds  of the type  of 

ind ustry, the c o untry analysed and m ore imp ortantly the phase  of the b usiness cycle, as well 

as the rati os empl oyed and the meth od ol ogy  used. M ost st udies are pegged at devel oped 

ec on omies that have many instit uti onal similarities (Bevan & Danb olt, 2002; G onenec, 

2003; H uang & S ong, 2004; Wald, 1999). Earlier researchers st udied  optim um capital 

str uct ure  of firms in devel oped ec on omies (Bevan & Danb olt, 2002; G onenec, 2003; H uang 

& S ong, 2004), with little w ork d one  on financial leverage within devel oping ec on omies 

that have varying str uct ures (Ab or, 2007). Acc ording t o (Harris & Raviv, 1991), w orks d one 

in devel oped c o untries sh ows a p ositive relati onship between financial leverage and 

tangibility, n on-debt tax shields, gr owth and  opp ort unity, firm’s size and a negative 

relati onship between pr ofitability and  pr obability  of bankr uptcy and v olatility. Firms with 

large fixed assets cling  ont o debt financing as they have en o ugh assets t o t urn int o 

c ollateral. Tangibility is theref ore seen as the main determinant  of financial leverage am ong 

 others (Rajan & Zingales, 1995).  

Tax shield benefits ass ociated with debt enc o urages larger firms t o g o in f or debt as 

 opp osed t o eq uity financing (Brealey, Myers, Allen, & M ohanty, 2012; M odigliani & 

Miller, 1958) f o und a c ontradicti on with pecking  order the ory and arg ues that gr owing 
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firms ackn owledge debt financing fr om the  o utside w orld  other than sticking t o the f unds 

generated internally.    Gill and Math ur (2011) c ond ucted a research  on Man ufact uring firms 

in Canada as well as the service sect or by empl oying least sq uare regressi on meth od where 

they f o und a p ositive c orrelati on with financial leverage and increasing firm size, b ut a 

negative c orrelati on between tangibility, increasing gr owth  opp ort unity and tax shield 

benefits. H owever, res ults differed in b oth the man ufact uring and the service sect or.  Gill, 

Mand, Sharma, and Math ur (2012) f oc used their research  on small b usiness in India and 

f o und a p ositive significant relati onship between financial leverage and firm’s size, level  of 

sales and family s upp ort. Ashraf and Ras o ol (2013) researched  on the determinant  of 

financial leverage in a ut om obile ind ustry in Pakistan,  using m ultiple regressi on, they f o und 

that relati onship between these variables (asset size, tangibility and gr owth) and financial 

leverage were statistically significant. H owever, financial leverage and n on-debt tax shield, 

b usiness risk, and pr ofitability were  observed t o be statistically insignificant. 

In devel oping c o untries, Ab or and Biekpe (2009)  observed that listed firms  on the Ghana 

St ock Exchange have m ore than half  of its capital being financed by debt. They f o und a 

p ositive relati onship between sh ort term debt t o t otal debt and R OE and a negative 

relati onship between l ong term debt t o t otal asset and R OE; h owever, st udies were 

narr owed  on a listed financial firm. Amid u (2007) st udy  on determinant  of capital str uct ure 

 of banks in Ghana ackn owledged that gr owth  opp ort unities, size  of the firm,  ownership 

str uct ure and age  of the firm determine the financial leverage  of a firm. 

 

2.5 Financial leverage and pr ofitability  of firms  

Rehman (2013)  observed p ositive relati onship between firm’s leverage and pr ofitability, 

 using R OA as pr oxy f or pr ofitability  of listed s ugar firms in Pakistan.  Oyes ola ( 2007) and 
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(Graham, 2000) established that an inverse relati onship exist between pr ofitability and c ost 

 of capital which c ontradicts findings  of Ab or (2005) wh o established a significant b ut 

p ositive relati onship exist between pr ofitability (ret urn  on eq uity) and the financial leverage 

(the rati o  of sh ort term debt t o t otal assets) as well as a negative relati onship between l ong 

term debt and firm’s R OE  of listed firms in GSE d uring a five year peri od. Ab or (2007) in 

research c ond ucted  on small and medi um enterprises  observed a negative c orrelati on 

between l ong term debt and firm’s perf ormance. He empl oy regressi on analysis techniq ues 

 on perf ormance meas ures,  using  R OA,R OE and Pr ofit margin against capital str uct ure 

variables s uch as l ong term debt t o t otal asset, sh ort term debt t o t otal asset and t otal debt t o 

eq uity. Previ o us w ork by Myers (1984) f o und a negative relati onship between debt and 

pr ofitability as he believed firms with g o od standing d o n ot empl oy debt financing.  

T uff o ur, Adjei, Agyei, and Barn or (2014),  using the ex-p ost fact o design and the cr oss-

secti onal regressi on t o ascertain relati onship between financial leverage and pr ofit levels  of 

man ufact uring firms listed  on the Ghana St ock Exchange f or the peri od 2007-2012 

identified a significant negative relati onship between l ong term debt and t otal debt t o 

pr ofitability, likewise sh ort term debt and t otal debt t o pr ofitability.  Oyes ola ( 2007) 

c ond ucted a st udy  on the relati onship between financial leverage and pr ofitability f or 

sampled firms in Nigeria where he f o und a negative relati onship. With new set  of 

man ufact uring firms spring  up and new data c oming  on b oard amidst the inc oncl usive 

findings  on fact ors affecting firm’s leverage its impact  on pr ofitability, this st udy seek t o 

eval uate the effect  of financial leverage  on pr ofitability and the determinants  of financial 

leverage  of man ufact uring firms listed  on the Ghana St ock Exchange. 
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2.6 Empirical Review 

Earlier st udies identified variables that infl uence capital str uct ure  of b usinesses. N otable 

am ongst these variables are gr owth  opp ort unities, perf ormance, tangibility  of the asset, 

firm’s size , age , uniq ueness  of pr od uct  offered and the  ownership str uct ure. Pr op onents  of 

these empirical res ults, Amid u(2007),  Opp ong-B oakye, Appiah, and Af olabi (2013), (Saeedi 

& Mahm o odi, 2011) and Titman and Wessels (1988)  ackn owledged these variables as a 

maj or determinant  of financial leverage. 

2.6.1 Gr owth Pr ospects 

It is  urged that firms res ort t o debt financing since it is cheaper as  opp osed t o eq uity 

financing (Sinha, 1992). As earlier established by pecking  order the ory, it is pr udent f or 

firms t o analyse the c ost ass ociated with a partic ular type  of capital bef ore g oing in f or it. 

