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Abstract. Many studies have looked at how firms make capital structure decisions. One
important reasoning for capital structure decision is the consideration of agency costs and
information asymmetry effects between the owners of the companies and the agents (managers
of the companies). This study looked at the relationship between firm leverage and firm
performance through the eyes of agency cost theory in the Tanzanian listed companies and
thus expecting a positive relationship between the two. Panel data of 10 listed companies for
6 years was obtained for the fixed effect regression analysis of firm performance on firm
leverage and other control variables. Results show that there is a negative relationship between
firm leverage and firm performance in Dar es Salaam Stock Exchange (DSE) contrary to
agency costs theory. Some studies have seen a similar trend in some countries, in Tanzania,
the negative relationship can be explained by the underdeveloped and inefficient banking and
corporate sector. Companies with low leverage have witnessed better financial performances.
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1 Introduction

The primary goal of any business is profit maximization. In pursuit of this goal, managers may not
necessarily seek to maximize utility of the shareholders. There is a conflict of interest which arises here.
This conflict leads to the agency costs, the agents (managers) not being able to completely work in the
interest of their principles (owners) (Jensen and Meckling 1976).

Information asymmetry theory argues that uncertainty can only lead to market inefficiency if one part
has better information than the other. Parties will always have ‘inside information’ that concerns themselves
that the other side does not have. The side with better information is said to have private information,
equivalently, asymmetric information. One form of asymmetric information arises when an agent’s service
is being bought. The buyer may not always be able to monitor how hard and well the agent is working
(Nicholson and Snyder 1972). Because of the information asymmetry problem, shareholders employ
directors to monitor managers and run businesses on their behalf
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and seek periodic feedback and reports in terms of financial statements. (Shirietal.2016; Kubota
and Takehara 2016). Shiri et al. (2016) showed that firms with more disclosure practices were
less prone to information asymmetry problem.

Agency costs arise as a consequence of information asymmetry between the owners and
managers. Under imperfect markets, information asymmetry has a positive relationship with the
cost of capital (Armstrong et al. 2011). These agency costs for a firm may come in many forms.
In monetary terms, these consists of costs such as the incentives to the directors and remuneration
packages as a means to make managers concentrate on maximizing utility of the owners of the
business. Once satisfied with the remuneration, these directors are more likely to act properly on
behalf of the principles to monitor the operations of the firms. Agency costs are also driven by the
resources consumed by directors in the process of exercising their duties, example is the usage of
company assets by directors.

The principles are also occasionally required to take part directly in meetings about the affairs
of the firms. This is another agency cost, the time taken by the principles themselves in monitoring
operations. When all these costs are exercised, total agency costs are likely to be minimized but
not entirely wiped off. The remaining costs to the firm add up to residual losses which will always
result as long as principles make use of agents (Jensen and Meckling 1976). Jensen and Meckling
argues that, given agency costs, debt financing may help managers concentrate on profit
maximization rather than individual utility maximization. Therefore, a more leveraged firm should
result in a better financial performance.

Many studies have looked at the impact of capital structure decisions on firm performance.
Modigliani and Miller, in their 1958 paper, assumed perfect market conditions to study the
relationship between the choice of capital structure and firm performance. Perfect market
conditions are those which are free of taxes, costs of transactions and other forms of friction such
as agency costs. Market imperfections were later identified for the first time by Jensen and
Meckling (1976). Many other studies were done building on the Jensen and Meckling paper. All
the studies have had varying results on the relationship of capital structure on firm performance.

Capital of the firm, being made up of equity and debt has various costs involved with it. Equity
shareholders expect to get returns based on their investment in the company, thus making the
dividends the main costs associated with this source of capital. Firms acquire debts as well to
finance both its short term and long term engagements. The cost of debt for a firm is the interest
paid to the debtholders.

Trade-off theory and Pecking order theories have only suggested considerations before
deciding on the nature of capital structure to adopt. The former argues that firms should look at
the trade-off between tax benefits and bankruptcy when deciding on the level of debt while the
later gives a hierarchy of considerations before going for external financing (Myers 1984). Under
the assumptions of agency theory and the information asymmetry theories, it is expected that when
a firm is less leveraged, agency costs will arise despite of the already present cost of capital. In
this study, we look at the evidence from the Tanzanian listed companies to understand whether
more leverage has helped managers concentrate more on profit maximization in order to be able
to better service debts and hence reducing agency costs.



