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The Impact of Debt on Companies’ Profitability in China 

ABSTRACT 

As we all know, determining how much debt in the company’s capital structure is a 

complex task. This study aimed to find out the relationship between debt and the 

company’s profitability. We use the data from CSMAR more than 900 Chinese list 

companies from 1990 to 2017. We used regression and correlation analysis to find the 

impact of debt on the company. The Return on Assets is the measurement of 

profitability and the dependent variables; total debt to assets, short-term/long-term 

debt are independent variables. Size, growth opportunity and sales growth are control 

variables. The regression results indicated the total debt to assets ratio, and short-term 

debt ratio has a negative relationship with profitability. The long-term debt contributes 

very little negative impact on companies’ profitability. 
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I. INTRODUCTION 

About this topic, the impact of debt on companies ’ profitability in China, I analyze the 

short-term debt, long-term debt and total debt’s relationship as the independent variables to 

represent the “debt.” And the profitability will be measured by return on assets which is a 

financial ratio used in economic widely. I want to gain a common conclusion, so I use all the 

data of all industries in CSMAR database including all industries. 

Nowadays economists pay more attention to the capital structure in order to figure out 

an appropriate scheme to maximize the benefit. In financial terms, capital structure means the 

proportion of debt, owner’s equity in a company’s capital after the company financing by bonds 

(debt financing), stocks (equity financing), hybrid bonds and so on. To a company, the capital 

collected by debt financing counts toward the company’s total debt and counts toward owner’s 

equity, so the company capital structure adjustment mainly performance as adjusting the 

proportion of debt on capital. According to one of the conclusions in the Modigliani-Miller 

theorem (MM theorem) in 1958, companies’ capital structure has no relationship with the 

company’s value, which means a company’s capital value and total market value would not 

have any change when its debt percentage from zero to 100%. And there is no optimal capital 

structure problem. Although debt capital cost is low, with the increase of debt ratio investors 

will require a higher rate of return, then the company’s costs of equity capital will also rise. 

That means decreasing capital costs because of increasing debt will be counteracted by the cost 

of equity capital, more debt does nothing to reduce the total cost of capital. But his theorem 

has some conditions: perfect market hypothesis Although debt capital cost is low, with the 

increase of debt ratio investors will require a higher rate of return, then the company’s costs of 

equity capital will also rise.; companies and person can borrow at the same discount rate; no 

income tax; company invest decisions has no influence on financing decisions. But in real-

world these conditions cannot ensure to be satisfied, this is the important cause of the 
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correlation. Debt costs and equity cost institute companies’ financing total cost in a certain 

proportion. In general, the cost includes companies’ return at risk, at the meanwhile, this risk-

reward has many difficulties to measure as for companies. And in the practice application, it is 

hard to define the corresponding coefficient (risk coefficient). Because an appropriate debt 

proportion will increase the revenue of companies (Ngobo,2004), bad decisions on the structure 

will result in a company’s failure. The capital structure makes sense on the aspects: using debt 

can lessen tax, and too much debt brings bankrupt risk. Many companies prefer to debt 

financing that compares to equity financing, because of more benefits bring to shareholders. 

However, it should be very careful when using debt, because there are some companies have 

financial problems that be unable to payback. Managers should decide a capital structure that 

they reckon will bring maximal company profit, as this structure benefit shareholders most 

(Mesquita, 2003). But the capital structure is extensive and complex, including many factors 

and elements. Also, the volatile and flexible nature of a market adds to its difficulty. Hence, 

it’s very hard for undergraduate college students to conduct research on all the problem-capital 

structures and profitability, so I pick up the essence of the problem the debt of the company’s 

capital to start research. In the amendatory Modigliani-Miller theorem and balance theory I can 

discover debt is one important factor to influence the optimal capital structure, also it is easy 

to measure. The cost interest of debt financing counts to companies’ cost, amortized by net 

income so debt financing cost can cause tax shield effect that increases as interest increasing. 

