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INTRODUCTION  
 
Capital structure is about putting in place the structure, 
processes and mechanism that ensure that the firm is 
being directed and managed in a way that enhances long 
term shareholder value through accountability of 
managers and enhancing organizational performance. 
Capital structure refers to a set of rules and incentives by 
which the management of a company is directed and 
controlled. Hence good capital structure 
profitability and long term value of the firm for 
shareholders. There is a great awareness among
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Abstract 

 
This paper examines the relation between capital structure
performance. The main objective of this study is to examine the 
relationship between capital structure and firm performance in listed 
manufacturing firms in Sri Lanka. In a way, the present study is initiated on 
capital structure and firm performance “with the samples

manufacturing companies using the data representing the periods of 2008 
 2012. Gross profit, net profit, returns on equity and return on assets

were used as the measures of firm performance whereas 
and debt assets ratio were used as the measures of 
statistical tests were used includes: descriptive statistics, correlation and 
regression analyses. The results show that gross profit, net profit, return 
on equity, return on assets, are not significantly correlated with 
equity ratio and Gross profit margin and Return on equity are significantly 
correlated with debt assets ratio as the measures of 
capital structure has significant impact on gross profit and
equity. The study only used data from the 2008
However, the findings have highlighted the effects of the 
and capital structure. The study contributes to literature in Sri Lanka. 
Furthermore, the finding of the paper can be considered as helpful for 
managers and users that are anxious to develop financial description 
quality and practices of capital structure. 

Keywords: Firm Performance, Gross Profit, Returns on Equity, 
Structure, Debt Assets Ratio. 

is about putting in place the structure, 
processes and mechanism that ensure that the firm is 
being directed and managed in a way that enhances long 
term shareholder value through accountability of 
managers and enhancing organizational performance. 

refers to a set of rules and incentives by 
which the management of a company is directed and 

 maximizes the 
profitability and long term value of the firm for 
shareholders. There is a great awareness among the 

researchers to carry out the researches in “
structure’. Very little researches on “
available in Sri Lanka and need to be empowered 
companies to pay a special attention on corporate 
governance. 

Firm performance and capital structure has succeeded 
in attracting a good deal of public interest because it is a 
tool for socio-economic development. Also when there is 
good firm performance and capital structure, there will 
be proper and efficient practice 
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Figure 1. Conceptualization Model 
 
 
 
business entities.The firm may have their retained 
earnings to increase their capital structure. Capital 
structure is an important topic in corporate finance for 
practitioners and academic researchers. 

Several studies have tested the hypothesis of finding 
relationship between characteristics of capital structure 
and performance.However, very few studies have in 
conducted in context of Sri Lanka or Sri Lankan
manufacturing companies and is limited in finding the 
relationship with few characteristics and structures of 
capital structure. 

This paper is organized as follows: the next section 
provides literature review and development of hypothesis. 
The fourth section describes the methodology used. The 
penultimate section discusses the results. Finally, the last 
section concludes the results and concludes the 
discussion. 
 
 
Review of literature 
 
Capital structure decision is the vital one since the 
profitability of an enterprise is directly affected by such 
decision. The successful selection and use of capital is 
one of the key elements of the firms’ financial strategy 
(Kajananthan, 2012; Velnampy and Aloy
Modigliani and Miller (1958) propounded a theory of 
capital structure, known as MM theory, which states that 
there is no optimal capital structure because each 
structure is based on different assumptions like perfect a 
market, no taxes, etc. Management of the project failed to 
achieve the budgetary results. Even though, the Net 
Present Value (NPV), Internal Rate of Return (IRR) and 
benefit cost ratio shows the project as worthwhile. 
Profitability should be re invested into the business for 
its’survival (Velnampy, 2006). 

Brander and Lewis (1986) and Maksimovic (1988) 
provide the theoretical framework that links capital 
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decision. The successful selection and use of capital is 

key elements of the firms’ financial strategy 
Aloy Niresh, 2012). 

