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ABSTRACT

The purpose of this study is to examine the impact of capital structure on the performance of
192 firms listed on the stock exchange of Kuwait, covering from year 2009 to 2013. There are
very little empirical studies in the existing literature that investigate the influence of capital
structure on performance of Kuwaiti firms. Following previous studies, this study hypothesizes
that capital structure will positively influence the performance of Kuwaiti firms. In this respect,
capital structures are measured by the total debt to equity ratio (TDE) and total debt to assets
ratio (TDA). Meanwhile, the performance variables are measured by the return on assets
(ROA) and return on equity (ROE). This study also includes firm specific variables as control
variables such as capital expenditure to sales, sales growth, and firm size. By using pooled
OLS estimation, the results indicate that there is a positive and significant relationship between
TDE and ROE, while TDA is negatively but significantly related with the ROE. Then, the
findings show a positive but insignificant impact between TDE and ROA, whereas TDA is
negatively and insignificantly related with ROA. The findings also reveal that firm specific
variables such as capital expenditure to sales, firm size, and sales growth demonstrate a
significant and positive relationship with the ROA and ROE.

Keywords: Firm performance, capital structure, return on equity, return on asset, Kuwait Stock
Exchange.



ABSTRAK

Tujuan kajian ini adalah untuk mengkaji kesan struktur modal ke atas prestasi 192 syarikat
tersenarai di bursa saham di Kuwait, meliputi dari tahun 2009 hingga 2013. Terdapat sangat
sedikit kajian empirikal dalam karya yang sedia ada yang mengkaji pengaruh modal struktur ke
atas prestasi firma di Kuwait. Berdasarkan kajian sebelum ini, kajian ini menghipotesiskan
bahawa struktur modal akan mempengaruhi prestasi firma di Kuwait secara positif. Dalam hal
ini, struktur modal diukur oleh jumlah hutang kepada nisbah ekuiti (TDE) dan jumlah hutang
kepada nisbah aset (TDA). Sementara itu, pembolehubah prestasi diukur dengan pulangan atas
aset (ROA) dan pulangan ke atas ekuiti (ROE). Kajian ini juga memasukkan pembolehubah
spesifik firma sebagai pembolehubah kawalan seperti nisbah perbelanjaan modal atas jualan,
pertumbuhan jualan, dan saiz firma. Dengan menggunakan anggaran ‘pooled OLS’, keputusan
menunjukkan bahawa terdapat hubungan yang positif dan signifikan di antara TDE dan ROE,
manakala TDA mempunyai hubungan yang negatif dan signifikan dengan ROE. Kemudian,
hasil kajian menunjukkan kesan yang positif tetapi tidak signifikan antara TDE dan ROA,
manakala TDA adalah negatif dan tidak signifikan dengan ROA. Dapatan kajian juga
menunjukkan pembolehubah spesifik firma seperti nisbah perbelanjaan modal atas jualan, saiz
firma, dan pertumbuhan jualan menunjukkan hubungan yang positif dan signifikan dengan
ROA dan ROE.

Kata kunci: Prestasi korporat, struktur modal, pulangan ke atas ekuiti, pulangan ke atas aset,
Bursa Saham Kuwait.

Vi



ACKNOWLEDGEMENT

In The name of Allah, the Most Gracious and the Most Merciful. All praise is due to Allah, The
Creator and Guardian of the universe. Praise and peace be upon Prophet Muhammad S.A.W,
the last messenger of Allah, his family and his companion, from whom the enlightenment.

| am deeply grateful to have come to this point of accomplishing my own dissertation in
Finance. Indeed, this humble work is a product not only of my personal hard work but also
inspiration, encouragement, support and helpful contribution | receive from very generous,
loving people.

Firstly, I give thanks to Allah the lord of the universe, who in His infinite mercy and grace set
my affairs right and made the completion of this thesis a reality. | wish to express my profound
gratitude to my reliable supervisor, Dr. Azira Binti Abdul Adzis for her inspiration and
motivation she has shared to me apart from giving her time and effort to help me in the
development of this thesis. Her inspiration, tolerance, advises, understanding and
encouragement cannot be quantified. This indeed made my work a great learning experience;
surely you will remain in my memory.

I will also forever appreciate and value most support and compassion of family members
especially my parents for each and every inspiration, endurance, understanding, undertaking
and decision | make. Truly, they are my great source of strength and they bring balance to my
life.

Without forgetting the encouragements and supports that I received from my siblings Youcef,
Abdennour and Mohamed towards the achievement of this thesis. | pray that Allah protect and
guide them through all their endeavors.

| also use this medium to appreciate the support and advice of Dr. Fares Mesdour, then | would
like to thank my friends, colleagues, and lecturers back home and here in the University for

every bit of kindness and help they have always selflessly shared towards the success of this
study. I pray that Allah reward them abundantly.

