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INTRODUCTION

The study on firm’s capital structure has become an important topic and the most researched
topic in the modem corporate finance area. The importance of research in capital structure has
been stressed by several economists such as Simerly and Li (2000), Eriotis, Vasiliou, and
Ventoura-Neokosmidi (2007) and Tang and Jang (2007). According to Simerly and Li (2000),
appropriate structure of firm’s capital is important for two reasons: (1) for maximization of
interest of every stakeholder of that particular organization, and (2) for the organization to
compete effectively and efficiently in its operating environment. Moreover, Eriotis et al. (2007)
argued that the inappropriate selection of capital structure might be leading to two potential
adverse consequences: (1) fall into financial distress, and (2) in the extreme situation, drag the
organization into insolvency. On the positive note, Tang and Jang (2007) postulated that optimal
choice of capital structure is important as it will help in creating value for the firm via the effect
of tax, information asymmetry and agency cost. In summary, study on capital structure is
expected to provide valuable in-deep information about tirms’ strategic decision in implementing
investments and its implication on its value, which later on will be used to determine its position

in the market.

The study of capital structure in developing countries is relatively scarce. As been argued Booth,
Aivazian, Demirguc-Kunt, and Maksimovic (2001), the issue of capital structures has mostly
been derived from studies that devoted to developed countries. Booth et al. (2001) offered a
study that focusing on developing countries’ experiences as these countries are expected to have

different set of institutional factors which might be able to question the validity of existing
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capitrl structure model if the results are not consistent with the one derived from developed
countries. In Malaysia, the study on capital structure is also not new but mainly focusing on large
companies. Among the early studies for Malaysian case are such as Naidu (1984) and Mohamad
(1995). Nonetheless, similar to the bulk of recent studies on this topic such as Suto (2003),
Fraser, Zhang, and Derashid (2006), Ahmed and Hisham (2009), San and Heng (2011), and
many more are all dealing with public listed companies which to some extent are having similar
features as companies in developed countries. Hence, whether the theory of capital structure is
applicable or not in the case of companies that are not listed in Bursa Malaysia, this study
attempts to fill in the gap in the literature by devoting onto this uncovered area. In order to
achieye this objective, this study employs a huge number of almost all companies located in the
Northern region of Malaysia. The northern area is encompassing four states, namely Perlis,

Kedah, Penang and Northern Perak.

The grganization of this paper is as follows: Next section offers brief background of NCER.
Section III reviews the past studies in order to find out gap as well as support to our modelling,
Section IV discusses the methodology used in order to estimate the capital structure model.
Sectign V analyzes the data and discusses the findings. Section VI concludes and offers

suggertion for further research.
BACKGROUND STUDY

What|is Northern Corridor Economic Region (NCER)?

Northern Corridor Economic Region (NCER) has been introduced by ex-Prime Minister
Abdullah Ahmad Badawi during his leadership in order to accelerate regional economic
development. This will ensure a more equitable income distribution. Although Penang state is
well-known as high income region but the remaining three states have not been performing as
impressive as Penang in that aspect. The primary objective is to achieve a world-class economic
region by the year 2025 across the region. According to Northern Corridor Implementation
Authority (NCIA)', NCER aims to become a sustainable economic region empowered by a
population living a balanced lifestyle with a holistic approach to business. The rationale behind
NCER is to increase the competitiveness of the country in order to facilitate improvement in the
standard of living of the nation. Table | represents the disparity of income distribution across
selected region, mainly in Peninsular Malaysia. What we can observe from the table is the fact
that there is huge income disparity among the states in Malaysia. For instance, Federal Territory
and Selangor are considered as well having above Malaysian average real GDP per capita since
1970. In addition, Penang in northern region and Terengganu in eastern region which were at
lower average income level in 1970 but recorded impressive growth in income level to achieve
more than average since 1980 and 1990, respectively. Conversely, Perak demonstrated a dismal
performance from high (more than average) income eamner in 1970 to low income earner since
1980. Similarly, Perlis and Kedah are also experienced declining income since 1970, while

Kelantan relatively maintained its status as low income state around 40.

