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ABSTRACT 
 

 This study investigated the influence of capital structure decision on the firm’s 

performance. Firms try to employ the arrangement of capital structure (combination of 

equity & debt) through which cost of capital could be minimized and company’s value 

would be maximized. This study analyzed the financial data from the year 2011 to 2015 

of fifteen companies, listed on Pakistan Stock Exchange in the food and personal care 

product sector. Correlation and regression analyses are employed to investigate the 

influence of capital structure decision on the performance of these firms. Two, 

accounting base performance indicators (i.e. return on equity and return on assets), are 

used as dependent variables. Two, accounting base ratios (i.e. short-term liability to total 

assets and long-term liability to total assets), are used as independent variables. Result 

revealed that a positive relationship exists between short-term liabilities to total assets 

and return on equity & return on assets. Furthermore, negative relationship is observed 

between long-term liabilities to total assets and return on equity & return on assets. This 

study adds knowledge to the available literature on financial performance of firms 

especially in the context of Pakistani food and personal care product manufacturing 

sector. 
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1. INTRODUCTION 
 

 The study investigates the effects of company’s capital structure deciosion on 

performance of the company. Theory of agency cost by Jensen and Meckling (1976) and 

the Theory of Free cash-flow by Jensen predict that the structure of capital may cast 

effects on firm’s performance. Classical Modigliani-Miller (1958) theory asserts 

irrelevance of company’s capital structure decison for company’s value. In order to 

evaluate the relationship between company’s performance and capital structure, this 
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study has been deployed (Ahmad, Salman and Shamsi 2015). The study finds that 

financial leverage has a statistically significant inverse impact on profitability at 99% 

confidence interval. 
 

 Norvaisiene (2012) decision of a favorable capital structure is very important and 

equally complex as the company’s future competitiveness, survival and smooth running 

of operations largely depends upon the capital structure decision taken by the 

management and those charged with governance at this critical point of time. To decide 

whether a capital structure is favorable or not, requires the management to critically 

analyze the financing options available to them. Each source of finance has its own 

benefits and drawbacks. If the decision is wrongly taken in this behalf, the company will 

face problems like recurring losses, sharp decline in customer base and ultimately 

insolvency. Every company’s primary objective is to maximize the wealth of its 

shareholders and other stakeholders. This can only be possible when efficient decisions 

are taken regarding the source of financing and its combination so it is imperative to 

fulfill its objectives in the long-run. 
 

 The most critical decision to answer is; how the firms choose their capital structure? 

Companies are formulated with an intention of long-term survival and smooth running of 

operations. This is the basic reason for which the management of a company is keen to 

deploy a good combination of capital structure that ensures its basic objectives i.e. 

survival for long-term and smooth operations. 
 

 This study is aimed to explore the effect of company’s capital structure on its 

performance. Secondary data is used in this study of the companies listed on Pakistan 

Stock Exchange in food and personal care product sector. Previous research concludes 

that company's capital structure affects the performance of a company significantly. By 

choosing the best possible capital structure, a company can maximize its value that is 

always helpful for the company to attain its objectives of long-term survival and smooth 

operations. Admittedly, a lot of research has been surpassed on this topic but in countries 

like Pakistan; there is still a room for further studies. Trend analysis is carried out for 

every company. Furthermore, research is conducted on food and personal care product 

sector in Pakistan that has not been explored previously. Through the research, 

management of the companies want to get insight of the factors affecting the performance 

of a company and consequently deploy their resources in a much planed manner in order 

to achieve the desired performance targets. In this context, the remaining part of the study 

has been arranged as literature review, methodology, analysis, conclusion and discussion.  

