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ABSTRACT
The study investigated the relationship betweeitalagtructure and profitability of listed firms iBhana during
the five year period from 2005 to 2009. Literatteeiew on the relationship between the firms’ pedifility and
capital structure showed that there is either atigesnegative or neutral relationship betweenfipability and
capital structure. It also showed there is no amiek evidence of what should be the optimal cépita
Regression analysis was used to investigate tlaioeship between capital structure and profitabilAlso,
average profitability and debt ratios were useddtermine whether Ghanaian listed firms dependedetm or
not.
Similar to Abor (2005) study, the results reveatlldt, there is a statistically significant positiredationship
between profitability and short term debt and aificantly negative relationship between profitéliand long
term debt. However, the results revealed a stzaibfi negative relationship between profitabilitydatotal debt
contrary to Abor (2005) study. The results alscesded that, Ghanaian listed firms relied more oortsterm
debt than long term debt. The average short tettnh thdetotal capital ratio was 52% and long-termtdehtotal
capital ratio was 11%.

1. Introduction

Capital structure decision is the choice of a femiixture of sources of financing, made up of defil equity
financing. Ross, Westerfield, & Jordan (2001, ppr)3defined a firm’s capital structure decision'tas choice
of how much debt a firm should have relative toityu They argued that capital structure is a reflectbm
firm’s borrowing policy. It refers to the mix of hgy term debt and equity financing (Brealey, My&sylarcus,
2009). Abor (2005, pp. 438) defined capital stroetas amix of different securities’The above definitions
have one thing in common, that is. the firm’s calgtructure decision is its choice of debt-equeyo.

At the heart of capital structure decisions is siearch for the optimal capital structure whichhs tevel of
capital that maximises profitability and sharehodd@alue. The search for the optimal capital stnechas led
to theories like the trade-off, pecking order agdracy theories. To date, there is still no consemsuwhat the
optimal capital structure should be. Abor (2005, 4$8) agreed when he saibgespite the theoretical appeal of
capital structure, researchers in financial managehave not found the optimal capital structure’

The terms ‘firm’s value’, ‘shareholders’ value’, ‘shareholdgr wealth’ and ‘profitability’ are used
interchangeably in this study as they all constitnteasures that depict wealth creation for shadehsl For
instance, profitable firms are usually more benefito shareholders than loss-making firms. Simhjleat change
in firm’s value results in the change in sharehdtdealue. Ross et al (2009, pp. 432) supportesl ittéa when
they made the following statemefilanagers should choose the capital structure thaty believe will have the
highest firm value, because this capital structwitt be most beneficial to the firm’s shareholders’

The Capital structure decision of a business isoitamt because a poor decision can affect a fiprogitability
leading to a decrease in shareholders’ value atelwérsa. The overriding objective of financiatid®mns is to
maximise the wealth of shareholders. In other wottis objective of a firm’s financial decisionstésincrease
the value of its shares (or the price of stock) Ress, Westerfield, & Jordan, (2001, pp. 12) putthe goal of
financial decisions igo ‘maximise the market value of existing owneiguiy’. According to them, ‘good
financial decisions increase the market value efaWwners’ equity and poor financial decisions dasedt’.

The effect that capital structure decisions havemrfitability and firm value is that, it increasealue through
the present value of tax savings from the use bf.detuitively, this may imply that firms shoulde& 100% debt
to maximise their value. But we would understarmhirthis study that, excessive use of debt may teaal
reduction in value because of the increasing podigibf financial distress and possible downgragiof the
firm’s credit rating.

Therefore the possible effects of capital strucpokcy are that it can increase both gains angde®f the firm.
Itis a‘double edged swordRoss, Westerfield, & Jordan (2001, pp. 367).

The primary objective of this study is to investethe effects of capital structure decisions anglofitability
of listed firms in Ghana during the five year periipom 2005 to 2009 under the topi€he effects of capital
structure on profitability of listed firms in Ghana The study seeks to find out how Ghanaian listedgihave
used their capital structure decisions to creatdestroy shareholders’ value, in terms of profitgbi
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1.1 Industry Background

This study also investigates the effects of différi@dustry sectors’ operational and investmentieinces on
the capital structure of the Ghanaian listed firmsother words, we also take the opportunity teestigate and
analyse how the various industry sector variatieasls to different capital structure and profitépipatterns
among Ghanaian listed firms. This therefore give$wo stages of analysis format of the resultshisf study -
the overall listed company level and the induségtar level of analyses.

Previous researches have shown that different iridasexhibit different capital structures. Thiskecause
different industries have different operational reltderistics, different earnings before interesffecent assets
and the list continue. These differences must bmected with the differences in industry capitalciure
(Ross, Westerfield & Jordan 2001). By extensioffedint industries also exhibit different profithtyi rates and
different market values. Sometimes even firms withie same industry may exhibit different capitalictures.
Abor, (2007a) concludes that industry effect expaivell the capital structure of SMEs in Ghana tad there
are variations in capital structure across theowariindustries. Because of these differences, theremany
theories that seek to explain why a particular camypor industry chooses one capital structure agaimother.
As listed firms in Ghana cut across different indpsectors, it is possible that each firm’'s patide industry
sector influences its capital structure decisidiss makes the consideration of capital structume @rofitability
relationships across industry sectors, relevatitigostudy.

Ghanaian listed firms are divided into 12 industigategories in this study. A listing of these isitly categories
and the number of listed firms in each industrpiissented in appendix A. A look at the appendiwshthat
apart from the Banking and Finance and the manutfiact sectors, which have 9 and 6 firms listed eesipely,
the number of firms in each of the rest of industayegories are minimal placing a limitation on fimelings,
results, interpretation and generalisation of thel\s

The Banking and financial services companies haregalated capital structure in Ghana and so tlig be a
contributing factor to the different capital strua of that industry. Also, since banking and ficiahservices
companies are mainly in the business of giving$camd other financial services, debt constitutespor figure
in their financial statement and contributing teithdifferent capital structures and profitabilifyhe minimum
capital of banking and finance firms are from titoetime determined by the (Banking Act 2004) AcB8Ghd
regulated by the bank of Ghana.

Apart from the banking and financial sector, mosteo industry sector firms do not have a regulatapital
structure but other specific industry charactersstire pervasive determinants of their profitapidihd capital
structure. For instance, manufacturing firms raqgitheavy and expensive manufacturing equipmentmaist
probably use more long-term capital to financerthequisition.

In comparing the various industries with the oueliated companies, our main purpose is to find whether
industry differences determine their different jedfility and capital structure relationships.

