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ABSTRACT 

 

This study investigates the relationship between capital structure and 

profitability performance of wood-based companies listed in Bursa Malaysia 

from the year 2013 to 2017. This research employed current ratio (CR) and 

natural log of total debt (LNTD) as indicator of capital structure or independent 

variables. For profitability performance, the dependant variables earnings 

before interests and taxes (EBIT) and return on capital employed (ROCE) were 

used as indicators. Pearson correlation analysis was used to find whether 

there is an association between dependant and independent variables while 

multiple linear regression was used to test the strength of the association 

between dependant and independent variables. The results indicate a positive 

relationship between capital structure indicator of CR and LNTD to profitability 

performance indicators of EBIT. Other than that, a positive relationship also 

exists between capital structure indicators for both CR and LNTD with 

profitability performance indicator of ROCE. In short, the findings of this 

research suggest that debt financing in capital structure leads to a higher profit 

for wood-based companies listed in Bursa Malaysia. The results of this 

research could be useful to financial managers of wood-based companies 

listed in Bursa Malaysia.  
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ABSTRAK 

 

Kajian ini menyiasat hubungan di antara struktur modal dan prestasi 

keuntungan syarikat-syarikat berasaskan kayu yang disenaraikan di Bursa 

Malaysia dari tahun 2013 sehingga 2017. Kajian ini menggunakan nisbah 

semasa (CR) dan logaritma asli jumlah hutang (LNTD) sebagai petunjuk 

struktur modal iaitu pemboleh ubah bebas. Untuk prestasi keuntungan iaitu 

pemboleh ubah tetap, pendapatan sebelum faedah dan cukai (EBIT) dan 

pulangan ke atas modal bekerja (ROCE) akan digunakan sebagai petunjuk. 

Analisis korelasi Pearson digunakan untuk mencari sama ada terdapat 

perkaitan antara pemboleh ubah tetap dan pemboleh ubah bebas manakala 

kaedah regresi linear digunakan untuk menguji kekuatan perkaitan antara 

pemboleh ubah bebas dan pemboleh ubah tetap. Keputusan menunjukkan 

hubungan yang positif antara petunjuk struktur modal CR dan LNTD kepada 

petunjuk prestasi keuntungan EBIT. Selain itu, hubungan positif juga wujud 

antara petunjuk struktur modal CR dan LNTD kepada petunjuk prestasi 

keuntungan ROCE. Pendek kata, penemuan-penemuan kajian ini 

mencadangkan bahawa pembiayaan hutang dalam struktur modal akan 

membawa kepada keuntungan yang lebih tinggi bagi syarikat-syarikat 

berasaskan kayu yang disenaraikan di Bursa Malaysia. Keputusan kajian ini 

berguna kepada pengurus kewangan syarikat-syarikat berasaskan kayu yang 

disenaraikan di Bursa Malaysia. 
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CHAPTER 1 

INTRODUCTION 

 

1.1 General Background 

In general, capital structure is an important decision to any financial managers 

as it is one of the key elements for a company to make profit. Capital structure 

can be explained as the way a company finances their assets using a mixture 

of debt and equity (Tan & Hamid, 2016). In other words, capital structure can 

also be referred as the debt to equity ratio making up the financial resources 

of a company (Gill, Biger, & Mathur, 2011).  Thus, capital structure decisions 

which is basically the mixture of debt to equity ratio can have important 

implications to the value of a firm (Abeywardhana, 2017).  Indicators of capital 

structure include total debt to total asset ratio, total debt to total equity ratio, 

and current ratio (Azhagaiah & Gavoury, 2011). Other than that, total debt was 

also used by Salim and Yadav (2012) to measure capital structure. According 

to Myers (2001) there is no universal theory of the debt to equity choice and 

no reason to expect one. 

