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Abstract: This paper attempts to explain how an accounting equation evolves overtime. The paper looks at the 

accounting equation by using trade off theory and positive accounting theory lenses. The accounting equation is viewed as 

living or dynamic and changes according to human behavior or managers of company’s behavior. Regression model and 

descriptive statistics are used to show the relationship between total assets, liabilities and owners’ equity. The model is then 

used to show new form of accounting equation, rates of change of liabilities and owners’ equity. In this paper the writer 

finds new approaches or looks at accounting equation, the rates of change of liabilities and capital in relation to assets and 

shows the proportion of the two components of assets i.e. liability 64% and capital 36% to the asset. Finally the researcher 

explains the constant term which is not explained by authors of accounting field. This paper shows for the first time new 

form of accounting equation, different rates of change for the two components of assets and finally proportions of the 

owners’ equity/ capital and liabilities components on assets. 
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1. Introduction 

The accounting equation is an equation which shows the 

equality or relationship between assets of the company, 

liabilities and the capital BPP Learning Media (2009). The 

accounting equation is highly applied as a balance sheet or 

in statement of financial position and is a basis for financial 

accounting, Strathmore (2009). The accountants and 

authors of accounting literature and the professional bodies 

both international and local simply give an accounting 

equation as A=L+C, where A equals to total assets of the 

company, L being total liabilities or obligations of the 

company and C is companies’ owners equity or capital. 

This equation implies that liabilities and capital change at 

the same rate to affect Assets and also a business owner or 

company’s assets are the function of liabilities and capital 

only.  

The equation shows also that, assets are equally 

contributed by liabilities and capital at the ratio of: 1:1.This 

may not be the case since decisions made by managers to 

choose either liabilities or capital to finance the assets may 

be complex. The researcher suggests that accounting 

equation should have a different form expressed as, A = ƒ 

(L, C, β0) i.e. A = β0+ β1L + β2C+ε as shown in the 

statistical results. 

Where β0 is the constant term, β1 being the rate of change 

of assets per unit change in liabilities and β2 is the rate of 

change of assets per unit change in capital or owners equity. 

Here the constant term may explain so many business 

activities, for example, type of business, type of assets, loan 

and capital location and human capital. These make an 

important part of business and show that even when L is 

zero (no liability and C is zero (before obtaining capital or 

loan) a business man or woman may be having an idea, 

place to do business, skills and even how to get funds. 

These variables and more which are unexplained make an 

important part β0 which is ignored in traditional accounting 

equation, professional bodies and literature. 

The study aims to determine the way accounting 

equation evolve overtime due to complex behaviors of 

managers in decision making specifically capital structure 

decisions. The evolution of the accounting equation may 

result to different rates of change between liabilities and 

capital to affect assets and also the contribution of liabilities 

and capital to assets may be different in the company’s 

capital structure. 

This evolution of accounting equation may give different 

rates, ratios and look of an accounting equation. At the end 
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of this study the researcher would like to solve the 

following problems: what may be new accounting equation, 

what are rates of change of assets as liabilities and capital 

change and what are proportions of total liabilities and total 

capital to total assets. 

1.1. Problem Statement 

The study aims to find out how accounting equation 

changes from its origin due to many factors affecting 

managers in choosing either capital or debt to finance 

company’s assets. Motivation for this study is driven from 

the behavior of managers to maximize their utility (positive 

accounting theory) which result to ensure that they meet 

targets of debt finances they set (Trade off theory).These 

two theories focusing on the protection of the interests of 

the decision makers specifically managers may change the 

capital structure or accounting equation in different ways. 

The accounting equation may be different from the 

traditional one, the rates of change of assets may be 

different as liabilities change from capital change and 

finally the proportions of capital and liabilities may be 

different to meet managers’ interests. 

The study is particularly interesting in Tanzanian 

environment where there are limited sources of funds and 

companies strive to obtain finances mostly from debts 

regarding the importance of banks in the firm’s external 

financing. The reliance heavily on a single source of 

finance may be due to weak capital markets in Tanzania 

and hence a heavy reliance on bank loans (DSE Handbook, 

2008).The study therefore establishes how the accounting 

equation changes in the situation of limited sources of 

funds and managers behavior to protect their interests. 