2. Literature Review

2.0 Capital structure does not matter

Early sections discuss theories of when capitaicttre decisions have no consequences for theotastpital,
profitability and value. Under this theory, the &feof the mixture of debt and equity finance dnesmatter at
all to firm's value. In other words, the value bktfirm is the same no matter the capital struc{Ress et al
2009). This argument was propagated by Modiglisuai ®liller (MM). They argued that, shareholders héve
ability to remix the capital structure privately tmunter or even replicate management choice oftatap
structure. The net effect is that the firm’s capstaucture cannot increase or decrease firms value

Capital structure matters

The review continues with an opposing view whichwes a situation where capital structure is relevarfirm’s
value. What makes capital structure relevant isvddrfrom two main variables, the tax advantagasifig debt
and (2) the risk of bankruptcy from the use of tnach debt. This review explores the relevance pitah
structure decisions broadly in terms of these tawdables.

Due to the tax advantage inherent in debt finanaimgny companies prefer debt financing to equitstficing as
it results in increased profits becoming availablehe shareholder. However, debt must be used exitteme
care because of the risk of possible financiakeést when firms are unable to pay their debts. éiased costs
of financial distress such as legal and adminiseatosts reduce profits available to shareholders.

Optimal capital structure

This brings us to the next discussion on what lefetapital structure should the firm choose inesrdb
maximise shareholders’ value. Ross et al (2009,482) gave a simple answer to this questiomnagers
should choose the capital structure that they beligvill have the highest firm value, because thpital
structure will be most beneficial to the firms’ shlaolders: We agree with Ross et al, because after all, the
reason for shareholders investing in the firm isirtorease their wealth. Any rational investor wpltefer
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financial decisions that increase his wealth torttaximum. This capital structure is the optimalelesf capital
structure.

Conclusion

We then reach a conclusion. According to Ross €@09), ‘the firms’ value after capital structualeanges can
either be (1) greater than original firm value, &jual to original firm value and (3) less thangoval firm
value’.

2.1 Capital Structure Without Taxes

MM proposition |

Miller and Modigliani (MM) in their seminal work onapital structure theory in 1958 concluded thditde
irrelevant to the value of the firm. For this thgto hold water, the tax advantage and the risksaorig debt must
cancel out exactly. This also means if the tax athge is nil, then the risk disadvantage must laésail for the
theory to hold.

The argument MM were making is that, no matterrttive of debt and equity in the firm’s capital stru, there
is no effect on the firm’s market value, profitétyiland cost of capital. By extension, the cdteucture of the
firm is irrelevant in making shareholders richerpmorer. To put it in the words of Ross et al (20089. 435),
‘the value of the firm is always the same unddedéht capital structures’

One major argument made by MM to support their debkevant theory is that since shareholders apable of
lending or borrowing on the same terms as the fthay can easily replicate the capital structuréheffirm.
Management will therefore not be doing for shardard what they (shareholders) cannot do for tharaseFor
instance, if a shareholder invests in a leveredh,fihe receives a certain pay-off from the levergc.f
Alternatively, the shareholder could borrow frore thank and invest in an unlevered firm and the gfayvould
be the same as from the levered firm. MM arguetlifibese two alternative investment strategigé leave the
shareholder with the same pay-off, managers willhee be creating nor destroying shareholders \velajt
borrowing on their behalf because shareholdersdctalso themselves.

This lead MM to conclude that, the value of theeweked firm is the same as the value of the levéined This
MM result implies for instance that, if the leverian is priced too high, rational investors wiltgfer to invest
in an unlevered firm and borrow on their own acdotihis MM result is expressed by Ross et al (2@p0,436)
as‘as long as individuals borrow and (lend) on thereaterms as the firm, they can duplicate the effett
corporate leverage on their own’.

2.2 Capital Structure With Taxes

In the previous section we concluded that debtredevant to profitability and value because MMaged the
tax advantage of debt among other assumptionsidrséction, we add tax to the MM propositionshtovg how
firm’s profitability and value will change. We stay first criticising MM’s assumptions to give asreason to
remove them.

Unrealistic MM assumptions

MM came under various criticisms later becauser thesumptions largely proved unrealistic. The agdiom of
a tax free economy is unrealistic because thehaiidly any country in the world that is tax fre@r khstance
Ghana is not a tax free economy. The assumptiamafansaction costs and efficient markets are e¢sy
unrealistic because most investors use advisorsolvhmge brokerage fees for their services. Evem iinvestor
does not use the services of a broker he stillrgicost like communications, transport costs amerotelated
costs before making their investments. MM ignoteel gossibility of a financial distress but evideaceund the
world show this is an unrealistic assumption. Fstance Enron and WorldCom, who were actuallyniartial
distress but tried to cover up through frauduleénaricial reporting, eventually went into bankruptayearly
2000s. The advent of the world economic downtuso &aw many businesses collapse around the wollld.
these show that MM assumptions are unrealistic.

Taxes and MM proposition |

MM had to backtrack subsequently, in 1963 after rdeeipt of several criticisms. This led to theaxithg of
their ‘tax free economy assumptiomhe result was that debt financing is now a ra@fvfactor in determining
firm’s profitability and value. Company tax a retet variable to debt policy because interest costebt is
allowed for tax purposes in many jurisdictionstoé tvorld. In Ghana, interest is tax-deductible urssetion 14
of the Internal revenue Act, 2000 (Act 592). Trasvlapplies to all Ghanaian firms except those $igaty
exempted. Since interest payments are tax dedectibleduces company tax or amounts due to thergowent
thus saving up more cash for the shareholders.ifrtgBes the tax advantage of debt leads to inamga®turns
on equity (ROE) and value. For instance, assumangarate tax is 25%, then every cedi (Cedi is thar@ian
currency) of debt would add at least 25 pesewase{pas is the Ghanaian currency in decimals) tovahge of
the firm. Therefore debt is relevant to value oftmetax benefit is recognized.
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2.3 Financial distress

When a firm is facing financial difficulties we s#yis in financial distress. Bankruptcy occurs whe principle
the value of the firm's assets equals the valu#sofiebt (Ross, Westerfield, & Jordan, 2001) oriemjantly,
equity has no value.

Generally as a company’s debt rises, so also deeprbbability of financial distress and eventuahkruptcy
rises. Excessive use of debt capital leads to & détis in which a firm finds it difficult to pajts debt. If
corrective measures are not put in place in tirhe, firm will eventually go into bankruptcy. Firms even
countries in debt crisis could have their creditnga downgraded by a credit rating agency. Thislda@ven
worsen their situation because a downgrade meanahitity to pay its debt has reduced. Lenders thirefore
be reluctant to lend such an organisation some .more

The present value of financial distress costsrisdaction in firm’s value. In this respect, finaaailistress costs
are therefore the opposite of interest paymentsséaings. In other words, it reduces firm’s valustjas the
taxes savings increases firm’'s valuBankruptcy cost may eventually offset the taxteglagains from leverage’
Ross et al (2009, pp. 460).

Bankruptcy costs are direct or indirect cost. Diregsts associated with bankruptcy may includelléges,
accountancy fees and administrative fees (Bradgpers, & Marcus 2009). According to Ross et al (@0®y
the time enron emerged from bankruptcy after filfiagit in 2001, lawyers, consultants, accountaartd other
professionals have earned more than $1 billioredeih fees.

