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ABSTRACT 
 

This study investigates the determinants of the capital structure of FDI companies in Amhara 

region. The study used a fixed effect regression model. In connection with this, the study adopted a 

quantitative approach and hence, to discover what determines capital structure, seven explanatory 

variables (Growth, Tangibility, Profitability, Age, Size, Liquidity and Tax Shield) were selected and 

regressed against the capital structure measure (Debt to Asset Ratio). Specifically, the data 

required for the variables was collected from the financial statements of 7 sample FDI companies 

for a period of 2009-2019. The major findings of the study revealed that Tangibility, profitability, 

size, and liquidity variables are the significant determinants of capital structure in the case of FDI 

companies of Amhara region. In addition to this, the two variables (tangibility and size) 

established a positive relationship and the remaining five variables (growth, profitability, age, tax-

shield and liquidity) showed a negative correlation with debt to asset ratio. Furthermore, it is also 

revealed that there is consistency between growth and static trade-off, and agency cost theory; 

tangibility and pecking order and agency cost theory; profitability and Pecking order theory; size 

and agency cost theory; liquidity and pecking order theory in the case of FDI companies in 

Amhara region. 

 

Keywords: Capital Structure, Determinants, FDI companies, Amhara region 
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CHAPTER ONE 

INTRODUCTION 

 

This chapter provides a brief background, statement of the problem - the importance of a firm's 

Capital Structure decision on its survival. The Capital Structure decision continues to be one of 

the most divisive subjects in the world of finance. Capital Structure means the blend of debt and 

equity which a company uses to finance its long term activities. Role of Capital Structure 

decision for Foreign Direct Investment companies cannot be underemphasized. Hence the 

importance of Capital Structure decision and the rationale for selecting Foreign Direct 

Investment (FDI) Companies in Amhara region for the purpose of analyzing Capital Structure 

with its determinants is discussed in this chapter. In addition, the significance, objective and 

organization of study are discussed. 

 

1.1 Background of the Study 

 

Capital structure of a firm describes the way in which a firm raises capital needed to  

establish and expand its business activities. It is a mixture of various types of equity and 

debt capital a firm maintains resulting from its financing decisions. For example, a firm 

that sells Birr 30 million in equity and Birr 70 million in debts is said to be 30 percent 

equity financed and 70 percent debt-financed. The firm's ratio of debt to total financing, the 

leverage, is therefore, 70 percent. Uniquely vital is for someone to know how a company 

chooses its optimal mix of debt and equity capital. Whether or not an optimal capital 

structure does exist is an issue in corporate finance (Myers, 1984).  

 

The capital structure decision is one of the most critical decisions passed by financial managers 

in this modern era. The capital structure decision is at the center of many other decisions in the 

area of corporate finance. One of the many objectives of a company financial manager is to make 

sure low cost of capital and thus maximize the wealth of shareholders. Therefore, capital 

structure is one of the effective instruments of management to manage the cost of capital. An 

optimal capital structure is attained at a level where the cost of capital is minimal. Hence, in this 

study, effort is exerted to provide answers to the issue of finding the optimal capital structure 

with regard to FDI companies in Amhara region. 
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According to world bank's doing business ranking report (2018), 0ut of 190 economies, Ethiopia 

ranks 161. This is a very poor performance attributed among other things to low FDI inflow. 

Hence, for Ethiopia to meet the objective of faster economic growth, attracting foreign direct 

investment shall serve as a source of capital (Getnet & Hirut, 2006). FDI is uniquely vital for 

developing countries like Ethiopia since it provides access to resource that would otherwise be 

unavailable to these countries. Hence, studies on FDI investments have become important in this 

scenario and the aspect of the Capital Structure of companies where there is FDI does become an 

important issue to be researched.  

 

Research endeavors testing the Determinants of Capital Structure have been plentiful in recent 

times. One of the classical studies on Determinants of Capital Structure was done by Wessel 

&Titman (1988) who found out that profitability is one of the important determinants of capital 

structure because it reflects the amount of earnings that firms may possibly retain. Making an 

international comparison, Rajan & Zingales (1995) in their research endeavor stated that the 

Determinants of Capital Structure (such as growth, size, profitability, and asset structure) are 

crucial for the G7 countries. Booth et al. (2001) recognized identical Determinants of Capital 

Structure for ten developing countries. Baral (2004) investigated the determinants of Capital 

Structure of the companies that are listed in Nepal Stock Exchange. Song (2005) studied 

determinants of company leverage of that of Swedish companies and found out that most of the 

determinants of capital structure suggested by capital structure theories appear to be relevant for 

Swedish firms. Jong et.al (2005) tested the fundamental of company wise and country wise factors 

in explaining the capital structure choice of companies from 42 countries around the world and 

their findings indicated that company and country wise factors play a vital role in the choice 

of debt for firms in Sub-Saharan Africa in which profitability is the most vital significant 

estimator of capital structure. Dragota & Semenescu (2008) tested the Capital Structure 

determinants of Romanian listed companies and found out that Romanian listed companies 

sustained their assets, in this order, on equity, commercial debt and, finally, on financial debt and 

that the pecking order theory seemed to be more appropriate for the Romanian capital market, 

but the signaling theory was not entirely rejected. 

 

Some of the important Ethiopian studies where Determinants of Capital Structure were tested are 

Aregawi (2018), Umer (2013), Gebremichael (2017), Kinde (2013), Assefa (2017) with a 
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common finding that tangibility, inflation and risk are statistically significant and have positive 

relationship with leverage and profitability and size are also a crucial factor but have negative 

relationship with debt to asset ratio. Although several studies have been carried out to examine 

the financing pattern and to study the Determinants of Capital Structure of firms across the 

globe, major empirical research on Capital Structure and its determinants is available from 

developed countries and relatively less work has been undertaken in a developing country like 

Ethiopia. Even in Ethiopia, despite the available research carried out in corporate finance 

examining the Capital Structure of Ethiopian firms, none of the studies have actually assessed 

Capital Structure policies of FDI Companies in Ethiopia. Surprisingly, most of the recent studies 

on Foreign Direct Investment have focused on issues such as Trend and Determinants of Foreign 

Direct Investment or policy suggestions so as to attract huge foreign direct investment neglecting 

the thematic area of capital structure of FDI companies. 

 

In effect, we can conclude that there is no empirical research on Determinants of Capital 

Structure of Foreign Direct Investment Companies existing in Ethiopia. Despite massive efforts, 

the situation is difficult to find empirical evidence as to how FDI Companies actually make a 

choice between financial mechanisms to determine their Capital Structure and whether the 

choice of Capital Structure in turn determines the company‟s performance and extent of its 

foreign holdings. With globalized markets, Ethiopia is attracting many global players and these 

companies are heavily investing in Ethiopia, which suggests that the Determinants of Capital 

Structure of Foreign Direct Investment Companies in Ethiopia are becoming increasingly 

important, particularly in the current economic scenario where absence of dollar is a headache to 

the government. Therefore, the purpose of this study is to fill this research gap by analyzing the 

Determinants of Capital Structure of Foreign Direct Investment Companies in Amhara region. 

 

1.2 Statement of the Problem 

 

According to Damodaran (2011), the financing principle is one of the overarching principles in 

corporate finance. It deals with how a firm finances its investments to run its business. Sources of 

finance for a company can be classified into two types: debt (borrowed money) and equity (owner's 

fund). Debt as well as equity has their own advantages and disadvantages. Therefore, a firm has to 
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decide how much debt and equity that it should use to take advantage from the mix. This kind of 

decision is called capital structure decision. 

 

Hence, it is possible the claim that the capital structure problem is, perhaps, one of the prime 

areas of attraction for many researchers in the area of finance. It deals with the company's 

preference of the types of securities to issue. Myers (1984) has rightly mentioned Capital 

Structure as “The capital structure puzzle”. The determinants of Capital Structure and its impact 

on the Capital Structure decision are up until now an unsolved problem, giving ample scope for 

further research. Led by the work of Modigliani and Miller, (1958) who studied the influence of 

corporate tax in use of debt capital, many researchers namely, Myers (1984), Jensen and 

Meckling (1976), Titman and Wessel (1988), Kumar et al (2017),  Rajan and Zingales (1995), 

Jonson (1998), Booth Collins et al. (2001) have conducted a massive analysis on capital structure 

and its determinants. The demand for such researches, in this area, has gained momentum as 

globalization and stiff competition have forced today's corporate firms to determine that level of 

debt, without unnecessarily increasing the insolvency risk. 

 

Yet, there were few researches on capital structure that are directed towards developing 

countries whose theoretical application is derived from the developed nations. Myer (1990), 

Singh (1995), Cherian (1996), Cobham and Subramanian (1998) were among the scholars 

who have studied the capital structure issue in the developing nations. One of the current 

empirical research endeavors on determining the factors affecting capital structure in 

developing countries have been attempted by Booth et al. (2001). In their research, 10 

developing countries that are taken as a sample were analyzed. The authors in their study 

have arrived at the conclusion that the variables that determine the capital structures in 

developed nations are also relevant in developing countries. However, there are differences 

in institutional factors across these developing nations which necessitate a thorough analysis 

for developing nations including Ethiopia. 

 

When it comes to Ethiopia there were few papers on capital structure. From some of the studies 

this study has identified the following research works. Kebede (2011) investigated the 

determinants of capital structure in Ethiopian small scale manufacturing co-operatives, Bayeh 
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(2011) analyzed the determinants of capital structure of some sample Ethiopian companies in the 

insurance industry, Amanuel (2011) investigated the determinants of capital structure evidence 

from manufacturing share companies of Addis Ababa city, Shibru (2012) examined determinants 

of capital structure of commercial banks in Ethiopia, and Abate (2013) examined the capital 

structure decision of Ethiopian insurance firms. 

 

However, one can claim that the aforementioned studies in Ethiopia concerning the determinants 

of capital structure are numerically negligible. In addition to this, despite the efforts, efforts 

exerted to find any previous study of the determinants of capital structure in Ethiopia that made 

its area of analysis, FDI companies proved futile. It is by virtue of this gap that the researcher 

grabbed the motive to conduct research and put forward his own contribution on what determines 

the capital structure of FDI companies in Ethiopia, the case of Amhara region. While taking into 

consideration the absence of empirical investigation into the determinants of capital structure of 

FDI companies in Amhara region, the study attempts to work on such untouched empirical 

evidence in the region. 

 

Besides this, the study attempts to determine how firms choose their capital structure, while 

considering many significant determinants that might influence it so as to achieve their goal. 

Therefore, the particular goal of this study is to investigate the capital structure determinants in 

the context of FDI companies in Amhara region. More importantly, this study endeavors to 

analyze the determinants of capital structure and puts forward applicable guideline for anyone 

who wants to have an insight into the theory of capital structure perspectives.  

 

1.3. Objective of the Study 

1.3.1. General Objective 

 

The general objective of this study is to investigate the determinants of capital structure of FDI 

companies in Amhara Region. 
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1.3.2. Specific Objectives 

This study attempts to attain the following specific objectives: 

 

 To determine which of the existing Capital Structure theories better explains the Capital 

Structure policies and the financing behavior of FDI Companies in Amhara region. 

 To find out the effect of change in profitability and liquidity on the financing mix 

(leverage) of FDI companies in Amhara region. 

 To measure the impact of change in tangibility and size of assets held by FDI companies 

in Amhara region on the debt to asset ratio. 

 To determine the ramification of tax-shield on the financing decision of FDI companies 

in Amhara region. 

 To determine the impact of age on the debt to asset ratio of FDI companies in Amhara 

region. 

 To determine the influence company growth on the capital structure of FDI companies in 

Amhara region. 

 

1.4. Research Questions 

 

 Which of the existing Capital Structure theories better explains the Capital Structure 

policies and the financing behavior of FDI Companies in Amhara region? 

 What is the effect of change in profitability and liquidity on the financing mix (leverage) 

of FDI companies in Amhara region? 

 What is the impact of change in tangibility and size of assets held by FDI companies in 

Amhara region on the debt to asset ratio? 

 What is the ramification of tax-shield on the financing decision of FDI companies in 

Amhara region? 

 What is the impact of age and growth on the debt to asset ratio of FDI companies in 

Amhara region? 
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1.5. Hypotheses Development 

 

Wessel & Titman (1988) assumed that growth rates were negatively related to leverage, 

accepting the pecking order theory. Smith and Watts (1992), Balakrishnan and Fox (1993), and 

Fama and French (2002) indicated that growth was found to have negative relation with leverage 

as the dependent variable, while Barton and Gordon (1988) provided evidence in the contrary 

stating that growth rate is positively correlated with debt. Hence, the hypothesis is: 

 

H01:  “There is no significantly positive relationship between company growth and capital 

structure of the firms”. 

 

Myers (1984) argued that collateral asset help firms to easily access debt capital and therefore 

there exists a positive relationship between tangible assets and debt level, while Harris and Raviv 

(1991) contend that small companies having low amount of fixed assets would have more 

problems of asymmetric information, making them issue a lot of debt, since only underpriced 

equity issues is possible. 

 

Wessel & Titman (1988) discovered opposite relation between tangibility and debt level. 

Hutchinson and Michaelas (1998) branded tangibility as one of the determinants of capital 

structure. Therefore, the hypothesis is:  

 

H02: “There is no significantly positive relationship between tangibility and leverage of the 

firms”. 

 

Myers (1984) developed pecking order theory, which gave a new frame to the role played by the 

profit earned in capital structure choice. It predicts that companies offer more choice to retained 

earnings when deciding about financing a project. Titman and Wessel (1988), Pinegar and 

Wilbricht (1989) backed the pecking order theory with supporting findings. 

 

Leland (1994) found that leverage ratio is invariant to changes in profit. Kane, Marcus and MacDonald 

(1984) and Wiggins (1990) also retain the Modigliani Miller proposition that the firm's cash flows are 
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invariant to debt choice. These variations in the views of various experts create an interest in testing the 

existence of relationship between profitability and capital structure. Thus, the hypothesis is: 

 

H03: “There is no significantly negative relationship between profitability and capital structure”. 

 

Kurshev and Strebulaev (2007) argue that 'the positive relationship (between firm age and 

leverage) is an artifact of the presence of new unlevered firms in the economy. As we control for 

companies that are unlevered, the relationship between age and leverage becomes slightly but 

negative with statistically significance'. Hence, the hypothesis is: 

 

H04: “There is no significantly positive relationship between age and company leverage”. 

 

Small enterprises are characterized by variability in growth. Hutchinson and Michaelas (1998) 

showed that size has some relation with capital structure. Titman and Wessels (1988) indicated 

that larger firms have diversified business and therefore have lower possibility of experiencing 

financial distress, which leads to positive relationship between size of company and debt. 

 

Frank and Goyal (2003), and Rajan and Zingales (1995) argued that larger firms have lesser 

problem of asymmetrical information reducing the chances of undervaluation of the new equity, 

which encourages big companies to use equity. Therefore, there exists a negative relation 

between size and leverage. Hence, the hypothesis is: 

 

H05:  “There is no significantly negative relationship between company size and leverage”. 

 

According to Morellec (2001), as bond covenants restrict asset disposition, hence asset liquidity 

increases debt capacity. Inversely, the aforementioned study demonstrates that with unsecured 

debt, higher liquidity boosts credit spreads on the corporate debt and reduces optimal leverage. 

An additional argument for a negative relationship is put forward by Myers and Rajan (1998) 

who contend that in the condition of high agency costs of liquidity, outside creditors restrict the 

level of debt financing accessible to the company. Hence the hypothesis is: 
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H06: “There is no significantly positive relationship between liquidity and company leverage”. 

 

Modigliani and Miller (1958), pointed out that the size of tax shields like deductions for interest 

expense may affect leverage, and Collins et al. (1992) showed that corporate and personal tax 

rates affect leverage decisions which makes it necessary to study whether there exists 

relationship between tax shield and capital structure. Hence, the hypothesis is: 

 

H07: “There is no significantly negative relationship between tax shield and leverage of the 

firms”. 

 

1.6 Significance of the Study 

 

This study has the following importance: 

 

First, even though research studies related to the area of capital structure decisions are plenty, 

those that are concerned with FDI companies are non-existent. This study, therefore, attempts its 

best to contribute to the body of literature by assessing the capital structure decision determining 

factors of FDI companies in developing countries such as, Ethiopia and specifically, Amhara 

region. 

 

Second, the study has a great importance to external investors and shareholders, the diaspora, 

FDI company managers, lenders and policy makers in making knowledgeable decisions and 

regulations considering the financing patterns of FDI companies in Ethiopia. Last but not least, 

the study notably contributes to other studies to be made in different economic sectors by 

providing a picture of firm level factors determining capital structure decisions of FDI 

companies in Ethiopia by serving as a reference point. 
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1.7 Delimitation of the Study 

 

Any study area is expected to encounter numerous issues such as the concentration of field study, 

data collection and others which are constrained by available resources like timeframe, financial 

and availability of information. This study is of no exceptions where the scope is delimited to the 

study of determinants of capital structure in the field of corporate finance, the sample size, the 

research context, the determinants selected, the theories given emphasis and lastly the time 

horizon of the study. The details of the scope of this study are discussed in the following 

paragraphs. 

 

For fair and uniform comparison and to obtain valid results, this study is delimited to FDI companies 

in Amhara region. In other words, the reason why this study is delimited to FDI companies is that 

firstly, FDI is emerging and flourishing in Ethiopian economy where the literature related to the 

determinants of capital structure is restricted in number and enormity. Secondly, FDI companies 

share common attributes in accounting practices, corporate governance and corporate control. 

