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Abstract

Capital structure the mix of securities and the proportionate sums that make up capitalization. It is the combination
of unlike sources of long-term sources such as equity shares, preference shares, debentures, long-term loans and
retained earnings. The term capital structure refers to the link between the various long-term sources financing
such as equity capital, preference share capital and debt capital. This research was done to assess the effect of
capital structure on profitability of EFFORT manufacturing companies. The researcher used secondary sources of
data, which is audited financial statements such as balance sheet and income statement of eight (8) manufacturing
companies from period of 2008 to 2017. The companies selected are those operated for at least 10 years. Because
of this all selected samples are aged in the operation more than ten (10) years. For this study panel data of eight
(8) manufacturing firms for ten (10) years from (2008 to 2017) is used. Independent variables used for this study
were total debt to total asset, total debt to equity, and Long-term debt to total assets and dependent variable were
return on assets, and also control variables were firm size, sales growth rate and tangibility. Under this study
descriptive statistics and correlation analysis were employed. For panel data regression, random effects regression
was used for the data analysis. The result of the study shows that total debt to assets (TDA) and Long term debt to
total assets (LTDA) are negatively significant with profitability of the firm and total debt to equity (TDE) is
positively significant with profitability of the firm. As the result shows most of EFFORT manufacturing firms’
use debt financing. The researcher recommends that for all managers of EFFORT manufacturing companies’
equity source of finance is more profitable than debt financing.
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Introduction

Capital structure the mix of securities and the proportionate sums that make up capitalization. It is the combination
of unlike sources of long-term sources such as equity shares, preference shares, debentures, long-term loans and
retained earnings. The term capital structure refers to the link between the various long-term sources financing
such as equity capital, preference share capital and debt capital. Deciding the appropriate capital structure is the
important decision of the financial management because it is closely related to the value of the firm. Capital
structure is the permanent financing of the company represented primarily by long-term debt and equity
(Paramasivan C. and Subramanian T. 2009). Moyer, Guigan and Kretlow (2006) are defined capital structure as
the amount of long-term debt, preferred stock, and common equity used to finance a firm.

The mix of debt and equity constitutes the capital structure of the firm (Brealey et al, 2008). According to
Antwi et al. (2012) therefore posited that a firm should target maximizing its value by assessing how its capital
structure or financial leverage is made up and how that debt equity composition impact on the value of the firm.

The theory of business finance in a contemporary starts with the Modigliani and Miller (1958) capital
structure irrelevance proposition. The investor can generate any leverage that was wanted but not offered, or the
investor can get rid of any leverage that the firm took on but was not wanted. As a result, the leverage of the firm
has no result on the market value of the firm. The primary objective of this study is to investigate the effect of
capital structure on profitability of EFFORT manufacturing companies from the time period of 2008 to 2017.

Statement of the Problem

Capital structure is playing the great role on companies’ profitability. The successful selection of capital structure
in the organization is fundamental for maximizing their wealth. Empirical studies were undertaken contradictory
with respect to country, industry, size of the firm and also type of corporate debt utilized. The choice of capital
structure is one of the most important strategic financial decisions of organization. Most studies found that there
is a negative relationship between profitability and debt but Kim et al. (2014) indicated that the overall capital
structure has no significant impact on profitability, neither at an industry level nor at a firm level. One of interesting
findings by Paolo (2010) indicates profitability is positively and significantly associated with revolving credit and
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term loans.

In addition, Babatunde (2014) investigated the relationship between capital structure and profitability on
Nigeria stock exchange. The study established that highly leveraged firms are more profitable since there is a
significant relationship in almost all firms between return on equity and debt to equity. After going through
extensive research on international data, Rajan and Zingales (1995) failed to conclude and suggested further
research is required with more detailed data to identify more accurate proxies meanwhile; theoretical
underpinnings of the observed correlation are still largely remain unresolved. For undertaking their operations all
manufacturing companies required capital (fund). These capitals may come from shareholder by issuing share to
the public or through external party by making debt. The summation of shareholders fund (equity) and external
liability is named as capital structure.

