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Abstract

Purpose –The study aims to evaluate the influence of capital structure decisions and asset structure on firms’
performance for East African listed nonfinancial firms.
Design/methodology/approach – The research is descriptive and employs secondary data from the East
African capital markets’ websites. The generalized method of moments approach is used to estimate the
relationship due to its ability to account for endogeneity problems.
Findings – The result shows that capital structure decisions and asset structure strongly influence the firms’
performance. When long-term debts, short-term debts and tangible fixed assets increase, the return on total
assets increases. An increase in the total debt ratio raises the return on equity (ROE). However, the increase in
long-term debt lowers the ROE.
Practical implications –The results will help investors and potential investors decide on a financing policy
that maximizes performance. Likewise, governments and other policymakers review the capital markets’
frameworks to attract institutional and individual investors to the markets for financial availability and to
increase profitability.
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Originality/value – The research provides evidence on the influence of capital structure decisions and asset
structure on firms’ performance. Furthermore, its results contribute to firms’ financing policy formulation and
the corporate finance literature.

Keywords Asset structure, Capital structure, GMM, Performance

Paper type Research paper

1. Introduction
Performance is the key indicator for determining how efficiently and effectively invested
resources are managed. It is the result of resource employment, allocation and assessment for
control purposes by the firm’s management (Omondi and Muturi, 2013). To measure
performance, the majority of the literature employs return on equity (ROE) and return on
assets (ROA). ROA, as a performancemeasure, means how effectively the employed assets can
be used to earn a profit. On the other hand, ROEassesses how the shareholders’ fund is used by
themanagement to produce a profit. Profit is the function of all assets in a business, regardless
of whether they belong to equity holders or debt holders. In this case, investors and potential
investors use the two proxies (ROE and ROA) to measure the investment health of the firms.

However, there are many other factors that can determine the firms’ performance. The
factorsmaybemacroeconomic factors, firms’ specific characteristics or corporate governance,
among others (Cohn et al., 2014). Our study deals with some specific firms’ factors that we
think may represent other factors due to the fact that they are the results of all factors.

Regardless of the traditional theories (Durand, 1952) andMM I and II theories (Franco and
Miller, 1963; Modigliani and Miller, 1958) of capital structure and its effect on firms’ value,
there is still no optimal capital structure that maximizes firms’ value. MM II (Franco and
Miller, 1963) gives room for research when it states that the results depend on the specific
environment of the study. From that point, how leverage can affect performance is researched
by many authors from developed, emerging and developing economies, in a nutshell, using
different methodologies, different time periods included in the research and different
variables tested as proxies for the independent and dependent variables. This study is the
result of the area under study being reported by Mwambuli (2018). the African Development
Bank (AFDB, 2019) and IMF (2020) to have had the fastest economic growth in sub-Saharan
African countries for about 15 years continuously (Table 1).

Therefore, our study’s uniqueness is that it uses the population of sixEastAfrican countries
as a unit because it has a related economic status (infant capital markets). We use the panel
generalizedmethod ofmoment approach to take care of endogeneity problems, employing total
debt ratio, long-term debt ratio and short-termdebt ratios as proxies for firms’ capital structure
decisions, studying the variables for 15 years from 2005 to 2019. The results of all the above
considerations can provide new knowledge and a new contribution to the literature.

2. Literature review and hypothesis development
According to the literature, there is a strong association between the source of funds and
firms’ performance (Cui et al., 2011; Doan, 2020). In this case, financing decisions are among
the crucial ones made by firms that lead to either good performance or bankruptcy.
Cautionary utilization of debt financing leads to a capital structure that has a trade-off
between the cost of capital and expected return and contributes to maximizing firms’
financial performance (Detthamrong et al., 2017; Jaisinghani and Kanjilal, 2017).

2.1 The association between financial leverage and firms’ performance (return on asset)
Decisions about capital structures are crucial for every corporate organization. This is due to
the necessity to optimize revenue and the impact that the choice will have on the company’s
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capacity to succeed in its cutthroat industry. A company’s financial structure is, in fact, a mix
of several different sources of funding. A firm can generally select from a wide range of
alternative financing structures that can maximize profit (Susilo et al., 2020). Doan (2020)
conducted empirical research on the impact of financing decisions on the performance of
nonfinancial listed firms in Vietnam from 2008 to 2018, employing a generalized method of
moment approach, and found that the increase in debt financing lowers firms’ financial
performance. The result contradicts the study result by Le and Phan (2017), who conducted
empirical research on capital structure and firm performance for a small transition country
and found that a unit increase in leverage increases firms’ performance.

