E n mn Global Business and Management Research: An International Journal
Vol. 12, No. 4 (2020)

The Effect of Leverage and Liquidity on the
Companies’ Performance

Hamidah Ramlan *
Universiti Tenaga Nasional
Hamidah@uniten.edu.my

Abstract

Purpose: To analyse the relationship between leverage and liquidity and the companies’
performance in Malaysia

Design/methodology/approach: All data analyzed by using Spss and methods of analysis are
correlation analysis and regression analysis.

Findings: The empirical results show that the liquidity and leverage are significant with the
performance of the company.

Research limitations/implications: not applicable

Practical implications: not applicable

Originality/value: This study thus implies that liquidity and leverage are significant with the
performance of the company.
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Introduction
The companies usually have difficult decisions to make between profitability and risks. Firms
are exposed to risks and challenges that could reduce profitability performance. Profitability
performance is the ability of company management to distribute and manage resources
efficiently. (Zulkipli, 2019). The company used fixed income securities like preference capital
and debt as financial leverage and liquidity is the ability to resolve current debt with current
assets. Dilpreet (2018). Meanwhile, Sumani (2020) studied the capital structure and liquidity
on corporate performance for 182 manufacturing companies listed on the Indonesia Stock
Exchange in 2010-2019. They indicated that capital structure has a significant negative effect
on corporate performance, but liquidity policy has no significant effect on corporate
performance.
Many researchers and academicians have studied selected firm characteristics such as leverage,
and liquidity on firm performance measured by profitability (ROA). (Mahfoudh 2013).
Almajali (2012) indicated that the importance and challenges for companies' performance are
liquidity and leverage risk. Zulkipli (2019) discovered that significant relationships exist
between financial leverage and liquidity on firm profitability. Chesang (2017) found that debt
to equity ratio and the current ratio has a significant effect on agricultural firms in Nigeria.
Hence, the main objective is to analyze the significant relationship between liquidity and
leverage on company profitability.

1. To examine the relationship between leverage and liquidity on company

performance.
2. To examine the impact of leverage and liquidity on company performance.

Literature Review

Kyule (2015) found that liquidity could influence the profitability of firms in Kenya. Karani
(2014) indicated that there is a positive relationship between profitability and liquidity
management of commercial banks in Kenya. Rudin (2016) proved that leverage and liquidity
have a significant effect on company performance (ROA). According to research by Jahan
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(2017) used regression model, found that leverage and liquidity has a statistically significant
impact on the firm’s profitability. Reddy (2018) analyzed the relationship with the impact of
financial leverage and liquidity on the financial performance of select pharmaceutical
companies in India. The study revealed that no significant impact of leverage and liquidity on
profitability.

Then, Ansari (2020) investigated the leverage and efficiency of a firm are positively and
significantly related to ROE, while on the contrary, liquidity has significant negative
relationship with ROE. Overall, profitability, leverage, efficiency and liquidity play a
significant role and contribute to variation in ROE of a firm in Indian IT companies listed on
National Stock Exchange. Dakua (2019) stated that leverage and liquidity carry positive
relationship with profitability.

Research done by Akinlo (2012) showed that leverage has a negative effect on profitability.
Duca (2012), Mahfoudh (2013), and Mulyana (2018) proved that leverage positively affects
the return on assets used the regression analysis. The result revealed a positive relationship and
a significant impact of liquidity and leverage on the financial performance of commercial state
corporations in Kenya. (Suhaila, 2014). Tangut (2017) examined the effect of financial
leverage with stock return in Nigeria. Empirical results indicated a negative relationship
between leverage and ROA in Nigeria during the research period. Almajali (2012) with their
studies on the financial performance of Jordanian insurance companies. The study indicates the
positive relationship between liquidity and profitability.

Method
Data was collected from the 21 manufacturing and construction companies at the Bursa
Malaysia between 2014 and 2018.

INDEPENDENT VARIABLE DEPENDENT VARIABLE

Company Performance
(ROA)

Liquidity
Leverage

This study is tested the relationship between liquidity and leverage with company performance.
The formula of multiple regression equations:
P=a+Bl X1 +B2 X2 +e

Whereby;
P = company performance
a = constant
B = independent
e = error
Hypothesis 1
H1: there is a significantly relationship between liquidity and leverage with the profitability.

Hypothesis 2
H2: there is a significantly impact of liquidity and leverage with the profitability.
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Findings
Regression

Table 1: Coefficients

Unstandard. Unstandard. | Standard
Model Coeff. Coeff. Coeff.. t Significance.
B Std. Error B.
(Constant) 3.067 1.113 2.755 | 0.007
CurrentRatio | 0.041 0.019 0.102 2.096 | 0.039%=*
DebtRatio -5.618 2.516 -0.108 -2.233 | 0.028%*
r-square 0.788
Adj. r-square | 0.754
F-Statistic 107.455
Probability 0.000

Notes: ** denotes significant at 0.05

Table 1 indicated that all variables significantly explain at 75.4 percent of the variation. The
result showed the current ratio p value = 0.039 < 0.05 and Debt Ratio p value = 0.028 < 0.05
have significantly affect with company performance. Supported by Dakua (2019) and Karani
(2014). Therefore, H2 are accept for liquidity and leverage with the profitability.