There are several knock on effects of financiatrdés. The risk associated with a firm in finandatress
frightens shareholders who demand higher returhss ihcreases the Cost of equity as shareholderade
higher returns. Shareholders investments become raly because they are only entitled to a residfier the
debt holders have been paid (Ehrhardt & Brighar®920This also increases the cost of equity dup@gods of
financial distress.

Also, when firms are in financial difficulties tmeialue and profitability fall because the feartbahkruptcy and
the costs that go with it move the shareholderslispose of their shares quickly even at the lovpeite
possible. This results in the reduction of the frmalue and profitability during the period of éincial distress.
It is also important to realize that during finaaladlistress, the cost of debt may also increaseti@y to the
general view that debt is cheap) which also redpcefits before tax (Ehrhardt & Brigham, 2009). §might
happen due to the fact that creditors, also pergpithe possibility of the company’s inability t@ay them,
demand higher interest rates. Thus raising theafasbt and lowering profitability.

Other effects of increasing company’s leverage gdaed by Ehrhardt & Brigham (2009) include the
possibility of falling free cash flows and profithty because customers perceiving risk could tddadr business
elsewhere (Ehrhardt & Brigham, 2009). Employeeshenother hand begin to worry about their currebsjand
waste valuable productive time pursuing or thinkatgput future jobs (Ehrhardt & Brigham, 2009). Sierp
also tightens their credit standards resultingailifg accounts payable and increasing net opeyatiorking
capital which in turn reduces cash flows (Ehrh&drigham, 2009).

The above analysis shows that despite the tax salyamf debt, increasing debt to equity ratios lmamg grave
consequences for the firm. Firms must thereforeegge their debt to equity ratios with care beairngind the
possibility of bankruptcy. The fear of going baniruherefore deters companies from using excesbas
(Ehrhardt & Brigham, 2009).

Empirically, many studies have proved that profligband financial structure were negatively cdated. The
cause may mostly be coming from the present valdmancial distress costs exceeding the tax savihg his
study on capital structure and performance of SMEShana, Abor, (2007) concluded that capital stmechas
a negative relationship with the profitability oM&s in Ghana. Fama & French (1998) within their kvon
taxes, financing decisions and value, concluded ttere is a negative correlation between debtjevand
profitability. They said, “on balance, negativearhation in debt about profitability overwhelms atax (or
other) benefits of debt.” Amarjit, Nahum, ChenpiggSmita (2009) -In their research of the serviaegustry in
the United States concluded that, leverage is negat correlated with profitability. Yogendraraja&
Thanabalasingham,( n.d.), suggested a negativeelation between profitability and Capital structure
manufacturing companies in Sri Lanka by saying finats who finance their investment activities witttained
earnings are more profitable than those who finamite debt capital. The findings of Abor & Biekp2007)
show that profitability is significantly negativelated to bank debt ratio.

This brings us to the end of our second theme pitaastructure matters’. We discuss the optimalited
structure next.

2.4 Trade-off theory

Under the trade-off theory, an optimal capital stuwe is achieved when there is a trade-off (asetfing
situation) between the tax deductible benefitsaiftqtax shield) and the risk of bankruptcy or fic@l distress.
In other words, an optimal capital structure isiaetd when the benefits and costs of debt candelensen &
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Meckling, (1976 cited in Melinda & Cristina, n.d.$fated that, ‘firms select optimal capital struetiby
examining the net tax advantage of debt financingdmparing debt advantages’. This implies thatdpgmal
capital structure is the one that gives the besatltvantage to the firm. The optimal capital stioetunder the
trade-off theory is therefore the capital structieneel that maximizes the tax benefits of debt andimizes the
costs of financial distress.

2.5 Pecking Order theory

Another approach to the optimal capital structunedy is the pecking order theory. According to Bega
Myers, & Marcus (2009), in applying the pecking erdheory, management prefers internally generateds
to externally generated ones. If external debvés eequired, debt finance is preferred to equitgrice. In other
words, managers rank their order of financing ideorof internally generated finance, and then esiéy
generated finance with debt ranking before equitsgnagers use this order or ranking in an attemptréserve
the value of the firm and more importantly to caurthe wrong signals of issuing equity in the fpgkstce.
Managers must rank the order of generating funidswihy because, when a firm requires capital, iggghares
may send the wrong signals that can lead to d@rfditm value. When new shares are issued, invesgtaspect
the shares may be overpriced and refuse to bug,ltinging down the value of the shares (Braeleyefd, &
Marcus 2009). This is usually caused by a misunaeding of the current profitability and future ppects of
the firm. Investors get this signals from the issfi@hares because, rational people would notassfithing for
less than its value, so the true value of the sh@nethe thinking of the shareholder) might be édosthan what
management is selling for now, Ehrhardt & Brigha?2®d9). Managers try to avoid such (probably wrong)
signals to shareholders by using internal fundsiash as possible. Managers are led to prioritizé gource of
funds because of this signalling theory, to maxeprofitability and value.

2.6 Agency Theory

One other theory used to predict the optimal stmgcis the agency theory. Since shareholders qraraed
from the management of businesses, an agencyorgdaip is created. This also creates a conflidntdrest
situation called the agency problem. Accordinghe agency problem, whilst managers seek their oest b
interest, shareholders will be expecting them tokwiowards maximising the value of their investméf'e find
that these opposing interests can eventually keatuations that predicts the optimal capital ctnee.

The agency problem leads to indiscriminate expengliby managers who have enough cash at their séipo
This supported by Ehrhardt & Brigham, 2009, wheeaytistated that, the agency problem is created Becau
management may have enough cash to spend on #tgirgjects rather than on value maximizing prajeEbr
instance, managers with excess cash may spendahehings like flashy offices, corporate jets, dhihgs of
that nature which does little to maximize sharebddvealth, (Ehrhardt & Brigham, 2009). On the othend,
managers with very little cash are not in the posito be that wasteful. The central issues in egeheory are
therefore how to resolve thigght' for the control of firm resources between manageis shareholders (Roy &
Mingfang).

Some theories have suggested a strategy of innge® use of debt capital in order to reduce tienay cost
problem. Abor (2007) study concluded that, ageissyes may have led SMEs to pursue high debt pslici
leading to lower performance. The reason for thithat, the risk of financial distress from inciegshe use of
debt may encourage managers to reduce wastefullisggenAccording to (Roy & Mingfang), the agency
problem suggests the use of debt contracts as #ie means of transfering wealth to investors. Thay be
because, it deters wasteful spending, and therdforeeasing amounts available to shareholders. rAgai
according to (Roy & Mingfang), the use of debt nakeasteful management focus on debt repaymentsiar o
to avoid bankruptcy from the inability to pay. Tharvival of the business therefore becomes a higexm for
managers.

