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Abstract

This study tests the relationship between capital structure and
financial performance of the companies in the textile sector. In this study,
correlation matrix and linear regression equation are used by ordinary least
squares (OLS) to investigate the impact of capital structure and financial
performance. Data has been collected from textile sector companies of the
time frame 2011-2015 through respective annual reports and State Bank of
Pakistan database. Debt to equity (DE) and debt to total funds (DTF) is used
to represent the capital structure and return on capital employed (ROCE)
shows the profitability of companies. Findings of the study show that DE
positively influences ROCE of the companies. Furthermore, DTF also has a
positive impact on ROCE. The relationship between capital structure and
financial performance is significantly positive. Companies must undertake
the optimal level of debt and equity ratio in their capital structure. This study
is significant for the new and old textile companies operating under PSX to
make optimal capital structure decision and to raise profitability.
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1. Introduction

Textile sector is the largest manufacturing sector of Pakistan. It
contributes 8.5% to GDP and 57% of total exports and it employs more
than 45% of the total workers in Pakistan (MTP 2012). Nevertheless,
textile sector was going through toughest decades owing to the energy
crisis and double digit inflation (Ahmed 2014). The timeframe of
2011-2015 adversely hit the performance of textile sector by virtue of
devastated performance in exports and more than 30 textile companies
were delisted from PSX due to less capital (PSX 2016). “Pakistan is no
longer in the race of big share in the international textile business.
Around one-quarter of the total established capacity in the textile
industry has shut down and exports are equal to the closed capacity on
account dependency of the economy on borrowing money from IMF
instead of promoting exports for economic growth (Jamal and Nasir
2015). Hence, this study is conducted to check the impact of excessive
borrowings on the financial performance of textile sector companies.

“The financial structure is a proportion of finance invested in a
business through different sources (Brigham and Houston 2015).
Capital structure is a part of the structure that refers to the different
long-term origins of financing. Capital structure is made up of equity
and debt which is considered as a permanent investment through net
worth, long-term debt and preferred stock (Damodaran and Aswath
2012). These all securities comprise of company’s financing of assets.
Every component of capital structure has unique cost to the
organization. In case of companies, it is financed from numerous
sources. In case of sole-proprietorship, capital employed entirely
contributed by owner. Above all, capital refers to the combination of
funds contributed by shareholders and investors (Trisha 2016).
Measurement of capital structure is mainly done by ratio analysis,
there are two main ratios debt to equity and debt to total funds
represent capital structure of a company, (Asad 2012)

There are several factors such as sales growth, employee’s
performance, cash on hand, tangibility, business risk and cooperate
governance affecting the financial performance of the company
(Safarova and Yana 2010). Besides capital structure, exports, R&D
expenditures, leverage, and liquidity affect company competitiveness
proxied by company’s financial performance (Akben-Selcuk and Elif
2016). However, amongst all the factors that are associated with
performance, financial performance is mainly affected because of
capital structure (Brigham and Houston 2015). This shows the
importance of capital structure in achieving high financial
performance.

As per Modigliani and Miller approach, increase in debt creates
financial leverage and results in high financial performance (Miller
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1958). On the other hand, according to Sher (2016), an increase of debt
in capital structure causes a decrease in profitability (ROA, ROE, NP,
and ROCE). Therefore, it is right to say that capital structure of the
company plays a pivotal role in the financial performance. Profitability
of companies mainly depends on the capital structure invested and
amount of debt financed through external resources. Thus, this study is
being conducted to find the impact of two most important ratios of
capital structure that are debt to equity and debt to total funds, over the
financial performance of textile sector companies represented by return
on capital employed”.

The study is mainly significant for investors, creditors,
managers, shareholders, debenture holders of Pakistan textile sector, at
the time of taking a financial decision in the determination of capital
structure that how many portions of the debt is significant for
profitability.

2. Review of literature

The literature review conducted shows relevant information
through past studies where researchers made their contributions to
highlighting the combination of a capital structure affecting the
financial performance of the company. “Vatavu in his study showed
higher performance when the contribution of debt in the capital
structure is low. Data has been taken of Bucharest Stock Exchange.
Capital combination directly effects on the company profitability
(ROA) and (ROE). The positive relationship has been computed
through cross sectional regressions but missing data such as the long-
term debts disturbing significance of results and shows variations in
ROE (Vatavu 2015). Likewise, an American study of New York Stock
Exchange consists 272 American companies. Empirical review with
regression and correlation tool, reveals the positive relationship of
STD/TA with profitability, LTD/TA with profitability and TD/TA with
profitability (Amarjit, Nahum and Neil 2013). Similarly, In the light of
Pakistani companies, the study contains 63 listed companies of KSE,
analyzing the effect of capital structure (DTA, EQA, LDA) on
profitability (ROA, ROE, ROS). Pooled regression model shows the
direction of the relationship. All variables reveal positive impact
between capital structure and profitability except DTA and EQA
linked to ROS. Hence the computations prove that there is a significant
relationship between profitability and capital structure with respect to
variables. (Javed, Younas and Imran 2014)