Studies done to date explain that more debt than capital 

is preferred but they don’t give specific figures, factors 

affecting choice of capital structure, unresolved in 

accounting profession, inclusion of human capital and skills 

in the balance sheet or statement of financial position, 

technical and conceptual ambiguity and how to translate 

foreign currencies. There is no study talking about how 

these variables change as well as the proportions of 

variables (i.e. liability and owners equity) and finally how 

accounting equation changes as time goes or as managers 

protect themselves. 

This study bridges this gap by determining how the 

accounting equation changes from its traditional form to the 

new form as managers make decisions in this complex 

business world, proportions of total liabilities and total 

capital to total assets and finally rates on how assets change 

as liabilities and capital change as managers make 

decisions on choice between equity and liabilities. 

2. Literature Review 

The description of accounting equation in accounting 

literature is simply stated in its simplicity as Accounting 

equation: A = C + L. Accounting literature does not explain 

explicitly accounting equation but focuses on capital 

structure. Since capital structure is the composition of 

firms’ liabilities and owners equity Karadeniz et al (2009), 

and accounting equation is the equation which show the 

relationships or equality among assets, liabilities and 

owners equity(BPP Learning media 2009,Strathmore 2009), 

the capital structure literature is used in this study to 

describe accounting equation. 

2.1. How Accounting Equation Behave Overtime 

Capital structure in any organization or company is 

determined by various factors. The following authors have 

found varying factors influencing capital structure: Al-

Najjar Taylor (2008) determines profitability, firm size, 

growth rate, market to book value and liquidity. Karadeniz 

et al (2009) determines effective tax rate, tangibility of 

assets, and return on assets, Bokpin and Arko (2009) 

determines ownership structure and corporate governance 

as factors influencing capital structure decisions and Abor 

and Biekpe (2009) shows firm age, size, profitability and 

growth as factors influencing managers to choose capital 

structure.  Bokpin and Arko (2009), explains volatility in 

earnings, assets tangibility, dividend payout ratio and 

profitability as factors affecting choice of capital structure. 

These factors may make choice of capital structure to be 

complex not just a factor of debit-DR and credit-CR i.e. 

double entry action and hence change the accounting 

equation.  

The literature or previous studies explain the relationship 

between capital structure and firms’ performance in that 

capital structure influences or affects firms’ performance. 

Though the study by Ebaid (2009) argues that capital 

structure choice decision has weak to no impact on firm’s 

performance and  supported by Modigliani &Miller (M&M, 

1958) who claim that the value of the firm is not affected 

by capital structure but rather its real assets it contradicts 

(Harris and Ravin 1991, Graham and Harvey 2001, Brav et 

al 2005, Rodden and Lewellen 1995, Chapion 1999, Ghosh 

et al 2000 and Hadlock and James 2002) who show positive 

relationship between capital structure and firms 

performance .In contrast (Fama and French 1998, Gleason 

et al 2000 and Simmerly and Li 2000) show that capital 

structure has negative influence in firm’s performance. Due 

to these mixed results, to find an optimal capital structure is 

not one way to go (Myers 2001 and Eldomiaty 2007). 

The study by Kyereboah-Coleman (2007) indicates that 

firm’s capital structure is aimed to reduce agency costs and 

it influences firm’s performance. This is supported by 

Chiang et al (2002), where capital structure and 

profitability are positively related as well as Berger and 

Bonacorsi di Patti (2006) who states that higher leverage 

reduces agency costs of outside equity. The tax shield 

benefit is also shown as an influence in companies’ 

performance and companies therefore should use as much 

debt as possible in order to maximize their value M&M 

(1963). These results lead us to the point that one of the 

important financial decisions confronting a firm is the 

choice between debt and equity (Glen and Pinto 1994).The 
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question is what is acceptable level/proportion of capital 

and liabilities? 

Capital structure debate is closely related to the work of 

Modigliani and Miller (1958) quoted in Al-Najjar and 

Taylor (2008) who suggest that in a world without friction, 

there is no difference between debt and equity financing as 

regards the value of the firm. In 1963, they maintained that 

the interest payments of debt decrease the tax base thus the 

cost of debt is less than the cost of equity. Although optimal 

capital is a widely investigated topic for years no model has 

been found to fully explain the optimal capital structure of 

the firm (Karadeniz et al (2009). 