 

This study is limited to the sample of 7 FDI companies that are selected from the population of 

31 FDI firms that are large taxpayer share companies engaged in different class of economy and 

listed in Ethiopian Revenues and Customs Authority (ERCA). More specifically, the entire 

population of FDI companies that have been operating, at least for the last ten years (2009 - 

2018), was considered and secondary data was collected from their 10 years‟ financial 

statements. 

 

1.8. Limitation of the Study 

 

There is nothing a study that can be made without constraints. Therefore, the following are the 

main limitations in this study. Due to the unavailability of secondary market, the study was 

limited to take only determinant factors that can be measured only by taking data from the 

financial statement that the companies have submitted to the Ethiopian Revenue and Customs 

Authority. In addition to this, the study employs book value debt measures. Market value 
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leverage measures have not been employed in the study due to data limitations which would 

have provided more inputs. Lastly, the study didn‟t include the primary data such as interview of 

the FDI companies‟ CEOs and financial managers to analyze their knowledge on capital 

structure and their financing decision practices. The study would have been much better had it 

been able to encompass the exiting practices of their financing decisions. 

 

1.9 Organization of the study 

 

The thesis is organized in a manner as chapter one introduces the research subject briefly and 

outlines the study background, incorporating the problems and results from past studies. The 

problem statement is given and research objectives have been clearly described and based on 

which, hypotheses are formed. Apart from this, it also identifies the significance, scope and 

limitations of the study. Chapter two presents the review of related literatures. It is divided into 

three sections namely; theoretical review, empirical review and research gap. Chapter three 

highlights the methodology of the study. This chapter comprises research paradigm, study 

design, approach, sampling design, data source and collection, method of data analysis and 

model specification. It is here, that measurements of the variables are well defined. Chapter four 

presents the results of the regression model. This chapter analyzes the collected secondary data, 

the results and explains the determinants of capital structure in the selected case. Chapter five 

concludes the results and forwards recommendations based on the conclusion of the study. 

 

1.10. Ethical Considerations 

 

According to Bryman and Bell (2007) it is virtuous to follow important principles that are related 

to ethical considerations in research. Hence in the conduct of this study, the following ethical 

issues were observed appropriately. 

 

 The study ensured the protection of the privacy of sample FDI companies, and adequate 

level of confidentiality of the research data. 

 The objectives of the research were formulated without exaggeration. 

 Works of other authors that are used in any part of the research have been appropriately 

acknowledged using APA style. 
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CHAPTER TWO 

LITERATURE REVIEW 

 

In this chapter some of the important studies carried out in the area of Capital Structure have been 

reviewed. The chapter is divided into three sections. The first section in the chapter identifies the 

various theories concerning the Capital Structure by surveying the various extension works 

conducted after the pioneering study of Modigliani & Miller (1958). In the second section, which is 

the empirical review presents empirical studies about the issue under study and last but not least, 

the third section is devoted to knowledge gap and theoretical framework.  

 

2.1 Theoretical Review 

 

Several conflicting stories on Capital Structure and its impact on valuation of firm have been 

entertained. Some of the theories suggest that Capital Structure does not matter and value of 

a firm does not depend on its financing mix, whereas some theories suggest that Capital 

Structure of a firm really matters and optimal Capital Structure exists. In this part, a wide 

range of theories of Capital Structure have been discussed. 

 

2.1.1 Net Income Theory (NI)  

 

Durand David (1952), who advocated this theory, suggested that a firm can increase its value and 

reduce the overall cost of capital by increasing the percentage of debt that exists in its Capital 

Structure to the maximum level. The Net Income Theory forwards three assumptions namely, the 

absence of taxes, the cost of debt is inexpensive than the cost of equity and the use of debt does 

not affect investors' risk perception. Via increasing the percentage of debt funds in its Capital 

Structure, a firm can decrease its overall cost of capital, leading to an increase in value of firm. A 

firm's optimum Capital Structure is achieved when the firm is financed with 100% debt and at 

that point the cost of capital shall be minimum and the firm value shall be high. 
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2.1.2 Net Operating Income Theory (NOI) 

 

This theory also has been suggested by Durand David (1952), but is exactly opposite to Net 

Income Theory (NI). According to this theory, the overall cost of capital remains unbroken to 

different levels of debt in the Capital Structure. An upsurge in the level of debt increases the 

level of risk for the shareholders and they start expecting higher returns to compensate the 

higher risks. The rise in the equity capitalization rate counterbalances the advantage of 

cheaper debt and thus the overall cost of capital remains the same. This suggests that the 

irrelevance of Capital Structure decision and the firm cannot change the overall cost of 

capital by altering the mix of debt and equity. Hence, it is possible to argue that the general 

value of the firm is unrelated with its Capital Structure decision. 

 

2.1.3 Modigliani and Miller (MM) Theory (without taxes) 

 

One can easily notice this theory's homogeneity with Net Operating Income Theory. 

According to Modigliani & Miller (1958), a firm's Capital Structure does not determine its 

market value implying that the Capital Structure decision is irrelevant. For all levels of 

leverage, the value of firm and also the cost of capital shall remain unaltered. The cost of 

equity increases exactly to reverse the advantage of decreased cost of debt and thus value of 

firm remains constant and unaffected by its Capital Structure. Without taxes, the cut off rate 

for investment purpose is totally unchanged by the Capital Structure and will be equal to its 

weighted average cost of capital. This theory is based on the proposition of a perfect capital 

market, no transaction costs, homogeneous risk class i.e. all investors have similar 

expectations, firms can be grouped into equal risk classes on the basis of risk in term of 

expected earnings, no corporate taxes and dividend payout ratio expected to be 100%. 

 

2.1.4 Modigliani and Miller (MM) Theory (with corporate taxes) 

 

Modigliani and Miller (1963) revised their earlier theory by considering the implication of 

corporate taxes on the Capital Structure. They recognized that on account of the tax savings 

generated due to debt, the value of a levered firm will be higher than unlevered firm. With 



14 
 

introducing debt in the Capital Structure, the cost of equity will rise but at a lesser rate than what 

it have been in absence of taxes. With this, the optimal Capital Structure shall be the level upon 

which the value of the firm is high and the overall cost of capital is low. This can be achieved 

with hundred percent debt financing. This theory is similar to Net Income Theory. 

 

Although Modigliani and Miller were criticized for their various unrealistic assumptions and 

proposition of maximizing firms' value by using 100% debt in their Capital Structure, their 

theory is considered as a pioneering study which resulted into continuing theoretical debate 

over the issue of relevance of Capital Structure decision for valuation of a firm. Since then, a 

number of studies have been conducted on a range of aspects of Capital Structure. 

 

2.1.5 Traditional Approach to Capital Structure 

 

Solomon Ezra (1963) suggested that a firm can decrease the overall cost of capital and boost 

the total value of firm by increasing the proportion of debt funds in its Capital Structure, yet up 

to a certain stage. Any increase in debt beyond a particular point may result in an increase in 

cost of equity. Through a careful use of equity and debt mix, a firm can reduce its overall cost 

of capital and increase the value of firm. Solomon Ezra (1963) summarized the result of 

change in the debt equity mix on the total value of firm in following three phases:  

 

In the first phase, with the use of debt, value of firm increases, cost of equity rises slightly to 

some extent with debt, but the advantage of debt offsets the increased cost of equity. Cost of 

debt remains unaltered or increases very negligibly. 

 

In the second phase, beyond a certain level of debt, the cost of equity starts rising 

disproportionately because of increasing risk and additional debt has insignificant 

ramification on the two issues namely, cost of capital or the value of the firm. Cost of capital 

begins to increase after falling initially, and there exists a critical point where the cost of 

capital is the least. At this point of this stage, optimum Capital Structure shall exist where 

overall cost of capital will be minimum and firm value will be maximum. 
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In the third phase, any further increase in debt would lead to disproportionate increase in cost of 

equity thereby increasing the overall cost of capital which would offset any additional advantage 

of debt. Traditional theory was considered as midway approach to the two extreme views of net 

income and net operating income theories. Net Income Theory proposed a financing mix with 

100% debt whereas Net Operating Income Theory suggested that overall cost of capital remains 

constant for all levels of leverage. According to traditional theory, a firm could maximize its 

value by using debt, but only up to a certain extent, until the use of debt reduces overall cost of 

capital as beyond this limit, additional debt would boost the overall cost of capital (Solomon 

Ezra 1963). 

 

2.1.6 Trade-Off Theory / Static Trade-Off Theory 

 

The classical explanation of the proposition goes back to Kraus & Litzenberger (1973). It was 

suggested by them that an optimal Capital Structure can be attained by equilibrium between the 

dead-weight costs of bankruptcy and the tax saving benefits of debt and. Increasing the 

proportion of debt in the financing mix results in tax advantage and hence debt becomes a 

cheaper source of fund than equity, but at the same time it ends up with rise in costs of financial 

distress and agency costs of debt. According to this theory, although the interest payments on 

debt provide with the required tax shield, a company needs to balance the costs (Costs of 

financial distress, agency costs) and the benefits of debt (tax deductibility) while deciding the 

level of debt in its Capital Structure. According to Myers (1984, page 576) there exists a, “static 

trade-off framework, in which the firm is viewed as setting a target debt-to-value ratio and 

gradually progressing towards it, in the same way that a firm modifies dividends to move 

towards a target payout ratio”. 

 

So as to trade-off theory, a company passes a decision on the level of debt and equity in its 

Capital Structure by balancing the tax saving benefits of debt with the following two costs: 

 

i. Costs of Financial Distress: Costs of Financial Distress could be direct costs resulting 

because of bankruptcy such as fees to the auditor, legal charges, and management fees and 

other payments, loss due to distress sale, reduction in value of assets due to non-use etc. 
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They can also be in the form of indirect costs if the bankruptcy has to be avoided. Manager 

may start producing lower quality goods, provide inadequate after sales service, short-term 

loans from contractors and banks might be obtained at high cost of capital to repay debt. 

This may lower firm value as the firm starts loosing customer trust and goodwill. The 

higher the proportion of debt in the financing mix of a firm, the greater will be the financial 

distress costs and these costs may decrease the value of the firm, thus offsetting the 

advantage of tax shield of debt.  

ii. Agency Costs: Jensen & Meckling (1976) proposed that a firm incurs two types of agency 

costs-cost associated with the outside equity holders and cost associated with the presence 

of debt in Capital Structure in their agency cost theory.  

 

According to this theory, in a highly leveraged firm there will be an agency relationship 

between shareholders and debt lenders. Their interests will be conflicting as debt lenders are 

concerned only with their repayment of principal amount with interest and are indifferent to the 

risks associated with business. Whereas, shareholders might tend to invest in risky projects to 

increase their wealth, yet at the expense of debt lenders. If the firm is on the verge of 

bankruptcy, then even the debt lenders are prone to risk as the firm may not be able to repay 

them. So while lending these firms, the lender‟s to protect themselves, insert several restrictive 

covenants like restricting declaration of dividend, nominating directors on board, restrictions 

on further loans and so on. There may be conflict between shareholders and their managers 

also. "The agency conflict between the owner-manager and outside shareholders are derived 

from the manager‟s tendency to appropriate perquisites out of the firm‟s resources for his own 

consumption”, Jensen & Meckling (1976, page 12). To control these agency costs created by 

managers who tend to waste free cash flows on perquisites and incorrect investments, firms 

instead would prefer to use these free cash flows created out of profits to make debt payments 

and thus resort to more debt financing in their Capital Structure. 

 

According to Trade-Off theory, highly profitable firms will have high debt ratios because 

chances of bankruptcy are less. Hence there is a positive relationship between the two 

variables. It also confers that large firms with tangible assets tend to borrow more than small 

firms. If the firms' earnings are volatile, they may borrow less. The theory predicts that 
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existence of tax shields will lead to increase in debt. Higher growth rate would mean greater 

chances of bankruptcy and hence Trade-Off theory suggests negative relationship between 

high growth rate and borrowings of a firm. The theory predicts negative relationship between 

dividend payout ratio and debt ratio as the theory implies that a firm will be in position to 

pay higher dividends due to low levels of debt in the Capital Structure they form. 

 

Graph 1.1: Trade off theory 

 

2.1.7 Dynamic Version of Trade-Off Theory 

 

The most accepted version of this theory can be traced back to Fischer et.al (1989). They 

developed a model of dynamic Capital Structure choice in the presence of recapitalization costs. 

Dudley (2007,page 3), quoting Fischer et.al (1989) also put forth that according to dynamic 

trade-off models, firms have an optimal leverage range within which they let their leverage ratios 

vary and undertake Capital Structure adjustments when leverage reaches either of the two 

boundaries defining the range. According to Zhao & Susmel (2008, page 5), “The dynamic 

trade-off model is based on the idea that firms cannot instantaneously achieve their target 

leverage, rather they modify their realized debt-equity ratios through time”. 
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Instead of treating agency cost theory separately, in this study, the agency costs have been 

incorporated in Trade-Off theory itself as it had been pointed out by Frank & Goyal (2007, 

page 6) that, “The term trade-off theory is used by different authors to describe a family of 

related theories. In every theory, a decision maker of a firm evaluates the various costs and 

benefits of alternative leverage proposals. Often times it is assumed that an alternative 

solution is obtained so that there emerges a balance between marginal costs and marginal 

benefits”. 

 

2.1.8 Signaling Theory / Asymmetric Information 

 

“A firm's manager maximizes his incentive return via choosing a financial package that trades 

off the current value of the signal given to the market against the incentive consequences on that 

return”, Ross (1977, page 34) 

 

It was assumed by Modigliani and Miller (MM) in their propositions that information is 

symmetrical, there is no information gap and investors have access to the same information and 

have homogeneous expectations about a firm's future as its managers. In reality managers 

possess more information than shareholders about a firm's operations and firm's future prospects. 

They can share this information or withhold it if they think that it is in best interest to do so. 

Making a choice of a firm's Capital Structure sends a sign to outside investors the information of 

insiders. In the financial signaling models, the firm can use its Capital Structure to signal the 

prospects of its investment decisions and growth opportunities thus support and enhance its 

market value. 

 

The literature implies that firm's investment decisions are one of the determinants of growth 

opportunities. If a mature and well established company tries to raise funds by issuing shares, 

prospective investors may perceive it as negative signal. If the firm is overvalued, the prospective 

investors would know that the existing shareholders do not want to bear' the burden of decline in 

market value alone; therefore it means that the firm is issuing equity. Whereas a new firm which is 

undervalued but whose growth prospects are good may issue debt because they know that market 

value will increase in future due to good growth opportunities and hence do not want their share of 
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profits to get diluted. According to this theory therefore low growth and mature (age) firms may be 

negatively related to debt ratios and new firms with substantial growth opportunities may relate 

positively to debt ratios. 

 

2.1.9 The Pecking Order Theory 

 

The theory of Trade-Off may be considered as a competitor theory to the theory of Pecking Order. 

The proposition of Pecking Order Theory can be traced back to the year 1961 when Gordon 

Donaldson pointed out that firms follow a particular sequence of financing. They use internally 

generated cash flow as principal source of long-term financing. If the firm has insufficient cash 

flow from internal sources, it resorts to debt financing and as a last option a firm will use externally 

generated funds, i.e. equity funds. 

 

Myers (1984) extended the work of Gordon Donaldson (1961) by applying the term “pecking 

order” to Gordon Donaldson's description of firms' sequence of financing. The researchers 

considered their theory as a, 'Modified Pecking Order Theory', and stated that companies 

prioritize sources of financing from internal financing to debt and finally to equity and chose 

to raise equity fund as a last resort of financing. Their Pecking Order Theory which is the 

modified one was based on information asymmetry and recognized the costs of financial 

distress. Their theory also assumed that firms follow sticky dividend policies which mean 

companies set absolute dividends and stick with those dividends through good times and bad.  

 

In their modified Pecking Order Theory, Myers (1984) stated that firms set out target 

dividend payout ratios which can be met by internally generated funds. They avoid 

financing projects by issuing equity or other risky securities; keep their debt levels within 

safe limits to avoid risk of default and to avoid costs of financial shortage. Myers (1984) 

used the term ' financial slack', which means firms try to maintain and create financial 

slack in the form of reserve borrowing power which can be used to issue safe debt if  

needed. He finally stated that due to sticky dividend payout ratios and fluctuations in 

investment opportunities, firms may exhaust their ability to issue safe debt and then in such 
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cases would follow the last stage of pecking order of financing, firms will issue less risky 

securities first like risky debt or convertibles before making use of stocks.  

 

The Pecking Order Theory contends that firms that are highly profitable, having good cash flows 

may have low debt ratios because they do not need external financing as they have sufficient 

retained earnings to fall back upon to finance their investments. Firms with growth opportunities 

(future investments) may issue equity suggesting negative relationship between growth and 

leverage. When the firm's earnings are volatile, firms may have less leverage. The age of a 

company should be negatively related to its leverage because mature firms may find dearth of 

good growth opportunities and hence may not need funds. Higher dividend payout means greater 

need of funds which suggests positive relationship between dividend payout and leverage. 