Debt financial needs pay back principal and interest at regular intervals, companies debt 

payment pressure and bankruptcy costs would rise when debt scale reaches a certain degree, 

and then countervail the benefits tax shield effect brings and influences companies’ 

profitability and value. Because of this, my research caught a more specific point and focus on 

the impact of debt on companies’ profitability. But according to the regression and Matrix of 

correlations study, there are some consistency and difference between hypotheses and results. 
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Three hypotheses established after reviewing lots of existing literature and researches.  

In the existing researches, there are many conflicts and consistency. Many even find 

the impact on short-term, long-term debt or total debt on assets are different. The negative 

influence on the profitability was verified by Majumdar and Chhibber (1999), Eriotis (2002), 

Ngobo and Capiez (2004), Goddard and Wilson (2005), etc. On the contrary, someone gets a 

positive influence: Baum and Talavera (2006), Margaritis and Psillaki (2007), Waheed(2016). 

Also, there are considerable parts of research that found no sign of debt is work on profitability. 

In fact, there are many studies are about the company's capital structure not directly the impact 

of debt but still, on have many contributions. Kebewar(2013) uses the generalized method of 

moments (GMM) to analyze more than two thousand non-listed corporations he found that it 

doesn't matter what size the company has there is no effect on profitability. Baum has research 

only focuses on short-term debt. And in his conclusion, the Germany companies’ statistic 

results can support his hypothesis that the short-term debt has no significant relationship with 

profitability. At the same time, American companies are not. Albert(2013) researched 

Ghanaian listed companies’ profitability and capital structure. The result of regression 

illustrated that short-term debt had a positive relationship with profitability. These results make 

sense in the banking, finance, food, drinking industry. Others show different results. While 

there is a negative relationship between long-term debt and profitability, this is revealed in the 

manufacturing industry. Other industries do not have an obvious relationship. The common 

relationship between total debt and profitability is negligible. In Tharshiga's (2013) research, 

she focused on hotel companies in Sri Lanka, she said by the regression analysis there were 

strong relationships among short-term liabilities, return on assets and net return on assets. The 

total assets debt ratio and net assets yield rate had a remarkable negative correlation. According 

to Hassan(2016), who pays attention to the non-financial sector of Pakistan, he found that the 

debt ratio has a strong negative effect on the profitability, increasing the percentage of debt on 
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the capital structure will result in low profitability. It is accordant with the Pecking order theory. 

I agree with Albert, Jaffna, etc, because I think there should have some relationship between 

debt and companies’ profitability. Because after all, shareholder invests companies to increase 

their wealth. They like good capital structure (debt ratio) to earn the maximum. 

After using the regression method and linear correlation analysis, the results are partly 

consistent with hypotheses while rest results are different from them. In the matrix of 

correlations, long-term debt to assets has a neglectable negative correlation with return on 

assets. And the total debt to assets and short-term assets to assets these two independent 

variables both have a strong negative relationship with return on assets that are approximate -

0.483. On the contrary, long-term debt’s negative effect is negligible. What’s more, our three 

control variables have a slight effect on the dependent variable return on assets. The regression 

analysis result reveals the total debt to assets has a negative relationship rejects hypothesis one. 

That means the increase of total debt causes a decrease in return on assets or we can say 

weakening the company's profitability. Therefore, this result is different from Baum's (2006). 

That may because there are lots of differences between China and the U.S. from the company 

management structure and business pattern, accounting audit system, financial marketing 

environment, etc. The result also indicates the short-term debt to assets also has a negative 

relationship with profitability. Its impact is close to the total debt as well as R-square. Their R-

squared is 0.234 and 0.233, this means 23.4% and 23.3% companies(years) can be represented 

by the equality. These findings of short-term debt to assets support hypothesis 2. What’s more, 

according to the table, an interesting finding is a long-term debt seems to have very little effect 

on the company's profit through its relationship is negative. Meanwhile, the R-squared in the 

long-term debt ratio table is much smaller than the total debt to assets and short-term debt to 

assets. Combining these three regression results, the three control variables contribute little to 

the results. Base on lots of literature reviews about debt maturity structure papers around the 
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world, having researched the relationship between short-term and total debt to assets ratio with 

companies’ profitability seems natural. I assume companies' profitability can change with 

companies’ debt proportion, with a stronger reliance on short-term debt associated with higher 

profitability. 