In summary, the idea of introducing NCER, alongside ECER, and SJEC in Peninsular Malaysia

as well as SDC and SCORE in East Malaysia, is to boost economic development in northern

! Extracted from http://www.ncer.com.my
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n to grow exponentially?. Part of the strategies to further accelerate economic growth is to
ote development of private companies to be the economic leader in the near future. The
asis is basically more onto the development of local entrepreneurs that can be

ationally competitive.

Table 1: Real GDP per capita for selected states in Malaysia (Malaysia = 100)
1970 1980 1990 2000
Developed Region®
Kederal Territory 176 197 191 205
Selangor 148 156 142 124
Northern Region
Fenang 96 113 118 143
Perak 103 93 79 81
Berlis 72 60 66 66
Kedah 73 61 59 60
Eastern Region
Tlerengganu 81 71 159 154
Pahang 93 79 82 67
Kelantan 44 60 38 42
Malaysia 100 100 100 100
Note' “|Defined as achieving above average income since 1970.

Source| Extracted from Habibullah, Smith and Dayang-Afizzah (2008), Table 1, p. 8.

Special Characteristics of Companies in NCER

Penang, albeit its small size relative to other states in Malaysia, has a manufacturing economy

that ¢

parks

ntributes for nearly half of the country's GDP. There are currently six different industrial

n Penang to support Malaysian manufacturing industry. Through the Penang Development

? ECE

R stands for Eastern Corridor Economic Region, SJER denotes Southern Johor Economic Region, SDC

represents Sabah Development Comidor and finally SCORE stands for Sarawak Corridor of Renewable Energy.

S

Corporation, Penang has developed significant investment for the past 20 years, primarily in
electronics (Boulton, Pecht, Tucker, and Wennberg, 1997). However, the highly performing
companies in Penang are mainly dominated by foreign multinational corporations (MNCs).

There are only few local entrepreneurs that really become a big name in Penang.

On the other hand, Perlis, Kedah and Perak are not that successful in their efforts to attract
MNCs. They did receive investment from MNCs, but relatively still too small. Hence, in these
three states, the role of local entrepreneurs is more prevalent. Although it is good in one hand to
have local talents to lead economic development, their capability, particularly financial
capability is very much limited. Small and medium enterprises (SMEs) tend to dominate the
states. Financial constraint may also due to the fact that local banks are not ready to take the risk
in lending their money to SMEs who have low credit worthiness. Moreover, as family ownership
is also another uniqueness that prevails in Malaysian private companies, they prefer to leverage
their business on debt from banks, rather than open up for the public to join their business.
Combining both facts, we can imagine how severe is the problem if banks reluctant to fund

SMEs-related businesses.

Not denying that pecking order theory might be valid to explain Malaysian firms® capital
structure, particular Penang. As Penang becomes among the major destinations of FDI,
especially in manufacturing sector, its local entrepreneurs have been benefited a lot from the
present of MNCs in the form of linkages or spillover effect and gradually, they grew big.
Although many companies are initiated by a family but as they grow larger, family ownership

may not be suitable. Amran and Che Ahmad (2010) identified several reasons of difficulty to
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preserve family ownership or to be inherited by family members. The first point is the hardship
to find a competent family member who can take over the control. The second and contradicting
to first point is despite having competency suitable to manage a company effectively, they are
not willing to be in the management board owned by family. The third point is more pressing
that it is hard to plan for succession®. Regardless of this emerging issue, companies in Northern
region, especially other than Penang are still relatively small and therefore, succession issue is

far from being too urgent to be addressed.