 

Figure 2.1. Pecking Order Theory 

 

Source: Own Contribution 

 

2.1.10 Debt as a Disciplining Device 

 

Harris & Raviv (1990) presented a theory of Capital Structure based on the idea that debt allows 

investors to discipline management and provides information useful for this purpose. They 

believed that investors use information about the firm's prospects to decide whether to liquidate 

the firm or continue current operations. Managers most usually do not behave in the best 

interests of their investors and hence need to be disciplined. They do not provide detailed 

information to investors and also do not want the firm to be liquidated. Hence investors use debt 

to generate information and monitor management and debt lenders may enforce liquidation of 
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firm if needed to protect their interests. Harris & Raviv (1990) developed static and dynamic 

models of Capital Structure based on their above stated propositions. Their static model stated 

that debt generates in two stages. Repayment of debt is assumed to be a sign of income 

exceeding the payments and investors revise upward their beliefs about firm quality whereas 

failure to repay debt may lead investors to a costly investigation that may provide investors more 

information about firms' quality. Optimum debt level exists when there is a Trade-Off between 

cost of investigation generated by default in payments and improvements in the operating policy. 

 

2.1.11 Market Timing Theory: 

 

According to Baker & Wiggler (2002), who put forward this theory, Capital Structure evolves as 

the cumulative outcome of past attempts to time the equity market “In corporate finance, “market 

timing” of equity means to the activity of issuing stocks at high prices and repurchasing at low 

prices. The objective is to make use of temporary volatility in the cost of equity relative to the 

cost of other forms of capital”. Baker & Wiggler (2002, page 3) tried to study how market timing 

affects the Capital Structure. They employed the market-to-book ratio to measure the market 

timing opportunities that managers perceive. Their sample consisted of COMPUSTAT firms for 

which they could determine the IPO date which was necessary to examine the behavior of 

leverage around the IPO. They utilized the IPO date to analyze the evolution of leverage from a 

fixed threshold point. They discovered out that low-levered firms were those who raised funds 

when the result of their valuations were high, and high-leverage firms were those that raised 

funds when the result of their valuations deems to be low. They figured out that volatility in 

market valuations had large effects on Capital Structure that persisted for at least a decade. 

According to this theory, there is no optimum Capital Structure. 
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Table 2.1: Development of Major Capital Structure Theories 

 

Year Capital Structure Theory Author 

1952 Net Income Theory David Durand 

1952 Net Operating Income Theory David Durand 

1958 Modigliani & Miller (MM) Theory (without 

taxes) 

Modigliani & Miller 

1961 1961 Pecking Order Theory Gordon Donaldson 

1963 Modigliani and Miller (MM) Theory (with 

corporate 

taxes) 

Modigliani & Miller 

 

1963 Traditional Approach to Capital Structure Solomon Ezra 

1973 Static Trade-Off Theory Kraus & Litzenberger 

1976 Agency Costs Theory Jensen & Meckling 

1977 Signaling Theory/Asymmetric Information Ross S.A 

1984 Modified Pecking Order Theory Stewart C. Myers 

1989 Dynamic Trade-Off Theory Fischer et.al 

1990 Debt as a Disciplining Device Harris & Raviv 

2002 Market Timing theory Baker & Wurgler 
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2.2 Empirical Review 

 

Several studies tried to test the propositions of the above stated theories and came up with 

contradictory results: 

 

2.2.1. Testing Static Trade-Off against Pecking Order 

 

Shyam-Sunder & Myers (1994), by taking a panel of a hundred and fifty seven U.S firms 

for from 1971 to 1989, analyzed the static trade-off against pecking order models of 

Capital Structure. The results implied that Pecking Order Theory was able to explain the 

financing behavior of firms better than the target adjustment models as suggested by static 

Trade-Off theory. They concluded that even if companies had well defined optimal Capital 

Structure, managers did not seem to be interested in getting there. 

 

2.2.2. Information Asymmetry and Signaling Approach with Cash Flows 

 

Goswami et al (1995) analyzed the impact that asymmetric information poses on the design of debt 

contracts. The role of debt maturity, coupon payments and dividend payout restrictions in signaling a 

firm's private information has been examined in the study. They divided the cash flows that a firm 

receives in two dates, an intermediate date and at a terminal date. They assumed that the firm has 

private information regarding these cash flows. The level of information asymmetry with respect to 

these cash flows may vary. They concluded in their study that if asymmetry of information exists 

regarding long term cash flows, the firm prefers financing with covenanted long term debt that curb 

dividend payment. If there is information asymmetry regarding short term cash flows, the firm may 

prefer either short term debt or opt for un-covenanted long term debt that does not restrict dividends. 

If information asymmetry is evenly spread across dates, firm resort to short term debt. 

 

Babu & Jain (1998) tested the pecking order hypothesis with reference to Capital Structure 

practices in Singapore. Their sample was based on non-government public limited 

companies listed on Stock exchange of Singapore. The study was questionnaire based and 

they could collect 91 responses which formed their sample. The study confirmed the 
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existence of pecking order followed by Singaporean firms in their financing strategy and 

there was a marked preference to long term debt by Singaporean firms. 

 

Chirinko & Singha (2000) questioned the validity of inferences based on Shyam-Sunder & Myers' 

(1994) testing strategy. They felt that their elegantly simple test generated misleading inferences 

when evaluating plausible patterns of external financing. Whereas in their study they felt the need 

for an alternative test so as to differentiate between competing hypothesis of pecking order or 

Trade-Off hypothesis. 

 

2.2.3. Testing Static Trade-Off and Pecking Order Prediction about Dividend Payout and  

          Debt: 

 

Fama & French (2002) tested the validity of Trade-Off and pecking order predictions about 

dividend and debt. The main aim of the study was to examine how long term leverage and 

dividend payout ratio differ in firms with the main driving variables; 'profitability', and 

'investment opportunities', as the main driving factors as proposed by the two models. They also 

investigated interdependence of long term leverage and dividend payout and how financing 

decisions respond to short term variations in earnings and investment. Their sample covered the 

period from 1965 to 1999 and on average included more than 3,000 firms. It is forecasted by 

both models that firms that are profitable have higher dividend payout ratio and firms with more 

investments have lower payout ratios. The study revealed that there exists a positive relation 

exists between leverage and firm size, negative relation between non-debt tax shields and 

leverage. There is a negative relationship between Profitability and leverage hence supporting 

Pecking Order Theory but contradicting Trade-Off hypothesis. 

 

2.2.4. Capital Structure and Market Power 

 

Pandey I.M (2002) argued that the relation between Capital Structure and market power is cubic 

and relation of profitability and Capital Structure is 'U' shaped. They used 'Tobin Q'- the ratio of 

market value of the firm to replacement costs of assets to measure market power. The study 

employed a sample of 208 Malaysian companies listed on Kuala Lumpur stock exchange haying 
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data for the period from 1994 to 2000. Using panel data model, effect of Tobin's Q, profitability, 

growth, unsystematic risk, size, ownership and tangibility is assessed on total debt asset ratio, the 

dependent variable. They studied that at lower and higher Tobin's Q ranges, firms use high debt 

and firms reduce their debt when Tobin's Q is at intermediate range which proved their 

assumption of the existence of cubic relationship between market power and Capital Structure. 

The belief that the relation of profitability and Capital Structure is 'U' shaped was confirmed as 

there seemed to be a trade-off between the effects of asymmetric information, agency costs and 

tax benefits. They proved that tangibility and firm size had positive relationship and systematic 

risk and ownership have a negative relationship with Capital Structure. 

 

2.2.5. Testing Static Trade-Off against Pecking Order 

 

Frank & Goyal (2003) tested the Pecking Order Theory on publicly traded American firms for 

the period from 1971 to 1998. They tried to compare their findings with the results of Shyam 

Sunder & Myers (1994). They also tried to match their sample selection by selecting firms which 

continuously report on necessary variables for the study period and their sample consist of 768 

firms with 19 years of data for each firm. In spite of the differences in sample size, they could 

replicate the coefficients on the financing deficit reported by Shyam-Sunder & Myers (1994) and 

the results supported the Pecking Order Theory. They also considered a broader unbalanced 

population of firms to test whether the results differ. The R
2
 on broader population of firms had a 

limited ability to forecast leverage behavior. They arrived at the conclusion that while large firms 

could demonstrate some aspects of pecking order behavior, the evidence was not robust to the 

inclusion of conventional leverage factors and financing deficit is less important in explaining 

net debt issues over time for firms of all sizes.  

 

Sogorb-Mira et al (2003) investigated the application of pecking order versus tradeoff 

hypothesis on a sample containing 6482 Spanish small and medium companies for the period 

1994-1998 using the method called panel data. To test the Trade-Off model, they 

hypothesized that tax rate, tangibility of assets, size of company would be positively related 

to leverage and non-debt tax shields, default risk, companies with greater growth 

opportunities and profitability would have negative impact on leverage. They also assumed 
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that firms' liquidity will affect its Capital Structure. To test the pecking order hypothesis, 

they hypothesized that firm's volume of cash flow and age would be negatively related to 

leverage whereas firms with strong company growth will have positive relationship with firm 

leverage. The hypothesis put forward for Pecking Order Theory was confirmed and as 

regards to Trade-Off theory, except for factors default risk, asset structure, profitability and 

liquidity whose results showed insignificant impact, other factors confirmed the predictions 

of the theory. The study found evidence that firms attempted to achieve a target or optimum 

leverage. 

 

Tong & Green (2005) tested the Pecking Order or Trade-off Hypothesis on top 50 Chinese listed 

companies listed on Shanghai & Shenzhen stock exchange. They tested three facets of corporate 

financing where Trade-Off and pecking order theories give different predictions: the 

determinants of leverage (profitability, size and growth), the association between leverage and 

dividends and the effect of these theories on corporate investment. The study with the help of 

ordinary least square regressions concluded that: a) A significant negative correlation between 

leverage & profitability b) a significant positive correlation between current leverage and past 

dividends favoring pecking order hypothesis and investment model was found inconclusive. 

 

2.2.6. Dynamic Optimal Capital Structure Model 

 

Titman & Tsyplakov (2005) tried to develop a Dynamic Capital Structure model that allowed 

them to observe how target debt ratios are determined and how they change overtime. The 

model that they have endogenously determined applies the optimal financing and investment 

strategies as functions of an exogenous level variable that determine the product price of 

firms. Their model encompassed sustainable investment and financing choices as well as 

costs of bankruptcy, financial distress costs and transaction costs. They used their model to 

form a panel of simulated data that includes model produced debt ratios that are determined 

by the cash flow of firms and investment history as well as by its optimal Capital Structure 

choice. Their results confirmed the belief that firms slowly move towards target debt ratios. 

They point out that in their earlier study, 'Titman and Wessel (1988), they had examined 

actual debt ratios that change over time rather than their targets.  They recommend that firms 
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that are subject to financial distress costs as well as those without conflicts of interest 

between debt holders and equity holders should make an adjustment swiftly towards their 

target debt ratios. 

 

2.2.7. Trade-Off and Pecking Order: (A survey) 

 

Frank & Goyal (2007) conducted a survey of previous literature to understand the facts identified 

until then on the two theories under analysis. They believed that several explanations like taxes, 

bankruptcy costs, transaction costs, adverse selection, and agency conflicts have been made for 

the use of debt in the Capital Structure and these thoughts have been associated with capital 

structure's trade-off theory and the Pecking Order theory. They found out that empirical literature 

supports a number of generalizations for understanding actual leverage and they name these facts 

as 'stylized facts' in their study. They felt the need of one unifying model which could 

incorporate all the 'stylized facts' in it to understand Capital Structure as the standard theories 

oppose some of the known facts and are not without flaws. 

 

2.2.8. Dynamic Theory of Capital Structure with Optimal Leverage Range 

 

Dudley (2007) developed an empirical model to find out how the Determinants of Capital 

Structure affect the two boundaries that define the range of the optimal range of the firm. To 

test the implications of dynamic theory of Capital Structure, they use a non-linear model with 

thresholds that vary with firms' profitability, the risk free interest rate, investment 

opportunity set, share price volatility, asset tangibility and size. They arrived on the 

conclusion that interest rate and profitability imply a narrower debt ratio range and higher 

volatility imply a wider debt ratio range. Assets in place firms respond quickly to reduction 

in leverage than growth firms. They also conclude that proportional adjustment costs play an 

important role in determining the size of Capital Structure adjustments.  

 

2.2.9. Testing Pecking Order Theory in Context of Maturing Long Term Debt 

 

Hovakimian & Vulanovic (2008) tested the Pecking Order Theory by examining how firms 

finance maturing long-term debt. Their results support the prediction of the Pecking Order 
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Theory regarding the use of internal funds and debt financing. Managers first finance their 

maturing long-term debt with internal funds and then turn to new debt issuance. They could find 

very strong support for the Pecking Order Theory among small high growth firms as well as 

among debt capacity constrained firms which contrasted the results of previous literature. They 

found out that on an average, each marginal dollar of maturing long-term debt was fully financed 

with new debt issuance. 

 

2.2.10. Testing Dynamic Trade-Off Theory using Kalman Filter 

 

Zhao & Susmel (2008) used a Kalman filter in order to test the standard dynamic trade-off model 

of Capital Structure since Kalman filter allows to directly estimate the subtle target leverage or 

debt-equity ratio. So as to study the number of firms in which the dynamic trade-off model 

cannot be rejected, the researchers tested the structural dynamic models for individual firms. 

Their investigation shows us that the dynamic tradeoff model can be accepted at the standard 5% 

level- for 32% - 52% of the firms in the sample. They also tried to test if Kalman filtered 

estimated target debt-equity ratios were related to the variables like volatility of cash flows, 

product uniqueness, tangible assets, size, capital expenditures, profitability, market-to-book ratio, 

capital expenditure, cash position, tax shield, z-scores, tax rates, and mitigation of free cash flow 

problem. They could find support for their estimates. 

 

2.2.11. Information Asymmetry and Signaling Approach through the use of Convertible  

           Bonds 

 

Yan (2009) believed that information asymmetries exist between firms‟ inside and outside 

investors including shareholders and the managers that know the true internal projections for 

the chances of success for firm projects. Outside investors rely on the firms‟ actions in order to 

gain information known only to firm insiders and the choice of Capital Structure serves as a 

signal of firms‟ success. In this study, through the use of a sample of hundred convertible 

bonds issued from 1990 to 2007, the author have tried to examine the market‟s reactions to 

changes in the Capital Structures of the firms and whether the reactions differ if firms are of 

different sizes. By regressing the abnormal returns of the firms‟ stock prices on the conversion 
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premium, the study tried to capture the market‟s responses to the declaration of a convertible 

issue. The study concluded that more debt-like convertible issuances signal more positively 

and result in higher abnormal returns. This effect was larger for smaller firms than for larger 

firms indicating that smaller firms may be relying more on signaling than their larger 

counterparts, due to a greater information asymmetry for the smaller firms. 

 

2.2.12. Testing Static Trade-Off against pecking order in context of issuing decisions and  

repurchase decisions: 

 

Jong et al. (2009) tried to study the observed relevance of both pecking order and Trade-Off 

theories when they have contradictory predictions on firms' debt-equity decision particularly 

for the decision to issue and repurchase decisions. According to Jong et al. (2009, page 4), 

“For the decision to issue, there is a disagreement between the theories when the current 

leverage is above the target ratio but below the debt capacity. In such situation, the static 

Trade-Off theory forecasts a reduction in leverage, whereas the Pecking Order Theory predicts 

that a firm would still increase leverage. For the decision to repurchase there is a disagreement 

between the theories when the firm's current leverage ratio is under the target  debt ratio. The 

pecking order theory forecasts that a firm repurchases debt and hence reduces leverage, 

whereas the static Trade-Off model predicts a move towards the target and therefore an 

increase of leverage”. They try to examine whether out of the two theories, can provide correct 

predictions. Their sample consist of 2259 U.S firms for a study period from 1985 to 2005. 

They discovered that the Pecking Order Theory cherishes better explanation of firms' issue 

decisions than the static Trade-Off theory and in case of repurchase decisions; the static Trade 

Off theory is a better forecaster of firms' financing decisions. 

 

2.2.13. Target Capital Structure 

 

Flovakimian et.al (2009) observed the speed of adjustment to target Capital Structure that is 

examined at points in time when the benefits of adjustment to target were likely to exceed its 

costs. Both book and market value based measures of leverage have been used in the analysis. 

The independent variables that were employed to identify the target leverage are firm size, asset 
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tangibility, market-to-book, research and development expenses, and industry median leverage 

ratio. They do not find evidence for full adjustment to target Capital Structure. They found out 

that the estimates of the speed of adjustment to target leverage were significant but low. The 

speeds of adjustment were highest for firms in the highest maturing debt group but never come 

close to full adjustment. The authors concluded that firms can have target range of Capital 

Structure but no single target debt ratio to which they ever want to fully adjust. Based on the 

examination of the development in the theory of capital structure, following is a bird‟s eye view 

on the phase wise development of major capital structure theories: 

 

2.3. Literature Related to Determinants of Capital Structure 

 

Harris and Raviv (1991) assert that capital structure theories have identified a great number of 

potential determinants that might have an impact on debt levels. Among these determinants 

which have been found by a large number of studies to influence the firm's capital structure are 

size, profitability, collateral, volatility, growth rate, non-debt tax shields, debt service capacity, 

age, dividend payout, liquidity, net export, cost of equity, uniqueness, cost of borrowing, 

ownership pattern, regulation, corporate strategy, accruals/flexibility, non-fixed asset, 

intangibility, stock illiquidity, signaling, share price, and long term borrowing. However, there 

is significant disagreement among the capital structure theories, in particular, between the 

trade-off and the pecking order theories about the influence of some factors on the firm's 

capital structure. By virtue of the researcher‟s preference and judgment, in this section, 

therefore the discussion presides over the viewpoints of the capital structure theories about the 

effect of these attributes on leverage ratios by considering the following determinants, growth, 

tangibility, profitability, age, size, liquidity and tax shields. 