2 Leverage and Firm Performance

With the presence of agency costs, it is expected that firms will opt for more leverage to counter
the increased costs of capital arising from the use of equity capital. Dawar (2014) found that in
contrast to the assumptions of agency theory, leverage had a negative influence on financial
performance of Indian firms. Many similar studies have also demonstrated this negative
relationship including the study by Simerly and Li (2000) who found that debt had a negative
impact on competitiveness of the firm as the imposition of covenants limits firm’s ability to make
decisions. Other studies, Majumdar and Chhibber (1999), Chiang et al. (2002), Abor (2007),
Zeitun and Tian (2007), Onaolapo and Kajola (2010), Sadeghian et al. (2012), etc. have also
reported similar results. Dawar (2014) argues that, the findings in his study may not be very
surprising given the fact that most Indian firms obtain debt financing from the underdeveloped
bond markets of India and the dominantly state-owned banks in India.

In conformity with the assumptions of agency theory, many studies have shown that the
relationship between leverage and firm performance is not monotonic. In their 2010 paper,
Margarities and Psillaki argues that at higher leverage a negative relationship can be expected but
mostly there is a positive relationship between leverage and firm performance. Studies that have
shown this relationship includes Hadlock and James (2002), Roden and Lewellen (1995), Williams
(1987), Grossman and Hart (1982), Taub (1975), Lara et al. (2003) in case of the Brazilian
companies, etc. In This study we look at the agency theory assumptions as observed in Tanzanian
listed companies using panel data of 10 Tanzanian companies for a period from 2011 to 2016.

2.1The Tanzanian Context

Most studies on capital structure and its impact on firm performance have been based on the more
developed markets such as the USA, UK and Canada. (Dawar 2014). In Tanzania, some studies
have been performed on this relationship. Kipesha and Moshi (2014) used 5 years panel data to
look at the impact of capital structure on performance of 38 banks in Tanzania. Their study reveals
a negative relationship between firm performance and firm leverage when firm performance is
measured in terms of Return on Assets (ROA). This finding is contradicted by another result in
their study which shows a positive relationship when firm performance is measured in terms of
Return on Equity (ROE).

The study by Kipesha and Moshi did not control for other firm related or industry related
variables. It also used only five years’ data for the years from 2007 to 2011. Okiro, Aduda &
Omoro in their 2015 paper, used data combined from the four stock exchanges in the East African
Community, the Nairobi Stock Exchange (NSE), Dar es Salaam Stock Exchange (DSE), Uganda
Stock Exchange (USE) and the Rwanda Stock Exchange (RSE). Their study only looked at the
intervening effect of leverage on firm performance which was positive but they did not show
separate trends within the individual stock exchanges. Lack of enough studies on firm leverage in
Tanzania may be due to data availability problem. In this study, we have successfully obtained
data for all the 10 listed companies that have been listed at DSE for at least 6 years and also at the
same time controlling for other variables, firm size, sales growth and liquidity.



Other African studies on firm leverage and firm performance includes the study by Abor
(2005), who studied the effect of capital structure on profitability of the listed companies in Ghana,
David and Olorunfemi (2010) who studied the impact of capital structure on firm performance in
the petroleum industry of Nigeria. This study on Tanzanian firms will be an important addition to
the literature on firm leverage and firm performance in Africa.

3 Methodology

This study uses data on 10 listed firms in Dar es Salaam Stock Exchange (DSE). The focus of the
study is to measure the influence of firm’s leverage on DSE listed firms’ performance, to do this,
we have pooled data only for the Tanzanian firms listed at DSE for a period of at least 6 years.
Only 10 firms qualified under these criteria due to the fact that DSE is still a young stock exchange
and many firms in the country are not yet motivated to list in the stock exchange. Six years’ panel
data on these 10 firms was obtained from the DSE website.

The study uses two dependent variables, Return on Assets (ROA) and Return on Equity (ROE)
to measure firm’s performance. These variable (the ratios) are widely believed to be good
measures of the firm’s financial performance in an accounting period. Many similar studies have
used the same variables in other countries including Kipesha et al. (2014), Dawar (2014), Okiro et
al. (2015), etc.

Leverage of the firms is measured using the Short-term Debt Ratio (STDRATIO) and the Long-
term Debt Ratio (LTDRATIO). Both of these ratios together represent the two possible leverage
options that the firm can choose from. Mostly firms will have both types of leverage on their
statements of financial position. Similar studies that have used same ratios to measure firm
performance include Kipesha et al. (2014), Dawar (2014), Margaritis and Psillaki (2010), Nunes
et al. (2009), Zeitun and Tian (2007). According to agency cost theory, firms with higher leverage
are expected to perform better than those with less leverage (as argued in the above section).
Managers of the more leveraged firms will focus more on the profitability of the businesses in
order to be able to better service the acquired debts. Drawing from this theory and previous studies,
we can state our two hypotheses as follows:

Ha0: Short-term debt has no relationship with firm’s performance.