3. Methodology

Data used for this study primarily came from thea@dn Stock Exchange (GSE) published wottke ‘fact book
2010 edition! The fact book is published by the GSE regularyg aontains financial and other relevant data
about all listed firms in Ghana, stock brokers ater licensed members of the GSE. It also contains
information about the stock exchange performanckecampany profiles of all listed companies as atdhte of
publication. Apparently, financial statement dated for this study is mainly secondary data asosgg to
primary data.

Our population for this study is particularly notry large and there would not have been any sigmifi
problems of cost and time if we used the entireutettipn as our sample. However, similar to Abotisdy of
2005, all our sampled firms had to fulfil three ioasriteria; firstly all of the selected firms sHduhave been
listed on the GSE as at 31 December 2009. Secondhge of them should be delisted during the peuioder
investigation and thirdly, all five year financiglatements must be available for all companiestmtluded in
the study. Only one company did not satisfy this géeria for selection (because it had only foaars’
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accounts available) and was dropped. Our sampteftite constituted 34 out of 35 listed companieth Wi70
financial statements for a period of five yearsieg®1 December 2009.

Variables

The primary variables we are investigating in #tisdy are the profitability (the dependent variqlaled capital
structure (the independent variable) ratios.

3.1 Profitability Ratios

In this study, our profitability ratio is defined #&he return on equity (ROE). This is defined asiegs before
interest and tax (EBIT) divided by Equity (Shar@ital and reserves). Equity equals the companytsagsets
(Assets minus Liabilities). We use EBIT becausss independent of leverage effects of the capitaicture
decisions and it does not include the effects t@r@st and taxes.

3.2 Capital structure Ratios

We used three capital structure ratios in this\stuthe short-term debt to the total capital rationg-term debt
to total capital ratio and Total debt to total ¢apiatio.

Short-term debt is taken as all items includedhia ¢urrent liability section of the listed companyinancial
statement. Long-term debt includes items listed@scurrent liabilities and total debt is the amditof short-
term and long-term debt. Total capital equals tha sf equity, long and short term debt which algaads the
total asset of the company.

The reason for investigating three capital struetatios is to ensure that the different capitalcttire of all
listed firms in Ghana as well as their differerdustry variations are reflected properly in thisdst Previous
research including (Abor, 2005) has shown that @leamfirms relied more on short term debt than lexgn
debt. Some Ghanaian firms also do not use long tkiot at all. So in order to ensure that at leastleverage
ratio could be calculated for each listed firm, lineerage ratios have been split in this way.dbaheans that for
each firm that did not use long-term debt, totddtdecludes only short term debt.

3.3 Control variables

To ensure the accuracy of the results of our regyasnodel we used two more variables as controblkes.
The control variables are not the subject of thigly They are only included to ensure that theltef the
regression reflect the reality as much as possiikeused these control variables to reflect thetfaat the level
of EBIT of listed firms not only depends on capistifuctures but also on their size and level oésalhese
control variables are therefore not explicitly colesed in our results analysis.

Log of sales and sales-growth were control varigiuded in the regression model to ensure thatelsults of
regression are not biased. The sales growth rateot@mined by calculating the rates for the fivargeor each
sampled company separately. That is. the growthwais obtained for each company over four yearsking
the first year as the base and calculating howsdsee grown over the next four years.

A panel data analysis methodology is the main dicalytool used to capture data for capital streetand
profitability. This methodology involves pooling sérvations on a cross-section of units over sevara
periods.

3.4 Regression Analysis

Generally, the regression analysis was used tosiigate the relationship between capital structanel
profitability of Ghanaian listed firms. We also dsthe analysis to investigate whether the relatignbetween
capital structure and profitability is positive negative and how Ghanaian listed firms had depemwtedebt
financing. Lastly, the results of dependency ontdglve us an indication of how the trade-off, pagkorder
and the agency theories applied to Ghanaian Ifsted.

Similar to Abor (2005), the relationship betweenpifa structure and profitability was predicted tine
following 3 regression models:

ROEvt = B0+ BlSDAi1t+ BZSlZEi!t+ B3SG!t+ é!t RegreSS|on 1
ROE,; = Bo+ B1iLDA; + B2SIZE;,; + B3SG i + &, Regression 2
ROE!I = B0+ BlDAi!t+ BZSIZEM+ B3SG1'(+ éit RegreSSion 3
Where:

ROE,is EBIT divided by equity for firm i in timg SDA,is short-term debt divided by total capital fomfiri in
time t LDA,;is Long-term debt divided by total capital for fitinin time t DA;,;is total debt divided by total
capital for firm i in time t SIZE;,;is log of sales for firm i in time 8G, is Sales growth for firm i in time &, is
the error term fyis the intercepts, 5, andpszare the slope coefficients

Regression 1 is used to predict the relationshipvédeen profitability and short-term debt, regressitois used to
predict the relationship between profitability atmhg-term debt and regression 3 is used to prettiet
relationship between profitability and total debt.

220



European Journal of Business and Management www.iiste.org
ISSN 2222-1905 (Paper) ISSN 2222-2839 (Online) g
Vol5, No 31, 2013 STE

4. Findings/Results
Having discussed the methodology for this studshelast section, we present our findings in thistisn under
two main categories: Average profitability and ¢alpstructure ratios and the regression model tgsul
Average Profitability and Capital Ratios
The average annual profitability and capital rafmsGhanaian listed companies is summarised ile tdbTable
4 presents information that was used to evaluate®banaian listed firms have been profitable onlwared and
how they have depended on debt in terms of therame capital structure ratios on the other hand.

Table 1 Average Profitability and Capital structure ratios

Overall listed companies 15% 52% 11% 63%
Agro processing 5% 8% 0% 8%

Banking & Finance 37% 77% 11% 88%
Distribution 22% 57% 6% 63%
Food & Beverage 26% 47% 6% 52%
ICT -25% 58% 3% 61%
Insurance 15% 37% 9% 47%
Manufacturing 0% 40% 16% 56%
Mining -7% 27% 23% 51%
Pharmaceuticals 18% 21% 2% 23%
Printing -17% 36% 49% 84%
Publishing 48% 55% 7% 62%
Trading -27% 79% 6% 85%

Column 1 of table 1 presents categories at theafiviisted company and at the industry levels. @Guoiu2
presents average return on equity for each categiodythe next three columns present informatioruabioe
average capital structures ratios during the period

4.1 Regression Model Results

The regression model results’ slope coefficientsttie 3 independent variables are summarized iteTabThe
table also summarizes how statistically signifidarthe regression results. The regression coefitsiin table 2
were used to explain the relationship between atafity and capital structure of Ghanaian listeédhf during
the period under study. Where the coefficient isifpee, there is a positive relationship betweerpiGad
structure and profitability and where it is negatiwe have a negative relationship.

