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ABSTRACT 

The st udy expl ored Capital Structure and The Financial Perf ormance  of Listed Man ufact uring 

C ompanies  on the Ghana St ock Exchange  using panel data analysis. The st udy empl oyed 

descriptive research design and q uantitative appr oach. The st udy revealed that sh ort term debt 

(STDA) has a p ositive and statistically significant relati onship with R OE at 1% significance 

level. This means that firms with high pr ofitability (R OE)  uses m ore  of sh ort-term debt 

(STDA) as a s o urce  of financing. Theref ore, the higher the STDA the higher the R OE. 

H owever, the relati onship between sh ort term debt (STDA) and R OA is n ot significant. This 

means that the STDA has n o impact  on the R OA  of firms listed  on the Ghana St ock exchange. 

The res ults fr om the analysis sh owed that the l ong-term debt (LTDA) has a negative and 

significant relati onship with b oth R OE and R OA at 10% and 5% respectively. This means that 

l ong term debt (LTDA) red uces b oth the R OE and R OA  of firms listed  on the st ock exchange 

in Ghana. The T otal debt  of the man ufact ured firms listed  on Ghana st ock exchange have a 

p ositive and statistically significant relati onship with b oth R OE and R OA at 1% significance 

level. This indicates that as the  overall debt  of the man ufact uring firms increases the 

pr ofitability  of the firms als o increases. The firm size as a c ontr ol variable has p ositive and 

statistically significant relati onship with b oth R OE and R OA at 5% and 10% significance level 

respectively. This sh ows that as the size  of the firm increases the pr ofitability  of firms als o 

increases. Als o, bigger firms listed  on the st ock exchange have a high pr ofitability levels than 

firms that are smaller in size. The st udy als o revealed that sales gr owth als o has a p ositive and 

statistically significant relati onship with b oth R OE and R OA at 1% significance level. This 

means that the higher the sales gr owth the higher the pr ofitability  of the firms listed  on the 

st ock exchange. 
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CHAPTER  ONE 

GENERAL INTR OD UCTI ON 

1.1 Backgr o und  of the St udy 

The determinati on  of a firm’s ideal capital structure is a challenging task since it inv olves an 

analysis  of n umer o us iss ues, c ore am ong them is risk and pr ofitability (Sh ubita & 

Alsawalhah, 2012). The decisi on bec omes even m ore challenging, in times when the 

ec on omic, s ocial, techn ol ogical and p olitical envir onments in which the firm  operates exhibits 

high degree  of  unpredictability (Sh ubita & Alsawalhah, 2012). Theref ore, a decisi on between 

ideal pr op orti on  of debt and eq uity can affect the val ue  of the c ompany, as well as financial 

perf ormance.  

 One maj or g oal  of the firm is t o maximize the  owners’ wealth in the firm. Shareh older wealth 

as the prevailing market price  of a firm’s  o utstanding shares. Management c o uld  only achieve 

this  objective by taking appr opriate financing decisi ons in relati on t o the best financing 

ch oices that seek t o minimize the c ost  of capital.  

Financing ch oices can be  underst o od as the n umer o us financing  opti ons that a firm can ad opt 

t o acq uire the needed f unds f or its investing activities in a way that is in line with its main 

targets.  Financial decisi on-making pr ocess is primarily c oncerned with determining the best 

capital str uct ure; s uch that c ost  of capital is minimized and firms’ val ue is maximized.  

Capital str uct ure den otes an  organizati on’s mix  of debt and eq uity financing as they finance 

their f unds f or investment fr om tw o s o urces either t o take l oan fr om the bank called debt  or 

iss ue their shares t o general p ublic called the eq uity financing. The c ombinati on  of debt and 

eq uity t o finance firm’s l ong-term assets is stated as capital str uct ure  of the firm. Debt and 

Eq uity are the basic c omp onents  of the firm’s capital str uct ure.  
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Many the oretical and empirical w ork has been  universally d one t o expand and c ontrib ute 

immensely t o literat ure  on capital str uct ure. F or example, in the n on-financial sect or, 

empirical literat ure has  us ually f oc used  on specific variables that have been f o und t o be 

c onstantly c orrelated with t otal debt s uch as: age, size, gr owth, pr ofitability, market-t o-b o ok 

rati o, c ollateral val ue and dividend p olicy. H owever, literat ure is relatively scared  on iss ues 

 of financing ch oices in the Ghanaian c ontext, there is n o clear  understanding  on h ow Ghanaian 

c ompanies decide  on debt and eq uity str uct ure  of their firms, and the fact ors which infl uence 

their c orp orate financing behavi or (Amid u, 2007).  

Fact ors c ontrib uting t o b usiness fail ure can be addressed thr o ugh pr oper strategies t o drive 

gr owth and achievement  of  organizati onal  objectives (Salazar, S ot o & M osq ueda, 2012). It 

is necessary and s ufficient that pr oper care and attenti on be given while making capital 

str uct ure decisi on else that can ca use financial distress (Singh & Faircl oth, 2015).  Opti ons 

c o uld be several b ut t o decide the best in firm's interest in a partic ular scenari o needs 

s omeb ody t o have a deep  understanding in the field  of finance t o critically analyse the impact 

 of the available  opti ons  on the firm’s perf ormance. A way t o achieve that is t o red uce its c ost 

 of financing  or t o finance with a s o urce having less c ost and large benefits. Firms n owadays 

maintain a mix  of debt and eq uity, b ut the pr oblem is that which pr op orti onate  of debt and 

eq uity has greater benefits against lesser c osts. This is a pr oblem t o answer beca use different 

s o urces  of finances have different c ost str uct ures and benefits all owing the firms t o make it 

as a c ompetitive advantage.  One s ol uti on can be t o ch o ose the mix which maximizes the 

Shareh older’s wealth b ut different firms have different impacts  of the s o urces  of finance. 

The firm's capital structure directly affects its financial risk, which may be described as the risk 

res ulting fr om the  use  of financial leverage. Financial leverage is c oncerned with the 

relati onship between earnings bef ore interest and taxes (EBIT) and earnings bef ore tax (EBT). 
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The m ore fixed-c ost financing, i.e. debt (incl uding financial leases) and preferred st ock, a firm 

has in its capital str uct ure, the greater its financial risk. Since the level  of this risk and the 

ass ociated level  of ret urns are key inp uts t o the val uati on pr ocess, the firm m ust estimate the 

p otential impact  of alternative capital str uct ures  on these fact ors and  ultimately  on val ue in 

 order t o select the best capital str uct ure. The l ong-term s olvency and financial risk  of a firm 

is  us ually assessed f or a given capital str uct ure. Since increase in debt financing affects the 

s olvency as well as the financial risk  of the firm, the excessive  use  of debt financing is 

generally av oided. It may be n oted that the balancing  of b oth the financial and b usiness risk 

is implied s o that the t otal risk  of the firm is kept within desirable limits. A firm having higher 

b usiness risk  us ually keeps the financial risk t o the minim um level;  otherwise the firm 

bec omes a high-risk pr op ositi on res ulting t o higher c ost  of capital. 

After  over half a cent ury  of st udies  on this pr on o unced t opic, ec on omists and financial 

experts have n ot reached an agreement  on h ow and t o which extent firms‟ financing ch oices 

impacts the val ue  of firms, their perf ormance and g overnance. H owever, the st udies and 

empirical findings  of the last decades have at least dem onstrated that capital str uct ure has m ore 

imp ortance than was f o und with the pi oneering Miller-M odigliani m odel. We might pr obably 

be far fr om the ideal c ombinati on between eq uity and debt, b ut the eff orts  of fifty years  of 

st udies have pr ovided the evidence that capital str uct ure d oes affect firms‟ val ue and f ut ure 

perf ormance. This st udy is an attempt t o c ontrib ute t o the empirical st udies  on h ow financing 

ch oices affects firm’s perf ormance in the Ghanaian c ontext. 

1.2 Pr oblem  of the st udy 

 Financial managers  of vari o us b usinesses are faced with the f undamental challenge  of 

deciding  on the m ost s uitable blend  of debt and eq uity. Researchers have n ot br o ught t o 

c oncl usi on the exact effect  of capital structure  of firm perf ormance in the Ghanaian b usiness 
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envir onment.  There is still n o c oncl usive empirical evidence in the literat ure ab o ut h ow 

financing ch oices infl uences c orp orate perf ormance  of firms in Ghana.  Firms can  only 

achieve reas onable gains fr om its specialized assets if they are able t o devel op the req uisite 

capacity t o manage its financial p olicies in relati on t o the acq uisiti on and effective  utilizati on 

 of capital. Capital is key t o the s uccessf ul  operati ons  of all the vari o us departments  of an 

 organizati on, th us marketing, h uman res o urce, pr od ucti on, transp ort and inf ormati on, 

c omm unicati ons and techn ol ogy all need financial res o urces t o f uncti on effectively, hence 

the critical decisi on  on the m ost s uitable debt and eq uity c omp onents in the capital str uct ure. 

Fr om  o ur preliminary  observati on  of the financial rep orts  of firms c onsidered in this st udy, 

debt financing f or q u oted c ompanies in Ghana c orresp onds mainly t o sh ort term debts. Als o, 

external finance f or Ghanaian man ufact uring firms as  observed fr om their ann ual rep orts 

 often far exceed investments f or m ost  of the firms. H owever,  using excessive am o unts  of 

external financing can res ult in the  overleveraging  of a c ompany, which means the b usiness 

has extensive  obligati ons t o instit uti onal and individ ual invest ors wh o can disr upt the 

c ompany’s  operati ons and financial ret urns. 

Debt financing affects a c ompany’s perf ormance beca use c ompanies will  us ually agree t o 

fixed repayments f or a specific peri od. These repayments  occ ur regardless  of the firm’s 

perf ormance. Alth o ugh eq uity financing typically av oids these repayments, it req uires 

c ompanies t o give an  ownership stake in the c ompany t o vent ure capitalist  or invest ors. Th us, 

the ch oice  of capital str uct ure is f undamentally a financing decisi on pr oblem which bec omes 

even m ore diffic ult in times when the ec on omic envir onment in which the c ompany  operates 

presents a high degree  of instability like the case  of Ghana.  

In Ghana, invest ors and stakeh olders appear n ot t o l o ok in detail the effect  of financing 

ch oices in meas uring their firm’s perf ormance as they may ass ume that attrib uti ons  of capital 
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str uct ure are n ot related t o their firms’ val ue. Indeed, a well distrib uti on  of capital structure 

will lead t o the s uccess  of firms; hence the iss ues  of capital str uct ure which may infl uence the 

c orp orate perf ormance  of Ghanaian firms have t o be res olved. Als o, capital structure  of a firm 

can lead t o bankr uptcy and have an adverse effect  on the perf ormance  of the firm if n ot 

pr operly  utilized. The research pr oblem theref ore is t o find an appr opriate mix  of debts and 

st ocks thr o ugh which a firm can increase its financial perf ormance m ore efficiently and 

effectively. 

1.3  Objectives  of the St udy 

1.3.1 General  Objective 

The maj or  objective  of this research is t o empirically examine in the Ghanaian c ontext, 

whether capital structure decisi ons taken by a firm affect its financial perf ormance  or n ot. 

1.3.2 Specific  Objectives 

The specific  objectives derived fr om the maj or  objective are: 

1. T o find  o ut the effect  of sh ort- term debt capital  on financial perf ormance  of 

man ufact uring firms in Ghana. 

2. T o assess the extent t o which l ong term debt capital affects financial perf ormance  of 

man ufact uring firms in Ghana.  

3. T o assess the impact  of t otal debt  on financial perf ormance  of firms listed  on the 

Ghana St ock Exchange.  

1.4 Research Q uesti ons 

1. What is the effect  of sh ort-term debt capital  on financial perf ormance  of 

man ufact uring firms in Ghana? 

2. What is the effect  of l ong-term debt capital  on financial perf ormance  of man ufact uring 

firms in Ghana? 
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3. What is the effect  of t otal debt  on the perf ormance  of man ufact uring firms in Ghana? 

1.5 Significance  of the St udy 

This st udy has significant r ole t o play in filling gap in  understanding the impact  of financing 

ch oices decisi ons  on financial perf ormance  of c ore b usiness  operati ons  of man ufact uring 

firms in Ghana. And hence will serve as reference f or financial managers and invest ors t o 

eq uip themselves with the kn owledge  of the p otential impact  of financing ch oices  on 

pr ofitability. Again, the st udy will bring t o bear the impeccable need f or firms t o strive 

t owards achieving an  optimal capital str uct ure which maximizes shareh olders wealth. In 

additi on, it will serve as a bases f or p olicy makers s uch as Bank  of Ghana t o l o ok at the 

appr opriate level  of capital req uirement f or banks. Besides, this st udy will c ontrib ute t o 

academic disc o urse  on the s ubject matter and serve as a reference material f or  other 

researchers in the area  of c orp orate finance.  

1.6 Sc ope  of the St udy 

The st udy f oc used  on the listed c ompanies that have traded f or at least five c onsec utive years 

 on the Ghana St ock Exchange (GSE) f or the peri od spanning 2014 t o 2018. As at cl os ure  of 

b usiness in December 2018, there were 16 man ufact uring firms  on the Ghana St ock Exchange. 

The st udy, h owever targeted the 10 listed c ompanies fr om the 16. The ch oice  of 

man ufact uring firms is necessitated by the a uthenticity and availability  of data. The thirty 

firms that q ualified t o be incl uded in this st udy had t o meet the f oll owing criteria. 

That the firm sh o uld have been listed c onsec utively within the five-year peri od  under st udy. 

The firm sh o uld have p ublished its a udited financial statement f or all the five-year peri od 

 under c onsiderati on. This is t o ens ure the all the firms been st udied were f ully  operati onal 

and its data c o uld be relied  up on f or this research.  
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1.7 Limitati ons  of the St udy 

The maj or c onstraint enc o untered d uring the st udy was  obtaining data fr om GSE and specific 

firms’ websites d ue t o sl ow resp onse rate by the GSE staff and internet d owntime. This was 

 overc ome by c ontin u o usly f oll ow  up thr o ugh physical attendance, emails and ph one calls t o 

the GSE secretariat and w orking late at night when the internet was free fr om many  users and 

theref ore m ore efficient. The time frame within which the research was t o be c ond ucted as 

well as inadeq uate financial assistance t owards the s uccessf ully c ompleti on  of the st udy was 

a challenge.  

1.8  Organizati on  of the St udy 

This l ong essay is  organized int o five chapters. The first chapter presents the backgr o und  of 

the   st udy, pr oblem statement, what the st udy seeks t o achieve, the relevance  of the st udy t o 

vari o us stakeh olders, sc ope and related challenges c onfr onted in the pr ocess  of  undertaking 

the st udy.  

Chapter tw o c omprises a review  of the the oretical and empirical literat ure  on financing 

ch oices and firm perf ormance. The third chapter disc usses the meth od ol ogy  used in the st udy. 