LITERATURE REVIEW

Capital structure is by definition is a mixture of debt to equity that a firm used to finance its
operations. Several theories have been developed to explain the choice of capital structure such
as life cycle theory, pecking order theory and agency costs. As for the sake of this study, these
three theories seem to be able to provide the basis, we only discuss these three theories here®.
Life ciycle theory of capital structure hypothesizes that stage of development is the main factor in
determining whether or not a firm should approach finance providers to finance its business.
Firm that just enter the market normally has to depend on its own available money. This firm
might|be having difficult to convince financial institution or even public to jointly finance its
busingss due to lack of evidences of business success. In other word, financial institutions and

public will normally question new firm’s business prospect. Among the proponents of this theory

* There|are also few reasons of this issue which summarized as follows: (1) sense of lifelong belonging (till death),
(2) gender and birth order and (3) personality traits. The detail sources are available in Amran & Che Ahmad (2010).
Some real cases can also be found in Amran & Che Ahmad (2010).

* Other| theories developed to address the behavior of capital structure option are such as static trade-off theory
(Modigliani and Miller (1958), information asymmetry theory (Ross, 1977, Myers, 1984), agency cost theory
(Jensen] 1986) and capital structure life stage theory (Bender & Ward, 1993), among others
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are Chittenden, Hall, and Hutchinson (1996) and Berger and Udell (1998). Myers (1984), on the
other note, argued that firm will rely on internal sources or anything internally generated funds
(i.e. undistributed earnings) to finance its business in the early phase. Gradually, that firm will
try to get access to debt from financial institution if the firm needs more fund beyond the
internally available amount. Finally, if the firm still facing insufficient amount of fund to finance
its project(s), it will resort to public or capital market by issuing equity to cover additional fund

necessary to ensure the smooth running of the business.

Several empirical studies have identified a number of firm level characteristics in examining the
capital structure. These include age of the firm, size of the firm, asset structure, profitability,
growth and risk (see Naidu, 1984; Mohamad, 1995; Wald, 1999; Cassar and Holmes, 2003; Hall
et al., 2004; Eriotis et al., 2007; Tang and Jang, 2007). Wald (1999) examined capital structure in
France, Germany, Japan, the United Kingdom, and the United States. Wald (1999) found some
significant policy implications of the findings, although mean leverage and firms’ characteristics
are observed as similar across countries under study. Simple correlation analysis did suggest that
the choices of capital structure vary across countries as country’s specific legal and institutional
framework may influence the option. Nevertheless, none of them violate the theoretical
explanation that links each firm’s characteristic with capital structure or leverage option. Similar
conclusion has also been drawn by earlier study of Naidu (1984). Naidu (1984) argued that each
industry is characterized by the same level of business risk one would expect the firms in the
same industry to adopt the same or similar capital structure(s) suited to their business-risk level.
However, firms of the same industry group but operating in different countries are said to exhibit

different capital structure norms because of the structural, institutional and political differences
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in different nations. Eriotis et al. (2007) studied the effect of firm characteristics on capital
structure for a sample of 129 Greek companies, corresponds to 63 percent of the listed
companies, listed on the Athens Stock Exchange during 1997- 2001. The firm characteristics are
hypothesized and analyzed as determinants of capital structure according to different explanatory
theorjes. The findings of this study are in inline with the hypotheses given by various theoretical
arguments. For instance, Eriotis et al. (2007) found that there is a negative relation between the
debt |ratio of the firms and their growth, their quick ratio and their interest coverage ratio.
Meanwhile, size remains the only firm’s characteristic that appears to have a positive impact.
Moving from general companies, which normally referred as listed companies, Tang and Jang
(2007) attempted to identify lodging firms’ unique leverage behavior through a comparison to
software firms, using a generalized least squares analysis. Employing 491 observations (or
lodging firms) retrieved from the COMPUSTAT database, this study’s findings indicate that
fixed|assets and growth opportunities are the significant long-term debt determinants of the

lodging industry.

Recently, there is also growing research that aims at investigating capital structure of small and
mediym enterprises (SMEs). Among the studies are Hall et al. (2000), Cassar and Holmes (2003)
and Abor and Biekpe (2007). Hall et al. (2000) investigated 3500 unquoted, UK SMEs in order
to teT various hypotheses concerning the determinants of SMEs’ capital structure and to
establjsh whether and how the relationship of these determinants to long- and short-term debt
varied between industries. The findings suggest that long-term debt to be positively related to
asset Structure and size and negatively related to age. On short-term debt model, Hall et al.