Correlation Analysis

Table 2: Correlation analysis

ROA Carrent | Debt Ratio
1 0.342%* - 0.234%*
ROA 0.003 0.003
- Hok
Current Ratio % %)4(1)23 1 8(3)22
. -0.234%** 0.056
DebtRatio 0.003 035 |

Notes: ** denotes significant at 0.01

Table 2 shows current ratio, ROE and debt ratio have relationship with company performance
supported by Ansari (2020) and Mulyana (2018). Therefore, H1 are accept for liquidity and
leverage with the profitability.

Discussion and Conclusion

This study indicated a significant relationship between liquidity and leverage with profitability.
The liquidity has a positive relationship with profitability and leverage has a negative
relationship with profitability. This empirical result supported by Dakua (2019) and Tangut
(2017). The correlation test shows that liquidity and leverage have a significant relationship
with profitability. This result supported by Reddy (2018). Apart from that, there is a substantial
impact between liquidity and leverage with profitability supported by Ansari (2020) and
Mulyana (2018). This study recommended that the company should keep a maximum capital
structure to ensure any rise in debt and equity will raise performance company.

423



E n mn Global Business and Management Research: An International Journal
Vol. 12, No. 4 (2020)

References

Akinlo, O., & Asaolu, T. (2012). Profitability and leverage: Evidence from Nigerian
firms. Global journal of business research, 6(1), 17-25

Almajali, A. Y., Alamro, S. A., & Al-Soub, Y. Z. (2012). Factors affecting the financial
performance of Jordanian insurance companies listed at Amman Stock
Exchange. Journal of Management research, 4(2), 266.

Ansari, F. U. (2020). The Impact of Profitability, Leverage, Efficiency and Liquidity on Return
on Equity: The Case of Indian IT Companies. IUP Journal of Accounting Research &
Audit Practices, 19(2), 23-34.

Dakua, S. (2019). Effect of determinants on financial leverage in I ndian steel industry: A study
on capital structure. International Journal of Finance & Economics, 24(1), 427-436.

Dilpreet S. et al., (2018). Study on Impact of Financial Leverage and Liquidity on Financial
Performance: A Case Study on DLF Ltd.; Construction & Contracting- Real Estate
Company in India. International Journal of Research in Management, Economics and
Commerce, 8(1), 60-64

Duca, F. (2012). An Investigation into the Impact of the Usage of Debt on the Profitability of
Romanian Companies. Romanian Statistical Review, 3, 84-87.

Jahan, N., & Mostofa, M. S. (2017). Impact of Leverage on Profitability of Textile Industry of
Bangladesh: A Study on Listed Companies in Dhaka Stock Exchange. Australian
Journal of Accounting, Economics and Finance (AJAEF), 3(02), 51-57.

Javed, Z. H., Rao, H. H., Akram, B., & Nazir, M. F. (2015). Effect of financial leverage on
performance of the firms: Empirical evidence from Pakistan. SPOUDAI-Journal of
Economics and Business, 65(1-2), 87-95.

Johnson, M. C., House, E., & London, S. (2015). The Effect of Initial Public Offerings on Firm
Innovation. Innovation, 2013, 14.

Karani, R. M. (2014). The effect of liquidity management on profitability of commercial banks
in Kenya (Doctoral dissertation, University of Nairobi).

Kyule, J. M. (2015). Impact of liquidity and solvency on financial performance of firms listed
at the Nairobi securities exchange (Doctoral dissertation, University of Nairobi).

Lowry, M., Michaely, R., & Volkova, E. (2017). Initial public offerings: A synthesis of the
literature and directions for future research. Forthcoming Foundations and Trends in
Finance.

Mahfoudh, 1. O. (2013). Effect of selected firm characteristics on financial performance of
firms listed in the agricultural sector at the Nairobi securities exchange (Doctoral
dissertation, University of Nairobi).

Reddy, Y. V., & Narayan, P. (2018). The Impact of Liquidity and Leverage on Profitability:
Evidence from India. IUP Journal of Accounting Research & Audit Practices, 17(1).

Rudin, M., Nurdin, D., & Fattah, V. Y. (2016). The effect of liquidity and leverage on
profitability of property and real estate company in Indonesian Stock
Exchange. International Journal of Social Sciences and Management, 3(4), 300-304.

Sumani, S., & Roziq, A. (2020). Reciprocal Capital Structure and Liquidity Policy:
Implementation of Corporate Governance toward Corporate Performance. The Journal
of Asian Finance, Economics, and Business, 7(9), 85-93.

Tangut, J. C. (2017). Effects of financial leverage on stock returns of non-financial companies
listed in the Nairobi Securities Exchange (Doctoral dissertation, Strathmore University).

Zulkipli, M. A., Abdullah, & Kamaluddin, A. (2019). The relationship between financial
leverage and liquidity, and firms’profitability of the agricultural industry: evidence from
Malaysian listed firms. Asia-pacific management accounting journal, 14(3), 203-221.

424



	Literature Review
	Findings
	Regression
	Notes: ** denotes significant at 0.05