 

2.3.1. Growth 

 

The connection between capital structure and growth has been confirmed in many literatures 

(Faris 2011). However, the direction of this link is not the same according to different theories. 

In addition to this, this relationship resorts to vary between different proxies for capital structure. 

For example, the agency theory rests on the rationale that firms with greater growth opportunities 
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tend to retain financial flexibility in order to be able to borrow more in consecutive years 

forecasting a negative relationship between leverage and growth (Myers 1977; La Rocca et al., 

2009).  

 

A great deal of other explanations is also put forward for the relationship between capital 

structure and growth opportunities in literature. Initially, a company with good opportunities for 

growth would be unlikely to issue debt to finance projects, due to the high financial distress 

costs. This implies that intangible assets would be of no value in the case of bankruptcy (Harris 

and Raviv 1991). In the second place, higher growth opportunity companies incline to indicate 

lower agency costs of free cash flow (Jensen 1986). Third, the problem of asset substitution is 

uniquely more relevant in companies with greater growth opportunities. This will tempt lenders 

to raise financing costs upper, which means that companies whose opportunities for growth are 

high will have less debts. 

 

However, opportunities of growth can have a positive correlation with leverage, as asserted by 

the pecking order theory. According to Myers (1984), the chosen means of decreasing the costs 

of information asymmetry is by funding resources. As a matter of uniqueness, companies like to 

make retained earnings their first choice, and next low-risk debt, high-risk debt and, as the last 

resort, new equity. Then, it follows that when an organization is presented with good investment 

opportunities, but lacks internal cash flow, debt is a first option for funding projects, and the 

outcome for these organizations can be high leverage. Eventually, as organizations having higher 

growth opportunities present higher information asymmetries, they find that high-debts are a 

form of signaling the quality of their investments. 

 

2.3.2. Tangibility 

 

A company's tangible assets quality is a direct threshold of the security that the firm can offer to 

the existing and potential investors. The Trade-Off Theory forecasts that company's leverage 

rises with tangibility. The logic is that fixed assets, being easier to value as compared to 

intangibles, provide more security for potential investors as collateral. This will decrease debt 

holder risk and eventually reduce the cost of debt for the companies and they will be able to 
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operate with higher leverage ratios without being forced to incur huge costs of financial shortage 

(Titman and Wessels, 1988). In addition to this, a securitized debt makes it difficult for investors 

to conduct asset substitution as the debt holders have collateral in specific assets (Frank and 

Goyal, 2009). Hence, agency costs should be lesser between debt holders and shareholders, and 

companies should use more debt relative to the amount of tangible assets they own. It is possible 

to read among others Antoniou et al. (2008), Goyal & Frank (2009), Fan et al. (2011), Mitreva 

(2014), Andres et al. (2014) and Garrett & Dang (2015), who confirmed the existence of a 

positive relationship between tangibility and company leverage. 

 

The Pecking Order Theory predicts in the inversely and suggests that tangibility will produce 

less information asymmetry between potential investors and shareholders, and hence the cost of 

issuing equity will go down, ending up in lower levels of debt (Frank and Goyal, 2009). An 

inverse relationship is presented by previous studies such as Graham (2000), Shitu & Cheng 

(2007), Bas et al. (2009), Ibrahim & Haron (2011), Sorokina (2014) & Jais & Piaw (2014). 

Unless the cost of equity goes down lower than the cost of debt (as forecasted by Trade-Off 

Theory), the Pecking Order Theory implies that companies will use the cheapest financing 

source, debt would in any way be the chosen means of financing over equity, at least for optimal 

amounts of debt. Nevertheless, Harris and Raviv (1991) argue that it can be assumed that 

companies with lower tangible assets would have bigger asymmetric information problems. In 

this way, companies with few tangible assets will tend to gather more debt over time and become 

more highly leveraged. Hence, the assumption of the Pecking Order Theory might not be as clear 

as some researchers contend. Hence, research findings have revealed a positive relationship 

between leverage & tangibility, as predicted by the Trade-Off Theory. 

 

2.3.3. Profitability 

 

There are no consistent theoretical predictions on the influence of profitability on firm's capital 

structure. From the trade-off theory's perspective, the more the firm‟s profitable, the higher the 

leverage. This is due to debt tax deductibility of interest payment. Rajan and Zingales (1995), 

argue that suppliers of debt have to show greater willingness to lend to profitable companies. 
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Accordingly, it is possible to expect a positive dependence between leverage and profitability. On 

the other hand, the main argument supporting a negative relationship between leverage and 

profitability comes from the pecking order theory. Myers (1984) and Myers and Majluf (1984) 

argue that, as a result of information asymmetry between corporate insiders and the market, 

investors may underprice firm's equity. If firms finance new projects by issuing equity, the net 

effect is that new investors obtain a higher gain from this investment than pre-existing 

shareholders, which may cause the project not to be accepted on these grounds even when it has a 

positive net present value (under investment problem). To curb such types of problems, funds that 

are internal and debt that is not too risky will be preferred over equity. Accordingly, firms will 

prefer to finance from retained earnings first, then from debt and finally from issuing new equity. 

This, in itself, implies the existence of a negative relationship between profitability and debt ratios. 

 

2.3.4. Age 

 

Diamond (1989) argues that aged firms with a long history of credits will have a relatively low 

default probability and lower agency costs using debt financing than newly established firms. 

Accordingly, a positive relationship is expected to exist between age and debt ratio. On the other 

hand, according to pecking order hypothesis, firms prefer raising funds first from retained 

earnings and resort to external funds only if the former is insufficient, in which issuing debt is 

preferred over issuing equity. Therefore, young firms are more likely to depend on debt 

instruments since they do not have sufficient funds internally to finance new investment. Hall et 

al. (2004) argue that new firms will not have had time to accumulate funds and may be forced to 

borrow. This suggests an inverse relationship between age and debt ratio. 

 

2.3.5. Size of the firm 

 

Studies by Ashenafi (2005) and Buferna et al (2005) among others have suggested that leverage 

ratios may be related to firm size positively. Titman and Wessel (1988) argue that direct 

bankruptcy costs seem to harness a larger percentage of a company's value as that value 

decreases. It is also the case that relatively big companies seem to be more diversified and less 
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vulnerable to bankruptcy. These affirmations imply that big companies should be more highly 

leveraged. 

 

Most research endeavors have discovered the existence of a positive relationship between size 

and company leverage (Desomsak et al., 2004; Rajan & Zingales, 1995). This is in line with the 

trade of theory whereby big companies have a higher tendency to use more debt. Nonetheless, 

Chen (2004) and Ooi (1999) suggest the existence of an inverse relationship between size and 

firm leverage. This is because smaller firms have limited access to equity capital and are more 

likely to use bank loans. The larger size enables firms to generate higher returns on assets and 

sales, and this leads to better firm financial performance through the ability to gain higher 

production value. 

 

In contrary to the above, the cost of issuing debt and equity securities is also related to firm size. 

In particular, small companies pay much more than big companies to issue new equity and also 

somewhat more to issue long-term debt. This implies that small companies may be more levered 

than big companies and may prefer to borrow short term (through bank loans) rather than issue 

long-term debt due to lower fixed costs associated with this alternative. 

 

2.3.6. Liquidity 

 

It is normally expressed that liquidity ratios may have a mixed ramification on the capital 

structure decision. On the one side, a negative relation between liquidity and leverage is 

assumed because if firms are having more debt, the associated higher liabilities and lower 

remaining current assets (Ozkan, 2001). Beyond this, the agency theory recommends that 

when the agency costs of liquidity are great, outside creditors tend to decrease the debt 

financing limit available to companies (Myers, 1998). If firms follow the pecking order 

theory's financing hierarchy for the decision of their capital structure, it results in a 

negative link between leverage and liquidity (Sbeti, 2012). 
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On the other side, firms with bigger liquidity ratios might use a relatively greater debt ratio due 

to higher ability to meet short term obligations when they fall due. This shows the presence of 

a positive relationship between company leverage and liquidity. 

 

2.3.7. Tax shield 

 

Taxes  and  the  costs  of  financial  distress  were  the  first  major  frictions  considered  in  

determining  optimal capital  ratios  (Berger  et  al, 1995:395). In addition they state that  since 

payments for interest tax deductible, yet  dividends are  not,  substituting  debt  for  equity  

enables firms  to  pass  greater  returns  to investors by decreasing  government payments. The 

trade-off theory assumes a favorable relationship between company leverage and effective tax 

rate.  As such, high tax rates increase the interest tax benefits of debt. The  trade-off  theory  

forecasts that to make use  of  higher  interest  tax shields,  firms  will  issue  more  debt  when  

tax  rates  are  higher  (Frank  and  Goyal,  2009:9).  Debt is advantageous for tax reasons.  

Debt's tax advantage is the  difference   between  the  corporate  tax  advantage  of debt  (interest  

is  corporate  tax  deductible)  and  the  personal  tax  disadvantage  of  debt  (Zechner and Dangl, 

2004). 

 

As  to  Kim & Rasiah  (2011)  the most  important  rationale  that  prompt  firms  to  raise  debts 

are due to the tax shield that results from the  tax  savings  originated  by  making interest  

payments  on  loan.  They  proceed to  suggest  that  as  a result,  by  having debt, estimated tax 

liability of companies could be  deducted  and  thus increase  its  after-tax  cash  flow,  causing  

more  attractive  business  to  utilize  greater  level of debt for the sake of boosting their debt tax  

shield. A company's tax shield from debt is the present  value of tax savings created by paying 

tax-deductible  interest  payment  on  debt  instead  of  dividend  payments  made  to  

shareholders.  As  such,  Faulkner and  Petersen  (2006:60)  argue  that  firms  with higher 

marginal tax rates prior to the deduction  of interest expenditures should have higher interest  tax 

shields, hence have higher leverage. 
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2.4. Knowledge Gap and Conceptual framework 

2.4.1. Knowledge Gap 

 

A lot of studies revolve around emphasizing the significance of investigating the determinants of 

capital structure. Factors influencing the capital structure choice are the next most important aspect 

that has been taken into consideration. Tax advantage on using debt finance has been analyzed by 

many experts and they have put forth different views. Modigliani and Miller (1958) have pointed 

out that debt finance is beneficial if corporate income tax under which interest is a deductible 

expense is considered. In contrast Schnabel (1984) has found out that an optimal capital structure 

does not include exclusive reliance on debt financing. However, the conclusion of the study of 

Givoly Collins et al. (1992) and others confirmed the tax-based theories of capital structure and 

shown that there exists a substitution effect between debt and non-debt tax shields, and that both 

personal and corporate tax rates do influence capital structure decisions. Another major area 

analyzed was the effect of bankruptcy cost on leverage and signaling effect on debt finance. Leland 

and Toft (1996) and Miao (2005) emphasized that the capital structure choice reflects the tradeoffs 

between the tax benefits of debt and the associated bankruptcy and agency costs. 

 

A significant number of research endeavors focused on investigating the relationship between 

profitability and capital structure choice. This is because determining the optimal capital 

structure is aimed at increasing the profit earning capacity of the firm. Many experts have 

expressed views differently about the relation between profitability and capital structure. Myers 

(1984) introduced pecking order theory, which states firms prefer internal funds and when it gets 

exhausted they look in for debt finance rather than equity finance since it is a good signal to the 

market. A lot of other studies have supported the pecking order hypothesis. Kester (1986), 

Titman and Wessels (1988), Barton and Gordon (1988), Pinegar and Wilbricht (1989), Harris 

and Raviv (1991), Harries (1994), Jonson (1998), Simerly and Li (2000), and Booth Collins et al. 

(2001) have found a negative relation between profitability and capital structure in support of 

pecking order theory. On the other hand, Rajan and Zingales (1995) have emphasized on size of 

the firm stating that large firms tend to issue less equity and that the negative influence of 

profitability on capital structure should become stronger as company size increases. These varied 

views and results of many studies persuaded one to study in detail the determinants of capital 

structure. Hence, this study makes a decent attempt to study the determinants of capital structure. 
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2.4.2. Conceptual Framework 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

The above visual depiction is a model that strengthens the drive of this study to assess the 

determinants of capital structure of FDI companies in Amhara National Regional State. One can 

note from the above diagram that the decision whether to choose debt or equity is affected by 

company profitability, tangibility of assets, liquidity, growth, sales, age and tax shield. 
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CHAPTER THREE 

THE RESEARCH METHODOLOGY 

 

This section presents an overview of the methods to be applied in the study by briefly explaining 

the study design, population, sample and sampling techniques, data collection and analysis and 

presentation respectively. 

 

3.1 Research Paradigm 

 

This study adopts a positivism paradigm. According to Collis and Hussey (2009), a positivist 

researcher is likely to be concerned with ensuring that any concept‟s use can be operationalized; 

that is, described in such a way that they can be measured. A positivist study takes a deductive 

/reductionism/ approach. In line with most previous studies on capital structure (for example, 

Graham and Harvey, 2001; Tucker and Lean, 2003; Bancel and Mittoo, 2004), this study adopts 

a positivist paradigm due to the following reasons:  

 

In the first place the ontological assumptions of objectivism are best suited to the researcher‟s 

assumptions about the nature of reality. Secondly, the epistemological assumptions match the 

assumptions of the researcher regarding what constitutes knowledge and how knowledge can be 

expanded. In addition, as there are a number of relevant theories and models in the literature (e.g. 

pecking order theory, trade-off theory and agency theory), deductive study that allows the 

researcher to develop hypotheses and test them using empirical data is appropriate (Saunders, 

Lewis, and Thornville, 2009). If the empirical data is drawn from a sufficiently large random 

sample, the statistical results of a positivist study can be generalized from the sample to the 

population under study. The results are likely to be high in reliability, which means that if the 

study is replicated by another researcher the same results are likely to be achieved (Collis and 

Hussey, 2009) 

 

3.2. Research Design 

 

Designing a research is making a road map to a study which leads all functions and steps to be 

undertaken. Kothari (2004) explains research design as the conceptual framework in which 
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research is undertaken; and it consists of the blue print for the collection, measurement and 

analysis of data. It is also a strategy of describing procedures about sample size, data sources, 

means of collection and methods of data processing, analyzing and presenting based on the scope 

and depth determined in the beginning.  

 

The design of this research is of explanatory type. It is believed in this study that explanatory 

research is the best design for explaining, rather than simply describing, the reason why capital 

structure (leverage) is influenced by its determinants. Explanatory research in this context helps 

us in understanding the problem more efficiently. 

 

3.2.1. Research Approach 

 

In this study, the quantitative approach to research is used. Quantitative approach is proper, 

impartial and systematic process of research in which numeric data is employed. In quantitative 

approach a researcher‟s point of view is preferred. A Quantitative research approach is one 

which is mostly used as the investigator wants to develop knowledge about cause, variables, 

hypotheses and questions. It‟s also used for measurement, observations and tests the different 

theories. The reason for selecting quantitative technique is that it is economical and inexpensive. 

 

3.3 Population and Sampling Method 

 

In this research, the data needed for the purpose of analysis was gathered from secondary 

sources: audited financial statements, basically of balance sheet and Income statement of sample 

companies for a period of ten years (2009-2018). Before the data is collected, in an effort to 

mitigate sample selection bias from working population and reducing the effect of abnormal 

samples, different levels of sample restriction criteria are imposed on firms in order to be 

included in the sample. The first formality to be fulfilled by a company is that the it needs to hold 

the legal status of 'Share Company' from the eight form of business organization i.e. ordinary 

partnership, limited partnership, general partnership, joint venture, share company, private 

limited company, sole proprietorship and cooperative, according to Ethiopia's Commercial Code 

classification (1960). The second level of sampling criteria is that the total study population 
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includes only „large taxpayer FDI companies‟ engaged in different class of economy and listed in 

Ethiopian Revenues and Customs Authority (ERCA) large taxpayer office that have a sustained 

operation throughout the study period.  

 

Then the researcher made the following sample restriction criteria to arrive at a definite study 

population. The sample restriction is that firms with missing financial data for a period covering 

ten years from 2009–2018 are excluded from the study so as to examine the financing decision of 

the companies without any interruption. After this restriction the total population is found as 31 

FDI companies that operate in Amhara region. With this regard covering the entire companies in 

the study makes the study difficult (Cohen et al., 2005). Hence, 7 companies that satisfy the 

above criterion are included in the sample study using a sampling technique of purposive 

sampling.  

Sample companies are:- 

S/N Name of Company Project 

Address 

Permit 

Date 

G.C. 

Sector 

1 SULIMAN GALAL SULIMAN ABDALLA PLC Bahir Dar 11/24/2008 Construction 

2 GLOBAL FLOWERS PLC Bahir Dar 8/1/2006 Agriculture 

3 THYME AGROTECH PLC D/Birhan 21/3/2004 Agriculture 

4 DABAT TRADING PLC Gondar 1/1/1998 Industry 

5 YONI & DANI PLC Gondar 14/04/98 Industry 

6 ZEMA (BELAYA) INDUSTRIAL TRADING PLC. Enjibara 27/10/94 Industry 

7 KENANA ETHIOPIA PROJECT PLC Fogera 20/10/97 Industry 

Table 3.1. List of Sample Companies 

 

3.4. Data source, Variables of the study and model specification  

 

3.4.1 Data source 

 

The study used secondary sources and employed both cross-sectional and time series types of 

data, Cross-sectional data for primary and times series data (10 years data) for secondary, which 

is significant to show clearly the time dimension in which the effect of variables over time. 
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As mentioned, the study exclusively approached secondary sources of data, audited financial 

statements (Balance sheets and income statements), of seven FDI companies aged ten years and 

above and have been operating in the Ethiopian economy for the specified time period without 

interruption.  