 

2. LITERATURE REVIEW
 

 

 Company’s capital structure consists of some portion of debt and some portion equity 

and total of these two constitute whole of capital structure (Alfred 2007; Mujahid and 

Akhtar 2014; Obim, Anake and Awara 2014). While, according to Kennon (2016), 

capital structure can be seen as the proportion of total capital that is employed at work in 

a business situation. It has been observed that the debt and the equity are objectively 

considered to be forms of capital (Shah and Khan 2007). Pinkova (2012) concluded that 

size, tangibility, profitability and liquidity are main determinants of capital structure. 
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 Miller and Modigliani (1958) theory of capital structure illustrated that under certain 

assumptions and condition, company's value does not depend upon the composition of 

capital structure. This theory was considered as a foundation and its assumptions 

remained unrealistic in nature due to which some other theories emerged such as pecking 

order theory and theory of trade-off. 
 

 Akeem et al. (2014) identified the significances of capital structure that is claim of 

different stakeholders. It fulfills needs and demands of stakeholders. A person whether 

one invested by the way of purchase of share or by way of debt to the company have 

claim or share in the assets of the company up to the extent of investment. Furthermore, 

one also has a right to claim for profit of the company. 
 

 Tauseef, Heman Das Lohano and Sara Ashfaq Khan (2015) asserted that optimal 

debt/asset ratio has positive and significant impact on return on equity. Whereas,  

Masood (2013) asserted that there is significant negative relationship between ownership 

concentration and capital structure and growth is not significant determinant of  

leverage. They also observed that maturity of loan is one of the important determinants of 

growth. 
 

 Edim (2014) explained that the management has to take the financial decision  

of a company according to the development and maturity of their home country financial 

market. Financial markets, in most of the developing countries, are deprived of having  

the ability and potential of meeting a company’s financial responsibilities. A company 

can either use debts or equity or a combination of these two to finance its assets.  

What matters the most, is an effective utilization of resources. When a company  

is going through its boom period, its cash flow and profits are high, the best decision 

would be debt finance. The benefit of debt finance can be used as a tax shield as the cost 

of debt i.e. interest is tax allowable expense and can be used as a tax shield against 

taxation of profit. It further suggested the effective use of debt. The best utilization of 

long-term debt is seen when management decides to use that source for the purchase of 

non-current assets. Short-term debt is used to meet day-to-day working capital 

requirements of the business. Management in that way makes best use of the finance 

available to them and it is the quality of decision making that pay well out of finance, 

available to them. 
 

 Leverage (gearing) involves buying more of an asset by using borrowed funds, with 

the objective that the income from the asset or gain from an increase in asset price will be 

more than the cost of borrowing (Norverisien 2012). Although there exist a risk that the 

cost of borrowing might be greater than the income/gain generated from the asset that 

subsequently leads to losses. There are different methods to measure leverage i.e. 

accounting based measures; market-value based measures. Although theoretical framework 

suggests using market value base measures, yet it is difficult to use this method as most of 

the market values are not easily available, therefore, accounting base measure is mostly 

used. Measures of leverages are suggested by Rajan & Zingales (1995).They explained that 

it is the objective that is important in deciding the measure to be used. If anyone wants to 

measure what is left with shareholders after a company’s liquidation then total liabilities to 

total assets is used as a ratio but the same would not be good measure to elaborate the 

short term risk of a company. Total liabilities also include the liabilities that aroused for 
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the purpose of transaction e.g. accounts payable and not for the purpose of financing in 

order to estimate the amount of leverage. The issue can be solved by defining capital as 

sum of equity and debt. 
 

 Ahmad and Mohsin (2016) explained the effect of capital structure on performance of 

the cement sector firms, listed on Karachi Stock Exchange. Data has been extracted for 

seven years period viz 2009 - 2015. Analysis has been carried out by correlation and 

ordinary least squares models in order to test the hypothesis. The results revealed that 

leverage which was measured by debt to assets ratio had a statistically impact on firms’ 

financial performance. 
 

 Modigliani and Miller (1963) argued that due to existence of capital market 

imperfections and interest expense as tax deductible, company can increase its value 

significantly. This model indicates that companies with higher financial leverage have 

higher profits. But, the higher leverage results in higher probability of bankruptcy, 

therefore, an ideal capital structure composition that represents a level of leverage where 

the benefits of debt finance and bankruptcy costs would be balanced. 
 