Chapter f o ur present analysis and disc ussi on  of the findings made fr om the st udy.  Finally, 

chapter five presents a s ummary  of findings  of the st udy, c oncl usi ons, rec ommendati ons and 

s uggesti ons f or f urther research.  
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CHAPTER TW O 

LITERAT URE REVIEW 

2.1 Intr od ucti on 

In an attempt t o explain h ow firms, finance their assets and the fact ors that infl uence these 

f unding decisi ons, a n umber  of the ories and m odels  of capital str uct ure have been pr op osed 

 over the years by different the orists. These the ories and m odels try t o explain the percentage 

 of debt and eq uity in a firm that n ot  only maximize firms’ val ue, b ut als o the impact  on the 

firms’ capability t o face the c ompetiti on in the ever-changing market. 

This chapter reviews b oth the the oretical and empirical literat ure related t o the st udy variables, 

h ow they are related and devel ops a c oncept ual framew ork. In additi on, it  offers a p ositive 

critiq ue  of the literat ure, theref ore identifying the research gaps with a pr obable take by the 

researcher  on the vari o us empirical findings. 

2.2 Definiti on  of Terms 

Eq uity:  Ownership interest in a c orp orati on in the f orm  of c omm on st ocks  or preferred 

st ocks. It can als o be referred t o as shares. It is derived by s ubtracting the t otal liability fr om 

the t otal assets; here als o referred t o as shareh older’s eq uity  or net w orth  or b o ok val ue.   

Risk: The p ossibility  of s uffering damage  or l oss in the face  of  uncertainty ab o ut the  o utc ome 

 of an acti on, f ut ure events  or circ umstances. It is the deviati on  of an act ual  o utc ome fr om 

the expected  o utc ome in the presence  of  uncertainty. 

Financial Risk: This is the increased risk  of eq uity h olders d ue t o financial gearing which is 

the relative pr op orti on  of debt and eq uity that a c ompany  uses t o s upp ort its  operati ons. It is 

d ue s olely t o the capital str uct ure  of a firm  or the level  of gearing. 
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B usiness Risk: This is the variability in earnings bef ore interest and tax (EBIT) ass ociated 

with a c ompany’s n ormal  operati on. It is the pr obability a c ompany will have less than 

anticipated pr ofit  or even experience a l oss rather than making a targeted pr ofit. 

Liq uidity: is the ability  of a firm t o meet its sh ort-term  obligati ons  using its m ost liq uid 

assets. Liq uidity is the ease with which a c ompany can pays its bills and liabilities  over the 

next year, especially if it m ust c onvert its assets int o cash in  order t o d o s o. The fact ors 

affecting the liq uidity req uirements  of a firm are nat ure and size  of the b usiness, gr owth and 

expansi on activities man ufact uring cycle, pr od ucti on p olicy, t urn over  of circ ulating capital, 

credit terms,  operating efficiency and price level changes.  

Liq uidity and pr ofitability are tw o very imp ortant and vital aspects  of c orp orate b usiness life. 

N o firm can s urvive with o ut liq uidity. A firm n ot making pr ofit may be c onsidered as sick 

b ut,  one having n o liq uidity may s o on meet its d ownfall and  ultimately die. Liq uidity 

management has th us, bec ome a basic and br oad aspect  of j udging the perf ormance  of a 

c orp orate entity (Bardia 2007). It is th us, essential t o maintain as adeq uate degree  of liq uidity 

 of sm o oth r unning  of the b usiness  operati ons. The liq uidity sh o uld be neither excessive n or 

inadeq uate. Excessive liq uidity indicates acc um ulated idle f unds, which d o n ot earn any pr ofit 

f or the firm, and inadeq uate liq uidity n ot  only adversely affect the credit w orthiness  of the 

firm, b ut als o interr upts the pr od ucti on pr ocess and hampers its earning capacity t o a great 

extent. Th us, the need f or efficient liq uidity management in c orp orate b usinesses has always 

been significant f or sm o oth r unning  of the b usiness, (Valrshney, 2008). 

Financial perf ormance: Acc ording t o B usiness Dicti onary (2011), financial perf ormance 

refers t o h ow effective a firm can  use res o urces th us t otal assets  or capital fr om its main m ode 

 of b usiness t o generate maxim um reven ues. Financial perf ormance indicates firm’s  overall 

financial strength  over a peri od. Stakeh olders  of b usinesses are individ uals and instit uti ons 
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wh o are interested in the affairs  or  operati ons  of the firm. They may have direct  or indirect 

interest th us stakeh olders may affect  or be affected by the activities  of a b usiness. They incl ude 

credit ors, c ust omers, shareh olders, c omm unities, empl oyees, management etc. wh o have 

diverse interest hence different meas ure  of firm perf ormance is applied. Meas ures  of firm 

perf ormance may incl ude the  use  of acc o unt rati os,  operating inc ome, and increase in size  of 

assets, sales gr owth and t otal  unit sales. 

Ret urn  on eq uity: This is a pr ofitability rati o that meas ures the extent t o which capital 

c ontrib uted by shareh olders has been effectively and efficiently  used t o generate pr ofit. 

 Ret urn  on Eq uity = Pr ofit bef ore interest and tax/ shareh olders’ f unds. It meas ures the ability 

 of a firm t o generate pr ofit fr om its shareh olders investment in the c ompany. Ret urn  on Eq uity 

may be affected p ositively  or negatively by debt. If the Earnings bef ore interest and tax is 

greater than the c ost  of debt then leverage will have a p ositive impact  on ret urn  on eq uity and 

vice versa. Firms with higher R OE is an indicati on that the c ompany is financially s o und, 

h owever this sh o uld n ot be interpreted in is olati on, b ut a deeper c onsiderati on t o the debt 

c omp onent  of a firm’s capital str uct ure. 

Ret urn  on Asset: This is an other meas ure  of financial perf ormance which reveals the level 

 of pr ofit that is been generated by the t otal asset  of a firm. It is preferable t o generate pr ofit 

with a l ower level  of assets beca use  of the capital that is needed t o b uild  up assets s uch as 

plant, eq uipment and st ock. The  overall pr ofitability relative t o all the assets  utilized by the 

firm is kn own as the ret urn  on assets. A l ow ret urn  of asset may mean an  overinvestment in 

assets  or  under utilizati on  of assets.  
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2.3 C omp onents  of financing ch oices 

All  of the items  on the right-hand side  of the firm’s balance sheet, excl uding c urrent liabilities, 

are s o urces  of capital. T otal capital breakd own int o tw o c omp onents, eq uity capital and debt 

capital. 

2.3.1 Eq uity Financing 

In c omp onents  of capital str uct ure, eq uity share capital represents the  ownership capital  of 

the c ompany. It is the permanent capital and cann  ot be withdrawn d uring the lifetime  of the 

c ompany.  Owners are the real risk bearers, b ut they als o enj oy rewards. Their liability is 

restricted t o their capital c ontrib uted. 

Eq uity shares are p op ular am ong the investing class. With eq uity financing via c omm on 

st ock, y o u can red uce  or increase y o ur  ownership percentage in y o ur c ompany thr o ugh the 

sale  or p urchase  of c omm on st ock t o  or fr om  one  or m ore individ uals  or entities in exchange 

f or a specified am o unt  of m oney. The c omm on eq uity represents the am o unt that all c omm on 

shareh olders have invested in a c ompany. M ost imp ortantly, this incl udes the val ue  of the 

c omm on shares themselves. H owever, it als o incl udes retained earnings and additi onal paid-

in capital. Acc ording t o Nawaz, et al., (2011), capital c onsists  of tw o types: (1) C ontrib uted 

capital, which is the m oney that was  originally invested in the b usiness in exchange f or shares 

 of st ock  or  ownership and (2) Retain earnings, which represent pr ofits fr om past years that 

have been kept by the c ompany and  used t o strengthen the balance sheet  or f und gr owth, 

acq uisiti ons,  or expansi on. If a firm d oesn’t  use debt financing, it’s referred t o as an  unlevered 

firm. If a firm d oesn’t  use debt then its ret urn  on invested capital shall be meas ured by ret urn 

 on eq uity. This simply means that the b usiness risk  of a leverage free firm will be meas ured 

by the standard deviati on  of its R OE. Eq uity  owners are the  ultimate  owners  of the c ompany 
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and participate in the pr ofits  of the c ompany via dividends. Eq uity capital can be created by 

iss uing new shares  or by retaining pr ofits (C oyle 2002). 

2.3.2 Debt Financing 

The debt capital in a c ompany's capital str uct ure refers t o b orr owed m oney that is at w ork in 

the b usiness. The safest type is generally c onsidered l ong-term debt beca use the c ompany has 

years, if n ot decades, t o c ome  up with the principal, while paying interest  only in the meantime 

acc ording t o Nawaz, et al. (2011). In c omp onents  of capital str uct ure, debent ure capital is a 

part  of b orr owed capital; the credit ors  of the c ompany are the debent ure h olders. Different 

types  of debent ures are iss ued f or the c onvenience  of invest ors. Als o,  organizati ons can 

 obtain l ong-term and medi um term l oans fr om banks and financial instit uti ons. P ublic 

Dep osits can be  used as debt finance; p ublic dep osit means any m oney received by a n on-

banking c ompany by way  of dep osit  or l oan fr om the p ublic, incl uding empl oyees, c ust omers 

and shareh olders  of the c ompany  other than in the f orm  of shares and debent ures When a firm 

decides t o  use debt financing f or its  operati ons it’s faced with a financial risk and it’s referred 

t o as a levered firm. Ehrhardt & Brigham (2011) defined financial risk as the additi  onal risk 

placed  on the c omm on st ockh olders as a res ult  of the decisi on t o finance with debt. Financial 

risk is the pr obability that the earnings  of the firm will n ot be as pr ojected beca use  of the 

meth od  of financing. Als o, the financial risk arises beca use debt has a fixed financing 

 obligati on  us ually in the f orm  of interest which m ust be met when the  obligati on falls d ue 

bef ore the shareh olders can share in the retained earnings. The level  of debt (financial 

leverage) that is acceptable f or  one ind ustry  or line  of b usiness can be highly risky in an other, 

beca use different ind ustries and lines  of b usiness have different  operating characteristics 

(Gitman & Z utter, 2012). 
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2.4  Overview  of Ghana St ock Exchange  

The Ghana St ock Exchange was inc orp orated in J uly 1989 as a private c ompany  under the 

Ghana c ompanies’ c ode, 1963(Act179). H owever, the stat us  of the c ompany was changed t o 

a p ublic c ompany  under the c ompany’s C ode in April 1994.The exchange was given 

rec ogniti on as an a uth orized st ock exchange  under the st ock Exchange Act  of 1971.Trading 

 on the fl o or  of the exchange c ommenced  on N ovember 12, 1990. The GSE is a private sect or 

initiative and is n ot f unded by g overnment. The exchange has n o shareh olders b ut it has tw o 

categ ories  of members, Licensed Dealing Members and Ass ociate Members. A Licensed 

Dealing Member is a c orp orate b ody licensed by the exchange t o deal in listed sec urities. An 

Ass ociate Member is an individ ual  or c orp orate b ody, which has satisfied the Exchange’s 

membership req uirements, b ut is n ot licensed t o act as a st ockbr oker  on the exchange. 

Members  of the exchange r ose fr om three initially t o 53 by December 1998.It c ommenced 

 operati ons with three br okerage firms and 11 listed c ompanies. The n umber  of listed 

c ompanies increased fr om eleven (11) in 1990 t o third-teen (13) in 1991, t o nineteen (19) in 

1995,t o twenty-tw o (22) in 1996 and then t o twenty-five (25) as at Febr uary 2003. C urrently, 

the n umber  of listed C ompanies has increased f urther t o thirty-seven (37) as at 31st December 

2015. The increasing n umber  of listed C ompanies sh ows the height at which the Ghana St ock 

Exchange has reached in terms  of raising eq uity capital f or these financial dependent firms.  

A C o uncil g overns the exchange with representati on fr om Licensed Dealing Members, listed 

c ompanies, the banks, ins urance c ompanies, m oney markets and the general p ublic. The 

C o uncil sets the p olicies  of the exchange, and its f uncti ons incl ude preventing fra uds and 

malpractice, maintaining g o od  order am ong members, regarding st ock market and granting 

listing. 
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2.5 The oretical Literat ure Review 

This st udy is  underpinned by capital str uct ure the ories that pr ovide the basis  of st udy variables 

ch oice. In partic ular, capital str uct ure irrelevance, relevance, agency, signaling the ory, trade 

 off and pecking  order the ories are reviewed since all  of them s upp ort b oth the dependent and 

predict or variables as sh own in the c oncept ual framew ork. 

2.5.1 M odigliani and Miller (MM) the ory 

In c orp orate finance the ories, the seminal w ork by M odigliani and Miller (1958) in capital 

str uct ure pr ovided a basis f or the devel opment  of the the oretical framew ork within which 

vari o us the ories were ab o ut t o emerge in the f ut ure. M odigliani and Miller (1958) c oncl uded 

t o the br oadly kn own the ory  of “capital str uct ure irrelevance” where financial leverage d oes 

n ot affect the firm’s val ue. H owever, their the ory was based  on very restrictive ass umpti ons 

that d o n ot h old in the real w orld. These ass umpti ons incl ude n o taxes, n o transacti on c osts, 

h om ogen o us expectati ons, and perfect capital markets. The existence  of bankr uptcy c osts and 

tax advantage o us  of interest payments lead t o the c oncept  of an “ optimal” capital str uct ure 

which maximizes the val ue  of the firm, and hence minimizes its t otal c ost  of capital. 

M odigliani and Miller (1958) reviewed their earlier p ositi on by inc orp orating tax benefits as 

determinants  of the capital str uct ure  of firms. The key feat ure  of taxati on is that interest is a 

tax-ded uctible expense. A firm that pays taxes receives a partially  offsetting interest “tax-

shield” in the f orm  of l ower taxes paid. Hence, M odigliani and Miller (1963) pr op osed t o  use 

as m uch debt capital as p ossible in  order t o increase pr ofitability and hence maximize the 

val ue  of firms. 
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M&M II might make it s o und as if it is always a g o od thing when a c ompany increases its 

pr op orti on  of debt relative t o eq uity, b ut that's n ot the case. Additi onal debt is g o od  only  up 

t o a certain p oint beca use  of bankr uptcy c ost. 

Bankr uptcy c osts can significantly affect a c ompany's c ost  of capital. When a c ompany invests 

in debt, the c ompany is req uired t o service that debt by making req uired interest payments. 

Interest payments alter a c ompany's earnings as well as cash fl ow. 