Table 2 Regression model results

. Regression 1 Re_su!t_ Regression 2 Re_su!t_ Regression 3 Re_su!t_
Industry Categories (Significance (Significance (Significance
level = 1%) level = 1%) level = 1%)

Overall listed companies 0.1115 Significant -0.4302 Significant -0.0665 sfigant
Agro processing 2.6780 Not Significant 0.0000 Not significant 2.678 Not Significant
Banking & Finance 0.5428 significant -0.4970 Not significant  3.0390 otMignificant
Distribution 0.6842 significant -1.1173 Not significant  0.5815 otM$ignificant
Food & Beverage -0.9990 significant -1.9537 Not significant -1.1959 significant

ICT -2.1140 Not Significant -20.5309 Not significant .0228 Not Significant
Insurance 0.1407 Not Significant 0.0238 Not significant 0.249 Not Significant
Manufacturing 0.4186 Not Significant -0.9429 Significant -0.6843 significant
Mining -1.0993 Not Significant 1.0557 Not significant -253 Not Significant
Pharmaceuticals 0.1846 Significant -0.4804 Not significant 0.1119 ignéficant
Printing 14.2099 Not Significant -2.3313 Not significant 6@77 Not Significant
Publishing 0.5600 Not Significant -3.0751 Not significant 0680 Not Significant
Trading -10.7878 Not Significant 8.4469 Not significant 1726 Not Significant
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Column 1 shows the industry categories. Column @wshthe regression coefficients for regression 1
(relationship between profitability and short-terdebt). This column presents numbers that shows the
relationship between profitability and short-ternebtl This same explanation applies to regression 2
(relationship between profitability and long-terrebd) in column 4 and regression 3 (relationshipwveen
profitability and total debt) in column 6. Colum8s5 and 7 show the statistical significance of @gression
model results.

The regression Coefficient of determinatiorf)(R presented in Appendix B. Thé Rpresents how much of the
dependent variable (profitability ratio) is explathby the independent variables (the debt ratibisg. higher
these figures, the better the independent variabtpkain the dependent variable and thereforestionger the
relationship between the variables as indicatethbyslope coefficients.

This study, set a significance level (or F prokabilof 1%. This is translated to mean that, weeastgo have
99% confidence in the results of our regression ehod lower than 1% significance level is therefdrg
interpretation means a higher than 99% confidessell What we are saying is that, there is theecfoo
statistical relationship if our F probability isghier than 1% and vice versa.

The Standard Error (SE) of regression is preseimtégppendix D. The standard error could be intetguigust
like the standard deviation. It also represents btvang is the relationship between the depengenfi(ability
ratios) and the independent variables (debt ratis)ye specifically, It represents how much of attariables
deviate from the values as predicted by regressiodel results. In other words, it shows how fauaktvalues
deviates from values predicted by the regressiomaton. The smaller this value, the higher wouldpbecision
of the relationship between the variables and wieesa. In this regard, the standard error givestiaddl
information about the strength of the associatietwieen capital structure and profitability.

Overall Listed Company Analysis

Table 1 & 2 summarises the results of this studyr f@sults and discussions are therefore limiteainyset
significance level. Significance levels, coeffidieaf determination and standard errors which areermot
regression results metrics that explains how stthagelationships are, are presented in Appendi¢c€sand D.
4.2 Relationship between profitability and shortqte debt

The results of regression 1 show that there isitisstally significant positive relationship betve profitability
and short-term debt of Ghanaian listed firms simta the findings of Abor (2005). This means that f
Ghanaian listed firms, increasing the short-terit de associated with increases in profitabilityl atice versa.
The result also implies that short-term debt isitreély cheap for Ghanaian listed firm hence the akit is
associated with increasing profitability.

The result implies that the present value of the lanefit of short-term debt exceeded the assatietk
resulting in increasing profitability. Since intetgpayments from short-term debt are tax deductitdeax bill is
lower resulting in higher profits becoming availatb shareholders hence the positive relationstipvever,
for the Ghanaian situation, most short-term debtds-interest bearing or bear very low interestrey are
mostly trade creditors and not bank loans. In fait) the exception of the banking and finance @et74% of
all listed companies’ short-term debt was made fuirade creditors and accrualsivhich are to a large extent
non-interest bearing debts. The tax savings effeshort-term debt may therefore be minimal.

4.3 Dependence on short-term debt

The results of the average short-term debt andtability shows that 52% of Ghanaian listed firnogerations
and assets were financed with short-term debt. ifhidies that Ghanaian listed firms generally defeshon
short-term debt to finance their operations, cdestswith Abor (2005) study.

Similar to reasons given by Abor (2005), this iraplthat, Ghanaian listed firms relied more on stesrh debt
than long-term debt because of difficulties in sewy cheap long-term loans from Ghanaian financial
institutions which in turn was due to the fact ttfet Ghanaian long-term capital market is not nueVveloped.
Average profitability measures reveals that anmaairn on equity (ROE) of Ghanaian listed firmsidgrthe
five year period of study was (15%) which is 22gesitage points lower compared to Abor (2005). Tnistic
reduction was most likely due to the slowdown areamic activities in the country caused by the affef the
global economic down turn that occurred duringléie 2000s. Recall from our literature review tthe return
on equity (ROE) depends on the firm’s earnings teefaterest and the state of the economic conditibio
doubt therefore the state of economic conditiorssléd to falling profits during the period.

However, it is our view that Ghanaian listed firmsre still profitable during the period because 1pféfit
margin is not particularly bad. Risk free intereste during the period was around 10%. On thatsbas
conclude that Ghanaian listed firms had been ptafit during the period of study in spite of thesticafall in
profitability.

4.4 Relationship between profitability and long-tardebt

The results of regression 2, (relationship betweedfitability and long-term debt) show a significhn
significant negative relationship between profitépiand long-term debt of Ghanaian listed firmssistent
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with Abor (2005) findings. This means the incredeelong-term debt was associated with decreasing
profitability for Ghanaian listed firms and vicersa. This also implies that, for Ghanaian firmsgderm debt
capital is relatively expensive because the useifissociated with falling profits.

This negative association of long-term debt witbfipability implies the risk associated with longrtin debt
exceeded the tax benefits. It appears the tax ga¥ilom debt is minimal being overtaken by the o08gain,
we should not rule out the additional effects & thorld economic downturn on firm'’s profitabilityn the
Ghanaian context long-term debt is mostly intebestring because they are mostly always obtained franks
and financial institutions who almost always chairgerest. Also due to the underdevelopment ofGhanaian
capital market, assessing long-term capital isaliff and expensive.

In sum both expensive long-term debt and negatbem@mic conditions contributed to falling profithtyi of
Ghanaian listed firms during the period of study

4.5 Dependence on long-term debt

The results of the average long-term and profitgbihow that Ghanaian listed firms financed 11%thadir
operations and assets with long-term debt. Thidigmghat Ghanaian listed firms did not depend angtterm
debt during the period of study.

The reason for the less dependence on long-termisidtecause it is a very expensive source of fimanin
Ghana and so Ghanaian listed firms prefer to fieatheir operations with short-term debt which igtieely
cheaper. Ghanaian firms have therefore used lamg-debt sparingly to avoid the risk associated with

Also, though interest payments are tax deductitile, high interest charges put many listed compaifiy o
reducing the tax benefits associated with it.

