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1. Introduction 

In the dynamic realm of modern economic theory, where 
value creation is the heartbeat of enterprise, the interplay 
between production theories and capital structure emerges 
as a cornerstone of strategic innovation and financial 
resilience. Managers often need to cut costs without 
sacrificing output quality and quantity (Nono Gueye & 
Peterson, 2024). All business ventures with production as 
part of their operations need to make production decisions 
based on how much to produce and the factors of 
production involved. It should also consider the amount of 
capital to be employed in the form of assets and working 
capital to sustain production and various ways of financing 
production. Production theory and capital structure are two 
fundamental concepts in economics that help explain how 
businesses operate and how they raise capital. Production 
theory helps in understanding the relationship between the 
capital structure and the production process of a business. 
It provides insights into how changes in capital structure can 
affect the production process and vice versa. By analyzing 
the production process, production theory helps determine 
the optimal level of debt and equity a company should use 
to produce cheaply. 

The production function is typically represented as a 
mathematical equation, i.e., q = A F (K, L). The production 
function is often assumed to be linear, which means the 
marginal product of each input decreases as more of that 
input is used. The link between capital budgeting theory 
and the theory of production arises from the fact that 
production can only be possible if the firm is capable of 
raising the required capital to finance the purchase of fixed 
assets, which are required in production, and for payments 
of other factors of production (working capital). This 
explains a firm’s "production capital requirements 
function," which relates the capital required to the amount 
of factor usage. 

Capital structure refers to the mix of debt and equity that 
a firm uses to finance its assets and operations. Capital 
structure is given priority as it is a way to finance a company 
with a combination of equity and debt to obtain maximum 
profit and an optimal capital structure (Ahmed et al., 2024). 
Capital structure is a crucial factor in determining a firm’s 
risk, return, and ability to raise capital. Debt refers to the 
amount of capital that a firm borrows from lenders, such as 
banks or bondholders, which must be repaid with interest, 
while equity refers to the ownership interest in the company 
held by shareholders. The debt-to-equity ratio is an 
important metric that firms use to assess their financial 
position. It involves a situation where the firm must select 
the amount of debt financing to go along with the available 
amount of equity. Behavioral finance emerged to explain 
why individuals make decisions based on cognitive biases 

and emotions, the paradigm of classical finance. Investors 
and individuals who make financial decisions are 
influenced by psychological and sociological aspects 
inherent to human nature when making decisions (Agudelo 
Aguirre & Agudelo Aguirre, 2024). 

Production theory helps explain how inputs are 
transformed into output in the production process by 
comparing the quality of the product and the prices of the 
factors of production to establish the cheapest combination 
of factors that can be used to produce the desired output. 
Capital is the machinery, tools, and buildings used to 
produce goods and services. Both concepts are essential to 
understanding how businesses operate and how they raise 
capital to fund their activities. The development of 
production activities by business entities depends on the 
level of investment resources. Therefore, production theory 
has been integrated with investment theory in capital, thus 
enhancing the decision-making of the business owner or 
investor paying attention to how a capital budget should be 
financed and the firm's production decisions regarding 
output levels. 

 

2. Linkage between Production theory and firm’s 

capital structure 

Modern economic theory, along with Data Envelopment 
Analysis (DEA) utilized as a methodology for performance 
measurement, can be traced back to the foundational 
production theories expounded by Koopmans (1951). 
Within this framework, production is defined as the process 
of generating value, where various human-directed activities 
work to convert inputs into outputs with the ultimate goal 
of producing advantages that surpass the associated costs of 
this transformation, as highlighted by Dyckhoff and Souren 
(2022). It is important to note that in order to facilitate this 
value generation, organizations often secure capital 
resources through the avenues of debt or equity financing, 
as elucidated by Nukala and Prasada Rao (2021), thereby 
underscoring the inherent connection existing between 
production theory and the structure of capital. 

Firms need a department that ensures there are available 
funds or working capital to support their sustainability. 
Production theory has a significant impact on capital 
structure decisions, i.e., it helps analyze how inputs and 
output relate to the production process. It suggests that 
there is a maximum level of output that can be achieved 
with a given set of inputs only when all the inputs are used 
efficiently. The production function is a mathematical 
representation of this relationship, and it is typically 
expressed as a function of inputs, such as labor and capital. 
The production theory helps businesses and policymakers 
understand resource allocation. By understanding the 
relationship between inputs and outputs, business owners 
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can optimize the allocation of resources to maximize 
efficiency and productivity. This can lead to cost savings, 
increased profits, and improved competitiveness in the 
market. Production growth is attributed to externalities 
generated by investments in human capital and technology. 
The new growth theory internalizes these drivers of growth, 
and some variations also include policy variables (Mubanani 
et al., 2023). 