In Ethiopia Frezewd (2016) studied on corporate capital structure and its impact on Profitability in
manufacturing share companies. According to his study, established significant and positive relationship between
short-term liabilities to total liabilities ratio, long-term debt capitalization ratio and interest coverage ratio with
profitability.

As to the researcher’s knowledge there are perhaps no previous researches in Tigray which investigated the
effect of capital structure variables and profitability rigorously on Endowment Fund for Rehabilitation of Tigray
manufacturing companies.

Though, there are some studies in relation to the topic such as Kibrom M (2010), Aregaw (2015) and
Frezewd (2016) which were made on impact of capital structure and determinants of capital structure on
commercial banks.

However, this study emphasizes on the effect of capital structure on the profitability of EFFORT
manufacturing companies. This capital structure area needs a strong attention on the study how capital structures
are affects the profitability of the firms.

Objectives of the Study
The general objective of this study was to investigate the effect of capital structure on profitability of EFFORT
manufacturing companies.
Spec1ﬁcally the study has the following objectives:
To investigate the effect of total debt ratio on profitability of EFFORT manufacturing companies.
\/ To determine the relationship between total debt to equity ratio and profitability of EFFORT manufacturing
companies.
v" To determine the link between long-term debt ratio and profitability of EFFORT manufacturing companies.

Hypotheses of the Study

To achieve the objectives of this study the following hypotheses were tested. The pecking order theory of Myers
and Majluf (1984) argues in the contrary of static trade-off theory. It advocates also that the firm will borrow,
rather than issuing equity, when internal cash flow is not sufficient to fund capital expenditures.

H1: There is no significant relationship between total debt to asset and profitability of EFFORT manufacturing
companies.

H2: There is no significant relationship between total debt to equity and profitability of EFFORT manufacturing
companies.

H3: There is no significant relationship between Long-term debt ratio and profitability of EFFORT manufacturing
companies.

Review of Related Literature

According to the definition of James C. Van Horne (2009) defined that capital structure is the mix of a firm’s
permanent long-term financing represented by debt, preferred stock, and common stock equity. According to the
definition of Presanna Chandra (2009) capital structure is the composition of a firm’s financing consists of equity,
preference, and debt.

Modigliani and Miller (1958) established what has been known as the theoretical principles underlying the
combination of debt equity mix or the capital structure of a firm. Theories on capital structure have been proposed
by researchers and scholars of the subject. Ross (2003) states that a corporation can raise money (cash) from
lenders or from shareholders. If it borrows, the lenders contribute the cash, and the corporation promises to pay
back the debt plus a fixed rate of interest. The financial manager needs to identify the risks and make sure they are
managed properly. For example, debt has its advantages, but too much debt can lead the company in bankruptcy
(Brealey, Myers, & Allen, 2011). Many of theories have been advanced in explaining the capital structure and
profitability / value of firms. The existing theories of capital structures and profitability/ firm value are explained
as follows.
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Traditional Theories

As mentioned on Keshar (2004); David Durand propounded the net income approach of capital structure in 1952.
According to the ‘traditional’ theory of capital structure, the value of a company is dependent on the capital
structure or gearing level and it will be on optimal level or, an optimal capital structure exists when the weighted
average cost of capital is at a minimum limit and market value of the company at maximum.

Modigliani and Miller (MM) theory

In corporate finance theories, the formative work by Modigliani and Miller (1958) in capital structure provided a
basis for the development of the theoretical framework within which various theories were about to transpire in
the future. Modigliani and Miller (1958) concluded to the broadly known theory of “capital structure irrelevance”
where financial leverage does not affect the firm’s value.

The Signaling, or Asymmetric Information Theory

The signaling, or asymmetry information theory was proposed by Myers and Majluf (1984) when they contended
that equity is a less favored means to raise capital because when managers issue new equity, investors take it as a
signal that the managers think that the firm is overvalued, so they are taking advantage of this over-valuation. As
a result, investors will place a lower value to the new equity issuance. Asquith and Mullins (1983), Masulis and
Korwar (1986) empirically observed that announcements of new equity issues are greeted by sharp declines in
stock prices.

