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Abstract

Capital structure have implications in determining the ability and success of a firm, especially to small and
medium-sized enterprises (SMEs). This paper analyses the capital structure of SMEs in Malaysia focusing on
Enterprise 50 (ES0) SMEs. E50 is an annual awards program initiated by government and organized by SME
Corporation & Deloitte Malaysia since 1997 to recognize the 50 best SME companies in Malaysia based on their
performances and potential to succeed. The secondary data from Companies Commission of Malaysia has been
collected for the study. The study employed regression analysis on 334 companies, utilised the accounting data
for the five year period of 2005 to 2009. Capital structure is the Dependent Variable referring to debt ratio of the
companies, decomposed into Long Term Debt ratio and Short term Debt ratio. The Independent Variables (IV)
are age; size; tangibility; liquidity; profitability; growth and taxation. Two theories of capital structure have
guided this study i.e. the Trade-Off Theory and the Pecking Order Theory. The study found that size is important
if we decomposed the debt into longand short term. In addition, asset tangibility, liquidity and profitability are
the main capital structure determinants for SMEs. Age and growth are important for a long term, while taxation
is not an important consideration in capital structure decision.

Keywords: capital structure, determinant factors, regression analysis
1. Introduction

The context of this paper is the financial management of to small and medium-sized enterprises (SMEs)
particularly on the determination of SMEs capital structure. According to Brealey and Myers (1988), the capital
structure will determine the survival of a business. In economics, capital is one of the factors of production as
well as land, labor and entrepreneurs (Ali, 2005; Vengedasalam & Madhavan, 2007). In this study, it refers to the
financing needed by SMEs to operate and expand the business. The sources of the financing consist of equity
provided by the owner and shareholders and in the form of debt by borrowing from banks and financial
institutions. In corporate finance, the composition of capital financing in the form of equity and debt is known as
capital structure (Ross, Westerfield, & Jordan, 2011; Watson & Wilson, 2002).

Capital structure is the subject of behavioral studies that examine the financing of a company. In managing the
capital structure, a company must have a clear separation of its debt to equity ratio. The financial records of all of
the company’s transactions must be monitored and maintained in an efficient account management system.
Overall, the capital structure is the basis for understanding the impact of the investments and expenses of a
particular company’s business.

Most of the previous studies in capital structure focused on large listed companies for both developed and
developing countries (Rajan & Zingales, 1995). This could be due to the higher accessibility of the data for large
and listed companies. Nevertheless, the scientific community has started to pay attention to the small companies
as an object of the study (Lopez-Gracia & Sogorb-Mira, 2008). A realization of the significant economic
contribution of SMEs has resulted in increased attention focused on the sector from policy-makers and
academics. According to Ang (1991), it is important to have an empirical study for SMEs, as it is believe that the
modern corporate finance theory was developed without small business in minds.

Therefore, the objective of this paper is to analyze the capital structure of small and medium-sized enterprises
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(SMEs) in Malaysia focusing on Enterprise 50 (E50). E50 is an annual awards program initiated by government
and organized by SME Corporation & Deloitte Malaysia since 1997 to recognize the 50 best SME companies in
Malaysia based on their performances and potential to succeed. A key feature of the empirical studies reported in
this paper is the utilization of the secondary data of SMEs.

The paper is divided into five sections. Section 1 is the introduction. Section 2 focuses on the related literature
consist of major capital structure theories that can be used to explain the financing decisions in the business.
Section 3 explain the methodology, identifies the main attributes suggested by previous studies, leading to the
definition of the hypotheses and the model to be tested. Section 4 discusses the results obtained and section 5
concludes the study.

2. Theory on Capital Structure

Well known as MM theorem, the Modigliani and Miller (1958) stated that in the efficient market where there is
no taxes, bankruptcy costs, agency costs, and asymmetric information, the value of a company is unaffected by
the way the company is financed. However, in reality, the assumptions are irrelevance. Therefore in 1963,
Modigliani and Miller considered the implication of taxes on debt versus equity in the companies’ capital
structure and Miller (1977) addressed the issue more specifically, showing that under some conditions, the
optimal capital structure can be complete debt finance due to the preferential tax treatment of debt relative to

equity.
Following the discourse, two leading theories emerged and widely referred to in the study of capital structure.