F or each c ompany there is an  optimal capital str uct ure, incl uding a percentage  of debt and 

eq uity, and a balance between the tax benefits  of the debt and the eq uity. As a c ompany 

c ontin ues t o increase its debt  over the am o unt stated by the  optimal capital str uct ure, the c ost 

t o finance the debt bec omes higher as the debt is n ow riskier t o the lender. The risk  of 

bankr uptcy increases with the increased debt l oad. Since the c ost  of debt bec omes higher, the 

WACC is th us affected. With the additi on  of debt, the WACC will at first fall as the benefits 

are realized, b ut  once the  optimal capital str uct ure is reached and then s urpassed, the increased 

debt l oad will then ca use the WACC t o increase significantly. 

2.5.2 The Trade- off The ory 

Acc ording t o Keynes (1936), firms need liq uidity t o face their c urrent expenses. Th us they 

have t o raise f unds in capital markets  or liq uidate existing assets. H owever, capital markets 

are imperfect and there are transacti on c osts which can be av oided by h olding a s ufficient cash 

level. Th us, the firm can av oid the sit uati ons where it is f orced t o f org o its pr ofitable 

investments, t o c ut its dividend payments  or t o liq uidate its assets. And this is  one  of the 

principal benefits  of h olding a s ufficient cash level. 

Like debt, cash h olding generates c osts and benefits; and is very imp ortant in financing the 

gr owth  opp ort unities  of the firm. The principal benefit  of h olding cash is that it c onstit utes a 

safety b uffer which all ows firms t o av oid the c osts  of raising external f unds  or liq uidating 
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existing assets and which all ows firms t o finance their gr owth  opp ort unities. In fact, since 

c ompanies  operate in an imperfect market, they either have diffic ulty accessing the capital 

markets  or bear a very imp ortant external financing c ost. M ore over, the principal characteristic 

 of their envir onment is  uncertainty. Th us, ins ufficient am o unt  of cash f orces firms t o f org o 

pr ofitable investment pr ojects  or t o s upp ort abn ormally high c osts  of financing. Tw o 

principal c osts are ass ociated t o cash h oldings. These c osts depend  on whether managers 

maximize shareh olders wealth  or n ot. If managers’ decisi ons are in line with shareh olders’ 

interests, the  only c ost  of cash h oldings is its l ower ret urn relative t o  other investments  of the 

same risk. If managers d on’t maximize shareh olders’ wealth, they increase their cash h oldings 

t o increase assets  under their c ontr ol and s o t o be able t o increase their managerial discreti on. 

In this case, the c ost  of cash h oldings will increase and incl ude the agency c ost  of managerial 

discreti on. Th us, we can apply the idea  of Trade- off The ory t o determine the  optimal level  of 

cash. 

Myers (1984) arg ues that the trade- off the ory als o fails t o predict the wide degree  of cr oss-

secti onal and time variati on  of  observed debt rati os Barnea, Ha ugen, and Talm or (1987) 

devel oped a m ulti peri od capital str uct ure m odel that incl udes differential c osts  of debt and 

eq uity financing as well as the p ossibility  of real firm gr owth. In an imp ortant insight, they 

rec ognize that a firm’s  optimal m ulti peri od debt p olicy sets interest relative t o taxable inc ome 

 on a peri od-by-peri od basis. In their m odel, a gr owing, riskless firm can shield all  of its 

inc ome fr om c orp orate taxati on and achieve an interi or  optimal capital str uct ure. A firm’s 

debt rati o may  optimally vary  over time, s uggesting an  optimal range rather than level f or the 

debt rati o. 

Lewis (1990) arg ues that, d ue t o debt mat urity c onsiderati ons, there may be m ore than  one 

c urrent debt rati o c orresp onding t o a set  of f ut ure interest payments. F or a given set  of interest 
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payments  over time, a firm’s c urrent debt rati o can vary with its debt mat urity str uct ure, 

reflecting the term str uct ure  of interest rates as well as different defa ult risks. In this c ontext, 

there may be m ultiple  optimal debt rati os even if the set  of interest payments is  uniq ue. The 

trade- off the ory  of capital str uct ure arg ues that firms balance the c orp orate tax benefit  of debt 

against these vari o us c osts. The the ory yields an int uitively pleasing interi or  optim um f or 

firms, and gives a rati onale f or cr oss-secti onal variati on inc orp orate debt rati os: firms with 

different types  of assets will have different bankr uptcy and agency c osts and different  optimal 

debt rati os. Additi onally, firms with different am o unts  of alternative tax shields will have 

different marginal tax benefits  of debt, th us implying different levels  of  optimal debt rati os. 

While there is less than t otal agreement  on the exact c osts and benefits  of leverage, and what 

r ole they explicitly play in firms’ capital str uct ure decisi ons, m ost financial ec on omists accept 

s ome versi on  of the trade- off the ory. 

Previ o us research  on Static Trade- off The ory c oncl udes mixed res ults.  On  one side, st udy 

sh ows that target leverage is n ot imp ortant. Many st udies f or instance, (Titman and Wessels 

1988), Rajan & Zingales ,1995) and (Fama & French, 2002) affirm that higher pr ofitability 

firms tend t o b orr ow less, which is inc onsistent with the act ual trade- off predicti on that higher 

pr ofitability firms sh o uld b orr ow m ore t o red uce tax liabilities. (Graham, 2000) estimating 

the c ost and benefit  of debt, finds that the large and m ore pr ofitable firms with l ow financial 

distress expectati on  use the debt c onservatively. Micr os oft is the classic example  of th ose 

st udies that it being a very pr ofitable  organizati on has maintained a zer o-debt p olicy. F urther 

s urvey  of c orp orate exec utives sh ows the s oftness  of target leverage (Graham & Harvey, 

2001). Speed  of adj ustment t owards target leverage is sl ow (Jalilvand & Harris, 1984); (Fama 

& French (2002). 
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Firms  on their capital str uct ures d o n ot c ompensate the impacts  of st ock ret urns actively and 

pri or st ock ret urns are the main determinant  of market leverage Welch, 2004).  On the  other 

side, many st udies s upp ort trade- off the ory and c onfirm the r ole  of target leverage (See e.g. 

Marsh, 1982; H ovakimian, H ovakimian, 2004; H ovakimian & Tehranian, 2004). (Frank & 

G oyal, 2004) fav or the trade- off the ory in leverage decisi ons by examining relative 

imp ortance  of 39 fact ors. (Flannery & Rangan, 2006) c ontradicted Welch (2004) by finding 

the effects  of firms’ pri or st ock price m ovements. M ost  of the time firms are n ot s o active 

with respect t o their financial p olicy b ut t o m ove t owards target leverage firms d o b uy back 

their sec urities (Leary & R oberts, 2005); (H ovakimian, 2001). (Streb ulaev, 2004) and 

(Hennessy & Whited, 2005) have tried t o c onciliate inc onsistent empirical findings with 

respect t o Trade- off The ory in a dynamic framew ork. 

Trade- off the ory hence predicts the c ost and benefit analysis  of debt financing t o achieve 

 optimal capital str uct ure. There is evidence in fav or  of the static trade off and  optimal 

financing str uct ure. Several a uth ors, s uch as (Schwartz & Ar ons on, 1967), have d oc umented 

evidence  of str ong ind ustry effects in debt rati os, which they interpret as evidence  of  optimal 

rati os. (L ong & Malitz, 1985) sh ow that leverage rati os are negatively related t o research and 

devel opment expendit ures, which they  use as a pr oxy f or intangible assets. (Smith and Watts, 

1992) als o d oc ument a negative relati on between gr owth  opp ort unities and debt rati os. 

(Mackie-Mas on, 1990) rep orts evidence that firms with tax l oss carry f orwards are less likely 

t o iss ue debt. This c oncl usi on is c onsistent with (Miller and M odigliani, 1966), wh o detected 

the p ositive effects  of interest tax shields in the market val ues  of electric  utilities. 

2.5.3 Pecking  Order The ory 

The Pecking  Order The ory  originated by (Myers and Majl uf, 1984) is the nearest pertinent 

the ory explaining the c ompany’s  optimal capital str uct ure. (Myers’, 1984) Pecking  Order 
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The ory is based  on the asserti on that managers have inf ormati on ab o ut their firms than 

invest ors. It deals with the r ole  of asymmetric inf ormati on in determining the am o unt  of debt 

and eq uity a firm will iss ue. Firms sh o uld finance investments first with internal f unds, then 

with safe debt, f oll owed by risky debt and finally with eq uity t o red uce the adverse signals 

that may be emitted. The implicati on  of the Pecking  Order The ory is that firms d o n ot have a 

target debt-eq uity rati o as they ch o ose their leverage rati o based  on their financing needs. This 

the ory als o implies that firms d o n ot have target cash balances b ut cash is act ually  used as a 

b uffer between retained earnings and investment needs (Ferreira & Vilela, 2004). This als o 

means that when a firm increases its internal f unds, its leverage falls. As a firm c ontin ues t o 

maintain a s urpl us  of internal f unds f or the p urp ose  of red ucing adverse selecti on c osts, it 

will acc um ulate excess cash which it will  use t o pay  off its debt when d ue. As f or a firm which 

d oes n ot have a c onstrained investment p olicy, it simply  uses cash fl ow t o increase cash 

( Opler et al. 1999). W orking capital is a readily available internal s o urce  of financing which 

can th us act as an alternate s o urce  of financing t o external capital, especially f or the p urp ose 

 of fixed-investment sm o othing in  order t o maintain a stable fixed investment path. 

External f unds can be very c ostly d ue t o fl oatati on c osts and the pr oblem  of asymmetric 

inf ormati on, especially f or financially c onstrained firms (Fazzarri & Petersen, 1993). A higher 

st ock in w orking capital, which will have l ower marginal val uati on t o the firm (Fazzari & 

Petersen 1993), all ows managers t o p urs ue their p ositive net present val ue pr ojects with o ut 

having t o w orry ab o ut having t o iss ue  underval ued sec urities. The arg ument  of the Pecking 

 Order The ory implies that there is a very str ong relati onship between investment in w orking 

capital and inf ormati on asymmetry. D ue t o this, firms with different characteristics, s uch as 

gr owth  opp ort unities, size, asset tangibility etc., w o uld res ult in different investment p olicies 

in w orking capital depending  on the r oles played by these characteristics in aggravating and/ or 

red ucing the pr oblem  of asymmetric inf ormati on and the c osts ass ociated with the level  of 
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asymmetric inf ormati on. When it c omes t o pecking  order the ory it has been s upp orted by 

many academic s uch as Asq uith and M ullins (1986) and Eckb o (1986) had sh own evidence 

 of adverse selecti on relating t o eq uity iss ues. While research by Cadsby, Frank and 

Maksim ovic (1990) pr ovided similar evidence  on experimental bases regarding firm’s 

financing req uirements.  One  of the aspects  of pecking  order the ory implies that when it c omes 

t o pr ofitable firms, they w o uld always prefer internal financing rather than taking  up new 

debts  or eq uity. Even th o ugh, debt is c onsidered cheaper than eq uity within certain 

pr op orti ons. F urther asserti on by (Myers 1984) s uggests that it is beca use the val ue  of firm 

and wealth  of shareh olders ass ociated with firm is dist urbed by asymmetry  of inf ormati on.  

This arg ument is s upp orted by (Fama and French, 2000) wh o f o und that pr ofitable firms were 

less leveraged as c ompared t o n on-pr ofitable firms. (M urray and G oyal, 2003) held that large 

firms tend t o acc um ulate debts in  order t o s upp ort and keep  up with the payments  of dividends 

while small firms tend t o behave in  opp osite behavi or. (J ong, Verbeek & Verwijmeren, 2011) 

examined 6000  US firms in the peri od  of 1985 t o 2005 and f o und evidence t o s upp ort pecking 

 order the ory. (Bessler et al, 2008) c oncl uded that n on  US firms s upp ort Pecking  Order 

The ory. Many research c ond ucted  on devel oping c o untries s upp ort Pecking  Order The ory. 

(Brealey, Myers & Allen, 2008) s uggested that the Pecking  Order The ory explains the reas on 

why m ore pr ofitable c ompanies  us ually ask less f or b orr owing m oney – n ot beca use they 

d on’t have l ower levels  of debt targets b ut beca use they d on’t need external s o urce  of f unds. 

 On the  other hand, less pr ofitable c ompanies iss ue b onds beca use they d on’t have en o ugh 

internal f unds t o finance investments decisi ons. In this matter, th ose c ompanies als o prefer 

iss uing debt bef ore iss uing new st ocks. 

 F oll owing this the ory, n ot  only managers  of less pr ofitable c ompanies b ut als o managers  of 

m ore pr ofitable c ompanies w o uld ch o ose a m ore aggressive w orking capital p olicy, 
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press uring f or l ower level  of c urrent assets and higher level  of financing via s uppliers, in a 

way t o s o urce internally the needed f unds t o finance their c ompanies and t o av oid iss uing 

debt and eq uity. Pecking  Order The ory, h owever, d oes n ot explain the infl uence  of taxes, 

financial distress, sec urity iss uance c osts, agency c osts,  or the set  of investment  opp ort unities 

available t o a firm  up on that firm’s act ual capital str uct ure (Liesz, 2001) It als o ign ores the 

pr oblems that can arise when a firm’s managers acc um ulate s o m uch financial slack that they 

bec ome imm une t o market discipline. In s uch a case it w o uld be p ossible f or a firm’s 

management t o precl ude ever being penalized via a l ow sec urity price and, if a ugmented with 

n on-financial take over defenses, imm une t o being rem oved in a h ostile acq uisiti on. F or these 

reas ons Pecking  Order The ory is  offered as a c omplement t o, rather than a s ubstit uti on f or, 

the traditi onal trade- off m odel (Liesz, 2001). 

2.5.4 Agency C ost The ory 

Agency the ory f oc used  on the c osts which are created d ue t o c onflicts  of interest between 

shareh olders, managers and debt h olders. Harris & Raviv (1991) explained the three types  of 

agency c osts which can help explain the relevance  of capital str uct ure as f oll ows; 

Asset s ubstit uti on effect: As D/E increases, management has an increased incentive t o 

 undertake risky (even negative NPV) pr ojects. This is beca use if the pr oject is s uccessf ul, 

shareh olders get all the  upside, whereas if it is  uns uccessf ul, debt h olders get all the d ownside. 

If the pr ojects are  undertaken, there is a chance  of firm val ue decreasing and a wealth transfer 

fr om debt h olders t o shareh olders.  Underinvestment pr oblem: If debt is risky (e.g. in a gr owth 

c ompany), the gain fr om the pr oject will accr ue t o debt h olders rather than shareh olders. Th us, 

management has an incentive t o reject p ositive NPV pr ojects, even th o ugh they have the 

p otential t o increase firm val ue. 
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Free cash fl ow:  unless free cash fl ow is given back t o invest ors, management has an incentive 

t o destr oy firm val ue thr o ugh empire b uilding and perks etc. Increasing leverage imp oses 

financial discipline. The free cash fl ow the ory says that danger o usly high debt levels will 

increase val ue, despite the threat  of financial distress, when a firm's  operating cash fl ow 

significantly exceeds its pr ofitable investment  opp ort unities. The free cash fl ow the ory is 

designed f or mat ure firms that are pr one t o  overinvest. D ue t o the free cash fl ow the ory  of 

Jensen (1986) agency c ost the ory s upp orts a p ositive relati onship between capital str uct ure 

and pr ofitability. 