 

Though some of the sampled FDI companies have an experience of greater than ten years, the 

study made use of secondary data from their financial statements that belong or correspond to 

only the past ten consecutive years. On top of this, since FDI companies refuse to disclose their 

financial statements and in order to ensure reliability of the data the data was collected from the 

Revenues and Customs Authority of Ethiopia. Furthermore, selected explanatory attributes and 

used regression model have been taken from most prominent and recent research studies in the 

area of capital structure. 

 

3.4.2. Variables of the study 

3.4.2.1. Definition of the variable   

 

An important step in designing all quantitative research is defining or identifying the variables 

that are manipulated, measured, and described. A variable that is selected in the study to 

determine its relationships to the observed outcomes of the research is known as independent 

variable. The variable being measured as an outcome which depends up on other variable, 

namely outcome, response, explained variable is known as Dependent Variable.  

 

Based on this conceptual framework the study identified independent and dependent variables.  

Hence, in this study, one dependent variable (Leverage = Debt to Asset Ratio) and seven 

independent variables such as profitability, tangibility, liquidity, tax-shield, size, growth, age 

from most prominent and recent empirical studies are used.  

 

3.4.3 Model specification 
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Most of the existing empirical studies on capital structure use linear regression techniques with proxies 

for the determinant factors used to explain the variation in leverage ratios across companies. The 

following multivariate ordinary least square (OLS) regression model is specified and used to test the 

relationship between the financial leverage and its determinate factors in the selected FDI companies. 

To examine the determinants of capital structure of FDI Companies in Amhara region, the model 

used by (Diep, 2013) has been adopted. Generally, this model is specified as: 

DAR it = β0 +Σ β i Xit + ε it 

Source: Diep, 2013 

 

General Form of the Equation is: 

LEVERAGE = Function of (Growth, Tangibility, Profitability, Age, Size, Liquidity, Tax-Shield) 

 

Therefore the Specified Model is: 

 

DARit = αi+ β1(GRO it) +β2(TANG it)+β3(PR it) +β4(AG it)+β5(SZ it) +β6(LQ it)+β7(TXS it) +eit 

Source: Stock and Watson (2007) 

 

Where: 

DAR (Dependent Variable) = Leverage 

β0 = Coefficient of Intercept (Constant) 

β1 = Coefficient of Growth 

β2 = Coefficient of Tangibility 

β3 = Coefficient of Profitability 

β4 = Coefficient of Age 

β5 = Coefficient of Size 

β6 = Coefficient of Liquidity 

β7 = Coefficient of Tax-shield 

ε = the Error Term 

i = 1, 2…7 (companies)   

t = 10 (2009 – 2018) 
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3.4.3.1. Dependent Variable (LEVERAGE) 

 

Various measures of capital structure have been considered in the literature, however most 

studies use a measure of leverage that is a measure of the indebtedness of firms. There is no 

consensus on what measure of leverage should be used. A number of studies consider debt ratio 

as a measure of leverage (Shyam-Sunder and Myers (1999), Fama and French (2002) and Frank 

and Goyal (2002)). In studies such as Zingales and Rajan (1995), Booth et al. (2001) and 

Ashenafi (2005) 

Debt to Asset ratio = 
                 

            
 

 

3.4.3.2. Independent Variables 

 

I. Growth 

Different studies have used varying measures of growth (investment opportunities). Wessel and 

Titman (1988), used yearly percentage increase in total assets as a measure of growth. This study 

measures growth as a percentage increase in total assets of the FDI companies every year. 

Growth = % Change in Total Assets =  
                                              

                        
 

 

II. Tangibility 

 

Collateral value of assets, also known as Asset Composition, is those assets that creditors can 

accept as security for issuing the debt. Asset tangibility stands for the effect of the collateral 

value of assets of a firm's gearing level. Tangibility can be defined as the ratio of tangible assets 

to total assets.  

Tangibility =  
            

            
 

 

III. Profitability 

 

Profitability is a standard of earning power of a company. The earning power of a firm is the 

basic concern of its shareholders. Profitability is measured in several accepted ways and in this 

study; profitability is measured as the ratio of operating income to total assets. 

Profitability =  
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IV. Age 

 

Reputation of the firms can be measured by the age of the firms. When a company exists 

longer in business (which is represented by variable age), it usually creates a reputation 

especially in the mind of creditors by fulfilling its payment obligations. This reputation was 

known in the market and makes it easier to get debt financing. Age is measured by the 

number of years each FDI company stays in business. 

Age = Number of years in business 

 

V. Size 

 

Size is the measure of how large the firm‟s operational capacity is. Various studies have  

used a number of measures to capture the size of firms. Titman and Wessel (1988) and 

Benito (2003) use the log of total assets to measure size. Similarly, this study also finds 

that the log of total assets to be an appropriate measure of size.  

 

SIZE = Natural Logarithm of total assets = ln (Total Assets) 

 

VI, Liquidity 

 

Liquidity is the capacity of a firm to offset its current obligations using current assets. The 

liquidity variable put forward to test this hypothesis may be defined as the ratio between current 

liabilities and current asset. 

Liquidity =  
              

                  
 

 

VII. Tax-Shield 

 

By taking more debt in their capital structure, firms benefit from the 'interest tax shield' that debt 

provides. This benefit of debt is mainly promoted by the TOT which predicts that the higher the 

tax amount a firm has to pay, the greater is the debt it has in its capital structure. Tax-shield 

(TAX) is calculated as interest expense multiplied by corporate tax rate. 

Tax Shield = Interest Expense X Corporate Tax Rate 
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Assumption 

 

To guess the value of „ε‟ there is assumption about „ε‟ which is divided in to three 

1. The random variable (e) is independent of the explanatory variables.  This means there is 

no correlation between the random variable and the explanatory variable. 

2. No autocorrelation between the errors. This means the value which the random term 

assumed in one period does not depend on the value which it assumed in any other 

period. 

3. No 'perfect multicollinearity between independent variables. That is, no explanatory 

variable can be written as a linear function of other explanatory variables. The details of 

test results are presented in results and discussion part. 

 

3.5. Method of Data Analysis  

 

Multivariate Ordinary Least Square (OLS) regression is employed to determine whether there exists 

a relationship between the multiple independent variables (Determinants = Growth, Tangibility, 

Profitability, Age, Size, Liquidity, Tax-Shield) and the dependent variable (Leverage = Debt to Asset 

Ratio). One regression equation is used to test the hypotheses constructed in relation to firm-specific 

determinants and leverage. Data is regressed using STATA 13, SPSS version 20, and EViews 10 

application software and the result (obtained) regression outputs were analyzed. On top of this, Ms 

Excel 2010 is also used to compute and feed convenient data into the SPSS, STATA, and EViews. 

 

Data was used and hypotheses tested and analysis of the result was made based on the 

multivariate regression output. First, data was tested to ensure the validity of classical linear 

regression model (CLRM) assumptions. Second, test of the hypotheses that are previously 

developed in chapter one were made based on the general estimated model which examined the 

relationship between the leverage ratio and its determinants for the FDI companies in Amhara 

region.  
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CHAPTER FOUR 

RESULTS AND ANALYSIS 

 

This Chapter presents the results of the regression model and their corresponding discussions. 

Prior to the analysis of regression model, test of CLRM assumptions and correlation and 

descriptive analysis have been made. It also presents the analysis of the collected empirical data, 

portrays the results, and explains the determinants of capital structure in the case of FDI 

companies in Amhara region. 

 

4.1 Descriptive statistics for the study variables 

 

In this section, the results from descriptive statistics are discussed. Table 4.1 below presents 

descriptive statistics of the dependent and independent variables of the study. It reveals the mean 

as well as the standard deviation of the variables used in the study. In addition, it indicates the 

maximum and minimum values of each and every respective variable which essentially gives an 

indication of how wide ranging each respective variable can be. 

 

Table 4.1 Descriptive statistics 

Descriptive Statistics 

 N Range Minimum Maximum Sum Mean Std. Deviation Variance 

Statistic Statistic Statistic Statistic Statistic Statistic Std. Error Statistic Statistic 

LEV 70 .46 .48 .64 39.50 .5643 .00780 .06528 .004 

GRO 70 1.83 -.95 .88 18.84 .2692 .02551 .21344 .046 

TANG 70 .25 .13 .38 12.18 .1740 .00684 .05719 .003 

PR 70 .06 .01 .07 3.48 .0498 .00149 .01250 .000 

AG 70 7.00 12.00 19.00 1072.00 15.3143 .30830 2.57942 6.653 

SZ 70 1.23 5.97 7.20 453.98 6.4854 .03848 .32198 .104 

LQ 70 .51 .27 .78 34.50 .4928 .01488 .12454 .016 

TXS 70 81999.00 338000 419999.0 27216599.0 388808.56 1818.974 15218.625 231606557.6 

Valid N  

(listwise) 
70 

        

Source: SPSS output results and researcher‟s computation 2009-2018 
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Table 4.1 presents descriptive statistics for 7 FDI companies in Amhara region for a period of ten 

years from 2009 to 2018.The study has used eight variables for the analysis purpose which was 

classified in to one dependent and seven independent variables. The dependent variable which 

measures the leverage of a company is debt to asset ratio. The seven independent variables are 

growth, tangibility, profitability, age, size, liquidity, and tax shield.    

 

As it is shown in table 4.1, the mean value of debt to asset ratio is around 56.43 percent and its 

standard deviation is 6.5 percent. It means that the value of leverage can deviate from the mean 

to both sides by 6.5 percent. The minimum value of leverage is 48 percent while the maximum is 

64 percent. Companies under the study grow at an average of point of 0.269 and it can vary by 

0.213 points to both sides of the mean value. The minimum and maximum growth level for the 

sampled companies is -.949 and .882 points respectively. 

 

The descriptive statistics show that the ratio of fixed asset to total asset is 17.4 percent. The 

standard deviation of tangibility is 5.7 percent with 13 and 38 percent as minimum and 

maximum values respectively. The average profitability of the companies under study is 49.8 

percent. The standard deviation of profitability for the companies under study is 1.3 percent 

which deviates from both sides of the mean value. The profitability ratio ranges from 1 to 7 

percent. The average age of companies under study is 15.3 years which has a standard deviation 

of 2.58. The minimum and maximum age of the companies under study is 12 and 19 

respectively.  

 

The descriptive statistics also reveals that company size, as measured by the natural logarithm of 

annual sales, is 6.49 on average and standard deviation is 0.32. The minimum and maximum 

values of firm size for the firm measured by natural logarithm of annual sales are 5.968 and 

7.202 respectively. Next, the descriptive statistics indicates us that on average the ratio of current 

asset to total asset of the companies under study is 49.3 percent and can vary by 0.13 points to 

both sides of the mean value.  Last but not least, the average amount of tax shield enjoyed by the 

companies is 388808.6 which vary equally on both sides with an amount of 15218.63. The 

minimum and maximum amount of tax shield enjoyed by the companies under study is 338000 

and 419999 respectively. 
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4.2 Model selection criteria (Random vs. Fixed effect model) 

 

In this research the method used by the model is selected based on the Correlated Fixed Effects-

GLS regression. The GLS regression that examines whether the unobservable heterogeneity term 

is correlated with explanatory variables, while continuing to assume that repressors are not 

correlated with the error term in each period. The null hypothesis for this test is that 

unobservable heterogeneity term is not correlated or random effect model is appropriate, with the 

independent variables. If the test rejects the null hypothesis then we employ Fixed Effects 

method (Padachi, 2006). 

 

The assumption of panel regression function states that the intercepts are the same for each 

company. This may be an inappropriate assumption; (Brooks, 2008) recommended that we could 

instead estimate a model with firm fixed effects, which allows for latent firm specific 

heterogeneity. The simplest types of fixed effects models allow the intercept in the regression 

model to differ cross-sectionally. To determine whether the fixed effects are necessary or not, 

this study run a redundant fixed effects test as recommended by Brooks (2008) and others using 

GLS regression 

 

4.2.1. The Hausman Test 

 

In a panel data there is the challenge of choosing which estimators to apply. Is it the fixed effects 

estimator or the random effects estimator?  In the panel model, effort is exerted on testing 

whether the individual effects in the model (αi) correlate with the x variables (Xit) or are 

independent of the explanatory variables. The null hypothesis of the Hausman Test is random 

effects are independent of explanatory variables while the alternative simply says the null is not 

true. Hence, if (αi) correlates with the x variables (Xit), we cannot use the random effects 

estimator rather we have to use the fixed effect estimator. 

 

H0: Random Effect Model is appropriate 

H1: H0 is false 
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Table 4.2. Hausman Test 

 
Source: STATA output results and researcher‟s computation 2009-2018 

 

Final Decision: As we can see from the above STATA output, the P-value is 0.0094; therefore, 

the null hypothesis is rejected. If the null hypothesis of random effect estimator is rejected, then 

we know that, the Fixed Effect Estimator is used to analyze the model of this research. 

 

4.3. Data Testing 

 

The most critical assumptions related to CLRM of panel data are tested in the following sub-

sections. Normality, multicollinearity, heteroskedasticity, outliers‟ detection model specification 

tests, autocorrelation and the like have been made to make the data available give reliable result 

and make the model fit the data. These assumptions were required to be tested because the 

estimation technique, Multivariate Ordinary Least Squares (OLS), has a number of desirable 

properties. Hence, the hypothesis testing regarding the coefficient estimates could validly be 

conducted. In addition to this, the other crucial one, Stationarity test is conducted. 

 

4.3.1. Test for average value of the error term is zero (E(ut)=0) assumption 

 

The first assumption required is that the average value of the errors is zero. In fact, if a constant 

term is included in the regression equation, this assumption can never be violated. Therefore, 

since the constant term (i.e. α) is included in the regression equation, the average value of the 

error term in this study is expected to be zero 

 

 

 

 

                (V_b-V_B is not positive definite)

                Prob>chi2 =      0.0094

                          =       16.98

                  chi2(6) = (b-B)'[(V_b-V_B)^(-1)](b-B)

    Test:  Ho:  difference in coefficients not systematic

            B = inconsistent under Ha, efficient under Ho; obtained from xtreg

                           b = consistent under Ho and Ha; obtained from xtreg

                                                                              

         txs     -1.79e-07    -1.33e-07       -4.65e-08               .

          lq     -.0655447    -.1248724        .0593277               .

          sz      .0077679     .0635137       -.0557458        .0093001

          ag      .0535795    -.0014993        .0550788        .0226112

          pr     -.6278101    -.6491955        .0213854               .

        tang      .1937345     .4929173       -.2991829        .0470138

         gro     -.0040335    -.0236398        .0196063               .

                                                                              

                     fe           re         Difference          S.E.

                    (b)          (B)            (b-B)     sqrt(diag(V_b-V_B))

                      Coefficients     

        coefficients are on a similar scale.

        problems computing the test.  Examine the output of your estimators for anything unexpected and possibly consider scaling your variables so that the

Note: the rank of the differenced variance matrix (6) does not equal the number of coefficients being tested (7); be sure this is what you expect, or there may be
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4.3.2. Test of Stationarity 

 

As a rule of thumb, non-stationary data are unpredictable and cannot be modeled or predicted. 

Using non-stationary panel data results in an output that is spurious in a sense that there is a sign 

for the existence of a relationship between two variables where one does not exist. 

4.3.2.1. Levin – Lin - Chu Test 

Table 4.3.1. Levin – Lin - Chu unit root – Test 

 

Source: STATA output results and researcher‟s computation 2009-2018 

 

As we can see the above STATA output, the p-value is less than 5% level. Therefore we reject 

the null hypothesis that the panel contains unit roots. Hence the panel data in this research is 

stationary and can be used for hypothesis testing. 

 

4.3.2.2. Fisher – type – unit root test  

Fisher is a unit root test for Stationarity. Unit roots can result in results that are unpredictable in a 

time series analysis. 

 

The hypotheses for the fisher type unit root test: 

H0: All panels contain unit roots. 

H1: At least one panel is stationary. 

 

                                                                              

 Adjusted t*         -7.3989        0.0000

 Unadjusted t        -9.0774

                                                                              

                    Statistic      p-value

                                                                              

LR variance:     Bartlett kernel, 6.00 lags average (chosen by LLC)

ADF regressions: 1 lag

Time trend:   Not included

Panel means:  Included

AR parameter: Common                        Asymptotics: N/T -> 0

Ha: Panels are stationary                   Number of periods =     10

Ho: Panels contain unit roots               Number of panels  =      7

                                    

Levin-Lin-Chu unit-root test for lev
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Table 4.3.2. Fisher – type unit – root test 

  
Source: STATA output results and researcher‟s computation 2009-2018 

 

As we can see from the above STATA result, the p-value is less than 5% level. Hence, we reject 

the null hypothesis that all panels contain unit roots.  

 

Therefore, as to tables 4.3.1. & 4.3.2, the outcomes of the panel unit root tests that take 

nonstationary as the null hypothesis are clear. Levin – Lin - Chu and Fisher ADF tests reject the 

null hypothesis of a unit root in the panel in favor of the alternative hypothesis. This means that 

according to these tests, the leverage series are stationary and there isn‟t a unit root problem. 

 

4.3.3 Test of Normality 

 

Testing data normality is done in such a way as to determine whether a data is well-modeled by a 

normal distribution or not, and to compute how probable an underlying random variable is to be 

distributed normally. The smartest approach to evaluate how far the used data are from Gaussian 

(normal) is to look at a graph and see if the distribution grossly deviates from a bell-shaped 

                                                                              

 Other statistics are suitable for finite or infinite number of panels.