The theories are: 1) Trade-off Theory (see e.g. Kraus & Litzenberger, 1973); and 2) Pecking Order Theory
(Donaldson, 1961; Myers, 1984; Myers & Majluf, 1984).

The Trade-off Theory of capital structure refers to the equilibrium between debt and equity financing after taking
into account the cost of financial distress due to bankruptcy and tax benefit of borrowing (Kraus & Litzenberger,
1973). Profits can reduce costs and improve financial distress by increasing the tax benefits of debt. Companies
are more likely to choose debt financing up to a certain level where the cost of financial distress start to surface.
Type of assets owned by the companies will determine the cost. For example, if a company has a considerable
portion of the land or property and tangible assets, they would have less financial distress compared to
companies that rely on intangible assets. Normally, for debt financing the company needs to provide a guarantee
in the form of collateral. In this case, the SMEs are always seen as having a higher risk because typically SMEs
have less tangible assets and low profit (Pettit & Singer, 1985). In this regard it is expected that tangibility has
positive relationship to the leverage and taxes have a negative relationship.

On the other hand, the Pecking Order Theory (Myers & Majluf, 1984) is based on the idea of asymmetric
information between managers and investors. According to Myers (1984), companies prioritize their sources of
financing and prefer internal financing. If the external financing is needed, the debt will be chosen and equity
will be the last resort. Managers know more about the value of the companies than investors. To avoid the
underinvestment problem, managers will seek to finance the new project using a security that is not undervalued
by the market, such as internal funds or riskless debt. Therefore, this affects the choice between internal and
external financing. The pecking order theory is able to explain why companies tend to depend on internal
sources of funds and prefer debt to equity if external financing is required. Thus, a companies’ leverage is not
driven by the trade-off theory, but it is simply the cumulative results of the companies’ attempts to mitigate
information asymmetry. Hence, profitability is expected to have negative relation with leverage. Previous studies
on listed companies such as Titman & Wessels (1988), and Rajan & Zingales (1995) found negative relationship.
Studies on SMEs also confirm the pecking order relationship (Sogorb-Mira, 2003). Therefore, it is expected
profitability to be inversely related to leverage.

3. Methodology

The methodology will describe the model specification, data source, the proposed hypothesis, identify the
variables and the measurement as well as the econometric model.

3.1 Model Specification

The following model was employed for the analysis:

Capital = Bo + PBi(Age);, + Ba(Size) ; + Ps(Tangibility) ; + Bs(Liquidity); +
Structure Bs(Profitability); + B¢(Growth); + B;(Taxation);
(Leverage) +U;
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The Ordinary Least Square (OLS) regression is run on SPSS version 19. The model is derived on the basis of
previous studies such as Ozkan (2001) and Ramlall (2009).

3.2 Data

From 1998 until 2009, a total of 600 SMEs have received the ES0 award. Some companies have won more than
once. Therefore, after taking into account this factor, there are 405 SMEs have won during that period. Data of
these 405 SMEs was gleaned from Companies Commission of Malaysia. However only 349 SMEs available
with a complete data set for the five year period of 2005 to 2009. Furthermore, due to the presence of outliers,
some companies had to be removed. Finally only 334 companies are used for further analysis.

3.3 Variable and Hypothesis

This paper examines the capital structure as a Dependent Variable (DV). The DV is the leverage or Total Debt
Ratio (TDR) measured by Total Debts/Total Assets. Sogorb-Mira (2003) argued that to get better understanding
on leverage, Long Term Debt Ratio (LDR) measured by Long Term Debt/ Total Assets and Short Term Debt
Ratio (SDR) measured by Short Term Debt/Total Assets should be evaluated separately.

Independent Variable (IV) or explanatory variable that has been identified include age, size, tangibility, liquidity,
profitability, growth, investment and taxation.