Contrarily, the study, with the help of Lara & Mesquita (2003)
showed the relationship between financial structure and profitability. It
is the study of Automobile sector of Karachi Stock Exchange and by
using regression analysis and correlation test, it has been concluded
negative relationship. Increase in capital structure causes a decrease in
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profitability (ROA, ROE, NP & ROCE) of the company (Muhammad,
Sadiq and Fateh 2016). Likewise, Khalid Ashraf Chishti with other
authors has been concluded the significant relation of debt to equity
and profitability, debt to assets and interest coverage. Findings have
been computed through regression analysis and correlation matrix that
showed the significant negative impact of debt to equity on
profitability and significant positive impact on debt to assets on interest
coverage. Profitability comprises of net profit, gross profit, operating
profit and return on capital employed (Chishti, Ali and Sangmi 2013).
Similarly, the study of Ethiopia took various variables affecting the
profitability of banking sector. Panel data and fixed estimation model
of E-views shows a total debt to assets statically negative relation with
profitability, deposit to assets and loan to deposit reveals statically
positive relation with profitability. Hence banks are high levered thus
the financial structure is pivotal to ascertain their performance (Hailu
and Aragaw 2015). In addition, the study of the manufacturing sector
of Sri Lanka reveals the significance of capital decision making as it is
interrelating with other financial decisions. The structure comprises
D/E, D/A, IC and their impacts on GPR, NPR, ROI, and ROCE. Panel
data through regression equation computes positive impact on GPR,
NPR and negative impact on ROI, ROCE. Hence capital structure
highly influences profitability except for ROCE and ROI
(Nimalathasan and Brabete 2012). Equivalently, another study of
Ghana Stock Exchange takes ROE and its relation with financial
structure. Thus, regression analysis revealed the significant negative
relationship between capital structure and ROE. In Ghana, short-term
debt proportion in total debt financing is 85% (Abor and Yindenaba
2005). Furthermore, in the study of Jordan, data taken from Amman
Stock Exchange of the industrial sector, contained a sample of 39
companies. Panel data analysis in correlation and multiple regression
tools reveal significant negative relation in profitability and debt.
Findings show that Jordanian companies highly depend on the equity
portion of total capital employed (Shubita and alsawalhah 2012).
Correspondingly, Kyiv School of Economics reveals a study of 16.5
thousand Ukrainian companies that leverage and profitability have
negative relationship as it is not reliable with free-cash flows or trade-
off theories of financial structure. Thus the validity of the study is in
the support of pecking-order theory (Iavorskyi and Mykhailo 2013). In
the same way, the study of Kenya Stock Exchange reveals the inverse
impact of the capital structure of profitability. Findings show that
higher the debt ratio results in less return on equity and recommend to
diminish debt ratio by adding more equity in capital structure (Siro and
Oginda 2011).

By combining both effects of capital structure a study at Ghana
supported a relationship between capital structure and profitability of
the company. Data collected from Ghanaian listed companies and
through regression analysis, it has been investigated the significant
positive relation between short-term debts and profitability and the
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significant negative relationship between long-term debts and
company’s profitability which is contrary to study Abor 2005.
However, the average ratio of short-term debt to capital is 52% while
long-term debt to capital is 11% (Addae, Nyarko-Baasi and Hughes
2013). Likewise, the study held in Turkey, to compute trade-off
between by using equity and debt in the financial decision of
investment. Results have been conducted by taking 235 companies
including sample t-test, regression analysis, and correlation analysis.
Findings showed positive relation between debt to total assets and
profitability and negative relation between leverage and profitability. It
also emphasized on other factors affecting such as GDP, growth, and
size of the company. (Erdogan and Seda 2015). Similarly, another
study analyzed relationship of financial structure and profitability by
selecting eight trading companies of Bombay Stock Exchange.
Multiple regression analysis showed significant negative relationship is
between equity and short term debt and the significant positive
relationship is between long term debt and equity. So these findings
concluded that long term debt and equity finance enhances the
financial performance of the company (Taqi, Ajmal and Pervez 2016).
Furthermore, the study of Portugal and Spain interchange the relation
of capital structure and profitability. This study finding the drawbacks
of Eurozone crisis occurs in the capital structure of the companies and
their influence on company’s performance. Correlation results reveal
the highly positive relation between leverage and ROE and a negative
relation between leverage and ROA. So the further results show no
change in financial decisions in the period of Eurozone Debt Crisis
(Kumari 2015). The study of Cement and Automobile sector of PSX
shows a significant relationship between financial structure and
financial performance. Housman test selected correlation and
regression model and computes CDR and LTDTA has a negative
impact while FDR, FCR, SG, FAR has a positive impact on ROA (Alj,
et al. 2016).