Jaisinghani and Kanjilal (2017) studied the relationship between leverage ratio and the
performance of listed manufacturing firms in India and came up with interesting results.
They found highly leveraged firms had a positive relationship, while low-leveraged firms had
a negative association between leverage ratio and firms’ performance. The results contradict
the finding by Sakr and Bedeir (2019) when studying the impact of capital structure on a
firm’s performance on nonfinancial listed firms in Egypt, which found that a unit increase in
leverage ratio decreases the firms’ performance. The same result was found by Odusanya
et al. (2018) when they studied the effects of capital structure on the performance of listed
firms in Nigeria from 2008 to 2012.

The literature (Ardalan, 2017; Hamid et al., 2015) reports that when debt levels increase, it
lowers firms’ performance. However, Detthamrong et al. (2017), when studying the impact of
capital structure decisions on firms’ performance inThailand, found that debt ratios positively
influence the firms’ performance. The findingwas in line with that of Franco andMiller (1963).

Nevertheless, Odusanya et al. (2018), studying the effects of capital structure on the
performance of listed firms in Nigeria from 2008 to 2012, found insignificant effects of the
long-term debt ratio on firms’ performance. The capital structure has a negative correlation
with the firm’s performance as measured by ROA (Le et al., 2020; Nguyen, 2020). Therefore,
the following is the developed hypothesis:

H1a. Increasing the leverage ratio increases the return on total assets.

2.2 The association between financial leverage and firms’ performance (return on equity)
According to research on Vietnamese pharmaceutical companies, the ROE is positively
correlated with the debt ratio, advising the firms to raise the leverage ratio for better
performance (Dinh and Pham, 2020). On the contrary, firms’ leverage is inversely associated
with financial performance for Jordanian listed enterprises (Alzubi and Bani-Hani, 2021). The
finding suggests that the lower the debt ratio the company has, themore efficient the business
is in managing its resources (Alzubi and Bani-Hani, 2021). However, the leverage ratio for all
nonfinancial firms listed on the Vietnamese capital market is inversely related to ROE
(Nguyen and Nguyen, 2019). The finding is in line with Le et al. (2020), who report a negative
association between debt-to-equity ratio and ROE, though the research period was 2008–
2015, including the financial crisis period. Nevertheless, there is no connection between the
capital structure and a company’s performance as indicated by ROE as reported by Nguyen
(2020), though the research period was 2009–2019, including the financial crisis period.
Therefore, the following is the developed hypothesis:

H1b. Increasing the leverage ratio reduces the ROE.

2.3 The association between tangible assets and firms’ performance
The literature reports the association between assets and firm performance. However,
there is a debate about whether the relationship prevailing is direct, inverse or none, as a
few researchers found. For manufacturing firms, the relationship between asset structure
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and financial performance was significant and positive (Dong et al., 2011). The financial
performance of pharmaceutical organizations improves when long-term assets grow or
when businesses pay for long-term assets with steady capital resources (Dinh and Pham,
2020). Nevertheless, financial performance and asset structure have an inverse correlation
for Jordanian listed enterprises (Alzubi and Bani-Hani, 2021). This suggests that good
performers are typically organizations with a lower tangible asset ratio because they
manage their resources more effectively (Alzubi and Bani-Hani, 2021). Furthermore, asset
tangibility negatively affects ROE (Nguyen, 2020; Nguyen and Nguyen, 2019). The finding
is in line with Le et al. (2020), who report a negative association between asset tangibility
and performance, though the research period was 2008–2015, including the financial crisis
period.