Again, another reason for the less use of long-tebt capital emanates from the under-developadeaf the
capital market in Ghana. This nature of the maaksd made access to long-term funding very difficuiving
up the cost and further hindering Ghanaian liskedsf from using long-term debt.

4.6 Relationship between profitability and totallote

The results of regression 3 (relationship betweenfitpbility and total debt) shows a statisticallignificant
negative relationship between total debt and @bfiity of Ghanaian firms contrary to the findingé Abor
(2005). This implies that total debt have been nexgensive for Ghanaian listed firms than the medovered
by Abor (2005)

Compared to Abor (2005) there was a significantaéase in the use of debt capital during the peviostudy
(63% of total assets) compared to Abor (2005) s{&@o of total assets). It appears the high cosiebt which
is largely due to the use of long term in particukas led to significant reduction in profit margiduring the
period, apart from the effects of the global ecoimodown turn resulting in the negative correlatioetween
profitability and total debt.

4.7 Dependence on total debt

Average total debt and profitability reveals thdtaB@aian listed firms financed their operations assets with
63% of total debt compared to Abor (2005) study659This result confirms that Ghanaian listed firlagely
depended on debt capital as opposed to equityatapitinance operations and assets.

Clearly Ghanaian listed firms’ dependence on debibt because debt was cheap but the use of ihsgasiated
with falling profits. Rather the use of long-terrabd far exceeded the risk of short-term debt apddtal effect
is falling profitability from the use of total debt

4.8 Applicability of the agency, pecking order atrdde-off theories

From the literature review, we understood that digency problem was as a result of conflicts ofrage
between management and shareholders. That is, vémereholders expect management to maximise their
wealth, management rather engages in spendingtectithat may reduce wealth.

Generally, there was no evidence of the agencyl@moin Ghanaian listed firms.

Also, the pecking order theory ranked sources pftahin the order of internally generated fundsbtdcapital
and then the last resort, equity. The theory apptmigive emphasis to internally generated fundihvis a
form of equity. Since our analysis reveals that i@fan firms depended on debt, we conclude thap#u&ing
order theory did not apply to Ghanaian listed firms

The trade-off theory predicts the optimal capitsleatrade-off between the tax benefits and cosfancial
distress. The theory predicts that profitable fitepend on debt. The theory appears to apply to&@aa listed
firms.

For the Ghanaian listed firms risk from debt maicéyme from the use of long-term debt rather thamtdlrm
debt, because of the negative correlation betweadfitability and long-term debt. But long-term debt
constituted just a small part of debt overall (1Xd®npared to short-term debt (52%).

We had earlier mentioned that average profitabitityerall for Ghanaian listed firms was 15%. Though
drastically lower than Abor (2005), it is not rgadl bad performance for firms faced with econonoevdturn.
We would therefore not be wrong to say Ghanaidedifirms were profitable during the period of stud
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The above leads us to a very important observatianGhanaian firms use of debt is consistent thiehtrade-
off theory which predicts that profitable firms @y on debt financing to maximise profitability. Wk agree
that Ghanaian firms were profitable and dependededn, we are as well not wrong to say the tradehaiory
applied to Ghanaian firms during this period ofistu

Industry Variations

4.9 Relationship between Profitability and shortrte debt

The results of regression 1 (relationship betweenfitpbility and short-term debt) shows a statity
significant positive relationship between profiliapiand short term debt for the banking & finandestribution,
and the pharmaceutical industry sectors consistéht the overall industry level results. Alterivaly, the
results show there was no statistically significaositive relationship between profitability andbstterm debt
for the Agro-food, ICT, insurance, manufacturingnimg, printing, publishing, food & Beverage anddmng
results.

This implies that 25% of all Ghanaian listed firndustries results were consistent with the ovdistd firm
result whilst 75% were not. There is therefore dendisparity between the results at the overaédicompany
stage and at the industry sector stage. This digpammost likely due to industry differences onding the net
effect of tax benefits and risk of financial distseassociated with short-term debt.

This result also suggests that for the majoritindiistries their short-term debt structure doesnmaiter to their
profitability. In other words, whatever short-temebt that they carry, is irrelevant to their praffiity. But
given the fact that all the related companies axalile under the internal revenue act (Act 592pb&na and
short-term debt related interest payments are ¢axctible, one cannot reach that conclusion.

For this majority of industry sectors, the tax f@eeand the risk of debt associated with shontrtelebt appear
to cancel out and therefore have no significargafbn their profitability. The different industcharacteristics
have therefore combined to literally erode any ifigant positive or negative effects on their ptafility. In
other words, though the use of short-term debteratb the individual firms within industries, atively the
different industries’ characteristics have brouightenefits and risks that seem to cancel out tfeets of short-
term debt.

Considering generally some industry differenceg thsurance industry for instance, mostly depends
premiums to finance their operations which are itgavailable. For the food & beverage sector, tioinitial
set up costs are likely to be high, subsequentatipeis are likely to come from short-term loansfrmm
ploughed back profits. The trading industries oa ¢ither hand mostly sell on cash basis and so gHwaie
lower cash flow problems.

The Agro based industries are taxed after 10 yéar @x holidays with some limited exceptions unttes
Ghanaian tax law. This situation may result inafiéint profits being available to the shareholdérsgoo-based
industries during the ten year tax holidays compdoceother industry sectors. The results of ouraye debt
ratios presented in table 4 show that the Agro-thaséustry actually placed more reliance on eq(®3% of
total assets) than debt financing. This may probhabl because the tax benefits effects of debt aneexistent
for the first ten years.

Profitability was high for the banking and finan@¥%), publishing (48%) and the distribution (228&xtors
exceeding the overall listed company average of.1bB& banking and finance sector for instance Hawe
liquidity problems because they take deposits fem@an the smallest cash customer. For the publistgctpr,
short-term debt proved a very cheap source of &iim@nbecause using it is associated with high fabiiity,
though one cannot rule out the effects of the itrgusharacteristics on their 48% profitability whiés 33
percentage points above the overall listed comparyage.

The ICT (-25%) and the trading (-27%) industriestpd lower profits than the overall listed companRyis also
implies excess risk form the use of debt for themsetors. The ICT industry for instance requireggtment in
capital intensive equipment and a well-developéeriret infrastructure in the country. Unfortunattig sector
seems to develop rather slowly because of the dhi¢ke needed capital which also affects their ipabflity.
For the trading industry which posted a very highrage short-term debt (79%) but heavy losseppéars also
that the risk far outstripped the benefits of stierin debt for the sector business was bad duhiegéeriod of
study.