Titman and Wessels (1988), H uang and S ong (2004) as well as Gharaibeh and Alnajjar 

(2007) established the need t o get access t o m ore f unds in cases where the gr owth pr ospects 

 of the firm are increasing; hence, a p ositive c orrelati on between firm’s financial leverage and 

gr owth pr ospect. C onversely, A uerbach (1985) f o und an inverse relati onship between 

leverage and gr owth pr ospect  of firms and added that gr owing firms  us ually have n on-debt 

tax shields making their tax ded uctibility  of interest payment n ot  usef ul. Researchers 

( Opp ong-B oakye et al., 2013) and (Ba uer, 2004) f o und an inverse relati onship between 

leverage and gr owth –  up on c ond ucting their st udies. 

2.6.2 Perf ormance  

The relati onship between financial leverage and firm’s perf ormance has been an  object  of 

ide ol ogically infl uenced debate  over decades.  L ong and Malitz (1985) f o und a p ositive 

relati onship between pr ofitable firms and leverage and added that firms wh o earn m uch 

pr ofits w o uld be hard t o defa ult when they g o in f or debt. F or this reas on, these firms 
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 o utlay t o debt financing. (Myers & Majl uf, 1984) ref uted the earlier findings and c oncl uded 

that an inverse relati onship exists between financial leverage and pr ofitability as firms with 

excessive pr ofit w o uld n ot g o in f or debt in the first place than t o think  of h ow t o defray its 

debt. Arg uments stem  up as research findings seem n ot t o have eq ual stands and all 

p ortraying diverse views. Mwangi, Maka u, and K osimbei (2014) empl oyed data fr om the 

Kenyan St ock Exchange fr om 2004 t o 2014 and f o und a p ositive relati onship between 

financial perf ormance and firms wh o res ort t o l ong terms l oans as  opp osed t o sh ort term 

l oans. H owever, an inverse relati onship was  observed between financial leverage and R OE 

(a perf ormance meas ure) in the st udies c ond ucted  on the Pharmace utical firms listed  on the 

Nigerian St ock Exchange fr om 2001-2012 (Enekwe, Ag u, & Ezied o, 2014). Res ults were 

h owever n ot different fr om St udies c ond ucted in Asian c ontinent  using 150 man ufact uring 

firms f or the peri od 2004-2014 (Javed, Ra o, Akram, & Nazir, 2015). Singh and Bansal 

(2016), st udied  on the effect  of financial leverage  on firm’s perf ormance, taking int o 

acc o unt acr oss yearly data fr om 2007 t o 2016  of 60 ind ustrial firms listed  on the B ombay 

St ock exchange, stip ulates an inverse relati onship between R OA and financial leverage. 

2.6.3 Firm’s Size 

Acc ording t o Marsh (1982), firm’s size plays an imp ortant r ole in its ch oice  of financing. He 

arg ued that larger firms with m ore stable s o urces  of finance are  us ually served with leverage 

 opti on than that  of smaller firms. Hence, the relati onship between financial leverage and 

firm’s size is dependent  on h ow large  or small the firm may be. Titman and Wessels (1988) 

 observed a p ositive relati onship between a firm’s size and its debt rati os. He added that as 

larger firms face less bankr uptcy charges, they are likely t o g o in f or m ore debt,  unlike small 

firms. W orks  of Ba uer (2004), H uang and S ong (2004) and (Saeedi & Mahm o odi, 2011) 

c onfirmed that a p ositive relati onship exists between these tw o variables. In Ghana, 

 Opp ong-B oakye et al. (2013), wh o  undert o ok st udies  on b oth listed and  unlisted firms 
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f o und a p ositive relati onship between financial leverage and firm’s size which c ontradicts 

st udies  undertaken by Amid u (2007) in micr ofinance instit uti ons b ut added that larger 

micr ofinance per his st udy abs orbs m ore l ong term debt. 

2.6.4 Credit Risk 

Credit risk is a pr oxy f or financial distress. Firms with high risk d o n ot vent ure debt 

financing as it will  unravel t o financial distress. It is theref ore expected that risk and 

financial leverage w o uld be negatively related (S ufian & Ch ong, 2008). Analysis by Ab or 

and Biekpe (2009) f o und a p ositive b ut n ot significant relati onship between credit risk and 

gearing rati o. Since b usinesses with high credit risk appear t o be  unattractive t o eq uity 

h olders, which makes debt financing a better alternative than eq uity. Th us, the risk appetite 

 of the firm w o uld tell which alternative best s uit the firm and c onfirm which relati onship 

exists. 

2.6.5 Tangibility 

Tangibility is assessed  using rati o  of fixed assets t o a t otal asset  or t otal l og  of a fixed asset. 

M ost the orist (B o oth, Aivazian, Demirg uc-K unt, & Maksim ovic, 2001; Titman & Wessels, 

1988) f o und a p ositive relati onship between tangibility and financial leverage, and they 

c onsented that firms with a wide array  of tangible assets are able t o take  up debt financing 

where appr opriate as they c o uld q uickly raise f unds thr o ugh the sales  of these assets t o meet 

 up debts  obligati ons. Bas, M urad ogl u, and Phylaktis (2009), ref uted the pr op osed findings 

made by the earlier the orist and declared their findings h olds when there is l ong term debt 

b ut with sh ort term debt, there lies a negative relati onship. Ab or and Biekpe (2009) f o und a 

p ositively b ut n ot significant relati onship between financial leverage and premised  on the 

n oti on that firms c o uld res ort t o debt financing in instances where they have tangible fixed 

assets. This was an affirmati on  of the previ o us st udy by Rajan and Zingales (1995). In line 
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with credit risk, it is  observed that high-interest rates c ontrib ute t o a high defa ult rate.  On the 

c ontrary, a higher interest rate in the market will f orce firms t o increase interest  on credits, 

and withdraw fr om investing in debts – res ulting in a negative relati onship between financial 

leverage and interest rate risk. H owever, Masn o on and Saeed (2014), Saeedi and Mahm o odi 

(2011) as well as (Titman & Wessels, 1988) f o und a p ositive relati onship between financial 

leverage and interest rate. 