3.3.1 Age

Age of the business is fundamental in the study of capital structure of the companies (Bhaird, 2010). For this
reasons, the financial provider such as banks evaluate the creditworthiness and reputation of the SMEs over
sometime. According to Berger and Udell (1998), the variety of financing needs is related to the business life
cycle requirement which again is related to the age of the business. Sources of financing depend on whether a
business is developing or maturing. Start-up companies normally source their financing need through personal
saving, friends and relatives (Faridah & Madeline, 2004). As companies grow and mature, different types of debt
requirement become important until a company is ready to enter the capital market and obtain external financing
(Berger & Udell, 1998; Wijst & Thurik, 1993). Thus, the following hypothesis is proposed to test the age factor:

HI :  There is a positive relationship between the age of SMEs and the leverage ratio.

The age variable is measured by the number of years SME was in the business by looking at the date of the
registration until the year of 2011 (see Esperanga, Gama, & Gulamhussen, 2003; Abor, 2007; Ramlall, 2009).

3.3.2 Size

Romano, Tanewski, and Smyrnios (2001) found that company’s size is among the significant variables
associated with leverage. Comparatively, some previous studies define size in a number of ways including
number of employees (Berggren, Olofsson, & Silver, 2000), natural logarithm of total asset (Sogorb-Mira, 2003),
and sales (Abor, 2007) as a proxy to the variables. Regardless of the proxy used, most of the studies find that the
long-term debt has a positive relationship with leverage. On contrary, short term debt has a negative relationship.
Therefore, to verify the finding, the following hypotheses are proposed:

H2 :  There is a positive relationship between the size of SMEs and the leverage ratio.
H2a : There is a positive relationship between the size of SMEs and the Long Term Debt.
H2b : There is a negative relationship between the size of SMEs and the Short Term Debt.

Operationally, the size variable is measured by natural logarithm of total assets (Sogorb-Mira, 2003; Ramlall,
2009).

3.3.3 Tangibility

Tangible assets have a positive relationship with leverage due to the value added provided by the collateral
(Esperanca, Gama, & Gulamhussen, 2003). This finding is in line with earlier prominent research such as Titman
and Wessels (1988) and Rajan and Zingales (1995) who found a positive relationship between an aggregate
measure of tangible assets, including land, buildings and equipments, with leverage. Business whose assets are
suitable as security for loans tend to use debt rather heavily. General purpose assets that can be used by many
businesses make good collateral, where as special purpose assets do not. Thus, real estate companies are usually
highly leveraged, while companies in technological research are not (Brigham & Houston, 2007). In term of
duration, Chittenden, Hall, and Hutchinson (1996) find a positive relationship between tangibility and long-term
debt, but a negative relationship between tangibility and short-term debt. The following hypothesis will be tested
to verify the argument:
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H3 . There is a positive relationship between the asset tangibility and leverage.
H3a : There is a positive relationship between the asset tangibility and Long Term Debt
H3b : There is a negative relationship between the asset tangibility and short term debt.

This variable is measured as the ratio of net fixed assets over total assets (Abor, 2007; Esperanga, Gama, &
Gulamhussen, 2003; Ramlall, 2009).

3.3.4 Liquidity

Liquidity addresses the sufficiency of a stock of high quality liquid assets to meet short-term liquidity needs
under a specified acute stress scenario. Brealey and Myers (1988) argued that the relationship is negative. On
contrary, Sibilkov (2009) claimed that leverage is positively related to asset liquidity. According to Kila and
Mansor (2009), the relationship between liquidity and capital structure need to be considered in the view that
liquidity has a significant impact on debt ratios. A negative relationship exists due to the potential liquidity of the
conflict between shareholders and lenders, however, liquidity can also produce positive effects in the high
liquidity can facilitate lending (Ozkan, 2001). In this regard the proposed hypothesis:

H4 . There is a negative relationship between the liquidity and leverage.
The liquidity variable is measured by Current Assets divided by Current Liabilities (Damodaran, 2001).