Modigliani and Miller (1958) propounded a theory of 
capital structure, known as MM theory, which states that 
there is no optimal capital structure because each 
structure is based on different assumptions like perfect a 

the project failed to 
achieve the budgetary results. Even though, the Net 
Present Value (NPV), Internal Rate of Return (IRR) and 
benefit cost ratio shows the project as worthwhile. 
Profitability should be re invested into the business for 

Brander and Lewis (1986) and Maksimovic (1988) 
provide the theoretical framework that links capital 

structure and market structure. Contrary to the profit 
maximization objective postulated in industrial 
organization literature, these theories
corporate finance theory in that they assume that the 
firm's objective is to maximize the wealth of shareholders. 
Furthermore, market structure is shown to affect capital 
structure by influencing the competitive behavior and 
strategies of firms. According to Kajananthan,(2012), 
Achchuthan, Kajananthan, and
Kajananthan and Achchuthan (2013) Capital structure is 
related with corporate governance practices liquidity.

Velnampy (2005) noted that, each organization is 
employing a lot of money in various projects. Its success 
is depending on the ability to generate profitability.
Profitability should be re invested
survival (Velnampy, 2006). 

Jensen and Meckling (1976) drew concentration to the 
impact of capital structure on the performance of 
enterprises, number of tests as an extension port to 
inspect the relationship between performance of firm and 
financial leverage. However the results documented were 
contradictory and mixed. Some studies have reported 
positive relationships (Ghosh 
and James (2002) also support the argument. Several 
others have reported a negative relationship between 
debt and financial achievement like Fama 
(1998) and Simerly and Li (2000). Capital structure is 
said to be closely link to the financial performance (Zeitun 
and Tian, 2007). 

Titman and Wessel (1988) found profitability having 
negative relationship with capital structure. After their 
research, a lot of researchers in the world tried to find out 
different determinants of capital structure. Barclay et al. 
(1995) found market to book ratio and signaling effect 
(increase in earnings) had effects on optimal capital 
structure by conducting research in
firms. Companies carry out various activities to make 
profits, and to generate wealth for further growth. Finance 
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is considered as the most important for these activities 
(Velnampy, 2006).La Porta, et al (1999) argues that an 
investor’s protection tends to be greater when the legal 
environment is stronger, and therefore his willingness to 
invest tends to increase. 

Jensen and Meckling (1976) argue that the 
shareholders-lenders conflict has the effect of shifting 
risk\from shareholders and of appropriating wealth in their 
favor as they take on risky investment projects (asset 
substitution). Hence, shareholders, and managers as 
their agents, are prompted to take on more borrowing to 
finance risky projects. Lenders receive interest and 
principal if projects succeed, and shareholders 
appropriate the residual income; however, it is the lender 
who incurs the loss if the project fails. It is difficult and 
costly for debt holders to be able to assess and monitor. 
 
 
 
Objectives of the study 
 
The following objectives are taken for the study. 
1. To identify the relationship between capital structure 
and firm performance. 
2. To find out the impact of capital structure on firm 
performance. 
3. To suggest the organization to adopt capital structure 
towards the performance. 
 
 
Conceptual frame work 
 
The following conceptual model was formulated through 
the extensive literature. 
The above model (Figure 1) shows the relationship 
between the determinants of the capital structure and firm 
performance. 
 
 
Hypotheses 
 
The following are the hypotheses formulated; 
H1: There is a significant relationship between firm 
performance and capital structure. 
H2: There is a significant impact ofcapital structure on 
firm’s performance.  
 
 
METHODOLOGY 
 
Data collection 
 
Data on capital structure and firm performances were 
collected from secondary sources as Annual reports of 
the manufacturing companies, Colombo stock exchange 
publications and URL of the Colombo stock exchange for 
the period of 2008 to 2012. 
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Sampling 
 
The Colombo Stock Exchange (CSE) has 287   
companies representing 20 business sectors as                           
at 31

st
 January 2013. Out of 37 Manufacturing              

companies 25 companies were selected for the present 
study. 