2.6.6 Tax 

As pr op osed by M odigliani and Miller (1958), debt is tax ded uctible and firms with taxable 

inc ome are likely t o cling  ont o debt financing. H owever, m ost researches ref uted the 

 underlying the ory as their st udies c ond ucted revealed the preference  of eq uity t o a debt d ue 

t o the benefit  of tax rebates, hence a negative relati onship between firm’s leverage and tax  

( Opp ong-B oakye et al., 2013). Amid u (2007) f o und a p ositive relati onship between 

financial leverage and tax and ackn owledged that this relati onship was s o d ue t o the 

Nati onal Rec onstr ucti on Levy the Ghanaian banks are  obliged t o pay. M ost st udies 

c ond ucted  on the relati onship between financial leverage and tax are still  opened t o d o ubt 

Saeedi and Mahm o odi (2011) and Ba uer (2004). 
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CHAPTER THREE 

METH OD OL OGY 

3.0 Intr od ucti on 

This chapter presents the meth od ol ogy empl oyed f or the st udy. It highlights design  of 

st udy, data s o urces, m odel estimati on and meth od  of data analysis  used f or the st udy. 

 

3.1 Design  of the St udy 

The st udy will  use q uantitative research design, wh ose findings are mainly pr od ucts  of 

statistical s ummary and analysis. This researcher relies mainly  on sec ondary data. The 

research c onsist  of panel data c omprising  of thirteen (13) man ufact uring c ompanies listed 

 on the Ghana St ock Exchange (GSE) acr oss yearly data fr om 2006 t o 2016. The target 

sample size c onsists  of man ufact uring firms listed  on GSE. 

 

3.2 P op ulati on and Sampling Techniq ue 

Fr om research p oint  of view, H usamen (1994) defines p op ulati on as c ollecti on  of elements 

relied  up on by researches t o draw c oncl usi ons. This st udy will target all man ufact uring 

firms listed  on the GSE (2006-2018). There are thirteen (13) man ufact uring c ompanies listed 

 on GSE (Facts B o ok, 2010). All the 13 man ufact uring firms will be  used in the st udy.  The 

peri od 2006-2016 c overs 12 years. Theref ore, 156 data p oints (13x12) will be  used. 

Theref ore, the sampling techniq ue in this st udy is the cens us appr oach. 

 

3.3 S o urces  of Data 

The primary s o urce  of inf ormati on f or this research is GSE Facts B o ok which will be 

retrieved fr om their website (2010). This st udy will relies  on b oth p ublished and 

 unp ublished data which incl udes ann ual rep orts,articles and j o urnals which relates t o the 
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t opic. Vari o us s o urces  of sec ondary data will be d uly ackn owledged at the reference secti on 

 of the research. 

 

3.4 Analysis  of Data 

STATA s oftware will be  used t o analyse the data. Sec ondary data c ollected fr om the ann ual 

rep ort  of these man ufact uring firms will be analysed  using descriptive statistics in the f orm 

 of tab ular representati ons, chart t o analyse the patterns in b oth financial leverage and 

pr ofitability am ong the man ufact uring firms. C orrelati on and Regressi on analysis w o uld be 

empl oyed as well. 

3.4.1 M odel Estimati on  

The first  objective will be meas ured  using descriptive statistics and trend analysis. N on-

linear graphs will be  used f or the trend analysis. The determinants  or fact ors affecting 

financial leverage and relati onship between financial leverage and pr ofitability will be 

analysed  using Pears on C orrelati on C oefficients and Regressi on analysis. C orrelati on 

c oefficients  of variables will enable  us  observe the variables that are highly c orrelated 

bef ore pr oceeding t o r un the regressi on analysis. The  OLS panel regressi on m odel will be 

 used f or the analysis. F or the sec ond  objective, financial leverage variable and  other 

explanat ory variables will be regressed  on pr ofitability variable. The fact ors  or variables 

affecting financial leverage will be regressed  on the dependent variable (financial leverage).  

R ob ust standard err ors will be  used t o c orrect f or a ut oc orrelati on and heter oscedasticity. 

This will help impr ove the parameter efficiency  of the m odel. 

The relati onship between financial leverage and pr ofitability can be expressed as: 

PR OFi,t = β0 + β1FinLEVi,t + β2LIQi,t + β3INVENT ORYi,t  + β4FIRMSZi,t + β5PCi,t + 

β6TANGi,t  + εi,t ………………………………………………………….(1) 
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The m odel f or examining financial leverage determinants can be expressed as: 

FinLEVi,t = β0 + β1PR OFi,t + β2LIQi,t  + β3PCi,t  + β4INVENT ORYi,t  +β5FIRMSZi,t + 

β6TANGi,t + εi,t ………………………………………………….(2) 

Variable Descripti on 

 FinLEVit: Financial Leverage, expressed as: 
Debt𝑖𝑡

𝑇𝑜𝑡𝑎𝑙 𝐴𝑠𝑠𝑒𝑡𝑖𝑡
 and  

Debt𝑖𝑡

𝐸𝑞𝑢𝑖𝑡𝑦𝑖𝑡
   

 PR OFit was a pr oxy f or perf ormance variables (the dependent) ith firm in time t. 

PR OF = R OA and R OE; expressed bel ow; 

 Ret urn  on Assets (R OA) = 
Net Pr ofit 

T otal Assets
  

 Ret urn  of Eq uity bef ore tax (R OE) = 
Net Pr ofit

Shareh older’s Eq uity
 

Explanat ory Variables are; 

 LIQit: C urrent rati o = 
𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑎𝑠𝑠𝑒𝑡𝑠

𝐶𝑢𝑟𝑟𝑒𝑛𝑡 𝑙𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠
     

 Pr od ucti on C ost  of the ith firm in time t. (PCit) = 
C ost  of Pr od ucti on  𝑖𝑡

𝑇𝑜𝑡𝑎𝑙 𝑆𝑎𝑙𝑒𝑠𝑖𝑡
 

 INVENT ORY  of the ith firm in time t. (PCit) = 
St ocks in Invent ory  𝑖𝑡

𝑇𝑜𝑡𝑎𝑙 𝑆𝑎𝑙𝑒𝑠𝑖𝑡
 

 FIRMSZit: Firm size, expressed as l og  of t otal asset 

 TANGit: Tangibility, expressed as the rati o  of fixed asset t o t otal asset. 