 

One index that can be affected by different capital structures is profitability 

performance which is the maximization of wealth or value of the firm 

(Modigliani & Miller, 1963). Indicators of profitability performance include return 

on equity and earnings before interests and taxes used by Gill, Biger, and 

Mathur (2011) other than return on assets and return on capital employed used 

by Azhagaiah and Gavoury (2011). 
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Up until now, relationship between capital structure and profitability 

performance is one that has obtained significant attention in the finance 

literature (Velnampy & Niresh, 2012). Many theories have been developed to 

explain the capital structure ratios used by firms. However, even with the 

theoretical appeal of capital structure, researchers in financial management 

have not been able to find an optimal capital structure ratio. The closest 

academicians have achieved are prescriptions that only satisfy short-term 

goals.  

 

1.2 Problem Statement and Justification 

Many prior studies have been carried out on the relationship between capital 

structure and profitability. For example, a study conducted by Salim and Yadav 

(2012) on 237 Malaysian listed firms from construction, consumer product, 

industrial product, plantation, property, and trading sector. The study found 

that there is a negative relationship between capital structure measured by 

short-term debt to total assets (SDTA), long-term debt to total assets (LDTA), 

and total-debt (TD) to profitability performance measured by return on assets 

(ROA), return on equity (ROE), and earnings per share (EPS). Another study 

was conducted by Velnampy and Niresh (2012) on 10 listed Sri-Lankan banks. 

The study found that there is a negative relationship between capital structure 

measured by total debt to total equity (TDTE) and total debt to total assets 

(TDTA) to profitability performance measured by net interest margin (NIM). 
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Next was a study conducted by Azhagaiah and Gavoury (2011) on 102 IT firms 

listed in India. However, this study discovered that there is a positive 

relationship between capital structure measured by current ratio (CR) to 

profitability performance measured by return on assets (ROA) and return on 

capital employed (ROCE). Another study which further supports this finding 

was conducted by Gill, Biger, and Mathur (2011) on 272 listed American firms. 

This study found that there is a positive relationship between capital structure 

indicated by short-term debt to total assets (SDTA), long-term debt to total 

assets (LDTA), and total-debt to total assets (TDTA) to profitability 

performance measured by earnings before interests and taxes (EBIT).  

 

Many studies have been undertaken in the past to research on the topic of the 

effect of capital structure to profitability performance. However, most of those 

studies are done in countries outside Malaysia, specifically not on wood-based 

companies listed in Bursa Malaysia. It is clear from the ongoing discussions 

based on the available empirical literature, that results from investigations into 

the relationship between capital structure and profitability performance are 

inconclusive and requires more empirical work.   

 

The importance of this study to the Malaysian economy cannot be ignored 

because, based on the Malaysian Investment Development Authority (2016), 

the Malaysian wood-based industry is one of the major revenue contributors 

to the Malaysian economy. In 2016 alone, the wood-based industry generated 

a revenue of RM22.11 billion accounting to 2.8% of Malaysian export for the 
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year and created job opportunities for 240,000 people. Furniture produced in 

Malaysia are export-oriented, where 90% of its production is exported to more 

than 160 countries. The ability of Malaysian wood-based industry to produce 

a wide range of wooden products that can be exported combined with the 

emergence of new markets in UAE, Saudi Arabia, the Philippines, and Russia 

have made Malaysia the 8th largest exporter of furniture in the world. Thus, 

this study intends to determine the effect of capital structure measured by total 

debt (TD) and current ratio (CR) on wood-based companies’ profitability 

performance measured by earnings before interests and taxes (EBIT) and 

return on capital employed (ROCE) to enable these firm to carry out wiser 

management practices in the future.  

 

This study will benefit financial managers in wood-based companies who are 

attempting to manage their company’s finance in today’s highly competitive 

environment. When financial managers in wood-based companies are able to 

understand the capital structure better, they can plan better on how to manage 

firm total capital by adjusting capital structure.  Stockholder will also benefit as 

they will preferably only need to use equity as last resort funding (Myers and 

Majluf, 1984); because when good capital structure is in place they can utilise 

funding from internally generated funds and debt (offers higher leverage) first. 
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1.3 Objectives 

The objectives of this study are: 

1. To determine the relationship between capital structure to profitability 

performance.  

2. To determine the significance of the influence of capital structure 

(indicated by LNTD and CR) towards profitability performance 

(indicated by EBIT and ROCE).  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

© C
OPYRIG

HT U
PM



46 

 

REFERENCES 

Abeywardhana, D. K. (2017). Capital Structure Theory: An Overview. 