The purpose is to describe the research methodology 
of this study. Since the aim of the study is to test the 
effect of capital structure on firm performance, the design 
of the methodology is based on prior research into these 
relationships. This section describes the method of data 
collection, the variables used to test the hypothesis and 
statistical techniques employed to report the results. 
Descriptive analysis, Correlation analysis and               
regression analysis are performed. The regression 
models utilized to test the relationship between the 
determines capital structure such as debt equity ratio 
(DER) and debt asset ratio (DAR)and firm performance 
such as gross profit ratio (GPR), net profit ratio (NPR), 
return on equity (ROE), and return on assets (ROA) are 
as follows. 
GPR= αo + α1 DER + α2 DAR + є  ---------------------(1) 
NPR= αo + α1 DER + α2 DAR + є  ---------------------(2) 
ROE = αo + α1 DER + α2 DAR+ є  ---------------------(3) 
ROA = αo + α1 DER + α2 DAR + є ---------------------(4) 
 
 
Analysis and interpretation 
 
Descriptive statistics were carried out to obtain sample 
characteristics. Output of the descriptive statistics is 
presented in table 1 

According to the descriptive statistics in table 01 for 
the independent variables indicate that average debt 
equity ratio and debt assets ratio. The descriptive 
statistics, data are well set, further gross profit, net profit, 
return on equity, return on assets, debt equity ratio and 
debt assets ratio are in the same level approximately 
among all the listed manufacturing companies in Sri 
Lanka. 

Correlation analysis was carried out to find out the 
relationship between determinants of capital structure 
and the measures of firm performance. 

According to the correlation in table 2 shows that the 
determinants of firm performance such as gross profit, 
net profit, return on equity, return on assets, are not 
significantly correlated with debt equity ratio and Gross 
profit margin and Return on equity are significantly 
correlated with debt assets ratio as the measures of 
capital structure it means companies are still not properly 
practiced capital structure guidelines. Therefore 
Companies should pay an attention on the role of capital 
structure measures. 

The regression analysis was performed to                 
recognize the impact of firm performance on capital 
structure. 



040  Merit Res. J. Bus. Manag. 
 
 
 

Table 1. Descriptive analysis 
 

 N Range Minimum Maximum Mean Std. Deviation 
Gross Profit 25 46.36 .00 46.36 16.9842 11.03049 

Net Profit 25 63.77 -9.98 53.79 8.3845 14.62065 

Return on Equity 25 106.65 -47.25 59.40 8.9894 18.55674 

Return on Assets 25 97.01 -8.25 88.76 14.3020 18.58527 

Debt Equity Ratio 25 231.23 .25 231.48 30.0760 46.57836 

Debt Assets Ratio 25 52.83 2.31 55.15 12.1815 11.46672 

 
 

Table 2. Correlation matrix for manufacturing companies 
 

 
Gross Profit Net Profit 

Return 
on Equity 

Return on 
Assets 

Debt Equity 
Ratio 

Debt Assets 
Ratio 

Gross Profit 1 .539
**
 .287 .141 .147 .415

*
 

 (.005) (.164) (.502) (.484) (.039) 

Net Profit  1 .586
**
 .094 -.276 -.045 

  (.002) (.653) (.182) (.829) 

Return on Equity   1 .480
*
 -.595

**
 -.445

*
 

   (.015) (.002) (.026) 

Return on Assets    1 -.101 -.099 

    (.630) (.638) 

Debt Equity Ratio     1 .850
**
 

     (.000) 

Debt Assets Ratio      1 
 

**. Correlation is significant at the 0.01 level (2-tailed).    
        *. Correlation is significant at the 0.05 level (2-tailed). 

 
Table 3. Model Summaryb 
 

Model R R Square Adjusted R Square Std. Error of the Estimate Durbin-Watson 
1 .572

a
 .327 .266 9.45222 2.083 

                           

                          a. Predictors: (Constant), Debt Assets Ratio, Debt Equity Ratio 
                          b. Dependent Variable: Gross Profit 

 
 
                               Table 4. ANOVAb 
 

Model Sum of Squares df Mean Square F Sig. 
1 Regression 954.543 2 477.271 5.342 .013

a
 

Residual 1965.577 22 89.344   

Total 2920.119 24    
 

a. Predictors: (Constant), Debt Assets Ratio, Debt Equity Ratio 
b. Dependent Variable: Gross Profit 