 

Ɛ𝑖𝑡: Err or term c ontr ols f or  unit-specific resid ual in the m odel f or the ith firm in peri od t 

𝛼0, 𝛽0: Intercept  of the regressi on line. 𝛼𝑖𝑠 , 𝛽𝑖𝑠 (i=1-8): c oefficients t o be estimated  

The err or term  of the m odel will be tested f or their ass umpti ons  of n ormality, n o 

a ut oc orrelati on and h om oscedasticity. The c oefficient variables were tested t o ens ure 

m ultic ollinearity is n ot present am ong the independent variables. Fixed effects m odel is a 

statistical m odel in which m odel parameters are c onstant. In panel data fixed effects 
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represents s ubject specific means. Rand om effect m odel are th ose in which the s ome m odel 

parameters are rand om. 
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                                                  CHAPTER F O UR 

                  ANALYSIS AND DISC USSI ON  OF RES ULTS  

4.0 Intr od ucti on 

This chapter presents the analysis and disc ussi on  of res ults. It f urther interprets res ults 

 obtained f om the data analysis. This entails descriptive statistics, trend analysis, c orrelati on 

matrix and regressi on analysis. 

 

4.1 Descriptive statistics  

The st udy sh ows the descriptive statistics  of Firms’ specific variables. This secti on (Table 1) 

presents s ummary statistics  of financial leverage variables, pr ofitability rati os and firm’s 

specific variables. Given that DTA is debt t o t otal asset; DTE is debt t o t otal eq uity and ETA 

is eq uity t o t otal asset are the financial leverage variables  used in the st udy. Pr ofitability 

variables are defined by R OE which is Ret urn  on Eq uity and R OA which is Ret urn  on 

Asset. 

Table 1: S ummary Statistics 

Variable       Obs        Mean  Sd. Dev. Min. Val ues Max. Val ues 

DTA 149 0.318 1.144 -0.762 13.172 

DTE 149 1.582 7.770 -4.433 64.343 

ETA 127 0.180  0.107  -6.016 0.709 

R OA 161 -0.048 0.609 -5.649 0.601 

R OE 161 -0.550 6.587 -80.692 3.713 

LIQ 160 1.546 1.832 -3.580 9.806 

PR ODC OST 159 0.749 1.017 -1.152 12.009 

FIRMSZ 161 14.412 2.745 9.746 20.912 

INVENT ORY 155 0.260 0.201 0.013 1.361 

TANG 161 0.662 0.786 0.030 9.492 
S o urce: Data Analysis (2019) 

The st udy spells  o ut the fact ors affecting financial leverage  of a firm as well as the 

relati onship between financial leverage and pr ofitability. Fr om Table 1, mean R OA is -0.048 
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percent, 0.609 standard deviati on and with maxim um and minim um val ues  of -5.649 and 

0.601 respectively. Th us,  on average pr ofit margins  of man ufact uring firms listed in Ghana 

are l ow indicating that these firms are n ot pr ofitable. M ore over, a wide range  of val ues 

f o und between their respective minim um and maxim um val ues explains a high variati on  of 

ret urn  on assets (R OA) acr oss the firms sampled. R OE als o acc o unts f or a mean (standard 

deviati on)  of -0.550 (6.587) with maxim um and minim um val ues  of -80.693 and 3.713 

respectively.  On the average, Firms m ostly f und their eq uity p ositi on with l ower levels  of 

pr ofit as explained by a high variability with standard deviati on  of 6.590 ar o und the mean 

which tends t o be v olatile. Fr om Table I, mean and standard deviati on f or liq uidity (LIQ) is 

1.550 (1.832) with a minim um and maxim um val ues  of -3.580 and 9.806 respective. This 

explains firms’ ability t o settle 1.550 percent  of its c urrent liability  using c urrent asset .This 

is an indicati on  of a g o od financial health  of sampled man ufact uring firms in Ghana since 

they have en o ugh c urrent asset t o c over their c urrent liabilities and c o uld f urther invest in 

sec urities. Firms in Ghana are m ore risky with higher variability, as indicated with wide 

standard deviati on ar o und the mean. Fr om Table 1, pr od ucti on c ost and invent ory rec orded 

mean and standard deviati on  of 0.750 (1.016) and 0.26 (0.201) respectively. Firm size 

(Firmsz) rec orded an average (standard deviati on) val ue  of 14.416 (2.745). Tangibility, 

expressed as a rati o  of fixed t o t otal asset rec orded mean (Standard deviati on)  of 0.662 

(0.786).  

 

4.2 Trends and descriptive  of Financial Leverage 

This secti on bel ow presents graphs  of financial leverage variables and trends  of the variables 

(financial leverage)  over time (2006-2018). The st udy  used the debt t o t otal eq uity (DTE), 

debt t o t otal asset (DTA) and eq uity t o t otal asset rati o (ETA) as pr oxies f or financial 

leverage  of firms in Ghana. Higher val ues  of DTE, DTA, and ETA indicate higher levels  of 
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financial leverage.  On the average, firms’ leverage has relatively high variability as indicated 

by higher val ues  of standard deviati ons ar o und their respective means. This depicts that 

firms empl oy m ore  of debt t o f und its  operati ons. Fr om Table 1, the mean (standard 

deviati on)  of debt t o t otal eq uity was 1.582 (7.770) with minim um and maxim um val ues  of 

-4.432 and 64.34 respectively, whereas the mean (standard deviati on)  of debt t o t otal asset 

(DTA) was 0.318 (-0.762) with minim um and maxim um val ues -0.762 and 13.170 

respectively. This highlights the v olatility  of DTE and DTA  of firms, given wide range  of 

val ues  of standard deviati on. In terms  of capital rati o, which rec orded a mean (standard 

deviati on)  of 0.180 (0.107), with a minim um and maxim um val ue  of -6.016 and 0.709 

respectively. This s uggests that the sample firms in Ghana  use an average  of 18 percent  of 

eq uity t o finance their debts. 

Fig ure 1: Trend in financial leverage indicat ors 
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S o urce: Data Analysis (2019) 

 

Fr om Fig ure 1, DTA  of the firm increased sharply fr om 2006 t o 2007, a slight decrease was 

 observed fr om 2007 t o 2008, it increased b ut at a decreasing rate fr om 2008 t o 2009. It 

again decreased fr om 2009 t o 2011 and beg un t o increase fr om 2012 t o 2014 where it 

appr oached a sharp decrease at 2015 ; thereafter an increase at a decreasing rate fr om 2015 

t o 2016 and a decrease fr om 2016 t o 2018.  ETA  of the firms  on the  other hand increased 

sharply fr om 2006 t o 2007; decreased fr om 2007 t o 2008, increased b ut at decreasing rate 

spanning fr om 2008 t o 2011. It decreased t o 2012 and remained c onstant at 2013. It again 

decreased in 2014 and beg un t o increase fr om 2014 t o 2016 then decreased again fr om 2016 

t o 2018. This s uggests that listed man ufact uring firms have a higher variability in their 
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financial leverage and that they are m ore exp osed t o the risk  of leverage while financing 

their asset  or  operati ons.  