The profitability of construction enterprises listed on Vietnam’s stock exchange is
positively impacted by the asset structure (Nguyen, 2020). This can be explained by the fact
that businesses that invest in machinery are efficient and effective during the construction
process, finishing the task on time or earlier than the due date. Furthermore, tangible assets
may turn into collateral assets when businesses require bank loans when in need of funds.
According to Odusanya et al. (2018), businesses that have a lot of tangible assets receive
favorable interest rates from banks when borrowing money, which will boost corporate
productivity. Therefore, the following is the developed hypothesis:

H1c. An increase in the tangible asset ratio raises the firms’ financial performance

2.4 The association between firm size and firms’ performance
The literature has given evidence on the association between profitability and firm size in
such a way that we can use size as a controlling variable between capital structure, asset
structure and firm performance. The literature (Lee, 2009) examines the role that firm size
plays in the profitability of US public firms; employing a fixed-effects approach, it finds a
significant positive relationship between firm size and profit rates.

The size of firms negatively influences the firms’ financial performance for Jordan’s listed
enterprises (Alzubi and Bani-Hani, 2021). In explaining their findings, they suggest that most
small businesses tend to manage their resources more successfully (Alzubi and Bani-
Hani, 2021).

However, a study on Vietnamese pharmaceutical companies found that company size has
a positive effect on ROE ( Dinh and Pham, 2020). Businesses’ performance was found to be
positively correlated with their size, indicating that larger businesses perform better (Le et al.,
2020; Nguyen and Nguyen, 2019; Raed, 2020; Tudose et al., 2022). It was reported that the size
of the business has no influence on profitability (Endri et al., 2020; Vu et al., 2020).

Firm size is positively correlated to the performance of construction enterprises listed on
the Vietnam Stock Exchange (Nguyen, 2020). Additionally, the trade-off theory states that
large businesses are given more favorable treatment when seeking funding. Also, when
taking out large loans, they are eligible to have their corporate income tax reduced because
interest expenses are tax deductible, which contributes to profitability growth
(Nguyen, 2020).

Businesses are fiercely competitive in the marketplace. It will be simple for large
companies to implement and benefit from the economic advantages (Nguyen, 2020).
Furthermore, access to resources is frequently simpler for large businesses because of the
benefits of capital and the ability to mortgage assets, allowing for adequate resources to
support and grow the organization (Nguyen, 2020). Therefore, the following is the developed
hypothesis:

H1d. The larger the firm size, the lower the possibility of high performance.
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3. Research methodology
3.1 Methodology
The research uses panel data analysis that combines time series and cross-sectional data.
Data from the different entities over multiple periods is called panel data (Blundell and
M�aty�as, 1992; Hsiao, 2007). Panel data can be used to analyze nonstationary time series data
in some instances (Hsiao, 2007). According to the literature, the relationship between a firm’s
capital structure decisions, asset structure and performance is studied using a variety of
methodologies. To obtain more robust results, the generalized method of moments (GMM)
was employed.

When the data set is heteroskedastic, the GMM model outperforms traditional methods
such as the pooled least squares method (POLS) and two-stage least squares. If the data set
has autocorrelation or heteroskedasticity, GMM is more efficient than the fixed effects
estimator (Wooldridge, 2001). Therefore, the GMMwas used to analyze the data with the goal
of addressing the explanatory factors’ potential endogeneity.

To choose whether to use the GMM or the system generalized method of moments
(SGMM) model, one needs to follow three essential stages: (1) Pooled ordinary least squares
(OLS) and fixed effects models should be used to estimate the model. (2) The upper bound
estimate for the coefficient should be the pooled OLS, while the lower bound estimate should
be the comparable estimate. (3), the GMM coefficient must be obtained and compared to the
pooled OLS and fixed effects models. When the GMM coefficient is near or lower than the
fixed effects model, it means the former estimate is downward biased due to poor
instrumentation and calls for the SGMM model instead (Bond, 2002). After completing the
processes outlined above, the SGMMmodel could be used. However, none of the factors were
significant after testing the model using the SGMM model. This could be due to the panel
having fewer entities and insufficient data (Shanthirathna, 2019). Our data set is comprised of
31 listed firms in the East African stock market. Due to the infancy of the capital markets,
there are few participants qualified for our study. Therefore, the generalized method of the
moment model was used to estimate the relationship (Shanthirathna, 2019).

3.2 Sample selection
The research establishes the influence of firms’ capital structure decisions and asset structure
on firms’ performance for East African listed nonfinancial firms from 2005 to 2019. We use
secondary data from the East African capital markets’websites. The selection of firms in the
population was due to data availability. So, some of the firms were excluded due to their data
being unavailable. The capital markets have 108 firms in total, but those that met selection
criteria were 31 firms. The criteria were: delisted and listed firms during the period were
excluded due to the unavailability of their data for some of the years. Financial firms have
unique capital structures, and their guidelines and regulations differ from those of non-
financial firms, so their repositories are at the central banks.