There are scarce researches about this topic in China, while there are a relatively large 

number of articles in other countries, some are even in different filed or areas. So, this research 

makes sense. So, I think based on the scarcity of Chinese paper and the importance of research 

on a relationship between debt and profitability. This paper still has value. In China's capital 

market, there are many hidden costs in equity financing, such as negative power and 

information asymmetry costs, causing comprehensive stock equity financing cost to exceed 

debt financing cost so much and the second market still dominated by equity financing. This 

mainly because the Chinese capital market is a not mature market at the present stage, and most 

investors are non-professional. And this causes stock prices can not reflect constant 

profitability and market’s need to improve rationality. So, I think based on the scarcity of 

Chinese paper and the importance of research on a relationship between debt and profitability. 

This paper still has value. There are already many good types of research with different ideas 

and different thoughts flourishing throughout the world. 

Many papers talk about this topic that contributes to this paper. I will discuss these 

papers in the next part of the literature review. Although they research foreign countries, the 

models, the statistical analysis methods, the literal narrative are valuable that I can learn and 

reference. 

 

II. LITERATURE REVIEW 

Finding a proper percentage of debt and assets on a capital structure can contribute to 

companies' profit. (Hassan, 2016) The debt gives companies more choice at the same time 
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brings risk. The impact of debt on companies' profitability is an interesting and significant topic. 

Also, this is still blurred. Some researchers and specialists pay attention to this topic. But there 

are different results in different aspects. The negative influence on the profitability was verified 

by Majumdar and Chhibber (1999), Eriotis (2002), Ngobo and Capiez (2004), Goddard and 

Wilson (2005), etc. On the contrary, someone got a positive influence: Baum and Talavera 

(2006), Margaritis and Psillaki (2007), Waheed (2016). What's more, Lara and Mesquita (2003) 

found both negative and positive impacts on their paper. Alos, Margaritis and Psillaki (2007) 

found the nonlinear effect, when Baum(2006) verifies the impact in America industry 

corporation is not very obvious. The Kebewar also put forward there is no correlation between 

debt and profitability. Abor did research in Ghana found the influence of debt is different 

among the different industries. Also, he found the short-term debt has a positive relationship 

with profitability when long-term debt has a negative relationship. At the same time, a total 

debt almost has no impact. 

In Tharshiga's (2013) research, she focused on hotel companies in Sri Lanka. In her 

conclusion she said by the regression analysis, the debt and profitability do not have a 

significant relationship, but focused on the correlation analysis, there were strong relationships 

among short-term liabilities, return on assets and net return on assets. What’s more, the total 

assets debt ratio and net assets yield rate had a remarkable negative correlation.  

According to Hassan (2016), who pays attention to the non-financial sector of Pakistan. 

His research includes global financial crises period (2007-2008), the crises influence 

companies’ performance. He found that the debt ratio has a strong negative effect on the 

profitability, increasing the percentage of debt on the capital structure will result in low 

profitability. It was accordant with the Pecking order theory. He suggests companies should 

choose internal financing or other financing method when they are debt financing. As for some 

reasons, the cost of debt seems to be higher, so increasing the debt’s proportion in the total 
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capital could result in lower profitability. 

Kebewar (2013) uses the generalized method of moments (GMM) to analyze more than 

two thousand non-listed corporations on three measures of profitability. These companies are 

in the French service sector. He analyzed line and quadratic model nonlinear influence. It 

doesn't matter what size the company has there is no effect on profitability. He put forward 

there are three theory can explain the impact of debt on profitability: cost theory, tax theory, 

and signaling theory. What’s the most valuable point to his research, he divides 2240 firms into 

three size groups very small business, small and medium enterprise and large enterprise, he has 

a part of the analysis is regard these groups to separate object of study. After that, he comes to 

the conclusion that describe the impact of debt depends on companies’ size. Because some 

common business finance theory and application vary in different sizes of companies with their 

different inner structures and business methods. His paper leaves a meaningful thought to me. 