The Market Timing Theory

This theory expresses that the present capital structure of a firm is the collective outcome of past attempts to time
the equity market. Market timing means that firms will issue new shares when they see the stocks to be overvalued
and that firms repurchase their own shares when they consider them to be undervalued accordingly, the current
capital structure is unequivocally linked to historical market values (Baker & Wurgler, 2002). According to Gatsi
& Akoto (2010) managers should critically study the capital market and exploit the information asymmetry that
exist and only issue new shares when they trust that those shares are overpriced by the market and vice versa.

Dynamic Trade-Off Theory

Dynamic trade-off theory can be traced back to Fischer, Heinkel and Zechner (1989), FHZ, who was one of the
first to develop a model in which companies may deviate from their optimal capital structure. The increasing
dissatisfaction with the static trade-off model has led to many contributions to dynamic trade-off theory since the
Fischer, Heinkel and Zechner’s paper, especially within the last ten years.

Empirical Studies

To achieve target profit it is agreeable that companies must empower all of its resources optimally. The problem
rise when the resource is insufficient; and companies decide to obtain debt with consideration of profitability and
risk of bankruptcy. (Mohammad et al, 2012) seeks to extend, Abor’s (2005), and Gill, et al. (2011) verdicts
regarding the effect of capital structure on profitability by examining the effect of capital structure on profitability
of the industrial companies listed on Amman Stock Exchange during a six year retro (2004-2009). Applying
correlations and multiple regression analysis, the results reveal significantly negative relation between debt of the
companies and profitability. Related studies such as (Winston Pontoh, 2013), (Koech, 2013), (Singh, 2013) and
(Opoku et al, 2014) reaffirmed this result.

In addition, Singh (2013) analyzed how distant capital structure affects the profitability of corporate firms in
India. The study tried to establish the hypothesized relationship as to how far the capital structure affect the
business revenue of firms and what the interrelationship is between capital structure and Profitability. The study
proved that there has been a strong relationship between capital structure variables and Profitability variables,
return on assets (ROA) and Return on capital Employed (ROCE). The capital structure found to have significant
influence on Profitability, and increase in use of debt fund in capital structure tends to minimize the net profit of
the Manufacturing firms listed in Bombay Stock Exchange in India.

On the other hand, Babatunde Yusuf et al. (2014) investigated the relationship between capital structure and
profitability of conglomerate, consumer goods, and financial services firms on quoted firms in Nigeria stock
exchange. The study established a significant relationship in almost all firms between return on equity and debt to
equity which justifies highly geared firms are more profitable. Moreover, they posit the nature of the industry also
determines the effect of capital structure on profitability.

As to the access and knowledge of the researcher the impact of capital structure on profitability of various
Ethiopian industries is still under-explored area in literature of financing decision and manufacturing industry is
not an exception. Though, there are some studies in relation to the topic such as Mekonnen (2011), Ashenafi (2005)
and Mintesinot (2010) which were made on determinants of capital structure. They fail to show us the possible
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inverse relationship i.e. not only how profitability affect capital structure but also the impact of capital structure
on profitability.

The empirical study on long term debt is a component in the capital structure of a firm, yet it has to be applied
with a lot of caution. Prior studies on long term debt have offered varied results on the effects of Long term debt
on financial performance. Ebaid (2009) in his study on the emerging market economy of Egypt found that long
term debt has a negative effect on return on asset. Huang and Song (2006) found that a long term debt has a
negative effect on profitability as measured by the return on assets. Some researchers found that long term debt
has a positive effect on financial performance such as Abor (2005). While others found that long term debt has a
negative effect on financial performance such as Ebaid (2009); Huang and Song (2006), presents conflicting results
on this important element of capital structure leading to a gap in knowledge for further research. Generally the
above all empirical studies have its own limitation. However the researcher tries to undertake the limitations of
the study.