3.3.5 Profitability

Based on the Pecking Order Theory, profitability will indicate the level of cash adequacy and less reliance on
debt. Therefore, this theory predicts a negative relationship between profitability and financial leverage (Myers,
1984). This view is in tandem with the claims of (Jensen, 1986) that under inefficient market, the lenders are
reluctant to offer debt even though the company is making profit, because the lenders have no control over the
company. However if the market is efficient, the relationship will be positive (Jensen, 1986). In order to verify
this argument, the proposed hypothesis is:

H5 . There is a negative relationship between the profitability and leverage.
The variable is measured by the ratio of Net Profit on Total Assets (Abor, 2007; Ramlall, 2009).

3.3.6 Growth

Growth refers to the investment opportunity or project that has the potential to grow significantly, bringing
profit to the companies (Ross et al., 2011). New project are often presented to investor and shareholder, as
growth opportunities. Since this opportunity can represent a significant fraction of the company value, it
would be foolish to forgo them in order to pay out all the earning as dividends to investors and
shareholders.

According to (Fama & French, 2002), companies with more growth opportunities will need less debt. In
tandem with Myers (1977), highly leveraged companies with growth opportunities face an underinvestment
problem which leads them to forgo investment projects with a positive net present value. Therefore, by
reducing debt, companies avoid the agency problem in which the benefits obtained by bondholders are
from shareholders if the investment or project is carried out. However, Michaelas, Chittenden, and
Poutziouris (1999) claimed that there is a positive relationship between growth and short term debt. In line
with the arguments, the propose hypothesis is:

Hé6 . There is a negative relationship between the growth opportunity and leverage.

H6a : There is a negative relationship between the growth opportunity and Long Term
Debt.

H6b : There is a positive relationship between the growth opportunity and Short Term
Debt.

The growth variable is measured by dividing intangible assets over total assets (Titman & Wessels, 1988;
Michaelas, Chittenden, & Poutziouris, 1999).

3.3.7 Taxation

According to Modigliani and Miller (1963), company would prefer debt financing due to the tax deductibility of
interest payment. Despite the broad consensus among the previous researcher regarding the positive impact of
tax on leverage the empirical evidence remain inconclusive. In fact Myers (1984) claimed that there were no
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studies that clearly showed on how company tax status affects the company debt policy. So the hypothesis to be
tested is:

H7  : There is a positive relationship between tax and leverage.
Proxy for measurement of this variable is Tax divided by the Profit before Tax (Sogorb-Mira, 2003).

4. Result and Discussion
4.1 Descriptive Statistics of Capital Structure and the Determinant Factors

A summary of the descriptive statistics of the variables is presented in Table 1. On average, total debt amounted
to 53% of total assets value. If we decomposed it into long term (i.e. more than one year) and short term (i.e. less
than one year), estimated long term debt is 11% and short term is 42%. Average age of the SMEs who have won
E50 awards is 20 years. Size mensured by mean of asset value is shown as RM74.5 million. On the average,
35% of E50 SMEs total assets were in the form of fixed assets. In term of liquidity, E50 SMEs have the
sufficiency of 195% to meet is short term obligation. As far as profitability is concern, the average return on
assets over the period of study mounts up to 25%. With respect to growth, intangible assets represent over 3% of
total assets value. The average tax rate of ES0 is 17.9%, which is lower than the standard corporate tax rate in
Malaysia of 25%.

Table 1. Descriptive statistics of dependent and independent (explanatory) variables

Variable N Mean SD Minimum Maximum
Dependent Total Debt 334 0.5305 0.2084 0.0663 0.9879
Variable Long Term Debt 334 0.1103 0.1119 0.0000 0.5832
Short Term 334 0.4201 0.2066 0.0340 0.9879
Independent Age 334 19.96 7.67 3 44
Variable Size 334 7.4510 0.5854 5.4100 9.4700
Tangibility 334 0.3562 0.2001 0.0000 0.9058
Liquidity 334 1.9547 1.6339 0.2654 12.3741
Profitability 334 0.2583 0.2246 0.0000 0.9197
Growth 334 0.0338 0.0757 0.0000 0.6246
Taxation 334 0.1798 0.1318 0.0000 0.6433

4.2 Correlation

To evaluate the possible degree of collinearity among variable, the correlation matrix of dependent and
independent variables has been examined and presented in Table 2. As shown in table 2, the correlation
coefficient shows that multicollinearity is not an issue of concern for regression. Therefore this model is valid for
regression analysis.