Debt to equity (DE): The debt to equity ratio comprises and
indicates the portion of company’s assets that are financed through
debt (Scatizzi 2010). Debt to Total Funds (DTF) ratio shows the part of
total debt on capital structure. The capital structure comprises both
shareholder equity and debt. The high result shows high risk whereas
less value may or may not shows low risk in the view of current
liabilities (Scatizzi 2010). Financial performance of the company can
be measured by various means. However, this study measuring
financial performance through one of the profitability ratios.

Return on Capital Employed (ROCE): It measures efficiency
and profitability of the company through its employed capital. In this
ratio earnings before interest and tax divided by total capital employed
which is computed by subtracting current liabilities from total assets.
Some companies also use Return on Average Capital Employed
(ROACE) which means they update their capital structure when a
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change occurs in shareholder’s equity or debt. ROCE must be higher
than the cost of capital of the company otherwise it cannot meet its
obligations and cannot increase the value of the company (Asset 2009).

Capital Structure Theory- Modigliani and Miller Approach;
Miller, (1958) revealed that company can finance its assets either by
equity or debt. The combination of debt and equity shows the capital
structure of the company. According to MM approach, there is no any
impact of capital structure on the value of the company. Whether
company is high levered or low levered, it has no any influence on the
value of company

Pecking Order Theory: Stewart C. Myers, (1984) stated that
management of the company knows more about the company’s value
than investors. Model of this theory explains several aspects whether
the company is totally relying on its internal funds or prefer debt to
equity when financing is required”.

Trade-off Theory: Alan Kraus, (1973) showed a balance
between tax saving benefits, agency costs and dead-weight cost of
bankruptcy. They stated that company must finance partially with
equity and partially with debt because the use of debt gives tax benefits
to the companies. But, more increase in debt cause bankruptcy. So
company should play between danger limits of debt/equity ratio

On the basis of the arguments raised in the literature and
in an attempt to support the arguments raised in three theories (Miller,
1958, Alan Kraus, 1973 & Stewart C. Myers, 1984), following
framework has been drawn.

 .

Debt to Equity

Return on Capital
Employed

Debt to Total Funds

Figure 1: Research framework

Above figure showing the influence of debt to equity and debt
to total funds on return on capital employed. It shows the relationship
between variables but further analysis and findings state its
significance
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3. Methodology

It is a causal study and statistical tools have been applied to
textile sector companies. 60 companies were selected through simple
random sampling technique out of 155 of Pakistan Stock Exchange.
Data has been collected from consolidated financial statements of
companies and financial statement analysis of listed textile companies
by State Bank of Pakistan. The data type is cross-sectional. Debt to
equity and debt to total funds taken as independent variables
representing capital structure whereas return on capital employed
considered as a dependent variable representing financial performance.

Capital Structure Ratios

DE Debt to Equity Total Debt / Shareholders Equity

DTF Debt to  Total Tf)ta! .].)ebt / Total Assets — Current
Funds Liabilities

Financial Ratio

ROCE Return on Capital Earnings before Interest and Tax /
Employed Total Assets — Current Liabilities

Table 4.1 Operationalization of variables

DE and DTF are selected as the capital structure of the
company to analyze with two perspectives. ROCE is taken to measure
the financial performance of the company. DE states debt and equity
ratio more than 1 reveals high levered and less than 1 reveals more
internal funds. DTF refers to debt to total funds, the proportion of total
debt in total capital employed. More than 50 or .5 shows debt excess
and less than .5 shows equity access. ROCE is a return on capital
employed. It is also written as operating profit divided by total funds or
total capital employed that shows the percentage of earnings on the
capital structure or how much is company getting from the total
investment.

4. Analysis

4.1.Model of Regression Estimates
Following model is used to find correlation and regression
model

ROCE=a+B,DE+p
ROCE=0+3,DTF+p
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Where ROCE = return on capital employed
DE = debt to equity
DTF = debt to total funds

The linear regression equation is carried out on panel
data. In this equation, “ROCE” is dependent variable representing
profitability, “o” is constant which means if there is no change in
independent variables than “% o” change occurs in ROCE. “B; and f3,”
refers coefficients of independent variables and also shows volatility
by %change in dependent variable owing to one unit change in
independent variable. Betas also show type or nature of the
relationship between dependent and independent variables. “DE” is
first independent variable and “DTF” is second independent variable
and “p” refers to error term or variations between actual and estimated
values of ROCE.