Research Methodology and Data Analysis

The purposes of the study were to assess the effect of capital structure on profitability of EFFORT manufacturing
companies. Under methodology part the researcher lists the research design, the study population, source of the
data, study period and it also specifies model uses for the regression analysis. The sample of the study concentrated
only on EFFORT manufacturing companies which have been operating at least ten (10) years, because the data
used for this study is audited financial statement for ten (10) years.

Variables description

Independent Variables Total debt to total asset ratio
Total debt to equity ratio
Lon-Term debt ratio

Dependent Variables Return on asset (ROA)
Control Variables Firm Size
Sale growth rate
Tangibility
Model Specification

As mentioned above, the effect of capital structure on firm’s performance was estimated by using similar
quantitative models.
The general formula used for the model is:

Profit = f (capital Structure) .............coeveiiiiiiiiiiiiniiiiiiie e (1)
Y it = B0 E B Ut € 2)
ROA= B¢+ Bi(TDA)+ B2(TDE) + B3(LTD)+B4(FS)+ Bs(SGR)+ Bo(TN)+E. ..o 3)

A histogram of residuals is a simple graphic device that is used to learn something about the shape of variable.
It is always a good practice to plot the histogram of the residuals as a rough and ready method of testing for the
normality assumption (Gujarati, 2004).
Correlation Matrix in between dependent variable and independent variables

roa tda tde Tida fs =gr tn

roa 1.0000

tda | -0.6467 1.0000

tde 0.3336 -0.3525 1.0000

Ttda | -0.6326 0.B8492 -0.3452 1.0000

f= 0.3765 0.0802 -0.475 0.0223 1.0000

sg:l 0.2080 -0.0540 -0.0010 -0.0398 O0.0785 1.0000
-0.3738 0.1949 0.0306 0.1984 -0.083¢ -0.12499 1.0000

Source: Researcher’s own computation based on financial statements of the firm.

The correlation coefficient is a measure of linear relationship between two variables. Correlation is used to
measure the direction of the linear connection between two variables as well as to measure the strength of
association between variables (Tabachnick & Fidell, 2007).

The correlation matrix in the above table shows that the dependent variable return on asset ratio (ROA) is
negatively correlated at -0.6467 with total debt to asses, at -0.6326 with long-term debt to asset and at -0.3738
with tangibility. In other hands the dependent variables return on asset ratio (ROA) is positively correlated at
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0.3336 with total debt to equity, at 0.3765 with firm size and at 0.2080 with sales growth rate. This implies that
equity, firm size and sales growth rate makes companies as profitable. As shown on correlation matrix of the above
table, total debt to asset is negatively correlated with total debt to equity and sales growth rate. Total debt to equity
is also negatively correlated with long term debt to asset, firm size and sales growth rate. In other word total debt
to asset is positively correlated with long term debt to asset, firm size and tangibility.

Regression result of Random effect model for further analysis
. xtreg roa tda tde Ttda = sgr tn, re

Random—effects GLS regression Number of obs = 80
Group variable: 1d Numbar of groups =
R-sq: within = 0.4028 Obs per group: min = 10
betwean = 0.8520 avg = 10.0
overall = 0.6879 max = 10
Random effects w_1 ~ Gaussian wald chiz2{&) = 112.80
corr(u_1, X) = 0 (assumed) Prob = chai2 = 0. 0000
roa Coef. Std. Err. =z P=l=l [95% Conf. Intervall
tda -. 0762119 . 02ZBE7858 -2.65% 0.008 —.132631 —. 0197929
tde - 0054681 - 0026629 2.05 0.040 - DD02488 - 010687 3
Ttda —. 0625985 . 0275496 -2.27 0.023 —.1165949 —. 0086022
f= . 03251593 . 0075259 4.67 0. 000D . 0204088 - 0499097
sgr . 0336053 016721 2.01 0.044 0008328 . 0663778
tn —.1505463 - 0608651 —2.47 0.013 —. 2698398 —. 0312528
_Cons —. 5358203 - 1450399 -3.69 0. 000D —.B200932 —. 2515473
sigma_u . 022855
sigma_e . D6969515
rho 09709547 (fraction of variance due to w_1)

Source: Researcher’s own computation based on financial statements of the firm.