As sh own in Fig ure 1, debt t o eq uity rati o decreased fr om 2006 t o 2007, increased in 2008, 

decreased grad ually t o 2011 and increased sharply in 2013. This sh ows an inc onsistent 

changes in eq uity t o debt rati o. It later increase sharply fr om 2013 t o 2014 and then 

decreased sharply in 2016 and then beg un t o increase grad ually t o 2018. This indicates an 

inc onsistent and higher variability in debt t o eq uity p ositi on faced by the firms in Ghana, 

which demand attenti on by the managers  of the firm. In general, the res ults  on financial 

leverage variables were inc onsistent  over time. This trend analysis sh ows that firms in Ghana 

are n ot able t o minimize financial leverage p ositi on  over time. This res ult is in c ontradicti on 

with the st udy by M usa u (2014) wh o m odeled debt t o eq uity in Kenya and f o und that debt 

t o eq uity (financial leverage variable) am ong firms decreased c onsistently with respect t o 

time.  

 

4.3 Fact ors affecting Financial Leverage 

 4.3.1 C orrelati on Res ults 

Pears on’s c orrelati on c oefficient was  used t o analyze the ass ociati on am ong variables 

(independent variables). In analyzing fact ors affecting financial leverage, the explanat ory 

variables  used were R OA, R OE, Liq uidity (LIQ), pr od ucti on c ost, invent ory, firm size 

(Firmsz) and tangibility. This is presented in Table 2 bel ow. 
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Table 2: C orrelati on Matrix 

 R OA R OE LIQ PR ODC OST FIRMSZ INVENTRY TANG 

R OA 1       

R OE 0.047 1      

LIQ 0.230 0.029 1     

PR ODC OST -0.162 -0.085 -0.023 1    

FIRMSZ -0.166 -0.170 0.198 -0.054 1   

INVENT ORY -0.189 -0.093 0.148 0.213 0.508* 1  

TANG -0.166 -0.005 -0.209 0.038 -0.133 0.098 1 
N otes: R OA represent Ret urn  on Asset (pr ofitability), R OE= Ret urn  on Eq uity, TANG = Assets str uct ure als o 

referred t o as tangibility is meas ured as fixed assets divided by t otal assets, Firmsz = Firm size is meas ured as 

the nat ural l og  of t otal assets; LIQ= Liq uidity (rati o  of c urrent asset t o c urrent liability), 

INVENT ORY=Invent ory;(* represent str ong c orrelati on).  

S o urce: Data Analysis (2019)  

 

C orrelati ons am ong variables are q uite l ow except that the c orrelati on between the pair 

variables (Size and Invent ory) are str ongly and p ositively c orrelated.  C orrelati on 

c oefficient  of m ore than 60% indicate m ultic ollinearity between the variables and in  order 

t o pr oceed t o analyze regressi on, the st udy check f or the presence  of m ultic ollinearity. 

Th us, there exist n o m ultic ollinearity between variables, since the c orrelati on c oefficient 

between the variables are less than 60%.  

4.3.2 Regressi on Res ults 

This st udy  used panel regressi on t o examine the determinants  of financial leverage. This 

res ults are disc ussed bel ow. The financial leverage variables were  used as dependent 

variables. The first m odel sh ows the relati onship between firms’ variables and debt t o asset 

rati o; the sec ond m odel sh ows the relati onship between firm variables and debt t o eq uity 

and the third m odel presents the relati onship between firm variables and eq uity t o asset rati o. 

The res ults are presented in table 3, table 4 and table 5 bel ow, with the disc ussi ons bel ow the 

tables. 
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Table 3: Regressi on res ults: Effect  on debt t o asset 

 

        C oef. 

R ob ust 

SE T P>|t| 

95% 

C onf. Interval] 

R OA -1.151 0.379 -3.030 0.003 -1.903 -0.399 

R OE 0.004 0.001 3.200 0.002 0.001  0.006 

PR ODC OST -0.301 0.137 -2.190 0.030 -0.572       -0.030 

LIQ -0.003 0.028 -0.110 0.912 -0.059 0.052 

FIRMSZ 0.017 0.015 1.180 0.239 -0.012 0.047 

INVENT ORY -0.080 0.048 -1.680 0.096 -0.174 0.014 

TANG 0.084 0.035 2.390 0.018 0.014 0.154 

_c ons -0.220 0.261 -0.840 0.400 -0.737 0.296 

S o urce: Data Analysis (2019) 

 

Fr om Table 2, ret urn  on asset has a negative (-1.15) and significant (1%) relati onship with 

financial leverage (debt t o asset (DTA). This indicates that increasing ret urn t o asset  of firms 

leads t o a decrease in financial leverage firms which s uggests that firms  use their pr ofits t o 

f und pr ojects at the expense  of their leverage p ositi on. Th us, red ucing the  use  of debt t o 

asset increases ret urn  on asset which event ually decrease financial leverage exp os ures. The 

implicati on is that firms sh o uld n ot  only red uce financial leverage exp os ures by taking an 

 optimal decisi on t o invest their pr ofits b ut m ust als o find ways  of rec overing their debt 

p ositi ons with  other s o urce  of f unds. This is in line with Myers (1984) findings which 

c onsented that the financial leverage and pr ofitability has a negative relati onship. Fama and 

French (1999) c onsented t o the previ o us finding as they f o und a negative relati onship 

between pr ofitability and financial leverage. They added that this finding is in line with the 

pecking  order the ory where c ompanies f oll ows a hierarchical  order when it c omes t o 

s o urcing f unds f or their  operati ons, th us relying  on internal s o urce  of f unding  until they are 

exha usted bef ore reaching  o ut f or debt and eq uity being their last res ort.  Oyes ola (2007) in 

the case  of sampled firms in Nigeria als o f o und a negative relati onship between financial 

leverage and pr ofitability. 