Moreover, he put forwards the tangibility has the aspect of influence on companies’ 

profitability, so he set the tangibility as one of his control variables. He says tangibility is easy 

to spy and provide a good collateral, so it usually can alleviate the agency conflict of 

shareholder and creditors. And in the long run, companies hold high level tangibility tend to 

have more chances in investment and innovation. The negative relationship between tangibility 

and profitability has been confirmed in number of studies as Rao et al. (2007), Zeitun and Tian 

(2007), Weill (2008) and Nunes et al. (2009). Unfortunately, the data of companies’ tangibility 

is hard to capture in China, so I can’t use it as a control variable. 

Researchers analyzed the debt ratio, it means how much debt the company has in its 

capital structure. The percentage of debt and equity depends on how much the company 

describes its current assets on liability and residual dividends. (Waheed, 2016). According to 

Waheed (2016), the companies adjust the structure though debt and equity level aimed to 

maximize revenue and minimize the costs. His study shows that there is a positive relationship 
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in debt and company value, this value can reflect in the ratio this company can earn. Positive 

influence is because of the tax. So, in some no-tax countries, debt has no impact on companies. 

Also, he said, the percentage of debt and equity depend on how much the company describes 

its current assets on liability and the residual dividends. Baum’s group have deep research, his 

focus is short-term debt that seems usually are related to high profitability. In his conclusion, 

the Germany companies’ statistic results can support his hypothesis strongly that the short-term 

debt has no significant relationship with profitability. While American companies are not. He 

explained, the difference in the financial environment has a dominant influence(Fang,2008). 

Actually, there are many studies are about the company's capital structure, not directly 

the impact of debt. But they still have much value to my paper. Albert(2013) researched 

Ghanaian listed companies’ profitability and capital structure. The result of regression 

illustrated the short-term debt has positive relationship with profitability, these results make 

sense in banking, finance, food, drinking industry. Others show different results. While there 

is a negative relationship between long-term debt and profitability, this is revealed in the 

manufacturing industry. Other industries do not have an obvious relationship. The common 

relationship between total debt and profitability is negative. He also got the summary after 

analysis that Ghana is more reliable in short-term debt than long-term debt and it can be 

explained by Ghana’s immature character under the longtime capitalism market compare to 

developed countries like the U.S. and Japan. 

The existing researches may have a different emphasis, different specific kinds of 

companies, different countries use different analysis methods... Then the conclusion may be 

different. Also, the number of studies about the impact of debt on companies' profitability focus 

in China is not large. This is the meaning of my research. 
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Hypothesis Development 

H1: There is no obvious impact of total debt on Companies' profitability. 

H2: There is a negative impact on short-term debt on Companies' profitability. 

H3: There is no obvious impact of long-term debt on Companies' profitability. 

III. RESEARCH METHODOLOGY 

Research Model 

This research compares and analyzes the eligible financial data, relating listed 

companies’ debt to assets ratio and financial indicator by return on assets to measure companies’ 

profitability that using representative profitability indicator as the entry point and direct basic 

data. Using simple calculation in the average of variables without weighted. A regression 

model was used to analyze the relationship between variables and the impact of debt on 

corporate profitability. The model used in this paper is similar to Abor's (2005) 

𝑌𝑖𝑡=𝛽1𝑋𝑖𝑡+𝛽2𝑆𝐼𝑍𝐸𝑖𝑡+ 𝛽3𝐺𝑅𝑂𝑊𝑇𝐻𝑖𝑡+ 𝛽4S𝐺𝑖𝑡 + 𝑒 

Here are regression models used in this study: 