Capital structure decisions are largely influenced by 

corporate governance and ownership structure. Managerial 

shareholdings is positively and significantly influences 

choice of long term debt over equity and Board size 

significantly influence capital structure choice Bokpin and 

Arko (2009) though capital structure is voluntarily chosen 

by managers.  

An ownership impact to capital structure was also 

confirmed by (Bajaj et al 1998, Mehram 1992 and 

Brailsford et al 2002) who show that managerial ownership 

is negatively related to debt ratio. Claessens et al (2002) 

maintains that better corporate governance framework 

benefit firms through greater access to financing, lower 

cost of capital, better performance and more favorable 

treatment of stakeholders and corporate governance 

correlates with financing decisions and capital structure of 

firms (Graham and Harvey 2001, Litov 2005, and Abor 

2007) 

To show that ownership structure and corporate 

governance have an impact to capital structure, Brailsford 

et al (2002) indicates that there is U-shaped relationship 

between leverage and managerial ownership, Pindado and 

la Torre 2005 states that insider ownership does not affect 

debt when interests of owners and managers (agents) are 

aligned. This means that where interests are not aligned 

insider ownership affects debt. 

Anderson and Reeb (2003) show that family ownership 

reduces the cost of debt financing and Brailsford et al 

(2002)indicates that firms with external block holders have 

less debt while Cheng et al (2005) shows that leverage 

increases with ownership concentration. 

The studies by Wen et al (2002), Anderson et al (2004) 

and Abor (2007) still insists that higher board is associated 

with larger debts. Other literatures show that there is 

negative relation between CEO tenure and leverage to 

reduce performance pressures as shown by (Wen et al 2002, 

Keyhan 2003, Bertrand and Mullainathan 2003).This is 

opposed by Forberg (2004) and Abor (2007) who show 

positive relation between capital structure and CEO duality 

and there is more debt as duality increases. 

These studies show that the capital structure or 

accounting equation is affected by many factors which 

result to complex decisions in choosing either debt or 

equity to finance the total assets. This leads us to the 

hypothesis one, which states: 

H1: The accounting equation overtime does not have the 

form of Assets = Capital + Liabilities. 

2.2. The Rates of Change of Total Assets for Change in 

Total Liabilities and Capital 

The question whether the companies manage their 

capital structure knowingly (trade off theory) or observed 

capital structure is a result of random process determined 

by historical profitability, investment options, dividend 

policy and capital market conditions (pecking order and 

market timing theories) is not answered as  there is still no 

consensus reached Seppa (2008 ). 

Neither of the two theories provide satisfactory 

description of capital structure choices in practice (Gaud et 

al 2004,Graham and Harvey 1999) and also companies do 

have a target leverage ratio which they pursue in long run 

since pecking order dominates in short run (Mayer and 

Sussman 2004,Tucker and Stoja 2004,and Fahal et al 2006). 

The speeds of adjustment to attain a targeted level of 

leverage (trade off theory) vary from different studies as 

shown here under. Farhat et al (2006) show adjustment 

speed of 19-48 percent, Flannary et al (2004) 1/3 per year, 

Huang and Ritter (2007) speed of 11-21.1 percent per year 

(book value) and 16.1-22.3 percent per year market value. 

The slow adjustment speed back pecking order theory 

than target leverage models.de Haas and Peeters (2004),had 

an average speed of 17% in 2000-2001,Nivorochkin (2004) 

had 19.4% in 1997-2001 all these studies including Sander 

2003 support target leverage ratios or trade off theory. 

Joeveer (2006), states that profitability of unlisted firms 

lead to lesser credit which is consistent with pecking order 

theory and finds that business size has positive impact on 

observed leverage. Also the younger firms are more 

leveraged than old ones (Klapper et al 2002, Joeveer 2006). 

The evidence showing that trade-off theory is followed is 

weak Seppa (2008). The reasons are high adjustment costs 

of capital restructuring which affect the capital structure 

choices or low level of specific knowledge of corporate 

finance which makes it difficult to sufficiently explain the 

investment projects to credit providers, (Leary and Roberts 

2005, Gaud et al 2004 and Ju et al 2002).The management 

of capital structure in either way i.e. knowingly or 

randomly as well as adjustments speeds to attain a target 

level of leverage may result to different rates of change in 

liabilities and capital. This leads us to the second 

hypothesis stating,  

H2: The rates of change of total assets due to change in 

total liabilities and capital or owners equity in accounting 

equation are different. 