The above table shows p-value is zero, which is the data is fitted with the model. In this model all independent
and control variables are significant. The p-value show that the explanatory variables i.e. total debt to asset, total
debt to equity, long term debt to asset, firm size, sales growth rate and tangibility appear to be significant. Total
debts to asset and Firm size are significant at 1 percent significance level and the remaining total debt to equity,
long term debt to total asset, sales growth rate and tangibility are significant at 5 percent significance level.

Conclusion and Recommendation

This study was conducted to investigate the effect of capital structure on profitability of EFFORT manufacturing
companies. The researcher used panel data regression model to achieve the objective of the study. For this study
panel data of eight (8) manufacturing companies for ten (10) years from 2008 to 2017 was used. Using data
collected from audited financial statements, regression analysis was conducted to test hypothesis which were
developed based on literature. The study used ROA as dependent variable and TAD, TDE, LTDA, FS, SGR and
TN as independent variables.

Capital structure was measured by total debt to assets, total debt to equity and long term debt to assets ratio.
The result of regression analysis showed the total debt to asset and long term debt to asset ratio have negative
relationship with profitability. However, the link between debt equity ratio and profitability is positively related.
Therefore, the study has refuted all the three hypotheses. Hence, EFFORT manufacturing companies can increase
their profitability increasing its debt to equity ratio, or by decreasing either the debt to assets ratio or long term
debt to assets ratio. Therefore, capital structure decisions are important for profitability of EFFORT manufacturing
companies.

The study has shown a clear understanding of capital structure components which are total debt to asset, total
debt to equity, and long term debt to asset and they influence firms’ performance. Total debt to assets and long
term debt to asset has a negative relationship on profitability measurement variable (return on assets) and also total
debt to equity is positive relationship but their performance is very low. This result helps to the managers of
EFFORT manufacturing companies to improve their firms’ performance which can be done through appropriate
capital structure components. Thus, management should be initiatives to encourage the firms’ financial resources
more on equity sources finance. Equity finance is better for firms’ profitability rather than debt financing.
Therefore, the recommendations of the study to the EFFORT manufacturing firm’ from the findings are as follows:
@ Total debt to assets is a negative significant relationship on profitability’s of EFFORT manufacturing
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companies. To recommend for the firms that, it is advisable to use equity and retained earnings source of
finance rather than debt financing to increase profitability’s of the firm. When firms’ use debt financing rather
than equity source of finance it incurs loss by 0.0762 birr as 1 birr debt increase. However the result of this
study is consistent with the pecking order theory that suggests profitable firms prefer own financing rather
than debt financing. Therefore to maximize share holders wealth the managers of EFFORT manufacturing
companies must be focus on equity of finance.

& Total debt to equity is a positive significant relationship on profitability’s of EFFORT manufacturing
companies. Even though the relationship is positive the level of maximizing profit is very low. The researcher
recommended that it is better when the firms’ must depend on equity source of finance.

& Long term debt to assets is a negative significant relationship on profitability’s of EFFORT manufacturing
companies. To recommend for the firms that, it is advisable to use equity source of finance rather than debt
financing to increase profitability’s of the firm, because long term debt have high interest rate. When a firm
uses long term debt of finance rather than equity source of finance, its loss is increased by 0.0626 birr as 1
birr long term debt increased. This result is similar to the above result which is total debt to asset. However
as indicated on the above the result of this study also consistent with the pecking order theory that suggests
profitable firms prefer internal financing rather than external financing. Therefore to maximize share holders
wealth the managers of EFFORT manufacturing companies should focus on equity source of finance rather
than debt source of finance.

& QGenerally as the result of the study, researcher recommend for all managers of EFFORT manufacturing
companies’ equity source of finance is more profitable than debt source of finance.
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