(2000) identified that short-term debt was related negatively to profitability, asset structure, size

9

and age and positively to growth. More importantly, significant variation across industries was
also found in most of the explanatory variables. Cassar and Holmes (2003) investigated the
determinants of capital structure and use of financing for SMEs in Australia. Using the same set
of explanatory variables, reflecting firm’s characteristics which are supported by static tradeoff
and pecking order arguments, the hypotheses developed are tested using a large Australian
nationwide panel survey. The results generally support static trade-off and pecking order
arguments proposed by theoretical models that that asset structure, profitability and growth are
important determinants of capital structure and financing. While Hall et al. (2000) and Cassar
and Holmes (2003) focused on SMEs in high income countries’, Abor and Biekpe (2007)
devoted themselves to get insight into SMEs in low income developing countries with Ghana
became their targeted country. Considering that SMEs have been noted as important contributors
to the growth of the Ghanaian economy, the issue of capital structure is very relevant. Applying
the similar model of capital structure with firm’s characteristics as primary independent
variables, Abor andBiekpe (2007) highlighted the role played by firm’s characteristics in

determining the capital structure of SMEs in Ghana.

Study of capital structure in Malaysian case is also not new. Mohamad (1995) attempted to
examine the determinants of firms’ capital structure in Malaysia for the period between 1986 and
1990. Mohamad (1995) demonstrated that there are similarities between developed and less
developed financial markets, involving the influences of firms™ capital structure. However, in
addition to firm’s characteristics such as size, Mohamad (1995) had also identified industry class

as playing a significant role in determining a firm’s capital structure. Ahmed and Hisham (2009)

3 Other studies are such as Michaelas, Chittenden, & Poutziouris (1998, 1999), Hall, Hutchinson & Michaelas
(2000, 2004), among others

10



revi#ited the capital structure theory and tested pecking order theory and static order trade-off
theory on Malaysian listed firms over a period between 1999 and 2002. The evidence from
pecking order model suggests that the internal fund deficiency is the most important determinant
that possibly explains the issuance of new debt in Malaysian capital market. However, the
validity of this result is a bit suspicious because of lower predicting power. On the other hand,
statiq trade-off-model is not valid to explain the issuance of new debt in Malaysian capital
market. Nevertheless, both studies dealt with public listed companies and study that investigating

capital structure of SMEs and/or non-public listed companies is still scarce.
METHODOLOGY

Model Specification

This study assumed a direct relationship between firm characteristic determinants (independent
variables) and short-term debt (dependent variable). The relationship is tested based on the
following empirical model and this model also employed by the previous studies such as Cassar
and Holmes (2003), Hall et al. (2000, 2004), and Abor and Biekpe (2009). The only difference
and cpuld be treated as limitation of this study is the exclusion of age and risk variables, the one
used jn Hall et al. (2000), Abor and Biekpe (2009) and few others. The exclusion is purely
becauﬁfe of unavailable information in the data taken from Companies Commission of Malaysia.

We apply the same model as follows:

InSTD, = B, + B, InSIZE.+ B, In PROF .+ B, InTANG,+ B, InLIQ, + ¢, (1)
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where STD stands for short-term debt, SIZE denotes assets size, PROF represents profitability of
firms, TANG stands for tangibility and L/Q represents liquidity. All variables enter in log form
(or In). Sign on top of each explanatory variable denotes expected sign. The detail explanation

regarding the expected sign of each explanatory variable is given below.

SIZE

Generally, SIZE is theoretized as having positive association with capital structure. Several
theories justify this direction of relationship. The first explanation could be that informational
asymmetries between small firms and banks has resulted in smaller firms been offered less
capital and normally at higher costs. In other words, transaction costs have made smaller firms to
resort less to outside financiers, especially banks (Titman and Wessels, 1988; Wald, 1999,
Cassar and Holmes, 2003). Or in a similar tone but in different form, the amount demanded by
smaller firms tends to be out of scale range (particularly to get equity financing) or minimum
“profitable” financing (to banks). Another possible explanation could be due to relative cost of
bankruptcy risk as well as operating risk. Theoretically, both risks are inversely related to outside
financing and since they have a tendency to be higher in smaller firms, size is expected to have a

positive association with debt.