2.5.5 The Market timing the ory 

The market timing the ory  of capital str uct ure arg ues that firms time their eq uity iss ues in the 

sense that they iss ue new st ock when the st ock price is perceived t o be  overval ued, and b uy 

back  own shares when there is  underval uati on. C onseq uently, fl uct uati ons in st ock prices 

affect firm’s capital str uct ures. There are tw o versi ons  of eq uity market timing that lead t o 

similar capital str uct ure dynamics. The first ass umes ec on omic agents t o be rati onal. 

C ompanies are ass umed t o iss ue eq uity directly after a p ositive inf ormati on release which 

red uces the asymmetry pr oblem between the firm’s management and st ockh olders. The 

decrease in inf ormati on asymmetry c oincides with an increase in the st ock price. In resp onse, 

firms create their  own timing  opp ort unities. 

The sec ond the ory ass umes the ec on omic agents t o be irrati onal (Baker and W urgler, 2002). 

D ue t o irrati onal behavi o ur there is a time-varying mispricing  of the st ock  of the c ompany. 

Managers iss ue eq uity when they believe its c ost is irrati onally l ow and rep urchase eq uity 

when they believe its c ost is irrati onally high. It is imp ortant t o kn ow that the sec ond versi on 

 of market timing d oes n ot req uire that the market act ually be inefficient. It d oes n ot ask 

managers t o s uccessf ully predict st ock ret urns. The ass umpti on is simply that managers 
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believe that they can time the market. In a st udy by Graham and Harvey (2001), managers 

admitted trying t o time the eq uity market, and m ost  of th ose that have c onsidered iss uing 

c omm on st ock rep ort that "the am o unt by which  o ur st ock is  underval ued  or  over- val ued" 

was an imp ortant c onsiderati on. 

This st udy s upp orts the ass umpti on in the market timing the ory menti oned ab ove which is 

managers believe they can time the market, b ut d oes n ot immediately disting uish between the 

mispricing and the dynamic asymmetric inf ormati on versi on  of market timing. 

Baker and W urgler (2002) pr ovide evidence that eq uity market timing has a persistent effect 

 on the capital str uct ure  of the firm. They define a market timing meas ure, which is a weighted 

average  of external capital needs  over the past few years, where the weights  used are market 

t o b o ok val ues  of the firm. They find that leverage changes are str ongly and p ositively related 

t o their market timing meas ure, s o they c oncl ude that the capital str uct ure  of a firm is the 

c um ulative  o utc ome  of past attempts t o time the eq uity market. 

2.6 Empirical St udies  on the effect  of financing ch oices  on Financial Perf ormance 

Since the pi oneering w ork  of M odigliani and Miller (1958), the financing decisi on  of capital 

str uct ure and their impact  on financial perf ormance has been a maj or field in the c orp orate 

finance literat ure. Since then, n umer o us st udies have attempted t o investigate the relati onship 

between capital str uct ure and financial perf ormance  of the firms. Even th o ugh, the area  of 

capital str uct ure and its impacts  on financial perf ormance have been analyzed and investigated 

in the  other c o untries, n ot m uch w ork has been d one in Ghana b ut s ome attempt has been 

made t o investigate the impact  of capital str uct ure  on financial perf ormance n ot  on 

shareh olders wealth. 
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Salim & Yadav (2012) examined the relati onship between capital str uct ure and firm 

perf ormance. The investigati on was perf ormed  using panel data pr oced ure f or a sample  of 

237 Malaysian listed c ompanies  on the B ursa Malaysia St ock exchange d uring 1995-2011. 

The st udy  used f o ur perf ormance meas ures (incl uding ret urn  on eq uity (R OE), ret urn  on 

asset (R OA), T obin’s Q and earning per share (EPS)) as dependent variable. The five capital 

str uct ure meas ure (incl uding l ong term debt (LTD), sh ort term debt (STD), t otal debt (TD) 

rati os and gr owth) as independent variable. Size is a c ontr ol variable. The data are divided 

int o six sect ors which are c onstr ucti on, c ons umer pr od uct, ind ustrial pr od uct, plantati on, 

pr operty, trading and service. The empirical tests indicate that capital str uct ure (especially TD 

and STD) negatively impacts perf ormance meas ured by R OE.  On the  other hand capital 

str uct ure (LTD and TD) has negative significant impact  on firm’s perf ormance meas ured by 

R OA. F urtherm ore, findings  of this st udy s uggest that there is a significantly p ositive 

relati onship between T obin’s Q (firm perf ormance) and capital str uct ure meas ured by LTD 

and STD. Finally, the res ults sh ow that T obin Q has a p ositive and significant relati onship 

with size (as c ontr ol variable) f or all sect ors  under st udy except f or pr operty sect or a negative 

effect  on the T obin’s Q  observed. 

Farhad & Aliasghar (2013) als o st udied the relati onship between capital str uct ure and 

Pr ofitability  using data fr om 252 n on-financial c ompanies in the peri od fr om 1999 t o 2008 in 

Tehran St ock Exchange. C onsistent with earlier the ories, f o und a p ositive ass ociati on 

between the ret urn  on eq uity (R OE) and sh ort-term debt. This s uggests increasing sh ort-term 

debts with l ow interest rate will lead t o increase in pr ofitability. F urtherm ore, the res ults 

revealed a negative ass ociati on between R OE and l ong-term debt. S o, when firms increase 

l ong-term debts, this res ults t o decrease in pr ofitability. Finally, the res ults als o indicate a 

p ositive relati onship between R OE and t otal debt. 
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Ab or (2005) investigated the relati onship between capital str uct ure and pr ofitability  of 

man ufactiring firms  on the Ghana St ock Exchange (GSE) d uring a five-year peri od (1998-

2002). Panel data meth od ol ogy and regressi on analysis were  used in the estimati on  of 

f uncti ons relating the ret urn  on eq uity (R OE) with meas ures  of capital str uct ure. And, the 

finding revealed a significantly p ositive relati on between the rati o  of sh ort-term debt t o t otal 

assets and R OE. H owever, a negative relati onship between the rati o  of l ong-term debt t o t otal 

assets and R OE was f o und. This implies that an increase in the l ong-term debt p ositi on is 

ass ociated with a decrease in pr ofitability. With regard t o the relati onship between t otal debt 

and ret urn rates, the res ults sh ow a significantly p ositive ass ociati on between the rati o  of t otal 

debt t o t otal assets and ret urn  on eq uity. 

Sh ubita & alsawalhah (2012) extend Ab or’s (2005), and Gill (2011) findings regarding the 

effect  of capital str uct ure  on pr ofitability by examining the effect  of capital str uct ure  on 

pr ofitability  of the ind ustrial c ompanies listed  on Amman St ock Exchange d uring a six-year 

peri od (2004-2009). The st udy sample c onsists  of 39 c ompanies and applied c orrelati ons and 

m ultiple regressi on analysis. The res ults revealed significantly negative relati on between debt 

and pr ofitability. These findings imply that an increase in debt p  ositi on is ass ociated with a 

decrease in pr ofitability; th us, the higher the debt, the l ower the pr ofitability  of the firm. The 

res ults als o sh ow that pr ofitability increases with c ontr ol variables; size and sales gr owth. The 

findings  of this paper c ontradict with pri or empirical st udies like Ab or (2005). Yet 

rec ommendati ons based  on findings are  offered t o impr ove certain fact ors like the firm m ust 

c onsider  using an  optimal capital str uct ure and f ut ure research sh o uld investigate 

generalizati ons  of the findings bey ond the man ufact uring sect ors. 

C onsistent with the Sh ubita & Alsawalhah (2012) findings, Chechet &  Olayiw ola (2014) 

examined capital str uct ure and pr ofitability  of the Nigerian man ufactiring firms fr om the 
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Agency C ost The ory perspective with a sample  of seventy (70)  o ut  of p op ulati on  of tw o 

h undred and f orty-five firms listed  on the Nigerian st ock exchange (NSE) f or a peri od  of ten 

(10) years: 2000 - 2009 with the aid  of the NSE Fact B o ok c overing the peri od  under review. 

Panel data f or the firms are generated and analyzed  using fixed-effects, rand om-effects and 

Ha usman Chi Sq uare estimati ons. Tw o independent variables which served as meas ure  of 

capital str uct ure were  used in the st udy: debt rati o (DR) and eq uity  over the peri od (EQT) 

while pr ofitability (PR OF) as the  only dependent variable. The res ult sh owed that DR is 

negatively related with PR OF, b ut EQT is directly related with PR OF. 

Nirajini & Priya (2013) st udied the Capital str uct ure and financial perf ormance d uring 2006 

t o 2010 (05 years) financial year  of listed trading c ompanies in Sri Lanka. F or the p urp ose  of 

this st udy, the data was extracted fr om the ann ual rep orts  of sample c ompanies. C orrelati on 

and m ultiple regressi on analysis were  used f or analysis. The res ults revealed a p ositive 

relati onship between capital str uct ure and financial perf ormance. And als o capital str uct ure is 

significantly impact  on financial perf ormance  of the firm sh owed that debt asset rati o, debt 

eq uity rati o and l ong term debt c orrelated with gr oss pr ofit margin (GPM), net pr ofit margin 

(NPM), Ret urn  on Capital Empl oyed (R OCE), Ret urn  on Asset (R OA) & Ret urn  on Eq uity 

(R OE ) at significant level  of 0.05 and 0.1. 

M ohammadzadeha et al. (2013) in their st udy scr utinized the relati onship between the capital 

str uct ure and the pr ofitability  of pharmace utical c ompanies in Iran. T o meet the p urp ose  of 

the st udy, t op 30 Iranian pharmace utical c ompanies defined as st udy samples and their 

financial data were gathered f or the peri od  of 2001-2010. In this st udy, the net margin pr ofit 

and debts t o asset rati o were  used as indicat ors  of pr ofitability and capital str uct ure, 

respectively and sales gr owth was  used as a c ontr ol variable. Res ults sh owed that there was 

significant negative relati onship between the pr ofitability and the capital str uct ure which 
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means that the pharmace utical c ompanies established a Pecking  Order The ory and the internal 

financing has led t o m ore pr ofitability. 

Apart fr om n on-financial instit uti ons, there are s ome empirical st udies in the financial sect ors. 

Taani (2013) examined the impact  of capital str uct ure  on perf ormance  of J ordanian banks. 

The ann ual financial statements  of 12 c ommercial banks listed  on Amman St ock Exchange 

were  used f or the st udy which c overs a peri od  of five (5) years fr om 2007-2011. M ultiple 

regressi ons was applied  on perf ormance indicat ors s uch as Net Pr ofit (NP), Ret urn  on Capital 

Empl oyed (R OCE), Ret urn  on Eq uity (R OE) and Net Interest Margin (NIM) as well as T otal 

Debt t o T otal F unds (TDTF) and T otal Debt t o T otal Eq uity (TDTE) as capital str uct ure 

variables. The res ults sh owed that bank perf ormance, which is meas ured by net pr ofit, ret urn 

 on capital empl oyed and net interest margin is t o be significantly and p ositively ass ociated 

with t otal debt; while t otal debt is f o und t o be insignificant in determining ret urn  on eq uity in 

the banking ind ustry  of J ordan. 

 Op ok u, Ad u, & Anarfi (2013) als o st udied the impact  of capital str uct ure and pr ofitability  of 

listed banks  on the Ghana St ock Exchange  using a panel data meth od ol ogy. Capital str uct ure 

the ories were  utilized t o pr ovide the the oretical basis f or the w ork. The st udy c onsidered all 

the 9 banks listed  on the Ghana St ock Exchange  over the peri od 2005-2012. The distrib uti on 

patterns  of data and applied statistical techniq ues  used in the st udy incl ude descriptive 

statistics, c orrelati on analysis and regressi on analysis. The st udy variables als o incl ude Ret urn 

 on Asset, Ret urn  on Eq uity, T obin’s q rati o, Ec on omic Val ue Added (EVA) being the 

dependent variables and independent variables are: T otal Leverage, Debt t o Eq uity rati o, T otal 

Liability  of the banks, Size and the Age  of the banks. The finding reviled that, pr ofitability 

meas ured by ret urns  on eq uity is inversely and significantly infl uenced by the t otal leverage 

rati o which is als o dependent  of the capital str uct ure  of the banks. The debt eq uity rati o  of the 
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bank has a p ositively significant relati onship with ret urns  on eq uity. The capital str uct ure 

variable, t otal liabilities  of the listed banks als o rec orded statistics clearly indicating that, the 

t otal liabilities  of the listed banks d oes n ot make a significant c ontrib uti on  on their ret urn  on 

eq uity. As far as the size  of the banks is c oncerned, the st udy reveals that the size  of the banks 

d oes n ot have a significant impact  on their ret urns  on eq uity. H owever there was a s ort  of 

p ositive relati on between the tw o variables d uring the st udy peri od. Meanwhile, the res ults 

f or ret urns  on eq uity and their years  of  operati on had a significantly negative relati onship 

between them, meaning as the banks gr ow in age, their pr ofitability levels red uces 

significantly. The relati onship between Capital Str uct ure and Pr ofitability, as well as the 

impact  of Capital Str uct ure  on Pr ofitability acr oss the banks by ret urns  on eq uity, reveals that 

the pr ofitability  of the listed banks  on the Ghana St ock Exchange decreases significantly with 

increase in their t otal leverage. Theref ore there is a clear indicati on that, Capital Str uct ure has 

a significant impact  on the pr ofitability  of the listed banks  on the Ghana St ock Exchange. Als o 

at an average t otal leverage rati o  of ab o ut 76%, there exist a negative relati onship between 

pr ofitability and capital str uct ure theref ore indicating that, the  optimal capital str uct ure f or 

the sect or is definitely n ot 76%  or m ore. 

In additi on t o the ab ove st udies in banking ind ustries, G oyal (2013) als o investigated the 

impact  of capital str uct ure  on pr ofitability  of p ublic sect or banks in India listed  on nati onal 

st ock exchange d uring 2008 t o 2012. Panel data and m ultiple regressi on m odels were  used t o 

find  o ut the ass ociati on between capital str uct ure characteristics and banks perf ormance in the 

c ontext  of India. The findings  of st udy validated a str ong p ositive dependence  of sh ort term 

debt t o capital (STDTC)  on all pr ofitability meas ures (R OA, R OE and EPS). Whereas, L ong 

term debt t o capital (LTDTC) & TDC having a negative relati onship with ret urn  on assets 

(R OA), ret urn  on eq uity (R OE) and earnings per share (EPS). Firm size (SIZE) experienced 

an  optimistic c onnecti on with variables (R OA, and EPS) and negative with R OE. Assets 
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gr owth (AG) pr op osed a p ositive relati onship with ret urn  on asset and ret urn  on eq uity and 

earning per share. 