𝑅𝑂𝐴𝑖𝑡= 𝛽1𝑆𝑇𝐷𝐴𝑖𝑡+ 𝛽2𝑆𝐼𝑍𝐸𝑖𝑡+ 𝛽3𝐺𝑅𝑂𝑊𝑇𝐻𝑖𝑡+ 𝛽4S𝐺𝑖𝑡+e 

      𝑅𝑂𝐴𝑖𝑡= 𝛽1𝐿𝑇𝐷𝐴𝑖𝑡+ 𝛽2𝑆𝐼𝑍𝐸𝑖𝑡+ 𝛽3𝐺𝑅𝑂𝑊𝑇𝐻𝑖𝑡+ 𝛽4S𝐺𝑖𝑡+e 

 ROAit= β1TDAit+ β2SIZEit+ β3GROWTHit+ β4SGit + e 

Independent Variables 

The Y is the dependent variable (ROA), subscript i=entity, and t=time period. X is the 

independent variable (STDA, LTDA, TDA). β is the coefficient for each variable. Finally, e 

represents the error term. STDA is Short-term debt to Asset, measured as short-term debt 
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divided by total assets. It shows the company's amount of short-term debt related to total assets. 

LTDA is a Long-term debt to Asset a measurement means the percentage of total assets use for 

long-term debt, the formula equal to divide long-term debt by total assets. TDA means Total 

debt to Asset: It's a ratio defines the company's assets that financed by total debt, including 

short-term and long-term. TDA is calculated by dividing the total debt by total assets.  

Dependent Variables 

About dependent variables, ROA is Return on Assets: it measures s company's ability 

to earn profit compared to its total assets and is calculated by dividing net income from total 

assets. Based on knowledge and literature, the company's profitability can be measured by 

ROA. Return on assets is one of the most widely used indicators to measure companies’ 

profitability. The company illustrated to have more efficiency in the utilization of assets when 

the return on assets ratio goes higher, at the same time the company has good achievement on 

increasing revenue and reducing capital using, otherwise the opposite. Because of strategy 

management and profitability analysis, company managers usually pay attention to this 

indicator mainly to compare own company with a different historical period. The flexibility 

also allows companies to compare with other competitive companies with different structure 

in a different industry. What’s more, the return on assets is not assets-dependent, so then the 

independence of return on assets even makes companies compare they're inter production lines. 

Furthermore, ROA is Buffett’s favorable performance measures. 

Control Variables 

To ensure the regression model’s accuracy, I use three control variables: size, growth 

opportunities, and sales growth. These control variables are not the aim of this research, they 

are only used to reflect the reality as closely as possible. I use those control variables to prove 

the profitability are not only depends on short-term debt to asset ratio, long-term debt to asset 
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ratio, total debt to asset ratio these three independent variables, but also the companies’ size, 

and growth opportunities. These control variables just influence the return on assets, so they 

will not be studied deeply and detailed. However, dividing the simple companies into several 

groups to compare and analyze can provide deeper thinks to the relationship between debt and 

companies’ profitability.  

SIZE is how big the company is, it can influence the company's ability to return from 

investment and business activities directly. SIZE can be measured by the company's sales of 

the current year. GROWTH is Growth Opportunities, companies want to increase the growth 

opportunities that seem they can have a higher rate of return so they can gain more revenue 

from investment. 

It's obvious that the high growth opportunities company is more likely to the high return 

because they can gain more revenue from their investment. The effect of growth opportunities 

may have a positive influence, these impact on profitability proved by many researches such 

as Margaritis and Psillaki (2007), Zeitun and Tian(2007). Also, there are several calculations 

of the growth opportunity already exists in the literature. In my research the  growth 

opportunities are calculated by the changes in total assets from one year to another. The formula 

is the current year’s assets minus the previous year’s total assets, then divided by the previous 

year’s assets.  

SG means sales growth, It's the metric that measure the changes in a company’s total 

sales from one year to next. The  sales growth illustrate a company’s business and financial 

performance. If the sales is stagnant, this company should reconstruct their marketing plan and 

strategy.It can be calculated by the current year’s sales minus the previous year’s sales, then 

divided by the previous year’s sales. 
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IV. EMPIRICAL TEST 

Sample Selection 

The data are collected from the CSMAR database. (1990-2017) twenty-seven years data 

of all companies in the database were included. It was from the financial statement of China-

listed companies in the CSMAR. I used all the companies because in the process of analysis 

many data would be dropped. If one item equals to zero or missed, this year will be dropped. 