HO: Size is hypothesized as positively correlated with short-term debt.

PROFITABILITY
Theoretically, PROF can have both effects, although the negative effect could be the dominant

strategy. The negative effect of PROF is based on pecking order theory (Myers, 1984) and the
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positive effect is based on Jensen’s free cash flow theory. In pecking order theory, it is argued

that if company earns higher return, that will in turn can be used to finance company’s business

plans. If company decides to utilize internally available retained earnings, pecking order theory

is va
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TANG
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id and there will be a negative association between PROF and debt. Conversely, if high
is exploited by that firm as a reflection of its high firm value (and credit worthiness), to
ore external financing, the relationship between the two is negative. In essence, according
sen’s theory, companies with high profitability, or free cash flow, will be more likely to be
over and subsequently increased leverage. Therefore, companies that highly profitable will

ng more debt.

rofitability is predicted to significantly influence short-term debt.

IBILITY

Titm]n and Wessels (1988) stressed the importance of asset structure as a determinant of the

| structure of a new firm. Availability of firm’s assets will offer bigger liquidation value

and sybsequently be offered easier access to outside financing at lower cost. In other words, by

pledg

ng the firm’s assets as collateral or arranging so that a fixed charge can be directly placed

to eiirting tangible assets of that firm, we can expect that that firm to have a more adequate

portion of external financing. Therefore, many empirical evidences suggest a positive

relatignship between asset structure and leverage for large firms (Michaelas,et al., 1999; Cassar

and Hplmes, 2003; Hall et al., 2004). Nonetheless, the relationship is hypothesized as negative in
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the case of short-term debt as been empirically proven by Booth et al. (2001)°, Cassar and
Holmes (2003), Hall et al. (2004) and Abor and Biekpe (2009). Cassar and Holmes (2003, p.
136) explained this contradicting finding by arguing on the basis that firms matching their

duration of assets and liabilities.

HO: Tangibility is hypothesized to significantly affect short-term debt.

LIQUIDITY

A firm must manage its optimal balance between current assets and current liabilities. Too high
liquidity level (current assets > current liabilities) may negatively signal to investors that funds
are mainly tied to non-productive assets. In contrast, too low liquidity may pose threat of
insolvency. According to Eriotis et al. (2007), which is in line with the trade-off the()ry7 and
pecking order theory, if a firm utilizes more its current assets, it will generate more cash inflows
internally that later on can be mobilize to fund its business plans. Rao, Al- Yahyaee, and Syed
(2007) provided another possible explanation that complements the earlier one by stating that it
could be due to financial risk consideration. In other words, firms with high liquidity level may
be able to maintain its level of current assets. This in turn reflects firms” ability to generate high

cash inflows.

HO0: Liguidity is predicted to negatively affect short-term debt.

® Booth et al. (2001) found a negative association between tangibility and total debt and in some countries for
tangibility vs long-term debt, albeit predicting a negative association for long term debt case.

7 According to trade-off theory of capital structure, firms trade off the net cost of equity against debt. Therefore, any
item(s), such as liquidity, that could lower the (net) cost of equity should be able to signal the advantage of using
more equity, relative to debt.

14



In addition to equation (1), we also run the same equation by adding dummy of state and SME in

two more equations as follows:

EquaPon with State Dummy:

InSTD, =, +a, InSIZE, + a, In PROF, + a; InTANG, + &, In LIQ,

wherg
Perlis

In ST

Wher
they p

cours:

3
+Y oy, DSTATE, + 4, ()
1=l
DSTATE stands for state dummy. We add three more state dummies for Perak, Kedah and
. Equation with SME Dummy:
D, =6, + 6, InSIZE, + 6, In PROF, + 6, InTANG, + 6, InLIQ,

+6,DSME, +n, 3)

e DSME is dummy for firms fall under SME category based on the amount of assets that
osses. The dummy is set to be 1 if a firm fall under the category listed in Table 2 below. Of

, we only set the maximum in our equation, implying 1 for manufacturing companies that

have turnover RM25 million (or below) and services companies that have tumover RM5 million

(or be

In thi

invest

ow)

r study, instead of studying capital structure of total companies, we believed that to
g

ate each sub-sector will be more meaningful and has significant contribution to the body

of literature. We then segregated the data of firms into 10 sub-categories as in the Table 3.