Hal: Short-term debt has a positive relationship with firm’s performance. Hb0: Long-term

debt has no relationship with firm’s performance.

HDb1: Long-term debt has a positive relationship with firm’s performance.

The study also controlled for other variables which are firm characteristics of size, sales growth
and liquidity. Performance may be affected by firm size in the sense that it will make firms
operate at different environments and hence getting different trading results. In this study, natural
logarithm of the total assets has been used as the proxy for the firm size. Sales growth is another
important variable since with increase in sales, profitability may also increase if firms manage
their costs properly and consistently, liquidity on the other hand helps firms capitalize on short
term financial deals and hence likely boosting their profitability. Similar studies that have
controlled for some variables



Table 1. The explanatory variables and the expected impacts

Variable | Description Expected sign

stdratio | This is the ratio of total short-term debts to the total assets of the +
firms for the years 2011 to 2016

Itdratio | This is the ratio of total long-term debts to the total assets of the +
firms for the years 2011 to 2016

sgrowth | This variable was measured by taking current year’s sales minus +
previous year’s sales dividing the result by the previous year’s
sales

ligd Current ratio was chosen as the measure of the firm’s liquidity. +
For each firm, this ratio was obtained from the year 2011 to 2016

Isize Firm’s size was measured by taking the natural logarithm of the +
total assets for the years 2011 to 2016

including the three variables in this study. (Dawar 2014: Margaritis and Psillaki 2010; Nunes et
al. 2009; Zeitun and Tian 2007) (Table 1).
We can now write our two research models as;

ROAi=Bo +B1STDRATIOi +B2L TDRATIO; +BsSGROWTHi +B4LIQDi +BsLSIZEi +u.
ROE; =P +B1STDRATIO;  +B2L TDRATIO;  +fsSGROWTHi ¢ +BaLIQDi ¢ +BsLSIZEi s +u.

4 Results

Table 2 shows the descriptive statistics of the secondary data obtained from listed companies at
DSE. The total number of observations is 60,2 observations have been removed by Eviews
software for data missing reasons. Table 3 presents correlation analysis results of the independent
variables. Only short term debt ratio has been seen to highly correlate with the liquidity (current
ratio) of the firms.

Table 4 shows the results of the Hausman test on the choice of a regression method to use for
the panel data. The results show that fixed effect method is more appropriate for the data on the
listed Tanzanian firms. The chi-square statistic shows that we should reject the null hypothesis
which is the use of the random effect method.

Tables 5 and 6 show the results of fixed effect regression analysis of ROA and ROE on short-
term debt ratio, long-term debt ratio, sales growth, liquidity and natural logarithm of the total
assets. Table 5 shows that only three variables are significant, short term debt ratio, long term debt
ratio and sales growth while liquidity and size of the firms have an insignificant effect on firm’s
profitability in Tanzanian listed firms. Table 6 has only two variables significant, short term debt
ratio and firm’s size. Both tables have shown a negative relationship between firm’s performance
(as measured by both ROA and ROE) and firm’s leverage (as measured by both STDRATIO and
LTDRATIO).



Table 2. Descriptive statistics

ROA ROE LIQD LSIZE LTDRATIO SGROWTH | STDRATIO
Mean 19.71759  35.36879 | 7.174310 | 19.27890 | 0.129043 0.118460 0.418122
Median 10.17500 | 33.52000 | 2.735000 | 19.32895 | 0.089230 0.108299 0.279208

Maximum 69.26000 | 99.57000 | 29.55000 | 22.41257  0.457439 0.458423 0.888687
Minimum -20.11000 = -84.14000 | 0.460000 ' 15.98759  3.25E-11 -0.242192 | 0.091906
Std. Dev. 21.06457 | 30.69328 | 8.236700 1.872308  0.125763 0.144984 0.278946
Skewness 0.587890 | -0.665037 | 1.086903 0.052863  1.379993 0.019444 0.532889

Kurtosis 2.457624 | 5.839077 | 2.690922 2.012469 3.896517 3.241021 1.594586
Sum 1143.620 | 2051.390 | 416.1100 1118.176 | 7.484491 6.870682 24.25109
Observations | 58 58 58 58 58 58 58