 Yoon and Jang (2005) made a point that lower financial leverage in smaller firms is 

significantly more risky than larger firms that is called size effect. Akeem, Terer, 

Kiyanjui and Kayode (2014) observed that capital structure measures (total debt and debt 

to equity ratio) are negatively related to firm performance 
 

 Yegon et al. (2014) asserted that the capital structure’s decision is crucial due to its 

innate nature and also due to the effects that this decision exerts on the long term survival 

and profitability of company. Finding of this study reveal two aspects. Firstly, short-term 

debt is proved to be very favorable for the company since its relationship with 

profitability and shareholder value was positive. Reason also rests with their cheapness in 

nature. Secondly, long-term debts are unfavorable for the company as they are expensive 

and they result in deterioration of profits and wealth of the shareholders. 
 

 Stulz (1990) believes that the payment of debt during a year decreases the cash 

available to the company. Consequently, company is not able to invest. The company 

with less debt payments during the year would have more available cash and profit to 

invest. Cost of debt includes bankruptcy cost and agency cost that represent monitoring 

the company operations by the debt financers. Costs and benefits of available alternate 

financial resources are “traded off” until marginal cost of debt and equity equates i.e. 

maximizing the value of company, hence attaining optimal capital structure. Hence, 

based on above representation of literature, following hypothesis can be formulated. 
 

H1: Short-Term Liabilities to Total Assets (STL/TA) has positive relationship with 

Return on Assets (ROA). 

H2: Long-Term Liabilities to Total Assets (LTL/TA) has positive relationship with 

Return on Assets (ROA). 

H3: Short-Term Liabilities to Total Assets (STL/TA) has positive relationship with 

Return on Equity (ROE). 

H4: Long-Term Liabilities to Total Assets (LTL/TA) has positive relationship with 

Return on Equity (ROE). 
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3. METHODOLOGY 
 

3.1 Population 

 There are 577 companies listed on Pakistan Stock Exchange in total. These 

companies belong to 73 different sectors. The study pertains to food and personal care 

product sector. The food and personal care product sector is important due to its 

widespread scope and large market coverage. There are 20 companies in food and 

personal care product sector. 

 

3.2 Sample 

 Out of 20 companies 15 (Annexure I) have been selected for study. Convenient 

sampling technique has been used and those companies are selected that remained listed 

during the five year period of study i.e. 2011 to 2015. Secondary data has been used in 

this study that was collected through websites of the companies, where the audited annual 

reports of the companies from 2011 to 2015 are available. Information of some 

companies has been taken from the website of Securities & Exchange Commission of 

Pakistan and Pakistan Stock Exchange. 

 

3.3 Variables 

 Following variables are dependent variables and depict the performance measure of 

an entity: 

 Return on Assets (ROA) calculated by way of dividing profit after tax to total 

assets. 

 Return on Equity (ROE) calculated by way of dividing profit after tax to total 

equity. 
 

 ROA and ROE are used as measure of performance because these are the rational and 

widely employed accounting measures regarding the performance of an entity. ROA is 

seen as a tool to measure the efficiency of management regarding the best utilization of 

assets, whereas ROE is seen as a tool to measure the rate of return flowing to the 

shareholders of the company on their investment. 
 

 Following variables are independent variables and depict the performance measure of 

an entity: 

 Short-Term Liability to Total assets (STL/TA) calculated by dividing short-term 

liabilities to total assets. 

 Long-Term Liability to Total assets (LTL/TA) calculated by dividing long-term 

liabilities to total assets.  

 STL/TA and LTL/TA are used as independent variables in this study as they are 

widely used as accounting base measure to calculate the proportion of total assets 

being financed by short-term and long-term liabilities. 
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4. ANALYSIS AND RESULTS 
 

4.1 Regression Analysis 

 In regression analysis, Eviews software has been used in which fixed and random 

model is used for correlation and regression analysis of data and following results are 

portrayed. 
 