Table 2. Correlation matrix

TDR LDR SDR AGE SIZE TANG LIQ PROF GRO TAX
TDR 1.000
LDR 284 1.000
SDR 855 -255 1.000
AGE -192 -020 -182 1.000
SIZE -075 160 -162 A1 1.000
TANG -050 450 -2%4 076 103 1.000
LIQ -644 -062 -615 114 -023 -237 1.000
PROF -550 -167 -464 043 046 -083 427 1.000
GRO -155 -033 -139 -006 -069 200 033 049 1.000
TAX 047 -074 087 034 -027 -099 -100 028 -169 1.000
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4.3 Regression

The key determinant factors infleucing capital structrue of SMEs can be seen from the summary of regression
result presented in Table 3. For comparison with the propose hypotheses, the direction of relationship and
significance between the capital structure determinants and the debt ratio is presented in table 4. Total Debt
Ratio (TDR) reflects the overall picture of the Capital Structure of ES0 SMEs. From this perspective, only
liquidity, profitability and growth match with the proposed hypotheses. Size and taxation also did not correspond
with the proposed hypothesis, however the relationship is not significant. On the other hand, the Long Term
Debt Ratio (LDR) and Short Term Debt Ratio (SDR) result is in tandem with the proposed hypothesis on size.
With respect to tangibility, even though the TDR result are contrast with the proposed hypothesis, the LDR and
SDR result match perfectly.

Table 3. Regression Result

Independent Dependent Variables

Variable TDR LDR SDR
Constant 0.905 -0.177 1.083
(9.102)*** (-2.469)* (12.444)***
AGE -0.002 -0.002 0.000
(-2.176)* (-2.681)** (-0.275)
SIZE -0.001 0.032 -0.033
(-0.052) (3.187)** (-2.690)**
TANGI -0.217 0.275 -0.492
(-5.497)*** (9.668)*** (-14.263)%**
LIQUIDITY -0.070 0.011 -0.081
(-13.442)%** (2.891)** (-17.754)%**
PROFITABILITY -0.298 -0.095 -0.203
(-8.198)*** (-3.610)*** (-6.393)***
GROWTH -0.202 -0.179 -0.023
(-2.001)* (-2.454)* (-0.263)
TAXATION -0.055 -0.011 -0.044
(-0.966) (-0.275) (-0.878)
R-Squared 0.600 0.278 0.689
F-(p-value) 60.903(0.0000) 15.606(0.0000) 89.851(0.0000)
No of observation 334 334 334

Note: Absolute value of t-statistics in parentheses, asterisks denote level of significant *p<0.05; **p<0.01;

*#%p<0.001.
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Table 4. Correlation between the determinants and the debt ratio

Independent Dependent Variables (Debt Ratio)
Variables (The TDR LDR SDR
determinants) HYPHOTESIS ~ RESULT HYPHOTESIS ~ RESULT HYPHOTESIS ~ RESULT
AGE Hl:+ve -ve, - -ve, - +ve
significant significant not significant
SIZE H2:+ve -ve, H2a:+ve +ve, H2b:-ve -ve
not significant significant significant
TANGI H3:tve -ve, H3a:tve +ve, H3b:-ve -ve
significant significant significant
LIQUIDITY H4:-ve -ve, - +ve, - -ve
significant significant significant
PROFITABILITY H5:-ve -Ve, - -ve, - -ve
GROWTH Ho6:-ve -ve, Héa:-ve -ve, Héb:+ve -ve
significant significant not significant
TAXATION H8:+ve -ve, - -ve, - -ve
not significant not significant not significant

The analyses of each variable are as follows:
4.3.1 Age

The age variable showed a negative relationship instead of positive sign expected. In addition, the relationship is
statistically significant. This finding is similar to Esperanca et al. (2003). This result can be interpreted within the
context of Pecking Order Theory. Older and more experience companies require less external financing as they
can rely more on internally generated fund.