Table 3. Correlation aanalysis: independent variables

LIQUIDITY | LSIZE SGROWTH  STDRATIO | LTDRATIO
LIQUIDITY |1 0.5314 0.1887 0.7353 -0.5461
LSIZE 0.5314 1 0.1207 0.3476 -0.5986
SGROWTH 0.1887 0.1207 1 0.2637 -0.2448
STDRATIO 0.7353 0.3476 0.2637 1 -0.2682
LTDRATIO 0.5461 0.5986 0.2448 0.2682 1

Table 4. Hausman Test on the preferred effect (random or fixed effect panel data regression)

Correlated Random Effects - Hausman Test

Test cross-section random effects

Test Summary Chi-Sq. Statistic Chi-Sq. d.f Prob.

Cross-section random 20.006671 5 0.0012

4.1 Discussion of the Findings

Contrary to agency theory, the results of this study indicates a negative relationship between firm
performance and leverage (Tables 5 and 6 ). The more firms use leverage has been seen to cause
less firm performance. Agency cost theory argues that more leverage should incline managers to
focus on better performance so as to generate enough funds to repay the debts. This case of the
Tanzanian firms is an indication of inefficiencies. These results are similar to the conclusion by
Brewer and Feather stone (2016) whofound that managers might improperly manage their affairs
in order to get debt financing and hence end up with more inefficiencies.



Table 5. Results of regression analysis: ROA as dependent variable

Variable Constant stdratio Itdratio sgrowth ligd Lsize

Coefficient | 94.3439 -16.8942 -42.7334 16.9972 0.3206  -3.4793
Std. Error 49.8728 7.4933 9.1860 5.8725 0.3674 2.5719
t-Statistic 1.8917 -2.2546 -4.6520 2.8944 0.8725 | -1.3528
Prob. 0.0650** 0.0291* 0.0000* 0.0058*  0.3875 0.1829

Dependent Variable: ROA.
*significant at 5% level of significance.
**significant at 10% level of significance.

Table 6. Results of Regression Analysis: ROE as dependent variable

Variable Constant stdratio Itdratio sgrowth  ligd Isize
Coefficient | 336.1736 -69.3687 | -7.28983 2128418 |-0.6592  -13.935
Std. Error | 119.3536 30.76276 = 22.60405 | 13.8395 0.85863 5.985712
t-Statistic 2.816618 &= -2.25496 | -0.3225 1.53793 | -0.76773 | -2.32804
Prob. 0.0073* 0.0293* | 0.7486 0.1314 0.4468 0.0247*

*significant at 5% level of significance

Other reason could be the underdeveloped nature of the Tanzanian corporate sector, both
financiers and the financed firms may participate in the poor management of the debt. The negative
relationship between firm size and return on equity (Table 6) is another evidence of inefficiencies
in the Tanzanian listed companies. More assets owned by companies should generate better
financial returns. We can therefore say that the inefficiencies may come from generous terms from
the debt providers and sluggish management of debt and assets by debt receivers can be a reason
for the negative relationship. Similar results and conclusion were reached by Dawar (2014) for the
case of Indian firms and Kipesha and Moshi (2014) for the case of Tanzanian commercial banks.

Similar to Dawar’s (2014) argument, a prior paper by Bradford et al. (2011) argues that owner’s
private equity and private contribution to firm’s debt has been seen to have a negative relationship
with firm performance. In Tanzania, most big banks have some government share of ownership as
well as most of the listed companies at DSE have government ownership. This can be related to
this study’s findings and Bradford et al. (2011) findings that such inefficiencies may be a result of
the presence of government share of ownership on both listed companies and the providers of debt
financing (the banks).



5 Conclusion

This study concludes that given the underdeveloped corporate sector in Tanzania, a negative
relationship between firm leverage and firm performance can be expected. More leveraged firms
perform poorer than the less leveraged firms due to inefficiencies. A further evidence for
inefficiencies has been given by the observed negative relationship between firm size and firm
performance. Further studies may look at the reason for the inefficiencies and where they result
from and specifically pinpointing the reason for the negative relationship in Tanzania.

6 Appendices

Appendix 1: Eviews Output of the Regression of ROA on STDRATIO, LTDRATIO,

SGROWTH, LIQD and LSIZE

Dependent Variable: ROA
Method: Panel Least Squares
Date: 01/03/18 Time: 09:54
Sample: 2011 2016

Periods included: 6
Cross-sections included: 10
Total panel (balanced) observations: 60

Variable Coefficient | Std. Error t-Statistic Prob.