3.3 Model specification
To avoid endogeneity problems, the panel GMM approach is used to estimate the effect of
capital structure decisions and asset structure on firms’ performance. In situations where the
number of moment conditions exceeds the number of model parameters, GMMworks better.
Also, the method allows testing for model misspecification and overidentification limitations
using J-statistics. According to Arellano and Bond (1991), the method enables the use of lag
variables as regressors to deal with dynamic parameters and unobserved specific effects.
This is where the lagged dependent variables become part of explanatory variables that are
associated with the model’s random disturbance terms to explain the dynamic effects (Altaf,
2020). Based on Wooldridge (2009), we use one-year lag dependent variables (LNROA(-1) and
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LNROE(-1)) to account for the dynamic effects and unobserved specific effects. Therefore,
Anderson and Hsiao (1982) and Bhargava and Sargan (1983) suggest the employment of
instrumental variables to estimate the dynamic panel data models.

To test for overidentification of the employed instruments’ validity, the Sargan (1958) test
is used, while Arellano-Bond is used to test for serial correlation. Autoregressive (AR) (1)
stands for first-order serial correlation and AR (2) for second-order serial correlation. The
Wald χ2 test is used to determine the collective significance of models.

3.4 Regression equations
The study employs the regression equation as used by Basant and Mishra (2013).

FPit ¼ β0 þ β1ðFPit−1Þ þ β2ðFPit−2Þ þ β3ðLEVitÞ þ β4ðASSitÞ þ β5ðSIZEitÞ þ αi þ εit

Where;

FP denotes firms’ performance, proxied by the natural logarithm of ROA (LNROA) and
the natural logarithm of ROE (LNROE); FPit-1 denotes the first-lag value of firms’
performance; FPit-2 denotes the second-lag value of firms’ performance; the natural logarithm
of the long-term debt ratio (LNLTDR); the natural logarithm of the short-term debt ratio
(LNSTDR); and the natural logarithm of the total debt ratio (LNTDR) are used to calculate
leverage (LEV). ASS denotes the asset structure proxied by the natural logarithm of the
tangible assets ratio (LNTANGIBILITY), controlled by firms’ size, i5 1, 2, 3, . . ., n (number of
firms), t denotes the years 2005–2019, β5 coefficients of independent variables, β0 denotes
the intercept, εit denotes an error term, and α i denotes unobserved firms’ specific effects for
firm i.

Our models’ regression equations are as follows:

LNROAit ¼ β0 þ β1ðLNROAit−1Þ þ β2ðLNROAit−2Þ þ β3ðLNLTDRitÞ þ β4ðLNSTDRitÞ
þ β5ðLNTDRitÞ þ β6ðLNTANGIBILITYitÞ þ β7ðSIZEitÞ þ αi þ εit

Model (1)

LNROEit ¼ β0 þ β1ðLNROEit−1Þ þ β2ðLNROEit−2Þ þ β3ðLNLTDRitÞ þ β4ðLNSTDRitÞ
þ β5ðLNTDRitÞ þ β6ðLNTANGIBILITYitÞ þ β7ðSIZEitÞ þ αi þ εit

Model (2)

Our models have year-one and year-two lagged dependent variables to account for the
dynamic effects. To estimate equations, only a one-year lag variable is considered, something
that has no effect on the models’ results (Basant and Mishra, 2013). Therefore, the overall
research design can be seen in Figure 1.

3.5 Variables’ definition, description and measurement
Table 2 provides a summary of themeasurements for the research variables derived from the
study framework (Figure 1) created from empirical and theoretical literature. Therefore,
variables’ illustrations, descriptions, measurements and sources can be seen in Table 2.