 
 
 
 
 
 
 
 



Kajananthan and Nimalthasan  041 
 
 
 
    Table 5. Coefficientsa  
 

 

a. Dependent variable: Gross profit 

 
 

Table 6. Model Summaryb 
 

Model R R Square 
Adjusted R 

Square 
Std. Error of the 

Estimate Durbin-Watson 
1 .453

a
 .205 .133 13.61263 1.916 

 

a. Predictors: (Constant), Debt Assets Ratio, Debt Equity Ratio 
b. Dependent Variable: Net Profit   

 
 

Table 7. ANOVAb 
 

Model Sum of Squares df Mean Square F Sig. 
1 Regression 1053.642 2 526.821 2.843 .080

a
 

Residual 4076.681 22 185.304   

Total 5130.323 24    
 

a. Predictors: (Constant), Debt Assets Ratio, Debt Equity Ratio 
b. Dependent Variable: Net Profit 

 
 

Table 8. Coefficientsa 
 

Model 
Unstandardized Coefficients 

Standardized 
Coefficients 

t Sig. 
Collinearity Statistics 

B Std. Error Beta Tolerance VIF 
1 (Constant) 5.861 4.240  1.382 .181   

Debt Equity Ratio -.269 .113 -.857 -2.373 .027 .277 3.613 

Debt Assets Ratio .871 .461 .683 1.892 .072 .277 3.613 
 

    a. Dependent Variable: Net Profit 

 
 
The results of the analysis are given below. 
 
 
Model 1 
 
The results of the regression analysis in above tables 
show that capital Structure contributes significantly to 
gross profit (F=5.342; P>0.05) and predicts 14 percent of 
the variation found. Meantime, none of the tolerance      
level is < or equal to 1; and also VIF values are perfectly 
below 10.Thus the measures selected for                        
assessing independent variable in this study do not reach 
levels 

indicating of multi co linearity. (Table 3, 4 and 5) 
 
 
Model 2 
 
The results of the regression analysis in above tables 
show that capital Structure contributes to net profit 
(F=2.843; P>0.05) and predicts 14 percent of the 
variation found. Meantime, none of the tolerance level is 
< or equal to 1; and also VIF values are perfectly       
below 10.Thus the measures selected for                          
assessing independent variable in this study do not reach 
levels  indicating  of  multi  co linearity.  (Table 6, 7 and 8) 

Model Unstandardized Coefficients 
Standardized 
Coefficients t Sig. Collinearity Statistics 

 B Std. Error Beta   Tolerance VIF 
1 (Constant) 9.994 2.944  3.394 .003   

Debt Equity Ratio -.177 .079 -.747 -2.246 .035 .277 3.613 

Debt Assets Ratio 1.010 .320 1.050 3.159 .005 .277 3.613 
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Table 9. Model Summaryb 
 

Model R R Square 
Adjusted R 

Square 
Std. Error of the 

Estimate Durbin-Watson 
1 .606

a
 .368 .310 15.41069 1.965 

 

a. Predictors: (Constant), Debt Assets Ratio, Debt Equity Ratio 
b. Dependent Variable: Return on Equity   

 
 

Table 10. ANOVAb 
 

Model Sum of Squares df Mean Square F Sig. 
1 Regression 3039.695 2 1519.847 6.400 .006

a
 

Residual 5224.765 22 237.489   

Total 8264.460 24    
 

a. Predictors: (Constant), Debt Assets Ratio, Debt Equity Ratio 
b. Dependent Variable: Return on Equity  

 
 

Table 11. Coefficientsa 

 

 

   a. Dependent Variable: Return on Equity 

 
 

Table 12. Model Summaryb 
 

Model R R Square 
Adjusted R 

Square 
Std. Error of the 

Estimate Durbin-Watson 
1 .104

a
 .011 -.079 19.30591 1.770 

 

a. Predictors: (Constant), Debt Assets Ratio, Debt Equity Ratio 
b. Dependent Variable: Return on Assets 

 
 