However, the pharmaceutical industry’s averageipodfl8%, a 3 percentage points higher than oVerafits
despite posting a lower than average short-ternt tten the overall. This means that though the stgu
enjoyed the benefits of short-term debt, profitsstrhave been affected positively by the industfiedénces so
as post a higher than expected average profithéindustry,

Obviously the above analysis reveals that indudifferences have a lot to do with their capitalisture and
profitability. It is therefore not surprising thttte result is different from the result of the aletisted firm
stage.
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4.10 Dependence on short-term debt

The results of average short-term debt show thét 4R all industry sectors used short-term debtxcess of
50% or inversely 58% of all industry sectors usledrsterm debt less than 50%. This implies a tegsendence
on short-term debt at the industry stage compavettheé overall listed company stage. This differeiscget
another confirmation of different profitability amdpital structure due to industry differences.

Particularly, the distribution (57%), banking amtbihce (77%), ICT industry (58%), the publishingtee (55%)
and the trading sector (79%) all exceeded the dvavarage. On other hand, the food & Beverage (4 7be
pharmaceutical (21%), Agro-based industry (8%), itheurance industry (37%), the manufacturing indust
(40%), the mining sector (27%) and the printingt@e¢36%) recorded average short-term debts lems the
overall listed company average of 52%.

Among these industries some actually used moretyedfuan debt implying they rather depended on gquit
These are the pharmaceuticals (77%), Agro-procg$82Ps6) and the Insurance (53%).

The above analysis implies that at the industrgllethe percentage of industries that dependechort-term
debt was lower at the industry stage. In other wonadividual industry’s dependence on short-teebtdvas
lower in terms of their average short-term debt parad to the overall result. This once again shihas the
different industry structures have something tanith their different capital structures.

4.11 Relationship between profitability and longrte debt

The results of regression 2 (relationship betweedafitpbility and long-term debt) shows a statisiica
significant negative relationship between profii@&piand long-term debt consistent with the ovelislled firm
result for only the manufacturing sector. The reftthe twelve industry categories, show no sigaific
relationship between profitability and long-termbtleThis imply that only 8% of Ghanaian listed canp
result was consistent with the overall listed comypiesult. Majority of industry sectors (92%) thfere showed
no significant relationship between profitabilitydalong-term debt.

The result implies that, for the manufacturing sgcthe long-term debt have been relatively expenghus
employing long-term debt is associated with fallimgfitability. Alternatively, the results imply # for the
majority of industries, employing long-term debiriglevant to their profitability. Intuitively, ik also confirms
that, at the industry level, Ghanaian listed firdepended less on long-term liability, consistenthwAbor
(2005).

The results imply that the risk of using long-tedebt exceeded the tax benefits for the manufagundustry.
The lack of the required long-term capital, unfanadole economic conditions as well as the specifaustry
characteristics have all contributed to the inoedassk for the manufacturing sector during theqabof study.
The manufacturing sector is therefore the greatestributor to the negative relationship betweedsfifability
and long-term debt at the overall listed compamglleAlso once again industry differences are shgwip in
log-term capital structure and profitability for @faian listed firms.

4.12 Dependency on long-term debt

The results of average long-term debt for the itriksshows that all industries recorded a lowantt0% long-
term debt confirming that Ghanaian listed firms eleged less on long-term debt even at the industrgl.|
Average long-term debt ratios show that at leagb 38 all industry sectors depended more on longrtdebt
than the overall average or inversely 67% useddékmg term debt.

The above confirms what we already know in that ralen listed firms depend less on long-term debnheat
the industry level or inversely, used more shamtatdebt consistent with the overall listed compeesults. This
is also consistent with Abor (2005). This becafeaseGhanaian listed firms, long term debt is a vexpensive
source capital hence the use of it is associatédfalling profits.

4.13 Relationship between profitability and totaeiok

The results of regression 3 (relationship betweefitpbility and total debt) show that only the tb& beverage
and the manufacturing sectors showed a statistieghtive correlation between profitability and todebt
consistent with the overall listed level resulthisTshows that at the industry level total debt vedatively more
expensive exceeding any tax benefits.

The result also revealed that, with the exceptibthe pharmaceutical industry which showed a dtesily
positive relationship between profitability and tehe rest of industries showed no significardtiehship. This
implies that for the majority of industries totatldt is irrelevant to their profitability contrarg pverall listed
company result. The cause of this once again isirgpritom the effects of industry differences on italp
structure and firm’s profitability.

Average profitability measures presented in tabkhdw that the highest industry performer during pleriod
was the publishing sector (49%) outperforming theerall listed company average performance by 34
percentage points. This figure is also higher thhaar (2005) and may mean that the publishing ingusts the
least affected by the economic down turn duringptiuéod.
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The lowest performing industry during the periodswhe trading industry (-27%) indicating the waaffected
industry by the economic down turn.

In all five industry sectors performed better a thdustry level than the overall listed companlesel. These
are the banking and finance (37%), distributior2%2, food and beverage (26%), pharmaceuticals (19d)
publishing (48%) sectors. Seven industries perfdrmerse than the overall listed companies levelgparance.
These are the agro-processing (5%), information emmimunications technology (ICT) (-25%), insurance
(15%), manufacturing (-0.23%), mining (-7%), pmgi(-17%), and trading (-27%) industry sectors.

The above shows that industry differences haveeffie Ghanaian listed firm’s profitability and tbtkebt.

4.14 Dependence on total debt

The results of average total debt shows that ntgjofiindustries (75%) recorded total debts exaegdi0% of
total capital implying that Ghanaian listed firmavie depended on total debt consistent with theatlvissted
company result.

The highest industry depending on debt was theibgrdnd finance industry (85%) and the least depsnhdn
debt was agro-processing industry (8%). This résuibt surprising because the banking and finamdestry is
practically in the business of borrowing to pay iiorestments. For the agro-based industry, thdtresnfirms
the reluctance of Ghanaian banks to give loanksdandustry.

33% of industries exceeded the overall averagestvBil% fall short of the overall average of 63%.

In all eight out of the five industries posted iesi gains during the period confirming the lis@Hanaian firms
were profitable during the period despite negatiffects of the world economic crisis.

The above analysis reveals that though Ghanaians fiwere less profitable during times when economic
conditions were not favourable, compared to Abd@0g), they relied heavily on debt. This shows Gleama
firms relied heavily on debt during periods of tmegonomic conditions to get them out of finandifficulties.
The average profitability and debt ratios analysé&s consistent with the trade-off theory of capgtlicture
which predicts that profitable firms rely heavilp debt. Here though Ghanaian firms were less jatafitthan
earlier because of the falling economic conditiahgy were still profitable and have relied on de#pital to
leverage their profits and get them out of harcheoaic times.

It also appears the tax benefit of debt is largelythe reason for the Ghanaian firms heavy us#ebf during
the period because if that is the case, there woeildeavier use of long term debt since short tit in Ghana
are mostly non-interest bearing and so offer ndess tax benefits. Rather there was heavier deperden
short-term debt to reduce the possibility of finahtailures during the period of the economic dawm.