2.3. Proportion of Liabilities and Capital to Assets 

Studies on capital structure (Al-Najjar and Taylor 2008, 

Karadeniz 2009, Bokpin and Arko 2009, Abor 2009, Bajaj 

et al 1998, Mehram 1992 and Brailsford et al 2002) who 

show that managerial ownership is negatively related to 

debt ratio and Pedersen 2000, Claessens et al 2002, Graham 
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and Harvey 2001, Litor 2005, and Abor 2007) show that, 

decision to choose capital structure is influenced by many 

factors like profitability, firm size, growth rate, market to 

book value and liquidity. The effective tax rate, tangibility 

of assets, and return on assets, ownership structure and 

corporate governance firm age and volatility in earnings, 

assets tangibility and dividend payout ratio are also factors 

affecting decision to choose capital structure. These factors 

therefore cause managers to choose either debt or owners 

equity to finance business assets. These decisions may 

result into different proportions of capital and liabilities to 

total assets. 

The speeds of adjustment to attain a targeted level of 

leverage as shown in (Farhat et al 2006, Flannary et al 2004, 

Huang and Ritter 2007, de Haas and Peeters 2004, 

Nivorochkin 2004 Sander 2003) also cause more debt 

finance component than owners’ equity. Due to these mixed 

results, to find an optimal capital structure is not one way to 

go (Myers 2001 and Eldomiaty 2007). 

Since these factors affect managers’ decisions in either to 

have more debt or owners equity in the capital structure, 

the two components i.e. capital and liabilities should have 

different proportions depending on managers’ interests. 

This leads us to the third hypothesis which says: 

H3: Total liabilities and capital or owners equity in the 

accounting equation have different proportions to total 

assets.  

3. Methodology 

The study investigates how accounting equation changes 

overtime and the form of accounting equation after so 

many factors involved. The traditional accounting equation 

is so simplified and may not explain real world situations/ 

problems as it is complex with full of uncertainties and 

intangibles. 

The study is quantitative in nature in which the 

regression analysis model is used to show how variables 

have evolved overtime. The Ordinary Least Square (OLS) 

regression model is chosen over other techniques to obtain 

computer output for statistical interpretations. The pie chart 

is used to show the proportions of liabilities and capital to 

total assets. 

3.1. Sample 

The study focuses on all (15) companies listed on Dar 

Salaam Stock Exchange (DSE) from the year 2005 to 2008 

where Tanzania effectively adopted IFRSs. The adoption of 

IFRSs made financial statements to be comparable and also 

of high quality. Since the sample is small, the study uses 

panel data to ensure higher number of observations is 

attained. The total observation in this study is 60 which 

may give accuracy of the results obtained. Listed 

companies are selected due to the World Bank report (2005) 

that, they adhere to quality reporting  IFRS’s and their wide 

base of inventors as well as the role they play in the 

national economy. 

3.2. Data Collection 

Annual reports of companies are used to obtain data 

from 2005 through 2008. The values of total assets, 

liabilities and owners equity or capital are obtained from 

the companies’ statements of financial position and 

regressed together. The financial statements of the years 

2005 through 2008 are used because Tanzania effectively 

started to use International Financial Reporting Standards 

(IFRS’s) in 2005 and the annual reports of companies for 

2009 and 2010 for some companies are not available. 

3.3. Model 

Due to lack of models used to describe the accounting 

equation, the researcher uses a regression analysis tool to 

achieve the objectives. This tool is justified by (Ntui, 2010, 

Missonier, 2004, Inoue and Thomas, 1996) who agree that 

regression equation is a measure of significance of the 

variables and also the power of the model. 

A = ƒ (L, C), this statistically means that, total assets of 

the company is a function of owners equity and liabilities. 

Where A is Total assets of the company 

1. L is the total liability of the company 

2. C is total owners Equity 

According to Pandey (2007), Assets are company’s 

properties and resources which have future benefits for the 

company. Basing on accounting period concept, assets are 

classified as current and fixed assets. Liabilities are 

obligations to pay cash or provide goods or services in 

future and Capital is the investment of saving by owners of 

business. 

3.4. Data Analysis 

Minitab computer software is used to determine the 

relationship among variables and interpretation of data. 