Because all the numbers are corresponding as a row with company code and year one data in 

the row invalid would influence all row. To ensure the accuracy and completeness of results, I 

use more data as possible. Debt to assets, short-term debt to assets, total debt on assets were 

ready-made in the database I just downloaded directly. I use operating income, operating 

expenses, total assets, long-term debt to generation the measure and variables. The key 

variables are an independent total debt to Asset, short-term debt to Asset, long-term debt to 

Asset. Generally, regression analysis is used to investigate the relationship between debt ratio 

and profitability of Chinese listed companies. I mainly discuss the impact of three debt ratios 

are negative or positive, and the extent of how the Chinses companies are reliable on long-term, 

short-term and total debt. Finally, the debt dependence gives us a suggestion about how 

Chinese listed companies could do toward debt to have more benefits for shareholders. 

 

Empirical Test 

Table (1) shows the descriptive statistics of variables used in data analysis. This table 

shows the variety of companies' size, sales and sales growth. This helps to get more general 

results that including more scope of companies, not limited only large or small companies. The 

sample size is 24970. The short-term assets account for a quite large proportion. The mean 

return on assets is 0.023 while the standard deviation is 0.2. At the meanwhile standard 

deviation of total debt to assets ratio, short-term and total debt to assets ratio is 0.437, 0.363, 
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0.121 respectively. In comparison, the differentiation in the simple of total debt to assets ratio 

is bigger.    

 

Table (1) Descriptive Statistics 

 

 *Note: ROA means Return on assets; TDA means total debt to assets; STDA/LTDA 

   means short-term/long-term debt to assets. 

 

The table (2) is the correlation matrix for the variables. It shows the correlation 

coefficient and it indicates how the dependent variables related to the independent variables 

long-term debt to assets has a neglectable negative correlation with return on assets (ROA). 

When the total debt to assets and short-term assets to assets have very close results which are 

approximate -0.483. That means they both have a strong negative relationship with return on 

assets, as the return on assets is our measurement of the company’s profitability. We can say 

short-term, long-term and total debt have negative relations with profitability, what’s different 

is short-term and total debt have a significant effect, but long-term debt’s relation is negligible. 

Moreover, our three control variables have a slight effect on the dependent variable- return on 

assets and independent variables more or less. Size has the most significant relationship among 

three control variables, and all of its relationships are positive. Growth opportunities have a 

slight correlation with Short-term debt to assets ratio. At the meanwhile, the sales opportunities 

have quite small positive correlations with all the dependent and independent variables. 

 

Variable Observation  Mean   Standard 

Deviation 

 Min  Max 

 ROA 24970 .023 .2 -20.548 8.441 

 DTA 24970 .535 .437 .011 27.92 

 STDA 24970 .422 .363 0 25.466 

 LTDA 24970 .096 .121 -.069 6.83 

 Sales 24972 1.38e+10 1.12e+11 -1.17e+08 5.34e+12 

 Growth opportunity 24972 .524 24.405 -1 3741.244 

 Sales growth 24972 6.829 823.148 -7.738 129000 
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Table(2)Matrix of Correlations 

 

*Note: ROA means Return on assets; TDA means total debt to assets; STDA/LTDA 

   means short-term/long-term debt to assets. 

 

 

The table(3) shows the regression results, it reveals the total debt to assets has a negative 

relationship. That means the increase of total debt causes a decrease in return on assets or we 

can say weakening the company's profitability. Therefore, this rejects hypothesis 1. However, 

this result is different from Baum's (2006). That may because there are lots of differences 

between China and the US. These differences can be explained by the company management 

structure and business pattern, accounting audit system, financial marketing environment, etc. 