 Observati ons  120     

R Sq uare 0.5099     

F-stat 6.74***     
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Ret urn  on eq uity has a p ositive (0.004) and significant (1%) relati onship with financial 

leverage (DTA)  of firms, which s uggests that an increase in financial leverage increases 

ret urn  on eq uity  of firms. This means the  use  of debt attracts higher ret urn t o shareh olders 

beca use firms raise their c ost f or investment  using debt in  order t o generate m ore reven ue 

where shareh olders can benefit. Pr od ucti on c ost decreases debt t o asset rati o as indicated 

with negative (-0.301) and significant (1%) relati onship between pr od ucti on c ost and debt t o 

asset rati o. This s uggests that firms inc ur l ow pr od ucti on c ost d ue t o higher  use  of debt t o 

asset rati o. This implies that firms channel their s o urce  of f unds (debt t o asset) int o  other 

expenses rather than pr od ucti on c ost. Invent ory decreases debt t o asset rati o as indicated 

with negative (-0.080) and significant (10%) relati onship between invent ory and debt t o asset 

rati o. This s uggests firms channel their s o urce  of f unds (debt t o asset) int o  other expenses 

rather than invent ory. Tangibility was p ositively and significantly ass ociated with financial 

leverage. Th us, increasing fixed asset leads t o higher debt t o asset rati o financial leverage.  

Table 4: Regressi on res ults: Effect  on debt t o eq uity  

 

      C oef. 

R ob ust 

SE T P>|t| [95% 

C onf. 

Interval 

R OA 1.552 0.475 3.270 0.001 0.612 2.492 

R OE 0.004 0.010 0.410 0.685 -0.015 0.023 

PR ODC OST 0.430 0.433 0.990 0.323 -0.428 1.288 

LIQ 0.005 0.100 0.050 0.960 -0.194 0.204 

FIRMSZ 0.163 0.058 2.800 0.006 0.048 0.278 

INVENT ORY -0.119 0.228 -0.520 0.601 -0.570 0.331 

TANG 0.131 0.062 2.130 0.035 0.009 0.253 

_c ons -1.976 1.150 -1.720 0.089 -4.254 0.303 

F-stats 1.920* 

     R-sq uare    0.154 

      Obs 120 

     S o urce: Data Analysis (2019) 

In M odel 2, ret urn  on asset was p ositively (1.552) and significantly (1%) related t o financial 

leverage (DTE)  of firms – indicating that increasing pr ofitability increases the  use  of 

financial leverage (DTE). This implies that firms invest their pr ofits in areas that c omes at a 

higher ret urn, especially investing in debt sec urities th us, leading t o higher financial 
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leverage. Firms’ size and tangibility,  on the  other hand, were p ositively and statistically 

significant t o financial leverage (DTE) – indicating that an increase in firm size and 

tangibility ca use financial leverage  of firms t o increase. This implies that larger firms g o f or 

debt s o urce  of f unds (high financial leverage). Rajan and Zingales (1995) f o und that firm’s 

size and financial leverage have a p ositive relati onship and attrib uted it t o tw o main reas ons 

– larger firms have the  opti on t o iss ue debt at a l ower c ost since invest ors have access t o a 

wide array  of inf ormati on regarding the c ompany, als o, large firms are believed t o be able t o 

bear bankr uptcy c ost as  opp osed t o smaller firms.Rajan and Zingales (1995) and B o oth et al 

(2001)  observed a p ositive relati onship between financial leverage and tangibility.  

 

Table 5: Effect  on ETA  

 

       C oef. R ob ust SE        T P>|t| [95% C onf. Interval 

Lag1. ETA -0.172 0.085 -2.010 0.048 -0.342 -0.002 

R OA 4.133 1.004  4.120 0.000  2.137  6.130 

R OE 0.013 0.004  3.640 0.000  0.006  0.020 

PR ODC OST -0.293 0.543   -0.540 0.591 -1.373  0.787 

LIQ 0.075 0.136  0.550 0.583 -0.195  0.345 

FIRMSZ 0.027 0.090  0.300 0.762 -0.151  0.205 

INVENT ORY -0.263 0.182 -1.450 0.152 -0.624  0.099 

TANG 0.742 0.106  6.990 0.000  0.531  0.953 

_c ons 0.463 1.587     0.290 0.771 -2.692  3.618 

F-stats 24.68*** 

     R-sq uare 0.349 

      Obs 94 

     S o urce: Data Analysis (2019) 

 

Fr om Table 5 (m odel 3), pr ofitability (b oth R OA and R OE) was p ositive and significantly 

(10%) ass ociated with financial leverage (eq uity t o t otal asset); past year’s eq uity t o asset 

rati o was p ositive and significantly (5%) linked t o financial leverage; and tangibility was 

p ositively and statistically significant with financial leverage. The res ults indicate that 

pr ofitability increased financial leverage (ETA), tangibility increased financial leverage and 

previ o us year’s capital rati o increased financial leverage. This implies that higher pr ofitable 
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firms are able t o finance their eq uity p ositi on, which may lead t o decrease in ins olvency. 

M ore over, increasing tangibility will event ually increase financial leverage.  

Fr om the res ults, we  observe an inc onsistent relati onship between pr ofitability variables 

(R OA and R OE) and financial leverage. This as a res ult  of the inc onsistent  use  of the 

meas ure  of financial leverage  of firms. Th us, increasing the pr ofit  of firms will either 

increase  or decrease financial leverage  of firms. This c ontradicts findings  of Renat o & Terra 

(2002). Pr od ucti on c ost and invent ory statistically decreases debt t o t otal asset rati o  of the 

firms b ut n ot statistically related with debt t o eq uity and eq uity t o t otal asset rati o  of firms. 

H owever, tangibility c onsistently infl uenced financial leverage p ositively indicating that 

increasing pr ofitability and tangibility increases financial leverage. This is n ot expected and 

it c ontradicts the findings by Gharaibeh & Al-Najjar (2007). In general, ret urn  on asset, 

ret urn  on eq uity, pr od ucti on c ost, invent ory and tangibility significantly infl uence debt t o 

t otal asset rati o; ret urn  on asset, ret urn  on eq uity, firm size and tangibility infl uence debt t o 

eq uity rati o  of firms; and ret urn  on asset, ret urn  on eq uity, and tangibility affect eq uity t o 

t otal asset  of the listed firms in Ghana. Th us, ret urn  on eq uity, pr od ucti on c ost, invent ory, 

firm size and tangibility are key determinant  of financial leverage  of man ufact uring firms in 

Ghana. H owever, the relati onship between these variables  or determinants and financial 

leverage were inc onsistent d ue t o the different pr oxies  of financial leverage  of the firms. 