Besides, Yeg on, Cher uiy ot, & Sang (2014) empirically investigates the relati onship between 

capital str uct ure and the firm’s pr ofitability  of banking ind ustry in Kenya, by  using panel data 

extracted fr om the financial statements  of the c ompanies listed  on the Nair obi St ock Exchange 

fr om year 2004-2012. Linear regressi on m odel were  used t o investigate the nat ure  of 

relati onship between Capital Str uct ure and pr ofitability. The a uth or’s rati onale behind the 

ind ustry specific analysis is the fact that ex ogen o us variables appear t o f orce instit uti ons in 

the same ind ustry in similar fashi on, th us leading t o the existence  of an ind ustry specific 

capital str uct ure.  On the basis  of findings, it is d oc umented that sh ort term debt has significant 

p ositive relati onship with the pr ofitability. This s uggests that sh ort-term debt tends t o be less 

expensive, and theref ore incremental sh ort-term debt in capital str uct ure will lead t o an 

increase in pr ofit levels. Theref ore sh ort term debt is the preferable s o urce  of financing f or 

the pr ofitable instit uti ons. Whereas l ong term debt has significant negative relati onship with 

the pr ofitability that envisage l ong-term debts are relatively m ore expensive d ue t o certain 

direct and indirect c osts, theref ore empl oying high pr op orti ons  of l ong term debt in financial 

str uct ure res ults in l ow pr ofitability. Empirical res ults indicate n o significant ass ociati on 

between t otal debt and pr ofitability the inclinati on  of individ ual res ults pr ovide the l ogical 

j ustificati on f or s urprising res ult.  On the basis  of these findings it is c oncl uded that the 

relati onship between sh ort term debt and the pr ofitability is c onsistent with the static trade- off 

the ory n ot beca use  of the tax shield rather s ome  other  unexpl ored fact or. The  underlying 

rati onality is, interest  on l ong term debt is als o tax ded uctible expense like sh ort term debt b ut 

the res ults are q uite  opp osite in directi on. Pecking  order the ory is tr ue b ut with the additi on 

 of sh ort term debt  on t op  of the hierarchy  of preference. Implicit in s uch testing is that b oth 
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the ories have certain elements that are m ut ually excl usive. B oth the the ories as a wh ole can 

h old tr ue b ut with the s uggested acc ompaniments. 

In their st udy  of the Effect  of Capital Str uct ure  on the Perf ormance  of Palestinian Financial 

Instit uti ons, Abbadi & Ab u-R ub (2012)  used Ret urn  on Eq uity (R OE) as acc o unting 

perf ormance meas ure while T obin’s Q was  used t o meas ure the market perf ormance  of the 

firms. The independent variables  used in b oth meas ures were the bank dep osits t o t otal assets, 

t otal bank l oans and  other investment and net pr ofit. The dep osit t o t otal asset was  used as a 

meas ure  of bank leverage.  Using M ultiple Linear Regressi on they f o und str ong c orrelati on 

between ret urn  on assets and efficiency; and t otal dep osit t o t otal assets and efficiency. The 

same variables have the same effect  on market val ue while l oans have a weak effect. 

In Ghana, there is n o empirical st udy directly related with the s ubject matter  of this st udy, 

“The impact  of financing ch oices  on pr ofitability  of man ufact uring firms in Ghana with an 

emphasis  on c ore b usiness  operati ons pr ofitability  of c ompanies. H owever, there are a few 

st udies in s ome areas  of c orp orate finance.  Usman (2013) examined the determinants  of 

capital str uct ure  of large taxpayer share c ompanies in Ghana. Ec on ometric analysis were 

perf ormed f or a panel  of 27 listed c ompanies in Ghanaian Reven ue and C ust oms A uth ority 

(ERCA) large taxpayers’ branch  office in Accra f or the st udy peri od  of 2006–2010. Nine 

c onventi onal explanat ory variables were ad opted in the st udy, incl uding pr ofitability, size, 

age, tangibility, liq uidity, and n on-debt tax shield, gr owth, and dividend pay o ut rati o and 

earnings v olatility. As a res ult  of the impr ovement in the existing estimati on meth ods that 

enables t o empl oy cr oss-secti onal and time-series data c onc urrently, rand om-effect panel data 

regressi on was applied t o st udy the effect  of selected independent variables  on capital 

str uct ure. The res ult sh owed that size, age, tangibility, liq uidity p ositi on and n on-debt tax 

shield  of a c ompany are p ositively c orrelated with leverage, whereas pr ofitability, earnings 
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v olatility and dividend pay o ut rati o are negatively ass ociated with leverage. Gr owth variable 

was f o und t o be statistically insignificant in affecting leverage  of large taxpayer share 

c ompanies in Ghana. Based  on the sign  of these relati ons the A uth or als o indicated that, 

Agency c ost the ory pr ovide m ore c onvincing evidence than  other capital str uct ure the ories in 

el ucidating the capital str uct ure  of large taxpayer share c ompanies in Ghana. 

F urtherm ore, fr om empirical st udies  on the listed c ompanies in Ghana, Adi, et al. (2013). 

Examined the relati onship between leverage and firm specific (pr ofitability, tangibility, 

gr owth, risk, size and liq uidity) determinants  of capital str uct ure decisi on, and the the ories  of 

capital str uct ure that can explain the capital str uct ure  of listed c ompanies in Ghana  using a 

mixed meth od research appr oach by c ombining d oc umentary analysis and in-depth 

interviews. M ore specifically, the st udy  used twelve years (2000 - 2011) data f or eight listed 

c ompanies in Ghana. The findings reviled that pr ofitability, size, tangibility and liq uidity  of 

the st udy c ompanies are imp ortant determinants  of capital str uct ure in Ghana.  

 Abiti, & Adzrak u, (2012) als o assessed the fact ors that affect bank pr ofitability in Ghana 

c overing the peri od  of 2000-2011. Mixed research appr oach (data  obtained thr o ugh the 

str uct ured d oc ument reviews and in-depth interviews) were applied. The analysis als o 

managed thr o ugh the m ultiple linear regressi ons m odel,  OLS. The dependent variable was 

R OA as a single meas ure  of pr ofitability and it was meas ured as net pr ofit bef ore tax divided 

by t otal assets. The independent variables incl udes; eq uity-t o-t otal asset rati o (the inverse  of 

the leverage rati o),  Operati onal efficiency, Inc ome diversificati on, Liq uidity risk, Asset 

Q uality, Real GDP gr owth and Inflati on. The res ult indicated that capital strength is  one  of 

the main determinants  of pr ofitability  of banks in Ghana. 
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2.7 Liq uidity Management 

Liq uidity management is imp ortant f or every firm as it virt ually affects its  overall liq uidity 

and pr ofitability (App uhami, 2008). Firms inv olved in the pr ocessing  of g o ods 

(man ufact uring c ompanies),  us ually keep w orking capital in the f orm  of the cash, marketable 

sec urities, cash eq uivalents and the invent ories. The w orking capital c omprises alm ost half  of 

the s um  of the asset side  of the balance sheet, whereas this pr op orti on may be higher in the 

case  of firms inv olved in the b usiness  of trading these pr od ucts (merchandising c ompanies). 

The excessive am o unt  of investment in these assets may res ult in the barrier  of the c ompany’s 

preci o us cash res o urces and event ually pr ofit  of firms may decline. 

There is always trade off between liq uidity and pr ofitability (Eljelly, 2004). Liq uidity and 

pr ofitability are imp ortant g oals f or any firm and t o sacrifice  one g oal at the c ost  of  other can 

create severe pr oblems f or the firm (Kargar and Bl uementhal, 1994). Pr ofitability is imp ortant 

f or l ong term s urvival  of firms which helps t o maximize the wealth  of shareh olders.  On the 

 other hand liq uidity is imp ortant t o c over its sh ort term  obligati ons like payment t o s upplier 

and t o pr otect itself fr om bankr uptcy (H ow orth and Westhead, 2003, Del o of, 2003, Afza and 

Nazir, 2007, Afza and Nazir, 2008) Liq uidity Management req uires a caref ul attenti on since 

it plays a maj or r ole in firms effectiveness, val ue and risk (Smith, 1980). 

Large invent ory and a s ubstantial trade credit p olicy may lead t o high sales.  Firms kept larger 

invent ory t o red uce the risk  of a st ock  o ut. Trade credit may ar o use sales beca use it all ows 

c ust omers t o assess pr od uct q uality bef ore paying (L ong, Maltiz & Ravid 1993). Liq uidity is 

c oncerned with making s ure that firms have exactly the right am o unt  of m oney and lines  of 

credit available t o the b usiness at all times. A p op ular meas ure  of liq uidity is cash gap  or cash 

c onversi on cycle, the time lag between the expendit ure f or the p urchases  of raw materials and 

the c ollecti on  of sales  of finished g o ods (Del o of, 2003). The l onger this time lag, the larger 
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the investment in w orking capital. A l onger cash gap might increase pr ofitability beca use it 

leads t o increase in sales  of c ompanies. H owever, c orp orate pr ofitability might als o decrease 

with the cash gap. 

A firm is req uired t o maintain a balance between liq uidity and pr ofitability f or the sake  of its 

sh ort-term  obligati ons. Liq uidity is a prereq uisite t o ens ure that firms are able t o pay its sh ort-

term debt and its c ontin ued fl ow can be g uaranteed fr om a pr ofitable b usiness enterprise. 

Liq uidity f or the  ong oing firm is n ot dependent  on the liq uidati on val ue  of its assets, b ut als o 

depends  on the  operating cash fl ows generated by th ose assets  of firms (S oenen, 1993). 

Efficient management  of liq uidity is a f undamental part  of the  overall c orp orate strategy t o 

maximize the wealth  of shareh olders. Firms try t o keep an  optimal level  of liq uidity that 

maximizes their val ue (H ow orth and Westhead, 2003; Del o of, 2003; Afza and Nazir, 2007). 

Acc ording t o Chief Financial  Officer (CF O), liq uidity management a simple and 

straightf orward c oncept  of ens uring the ability  of the  organizati on t o f und the difference 

between the c urrent assets and c urrent liabilities (Harris, 2005).  

2.8 Research Gap 

Fr om the empirical review, it is  obvi o us that there are c ontradicting res ults  of earlier st udies 

 on the relati onship between capital str uct ure and pr ofitability, the limited and inc onsistent 

meas ures  of variables  used in the past researches in Ghana as well as the  uniq ue nat ure  of the 

 operati on and capital str uct ure  of c ompanies in Ghana, there is theref ore an  objective gr o und 

t o st udy the impact  of financing ch oices/ capital str uct ure  on pr ofitability and shareh olders 

wealth in the Ghanaian c ontext. F urtherm ore, t o the best  of the researchers’ kn owledge there 

is n o evidence d oc umented  on the impact  of capital str uct ure  on pr ofitability and shareh olders 

wealth  of c ore b usiness  operati ons  of listed c ompanies in Ghana. 

 

University of Ghana http://ugspace.ug.edu.gh



34 

 

Theref ore, this st udy was designed t o scr utinize the impact  of capital str uct ure  on pr ofitability 

and shareh olders wealth  of c ore b usiness  operati ons  of listed c ompanies in Ghana by  using 

net ret urn  on eq uity and earnings per share as meas ure  of pr ofitability and shareh olders wealth 

 of the c ore b usiness  operati ons  of c ompanies, and capital str uct ure/ leverage meas ured as 

T otal Debt t o Asset, sh ort term debt rati o, l ong term debt rati o and, firm size. 

2.9 C oncept ual Framew ork 

The c oncept ual m odel bel ow was devel oped based  on previ o us research  undertaken in  order 

t o sh ow the effects  of financing ch oices  on financial perf ormance and shareh olders wealth  of 

listed c ompanies in Ghana. 

In this st udy, the dependent variable is the financial perf ormance and shareh olders w orth, 

which was pr oxied by Ret urn  on Eq uity and Earning per shares. The independent variable is 

the capital str uct ure represented by sh ort term debt rati o, l ong term debt rati o, firm size and 

liq uidity. 

  

University of Ghana http://ugspace.ug.edu.gh



35 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Fig ure 2.1 C oncept ual Framew ork  
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CHAPTER THREE 

METH OD OL OGY 

3.1 Intr od ucti on 

This part  of the st udy c overs the descripti on  of the meth ods and appr oaches  used. It f oc uses 

 on the research design, the st udy p op ulati on, and sampling size pr oced ures. The chapter als o 

c oncentrate  on the s o urces  of data and data c ollecti on t o ols. Data pr ocessing and analysis as 

well as empirical m odel  of the st udy are c onsidered in this chapter. The chapter c oncl udes by 

presenting variables  operati onalizati on and specificati on  of ec on ometric m odel  used t o 

achieve the st udy  objectives. 

3.2 Research Techniq ue 

This st udy seeks t o  use q uantitative research techniq ue t o st udy the effects  of the capital 

structure  on the pr ofitability  of listed man ufact uring c ompanies in Ghana. The  use  of 

ec on ometric and statistical techniq ues incl uding m odels is key t o ols in the c ond uct  of 

q uantitative research. A st udy  of the ab ove s ubject theref ore, lends itself t o the main tenets  of 

q uantitative research meth od ol ogy t o help find  o ut  objectively the empirical relati onship 

between financing ch oices specifically the debt c omp onents effect  on the financial 

perf ormance herein defined as ret urn  on eq uity and ret urn  on assets  of listed man ufact uring 

Ghanaian c ompanies that may be generalized f or ind ustry and p olicy analysis. 

3.3 P op ulati on and Sampling Size 

Fr om the p op ulati on  of 16 man ufact uring firms listed  on the Ghana St ock Exchange (GSE) 

market, a sample  of 10 c ompanies were p urp osively selected f or the analysis. Six c ompanies 

did n ot satisfy the set criteria f or selecti on as they did n ot have data req uired f or the st udy 

peri od. The firm have been listed c onsec utively within the five-year peri od  under st udy. 
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3.4 Data C ollecti on 

Given the research design, sec ondary data was  used t o meet the  objectives  of the st udy. As a 

res ult, the data f or the firm’s financing ch oices and pr ofitability indicat or variables was 

 obtained fr om a udited financial statements  of the respective firms. Th us, the data were 

c ollected fr om ann ual rep ort Ghana and fr om the respective c ompanies’ websites. In  order t o 

av oid the risk  of dist orti on in the q uality  of data, the data was the a udited financial statements 

partic ularly balance sheet and inc ome statement. 