4. Results
4.1 Descriptive statistics
Table 3 exhibits descriptive statistics for the variables under this study. It explains that firms
in East Africa on average earn a profit of around 10.78%when calculating performance using
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Capital Structure:
Total Debt Ratio 

Long-Term Debt Ratio 

Short-Term Debt Ratio
Firm Performance:

Return On Asset 

Return On Equity

Asset Structure
Tangible Asset

Control Variable
Firm Size

Source(s): Developed by authors

Variables Description Sources

Performance It is dependent variable thatmeasures how efficiency the firm uses its
assets
LN ROA ¼ LN

�
Pr ofitBeforeTax

TotalAssets

�
Simon et al.
(2017)

Performance It is dependent variable that measures how efficiency the firm uses
shareholders’ fund
LN ROE ¼ LNðPr ofitBeforeTax

TotalAssets
)

Simon et al.
(2017)

Capital structure
(LNTDRit)

It is independent variable defined as the natural logarithm of short-
term debt ratio. Log of total debt ratio 5 LN(TotalLiabilities

TotalAssets

� Akoto et al.
(2013)

Capital structure
(LNLTDRit)

It is independent variable defined as the natural logarithm of short-
term debt ratio. Log of long-term debt ratio 5 LN

�
LongtermlLiabilities

TotalAssets

� Akoto et al.
(2013)

Capital structure
(LNSTDRit)

It is independent variable defined as the natural logarithm of short-
term debt ratio. Log of short-term debt ratio 5 LN

�
Short− termLiabilities

TotalAssets

� Akoto et al.
(2013)

Assets’ structure It is independent variable defined as the natural logarithm of the ratio
between tangible assets to total assets. LNTANGIBILITY5 Natural
Logarithm of (tangible assets divided by total assets)

Kayani et al.
(2019)

SIZE It is a controlling variable defined as the natural logarithm of total
assets
Natural Logarithm of (total assets)

Kayani et al.
(2019)

Source(s): Authors own

Descriptions Mean Standard deviation Minimum Maximum Observations

LNROA 0.1078 0.1487 �0.5616 0.5263 451
LNROE 0.1722 0.3482 �3.6019 1.7889 451
LNLTDR �2.0429 1.0251 �7.7093 0.0457 451
LNSTDR �1.6063 0.7688 �3.7554 0.0597 451
LNTDR �0.9116 0.4882 �2.3330 0.4401 451
SIZE 9.3786 3.2355 2.8449 19.7585 451
LNTANGIBILITY �0.0353 0.1145 �1.1585 0.0000 451

Source(s): Authors own

Figure 1.
Conceptual framework

Table 2.
Variables’ description
and measurements

Table 3.
Descriptive statistics
for model 1, and 2
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LNROA and 17.22%when using LNROE. The LNROA ranges from�56.16 to 52.63%, while
the LNROE ranges from �360.19 to 178.89%. Not only that the mean values for long-term,
short-term and total debt ratios are negative.

4.2 Testing for multicollinearity
Checking for multicollinearity before analyzing panel data is more imperative. It can lead not
only to reliable results but also to reliable interpretations. We present the paired correlation
matrix (Table 4) to check for multicollinearity effects. The result shows the absence of
multicollinearity effects among explanatory variables. Kyere and Ausloos (2020) denote that
correlations among explanatory variables should be less than 0.80 for better results;
otherwise, multicollinearity problems exist. The problem leads to a violation of the basic
classical linear regression model (CLRM) assumptions. In our case (Table 4), the highest
correlation coefficient is 0.68 between LNSTDR and LNTDR, which is less than 0.80. So far,
the series has not suffered from multicollinearity problems.

4.3 Generalized method of moment analysis
When using panel data, Arellano and Bond (1991) suggest the use of the panel generalized
method of moment approach due to its ability to account for potential endogeneity
regressors. Table 4 exhibits estimations and the results of standard diagnostic tests. These
tests include Wald χ2 tests for the overall significance of the series, the F-test (lambda) for
the joint implication of the coefficients, Arellano-Bond AR (1) and AR (2) tests for serial
correlation and Hansen J-Statistics for the validity of the instrumental variables used (Al-
ahdal et al., 2020).

The results in Table 5 exhibit lambda for LNROA(�1) having a coefficient of�0.1523 and a
p-value of 0.0000, and lambda for LNROE(�1) having a coefficient of�0.1942 and a p-value of
0.0000. The p-value for the J-statistic for LNROA is 0.24, and for LNROE it is 0.23. Tests for
serial correlation showAR (1) is 0.04 for LNROA and 0.19 for LNROE. Furthermore, AR (2) is
0.35 for LNROA and 0.10 for LNROE. Insignificant results lead us to fail to reject the null
hypothesis that there is no serial correlation. Furthermore, Wald–Chi2 statistics test models 1
and 2 yield statistically significant results for the overall series, indicating that our series is
statistically significant (Basant and Mishra, 2013).