 

4.5 Relati onship between financial leverage and pr ofitability 

4.5.1 C orrelati on Res ults 

 Pears on’s c orrelati on c oefficient was  used t o analyze the ass ociati on am ong the variables 

(independent variables). In analyzing the relati onship between pr ofitability and financial 
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leverage, the explanat ory variables  used were DTA, DTE, ETA, Liq uidity (LIQ), Pr od ucti on 

c ost, firm size, Invent ory and tangibility. This is presented in Table 6 bel ow. 

Table 6: C orrelati on Matrix  

  DTA DTE ETA LIQ 

PR OD 

C OST FirmSz INVENT ORY TANG 

DTA 1 

       DTE 0.386 1 

      ETA 0.209 -0.461 1 

     LIQ -0.254 -0.168 0.439 1 

    PR OD C OST 0.170 0.442 -0.141 0.119 1 

   FirmSz 0.374 -0.029 0.530 0.414 0.175 1 

  INVENT ORY 0.128 0.269 -0.459 -0.365 0.212 -0.634 1 

 TANG 0.202 -0.100 0.131 -0.381 -0.276 0.026 0.227 1 
N otes: R OA represent Ret urn  on Asset (pr ofitability), R OE= Ret urn  on Eq uity, TANG = Assets str uct ure als o 

referred t o as tangibility is meas ured as fixed assets divided by t otal assets, Firmsz = Firm size is meas ured as 

the nat ural l og  of t otal assets; LIQ= Liq uidity (rati o  of c urrent asset t o c urrent liability), 

INVENT ORY=Invent ory; PR OD C OST= Pr od ucti on c ost;  ETA= capital rati o meas ured as the rati o  of debt 

t o t otal asset, (*represent str ong c orrelati on); LEV = debt t o t otal asset 

S o urce: Data Analysis (2019) 

 

It can be seen that the c orrelati ons am ong all variables are q uite l ow except that the 

c orrelati on between the pair variables (Firm Size and ETA) are str ongly and p ositively 

c orrelated. A high c orrelati on c oefficient  of m ore than 60% indicate m ultic ollinearity 

between the variables and in  order t o pr oceed t o analyze a regressi on analysis, the 

c orrelati on c oefficient sh o uld be less than 60%. Th us, there exist n o m ultic ollinearity 

between the variables. 

4.5.2 Res ults Disc ussi on 

The st udy s uspects end ogeneity between explanat ory variables and the err or term. In view 

 of this the dynamic system tw o staged GMM estimati on was  used t o estimate the 

relati onship between financial leverage and pr ofitability – capt uring year specific effects 

whiles – taking int o acc o unt s ome end ogeneity pr oblems. This techniq ue was  used t o 

handle p otential end ogeneity pr oblems between the  un observed heter ogeneity and the 

 observed regress ors.  
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Table 7: Regressi on res ults  of financial leverage and pr ofitability 

           

C oef. 

C orrected SE Z P>|z| [95% C onf. 

lag R OA 0.212 0.140 1.510 0.132 -0.064   0.487 

DTA -0.315 0.107 -2.960 0.003 -0.524  -0.106 

DTE 0.026 0.011  2.300 0.022  0.004    0.048 

ETA 0.020 0.012 1.680 0.094 -0.003    0.044 

PR ODC OST -0.178 0.030  -5.750 0.000  -0.239   -0.117 

LIQ 0.022 0.009  2.490 0.013   0.008    0.040 

FIRMSZ -0.011         0.008 -1.310 0.191  -0.026    0.005 

INVENT ORY -0.033  0.035 -0.950 0.341   -0.101    0.035 

TANG -0.014         0.031  -0.440 0.661   -0.074    0.047 

_c ons 0.085  0.184  0.460 0.644    -0.276    0.446 

 Observati on 114      

Wald chi2 356.88      

AR(1) z = -2.350**      

AR(2) z = 0.090      
Sargan test  of  overid. Restricti ons: chi2 (65)   = 85.00 Pr ob > chi2 = 0.049 

Hansen test  of  overid. Restricti ons: chi2 (65)   =   2.51 Pr ob > chi2 = 1.000 

S o urce: Data Analysis (2019) 

 

Fr om the res ult, the lag  of the dependent variable was n ot significant, h owever, the financial 

leverage variables were significantly related t o ret urn  on asset (pr ofitability). Debt t o t otal 

asset was negatively and significantly (1%) linked t o ret urn  on asset whiles debt t o eq uity 

rati o and eq uity t o asset rati o were p ositively ass ociated with ret urn  on asset. This s uggests 

that an increase in DTA decreases R OA whereas DTE and ETA increases R OA  of listed 

firms in Ghana.   

The negative c oefficient  of DTA s uggests firms with higher debt exp os ure tend t o be less 

pr ofitable and significant at 1% significant level. The findings by Kay ode,  Obam uyi, 

Ay odele,  Ow op uti and Adeyefa (2015) sh ow financial is significant b ut negatively related 

t o firm‘s ret urn  on assets (R OA). This s uggests an increased exp os ure t o DTA red uces firm 

pr ofitability. Pr od ucti on c ost is negatively linked t o pr ofitability (R OA). This sh ows that 

increasing expendit ure  on pr od ucti on decreases pr ofitability  of the firms in Ghana. 

Liq uidity was p ositive and significantly linked t o ret urn  on asset. Th us, pr ofitability  of 
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firms increases with efficient  use  of c urrent asset t o pay c urrent liabilities. Fr om the res ult, 

we find that financial leverage has a c onflicting relati onship with pr ofitability  of firms. The 

inc onsistencies in the relati onship is as a res ult  of the different meas ures  of financial 

leverage f or firms. 
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CHAPTER FIVE 

                S UMMARY, C ONCL USI ONS AND REC OMMENDATI ONS 

5.1 Intr od ucti on   

This chapter presents a s ummary  of the findings  of the st udy. It c oncl udes the st udy based 

 on the findings and rec ommendati on is drawn f or p olicy implicati on.  