Accounting and Finance Research, 6(1), 133. 

https://doi.org/10.5430/afr.v6n1p133 

Abor, J. (2005). The effect of capital structure on profitability: empirical analysis 

of listed firms in Ghana. Journal of Risk Finance, 6(5), 438-45. 

Al-Tally, H. A. (2014). An investigation of the effect of financial leverage on firm 

financial performance in Saudi Arabia's public listed companies (Doctoral 

dissertation). Retrieved from Victoria University Research Repository. 

Azhagaiah, R., & Gavoury, C. (2011). The Impact of Capital Structure on 

Profitability with Special Reference to IT Industry in India. Managing Global 

Transitions, 9(4), 371-392. 

Baker, M., & Wurgler, J. (2002). Market timing and capital structure. Journal of 

Finance, 57. https://doi.org/10.1111/1540-6261.00414 

Bessler, W., Drobetz, W., & Pensa, P. (2008). Do managers adjust the capital 

structure to market value changes? Evidence from Europe. Zeitschrift für 

Betriebswirtschaft, 78(6), 113-145. 

Booth, L., Aivazian, V., Demirguc-Kunt, A. E., & Maksimovic, V. (2001). Capital 

structure in developing countries. Journal of Finance, 56(1), 87-130. 

Branch, B. (2002). The cost of bankruptcy, a review. International Review of 

Financial Analysis, 11, 39-57. 

Bursa Malaysia. (n.d.). Corporate History. Retrieved from 

http://www.bursamalaysia.com/corporate/about-us/corporate-history/  

© C
OPYRIG

HT U
PM



47 

 

Chiang, Y. H., Chan, P. C. A., & Hui, C. M. E. (2002). Capital structure and 

profitability of the property and construction sectors in Hong Kong. Journal of 

Property Investment and Finance, 20(6), 434-454. 

Donaldson, G. (1961). Corporate Debt Capacity: A Study of Corporate Debt 

Policy and the Determination of Corporate Debt Capacity. Washington, DC: 

Beard Books. 

Durand, D. (1952). Research in Business Finance: Cost of Debt and Equity 

Funds for Business: Trends and Problems of Measurement. Conference 

conducted at National Bureau of Economic Research, New York, NY. 

Frydenberg, S. (2004). Determinants of Corporate Capital Structure of 

Norwegian Manufacturing Firms. Trondheim Business School Working Paper 

No. 1999: 6. https://doi.org/10.2139/ssrn.556634 

Gill, A., Biger, N., & Mathur, N. (2011). The Effect of Capital Structure on 

Profitability: Evidence from the United States. International Journal of 

Management, 28(4), 3-15. 

Glen, J. D., & Pinto, B. (1994). Debt or equity? How firms in developing 

countries choose. Washington, DC: World Bank. 

Hadlock, C. J., & James, C. M. (2002). Do banks provide financial slack? 

Journal of Finance, 57(3), 1383-1419. 

Harris, M., & Raviv, A. (1991). The theory of capital structure. Journal of 

Finance, 46(1), 297-356. https://doi.org/10.1111/j.1540-6261.1991.tb03753.x 
© C

OPYRIG
HT U

PM



48 

 

Jensen, M. C., & Meckling, W. H. (1976). Theory of the firm: Managerial 

behavior, agency costs and ownership structure. Journal of Financial 

Economics, 3(4), 305-360. https://doi.org/10.1016/0304-405X(76)90026-X 

Kutner, M. H., Nachtsheim, C. J., Neter, J., & Li, W. (2005). Applied Linear 

Statistical Model (5th Ed.). New York, NY: McGraw Hill. 

Malaysian Investment Development Authority. (n.d.). Wood Industries. 

Retrieved from http://www.mida.gov.my/home/wood-industries/posts/ 

Mendell, B. C., Sydor, T., & Mishra, N. (2006). Capital structure in the United 

States forest products industry: The influence of debt and taxes. Forest 

Science, 52(5), 540-548. 