 P statistic requires number of panels to be finite.

                                                                              

 Modified inv. chi-squared Pm        5.0031       0.0000

 Inverse logit t(39)       L*       -4.0232       0.0001

 Inverse normal            Z        -3.7090       0.0001

 Inverse chi-squared(14)   P        40.4739       0.0002

                                                                              

                                  Statistic      p-value

                                                                              

Drift term:   Included                      ADF regressions: 1 lag

Time trend:   Not included

Panel means:  Included

AR parameter: Panel-specific                Asymptotics: T -> Infinity

Ha: At least one panel is stationary        Number of periods =     10

Ho: All panels contain unit roots           Number of panels  =      7

                                      

Based on augmented Dickey-Fuller tests

Fisher-type unit-root test for lev
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normal distribution. Therefore, graphical (histogram and dot plot) and non-graphical (skewness/ 

kurtosis and Shapiro-Wilk) tests of normality are used to test normality. 

 

The histogram presented in graph 4.3.1 provides useful graphical representation of the data. The 

bell-shaped black line on the histograms represents the "normal" curve. Notice how the data for 

fitted values are normal. But also, it can be seen that there are few outliers which have 

insignificant difference from the standard normal curve. Therefore, the residuals are normally 

distributed and do not have potential problems on the specified model. 

Graph 4.3.1: Graphical Test of Normality Using Histogram 

 

Source: EViews output results and researcher‟s computation 2009-2018 

 

Table 4.3.3. Test of Normality 

Tests of Normality 

 Kolmogorov-Smirnov Shapiro-Wilk 

Statistic df Sig. Statistic df Sig. 

Residuals .076 66 .200
*
 .986 66 .681 

*. This is a lower bound of the true significance. 

Source: STATA output results and researcher‟s computation 2009-2018 
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As we can see from the STATA output above, Shapiro-Wilk test and the Kolmogorov-Smirnov 

test revealed P-Values of  0.68 and 0.076 respectively which is above 0.05 for both implying that 

we cannot reject the null hypothesis of normality. Hence, we once again confirm that the 

distribution of the residuals is normal. 

 

Furthermore, the STATA generated dot plot result on Graph 4.3.2, shown below, also 

witnessed that the data is normally distributed. 

Graph 4.3.2: Dot Plot Showing Normal Distribution of Data 

 

Source: EViews output results and researcher‟s computation 2009-2018 

 

4.3.4. The Jarque-Bera test  

 

This test is applied in order to see if the residuals of a model follow the normal distribution. Its 

hypothesis is: - 

 

H0:  The residuals are normally distributed 

H1: Ho is false 
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Graph 4.3.3. Jarque Bera Test using graphical and quantitative methods 

 

Source: EViews output results and researcher‟s computation 2009-2018 

 

As we can see from the above EViews output, the p-value of the Jarque Bera test is 0.05115 

which is greater than 0.05, therefore, we can't reject the null hypothesis (There is a normal 

distribution) and conclude that the residuals follow the normal distribution. 
 

4.3.5. Test of Multicollinearity 

 

Multicollinearity means that there is linear relationship between explanatory variables which 

may cause the regression model biased (Gujarati, 2003, pp342). In order to examine the possible 

degree of Multicollinearity among the explanatory variables, pair-wise correlation matrixes of 

the selected variables (STATA output) are indicated in Table 4.3.5 and in addition, Variable 

Inflation Factor (VIF) technique is also employed to detect the multicollinearity problem and 

strengthen our analysis. 

Table 4.3.5: Pair-Wise Correlation Matrix between Explanatory Variables 

 

Source: STATA output results and researcher‟s computation 2009-2018 

0
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14

16

-0.08 -0.06 -0.04 -0.02 0.00 0.02 0.04 0.06 0.08

Series: Residuals

Sample 1 70

Observations 70

Mean      -4.68e-17

Median   0.000424

Maximum  0.077209

Minimum -0.083834

Std. Dev.   0.030240

Skewness  -0.319584

Kurtosis   4.276745

Jarque-Bera  5.945956

Probability  0.051151


         txs     0.0390   0.1184  -0.0442  -0.0710   0.1082   0.0967   1.0000 

          lq     0.1471  -0.2110   0.2305  -0.3440   0.0109   1.0000 

          sz    -0.1304   0.5656   0.1275   0.1969   1.0000 

          ag    -0.1989   0.2006  -0.1383   1.0000 

          pr     0.3123  -0.3570   1.0000 

        tang    -0.2407   1.0000 

         gro     1.0000 

                                                                             

                    gro     tang       pr       ag       sz       lq      txs
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In Table 4.3.5, it can be seen that there is no strong pair-wise correlation between the 

explanatory variables except for size & tangibility. As a rule of thumb, inter-correlation among 

the independents above 0.80 signals a possible multicollinearity problem (Gujarati, 2003). 

However the given high correlation is acceptable because large firms tend to have high total 

assets (size). As concluding analysis, almost all variables have low correlation power and this 

implies no multicollinearity problem in the explanatory variables selected to determine capital 

structure of FDI companies in Amhara region. 
 

Multicollinearity can also be identified by the Variance Inflation factor (VIF) technique, 

which is a statistic calculated for each variable in the model.  

Table 4.3.6. Variable Inflation Factor (VIF) Technique to Detect Multicollinearity 

                      

                    Source: STATA output results and researcher‟s computation 2009-2018 
 

Theoretically, a VIF greater than 10 may suggest that the concerned variable is multi-collinear 

with others in the model and may need to be excluded from the model. Hence, the VIF result in 

table 4.3.6, as none of the VIFs is 1.46 which suggests that there is no collinearity between the 

explanatory variables. 

4.3.7 Test of Heteroskedasticity 

Heteroskedasticity is a systematic pattern in the errors where the variances of the errors are not 

constant (Gujarati, 2003 p387). Heteroskedasticity results in making estimators of ordinary least 

square not efficient because the estimated variances and covariance of the coefficients (βi) are 

biased and inconsistent and hence, the results of hypothesis testing are no longer valid. In this 

study, the non-graphical methods of Cook Weisberg Test and White's Test of testing 

Heteroskedasticity are used and the results obtained are presented in Tables 4.3.7 and 4.3.8. 

 

    Mean VIF        1.46

                                    

         txs        1.04    0.959057

         gro        1.17    0.852561

          ag        1.22    0.818977

          lq        1.23    0.812059

          pr        1.54    0.649280

          sz        1.91    0.523040

        tang        2.10    0.475424

                                    

    Variable         VIF       1/VIF  
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Table 4.3.7: Breusch-Pagan/ Cook-Weisberg test for Heteroskedasticity 

 
Source: STATA output results and researcher‟s computation 2009-2018 

 

As we can see above, the p-value which is 0.4943 is insignificant, meaning it is greater than 0.05, 

and hence we do not reject the null hypothesis that this research's residuals are homoscedastic.  

 

Furthermore, White's test was also applied to test the presence of heteroskedasticity. White's test 

does test the null hypothesis which states the homogeneity of the variance of the residuals. 

Therefore, if the p-value is very small, we would have to reject the null hypothesis. 

 

Table 4.3.8: Whites test for Heteroskedasticity 

 
Source: STATA output results and researcher‟s computation 2009-2018 

 

         Prob > chi2  =   0.4943

         chi2(1)      =     0.47

         Variables: fitted values of loglev

         Ho: Constant variance

Breusch-Pagan / Cook-Weisberg test for heteroskedasticity 

                                                   

               Total        17.13      7    0.0166

                                                   

            Kurtosis         2.21      1    0.1374

            Skewness         7.06      2    0.0293

  Heteroskedasticity         7.87      4    0.0966

                                                   

              Source         chi2     df      p

                                                   

Cameron & Trivedi's decomposition of IM-test

         Prob > chi2  =    0.0966

         chi2(4)      =      7.87

         against Ha: unrestricted heteroskedasticity

White's test for Ho: homoskedasticity
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As we can see from table 4.3.8, the P-value is 0.096 which is greater than 0.05. Hence, we 

cannot reject the null hypothesis of homoskedasticity in this research.  

 

4.3.9 Outliers' Detection 

 

Heteroskedasticity can also arise as a result of the presence of outliers (Gujarati, 2003 p390). 

Outliers are extreme values as compared to the rest of the data and are defined by the size of the 

residual in an OLS regression where all of the observations are used. What is involved in outlier 

detection is the determination whether the residual value (error = predicted - actual) is an 

extreme negative or positive value. One or many residuals influence the OLS estimates. Plotting 

the residual versus the fitted values can determine which errors are large, after running the 

regression. Here, Graph 4.3.9 shows the plot of residual versus the fitted values in the study. 

 

Graph 4.3.9: Dot Plot Showing residuals versus fitted values  

 
Source: STATA output results and researcher‟s computation 2009-2018 
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Looking at the plot, residual versus the fitted values graph, it can be concluded that there are no 

significant outliers implying the residual values do not have extreme negative or positive value. 

 

Also by predicting standardized residuals using STATA software, it can be seen whether the 

outliers exist and influence the OLS estimates. As Robert (2006) indicated and 

recommended the use of standardized residuals, if the standardized residuals have values in 

excess of 3.5 and -3.5, they become outliers and affect the regression results. As seen in the 

STATA output, the standardize outliers are calculated, listed and tabulated. 

Accordingly, comparing the result with the standard, there are no values greater than 3.5 and 

less than -3.5. Therefore, there are no outliers in our dataset which create heteroskedasticity 

problem to the model. 

 

4.3.10. Test of Model Specification 

 

A typical specification error occurs when the estimated model does not include the correct 

set of explanatory variables. This specification error takes two forms omitting one or more 

relevant explanatory variables or including one or more irrelevant explanatory variables. 

Either form of specification error results in problems with OLS estimates. Therefore, the 

model is tested whether it is specified correctly or not, and then after, to estimate the 

regression model properly. In this study, two methods (Ramsey RESET test and Link test) 

are used to detect specification errors. RESET is used omitted variables and Link test is used 

for specification error. 

 

4.3.10.1 Ramsey RESET Test for Omitted Variables 

 

RESET stands for Regression Specification Error Test and was proposed by Ramsey in 1969. 

This test is made on the basis of null hypothesis that says “model has no omitted variables”. 
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Table 4.3.10.1: RESET Test for Omitted Variables 

 

Source: STATA output results and researcher's computation 2009-2018 

As we can see on table 4.3.10.1, the p-value is not less than 0.5. Hence, it is impossible to reject 

the null hypothesis and we can conclude that our model is fit; or there is no specification error in 

the data. It is safe to say that there is no omitted specification in data 

 

The RESET result, shown in Table 4.3.10.1, indicates us that it is impossible to reject the null 

hypothesis that states the absence of omitted variables indicating no model specification error. 

Though the regression result declares that there are no omitted variables in the model, omitted 

variable bias is hard to detect. But there are obvious indications of this specification error. The 

best way to detect the omitted variable specification bias is to rely on the theoretical arguments 

behind the model which base on the following questions. Which variables does the theory 

suggest should be included? What are the expected signs of the coefficients? Are there omitted 

variables that most other similar studies include in their model? 

 

Apart from the Ramsey RESET test positive result, the researcher has tried his best to include all 

variables that the theories of capital structure suggest, most similar studies included in their 

model and relevant determining variables to FDI companies financing decision. 

 

4.3.10.2 Link Test for Model Specification  

 

Link Test performs model specification test for single-equation models. Link test is performed 

based on the null hypothesis that the regression is correctly specified; Link test assumes one 

should not be able to find any additional significant independent variables that except by chance 

if the model is correctly specified. In this study, to test the model specification using STATA, the 

link test method generated two new variables. These variables include the _hat, which is the 

                  Prob > F =      0.5621

                  F(3, 59) =      0.69

       Ho:  model has no omitted variables

Ramsey RESET test using powers of the fitted values of lev

. ovtest

                                                                              

       _cons     .3744042    .129954     2.88   0.005     .1146299    .6341785

         txs    -1.33e-07   2.58e-07    -0.51   0.609    -6.48e-07    3.83e-07

          lq    -.1248724    .034221    -3.65   0.001    -.1932793   -.0564656

          sz     .0635137   .0164926     3.85   0.000     .0305455    .0964819

          ag    -.0014993   .0016452    -0.91   0.366     -.004788    .0017894

          pr    -.6491955   .3812607    -1.70   0.094    -1.411325    .1129338

        tang     .4929173   .0973908     5.06   0.000     .2982359    .6875988

         gro    -.0236398   .0194866    -1.21   0.230    -.0625929    .0153134

                                                                              

         lev        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    .240270308    69  .003482178           Root MSE      =   .0319

                                                       Adj R-squared =  0.7077

    Residual    .063096048    62  .001017678           R-squared     =  0.7374

       Model    .177174259     7  .025310608           Prob > F      =  0.0000

                                                       F(  7,    62) =   24.87

      Source         SS       df       MS              Number of obs =      70

. regress lev gro tang pr ag sz lq txs

r(199);

unrecognized command:  Ovtest not defined by Ovtest.ado

. Ovtest

         Prob > chi2  =   0.0007

         chi2(1)      =    11.40

         Variables: fitted values of lev

         Ho: Constant variance

Breusch-Pagan / Cook-Weisberg test for heteroskedasticity 
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variable of prediction and the variable of squared prediction (_hatsq). The model was then 

refitted (regressed) using these two variables as predictors. 

 

The form of the link test implemented in this study is based on the idea of Tukey (1949). The R
2
 

found out in the regression of this model is reasonably decent one. However, it is not enough to 

indicate whether the model really is specified correctly. Hence, it is important to conduct a link 

test using the idea of Tukey. If the model in this study really is specified correctly, then after 

regressing leverage (lev) on the prediction and the prediction squared, the prediction squared 

should have no explanatory power (Tukey 1949).  

 

        

Source: STATA output results and researcher‟s computation 2009-2018 

 

As we can see the above table, it is found out that the prediction squared (_hatsq) does not have 

explanatory power or it is insignificant or its p-value is >0.05 since it is found out to be 0.416. 

Therefore, our specification is excellent. 

 

 

 

 

 

 

 

 

                                                                              

       _cons     .5002001   .6133968     0.82   0.418     -.724145    1.724545

      _hatsq     .9301753   1.137014     0.82   0.416    -1.339315    3.199665

        _hat     -.369375    1.67535    -0.22   0.826    -3.713388    2.974638

                                                                              

         lev        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    .240270308    69  .003482178           Root MSE      =  .02981

                                                       Adj R-squared =  0.7448

    Residual    .059544289    67  .000888721           R-squared     =  0.7522

       Model    .180726019     2  .090363009           Prob > F      =  0.0000

                                                       F(  2,    67) =  101.68

      Source         SS       df       MS              Number of obs =      70

. linktest
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4.3.11. Test of Autocorrelation 

 

Testing to see if autocorrelation problem exist is done using the Durban-Watson (DW) d test. 

(Gujarati, 2003). 

 

Source: STATA output results and researcher's computation 2009-2018 

As we can see the above test, the obtained DW-statistics (1.97) ends up in the zone of no 

autocorrelation. 

 

4.4. Correlation Analysis 

 

Regression and correlation analyses are closely related in the sense that both deal with 

relationships among variables. The correlation coefficient is a measure of linear association 

between two variables. Values of the correlation coefficient are always between -1 and +1. A 

correlation coefficient of +1 indicates presence of a positive linear perfect relationship; while a 

correlation coefficient of -1 indicates that two variables have a perfectly negative relationship. A 

zero correlation coefficient shows that there is no linear relationship between the two variables. 

The correlation coefficient of a regression function is the just square root of the coefficient of 

determination. The analysis of the relationship between dependent variable Debt to Asset ratio 

(DAR) and independent variables Growth, Tangibility, Profitability, Age, Size, Liquidity and 

Tax-shield (GRO, TANG, PR, AG, SZ, LQ, TXS) is detailed in Table 4.4 as follows using the 

correlation matrices. 

 

  

Durbin-Watson d-statistic(  8,    70) =  1.976923

. dwstat
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Table 4.4: Correlation Matrix and their Significance Level of Correlation for 

Dependent Variable and Independent Variables (obs=70) 

 

Source: STATA output results and researcher‟s computation 2009-2018 

 

The correlation matrix in Table 4.4 shows that the Debt to Asset Ratio (dependent variable) is 

correlated at -0.3157 with growth at 1 percent significance level, at 0.7818 with tangibility at 1 

percent significance level, at -0.3406 with profitability at 1 percent significance level, at 0.2276 

with age at 5 percent significance level, at 0.5909 with size at 1 percent significance level, at -

0.3856 with liquidity at 1 percent significance level and at 0.0418 with tax shield at 10 percent 

significance level.  From the regression output, it can be said that the independent variables have 

a relatively higher relationship (negatively or positively) with dependent variable of the selected 

FDI companies. Tangibility and size are found to be highly positively correlated with leverage at 

78.18 and 59.09 percent respectively. 

 

As concluding analysis, the selected explanatory variables are found to have a strong and 

significant relationship with the dependent variable. Therefore, the selected independent 

variables can explain the dependent variable with a considerable degree.  