3.5 Data Pr ocessing and Analysis 

T o achieve the  objectives  of the st udy, panel data  of ten listed c ompanies f or five years (2014-

2018) was  used. This is beca use panel data has the advantage  of giving m ore inf ormative data 

as it c onsists  of b oth the cr oss-secti onal inf ormati on, which capt ures individ ual variability, 

and the time-series inf ormati on, that capt ures dynamic nat ures  of the data. And hence it 

ens ures m ore variability, m ore degrees  of freed om, m ore efficiency, and less c ollinearity 

am ong variables.  Using statistical package EViews versi on 8 s oftware, the c ollected panel 

data was analyzed  using the descriptive statistics and m ultiple regressi ons. 

In the analysis  of the descriptive statistics, the mean, standard deviati on, maxim um and 

minim um val ues were  used t o analyze the trends  of the data. 

F urtherm ore, diagn ostic tests were meas ured in  order t o check the validity  of the m odel based 

 on the ass umpti on  of the Classical Linear Regressi on M odel. Specifically, the ass umpti on 

tests that were carried  o ut in this st udy incl ude Heter oskedasticity Test, A ut oc orrelati on Test, 

and test f or M ultic ollinearity. 
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Finally, the Ha usman specificati on test was perf ormed t o ch o ose the appr opriate m odel f or 

this st udy between the rand om effect (RE) and fixed effect (FE) m odel. Th us, based  on the 

res ult  of this test, the p-val ues f or the Ha usman test was significant hence the fixed effects m odel 

was f o und t o be appr opriate and applied f or the st udy.  

The Bre usch and Pagan Largrangian m ultiplier test was als o perf ormed t o find  o ut the 

presence  of heter oscedasticity. The p-val ues f or the Bre usch and Pagan Largrangian m ultiplier 

test was n ot significant indicating the absence  of heter oskedasticity. 

Theref ore, the m ultiple regressi on res ult  of the fixed effect m odel was  used t o analyze the 

impact  of capital structure  on firm perf ormance  of listed man ufact uring c ompanies  of Ghana, 

and t o examine the relati onship between the variables  used in this st udy. 

3.6  Operati onalizati on  of variables 

As n oted in the c oncept ual framew ork, the dependent variables  used in this st udy are Ret urn 

 on Eq uity (R OE) and Earnings per share (R OA) den oting financial perf ormance. The 

independent variable, which in this case is the capital structure is represented by sh ort term 

debt, l ong term debt, t otal debt, sales gr owth and firm size. The table bel ow s ummarized the 

variables  used and h ow they were calc ulated. 
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Table 3.1 The s ummary  of variables  used and their expected signs 

Variable Legend Meas urement Sign 

Dependent variables:       

Ret urn  on eq uity R OE Net pr ofit bef ore interest and 

taxes)  over Eq uity 

 

Ret urn  on Assets R OA Net pr ofit bef ore interest and 

Tax 

 

     over t otal asset   

Independent variables:       

Sh ort-term debt  obligati ons 

t o t otal asset 

STD Sh ort-term debt/T otal asset − 

L ong-term debt  obligati ons 

t o t otal asset 

LTD L ong-term debt/T otal asset − 

T otal debt t o t otal Asset TDA T otal debt  over t otal Asset - 

Firm size FIRMSIZE Nat ural l ogarithm  of t otal assets + 

Sales Gr owth  SG Sales gr owth  of firm i in time t + 

 

3.6.1 Dependent Variables 

F or the p urp ose  of this st udy, the capital structure variable and shareh olders wealth are the 

independent variables. The financial perf ormance variable  or rati o t o be  used is ret urn  on 

eq uity (R OE) and (R OA) 

Ret urn  on Eq uity 

The ret urn  on eq uity is an imp ortant meas ure  of pr ofitability in that it indicates h ow m uch  of 

the pr ofit is distrib uted t o shareh olders. At the same time, it indicates  or signals the efficiency 

 of management in generating ret urns f or shareh olders wh o are  overly c oncerned with val ue 

maximizati on. The ret urn  on eq uity is c omp uted as the rati o  of the Pr ofit bef ore Interest and 

tax divided by the t otal eq uity capital. 

Ret urn  of Asset (R OA) 

Ret urn  on assets (R OA) is an indicat or  of h ow pr ofitable a c ompany is relative t o its t otal 

assets. R OA gives an idea as t o h ow efficient management is at  using its t otal assets t o 

generate earnings. The assets  of the c ompany are c omprised  of b oth debt and eq uity. B oth  of 
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these types  of financing are  used t o f und the  operati ons  of the c ompany. The R OA fig ure 

gives invest ors an idea  of h ow effectively the c ompany is c onverting the m oney it has t o invest 

int o net inc ome. A higher R OA fig ure gives a g o od indicati on that the c ompany is earning 

m ore with less investment. R OA meas urements incl ude all  of a b usiness's assets which arises 

 o ut  of liabilities t o credit ors as well eq uity.  In calc ulating the R OA, net pr ofit is divided by 

t otal assets. 

3.6.2 Independent Variables 

F or the p urp ose  of this st udy, the independent variables are representative  of leverage rati os 

and the c ontr ol variables. The leverage rati os are as f oll ows: 

3.6.2.1 The Rati o  of Sh ort-Term Debt t o T otal Assets 

This is expressed as sh ort –term debt as a rati o  of t otal assets t o determine h ow m uch sh ort-

term debt is  used t o finance the activities  of the man ufact uring firms in Ghana and h ow this 

affect pr ofitability  over the years. This rati o als o gives  us an idea ab o ut what percentage  unit 

 of assets  of a firm is been financed by sh ort term debt. A negative relati onship is expected 

when the dependent variables are regressed against this variable in line with the fact that m ost 

 of the listed c ompanies are heavily leveraged b ut m ostly with respect sh ort term debt. 

3.6.2.2 The Rati o  of L ong-Term Debt t o T otal Assets 

This rati o determines the degree t o which listed Ghanaian c ompanies  use l ong term debt t o 

finance their activities and h ow this reflects in pr ofitability meas ures  over time. This rati o als o 

presents a pict ure  of the percentage  unit  of assets  of man ufact uring firms that are financed by 

l ong term debt.    

3.6.2.3 T otal debt t o t otal Asset  

Financial leverage seeks t o meas ure the debt b urden  of a firm. T otal debt t o asset rati o seeks 

t o identify the percentage  of a firm’s asset financed by interest paying debt.  
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3.6.2.4 Firm Size 

Acc ording t o Ab or (2005), firm size c ontrib utes t o firm pr ofitability and large firms have 

greater  opp ort unity t o take  on m ore debts t o finance their  operati ons. In  using the size  of the 

firm as c ontr ol variable f or the st udy, the nat ural l ogarithm is taken  of the asset  over the 

peri od c overed by the st udy. Asset size  of firms was c onsidered in this st udy as a c ontr ol 

variable. In additi on t o its r ole as a c ontr ol variable, size was intr od uced t o determine whether 

ec on omies  or disec on omies  of scale exist in the c ompanies listed in Ghana. 

3.6.2.5 Sales gr owth:  

The st udy als o  used sales gr owth as a c ontr ol variable and is defined as the rate  of gr owth in 

sales taking int o c onsiderati on the previ o us year’s sales and the c urrent year sales. Larger 

sales v ol umes with smaller margins is preferred t o smaller sales v ol umes with larger margins 

beca use a firm’s reg ular cash fl ows helps t o helps t o meet liq uidity demand especially when 

a firm rely  on sh ort term debts in financing its  operati ons. Ab or (2005) als o  used sales gr owth 

as a c ontr ol variable in assessing the impact  of capital str uct ure  on firm perf ormance. 

3.7 M odel Specificati on 

As indicated in the previ o us secti ons, panel data regressi on m odel was ad opted f or this st udy. 

Panel data was generated  using b oth time series and cr oss-secti onal data fr om the a udited 

financial statements  of the c ompanies. It was als o ideally  used beca use it helps in the 

identificati on  of effects that cann ot be easily p ointed  o ut  using p urely cr oss- secti on  or time 

series data, and  other imp ortant feat ures. 

This st udy  used explanat ory variables s uch as sh ort-term debt t o asset, l ong term debt t o t otal 

asset, t otal debt t o t otal asset, firm size and sales gr owth while the dependent variable was 

ret urn  on eq uity and ret urn  on Assets. 

University of Ghana http://ugspace.ug.edu.gh



42 

 

T o meet the  objective  of the st udy and t o find  o ut the impact  of financing ch oices  on financial 

perf ormance  of man ufact uring firms  on the Ghana St ock Exchange, the m odel  used by 

 Op ok u et al. (2013) and Ab or (2005) with s ome m odificati on t o incl ude relevant variable was 

applied. 

The general m odel; 

Yit = β1 + β2 Xit + εit 

 Where, 

Y is the dependent variable. 

Β is the intercept. 

X is the independent variable. 

μ is the err or term. 

i is the n umber  of firms and 

t is the n umber  of time peri ods. 

The s ubscript i representing the cr oss-secti onal dimensi on and t den ote the time-series 

dimensi on. 

In  order t o meas ure the effects  of capital str uct ure  on the financial perf ormance and  of 

man ufact uring firms i in Ghana, eq uati on 3.1 was extended t o generate s ubseq uent eq uati ons, 

which were empl oyed f or the estimati on. 

R OEit = β1 + β2STDAit + β3FIRMSIZEit + β4SGit + εit …...3.2a 

R OEit = β1 + β2 LTDAit + β3FIRMSIZEit + β4SGit + εit …...3.2b 

R OEit = β1 +     β2TDAit +   β3FIRMSIZEit + β4SGit + εit …...3.2c 

R OAit = β1 + β2STDAit + β3FIRMSIZEit + β4SGit + εit …...3.3a 

R OAit = β1 + β2 LTDAit + β3FIRMSIZEit + β4SGit + εit …...3.3b 

R OAit = β1 + β2TDAit + β3FIRMSIZEit + β4SGit + εit …...3.3c 
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Where:  

R OEit is the Ret urn  on Eq uity  of c ompanyi at time t. 

  R OAit is the Ret urn  on Asset  of c ompanyi at time t. 

  β1 is the c onstant f or each c ompany. 

  β2, β3, β4 β5 is the regressi on c oefficients val ues 

  STDAit is the sh ort term debt  of c ompanyi at time t 

  LTDAit is the L ong Term Debt  of c ompanyi at time t  

  TDAit is the liq uidity  of c ompanyi at time t 

  FIRMSIZEit is the firm size  of c ompanyi at time t 

  SGit   is the sales gr owth  of the c ompany at time t 

  εit is the err or term 

This st udy f oll ows the w ork  of Ab or (2005) . 

3.8  Organizati onal Pr ofile 

In Febr uary 1989, a 10-member Nati onal C ommittee  under the G overn or  of the Bank  of 

Ghana, the Ghanaian central bank, began expl oring the idea  of implementing a nati onal st ock 

exchange. The c ommittee established the GSE in J  uly, 1989 as a private c ompany  under the 

Ghana’s C ompany C ode, 1963 (Act 179), which was  officially chartered in  Oct ober 1990.  

The first day  of trading was N ovember 12, 1990 d uring which shares  of three listed firms 

traded hands ( Otis, 2010). The Ghana St ock Exchange (G E S) is the principal st ock exchange 

 of Ghana. The exchange was given the rec ogniti on as an a uth orized st ock exchange  under the 

St ock Exchange Act  of 1991, and in April, 1994, the exchange was c onverted int o a p ublic 

limited c ompany. 

Since its incepti ons, the GSE listings have been incl uded in the main index, the GSE All-share 

Index. GSE perf ormance has varied c onsiderably. In 1993 the GSE was the sixth best index 
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perf orming emerging st ock market with a capital appreciati on  of 116%. In 1994, it was 

adj udged the best index perf orming st ock market am ong all the emerging markets gaining 

124.3% in the index level with a disapp ointing index gr owth  of 6.3% in 1995. This trend was 

partly d ue t o high inflati on and interest rates. Gr owth  of the index f or 1997 and 1998 was 42% 

and 868.3% respectively. As  of  Oct ober 2006, the market capitalizati on  of the GSE was ab o ut 

GH¢111,500b ($ 11.5b) and that  of 2007 was GH¢ 131,633.22b with the index appreciated by 

31.84%. The n umber  of listed c ompanies increased t o 13 in 1991; 19 in 1995; 32 in 2007 and 

c urrently, it has ar o und 35listed c ompanies  on it. All types  of sec urities can be listed, and the 

criteria f or listing incl ude capital adeq uacy, pr ofitability, spread  of shares, years  of existence 

and management efficiency. The man ufact uring and brewing sect ors c urrently d ominate the 

exchange. A distant third is the banking sect or while  other listed c ompanies fall int o the 

ins urance, mining and petr ole um sect ors. 

M ost  of the listed c ompanies  on the GSE are Ghanaian b ut there are s ome m ultinati onals. 

Alth o ugh n on-resident invest ors can deal in sec urities listed  on the exchange with o ut 

 obtaining pri or exchange c ontr ol permissi on, there are s ome restricti ons  on p ortf oli o 

invest ors n ot resident in Ghana. The c urrent limits  on all types  of n on-resident invest or 

h oldings (be they instit uti onal  or individ ual) are as f oll ows: a single invest or (i.e.  one wh o is 

n ot a Ghanaian and wh o lives  o utside the c o untry) is all owed t o h old  up t o 10%  of every 

eq uity. Sec ondly, f or every eq uity, f oreign invest ors may h old  up t o a c um ulative t otal  of 

74% (in special circ umstances, this limit may be waived). The limits als  o excl ude trade in 

Ashanti G oldfields shares. These restricti ons were ab olished by the F oreign Exchange Act, 

2006 (Act 723). There is an 8% withh olding tax  on dividend inc ome f or all invest ors. Capital 

gains  on sec urities listed  on the exchange will remain exempt fr om tax  until 2015. The 

exempti on  of capital gains applies t o all invest ors  on the exchange. There are n o exchange 

c ontr ol reg ulati ons  on the remittance  of  original investment capital, capital gains, dividends, 
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interest payments, ret urns and  other related earnings. The exchange h olds trading every 

w orking day. 

Pre-market sessi ons between the h o urs  of 9.30am and 10.00am and n ormal trading sessi ons 

fr om 10.00am t o 15.00n o on  on all days  of the week except Sat urdays, S undays and h olidays 

declared by the exchange in advance.  

All trading is agreed  on the fl o or  of the exchange except Angl o G old shares which can be 

traded b oth thr o ugh the GSE and  over the c o unter after GSE trading h o urs. All  o ut  of h o ur’s 

trade are s ubseq uently rep orted t o the GSE at the next trading sessi on. 

P otential changes at the exchange incl ude the intr od ucti on  of a ut omated trading and the listing 

 of s ome state banks. The Bank  of Ghana plans the devel opment  of m ut ual f unds,  unit tr usts 

and m unicipal b onds at a s ubseq uent date. These changes are aimed at making the exchange 

m ore relevant, efficient and effective. The exchange was als o inv olved in preparing the draft 

law  on c ollective investment vehicles. The exchange is l ocated in Accra.The general 

inf ormati on  of the firms listed  on the GSE, sampled f or the st udy is ill ustrated in the table 3.2 

bel ow. 