Abdesslam Menacer

Master of Science in Finance

Universiti Utara Malaysia

vii



TABLE OF

CONTENT

DECLARATION. ...t i
PERMISSION TO USE. ... \Y%
AB ST R AK . e v
ABSTRACT ... Vi
ACKNOWLEDGEMENT ... ..o vii
TABLE OF CONTENTS ... .. viii
LIST OF TABLES ... e X
LIST OF APPENDICES ... e, X
LIST OF FIGURE. ... X
LIST OF FORMULAS. . ... X
CHAPTER ONE: INTRODUCTION. ..ot 1
1.0 BACKGROUND OF STUDY ...ttt 1
1.1 PROBLEM STATEMENT ... ...t 4
1.2 OBJECTIVEOF STUDY ..o, 5
1.3 RESEARCH QUESTION. ... ..ot 5
1.4 CONTRIBUTION OF STUDY . .ottt 5
1.5 SIGNIFICANCE OF STUDY ...ttt 6
1.6 SCOPE AND LIMITATION OF STUDY ..ot 7
1.7 ORGANIZATIONS OF STUDY ...ttt 7
1.8 SUMMARY OF CHAPTER ..ottt 8
CHAPTER TWO: LITERATUREREVIEW............c 9
2.0  INTRODUCTION. .. .ottt e 9
2.2 CAPITAL STRUCURE THEORIES........cociiiiiiiiiii 9
2.2.1 STATICTRADE OFF THEORY ....coiiiiiiiiiiiiee 9
2.2.2 PEAKING ORDERTHEORY......cccooiiiiiiiiiiiiiiiii, 11
2.3  OPTIMAL CAPITAL STRUCTURE THEORY .......cciiiiiiiiiini 12

viii



2.4
2.5
2.6

MODERN CAPITAL STRUCTURE THEORIES ...........................

CAPITAL STRUCTURE AND FIRMS PERFORMANCE ............

SUMMARY OF CHAPTER........cciiiiiiiiiii i

CHAPTER THREE: METHODOLOGY

3.0
3.1
3.2
3.3
3.4
34.1
3.4.2
3.5
3.6
3.7

CHAPTER FOUR: ANALYSIS AND FINDINGS
INTRODUCTION. ...t
DATA AND SUMMARY STATICS. .. ..o

4.0
4.1

4.2

4.3
4.4

CHAPTER FIVE: CONCLUSION AND RECOMMENDATION
INTRODUCTION. ...ttt
SUMMARY OF STUDY ...ttt
IMPLICATION. ...

FUTURE RESEARCH. ..o

5.0
5.1
5.2

5.3

REFERENCES

INTRODUCTION. ....iiiiii i,
DATA SOURCE ...t
STUDY SAMPLE. ...
THEORITICAL FRAMEWORK. ... ...,
VARIABLES MEASUREMENT ...,
PERFORMANCE. ... o,
CAPITAL STRUCTURE. ...
SPECIFICATION OF THE MODEL AND METHODOLOGY............
DEVELOPMENT HYPOTHESIS. ...
SUMMARY OF CHAPTER. ...

EFFECT OF CAPITATAL STRUCTURE ON RETURN ON EQUITY

(MODEL 1.0,

EFFECT OF CAPITATAL STRUCTURE ON RETURN ON ASSET

(MODEL 2). .ot
SUMMARY OF CHAPTER........cuveiote oo,

13
14
31

32
32
32
33
34
34
35
37
37
40

41
41

45

48
49

50
50
50
51

52

53



LIST OF TABLES

Table 2.1: Summary of the main previous studies on capital structure & performance 26

Table 3.1: FIrms DY SECIOIS. ..o 33
Table 3.2: summary of the variables with their expected sign .......c.cccoccvvvrrnnne. 39
Table 4.1: SuMmary StatiStiCS. ... ..ovvuriiiii it eeeeeaaans 41
Table 4.2: Correlation MatriX.......ooueiiuiiit i e ee e e, 43
Table 4.3: Variance Inflation factors..............coooiiiiiiiiiiiiii, 43
Table 4.4: Regression Analysis formodel 1................c.o 45
Table 4.5: Regression Analysis formodel 2. 48
LIST OF APPENDICES

APPENDIX 1: List of firms per Sector ..............ccoooiiiiiiiiinn.n.. 59

APPENDIX 2: Regression (Model 1)........c.ooviiiiiiiiiiiiiiiiiieeeeeea 62
APPENDIX 3: Regression (Model 2)........ccoviiiiiiiiiiiiiiieieeeeeea 62

LIST OF FIGURE

Figure 3.1: Conceptual FrameworK............cccocuviiiiiieiic e 34

LIST OF FORMULAS
FOrmMUIA o 37

FOTULA 2 o 37



CHAPTER ONE

INTRODUCTION

1.0 BACKGROUND OF STUDY

Capital structure refers to the composition of a firm’s liabilities and owners’ equity. Capital
structure decisions are one of the three financing decisions namely investment, financing, and
dividend decisions that finance managers have to make (Karadeniz, Kandir, Balcilar, & Onal,
2009). The capital structure of a firm is actually a mix of different securities. In general, a firm
can choose among many alternative capital structures. It can issue a large amount of debt or
very little debt. It can arrange lease financing, use warrants, issue convertible bonds, sign
forward contracts or trade bond swaps. It can issue dozens of distinct securities in countless
combinations; however, it attempts to find the particular combination that maximizes its overall

market value (Liang, Li, & Song, 2014).

In reality, establishing an optimal capital structure is a difficult task (Shoaib, 2011). He
contends that a firm may require issuing a number of securities in a mixture of debt and equity
to meet an exact combination that can maximize its value and having succeeded in doing so,
the firm has achieved its optimal capital structure. Jensen and Meckling (1976) demonstrates
the amount of leverage in a firm’s capital structure affects the agency conflicts between
managers and shareholders and thus, can alter manager’s behaviors and operating decisions.
This position is agreed by Harris and Raviv (1991); Graham and Harvey (2001); Ebaid
(2009).1t is obvious that, the decisions on finance that led to a certain suboptimal financing and
capital structure decisions can result in firm failure (Mwangi, Makau, & Kosimbei, 2014). The
existence and achievement of an optimal capital structure is of great concern for investors and

management of firms. Therefore, since the goals of all financing decisions is to maximize
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