The LNLTDR is found to be significant and positively affects the LNROA while
negatively affecting the LNROE. Also, LNSTDR is significant and positive on the LNROA,
while it is insignificant on the LNROE. However, LNTDR is found to be significant and
negatively affects the LNROA while positively affecting the LNROE. LNTANGIBILITY
shows positive and significant results on both models, while SIZE shows a significant and
negative effect on LNROA and LNROE.

Independent variables 1 2 3 4 5

1. LNLTDR 1
2. LNSTDR �0.2286 1
3. LNTDR 0.4001 0.6856 1
4. SIZE 0.1334 �0.0475 �0.2218 1
5. LNTANGIBILITY 0.0837 �0.1381 �0.0363 �0.0711 1

Source(s): Authors own

Table 4.
Paired correlation

matrix
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5. Discussion of findings
Capital structure decisions (short-term debt ratio and long-term debt ratio) have positive
effects on financial performance (return on total assets). On the other hand, the total debt ratio
positively affects the ROE. This means the increase in short-term debt ratio and long-term
debt ratio raises the firms’ financial performance. Short-term debts can be in the form of credit
purchases that increase the inventory level, which makes the inventory level meet the
required level in such a way that no production stoppage caused by stock-outs can occur.
When production runs smoothly, it boosts sales and increases profit. Furthermore, an
increase in the long-term debt ratio allows firms to invest in non-current assets, which boosts
production and sales, resulting in more profit. Also, an increase in debt reduces the cost of
capital and maximizes the firms’ returns. So, the null hypothesis that increasing the leverage
ratio lowers the return on total assets is rejected. Also, the null hypothesis that increasing the
leverage ratio lowers the ROE is rejected. That supports Franco and Miller’s (1963) capital
structure theory and findings by Detthamrong et al. (2017) and Le and Phan (2017).

Using debt financing to invest in assets enables firms to benefit from a nondebt tax shield
that reduces operating costs and increases profit. It should be known that debt interest is tax-
free, reducing taxable revenue and increasing profit. This is proved by our results on the
effects of asset structure on firms’ financial performance (Table 5), which found positive
effects for both models. This means the increase in tangible assets raises financial
performance. The result is in line with findings by Dinh and Pham (2020) and Nguyen (2020).

In this case, firms are advised to employ more noncurrent tangible assets to increase their
financial performance. The increase in fixed assets depends on the sources of funds. So, when
debt financing increases, it leads to an increase in fixed assets, which raises firms’
performance. This means debt financing should be used to finance tangible fixed assets. So,
the null hypothesis that the increase in tangible assets lowers firms’ financial performance is
rejected. This supports the Franco and Miller (1963) capital structure theory.

However, the total debt ratio shows funny results as it shows a negative influence on the
return on total assets (the proxy for firm performance). Due to East Africa being reported as a
high-growth economy, its firms experience a negative relationship between debt financing
and financial performance because an increase in debt financing forces firms’managers to be
reluctant to invest in profitable projects, and they find themselves in underinvestment (Le
and Phan, 2017). So, we cannot reject the null hypothesis that increasing the leverage ratio
(total debt ratio) lowers the return on total assets (Doan, 2020; Le et al., 2020; Nguyen, 2020).

Independent variables
Model 1 Model 2

Coefficients p-value Coefficients p-value

Lag of dependent variables �0.1523 0.0000 �0.1942 0.0000
LNLTDR 0.0985 0.0000 �0.1353 0.0099
LNSTDR 0.3418 0.0000 �0.0711 0.6107
LNTDR �0.7259 0.0000 0.4468 0.0085
SIZE �0.0604 0.0003 �0.2424 0.0000
LNTANGIBILITY 0.6698 0.0028 2.3193 0.0009
Wald χ2 121.1391 0.0000 2337.912 0.0000
AR (1) �0.7600 0.04472 �1.3053 0.1918
AR (2) �0.9266 0.3541 �1.6149 0.1063
Hansen J-statistics 27.3695 0.2406 25.4070 0.2300
Observations 396 352