              

         txs     1.0000 

                       

                    txs

              

                 0.7312   0.7487   0.3289   0.7163   0.5594   0.3726   0.4258

         txs     0.0418   0.0390   0.1184  -0.0442  -0.0710   0.1082   0.0967 

              

                 0.0010   0.2243   0.0796   0.0549   0.0035   0.9287

          lq    -0.3856*  0.1471  -0.2110   0.2305  -0.3440*  0.0109   1.0000 

              

                 0.0000   0.2819   0.0000   0.2928   0.1023

          sz     0.5909* -0.1304   0.5656*  0.1275   0.1969   1.0000 

              

                 0.0581   0.0988   0.0959   0.2536

          ag     0.2276  -0.1989   0.2006  -0.1383   1.0000 

              

                 0.0039   0.0085   0.0024

          pr    -0.3408*  0.3123* -0.3570*  1.0000 

              

                 0.0000   0.0447

        tang     0.7818* -0.2407*  1.0000 

              

                 0.0078

         gro    -0.3157*  1.0000 

              

              

         lev     1.0000 

                                                                             

                    lev      gro     tang       pr       ag       sz       lq

. pwcorr lev gro tang pr ag sz lq txs, star(0.05) sig
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4.5 Regression Results and Analysis 

 

Prior empirical studies have traditionally used different estimation methods based on the types of 

data to investigate the determinants of firm's capital structure. The most common method is 

panel data analysis. Therefore, it is worth to investigate the extent to which the obtained results 

are sensitive to the changes in the estimation method. The empirical data of the value of the 

variables are computed for ten consecutive years (2009 - 2018), using audited financial 

statements of the selected FDI companies which was gathered from the Revenue and Customs 

Authority of Ethiopia. Therefore, the panel data computed by multivariate ordinary least square 

(OLS) regression is carried out in this thesis to provide a comprehensive analysis about the 

determinants of capital structure of FDI companies in Amhara region. The STATA application 

version 13, was used here to run the multivariate regressions. 

 

Section 4.3 is dedicated to discuss whether the regression model is unbiased or not by running 

test of classical linear regression model (CLRM) assumptions (normality, multicollinearity, 

heteroskedasticity, model specification) which suits to the employed panel data. 

 

The linear regression model before estimation was: 

DARit = αi+ β1(GRO it) +β2(TANG it)+β3(PRit) +β4(AGit)+β5(SZit) +β6(LQit)+β7(TXSit) +eit  

 

The dependent variable is leverage which is measured in terms of debt to asset ratio (DAR) and 

the explanatory variables are growth (GRO), tangibility (TANG), profitability (PR), age (AG), 

size (SZ), liquidity (LQ) and tax-shield (TXS); measured with the most known proxies used in 

many related studies. The beta values (βi) explain how much the variation in the dependent 

variable is explained by the estimated linear regression model. The regression result is generated 

based on the above specified model. Therefore, results of the regression analysis are discussed in 

relation to each of the independent variables in Table 4.5 and forthcoming paragraphs. 
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Table 4.5: Regression Result  

 
  Source: STATA output results and researcher‟s computation 2009-2018 
 

 Notes:  

On the upper right, there are overall summaries of the 'robust' regression: the number of 

observations, the F test for the overall significance, R
2
 and the square root mean 

squared error of the residuals. 

The most important information is presented on the lower pane of the regression output. 

On the first column, we have the names of the dependent variable (DAR) and that of the 

explanatory variables (GRO, TANG, PR, AG, SZ, LQ and TXS) and _cons is the constant 

term (intercept) of the regression. In the second column (Coef.), the values of the 

coefficients (α, β1, β2, β3, β4, β5, β6) and error term (ε) are listed. The third column (Std. 

Err.) shows the standard errors that are related with coefficients. The forth column (t) 

lists down the t-statistics used in testing whether a given coefficient is significantly 

different from zero. The fifth column (P>|t|) shows the two-tailed p-values used in testing 

the null hypothesis making the coefficient zero. Finally, the confidence interval for the 

coefficient is given in the last two columns. 

 

                                                                              

       _cons     .4428403    .131739     3.36   0.001     .1794978    .7061827

         txs    -1.71e-07   2.51e-07    -0.68   0.500    -6.73e-07    3.32e-07

          lq    -.1260513    .033397    -3.77   0.000    -.1928109   -.0592917

          sz     .0587465   .0163295     3.60   0.001     .0261043    .0913886

          ag    -.0010849   .0015995    -0.68   0.500    -.0042822    .0021124

          pr    -.7555719   .3596987    -2.10   0.040    -1.474599   -.0365445

        tang     .4756874   .0955329     4.98   0.000     .2847198    .6666549

         gro    -.1583082   .0738717    -2.14   0.036    -.3059757   -.0106408

                                                                              

         lev        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    .240270308    69  .003482178           Root MSE      =  .03114

                                                       Adj R-squared =  0.7214

    Residual     .06013908    62  .000969985           R-squared     =  0.7497

       Model    .180131228     7  .025733033           Prob > F      =  0.0000

                                                       F(  7,    62) =   26.53

      Source         SS       df       MS              Number of obs =      70
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Table 4.5 presents the regression results of determinants of debt to asset ratio (DAR) of FDI 

companies in Amhara region between 2009 and 2018. The regression summary statistics pane 

(Table 4.5 upper right) results and analyses are discussed as follows.  

 

The R squared is 0.7497 which indicates that about 74.97 percent of the change of debt to asset 

ratio is explained by the determinants (Growth, Tangibility, Profitability, Age, Size, Liquidity 

and Tax-shield). In other words, about 74.97 percent of the variability in the dependent variable 

is explained by the independent variables that are included in the model. Among the independent 

variables TN more reliably predicts DAR. This fact can be confirmed by the results of simple 

regression analysis conducted separately with each independent variable. The result shows that 

TANG has 61 percent predicting ability of DAR while TXS has the lowest predicting ability 

which is 0.0017 percent. Adjusted R2 avoid the overestimation effect of adding the other 

variables to the model. 

 

In Table 4.5, the static value of F is 26.53 and it exceeds the critical value of F. Hence, the 

regression as whole is significant; this means that the six explanatory variables reliably 

predict leverage. Furthermore, the P-value (significance) is 0.0000 (STATA‟s way of 

indicating a number smaller than 0.00005), which also indicates that DAR of the selected 

FDI companies is predicted with almost 99.99 percent probability by GRO, TANG, PR, AG, SZ, 

LQ and TXS together and shows a statistically significance relationship among them. Therefore, 

the F-statistics of the regression result (F(7, 62) = 26.53) and its p-value 0.0000 proves 

there is a significant relationship between the capital structure (leverage) measured in terms 

DAR and the determinant explanatory variables measured in terms of GRO, TANG, PR, AG, 

SZ, LQ and TXS. In simple words, the F-statistic of 26.53 suggests that the model fits the data 

significantly. 
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The Estimated Regression Equation: 

DARit = 0. 4428i - 0.158(GRO it) + 0.476(TANG it) - 0.756(PR it) - 0.001(AG it) + 0.059(SZ it)  

  (0.132)    (0.0739)       (0.096)          (0.3597)         (0.0016)            (0.0163) 

-0.126(LQ it)  - 1.713e-07(TXS it) +eit 

(0.0334)            (2.51e-07) 
 

The t-statistics show that the explanatory variables such as growth, tangibility, profitability, size 

and liquidity are significant. Tangibility, size and liquidity are significant at 1 percent 

significance level and growth and profitability are significant at 5 percent significance level. 

 

Growth, profitability, age, liquidity and tax-shield are negatively related to debt to asset ratio as 

indicated by their respective coefficients of -0.158, -0.756, -0.001, -0.126 and -1.713e-07. 

However, tangibility and size proved positive association with the leverage ratio and are 

expressed by their coefficients of 0.476 and 0.059 respectively. 

 

4.6 Hypothesis Testing and Discussion of Results 

 

Table 4.6 presents the summary of the regression results for the equation of FDI companies in 

Amhara region‟s leverage using the determinants of capital structure as explanatory variables. In 

this section, the hypotheses formulated in chapter 1 are tested followed by discussion of the 

results. 

 

Results obtained from analysis, expressed in terms of the signs and statistical significance of 

the coefficients for the selected six independent variables, are presented in Tables 4.6 and 

4.7. The conducted hypotheses testing and discussed results are categorized on the basis of 

these independent variables and focused on their relationships with capital structure theories. 
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Table 4.6: Firm Specific Analysis of Determinants of Capital Structure 

Independent 

Variables 

Dependent Variable 

Debt to Asset Ratio (DAR) 

Values of the Coefficients t-statistics Significance level 

Growth (GRO) 
-0.1583082 

(0.4756874) 

-2.14* 

(0.036) 
Significant at 5% level 

Tangibility (TANG) 
0.4756874 

(0.0955329) 

4.98* 

(0.000) 
Significant at 1% level 

Profitability (PR) 
-0.7555719 

(0.3596987) 

-2.10* 

(0.040) 
Significant at 5% level 

Age (AG) 
-0.0010849 

(0. 0015995) 

-0.68 

(0.500) 
Insignificant 

Size (SZ) 
0.05877465 

(0.0163295) 

3.60* 

(0.001) 
Significant at 1% level 

Liquidity (LQ) 
-0.1260513 

(0.033397) 

-3.77* 

(0.000) 
Significant at 1% level 

Tax Shield (TXS) 
-1.71 X 10

-07
 

(2.51e-07) 

-0.68 

(0.500) 
Insignificant 

Number of Observations = 70 

F-Statistics = 26.53 

Prob > F = 0.0000 

R2 = 0.7497 (74.97) 

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

Notes: 

 

 Standard errors associated with the coefficients are in parentheses under the values of coefficients. 

 P-value of the t-statistics is shown in parentheses under the t-statistics value. 

 The * symbol indicates highly significant variables 

 

In addition, to verify if capital structure decisions that are made in the FDI companies in 

Amhara region provide empirical support for existing theories, regression results of this study, 

summarized in Table 4.6, are compared with the following table, Table 4.7, of summary 

of hypothesized, expected and observed theoretical signs of independent variables. 
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Table 4.7: Hypothesized, Expected and Observed Signs of the Independent Variables 

 

Source: Researcher’s own computation based on the financial statements & summary of capital 

structure theories 
 

Notes: 

 

 The theoretical signs of explanatory variables are presented in summary based on the 

previous capital structure theories and were used by different researchers such as Titman 

and Wessels (1988), Haris and Ravive (1991), Buferna et al (2005), Rajan and Zingales 

(2006), Octavia & Brown (2008), and Mintesinot (2010). 

 “+” indicates that the specified theory suggests a positive relationship between the 

explanatory variable and leverage. 

 “-” indicates that the specified theory proposes a negative relationship between the 

explanatory variable and leverage. 

 “?” shows us that there is no clear prediction. 

 

 

 

 

Explanatory 

Variable 

Hypothesized 

signs 

Theoretical signs of explanatory 

variables based on capital 

structure theories 

Observed 

sign 
STT POT ACT 

Growth 

(GR) 
- - + - - 

Tangibility 

(TANG) 
- + + + + 

Profitability 

(PR) 
+ + - ? - 

Age 

(AG) 
- + - ? - 

Size 

(SZ) 
+ + - + + 

Liquidity 

(LQ) 
- ? - - - 

Tax-Shield 

(TXS) 
+ 

+ (short term) 

- (long term) 
? ? - 
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4.5.1 Hypothesis Testing 

 

Test of the research hypotheses were made based on the relationship of dependent variable and 

the explanatory variables. Therefore, the following subsections deal with hypothesis testing and 

the interpretation of the regression results presented above. 

 

I. LEVERAGE WITH GROWTH 

 

Research hypothesis one predicted that a negative relationship exists between capital structure 

and growth, and hence the regression result of beta coefficient linked to growth (GRO) did not 

reject the first null hypothesis rejecting the alternate hypothesis that infer positive relationship 

between capital structure and growth variable. The negative result supports STT and ACT but 

contradicts with POT. To conclude, growth is found to be a significant factor for deciding the 

capital structure issues in FDI companies in Amhara region. 

 

II. LEVERAGE WITH TANGIBILITY 

 

Research hypothesis two was formulated to estimate the relationship between tangibility and 

leverage based on static trade-off theory. Beta coefficient that are related with Tangibility 

(TANG) rejected the second null hypothesis and proved that there is a positive relationship 

between tangibility and capital structure of FDI companies in Amhara region. 

 

In this study, the sign of tangibility variable coefficient is found to be positive, and indeed 

statistically significant. This result of tangibility being significant variable, contradicts with 

various previous research findings. However, the observed sign coincides with Static tradeoff 

theory, pecking order theory and agency cost theory (see Table 4.7) that asserts the presence of a 

relationship between tangibility and leverage that is positive. The observed sign implies that 

firms with high tangibility tend to finance their investments with external financing and they tend 

to prefer debt over equity. In general, together with the significant result, tangibility's observed 

positive relationship with debt to asset ratio is generally consistent with prediction and 

assumption that companies having higher fixed asset ratio serves them as collateral for new 

loans, favoring debt. Accordingly, it rejected the hypothesis that tangibility is negatively related 

with leverage. 
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III. LEVERAGE WITH PROFITABILITY 

 

Research hypothesis three was formulated for the assessment of the relationship between 

leverage and profitability based on pecking order theory. Beta coefficient associated with 

profitability (PR) rejected the third null hypothesis. 

 

In this study, profitability is estimated to be positively related with FDI companies leverage ratio 

and this relationship is found to be negative which is statistically significant at 5 percent 

significance level. It implies that profitable FDI companies in Amhara region maintain low debt 

to asset ratio. This result is consistent with predictions of Pecking order theory (see Table 4.7) 

which states that firms prefer to finance first with internal funds before raising external 

financing. Further this outcome is also consistent with the most previous studies (Titman & 

Wessels, 1988; Rajan and Zingales, 1995; and Booth et al., 2001). Hence, with significance at 5 

percent for inverse relationship between profitability and financial leverage, it can be concluded 

that highly profitable FDI companies in Amhara region maintain low debt to asset ratio and they 

utilize more equity source compared to debt for making their capital structure. 

 

IV. LEVERAGE WITH AGE 

 

Research hypothesis four was formulated to estimate the relationship between age and 

leverage based on static trade-off theory. The result of beta coefficient linked to age variable 

didn‟t reject the 4th null hypothesis and proved the negative relationship between capital 

structure and age of FDI companies in Amhara region. 

 

In this study, age is estimated to have a negative relationship with leverage of FDI companies in 

Amhara region. The negative relationship implies that by virtue of age, older FDI companies in 

Amhara region do not take more debt than young companies. Numerically, the -0.0010849 

coefficient of age variable (making the other variables constant) implies that every additional 1 

year decreases the leverage measure (DAR) by 0.0010849. The observed sign suits with the 

pecking order theory but opposes the Static trade-off theory. Accordingly, with an insignificance 

level and inverse relationship between age and leverage, it is expected that aged FDI companies 

maintain less debt to asset ratio and utilize less debt source compared to equity source. 
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V. LEVERAGE WITH SIZE 

 

Research hypothesis five was formulated to estimate the relationship between size and leverage 

based on static trade-off theory. The result of beta coefficient linked with size (SZ) didn't reject 

the fifth null hypothesis and proved that there a positive relationship between leverage and size 

of FDI companies. 

 

This study found size to be highly statistically significant at the 1 percent level and have positive 

impact on FDI companies' leverage. This suggests that larger FDI companies in Amhara region 

tend to have higher leverage ratios and borrow more money than smaller FDI companies do. To 

express it in figure, assuming other determining factors constant, for 1 unit increase in size, there 

is a 0.0635137 unit positive increase in debt to asset ratio. The observed result is consistent with 

the result of static trade-off theory (see Table 4.7). A majority of empirical studies also revealed 

a positive relationship between size and debt to asset ratio. For instance, Wessels & Titman, 

(1988), Rajan and Zingales, (1995), and Booth et al., (2001) provided the evidence of significant 

and direct relationship between size and capital structure measure. Since the result of size 

variable indicated a significant statistics, it is estimated that size does have significant role in 

making debt ratio and determining the capital structure of FDI companies in Amhara region. 

 

VI. LEVERAGE WITH LIQUIDITY 

 

Research hypothesis six was formulated to estimate the relationship between liquidity and 

leverage based on pecking order and agency cost theories. The result of beta coefficient linked to 

liquidity variable didn‟t reject the 6
th

 null hypothesis and proved the negative relationship 

between capital structure and liquidity of FDI companies in Amhara region. 

 

In this study, liquidity is estimated to have significant negative relationship with leverage of FDI 

companies in Amhara region. The identified negative relationship is statistically significant at a 

significance level of 1 percent. This implies that highly liquid FDI companies use less debt than 

illiquid ones. Numerically, the -0.1260513 coefficient of age variable (making the other variables 

constant) implies that every additional increase in the current asset to current liabilities decreases 

the leverage measure DAR) by -0.1260513. Accordingly, with a significance level and inverse 
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relationship between liquidity and leverage, it is expected that liquid FDI companies maintain 

less debt to asset ratio and utilize less debt source compared to equity source which coincides 

with pecking order and agency cost theories. 

 

VII. LEVERAGE WITH TAX-SHIELD 

 

The last research hypothesis, hypothesis seven, was developed to assess the relationship between 

leverage and tax-shield. The result of beta coefficient associated with tax-shield variable rejected 

the sixth null hypothesis and proved that there is a negative relationship between capital structure 

and tax-shield of FDI companies in Amhara region. 

 

In this study, tax shield is found to have a negative relationship with the capital structure of FDI 

companies in Amhara region even if it is statistically insignificant. This result is consistent with 

Static trade-off theory for long term loan but contradicts with short term loan. Operating in a 

developing country, most FDI companies in Amhara region use long term financing.  

 

4.5.2 Test of the Consistency of Capital Structure Theories 

 

As presented in chapter two and summarized in Table 4.7, this study discussed thirteen theories 

and tested three capital structure theories namely: Static trade-off theory, Pecking order theory 

and Agency cost theory and tried to find out which one explain better the financial decision of 

the sample FDI companies. All these theories have varied traits to explain the corporate capital 

structure. 