4.1.1 Return on Assets 

 The results in Table 1 show that a positive relationship is observed between Short-

Term Liabilities to Total Assets (STL/TA) and Return on Assets (ROA). Short-Term 

Liabilities (finances) are used by the company to pay for the operating activities of a 

business. It also ensures that day-to-day operations of business would not adversely be 

affected due to the shortage of finance. The result reflects that food and personal care 

product companies are effectively managing their short-term liabilities (finance) to 

produce good result from its operation. It means that increase in Short-Term Liabilities 

(STL) enhance the company’s performance in terms of Return on Assets (ROA) and vice 

versa. The probability value shows that the variable is significant at 1% level of 

significance. On the other hand, there is a negative relationship observed between Long-

Term Liabilities to Total Assets (LTL/TA) and Return on Assets (ROA). It means 

increase in Long-Term Liabilities (LTL) is followed by a decrease in Return on Assets 

(ROA). 
 

 This variable is also statistically significant at 1% level of significance. The value of 

the coefficient of determination (R
2
) represents that about 20 percent of the variation in 

dependent variable ROA is explained by the explanatory variables. The value of  

F-statistics is 9.044 which is significant at 1% level of significance which shows that 

model is overall good. 
 

4.1.2 Return on Equity 

 The results in Table 2 show that there is a negative relationship between Long-Term 

Liabilities to Total Assets (LTL/TA) and Return on Equity (ROE). That means, increase 

in Long-Term Liabilities (LTL) is followed by a decrease in Return on Equity (ROE) and 

performance of the company is negatively affected and decrease in long-term liabilities 

results in increase in Return on Equity (ROE) and the company performance is enhanced. 

The probability value shows that the variable is significant at 1% level of significance. 

Positive relationship has been observed between Short-Term Liabilities to Total Assets 

(STL/TA) and Return on Equity (ROE). It means increase in Short-Term Liabilities 

(STL) enhance the company’s performance in terms of Return on Equity (ROE) and 

decrease in Short-Term Liability (STL) would result in decrease in Return on Equity 

(ROE) and firm performance is also decreased. This variable is also statistically 

significant at 1% level of significance. 
 

 The value of the coefficient of determination (R
2
) represents that about 50 percent of 

the variation in dependent variable ROA is explained by the explanatory variables. The 

value of F-statistics is 36.69961 that is significant at 1% level of significance that shows 

that model is overall good. 
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5. DISCUSSIONS AND CONCLUSION 
 

 This research is deployed to portray the impact of capital structure on company’s 

performance. The determination of capital structure was and is likely to remain a crucial 

decision for the business organization. Capital structure composition decision is 

important not only because the company want to maximize its value and minimize its 

cost but also as to maintain and foresee its future survival and competitiveness in the 

business environment in which it is operating. 
 

 In this research, Short Term-Liabilities to Total Assets (STL/TA) and Long-Term 

Liabilities to Total Assets (LTL/TA) are used as an independent variable and that are the 

sources of debt finance for a company. Two main accounting base performance 

indicators i.e. Return on Equity (ROE) and Return on Assets (ROA) are used as 

dependent variables in this research. Fifteen out of twenty companies are selected that are 

listed on Pakistan Stock Exchange from food and personal care product sector. Five years 

financial data is used in the study from the year 2011 to 2015. 
 

 Positive relationship is observed between Short-Term Liabilities to Total Assets 

(STL/TA) and Return on Assets (ROA). Short Term Liabilities (finance) are used by the 

company to pay for the operating activities of a business and to ensure that business day-

to-day operations would not effective due to the shortage of finance. The results reflect 

that food and personal care product companies are effectively managing its short-term 

liabilities (finance) to produce good result from its operation. That means increase in 

Short-Term Liabilities (STL) enhance the company’s performance in terms of Return on 

Assets (ROA) and vice versa. Here again, a negative relationship between Long-Term 

Liabilities to Total Assets (LTL/TA) and Return on Assets (ROA) is observed. That 

means, increase in Long-Term Liabilities (LTL) is followed by a decrease in Return on 

Assets (ROA). 
 