Note(s): Instrument specification for model 1: @DYN(LNROA,�1,�2) LNTDR(�1) SIZE(�1)
LNTANGIBILITY(�1). For model 2: @DYN(LNROE,�1,�2) LNSTDR(�2) LNLTDR(�1) LNTDR(�1)
Source(s): Authors own

Table 5.
GMM analysis for
model 1 and 2
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Consequently, model 2 shows the negative influence of the long-term debt ratio (the proxy
for capital structure decisions) on firms’ performance. This means that the increase in long-
term leverage decreases the ROE. The reduction in long-term leverage means increasing the
equity share of ownership and the share of profit. It implies that increasing long-term
leverage means increasing beneficiaries for the stake. The portion of profit that could be
enjoyed by only equity shareholders can be shared by equity shareholders and long-term
debt holders. This decreases the equity shareholders’ profit compared to what it could be
without long-term debt financing. According to the trade-off theory, the increase in debt
financing beyond the trade-off between the cost of capital and the expected return affects
profitability negatively. In this case, the null hypothesis that increasing the leverage ratio
increases the ROE is rejected. The results support the trade-off theory. Therefore, it is
recommended that firms be cautious when employing long-term debt financing for their
internal projects due to the fact that it can negatively affect their ROE (the proxy for firms’
financial performance).

The relationship between the short-term debt ratio and the ROE is found to be
insignificant.

Firm size has a negative influence on firms’ financial performance. This means that the
larger the firms, the lower the possibility of high financial performance, and the smaller the
firms, the higher the possibility of high performance. It explains that firms under this study
do not benefit from economies of scale, something considered to be enjoyed by large firms.
Therefore, we cannot reject the null hypothesis that the larger the firm, the lower the
possibility of high financial performance. The result is in line with findings by Alzubi and
Bani-Hani (2021).

The research provides evidence on the influence of capital structure decisions and asset
structure on firms’ performance in the East African context. Furthermore, because the study
is new in the study area, its results contribute to firms’ financing policy formulation and the
extension of corporate finance theoretical literature. Reviewing the capital markets’
frameworks by governments will attract investors to use the markets, which are the
cheapest financing sources and increase profitability. However, the firms’management has to
employ appropriate financing decisions for performance improvement. For instance, the
employment of reasonable debt financing to invest in fixed assets.

6. Conclusion, limitations and future research
The paper examines the effects of firms’ capital structure decisions and asset structure on the
financial performance of non-financial listed East African firms for the years 2005–2019,
employing the GMM approach. Firms’ financial performance is measured using a return on
total assets and a ROE. A financing decision is proxied by the total debt ratio, the long-term
debt ratio and the short-term debt ratio.

The increase in debt financing reduces the cost of capital, which raises the firms’
profitability. Furthermore, an increase in debt financing enables firms to invest in non-
current assets that boost production and increase sales, which leads to more profit.

Consequently, investment in assets enables firms to benefit from a non-debt tax shield that
reduces operating costs and increases profit. This is evidenced by the results on the effects of
asset structure on firms’ financial performance, which report that the increase in tangible
assets raises financial performance. When debt financing increases, it leads to an increase in
fixed assets, which raises firms’ performance. In this case, firms are advised to use debt
financing to invest in noncurrent tangible assets to increase their financial performance.
However, without strong sources of funds (especially given the infancy of capital markets in
the study area), firms can hardly achieve their goals. Therefore, as the study explains this as
one of the limitations, governments and other policymakers will use the findings to improve

Application of
the GMM
approach



the situation and attract institutions and individuals to join and use the market for financial
availability.

Data availability from some of the firms was challenging due to the infancy of the capital
markets, which became our limitation. This is due to the fact that data availability was one of
the considerations for the firms’ selection.

We suggest that governments have to improve their capital markets and conduct frequent
reviews of their fiscal and monetary policies to adjust the banks’ interest rates to widen the
firms’ financing sources for better firm performance and economic growth. Reviewing the
capital markets’ frameworks attracts investors to use the markets, which is the cheapest
financing source and increases profitability. However, the firms’management has to employ
appropriate financing decisions for performance improvement. This may require the use of
reasonable debt financing to invest in fixed assets.

As the research was conducted for six East African countries as a unity, in the future, we
suggest a comparative study of this area for the East African countries.
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