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Introduction

long-term strategic planning can help mitigate the risks associated with capital
structure imbalances. Moreover, compliance with regulatory requirements
i i . ) ) ) ) should be a priority to ensure stability and maintain investor confidence.

Thg capltal_stru_cturelofaflrm, particularly in the banking sector, llsacruglal By adopting these strategies, Ethiopian banks can enhance their financial
determinant of its f|nanc|§| performance anq Iopg—term sustalnal?lllty. Capital  performance and contribute to the overall growth of the financial sector. Capital
structure refers to the mix of debt and equity financing that a firm employs  strycture plays a crucial role in determining the financial health and performance
to fund its operations and investments. For commercial banks, this structure of commercial banks. It refers to the mix of debt and equity that banks use to
plays a pivotal role in influencing profitability, risk exposure, and regulatory  finance their operations and expansion. An optimal capital structure is essential
compliance. In Ethiopia, the banking industry .has W|tnes§ed s_|gn|f|cant for ensuring profitability, financial stability, and risk management. In Ethiopia,
growth over the past decades, fueled by economic reforms, financial sector  where the banking sector is undergoing significant growth due to economic
liberalization, and increased foreign direct investment. However, the optimal  expansion and financial sector reforms, understanding the impact of capital
capital structure for commercial banks remains a critical subject of discussion  gtrycture on financial performance is important for bank managers, investors,
among policymakers, regulators, and financial analysts. A well-balanced  ang policymakers. The balance between debt and equity financing influences
capital structure enhances a bank’s ability to absorb financial shocks, maintain key financial performance indicators such as Return On Assets (ROA), Return
liquidity, and maximize shareholder value. Conversely, excessive reliance on On Equity (ROE), Net Interest Margin (NIM), and Earnings Per Share (EPS).
debt or equity can lead to financial instability, increased costs, and regulatory ~ p wel-managed capital structure can enhance a bank's profitability, while

constraints [1]. an imbalanced structure can expose it to financial distress and operational
inefficiencies [3].
DGSCI’IptIOﬂ Commercial banks in Ethiopia rely on a combination of debt and equity

to support their lending activities, operational costs, and investment in new
This study explores the impact of capital structure on the financial  technologies. Debt financing allows banks to expand their lending capacity,
performance of commercial banks in Ethiopia by analyzing key financial  increasing interest income. However, excessive reliance on debt can lead to
indicators such as Return On Assets (ROA), Return On Equity (ROE), and Net  higher interest payments, reducing net profitability and increasing financial
Interest Margin (NIM). By examining the relationship between capital structure  risk. On the other hand, equity financing provides financial stability as there
components such as debt-to-equity ratio, capital adequacy, and leverage this  are no fixed interest obligations, but it may limit growth potential due to the
research aims to provide valuable insights into the optimal financial strategies higher cost of capital. Therefore, banks need to strike a balance between these
that Ethiopian banks should adopt. One of the key challenges Ethiopian  two sources of financing to optimize their financial performance. Ethiopian
banks face in managing their capital structure is the limited access to external banks operate under strict regulatory frameworks set by the National Bank of
financing. Due to regulatory restrictions on foreign ownership and investment, Ethiopia (NBE), which imposes capital adequacy requirements and liquidity
banks have fewer options for raising capital through international markets.  regulations. These policies influence how banks structure their capital and
This makes them heavily dependent on domestic sources of funding, such as manage financial risks [4].
deposits, retained earnings, and local borrowing. Additionally, high borrowing
costs and inflationary pressures can further impact capital structure decisions.
The high interest rates on loans increase the cost of debt financing, making
it more expensive for banks to raise funds for expansion. Furthermore, the
study considers the role of external factors, including monetary policies,
macroeconomic stability, and regulatory frameworks, in shaping capital

The impact of capital structure on financial performance can be seen
in various ways. A well-capitalized bank with a strong equity base is more
resilient to economic shocks and financial crises. It can absorb losses without
significantly affecting operations, ensuring long-term stability. Conversely, a
highly leveraged bank, which relies heavily on debt financing, may experience

structure decisions. Understanding these dynamics is crucial for banking financial distress if interest rates rise or if it fails to generate sufficient profits

institutions seeking to enhance their profitability while mitigating financial risks ~ 1© CoVer its obligations. This highlights the importance of maintaining an
2. optimal debt-equity ratio. Ethiopian banks must carefully assess their funding

strategies to align with their profitability goals and regulatory requirements.

To optimize their capital structure, Ethiopian commercial banks need to  The cost of borrowing, availability of external financing, and macroeconomic

implement strategic financial management practices. Maintaining a balanced  conditions such as inflation and currency fluctuations also play a significant
debt-equity ratio is essential to minimize financial risk while maximizing  role in shaping capital structure decisions [5].

profitability. Banks should also focus on improving operational efficiency to

enhance retained earnings, which can be reinvested for growth. Diversifying -

funding sources through innovative financial instruments, partnerships, and Conclusmn
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regulatory compliance. The findings suggest that banks should focus on
optimizing their capital mix, enhancing operational efficiency, and adapting
to evolving economic conditions. Additionally, policymakers and financial
regulators must work collaboratively to create an enabling environment that
supports sustainable banking growth through well-structured financial policies.
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