Correlation matrix is used to show how variables correlate 

to one another, P values for each variable and model as well 

as F-test is also shown to reveal the significance of the 

model. The variables are also shown to indicate the power 

of presentation (of A by C and L) and VIF will be shown to 

show if the problem of multicollincarlity exists. The Pie 

chart is then drawn to show how the liabilities and capital 

share in financing companies assets.  

4. Findings 

The following are the findings of the study focusing on 

answering the research question: 

4.1. Evolution of Accounting Equation 

The results in table 1 show that, accounting equation 

changes overtime from its traditional form to the new form. 

The form of accounting equation is no longer A = L+C but 

rather A = β0+ β1L + β2C. This indicates that as time 

changes the accounting equation changes also due to 

varying decisions made by managers. The two equations 
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show that A has positive correlation with C and L as 

supported by (Strathmore 2009 and BPP LEARNING 

MEDIA 2009). 

All the variables are statistically significant at 1%. The 

justification of the new form of accounting equation is 

evident as even the constant term is also highly significant 

at 1%. The VIF is then confirms that there is no 

multicollineality and hence variables are independent. 

Table 1. Regression Analysis, the regression equation is A = 44802 + 1.10 

L + 0.147 C S = 92698.2 

Predictor Coef SE Coef T P VIF 

Constant 44802 14182 3.16 0.003  

L 1.10376 0.02260 48.84 0.000 1.1 

C 0.14709 0.04727 3.11 0.003 1.1 

R-Sq = 98.0%     R-Sq (adj) = 97.9% 

4.2. Rates of Change of Assets for Change in Liabilities 

and Capital 

Results in Table 1 supported by graph 1 show that rates 

of change of liabilities are higher than rates of change of 

capital. These rates indicate that changes in either of the 

two variables affect assets differently. As shown in this 

result by the coefficients of L and C, for every single unit 

change in liability and capital assets change by 1.1 times 

and 0.147 times respectively. This also may be shown by 

the slopes of graph 1 and the trend also, the graphs show 

that capital increases at lower rates than liabilities. 

The graph of Liabilities and Capital in Graph 1 indicates 

how they differ in the rates of changing Assets. Assets seem 

to increase at very high speed as Liabilities increase; this is 

proved by steeper slope of Liabilities as compared to 

Capitals slope. 

The graph reveals that initially companies start with 

higher capital or owners’ equity than debt or liabilities. The 

change in time therefore shows how these two components 

vary. The results here support the trade off theory which 

states that managers choose capital structure to attain 

targeted level of leverage in the long run (Farhat et al 2006, 

Flannary et al 2004, Huang and Ritter 2007, de Haas and 

Peeters 2004, Nivorochkin 2004 Sander 2003).The higher 

levels of capital in the beginning and lower levels as time 

goes or company grows are in line with the conclusions that  

pecking order dominates in short run (Mayer and Sussman 

2004,Tucker and Stoja 2004,and Fahal et al 2006). 

The liabilities start to increase faster than capital and 

reaches a time where it becomes equal to capital or owners 

equity. There after the increase in liabilities dominates 

owners’ equity so as to attain the targeted level of leverage 

(trade off theory) .The important point discovered in this 

result is the point where owners’ equity equals to Liabilities. 

The question is what is this point and when is it reached? 

 

Graph 1 

4.3. Proportion of Liabilities and Capital to Assets 

The researcher found that it is important to know the 

average proportion of L and C to the total assets in the 

accounting equation. This was simply done by computing 

total assets, total liabilities and total owners equity and use 

pie chart to determine out of 100% as total of L and C 

which means it is the total A what proportion each variable 

occupy?  

According to (Farhat et al 2006, Flannary et al 2004, 

Huang and Ritter 2007, de Haas and Peeters 2004, 

Nivorochkin 2004 Sander 2003) businesses prefer more 

debt than debt equity. The findings below support more 

debt than owners’ equity on average by showing the 

proportions of total liabilities and total capital to total assets. 

 

Pie chart 1 

Basing on the concept of accounting equation that total 

assets equals to the sum of liabilities and capital and 

assuming the new accounting equation holds to include 

other elements in the accounting equation, the total assets 

forms 100% of the equation in the left hand and the other 

elements both included and un-included liabilities and 

capital form another 100% in the right hand of the equation.  