The table (3) also indicates the short-term debt to assets also has a negative relationship with 

profitability. Its impact is close to the total debt. What's more, their R-squared is also close, 

0.234 and 0.233, this means 23.4% and 23.3% companies(years) can be represented by the 

equality. These findings of short-term debt to assets support hypothesis 2 and this is consistent 

with Jaffna(2013). According to the table, an interesting finding is a long-term debt seems to 

have very little effect on the company's profit through its relationship is negative. Meanwhile, 

the R-squared in the long-term debt ratio table is much smaller than the total debt to assets and 

short-term debt to assets. Combining these three regression results, it's easy to find the three 

control variables contribute little to the results. The constant of total debt to assets, short-term 

debt to assets and long-term debt to assets are 0.141, 0.135 and 0.030. Base on lots of literature 

  Variables  ROA   DTA STDA LTDA Size    Growth  

opportunity 

Sales 

Growth 

 ROA 1.000      

 DTA -0.483 1.000      

 STDA -0.483 ---- 1.000     

 LTDA -0.047 ---- ---- 1.000    

 Size 0.010 0.019 0.011 0.030 1.000   

 Growth opportunity 0.008 0.002 -0.001 0.013 -0.000      1.000  

 Sales Growth 0.001 0.002 0.003 -0.001 0.000      0.040 1.000 



15 
 

reviews about debt maturity structure papers around the world, having researched the 

relationship between short-term and total debt to assets ratio with companies’ profitability 

seems natural. I assume companies’ profitability can change with companies’ debt proportion, 

with a stronger reliance on short-term debt associated with higher profitability. Based on the 

analysis results I seem can speculate that on account of the changes in the market environment, 

optimal debt to assets ratio can hardly maintain in a stable certain value. So, I can assume there 

is an optimal interval in the interior of companies. In this interval, capital costs are the lowest 

and the companies’ profitability is the biggest. The pursuing of the best debt to assets to ratio 

is a continuous optimization process over a long time. Profitability and debt ratio probably have 

critical value, at this critical value companies’ profitability and debt ratio have a positive 

relationship. In stark contrast, increasing debt would not improve the profitability after 

exceeding the critical interval because of companies are affected by tax shield effect and 

diminishing marginal scale effect. So, the relationship changes from a positively correlated line 

to a curve with an extreme inflection point. 
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Table(3) Regression result 

 

 

 

 

 

          

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

*Note: ROA means Return on assets; TDA means total debt to assets; STDA/LTDA 

means short-term/long-term debt to assets. Note: ***, ** and * represent statistical 

significance at the 1%, 5%, and 10% levels, respectively. 

 

 

V. CONCLUSION 

Nowadays economists pay more attention to the relationship between the capital 

structure that wants to figure out an appropriate scheme to maximize the benefit. Because the 

right debt assets proportion will increase the revenue of companies. Bad decisions on the 

structure will result in a company’s failure. But the capital structure is extensive and complex, 

including many factors and elements. Hence, it’s very hard for undergraduate college students 

to conduct research. Because of this, my research caught a more specific point and focus on 

the impact of debt on companies’ profitability. After reviewing lots of existing literature and 

    

VARIABLES DTA SDTA LDTA 

    

ROA -0.221*** -0.266*** -0.078*** 

 (-2.920) (-2.665) (-3.163) 

Size 0.000*** 0.000*** 0.000*** 

 (3.768) (3.758) (5.811) 

Growth 

opportunity 

0.000*** 0.000** 0.000** 

 (2.664) (2.272) (2.476) 

Sales growth 0.000* 0.000** 0.000 

 (1.852) (2.483) (1.613) 

Constant 0.141*** 0.135*** 0.030*** 

 (3.553) (3.267) (11.431) 

    

Observations 24,970 24,970 24,970 

    

R-squared 0.234 0.233 0.002 

Year FE YES YES YES 

Industry FE YES YES YES 

Adj R-squared 0.234 0.233 0.002 
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researches, three hypotheses established. But according to the regression and matrix of 

correlations results, there are some consistencies and differences between the hypotheses and 

results. 