4.3.2 Size

The size variable showed a negative sign. This result contradict with the proposed hypothesis, however the
relationship is not significant. If we decompose the analysis into LDR and SDR the results match perfectly. The
results suggest that the bigger the company, the more external financing it will use. One possible reason is that,
the big companies are more diversified and therefore have steady earning, enable them to manage high debt ratio.
Small companies may seek short-term financing more often due to their lower diversification and generally
perceived as high risk.

4.3.3 Tangibility

Contrary to the proposed hypotheses of the tangibility variable, the result showed a negative relationship. So we
reject the H3. Nevertheless, the relationship changes significantly according to long term and short term category.
Precisely, the LDR is positively correlated with tangibility, while this correlation becomes negative if we

compared to SDR. The result is similar to Wijst and Thurik (1993), Chittenden et al. (1996), and Sogorb-Mira
(2003).

4.3.4 Liquidity

In line with the proposed hypotheses of the variable liquidity, the result showed a significant negative
relationship. Therefore the H4 is accepted. Liquidity reflects the ability of the companies to deals with their short
term liabilities. High liquidity companies use less debt and indicate that there finance their business operation
following Pecking Order Theory.

4.3.5 Profitability

The significant negative relation showed between profitability and total debt ratio confirms the proposed
hypothesis HS. The result indicates that less profitable companies are more likely to need external financing. The
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result is consistent with Pecking Order Theory and previous studies and (Titman & Wessels, 1988) and (Abor,
2007).

4.3.6 Growth

From the growth perspective, the result shows a negative and statistically significant relationship with the total
debt ratio and LDR. Therefore, H6 and Hé6a are accepted. On the other hand, SDR show contradicting result with
the H6b, however the correlation is insignificant. Growing companies place a higher demand on the internally
generated funds. Thus, companies with a relatively high growth rate will tend to focus on accumulated retain
earnings then short term debt before long term debt to finance their growth. This finding supports the Pecking
Order Theory that claims that companies have a preference order for capital used to finance the investments.

4.3.7 Taxation

The results indicate a negative and statistically insignificant relationship between tax and total debt ratio. The
result is contradict with Trade Off theory that suggest that a company chooses how much debt finance and how
much equity finance by balancing the costs of financing and the tax benefits. Previous research with the similar
finding (Pettit & Singer, 1985) claimed that SMEs are less likely to be profitable and therefore will not benefit
from the tax advantage.

Results show that what determines the optimal capital structure is still an ongoing and complex matter. Indeed,
this study has shown a mixture finding. For example, this study finds significant negative relationship between
leverage and age and the relationship is positively insignificant if we decomposed it into short term ratio.

Size and tangibility are both positively correlated with long term debt. In term of tangibility, negative correlation
with short term may evidence that SMEs try to match their fixed assets with long term debt and their current
assets with short term debt. Liquidity generates its negative effect on leverage indicating that companies with
high liquidity have the ability to generate high cash inflows for their business activities. Hence, lesser debt will
be utilized. On contrary, low liquidity firms, tend to go for debt financing. Profitability and growth are important
determinants in explaining the E50 capital structure. However, taxation does not explain the leverage needs.

5. Conclusion

This study focuses on the determinants of capital structure of SMEs in Malaysia which have won the Enterprise
50 awards. These companies have been chosen for the study due to the fact that these companies have been
perceived as a benchmark for successful SMEs and have potential for further advancement. In order to get a
more thorough understanding of the underlying factors that drive the financing decision particularly in SME
sector, this paper have tested some empirical hypotheses over a panel data of 334 ESO SMEs during 2005-2009.

Most of the results in this study consistent with main theories in finance to explain capital structure within the
companies i.e. The Pecking Order Theory and Trade Off Theory. Following from the finding of this study, future
direction of research might consider investigating further the contradicting insignificant finding in size and
taxation.
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