The chart therefore shows the proportion of liabilities to 

assets is 64% and capital is 36%. Since these are 

cumulative results for all 15 companies for four years 

making 60 observations, the proportions therefore may 

bring us to answer the question what is the proportion of 

capita and liabilities to the total assets. The capital structure 

is therefore composed of 64% of liabilities and 36% capital 

financing 100% total assets. This supports literature that 

companies use more debt than capital (Farhat et al 2006, 

Flannary et al 2004, Huang and Ritter 2007, de Haas and 

Peeters 2004, Nivorochkin 2004 Sander 2003). 
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Table 2. Analysis of Variance (ANOVA) 

Source DF SS MS F P 

Regressi

on 
2 2.36088E+13 1.18044E+13 1373.73 0.00 

Residual 

Error 
57 4.89799E+11 8592963201   

Total 59 2.40986E+13    

Durbin-Watson statistic = 1.30667 

Table 2 measures the significance of the model. P value 

and F-test confirms that the model is statistically highly 

significant at 1% and hence explains significantly the 

research problem. 

The correlation matrix in table 3 indicates that, there are 

low correlations (0.307) between liabilities and capital 

showing that the two variables are independent to one 

another. The two variables i.e. liabilities and capital are 

highly correlated with total assets (0.988) and (0.359) 

respectively meaning that, they are associated with, and this 

confirms that assets are the function of capital and 

liabilities. 

Table 3. Correlation matrix 

 A L C 

A 1   

L 0.988 1  

C 0.359 0.307 1 

Cell Contents: Pearson correlation 

P-Value 

Where A=Total Assets, L=Total Liabilities and C=Total Capital or Owners 

Equity 

5. Discussions 

The accounting equation changes overtime from the 

simple bookkeeping equation to complex one. The change 

in accounting equation may be due to managers’ complex 

decisions to maximize their own welfare. Though the 

accounting literature does not show a constant term, this 

paper indicates its existence. The accounting equation 

therefore takes a form of A = β0+ β1L + β2C instead of 

traditional accounting equation A = C + L. These results are 

in line with Sheedy-Gohil (1996) who finds that there are 

still things not involved in balance sheet and propose 

involvement of value of skills in the balance sheet. Sheedy-

Gohil insists also if we cannot explain goodwill and 

potential goodwill in assets terms they do not make sense. 

Grojer, (1993) show clearly that there is a need to make 

development of balance sheet model. The study by Grojer 

found that the development of balance sheet model seems 

to make sense but still unclear if it makes a company better 

and seems to challenge the (elite) social order in 

organization. 

This study proposes new approach to accounting 

equation as supported by Macintosh and Baker (2002) who 

calls for new approach for making accounting for an 

enterprise an on-going conversation rather than a 

monologist process of closing down on a single meaning. 

New direction on looking accounting equation should be 

taken so as to present real world’s problems as also be 

stated in Carnegie and Napier (1996) and that recent 

research has begun to demonstrate a critical and 

interpretive tendency and suggest directions in which this 

research might develop as accounting and its history enters 

the 21st century. 

Total liabilities and total owners’ equity change total 

assets at different rates as indicated in the regression results. 

Assets change at the rate of 1.1 units for each unit change 

in liability and at 0.147 for every unit change in owners’ 

equity. These different rates may be contributed by factors 

affecting choice of capital structure (Al-Najjar and Taylor 

2008, Karadeniz 2009 , Bokpin and Arko 2009Abor 

2009,Bajaj et al 1998, Mehram 1992 and Brailsford et al 

2002) who show that managerial ownership is negatively 

related to debt ratio and  (Pedersen 2000, Claessens et al 

2002, Graham and Harvey 2001, Litov 2005, and Abor 

2007) who indicate that, decision to choose capital 

structure is influenced by many factors like profitability, 

firm size, growth rate, market to book value and liquidity. 

The effective tax rate, tangibility of assets, and return on 

assets, ownership structure and corporate governance firm 

age and volatility in earnings, assets tangibility and 

dividend payout ratio are also factors affecting decision to 

choose capital structure and also by the speeds set to attain 

a targeted level of leverage (Farhat et al 2006, Flannary et 

al 2004, Huang and Ritter 2007, de Haas and Peeters 2004, 

Nivorochkin 2004 Sander 2003). 