Table 13. ANOVAb 
 

Model Sum of Squares df Mean Square F Sig. 
1 Regression 90.090 2 45.045 .121 .887

a
 

Residual 8199.800 22 372.718   

Total 8289.890 24    
 

a. Predictors: (Constant), Debt Assets Ratio, Debt Equity Ratio 
b. Dependent Variable: Return on Assets  

 
 
 
 
 
 
 

Model 
Unstandardized Coefficients 

Standardized 
Coefficients 

t Sig. 
Collinearity Statistics 

B Std. Error Beta Tolerance VIF 
1 (Constant) 14.030 4.800  2.923 .008   

Debt Equity Ratio -.312 .128 -.782 -2.428 .024 .277 3.613 

Debt Assets Ratio .356 .521 .220 .682 .502 .277 3.613 
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  Table 14. Coefficientsa 
 

Model 
Unstandardized Coefficients 

Standardized 
Coefficients 

t Sig. 
Collinearity Statistics 

B Std. Error Beta Tolerance VIF 
1 (Constant) 15.958 6.013  2.654 .015   

Debt Equity Ratio -.025 .161 -.062 -.155 .879 .277 3.613 

Debt Assets Ratio -.075 .653 -.046 -.114 .910 .277 3.613 
 

  a. Dependent Variable: Return on Assets 

 
 
 
Model 3 
 
 
The results of the regression analysis in above tables 
show that capital Structure contributes significantly to 
return on equity (F=6.4; P>0.05) and predicts 14 percent 
of the variation found. Meantime, none of the tolerance 
level is < or equal to 1; and also VIF values are perfectly 
below 10.Thus the measures selected for assessing 
independent variable in this study do not reach levels 
indicating of multi co linearity. (Table 9, 10 and 11) 
 
 
Model 4 
 
 
The results of the regression analysis are summarized in 
above tables. It shows that capital Structure does not 
contributes to return on assets (F=0.121; P>0.05) and 
predicts 8 percent of the variation found. Meantime, None 
of the tolerance level is < or equal to 1; and also VIF 
values are perfectly below 10.Thus the measures 
selected for assessing independent variable in this study 
do not reach levels indicating of multi-co linearity. (Table 
12, 13 and 14) 
 
 
CONCLUSION AND RECOMMENDATION 
 
This research examines the impact of capital structure on 
firms’ financial performance. The annual data over the 
period 2008-2012 is collected from Colombo stock 
exchange. Based on selected sample and using financial 
performance measures (Return on Equity, Return on 
Assets, gross profit margin and Net Profit Margin). 
Descriptive statistic, correlation analysis and                
regression analysis are used to estimate the result. The 
results show that gross profit, net profit, return on equity, 
return on assets, are not significantly correlated with   
debt equity ratio and Gross profit margin and Return on 
equity are significantly correlated with debt assets ratio 
as the measures of capital structure  and capital structure 
has significant impact on gross profit and return on 
equity. 

The result proves that with the increase in leverage 
negatively affects the ROE. The results recommend that 
managers shall not use excessive amount of leverage in 
their capital structure, they must try to finance their 
projects with retained earnings and use leverage as a last 
option. Managers must work to achieve the optimal 
capital structure level to maximize the firms’ performance 
and try to maintain it as much as possible. 
The following cues are suggested to increase the 
profitability. 

• An appropriate mix of capital structure should be 
adopted in order to increase the profitability 

• Top management of every firm should make prudent 
financing decision in order to remain profitable and more 
competitive 

• Inducing the investors to help to achieve the high 
level of firm’s financial performance. 

• Find out the decision area where crucial decision 
should be taken. 
 
 
Limitation and future research 
 
The current research is restricted only to the listed 
manufacturing firms in Sri Lanka. Furthermore, this 
research was mainly conducted based on the secondary 
data collection. The other data collection methods had 
not been considered. As a result they may not be 100% 
accurate. In addition to these data representing the 
period of 2008 to 2012 were used for the study. 

 In future research in this topic should be extended to 
different sectors listed in Colombo stock exchange and 
non listed companies in Sri Lanka and utilized a more 
precise measure of profit with the help of Economic Value 
Added (EVA) concept  to develop specific 
recommendations. 
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