 

Static trade-off theory suggests that optimal capital structure is a trade-off between net tax benefit of 

debt financing and bankruptcy costs. Companies that have enormous tangible assets shall be in a 

situation to provide collateral for debts, so these firms can raise more debt. Larger and high profitable 

firms maintain their high debt ratio, while firms with high growth rate use less debt financing. 

Pecking order theory states that companies choose internal financing instead of external financing 

and risky debt to asset due to information asymmetries between insiders and outsiders of firm. 

Agency cost theory illustrates the financial behavior of firms in context of agent and principal 

relationship. 
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Consequently, the hypothesized, expected and observed theoretical signs of explanatory variables are 

summarized in Table 4.7. As a result, test of the consistency of capital structure relevancy theories in 

FDI companies under study is made based on the expected and observed signs of the coefficients of 

the explanatory variables. Therefore, the following conclusion is made whether capital structure 

decisions that are passed in the FDI companies provide empirical support for the existing theories. 

 

With this regard, the significant and negative relationship result of growth with capital structure 

is consistent with applicability of pecking order theory, but contradicts with static trade off 

theory and agency cost theory. The positive coefficient of relation revealed in Table 4.7, between 

the leverage and tangibility variables provides a realistic evidence for the three theories given 

that the theories expected a positive relationship between variables. Hence, the variable named 

tangibility endorses consistency of static trade off, pecking order and agency cost theories in 

respect of the financing decisions of FDI companies in Amhara region. 

 

Profitability is revealed to be negatively related with the leverage ratio of FDI companies. This 

result is consistent with predictions of pecking order theory which states that firms prefer to 

finance first with internal funds before raising external financing. To the contrary, the positive 

and significant relationship between age and leverage strongly supports the static trade off theory 

but go up against with pecking order theory. 

 

Size is found to have positive impact on the FDI companies‟ financial leverage. Theoretically, 

static trade off theory and agency cost theory suggested that larger firms tend to have better 

borrowing capacity relative to smaller firms. Hence, the analyzed result is consistent with the 

implementation of static trade off theory and agency cost theory in the case of FDI companies in 

Amhara region. To the contrary, liquidity is found to be negatively related with FDI companies 

leverage ratio. This result is consistent with predictions of pecking order theory which states that 

firms prefer to finance first with internal funds before raising external financing. Finally, as seen 

in Table 4.7, Tax shield has an insignificant negative influence on leverage ratio of FDI 

companies in Amhara region. This result is consistent with static tradeoff theory for long term 

loan but contradicts with static tradeoff theory for short term loan. Therefore the negative result 

has consistency only with static tradeoff theory for long term financing.  
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In general, looking at Tables 4.6 and 4.7, it can be concluded that all determinant factors except 

growth, profitability and liquidity of capital structure decisions in Amhara region's FDI 

companies, indicate a strong conformance to the theory of Static trade-off. However, the 

negative effect of growth, profitability and liquidity to capital structure decision indicates a 

strong compliance to the Pecking order theory of capital structure. On the other hand, two 

(tangibility and size) out of seven determinants‟ association with leverage is consistent with 

Agency cost theory. 
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CHAPTER FIVE 

CONCLUSION & RECOMMENDATION 

 

This chapter comprises conclusions extracted from this study along with the recommendations. 

 

5.1. Conclusions 

 

Capital structure remains an important and significant issue for academicians and corporate 

managers. Using fixed effect model for ten years panel data, the empirical results of this study 

revealed that the regression results of the capital structure model verified that 74.97 percent of 

the variation in the dependent variable (capital structure measured by debt to asset ratio) is 

explained by the independent variables that are selected and included in the model. This implies 

that the leverage ratio of FDI companies in Amhara region is highly explained by the selected 

variables. The result also showed growth, tangibility, profitability, size, and liquidity variables 

are the significant determinants of capital structure in the case of FDI companies in Amhara 

region. Among these, tangibility, size and liquidity variables are found highly significant factors 

at 1 percent significance level. The result, verified that growth, age and tax-shield variables do 

not have a significant influence on FDI companies‟ financial decisions. 

 

This study also uncovered the fact that the two variables (tangibility and size) established 

positive relationship and the remaining five variables (growth, profitability, age, liquidity and 

tax-shield) showed negative relationship with capital structure. 

 

The negative relationship between growth and financial leverage supports Static trade-off 

and Agency cost theories of capital structure. Tangibility variable has also indicated to have a 

direct relationship with financial leverage with a 1 percent statistical significance. That is, 

tangibility variable has a significant influence on FDI companies' financing decisions and has a 

positive relationship with leverage. This finding showcases the fact that FDI companies can 

borrow more long-term debts if they have more tangible assets for collaterals. Tangible assets are 

significant in determining debt to asset ratio since the value of tangible assets is greater than 

assets that are intangible in case of bankruptcy (Williamson, 1988; Harris, 1991; Song, 2006). 
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This result is consistent with the agency theory of capital structure (Jensen and Meckling, 1976; 

Jensen, 1986) as FDI companies may shift to riskier investments and move wealth from creditors 

to stockholders while tangible assets help to reduce the agency costs of debts. 

 

Profitability variable attained an inverse relationship with capital structure measure supporting 

the Pecking order theory, but opposing the Static trade-off theory. This suggests that highly 

profitable FDI companies in Amhara region maintain low debt to asset ratio and they utilize 

more equity sources as compared to debt sources for making their capital structure. In a similar 

situation, the negative and significant relationship between age and leverage strongly 

supports the pecking order theory but opposes Static trade-off and agency cost theory. Size 

variable displayed a positive relation with financial leverage and is found to be a very 

important determinant of FDI companies' financing pattern. Larger FDI companies in 

Amhara region maintain a significant amount leverage ratios. Therefore, size's  relationship 

with financial leverage supports Static trade-off theory and Agency cost theory and similar to 

the finding of previous studies (Marsh, 1982; Rajan, 1995; Wald, 1999; Booth et al., 2001) but 

contradicts with Pecking order theory.  

 

Liquidity as a variable revealed a negative relation with financial leverage and is found to be 

a very important determinant of FDI companies' financing pattern. Highly liquid FDI 

companies in Amhara region maintain low leverage ratios. Therefore, liquidity's relationship 

with leverage conforms to Pecking Order and Agency cost theories.  This result goes with 

previous theoretical studies (Jensen, 1986; Williamson, 1988; Chang, 1999) and also similar to 

other empirical studies documented in contemporary literature (Friend, 1988; Titman and 

Wessel, 1988). Lastly, tax shield variable displays an insignificant negative relation with 

financial leverage. This negative relation verifies that FDI companies with high tax-shield 

use less debt than equity. This evidence is consistent with Static trade-off theory for only 

long term debts. In addition to this, the negative result of tax shield with leverage is 

consistent with the previous studies (Huang and Song, 2006; Zhou and Xiao, 2006). 

 

As a concluding remark, from the test of consistency of capital structure relevancy results, 

the study confirms that all the capital structure relevancy theories: Static trade-off, Pecking 
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order and Agency cost theory are partially accepted in the case of FDI companies in 

Amhara region, though there is more evidence for pecking order and agency cost theories. 

 

5.2. Recommendations 

 

The findings of this study are deemed to benefit investors, professional managers, lenders, 

academicians and policy makers in the region as well as in the country. Based on the conclusions 

above, the study has drawn the following recommendations to investors, FDI companies, lenders, 

policy makers in Ethiopia and academicians. Suggestions for further research are also forwarded. 

 

To Investors and Shareholders 

 

 Investors and shareholders should appreciate the discussed variables that determine the 

capital structure of a particular FDI company and observe its performance before making 

decisions of whether or not to buy or sell its particular stock.  

 

To FDI companies: 

 

 CEOs and finance managers of FDI companies in Amhara region need to consider the 

findings of this study and must factor and carefully analyze sector specific attributes before 

trying to make appropriate capital structure decisions that best fit their respective 

company‟s financing needs. 

 More specifically the analyses indicated that growth, tangibility, profitability, size and 

liquidity were significantly related to leverage. Therefore, Chief Executive Officers (CEOs) 

and Chief Finance Officers (CFOs) of the FDI companies should consider the impact of 

these significant variables in determining their financing needs so as to maximize the value 

of the company and meet the shareholders‟ return to the extent that gives value for their 

invested money. 
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To Lenders: 

 

 Before lenders aspire to protect themselves from extreme use of debt via the use of mere 

protective covenants, they should consider the capital structure determinant variables 

analyzed earlier to evaluate and predict the risk associated with lending money to FDI 

companies. 

 

To Policy Makers at Different Levels: 

 

 The regression result of the variables applied in this study indicated that the pecking 

order theory appears to exert more influence on the capital structure of the FDI 

companies under investigation. It is, therefore, important for Investment Commission of 

Ethiopia in general and ANRS Investment Bureau in particular to formulate a policy that 

promotes the need to enhance the equity capital and the internal growth for future 

financing needs of companies. 

 The lack of high-quality databases might constitute as the major barrier on conducting capital 

structure research in Ethiopia. Consequently, there is a need, for policy makers at different 

levels, to design policies which guide organizations to develop validated databases as more data 

becomes available in future. Using such databases can help examining and identifying 

additional variables that could influence the financing behavior of Ethiopian firms and other 

studies. 

 

5.3. For Future Research 

 

Any study in any field generates new opportunities for future work. As already discussed, this 

study is dedicated to analyze the influence that determinants of capital structure exert upon the 

debt to asset ratio of FDI companies in Amhara region. Hence, here are potential avenues 

proposed for future research and improvements: 

 

 This study has mainly examined the factors that influence financing mix of FDI companies 

in Amhara region. It might be interesting and crucial to extend this study to other sectors of 



79 
 

the economy in the country such as service and construction sectors as well as to other 

developing countries so as to get an enhanced picture about what really determines capital 

structure decision. 

 Survey evidence on Capital Structure decision of FDI Companies in Amhara region can be 

conducted on managers of these companies to investigate into reasons as to why they 

choose a particular Capital Structure strategy. 
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       Total           70      100.00

                                                

   .8522371            1        1.43      100.00

   .8484084            1        1.43       98.57

   .8356171            1        1.43       97.14

   .8308202            1        1.43       95.71

   .8085088            1        1.43       94.29

   .7862145            1        1.43       92.86

   .7805268            1        1.43       91.43

   .7721034            1        1.43       90.00

   .7694752            1        1.43       88.57

   .7659332            1        1.43       87.14

   .7350655            1        1.43       85.71

   .7311039            1        1.43       84.29

   .7285486            1        1.43       82.86

   .7255186            1        1.43       81.43

   .7157426            1        1.43       80.00

   .7095709            1        1.43       78.57

    .705592            1        1.43       77.14

   .7055073            1        1.43       75.71

   .7044474            1        1.43       74.29

   .7021697            1        1.43       72.86

    .701135            1        1.43       71.43

   .7004288            1        1.43       70.00

   .7000946            1        1.43       68.57

   .6985705            1        1.43       67.14

   .6973453            1        1.43       65.71

   .6972009            1        1.43       64.29

   .6946712            1        1.43       62.86

   .6939316            1        1.43       61.43

   .6928266            1        1.43       60.00

   .6927431            1        1.43       58.57

   .6913751            1        1.43       57.14

   .6894285            1        1.43       55.71

   .6869817            1        1.43       54.29

    .686533            1        1.43       52.86

   .6846946            1        1.43       51.43

   .6825029            1        1.43       50.00

    .681361            1        1.43       48.57

   .6792255            1        1.43       47.14

   .6791861            1        1.43       45.71

   .6774963            1        1.43       44.29

   .6760616            1        1.43       42.86

   .6754329            1        1.43       41.43

   .6736659            1        1.43       40.00

   .6729461            1        1.43       38.57

   .6727316            1        1.43       37.14

   .6723151            1        1.43       35.71

   .6721987            1        1.43       34.29

    .671819            1        1.43       32.86

   .6704016            1        1.43       31.43

   .6702551            1        1.43       30.00

   .6689015            1        1.43       28.57

    .666031            1        1.43       27.14

   .6632358            1        1.43       25.71

   .6621222            1        1.43       24.29

   .6599343            1        1.43       22.86

   .6588085            1        1.43       21.43

   .6571208            1        1.43       20.00

   .6562643            1        1.43       18.57

   .6560031            1        1.43       17.14

   .6549181            1        1.43       15.71

   .6531358            1        1.43       14.29

   .6528828            1        1.43       12.86

   .6526649            1        1.43       11.43

   .6509655            1        1.43       10.00

   .6508422            1        1.43        8.57

   .6470698            1        1.43        7.14

   .6462706            1        1.43        5.71

   .6443124            1        1.43        4.29

   .6411595            1        1.43        2.86

   .6246852            1        1.43        1.43

                                                

 prediction        Freq.     Percent        Cum.

     Linear  

Appendix 1: STATA Output of Tabulated Standard Residuals 
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a) Simple regression of debt to asset ratio with growth 

 

b) Simple regression of debt to asset ratio with tangibility 

 

c) Simple regression of debt to asset ratio with profitability 

 

                                                                              

       _cons     .7669544   .0215212    35.64   0.000     .7240096    .8098992

         gro    -.4143961   .1220498    -3.40   0.001    -.6579427   -.1708495

                                                                              

         lev        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    .240270308    69  .003482178           Root MSE      =  .05497

                                                       Adj R-squared =  0.1324

    Residual    .205441658    68  .003021201           R-squared     =  0.1450

       Model     .03482865     1   .03482865           Prob > F      =  0.0011

                                                       F(  1,    68) =   11.53

      Source         SS       df       MS              Number of obs =      70

. reg lev gro

                                                                              

       _cons     .5570057   .0142793    39.01   0.000     .5285117    .5854997

        tang     .8066997   .0780164    10.34   0.000     .6510204     .962379

                                                                              

         lev        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    .240270308    69  .003482178           Root MSE      =  .03706

                                                       Adj R-squared =  0.6055

    Residual    .093405798    68  .001373615           R-squared     =  0.6112

       Model     .14686451     1   .14686451           Prob > F      =  0.0000

                                                       F(  1,    68) =  106.92

      Source         SS       df       MS              Number of obs =      70

. reg lev tang

                                                                              

       _cons     .7774078   .0275987    28.17   0.000     .7223355    .8324801

          pr    -1.608541   .5381776    -2.99   0.004    -2.682458   -.5346243

                                                                              

         lev        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    .240270308    69  .003482178           Root MSE      =  .05588

                                                       Adj R-squared =  0.1031

    Residual    .212370665    68  .003123098           R-squared     =  0.1161

       Model    .027899642     1  .027899642           Prob > F      =  0.0039

                                                       F(  1,    68) =    8.93

      Source         SS       df       MS              Number of obs =      70

. reg lev pr

Appendix 2: Simple Regression Results of DAR with each Independent Variable of 7 FDI companies 
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d) Simple regression of debt to asset ratio with age 

 

e) Simple regression of debt to asset ratio with size 

 

f) Simple regression of debt to asset ratio with liquidity 

 

 

                                                                              

       _cons     .6176176    .041945    14.72   0.000     .5339178    .7013175

          ag     .0052078   .0027014     1.93   0.058    -.0001828    .0105984

                                                                              

         lev        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    .240270308    69  .003482178           Root MSE      =  .05788

                                                       Adj R-squared =  0.0379

    Residual    .227819345    68  .003350284           R-squared     =  0.0518

       Model    .012450963     1  .012450963           Prob > F      =  0.0581

                                                       F(  1,    68) =    3.72

      Source         SS       df       MS              Number of obs =      70

. reg lev ag

                                                                              

       _cons    -.0049746   .1164246    -0.04   0.966    -.2372963    .2273472

          sz     .1082967   .0179301     6.04   0.000     .0725178    .1440756

                                                                              

         lev        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    .240270308    69  .003482178           Root MSE      =  .04795

                                                       Adj R-squared =  0.3396

    Residual    .156376635    68  .002299656           R-squared     =  0.3492

       Model    .083893673     1  .083893673           Prob > F      =  0.0000

                                                       F(  1,    68) =   36.48

      Source         SS       df       MS              Number of obs =      70

. reg lev sz

                                                                              

       _cons       .78741   .0269371    29.23   0.000     .7336579    .8411622

          lq    -.1827082    .053018    -3.45   0.001     -.288504   -.0769124

                                                                              

         lev        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    .240270308    69  .003482178           Root MSE      =  .05485

                                                       Adj R-squared =  0.1362

    Residual     .20454687    68  .003008042           R-squared     =  0.1487

       Model    .035723437     1  .035723437           Prob > F      =  0.0010

                                                       F(  1,    68) =   11.88

      Source         SS       df       MS              Number of obs =      70

. reg lev lq
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g) Simple regression of debt to asset ratio with tax-shield 

 

 

 

 

  

                                                                              

       _cons     .6343739   .1828014     3.47   0.001     .2695993    .9991485

         txs     1.62e-07   4.70e-07     0.34   0.731    -7.75e-07    1.10e-06

                                                                              

         lev        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    .240270308    69  .003482178           Root MSE      =  .05939

                                                       Adj R-squared = -0.0129

    Residual    .239850766    68  .003527217           R-squared     =  0.0017

       Model    .000419542     1  .000419542           Prob > F      =  0.7312

                                                       F(  1,    68) =    0.12

      Source         SS       df       MS              Number of obs =      70

. reg lev txs

  Source: STATA output results and researcher‟s computation 2009-2018 
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Data Set 
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