4.2.Descriptive statistics

In Table 5.1. Summary of descriptive statistics consists
average, maximum and minimum values of data along with their
variations from the mean and standard deviation of measurement of
risk.” Mean values help to cover up the high number of observations in
one value and standard deviation show deviation of the values from
their mean. So normality of data illustrates from descriptive studies of
the paper. ROCE has to mean of 5.78 and maximum 444 shows the
high deviation in different values. It can be affected by extreme value
so standard deviation is 39.9 which is highest among all. DE and DTF
have same maximum value but different means that shows independent
fluctuations in the variables”. The standard deviation of two variables
is almost same that predict the same type of relationship with ROCE.

N Minimum Maximum Mean Std.
Deviation
DE 184 -9.456 30.210 2.57207  4.778795
DTF 182 -12.760 30.210 1.17384  4.682281
ROCE 184 -136.951 444.122 5.748843  39.928580
Valid N 182

(listwise)

Table 5.1: Descriptive statistics

4.3. Regression result

46



Kashmir Economic Review
V. 28, No.1, -2019

Table 5.2 shows the computations of regression analysis. “R”
shows the coefficient of correlation that shows the significance of the
relationship which is .426 that shows 42.6% reliability among
relationship. But the “R*” refers to the main measuring of the result. It
is the coefficient of determination and its value of .177 or 17.7% shows
the significant positive relationship between DE and ROCE. Analysis
computed that increase in DE cause increase in ROCE. The standard
error of estimates 36.23 shows deviations from the regression line.

Durbin-Watson test is 2.153 shows the significance of the
results.

Model R R Square Adjusted Std. Error Durbin-
R Square  of the Watson
Estimate
1 426 181 177 36.232710  2.153

Table 5.2: Regression result (DE and ROCE)

Table 5.3 shows the computations of regression analysis. “R”
shows the coefficient of correlation that shows the significance of the
relationship which is .442 that shows 44.2% reliability among
relationship. But the “R*” refers to the main measuring of the result. It
is the coefficient of determination and its value of .190 or 19.0% shows
the significant positive relationship between DTF and ROCE. Analysis
computed that increase in DTF cause increase in ROCE. The standard
error of estimates 36.09 shows deviations from the regression line.

Durbin-Watson test is 2.109 shows the significance of the
results.

Model R R Square Adjusted Std. Error Durbin-
R Square  of the Watson
Estimate
1 442 195 .190 36.093064  2.109

Table 5.3: Regression result (DTF and ROCE)

4.4. Correlation matrix
Table 5.4 shows the correlation between variables. ROCE and
DE are highly correlated and independent variations occur in between
DTF and DE. Above table does not show a correlation between DTF
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and ROCE. The main use of correlation matrix is to find out the assess
of an explanatory variable on the dependent variable and also a
dependency of one explanatory variable on another. If there is perfect
correlation found between explanatory variables, then model power
becomes low and statistical implications of coefficients diminishes.

Return on Debt to Debt to Total
Capital Equity Ratio  Funds Ratio
Employed

Return on Capital 1

Employed

Debt to Equity Ratio  .426 1

Debt to Total Funds .442 .654 1

Ratio

Table 5.4: Correlation matrix

5. Conclusions and Recommendations

From above research, it can be concluded that the relationship
between Capital Structure and Company’s Financial Performance is
positive. “Capital structure is being represented by debt to equity and
debt to total funds ratio whereas financial performance represented by
profitability and thus use return on capital employed. Above analysis
show the significant positive relationship among debt to equity and
return on capital employed and also shows the significant positive
impact of debt to total funds on return on capital employed. Change in
capital structure affects the profitability and company must take great
care of leverage that high levered may affect profitability. Hence this
study proves that capital structure of the company must contain a
combination of debt and equity and assist Modigliani and Miller
Approach of Capital Theory.

In this study, data has been collected from textile sector
companies listed in Pakistan Stock Exchange and analysis applied to
the figures taken from State Bank of Pakistan financial statement
analysis and from consolidated financial statements of respective
companies. Future studies can be done to find an impact of capital
structure on financial performance by taking other profitability ratios
such as ROE, ROI, NP, GP. There are some other sectors of Pakistan
that face problems of high leverage and profitability.

By taking findings of this study in consideration, researchers
must identify the optimal capital structure and make the proportion of
debt to equity on the optimal point where the market value of the
company is optimum. Companies must have an efficient and effective
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credit policy that improves the performance level of growth and sales,
credit policy should contain upper and lower limits of taking credit or
debt to reduce finance cost”. Top management must decide the amount
of debt taken and annual interest paid. Finance must be optimal to
reduce tax burden but should not cross the limit that it hams
profitability of the company.
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