 Relationship between dependent and independent variable is analyzed through 

regression analysis. The result reveals a negative relationship between Long-Term 

Liabilities to Total Assets (LTL/TA) and Return on Equity (ROE). That means, increase 

in Long-Term Liabilities (LTL) is followed by a decrease in Return on Equity (ROE) and 

performance of the company is negatively affected and decrease in long-term liabilities 

results in increase in Return on Equity (ROE) and the company performance is enhanced. 

Positive relationship has been observed between Short-Term Liabilities to Total Assets 

(STL/TA) and Return on Equity (ROE). That means, increase in Short-Term Liabilities 

(STL) enhance the company’s performance in terms of Return on Equity (ROE) and 

decrease in Short Term Liability (STL) would result in decrease in Return on Equity 

(ROE) and firm performance is also decreased. 
 

 Long-term liabilities (finance) yield a higher rate of interest and consequently a larger 

amount of cash flow and profit is continuously going out of the business. Due to that 

higher interest rate, equity growth is extremely slow because a large proportion of profit 

would be engulf by the loan providers and whatever remains goes to the equity holders in 

the form of dividend. That is the main reason of negative relationship between long-term 

liabilities and return on assets. Company should adopt the policy of matching the outflow 

of financing option with inflows of assets i.e. financing non-current assets from long-term 

liabilities. Outflow of long-term liabilities in the form of interest and repayments match 
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with the inflows of non-current assets in the form of income generated from these assets, 

whereas, financing the current assets through short-term liabilities in order to match the 

inflows of currents assets with the outflows of short-term liabilities. 

 

6. RECOMMENDATION 
 

In view of the results of the study, following are the recommendations: 

 Optimal capital structure should be used by the companies that has the minimum 

cost of capital (the interest cost in case of debt and return cost, mostly dividend, in 

case of equity finance).  

 Before deploying the investment in new assets, feasibility study is necessary to 

ascertain the viability of the investment. 

 Long-term liability is preferable for purchasing the non-current assets of the 

company. 

 Quality of decision making regarding capital structure mix must be ensured for 

attaining optimal capital structure. 

 

7. LIMITATIONS 
 

 This study is limited to food and personal care product sector. Further studies with 

relatively wider scope should be conducted to enhance the research and would 

produce more effective results. 

 Data of longer time period and more developed markets can also give more 

effective results. 

 The results of the study are subject to available data in published accounts which 

are sometimes not in its purest form because companies’ management often 

manipulates data due to pressure of meeting high performance targets set. 
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Table 1 

Return on Assets 

Dependent Variable: ROA Sample: 2011 to 2015  

Method: Panel Least Squares Periods included: 5  

Total panel (balanced) observations: 75 Cross-Sections included: 15  

Variable Coefficient Std. Error t-Statistic Prob. 

C 0.074427 0.022651 3.285780 0.0016 

LTD -0.117448 0.071931 -1.632795 0.0069 

STD 0.188864 0.050321 3.753155 0.0004 

R-squared 0.200773 

 
Adjusted R-squared 0.178573 

F-statistic 9.043541 

Prob. (F-statistic) 0.000313 

 ROA= 0.07-0.12(LTL) + 0.19(STL) 

 

 

Table 2 

Return on Equity 

Dependent Variable: ROE Sample: 2011 to 2015  

Method: Panel Least Squares Periods included: 5  

Total panel (balanced) observations: 75 Cross-Sections included: 15  

Variable Coefficient Std. Error t-Statistic Prob. 

C 0.118417 0.078281 1.512714 0.0147 

STD 1.446760 0.173907 8.319181 0.0000 

LTD -0.309121 0.248587 -1.243513 0.0077 

R-squared 0.504812 

 
Adjusted R-squared 0.491056 

F-statistic 36.69961 

Prob(F-statistic) 0.000000 

ROE= 0.12-0.31(LTL) + 1.45(STL) 

 