Various factors can cause friction in the capital allocation 
process at the company level. For example, reallocating 
factors or resources due to the installation or replacement 
of capital may result in product losses because such changes 
may require additional time and resources to adjust the 
production process (Harsono et al., 2024). Production 
theory provides a framework for businesses to plan and 
forecast production levels. By analyzing historical data and 
understanding the production function, business owners 
can set realistic production targets, manage production 
capacity, and avoid overproduction or underproduction, 
which can help the business manage its capital and ensure 
the smooth running of operations. Production theory helps 
businesses analyze the costs associated with different inputs 
and production processes. By understanding the marginal 
productivity of each input, business owners can identify 
areas where they can invest, reduce costs, or improve 
efficiency, leading to increased profitability. 

Production theory provides valuable insights for business 
owners when making decisions related to investing. 
Investment is a shopping activity carried out to increase the 
production capacity of the economy (Suharli et al., 2024). 

Companies with high productivity are likely to generate 
substantial cash flows and have greater short-term financing 
capacity. Conversely, high efficiency reduces the need for 
long-term borrowing, as short-term and internal financing 
can serve as substitutes for external long-term capital. 
(Legesse & Guo, 2020). By understanding the impact of 
these decisions on production levels and costs, business 
owners can make more informed decisions that will benefit 
their company in the long run. Production theory allows 
businesses to analyze the production capabilities of their 
competitors. By understanding how other companies 
produce their products or services, business owners can 
identify areas where they can differentiate themselves, 
invest, and gain a competitive advantage in the market. 
Production theory helps business owners optimize resource 
allocation, plan production effectively, analyze costs, make 
informed decisions, and gain a competitive edge in the 
market. 

Financial distress alludes to the condition of an 
organization's budgetary condition, which is portrayed by its 
continuous decay (Kamau & Murori, 2024). Financial 
distress refers to a company's deteriorating financial 

condition. It is characterized by a steady decline in financial 
health. Production theory plays a crucial role in capital 
structure decisions by guiding the regulation of debt levels. 
Proper management of debt, informed by production 
theory, can significantly reduce financial distress. Thus, 
aligning production and financial strategies helps maintain 
the organization’s fiscal stability. By applying the principles 
of production theory, business owners can improve their 
operations and increase profitability, thus ensuring the long-
term success of their investment portfolios by balancing 
their capital structure, which allows the firm to leverage its 
assets and maximize returns, which increases the firm’s 
value and reduces risk. 

 

 

Figure 1: R/ship between Production Theory and Capital Structure 

 

 

Figure 1 depicted in the visual above serves as an 
illustrative representation showcasing the intricate and 
interconnected relationship existing between production 
theory and capital structure within the realm of business 
operations. The diagram effectively highlights the 
substantial influence wielded by these fundamental 
concepts upon various facets of a business's functioning. 
Positioned on the left side of the illustration is the central 
node labeled "Production Theory," serving as a focal point 
connected to multiple pivotal components such as 
"Investment in Capital," "Risk Management," "Growth 
Opportunities," "Profitability," and "Industry 
Characteristics." Similarly, on the right side, we observe the 
depiction of "Capital Structure," mirroring the connections 
to the aforementioned components. This graphical 
depiction compellingly underscores the significant impact 
both production theory and capital structure have, both 
individually and collectively, on pivotal business 



Page4 of 6 

 

David Mumo Juma / African Journal of Commercial studies. 5(1) (2024) 1-6  

determinations and resultant outcomes. 

The visual representation further elucidates the 
reciprocal influence between production theory and capital 
structure on the intermediary factors, as indicated by the 
connections established between the nodes. It is discernible 
from the diagram that both production theory and capital 
structure exert a substantial impact on "Investment in 
Capital," a factor that subsequently ripples out to influence 
the operational and financial strategies adopted by the firm. 
Moreover, the visible links to "Risk Management," "Growth 
Opportunities," "Profitability," and "Industry 
Characteristics" underscore the intricate interplay between 
decisions concerning production efficiency and financial 
configuration in shaping these essential elements. In 
essence, the diagram serves as a comprehensive and visually 
engaging summary elucidating the intertwined nature of 
these economic principles in steering and informing 
business practices. 