Table 3.2 General inf ormati on  of the sampled listed firms f or the st udy 

Listed C ompany Share 

C ode 

Classificati on Iss ued 

Share 

(milli on) 

Market 

Cap. (2010) 

(milli on)  

African Champi on Ind ustries ACI Man ufact uring 32.44 2.60 

Al uw orks Ltd ALW Man ufact uring 92.05 11.05 

Ayrt on Dr ugs Ltd AYRTN Pharmace utical 215.00 34.40 

Bens o-  Oil Palm Plantati on B OPP Pr ocessing 34.80 26.10 

Pi oneer Kitchenware PKW Printing 6.54 1.05 

C oc oa Pr ocessing C o. Ltd CPC Man ufact uring 1,100.83 22.02 

Fan Milk Ltd FML F o od and Beverages 118.71 290.83 

Pz C uss ons Ghana PZ Distrib uti on 168.00 21.60 

 Unilever Ghana  UNIL Distrib uti on 62.50 NA 

G uinness Ghana Breweries GGBL F o od and Beverages 307.59 26.252 

S o urce: Ghana St ock Exchange website: 2019 
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CHAPTER F O UR 

DISC USSI ON AND ANALYSIS 

4.1 Intr od ucti on 

This chapter examines the data analysis and interpretati on  of res ults. The descriptive analysis 

res ults f or the dependent variables and explanat ory variables reveal vari o us iss ues that are 

f ully examined. The c orrelati on matrix f or the variables is rep orted in  order t o examine the 

c orrelati on that exists am ong variables. The regressi on res ults f or the panel data f or each  of 

the perf ormance meas ures and f or the f ull sample  of  observati ons f or the peri od 2014 t o 2018 

are displayed and f ully disc ussed s o that meaningf ul c oncl usi ons are drawn. The analyses are 

 used t o test the earlier f orm ulated hyp otheses t o establish the relati onship which exists am ong 

the variables expressed. 

4.2 Descriptive statistics 

The table 4.1 bel ow indicates the descriptive statistics  of b oth dependent and independent 

variables f or this st udy. The R OE reveals the pr ofitability  of firms based  on acc o unting 

fig ures extracted fr om the ann ual a udited financial rep orts. This research defines pr ofitability 

as R OE which is the rati o  of Earnings bef ore interest and tax divided by shareh olders f und  of 

the firm and R OA which is a rati o  of Earnings bef ore interest and tax divided by t otal Assets. 

Averagely, fr om 2014 t o 2018, the val ue  of R OE was 2 percent and R OA was 2.9 percent. 

The maxim um val ues was 61.5 percent and 37 percent and the minim um val ues was negative 

370 percentile  units and negative 91percental  units f or R OE and R OA respectively. This 

s uggest a weak perf ormance f or listed c ompanies d uring the peri od  under st udy. The res ult 

als o sh ows there was a wide difference between the pr ofitability  of firms s uch that whiles 

s ome firms made significant levels  of pr ofit  others s uffered abn ormal l osses. Differences in 

ind ustry perf ormance may als o acc o unt f or the high variati ons in pr ofitability.  
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A q uick review  of the meas ures  of capital sh ows that Sh ort term debt t o t otal asset has a mean 

val ue  of 108 percentile  units, a minim um  of 0.6 percentile  units and a maxim um  of 272 

percentile  units which s uggest that m ost firms in Ghana depend heavily  on sh ort term debt 

financing this may be d ue t o the  undevel oped b ond market in Ghana making it challenging 

f or firms t o sec ure l ong term f unding. This is s upp orted by an average  of 14 percentile  units, 

 of l ong-term debt t o t otal which als o has a minim um  of 0.0 percent and a maxim um  of 

161percentile  units.   

The t otal debt t o t otal asset rati o has an average  of 124 percentile  units which is als o a 

c onfirmati on  of the s uggesti on that man ufact uring firms in Ghana depend m ore  on debt in 

financing their assets. The mean val ue  of firm size  of the c ompanies examined is 18.80. The 

c ompanies experienced high sales gr owth  up t o a maxim um  of 14.8 and in s ome instances a 

very l ow sale as 0.85 (minim um). D uring the peri od  of st udy, man ufact uring firms in Ghana 

experienced an average sales gr owth  of 43 percentile  units. 

Table 4.1: Descriptive Statistics 

Variable N Mean SD Median Min Max Shapir o-

Wilk-Test 

R OE 150 0.020541 0.638301 0.154966 -3.720450 0.615937  

R OA 150 0.029270 0.145290 0.041648 -0.916410 0.369216  

STDA 150 1.087196 3.280584 0.646156 0.006283 27.17299  

LTDA 150 0.149536 0.290517 0.035214 0.000000 1.609323  

TDA 150 1.236506 3.266680 0.755027 0.006283 27.17299  

FIRMSIZE 150 18.80446 2.650772 19.02809 11.51020 23.26447  

SG 150 0.432887 1.394004 0.230000 -0.850000 14.80000  
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4.3 M ultic ollinearity Test 

This secti on presents the pr obable degree  of m ultic ollinearity am ong the explanat ory 

variables. The c orrelati on am ong the variables may affect the efficacy  of the estimated 

c oefficients. Table 4.2 sh ows the res ults  of c orrelati on am ong variables  using Pears on’s 

c orrelati on matrix.  

Table 4.2 sh ows the R OE and R OA is negatively c orrelated with STDA b ut the c orrelati on is 

weak. R OE is p ositively c orrelated with the R OA th o ugh the c orrelati on is n ot str ong. The 

STDA, R OA and R OE are all negatively related t o the LTDA b ut the c orrelati on is weak.  The 

LTDA, R OA and R OE have a negative b ut weak c orrelati on with the TDA. The res ults fr om 

the tables als o sh ows str ong and p ositive c orrelati on between the STDA and TDA. Als o, R OA 

and R OE have a p ositive c orrelati on with FIRMSIZE th o ugh the c orrelati on is n ot str ong. 

The TDA, LTDA and STDA is negatively related with the FIRMSIZE b  ut the c orrelati on is 

n ot str ong. The res ults fr om the table als o sh ows that the FIRMSIZE has a weak b ut p ositive 

relati on with R OE AND R OA. SG has a p ositive b ut weak c orrelati on with TDA, STDA, 

R OA, and R OE.  The FIRMSIZE and LTDA has a p ositive relati onship with SG h owever the 

c orrelati on is weak. 

The relati onship am ong the  other variables in Table 2 sh ows that all the independent variables 

are less than 0.5 which indicates that there is n o pr oblem  of m ultic ollinearity. H owever, tw o 

independent variables (i.e. STDA and TDA) are highly c orrelated this hence the researcher’s 

decisi on t o examine the individ ual effects  of the explanat ory variables rather than p ut them in 

the same regressi on m odel.  
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Table 4.2: Pears on C orrelati on Matrix 

 R OE R OA STDA LTDA TDA FIRMSIZE SG 

R OE 1.0000       

R OA 0.3195 1.0000      

STDA -0.0112 -0.2802 1.0000     

LTDA -0.1980 -0.3672 -0.0922 1.0000    

TDA -0.0287 -0.3142 0.9960 -0.0034 1.0000   

FIRMSIZE 0.2528 0.1377 -0.3955 -0.0740 -0.4036 1.0000  

SG 0.0552 0.0179 0.4625 -0.0892 0.4566 -0.2228 1.0000 

Variables: R OA (Ret urn  on assets), R OE (Ret urn  of eq uity), STDA (Sh ort term debt), LTDA (L ong term debt), 

TDA (leverage), FIRMSIZE, SG (Sales Gr owth). 

 

4.4 Heter oskedasticity Test. 

The established ass umpti on req uired f or the  OLS estimat or t o be efficient states that the 

variance  of the err or term has t o be c onstant and the same f or all  observati ons  or the err or 

terms are  unc orrelated with mean zer o and c onstant variance σ2. This is referred t o as a 

h om oscedastic err or term. When that ass umpti on is vi olated and the variance is different f or 

different  observati ons, we refer t o this as heter oskedasticity (G ujarati, 2014). 

Fr om table 4.3 and 4.4 bel ow the Bre usch-Pagan-G odfrey test f or heter oskedasticity f or b oth 

R OA and R OE sh ows that the Pr ob. Chi-Sq uare is n ot significant (that is >0.05) theref ore, 

there is n o pr oblem  of heter oskedasticity. 
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Table 4.3: Heter oskedasticity Test: Bre usch-Pagan-G odfrey f or R OE 

F-statistic 1.077377 Pr ob. F(5,139) 0.3756 

 Obs*R-sq uared 5.409761 Pr ob. Chi-Sq uare(5) 0.3679 

 

Table 4.4: Heter oskedasticity Test: Bre usch-Pagan-G odfrey f or R OA 

F-statistic 1.168281 Pr ob. F(5,139) 0.3279 

 Obs*R-sq uared 5.847802 Pr ob. Chi-Sq uare(5) 0.3213 

 

4.5 Ha usman Test 

As menti oned previ o usly in Chapter three there are three appr oaches t o Panel data; P o oled, 

Fixed and Rand om affects m odel. This st udy empl oyed the Ha usman test t o determine the 

m ost s uitable m odel. The n ull hyp othesis is that Rand om effect estimati on meth od is s uitable 

and sh o uld yield similar c oefficients while the alternative hyp othesis is that fixed effect 

estimati on meth ods is s uitable. A significant Ha usman statistic w o uld indicate a difference in 

the c oefficients  of b oth the estimati on meth ods s o the n ull hyp othesis is rejected that rand om 

effect m odel is s uitable and the fixed effect m odel is c onsidered s uitable in this case. 

C onseq uently, an insignificant Ha usman statistic w o uld als o imply acceptance  of the n ull 

hyp othesis that the Rand om effects estimati on meth od is s uitable.  

The res ults fr om the Ha usman test c ond ucted f or each  of the m odels indicates that the res ults 

is significant at 1% percent significance level theref ore the n ull hyp othesis  of rand om effect 

m odel is rejected. This sh ows that the fixed effect M odel is the appr opriate m odel t o  use f or 

the regressi on analysis.  
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Table 4.5.  Hausman Test Result For Individual Models R OE and R OA 

Variable  R OA R OE 

(STDA) Fixed Effect Fixed Effect 

LTDA Fixed Effect Fixed Effect 

TDA Fixed Effect Fixed Effect 

* Check Appendix f or f ull Ha usman Test Res ult.  

4.6 Empirical Res ults 

F oll owing Ab or (2005), the vari o us capital str uct ure variables (STDA, LTDA and TDA) were 

analysed sing ularly with respect t o firm perf ormance which is the dependent variables 

meas ured by R OE and R OA respectively. 

4.6.1 The impact  of Capital Str uct ure  on R OE 

Fr om Table 4.6 bel ow, three (3) regressi on m odels are presented, where regressi on (1) 

c ontains the R OE as the dependent variable and STDA as the independent variable. Regressi on 

(2) als o has the same dependent and c ontr ol variables b ut with LTDA as the independent 

variable. Finally, the regressi on (3) c ontains the same variables as in regressi on (1) and (2) 

except with different independent variable which TDA (t otal debt/t otal asset). The c ontr ol 

variables in each  of the regressi on m odels are firm size and Sales gr owth . 

Table 4.7 als o sh ows the same regressi on as in table 4.6 except that the R OA is  used as the 

dependent variable. 

4.6.2 The effect  of sh ort-term debt  on R OE 

M odel  one sh ows the relati onship between STD and R OE with sales gr owth and firm size 

serving as c ontr ol variables. The R sq uare (0.48…) which meas ures the c oefficient  of 

determinati on indicates that appr oximately 48%  of the R OE is explained by the independent 

variables STL, sales gr owth and firm size and this j oint relati onship is significant at 1%.In this 
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m odel, the sales gr owth (0.104, p= 0.0075) and firm size (0.2456 p=0.0384) p ositively 

infl uences R OE and are significant.    

The res ults fr om table 4.6 bel ow als o sh ows that there is p ositive and statistically significant 

relati onship between the sh ort-term debt and R OE (Ret urn  on eq uity). The relati onship is 

significant at 1% significance level. This direct relati onship sh ows that as STDA increase by 

a  unit the R OE will als o increase by 0.0785  units. This res ults is c onsistent is with Ab or 2005 

and Yeg on,Cher uiy ot,& Sang(2014)  wh o s uggests that sh ort-term debt tends t o be less 

expensive, hence an increase in  sh ort-term debt with  relatively l ow interest rate will lead t o 

an increase in pr ofit levels. H owever, this finding is in c ontrast with  of Hasan et al. (2014) and 

Salim and Yadav (2012), wh o  observed significant negative impacts  of STDA variable  on 

R OE.  

4.6.3 The impact  of L ong-term debt  on R OE 

M odel 2 which represents the relati onship between LTDA and R OE with firm size and sales 

gr owth as c ontr ol variables has an R-Sq uare  of 0.447 which is significant at 1%. The R-sq uare 

(C oefficient  of Determinati on) sh ows that 44.7%  of R OE is explained j ointly by LTDA and 

the vari o us c ontr ol variables.   In this m odel, the sales gr owth (0.110, p= 0.007) p ositively 

infl uences R OE and is significant whiles firm size (-0.041 p=0.669) is n ot significant alth o ugh 

negatively related t o R OE. 

The sec ond m odel again s uggests that the LTDA has a negative relati onship with R OE at a 

10% significance level. This sh ows that as the LTDA increase by  one  unit the R OE will als o 

decrease by 0.876  units and vice versa. This res ult is c onsistent with Yeg on,Cher uiy ot,& 

Sang(2014) and Ab or (2005) wh ose res ults sh ows a significantly negative relati onship 

between LDA and pr ofitability which means that an increase in the l ong term debt levels is 

c onnected with a decrease in pr ofitability  of firms. This inverse relati onship s uggests that c ost 

University of Ghana http://ugspace.ug.edu.gh



53 

 

 of l ong-term debt is m ore expensive and hence  using m ore c o uld decrease pr ofitability. The 

res ults s upp ort earlier findings by Miller (1977), Fama and French (1998), Graham (2000) and 

B o oth et al (2001).  

4.6.4 The impact  of T otal debt  on R OE 

M odel three sh ows the relati onship between TDA and R OE with sales gr owth and firm size 

serving as c ontr ol variables. The R sq uare (0.48…) which meas ures the c oefficient  of 

determinati on indicates that appr oximately 48%  of the R OE is j ointly explained by the 

independent variables TDA, sales gr owth and firm size and this is significant at 1%. .In this 

m odel, the sales gr owth (0.105, p= 0.007) and firm size (0.2456 p=0.0405) p ositively 

infl uences R OE and are significant.    