C 94.34391 49.87281 1.891690 0.0650
STDRATIO -16.89415 | 7.493320 -2.254561 | 0.0291
LTDRATIO -42.73341 | 9.185953 -4.652039 | 0.0000
SGROWTH 16.99716 5.872486 2.894373 0.0058
LIQD 0.320550 0.367373 0.872547 0.3875
LSIZE 3.479313 | 2.571859 1.352840 ' 0.1829
Effects Specification
Cross-section fixed (dummy variables)

R-squared 0.957807 Mean dependent var 18.57317
Adjusted R-squared 0.944681 S.D. dependent var 21.78646
S.E. of regression 5.124177 Akaike info criterion 6.318135
Sum squared resid 1181.573 Schwarz criterion 6.841721
Log likelihood -174.5440 | Hannan-Quinn criter 6.522938
F-statistic 72.96712 Durbin-Watson stat 2.152846
Prob(F-statistic) 0.000000




Appendix 2: Eviews Output of the Regression of ROE on STDRATIO, LTDRATIO,
SGROWTH, LIQD and LSIZE

Dependent Variable: ROE
Method: Panel Least Squares
Date: 01/03/18 Time: 09:55
Sample: 2011 2016

Cross-sections included: 10
Total panel (unbalanced) observations: 58

Variable Coefficient | Std. Error t-Statistic Prob.

C 336.1736 119.3536 2.816618 0.0073

STDRATIO -69.36872 | 30.76276 -2.254958 | 0.0293

LTDRATIO -7.289832 | 22.60405 -0.322501 | 0.7486

SALESGROWTH 21.28418 13.83950 1.537930 0.1314

LIQUIDITY -0.659196 | 0.858630 -0.767731 | 0.4468

LSIZE 13.93500 5.985712 2.328044 | 0.0247 - -

Effects Specification

Cross-section fixed (dummy variables)

R-squared 0.889524 Mean dependent var 35.36879
Adjusted R-squared 0.853555 S.D. dependent var 30.69328
S.E. of regression 11.74574 Akaike info criterion 7.982857
Sum squared resid 5932.386 Schwarz criterion 8.515730
Log likelihood -216.5029 | Hannan-Quinn criter 8.190422
F-statistic 24.73034 Durbin-Watson stat 2.999260
Prob(F-statistic) 0.000000

Appendix 3: Eviews Output of the Hausman Test on the Choice of Random or Fixed Effect
Regression Analysis for the Panel Data on 10 listed Firms at DSE

Correlated Random Effects - Hausman Test
Equation: EQO1
Test cross-section random effects



Test Summary Chi-Sq. Statistic | Chi-Sqg. d.f | Prob.
Cross-section random 20.006671 5 0.0012
Cross-section random effects test comparisons:
Variable Fixed Random Var (Diff.) | Prob.
STDRATIO -16.894149 | -30.232293 16.725785 | 0.0011
LTDRATIO -42.733411 | -51.128858 5.919813 0.0006
SALESGROWTH 16.997165 16.550202 3.548791 0.8125
LIQUIDITY 0.320550 -0.131386 0.057294 0.0590
LSIZE 3.479313 2.050578 4.495612 0.5004
Cross-section random effects test equation:
Dependent Variable: ROA
Method: Panel Least Squares
Date: 01/03/18 Time: 11:30
Sample: 2011 2016
Periods included: 6
Cross-sections included: 10
Total panel (balanced) observations: 60
Variable Coefficient | Std. Error t-Statistic Prob.
C 94.34391 49.87281 1.891690 0.0650
STDRATIO -16.89415 | 7.493320 -2.254561 | 0.0291
LTDRATIO -42.73341  9.185953 -4.652039 | 0.0000
SALESGROWTH 16.99716 5.872486 2.894373 0.0058
LIQUIDITY 0.320550 0.367373 0.872547 0.3875
LSIZE 3.479313 | 2.571859 1.352840 ' 0.1829
Effects Specification
Cross-section fixed (dummy variables)
R-squared 0.957807 Mean dependent var 18.57317
Adjusted R-squared 0.944681 S.D. dependent var 21.78646
S.E. of regression 5.124177 Akaike info criterion 6.318135
Sum squared resid 1181.573 Schwarz criterion 6.841721
Log likelihood -174.5440 | Hannan-Quinn criter 6.522938
F-statistic 72.96712 Durbin-Watson stat 2.152846

Prob (F-statistic) 0.000000
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