Mesquita, J. M. C., & Lara, J. E. (2003). Capital Structure and Profitability: The 

Brazilian Case. The Journal of Finance, 57(3), 1-13. 

Ministry of Plantation Industries and Commodities Malaysia. (2009). National 

Timber Industry Policy for 2009-2020 (Publication No ISBN 978-983-99606-3-

1). Kuala Lumpur, KL: Malaysian Timber Industry Board. 

Modigliani, F., & Miller, M. (1958). The cost of capital, corporation finance, and 

the theory of investment. American economic Review, 48, 261-297. 

Modigliani, F., & Miller, M. (1963). Corporate Income Taxes and the Cost of 

Capital: A Correction. American Economic Review, 53(3), 433-443. 

Muthee, B., Adudah, J., & Ondigo, H. (2016). Relationship between Interest 

Rates and Gearing Ratios of Firms Listed in the Nairobi Securities Exchange. 

International Journal of Finance and Accounting, 1(1), 30-44. 

© C
OPYRIG

HT U
PM



49 

 

Myers, S. C. (1977). Determinants of Corporate Borrowing. Journal of 

Financial Economics, 5(2), 147-175. 

Myers, S. C. (2001). Capital Structure. The Journal of Economic Perspectives. 

15(2), 81-102. https://doi.org/10.1257/jep.15.2.81 

Myers, S. C., & Majluf, N. S. (1984). Corporate Financing and Investment 

Decisions When Firms Have Information Those Investors Do Not Have. 

Journal of Financial Economics, 13, 187-221. https://doi.org/10.1016/0304-

405X(84)90023-0 

PennState Eberly College of Science. (n.d.). The Multiple Linear Regression 

Model. Retrieved from 

https://onlinecourses.science.psu.edu/stat501/node/311/ 

Petersen, M. A., & Rajan, R. G. (1994). The Benefits of Lending Relationships: 

Evidence from Small Business Data. Journal of Finance, 49(1), 3-37. 

https://doi.org/10.1111/j.1540-6261.1994.tb04418.x 

Ratner, B. (2009). The correlation coefficient: Its values range between + 1 / − 

1, or do they? Journal of Targeting, Measurement and Analysis for Marketing, 

17, 139–142. https://doi.org/10.1057/jt.2009.5 

Roden, D. M., & Lewellen, W. G. (1995). Corporate capital structure decisions: 

Evidence from leveraged buyouts. Financial Management, 24, 76-87. 

Saeedi, A., & Mahmoodi, I. (2011). Capital Structure and Firm Performance: 

Evidence from Iranian Companies, International Research Journal of Finance 

and Economics, 70: 20-29. 

 

© C
OPYRIG

HT U
PM



50 

 

Salim, M., & Yadav, R. (2012). Capital Structure and Firm Performance: 

Evidence from Malaysian Listed Companies. Procedia - Social and Behavioral 

Sciences, 65, 156–166. https://doi.org/10.1016/j.sbspro.2012.11.105 

Shyam-Sunder, L., & Myers, S. C. (1999). Testing Static Tradeoff Against 

Pecking-Order Models of Capital Structure. Journal of Financial Economics, 

51(2), 219-244. https://doi.org/10.1016/S0304-405X(98)00051-8 

Strebulaev, I. A. (2003). Capital Structure in Developing Countries. Journal of 

Finance, 56 (1), 87–130. 

Tan, S. L., & Hamid, N. I. N. A. (2016). Capital Structure and Performance of 

Malaysia Plantation Sector. Journal of Advanced Research in Social and 

Behavioural Sciences, 3(1), 34–45. 

University of the West of England. (n.d.). Data Analysis. Retrieved from 

http://learntech.uwe.ac.uk/da/Default.aspx?pageid=1442 

Velnampy, T., & Niresh, J. A. (2012). The Relationship Between Capital 

Structure and Profitability. Global Journal of Management and Business 

Research, 12(13), 66-73.      

Wald, J. K. (1999). How firm characteristics affect capital structure: An 

international comparison. Journal of Financial Research, 22(2), 161-187.   

 

 

 

 

 

© C
OPYRIG

HT U
PM