The effect  of T otal debt  on R OE is presented in the table 4.6 bel ow. The res ults sh ows that 

there is p ositive relati onship between the R OE and TDA. The relati onship is significant at 1% 

significance level which sh ows that as the TDA increases by a  unit the R OE  of the c ompany 

will als o increase by 0.078  units. This s uggest that c ompanies that acq uire m ore debt are m ore 

pr ofitable  or m ore pr ofitable firms depend  on debt financing as their maj or s o urce  of f unding 

their  operati ons. This res ult c onfirms the findings  of Ab or 2005 and Hadl ock and James 

(2002).  

Table 4.5: Panel data analysis  of Capital str uct ure  on R OE  using Fixed effect M odel 

R OE M odel 1 M odel 2 M odel 3 

STDA 0.0785*** 

          (0.000) 

  

LTDA  -0.876* 

(0.053) 

 

TDA   0.078*** 

(0.001) 

FIRMSIZE 0.246** 

(0.038) 

-0.041 

(0.669) 

0.246** 

(0.0405) 
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SG 0.104*** 

(0.008) 

0.110*** 

(0.007) 

0.105*** 

(0.007) 

C on. -4.709** 

(0.035) 

0.866 

(0.632) 

-4.722*** 

(0.037) 

R-sq uare 

Adj. R-sq uare 

Pr ob>F 

 Obs 

0.4824 

0.3404 

0.0000 

145 

0.4470 

0.2953 

0.0000 

145 

0.4801 

0.3375 

0.0000 

145 

***, **,* Den otes significance at 1%, 5% and 10% levels, respectively. R OE (Ret urn  of eq uity), STDA (Sh ort 

term debt/T otal asset), LTDA (L ong term debt/T otal asset), TDA (T otal debt/T otal asset), FIRMSIZE, SG (Sales 

Gr owth). 

 

4.7 The impact  of Capital Str uct ure  on R OA 

4.7.1 The effect  of sh ort-term debt  on R OA 

The res ults fr om table 4.7 above sh ows that there is p ositive b ut statistically insignificant 

relati onship between the sh ort-term debt and R OA (Ret urn  on Asset).  This sh ows that STDA 

has n o impact  on R OA. This res ult is in c ontrast with findings  of G oyal (2013) which sh owed 

that there is a p ositive and statistically significant relati onship between STDA  on R OA. This 

n otwithstanding, the c ontr ol variables firm size (0.0697, p=0.0059) and sales gr owth (0.0313 

p=0.0000) were significant determinants  of R OA. This sh ows that as the sales gr owth and 

firm size increases, the R OA increases. This indicates that the m ore the firms increase their 

sales and size in terms  of their assets the higher their R OA.  

Als o, the m odel has a significant R-Sq uare  of 0.55 at 1%. Significant level, this indicates that 

appr oximately 55%  of the R OA is j ointly explained by the independent variables STDA, firm 

size and sales gr owth. 
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4.7.2 The impact  of L ong-term debt  on R OA 

M odel 2 which represents the relati onship between LTDA and R OA with firm size and sales 

gr owth as c ontr ol variables has an R-Sq uare  of 0.57 which is significant at 1%. The R-sq uare 

(C o efficient  of Determinati on) sh ows that 57%  of R OA is explained j ointly by LTDA and 

the vari o us c ontr ol variables.   In this m odel, the sales gr owth (0.029, p= 0.0004) and firm 

size (0.019, p=0.0575) p ositively infl uences R OA and are significant. This sh ows that as the 

size  of the firm increases the R OA will increase. This sh ows that bigger firms listed  on the 

Ghana St ock Exchange have higher Ret urn  on Asset than smaller firms listed  on the St ock 

Exchange. 

Als o, fr om the fixed effect m odel in table 4.7, the res ults indicate that the LTDA has a negative 

relati onship with R OA at a 5% significance level. This sh ows that as the LTDA increase by 

 one  unit the R OA will als o decrease by 0.20  units and vice versa. This res ult is c onsistent 

Khalaf (2013) wh ose res ults sh owed a negative relati onship between LTDA and R OA. 

4.7.3 The impact  of T otal debt  on R OA 

M odel three sh ows the relati onship between TDA and R OA with sales gr owth and firm size 

serving as c ontr ol variables. The R sq uare (0.55, p=0.000) which meas ures the c oefficient  of 

determinati on indicates that appr oximately 55%  of the R OA is j ointly explained by the 

independent variables TDA, sales gr owth and firm size and this is significant at 1%. In this 

m odel, the firm size (0.068 p=0.007) p ositively infl uences R OA and are significant while sales 

gr owth (0.00088, p= 0.86) is n ot significant in explaining R OA.    

Table 4.7 again sh ows that there is p ositive relati onship between the R OA and TDA. The 

relati onship is significant at 1% significance level, which sh ows that as the TDA increases by 

a  unit the R OA  of the c ompany will als o increase by 0.032  units. This res ult is c onsistent with 

Hasan et al (2014) wh o s ubmit that t otal debt t o t otal asset has a significant p ositive 
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relati onship with ret urn  on assets. This als o s uggests that debt is effectively  utilized t o 

generate relatively high ret urns. 

Table 4.8: Panel data analysis  of Capital str uct ure  on R OA  using Fixed effect M odel 

R OA M odel 1 M odel 2 M odel 3 

STDA 0.00143 

(0.77) 

  

LTDA  -0.204** 

(0.025) 

 

TDA   0.0315*** 

(0.000) 

FIRMSIZE 0.0698*** 

(0.006) 

0.0575***           

(0.019) 

0.068*** 

(0.007) 

SG 0.0313*** 

(0.000) 

0.0291*** 

(0.000) 

0.00088 

(0.86) 

C on. -1.292*** 

(0.007) 

-1.029360*** 

(0.005) 

-1.2588*** 

(0.009) 

R-sq uare 

Adj. R-sq uare 

Pr ob>F 

0.5503 

0.4270 

0.0000 

          0.568689 

0.450365 

0.0000 

            0.5501 

0.4267 

0.0000 

***, **,* Den otes significance at 1%, 5% and 10% levels, respectively. R OA (Ret urn  on assets),STDA (Sh ort 

term debt/T otal asset), LTDA (L ong term debt/T otal asset), TDA (T otal debt/T otal asset), FIRMSIZE, SG (Sales 

Gr owth). 
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CHAPTER FIVE 

S UMMARY  OF FINDINGS, C ONCL USI ON AND REC OMMENDATI ONS 

5.1 Intr od ucti on   

This chapter presents the maj or findings, c oncl usi ons, rec ommendati ons and areas f or f urther 

research. The st udy assessed the impact  of capital str uct ure  on firm perf ormance in the 

Ghanaian envir onment. The explanat ory variables that were st udied were, STDA, LTDA, and 

TDA. Financial perf ormance indicat ors  used as the dependent variables were, ret urn  on eq uity 

(R OE) and Ret urn  on Assets (R OA). The st udy als o  used firm size and sales gr owth as c ontr ol 

variables. 

 The st udy p urs ued the f oll owing  objective: 

1. T o find  o ut the impact  of sh ort-term debt t o t otal asset  on financial perf ormance  of 

man ufact uring firms in Ghana 

2. T o assess the impact  of l ong-term debt t o t otal asset  on financial perf ormance  of 

man ufact uring firms in Ghana 

3. T o expl ore the effect  of t otal debt t o t otal asset  on financial perf ormance  of 

man ufact uring firms in Ghana 

4. The main findings  of the st udy are s ummarized in line with these specific  objectives 

 of the st udy. 

5.2 S ummary  of main findings 

The st udy revealed that sh ort term debt (STDA) has a p ositive and statistically significant 

relati onship with R OE at 1% significance level. This means that firms with high pr ofitability 

(R OE)  uses m ore  of sh ort-term debt (STDA) as a s o urce  of financing. Theref ore, the higher 

the STDA the higher the R OE. H owever, the relati onship between sh ort term debt (STDA) 
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and R OA is n ot significant. This means that the STDA has n o impact  on the R OA  of firms 

listed  on the Ghana St ock exchange. 

The res ults fr om the analysis sh owed that the l ong-term debt (LTDA) has a negative and 

significant relati onship with b oth R OE and R OA at 10% and 5% respectively. This means that 

l ong term debt (LTDA) red uces b oth the R OE and R OA  of firms listed  on the st ock exchange 

in Ghana. 

The T otal debt  of the man ufact ured firms listed  on Ghana st ock exchange have a p ositive and 

statistically significant relati onship with b oth R OE and R OA at 1% significance level. This 

indicates that as the  overall debt  of the man ufact uring firms increases the pr ofitability  of the 

firms als o increases. 

The firm size as a c ontr ol variable has p ositive and statistically significant relati onship with 

b oth R OE and R OA at 5% and 10% significance level respectively. This sh ows that as the size 

 of the firm increases the pr ofitability  of firms als o increases. Als o, bigger firms listed  on the 

st ock exchange have a high pr ofitability levels than firms that are smaller in size. The st udy 

als o revealed that sales gr owth als o has a p ositive and statistically significant relati onship with 

b oth R OE and R OA at 1% significance level. This means that the higher the sales gr owth the 

higher the pr ofitability  of the firms listed  on the st ock exchange. 

5.3 C oncl usi on  of the st udy 

This st udy attempts t o find  o ut the impact  of capital str uct ure  on the perf ormance  of 

man ufact uring firms listed  on the Ghana st ock exchange. Fr om the empirical res ults it can be 

c oncl uded that sh ort term debt has a significant p ositive impact  on pr ofitability (R OE)  of 

man ufact uring firms in Ghana. This means that firms with higher R OE empl oy sh ort term 

debt. This st udy als o reveals that the maj ority  of man ufact uring firms in Ghana rely  on debt 

s o urces t o f und their  operati ons and that sh ort-term debt c onstit utes ab o ut 87 percent  of t otal 
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debt. This c onfirms earlier st udies by Ab or 2005 and Yeg on, Cher uiy ot, & Sang (2014) wh o 

s uggests that sh ort-term debt tends t o be less expensive, hence an increase in sh ort-term debt 

with a relatively l ow interest rate will lead t o an increase in pr ofit levels. 

The negative relati onship between LTDA  on R OE and R OA is an indicati on that the  use  of 

l ong-term debt financing in Ghana tends t o significantly decrease the pr ofitability  of 

man ufact uring firms. This phen omen on can be attrib uted t o the high c ost  of l ong-term debt 

as well as the diffic ulty in meeting the vari o us c ollateral demands  of f und pr oviders.  Only 

14%  of Assets can be attrib uted t o l ong term s o urce  of f unding. This als o means that firms 

are  unable t o assess l ong term debt in Ghana c onfirming the weak nat ure  of l ong-term debt 

market.  

T otal debt t o t otal Asset rati o in this st udy indicates that m ost man ufact uring firm’s finance 

their assets with debt, meaning that maj ority  of man ufact uring firms in Ghana have high 

financial leverage which may p ose investment risk leading t o high c ost  of capital f or 

b usinesses. TDA s uggest that 75 percent  of firm’s asset is financed by debt. There is a 

significantly p ositive relati onship between TDA  on R OA and R OE which g oes t o s uggest 

that pr ofitable firms depend  on debt s o urces  of f unding their  operati ons, this is c onsistent 

with Champi on (1999) wh ose asserti on is that the  use  of leverage was a way t o impr ove the 

perf ormance  of an  organizati on. This p ositi on is als o c onfirmed by Ab or (2015) that firms 

which perf orm better in terms  of R OE, depend m ore  on debt financing. 

5.4 Rec ommendati ons 

Based  on the findings  of this st udy the f oll owing rec ommendati ons are pr op osed: 

Sh ort term debt has been sh own t o have a p ositive relati onship  on R OE b ut insignificant 

p ositive relati onship with R OA .This m ust bring ca uti on t o financial managers beca use a firm 

is  only advised t o take  on debt when the R OA which meas ures the extent t o which 
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management  of a firm effectively  utilizes invested capital (assets) t o generate a given am o unt 

 of earnings, will be higher than the interest  on the debt. The  use  of m ore sh ort-term debt als o 

means higher and reg ular repayment  of financial liability ass ociated with the sh ort repayment 

peri od. M onthly cash fl ow is highly affected than it w o uld be  on a l ong-term debt with 

relatively smaller payments. The  use  of higher sh ort-term debt will als o req uire managers t o 

target achieving larger sales v ol umes even if it c omes with smaller margins, this is preferred 

t o smaller sales v ol umes with larger margins beca use a firm’s reg ular cash fl ows helps t o meet 

liq uidity demand especially when a firm rely  on sh ort term debts in financing its  operati ons. 

 LTDA has a significantly negative impact  on b oth R OA and R OE, this implies that the c ost 

 of l ong term debt is still high in the Ghanaian ec on omic envir onment and this sit uati on has 

the p otential t o  offset the benefits  of  using l ong term debt t o  undertake maj or b usiness 

activities s uch as adding t o its pr od uct line, expanding internati onally and impr oving 

techn ol ogy in  operati ons. 

T otal debt t o Asset rati o sh owed a significant p ositive relati onship with b oth R OE and R OA, 

this c onfirms the asserti on that m ost Ghanaian firms rely  on Debt financing and this research 

has sh own that sh ort term debt c onstit utes ab o ut 87 percent  of debt  of firms. It is imperative 

f or management t o  understand the adverse effect and risk ass ociated with high financial 

leverage c omm on am ongst is the risk and direct and indirect c ost  of Bankr uptcy.     

A m ost  optimal capital str uct ure is the debt-eq uity mix that best maximize firms’ val ue; 

theref ore, firms sh o uld strive t o  optimize their capital str uct ure by an appr opriate mix  of debt-

eq uity capital. The firms sh o uld theref ore strike a balance between their ch oice  of capital 

str uct ure and the effect  on its perf ormance as it affects the shareh olders risks, ret urns and the 

c ost  of capital. 
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5.5 Areas for Further Study 

S uggesti ons f or f urther research related t o the impact  of capital structure  on the perf ormance 

 of man ufact uring firms sh o uld c onsider gathering data  on a relatively l onger peri od  of time 

t o all ow f or a str onger trend t o be ascertained  on the impact  of the dependent and explanat ory 

variables.  In additi on, f ut ure research sh o uld c onsider adding m ore dependent variables in 

relati on t o firm perf ormance s uch as Earnings per Share, T obin’s Q, Gr oss Pr ofit Margin, Net 

Pr ofit Margin as well as Ret urn  on Capital Empl oyed. Additi onally  other c ontr ol variables, 

s uch as tax, the c ost  of capital, Liq uidity, Age  of Firm, risk etc. may be c onsidered in  f urther 

research  s o that m odel can predict the dependent variable even better. This st udy can be made 

m ore c omprehensive by taking the debt s o urces int o c onsiderati on th us whether these debt 

s o urces are d omestic  or f oreign s o urces.   
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