In this paper, I explored the relationship between the company’s profitability and debt 

in China listed companies from 1990 to 2017. The researchers’ divergence is existing both in 

researching and results. My results are partly consistent with hypotheses while rest results are 

different from them. In the matrix of correlations, long-term debt to assets has a neglectable 

negative correlation with return on assets (ROA). When the total debt to assets and short-term 

assets to assets have very close results which are approximate -0.483. That means they both 

have a strong negative relationship with return on assets, as the return on assets is our 

measurement of the company’s profitability. It can say short-term, long-term and total debt 

have negative relations with profitability, what’s different is short-term and total debt have a 

significant effect, but long-term debt’s relation is negligible. Moreover, our three control 

variables have a slight effect on the dependent variable- return on assets.  

According to regression analysis results, it reveals the total debt to assets has a negative 

relationship. That means the increase of total debt causes a decrease in return on assets in other 

words the increase of total debt may weakening company's profitability. Therefore, this rejects 

hypothesis 1. However, this result is different from Baum's (2006). That may because there are 

lots of differences between China and the US. These differences can be explained by the 

company management structure and business pattern, accounting audit system, financial 

marketing environment, etc. The table (3) also indicates the short-term debt to assets also has 

a negative relationship with profitability. Its impact is still very close to the total debt. What's 

more, their R-squared is also close, 0.234 and 0.233, this means 23.4% and 23.3% 

companies(years) can be represented by the equality. These findings of short-term debt to 

assets support hypothesis 2. According to the table, an interesting finding is a long-term debt 
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seems to have very little effect on the company's profit through its relationship is negative. At 

the same time, the R-squared in the long-term debt ratio table is much smaller than the total 

debt to assets and short-term debt to assets. Combining these three regression results, it's easy 

to find the three control variables contribute little to the results. The constant of total debt to 

assets, short-term debt to assets and long-term debt to assets are 0.141, 0.135 and 0.030. Based 

on this value, a reasonable assumption can be reached that companies’ profitability can changes 

with companies’ debt proportion, with a stronger reliance on short-term debt associated with 

higher profitability. 

However, there are some limitations. I get a common conclusion of the debt’s impact 

on companies’ profitability in China. Further study can work on more deep and detailed 

components of structure and impact base on these common results. Also, more control variables 

can be used to get more accurate results. Although I analyzed the long-term, short-term debt 

and total debt to assets, I did not analyze the industry and year change rules. Different industries 

show different capital structures because of diverse operational characteristics, revenue. These 

differences usually result in various profit margin and marketing value this is called industry 

structure. (Abor,2005; Waheed,2016) So, each industry shows various relationships and 

dependence with the debt ratio. It would have some valuable findings if I divide the sample 

companies into several groups by size or industry. Or other methods would give us deep and 

different interpretations, such as the generalized method of moments (GMM) and system 

dynamic panel data (DPD) estimator. DPD is a combination of equations in differences of 

variables. In the generalized method of moments, variables accurately quantified with density 

function and decompose into several models based on probability density. This research’s 

empirical investigations are limited by data availability, these leave some interesting space on 

the expanding of researches. Further, there are some external shocks on these Chinese listed 

companies like economic recession and downturn during 1990-2017. This possible influence 
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brings a good investigation of the issues related to the economic problems in the Chinese 

marketing environment. 
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APPENDIX 

 

Formula of variables 

 

 

 

 

Variables Formula Table 

 Indicators Description/Measurement  

Dependent  ROA Return on Assets 

Variables  Total income/Total Assets 

Independent DTA Total debt to Assets 

Variables  Total debt/Total Assets 

 SDTA Short-term debt to Asset 

  Short-term debt /Total Asset 

 LDTA Long-term debt to Asset 

  Long-term debt/Total Asset 

Control 

Variables 

SIZE Size 

Total Sales  

GROWTH Growth opportunities 

 (Total Assets Current year -Total Assets Last Year)/ Total 

Assets Current year 

 SG Sales growth 

 (Total Sales current Year-Total Sales Last Year)/ Total 

Sales current Year 
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