In conclusion, the symbiotic relationship between 
production theory and capital structure underscores their 
critical importance in shaping the strategic decisions and 
operational outcomes of businesses. As evidenced by the 
insights from this study, optimizing the balance between 
efficient resource utilization and sound financial structuring 
is essential for enhancing productivity, managing risk, and 
sustaining long-term growth. By integrating these principles 
into their management practices, businesses can navigate 
complexities, seize opportunities, and achieve sustainable 
success in today's competitive economic landscape. 

 

3. Conclusions and Recommendations 

This study reveals that there’s a significant relationship 
between capital structure and production theory. This 
finding signifies that the choice between equity and debt 
financing significantly influences the production planning 
of a business enterprise, indicating that companies with a 
more optimal capital structure have enhanced production 
processes. Production is pro-cyclical, and therefore, in many 
cases, it diminishes capital. The main content production 
theory is to ensure that capital is returned to production to 
reproduce more capital in the process of production and 
circulation. Production theory and capital structure are 
important concepts that play a crucial role in understanding 
how businesses operate and make decisions. Production 
theory deals with the process of transforming inputs such as 
labor, capital, and land into goods and services. It focuses 
on the optimal mix of inputs that maximizes output, given 
the available resources. The production function is a central 
concept in production theory that helps businesses 
determine the most efficient way to produce goods and 
services, and it is essential for making decisions such as 
pricing, production planning, and investment. 

Capital structure is a crucial factor in determining a 
firm's risk profile, cost of capital, and overall financial 
position. Capital structure decisions involve balancing the 
benefits of debt financing with the risks of debt. An optimal 
capital structure is the amount that maximizes the firm’s 
value given its specific circumstances and the trade-offs 
between debt and equity. In conclusion, production theory 
and capital structure are interconnected concepts in 
economics. The optimal capital structure can affect a 
company's production decisions, as it can influence the 
amount of investment in capital goods (such as machinery 
and equipment) and the level of debt financing available to 
fund these investments. Conversely, a company's 
production decisions can impact its capital structure, as the 
level of investment in capital goods and the resulting cash 
flows affect the firm's ability to service debt and the overall 
risk profile of its capital structure. Understanding this 
relationship is essential for businesses to make informed 
decisions that maximize a firm’s value. Production theory 
provides an invaluable set of intuitions, frameworks, and 
understandings that can vastly improve economic 
resolutions. 

 Based on the insights gleaned from the study of 
production theory and capital structure, several 
recommendations can be made to guide businesses in 
optimizing their operational efficiency and financial health. 
Firstly, businesses should leverage production theory to 
streamline their production processes by identifying and 
implementing the most efficient combinations of inputs. 
This includes careful management of labor, capital 
equipment, and technological investments to maximize 
output while minimizing costs. Secondly, in determining 
their capital structure, firms should strive for an optimal 
balance between debt and equity financing. This balance 
should consider factors such as the cost of capital, risk 
tolerance, and growth objectives, ensuring that the chosen 
structure supports long-term sustainability and resilience 
against economic fluctuations. Moreover, it is crucial for 
businesses to continuously monitor and adjust their 
production levels and capital structure in response to 
changing market conditions and internal performance 
metrics. This adaptive approach allows companies to remain 
agile and responsive, optimizing resource allocation and 
maintaining competitiveness. Additionally, integrating 
production theory with financial planning processes can 
enhance forecasting accuracy and risk management 
strategies. By aligning production decisions with capital 
allocation strategies, businesses can better navigate financial 
challenges and capitalize on growth opportunities. 

Furthermore, fostering a culture of financial prudence 
and operational efficiency across all levels of the 
organization is essential. This includes promoting cross-
functional collaboration between production managers, 
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finance teams, and strategic planners to ensure alignment of 
goals and strategies. Finally, ongoing evaluation and 
benchmarking against industry standards and best practices 
can provide valuable insights for continuous improvement. 
By implementing these recommendations, businesses can 

strengthen their operational capabilities, mitigate financial 
risks, and achieve sustainable growth in dynamic market 
environments. 
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