 

5.2 S ummary  of the findings 

The p urp ose  of this st udy is t o analyze the fact ors affecting financial leverage  of 

man ufact uring firms listed  on the Ghana St ock Exchange market. It f urther examines the 

effect  of financial leverage  on pr ofitability  of listed man ufact uring firms in Ghana. The 

st udy  used the descriptive design and the s o urce  of data  used f or the analysis was a udited 

financial statements  of thirteen (13) licensed firms in Ghana fr om 2006-2018. The st udy 

 used panel regressi on t o estimate the determinants  of financial leverage whiles the dynamic 

system GMM was  used t o analyze the relati onship between financial leverage and 

man ufact uring firms’ perf ormance. Fr om the descriptive statistics, the st udy f o und that the 

average pr ofitability  of listed man ufact uring firms in Ghana are l ow indicating that these 

firms are n ot pr ofitable. M ore over, there is high variati on  of ret urn  on assets (R OA) acr oss 

the firms in the sample. The st udy  used the debt t o t otal eq uity (DTE), debt t o asset (DTA) 

and eq uity t o t otal asset rati o (ETA) as pr oxies f or financial leverage  of firms in Ghana.  On 

the average, leverage  of firms has relatively high variability acr oss the firms in the sample, as 

indicated by higher val ues  of standard deviati ons ar o und their respective means. This 

implies that firms are levered firms that  use m ore debt  or eq uity t o finance their asset. The 

res ults  on the trend  of financial leverage variables were inc onsistent acr oss time. Hence this 
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trend analysis sh ow that firms in Ghana are n ot able t o minimize financial leverage p ositi on 

 ove0r time. 

Fr om the GMM m odel, debt t o t otal asset c omp onent  of financial leverage was negatively 

linked t o pr ofitability whiles debt t o eq uity and eq uity t o asset  opti ons  of financial leverage 

were p ositively linked t o pr ofitability  of man ufact uring firms. This indicates that an 

increased exp os ure t o debt t o asset red uces firm pr ofitability. It was f o und that financial 

leverage has a c onflicting relati onship with pr ofitability  of firms. The inc onsistencies in the 

relati onship is as a res ult  of the different meas ures  of financial leverage f or firms.  

In terms  of the fact ors affecting financial leverage  of man ufact uring firms in Ghana, the 

st udy f o und that red ucing the  use  of debt t o asset increases ret urn  on asset which event ually 

decrease financial leverage exp os ures. Ret urn  on asset decreases debt t o asset  opti on  of 

financial leverage, b ut increases b oth the debt t o eq uity and eq uity t o asset  opti ons  of 

financial leverage. Ret urn  on eq uity p ositively infl uenced financial leverage  opti ons. 

Pr od ucti on c ost was f o und t o negatively affect debt t o asset and eq uity t o asset  opti ons  of 

financial leverage, b ut p ositively infl uenced debt t o eq uity  opti on  of financial leverage.  

Invent ory was f o und t o negatively affect debt t o asset and eq uity t o asset  opti ons  of 

financial leverage. Tangibility was p ositively related t o the financial leverage  of 

man ufact uring c ompanies in Ghana. Th us, ret urn  on eq uity, pr od ucti on c ost, invent ory, 

firm size and tangibility are key determinant  of financial leverage  of the listed 

man ufact uring firms in Ghana. H owever, the relati onship between these variables  or 

determinants and financial leverage were inc onsistent d ue t o the different pr oxies  of 

financial leverage  of the firms.  
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5.3 C oncl usi on and Rec ommendati on 

The imp ortance  of financial leverage as a c omp onent  of capital str uct ure cann ot be 

 overl o oked as it is a maj or part  of c orp orate financing decisi on  of a firm. B usinesses need 

t o maintain a right balance  of debt and eq uity financing since its c ombinati on w o uld either 

pr opel s uccess  or derail the b usiness’ f ut ure pr ospect.  

The st udy examined the fact ors affecting financial leverage am ong man ufact uring firms 

listed  on the Ghana St ock Exchange f or the peri od 2006 – 2018 and f urther analyzed the 

relati onship between financial leverage and pr ofitability  of these firms. This st udy empl oyed 

panel regressi on t o estimate the determinants  of financial leverage whiles the dynamic 

system GMM was  used t o analyze the relati onship between financial leverage and 

man ufact uring firms’ perf ormance. Ret urn  on eq uity, pr od ucti on c ost, invent ory, firm size 

and tangibility are key determinant  of financial leverage  of the listed man ufact uring firms in 

Ghana. Debt t o t otal asset c omp onent  of financial leverage was negatively linked t o 

pr ofitability whiles debt t o eq uity and eq uity t o asset  opti ons  of financial leverage were 

p ositively linked t o pr ofitability  of man ufact uring firms. 

This st udy pr ovides the f oll owing p olicy rec ommendati ons. First, man ufact uring firms 

m ust f oc us  on empl oying minimal debt in financing their  operati ons s o as t o minimize their 

financial leverage p ositi on  over time and n ot be exp osed t o bankr uptcy charges which is a 

risk ass ociated with taking m ore  of debt t o finance a firm’s  operati on. Sec ond, managers  of 

man ufact uring firms sh o uld ad opt a c onsistent and appr opriate meas ure  of financial 

leverage s o as t o drive an  optimal decisi on in relati on t o their capital str uct ure. M ore s o, 

firms sh o uld n ot  only red uce their financial leverage exp os ure b ut ens ure an  optimal 

decisi ons that w o uld impr ove their perf ormance as well as finding ways t o rec over debt 
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p ositi ons with  other s o urce  of f unds. An other p olicy c o uld be f or managers and researchers 

t o expl ore  other internal and external fact ors that are likely t o infl uence financial leverage. 

 

5.4 Limitati ons  of the St udy 

This st udy f oc used  on listed man ufact uring firms in Ghana, findings theref ore are limited t o 

these p ublicly listed man ufact uring firms and may n ot be applicable t o private 

man ufact uring firms wh ose financial rep ort is n ot in the p ublic d omain. This st udy als o 

 used rati o analysis, wh ose calc ulati ons were based  on a udited financial statements. Rati o 

analyses are hist orical in nat ure and prepared based  on specified acc o unting standards which 

c o uld be s ubjected t o manip ulati ons by managers. 

 

5.5 S uggesti ons f or F urther Research 

This st udy rec ommends an additi onal st udy  on the fact ors affecting financial leverage  of 

n on- financial firms listed  on the Ghana St ock Exchange as this st udy f oc used  on listed 

man ufact uring firms. The st udy als o rec ommends the  use  of different meth od ol ogy t o 

analyze existing relati onship between pr ofitability and financial leverage and examine  other 

administrative r ole  of firm that impact  on firms’ financial leverage. 
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