The accounting literature does not show clearly 

proportion of equity and liabilities in the capital structure 

but rather suggest that more debt is better to maximize 

firms’ value (M&M 1963). Other studies show how capital 

structure influences firms performance ,Ebaid 

(2009),M&M (1958) showing no impact , (Graham and 

Harvey 2001, Brav et al 2005, Rodden and Lewellen 1995, 

Champion 1999, Ghosh et al 2000 and Hadlock and James 

2002) showing positive influence and (Fama and French 

1998, Gleason et al 2000 and Simmerly and Li 2000) 

showing negative influence in firm’s performance, 

Kyereboah-Coleman (2007),Chiang et al 2002, Berger and 

Bonacorsi di Patti 2006  and (M&M 1963)  but no 

explanation on how much should be in owners’ equity and 

liabilities or debt to ensure good company’s performance. 

This study specifically shows that on average the 

proportion of liabilities to total assets in the capital 

structure is 64% and capital covers the rest proportion of 

36% to total assets. 

These results lead us to the point that one of the 

important financial decisions confronting a firm is the 

choice between debt and equity (Glen and Pinto 1994).The 

question on what is acceptable level/proportion of capital 

and liabilities is not answered by literature and this paper 

gives an answer as on average liabilities cover 64% and 

capital 36% of funds provided to fund or finance total 
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assets. The small proportion of capital compared to 

liabilities is in line with BPP Learning media (2009) which 

defines capital or equity as the residual interest in the assets 

of the entity after reducing all its liabilities and hence this 

small percentage 36% indicates that C is just a residual not 

a large component in accounting equation. 

The proportions of liabilities and capital to total assets 

can be compared with their T and P values. The L has T and 

P values of 48.84 and 0.000 respectively showing that it is 

highly statistically significant compared to C with T and P 

values of 3.11 and 0.003 respectively. The results of C are 

very close to those of the constant term β0 with T and P 

values of 3.16 and 0.003 respectively showing that β0 is 

statistically significant and hence should not be ignored in 

the presentation of accounting equation. 

The constant term β0 is useful to this study as it indicates 

that before any businessman/woman takes loans or inject 

capital there are efforts and qualitative valuables. These 

may be an idea, strategic location, human capital, creativity 

and plans documented and undocumented. These valuables 

are there and build up as time goes in daily operations of 

the business. All these are not quantified in any statement 

in business reports. It is important to note that using the 

conservative equation, A = L+ C; where L=0, C= 0, then A 

= 0. This expression is not realistic as business is a 

combination of complex processes including human brain 

and efforts. In reality as proved by this study, when L=0, 

C=0, A = β0 meaning that an idea, human brain, form of 

business and other intangibles are there. 

6. Conclusions 

The accounting equation evolve overtime and changes 

from simple double entry or bookkeeping  equation to the 

complex statistical equation .The new equation show that  

out of owners’ equity and liabilities  assets are the function 

of other factors indicated by the constant term  β0.These 

may be business ideas, strategic locations, human capital 

and skills and other intangibles which may have not been 

included or quantified in normal accounting equation, 

capital structure or statement of financial position/balance 

sheet. Therefore since the results reveal that the β0 is as 

significant as C it should be taken into consideration and 

not ignored. Though L seems to be more significant than C 

and β0, the two i.e. C and β0 are important to make 

accounting equation balanced. 

Difference in rates of change between capital and 

liability may be caused by many factors and complex 

decisions made by managers to maximize their utility 

(welfare) or to meet their targets (trade off theory). Choice 

of one component is driven by its effect on managers 

interests. Managers prefer capital structure which reduces 

cost of capital and risks so as to ensure that they are 

protected in their jobs and increase their tenure. The study 

also shows how the optimal capital structure may be as 

perceived by managers or decision makers of capital 

structure. Liabilities cover the highest proportion 64% 

while owners’ equity covers only 36%.This may be due to 

the benefits associated with debt financing like tax shield 

and risks of company failures. 

These results therefore should help investors, managers 

and owners of companies to know the proportions of 

owners’ equity (36%) and liabilities (64%) in the 

company’s capital structure and in accounting equation. 

Future researchers should find out how accounting equation 

evolves, how L and C change in relation to total assets as 

well as proportion of L and C to the total assets in specific 

industries and should also define the point where capital 

equals to liabilities. 
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