5. Conclusions and Recommendations

This study is about the relationship between Chpitacture and profitability of Ghanaian listednfis during
the five year period from 2005 to 2009. The findiragnd analysis were limited by the accuracy of datained
from the Ghana Stock exchange’s 2010 fact bookbaritie significance level of the regression modeldi The
results revealed that, there was a statisticaliyiBcant positive relationship between short-tedebt and
profitability. There was a similar result at thelustry sector level, for the Banking & Finance, tBigition,

Pharmaceuticals, and Food & Beverage. The reshefirtdustries showed a different result. The resalso
showed there was a statistically negative relaligndetween profitability and long term debt. Onhe

manufacturing industry showed a similar resulthet industry level. The rest of the other industsbhewed a
statistically no significant relationship betweemnfjiability and long-term debt.

Lastly, the results revealed a statistically sigaifit negative relationship between profitabilifydaotal debt at
the overall listed company level. There was a simiesult at the mining and food and beverage inigss
However, for the pharmaceutical industry, the rssghowed a significantly positive relationship vibetn

profitability and total debt whilst the results fire rest of industry sectors showed no signifigafdtionship
between profitability and total debt.

Overall, the result suggests that Ghanaian listedsfhad depended on short-term debt more than-tiemg

debt. This clearly exposes the apparent undevelopade of the Ghanaian long-term capital marketared
to most of the advanced countries like the UK, AingrJapan, Canada, France and Germany. Thesadsdt
revealed that profitable firms depend on debt ehpit manage their operations. However at the imgusector
level, only 42% of all industries depended on shemn debt. On the contrary, the results showed ttivae

industries namely, pharmaceuticals, Agro-processimsurance actually relied more on equity finatien debt
capital. The results generally confirmed that, tinativation for capital structure decisions by Gdian listed
firms was not the tax benefits of debt but ratther dverriding objective of overcoming the effectshe world

economic downturn which affected their profitalilit

The result also suggested the trade-off theoryiegpb the capital structure of Ghanaian listech§ir However
there was no evidence that the pecking order amddlency costs theory applied to Ghanaian listetsfduring
the period of study.
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5.1 Recommendations

From our review of literature on capital structdexisions, it is clear that the ideal capital duue for any firm
is the optimal capital structure because the opticagital structure is the level of debt/equityioathat
maximizes the firm’s value. However, the optimapital structure is far from conclusive becausedl@nents
of capital structure are difficult to measure psety. It is also obvious that the issues of taxed eosts of
financial distress are very important to a targetedptimal capital structure. It is in view of shihat we make
our recommendations in relation to the tax beneafiid the costs associated with financial distress.

We recommend that, taxpaying firms should expldwe bhenefits of using debt to finance their operetin
order to take advantage of the tax benefits. Howduss making firms and firms with high tax credihay not
find debt capital very beneficial and so should iiseith extreme care and when it is really necessa do so.
This should be the case in order to avoid the as$ociated with using debt exceeding the bendfit&hana,
Agro-based firms are particularly exempted from fax the first ten years of their existence unskeetion 11 of
the Internal Revenue Act 2000 (Act 592). The besefif tax are very slim for firms that qualify fohe
exemption. Generally the higher the tax rate, tloeenbeneficial it will be to use debt financing e advise
caution always as too much use of debt increasksWe also recommend that companies, especially the
profitable ones and government, should contributgento stimulate growth of Ghana's capital markgt b
issuing more long-term bonds to the general publicer than the current focus on short-term baakdoWhen
this happens, it would also stimulate more tradimdgpng term bonds and hence the growth of the Gizsen
capital market and a further growth of Ghanaiamgirvho are mostly small scale firms.

Lastly, we recommend further studies on the issfiempital structure in Ghana not only on listeun§ but on
non-listed firms. Future studies if undertaken stha@lso include topics like ‘finding out about whiye capital
market in Ghana is still underdeveloped or wh ijiowing that slowly’. It is our hope that sucktady would
contribute towards a rapid development of the Gleameapital market to help Ghana’s economic groiirch
a study is very crucial more so as Ghana has joinedeague of oil producing countries since 204 wvell-
developed capital market is essential to suppast émerging and capital intensive oil and gas itrgui
Ghana.

APPENDICES
Appendix A - Industry categories of Ghanaian listedirms

Industry No. of
Companies
Food and Beverage 3

Manufacturing é
Iining 2
Pharmaceuticals 2
Agro-Processing |
Banling & Finance a
Printing 1
Distribution 4
ICT 2
Insurance 2
Trading 1
FPublishing |
Total 34

Source: Researcher’s own compilation from the Gl&tonak Exchange’s ‘Fact book 2010’
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Appendix B - Regression Results Coefficient of datmination (R2)

Coefficient of determination (R2)

Regression Results Regression 1 Regression 2 Regi@s 3
~_Agro processing 0.9228 0.9836 0.922
Banking & Finance 0.2432 0.1918 0.203
Distribution 0.5694 0.4575 0.416
Food & Beverage 0.6340 0.3221 0.764
ICT 0.3278 0.3250 0.340
Insurance 0.2408 0.0505 0.393
Manufacturing 0.3418 0.6196 0.465
Mining 0.3933 0.2867 0.256
Overall listed companies 0.3304 0.3643 0.325
Pharmaceuticals 0.8433 0.8279 0.831
Printing 0.7332 0.5133 0.456
Publishing 0.6500 0.9936 0.507
Trading 0.7652 0.9825 0.857

Appendix C - Regression Results Significance lev@®robability F)

Probability (F)

Regression Results Regression 1 Regression 2 Regi@s 3
Agro processing 0.3491 0.1625 0.349
Banking & Finance 0.0091 0.0316 0.024
Distribution 0.0031 0.0180 0.031
Food & Beverage 0.0093 0.2161 0.000
ICT 0.4642 0.4689 0.442
Insurance 0.6197 0.9533 0.358
Manufacturing 0.0113 0.0000 0.000
Mining 0.3587 0.5357 0.591
Overall listed companies 0.0002 0.0000 0.000
Pharmaceuticals 0.0079 0.0104 0.009
Printing 0.6271 0.8097 0.845
Publishing 0.7067 0.1017 0.813
Trading 0.5919 0.1678 0.468

Appendix D - Regression Results Standard Error
Standard Error (SE) ‘

Regression Results Regression 1 Regression 2 Regi@s 3

Agro processing 0.0544 0.0251 0.0544
Banking & Finance 0.1649 0.1704 0.1692
Distribution 0.0988 0.1110 0.1151
Food & Beverage 0.1582 0.2153 0.1268
ICT 1.0920 1.0943 1.0813
Insurance 0.0470 0.0526 0.0420
Manufacturing 0.2108 0.1602 0.1900
Mining 0.1561 0.1692 0.1728
Overall listed companies 0.3634 0.3586 0.3640
Pharmaceuticals 0.0580 0.0608 0.0601
Printing 0.3492 0.4717 0.4987
Publishing 0.2141 0.0289 0.2540
Trading 0.5624 0.1534 0.4379
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