Finall

, each variable is proxied as in Table 4:
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Table 2: Definition of SMEs based on sales turnover

Manufacturing,
Manufacturing-
Related Services and Agro-
based industries

Micro enterprise

Small enterprise

Medium enterprise

Sales turnover of
less than
RM250,000

Sales turnover
between
RM250,000 and
RM10 million

Sales turnover
between RM10
million and RM25
million

Services, Primary Agriculture

Sales turnover of

Sales turnover

Sales tumover

and Information and Comm. less than between between RM 1
Technology (ICT) RM200,000 RM200,000 and  million and RMS
RM1 million million
Source: Adapted from Haslindar and Masron (2011), Table 1.
Table 3: Business Types
Business Code  Category Business Code  Category

100000 - 199999

200000 - 299999

300000 - 399999

400000 — 499999

500000 - 599999

Agriculture, Hunting,
Forestry and Fishing

Mining and Quarrying
Manufacturing
Electricity, Gas |and

Water
Construction

600000 — 699999

700000 — 799999

800000 — 899999

900000 - 999999

Wholesale and Retail
Trade and Restaurant
and Hotels

Transport and
Communication
Financing Insurance,

Real Estate, Investment
and Business Services
Community, Social and
Personal Services

16



Table 4: Proxies for each variable

" Variable Proxy

Shart-term debt (S7D) Total short-term debt. Transformed into positive value by the
following equation®:

z=x+ /6P +1) O]

Firm’s size (SIZE) Total assets of firm.

Profitability (PROF) Profit before tax as a ratio of firm’s asset. The non-positive value
is transformed into positive value by using equation (4).

Tangibility (TANG) Non-current assets divided by total assets.

Liquidity (L/O) Current assets divided by current liabilities.

State Dummy (DSTATE) 1 if belong to state j, 0 if belong to other state.

SME Dummy (DSME) 1 if categorized under SME, 0 if does not meet minimum amount

of turnover for medium enterprise.

Estimation Procedure

Since we only collect the data for 2007, the statistical method used in this study is cross-sectional
analysis. This approach is similar to those employed in Chittenden et al. (1996), Michaelas et al.
(19‘;C) and Hall et al. (2000, 2004). The cross-sectional procedure is used to estimate equation
(1). Ve started estimating the equation by using simple OLS. Nonetheless, as firms are not
homagenous, OLS estimation procedures, which does not adjust for firm-specific effect(s),
would produce an omitted variables bias and a mis-specified model (Fraser, Zhang, and

Derashid, 2006). OLS in this scenario may induce a spurious regression results.

In order to avoid this serious statistical issue, we overcome this by adjusting for these effects
through the introduction of firm-specific intercept, capturing the unobserved and /or
immepsurable firm-specific characteristics. However, to introduce so many dummies for each

firm, |t might not be a wise action as the estimation will face a serious problem of lack of degree

® The fprmula is taken from Busse and Hafeker (2007) to transform non-positive value into positive value. This will
in turn allowed us to log the variable

\ 17

of freedom. We tackle this complicated issue by introducing state dummy as well as SME
dummy. These two dummies, which are introduced in two separate equations, are expected to

control for another immeasurable state-specific or SME-specific effect.

Scope and Data Collection

In this study, we employ data extracted in year 2007. Although we did mention in our title that
we want to investigate capital structure of companies located in NCER, implying only northern
Perak should be considered, due to difficulty to exactly trace and sort the location of each firm in
our sample, we decided to include all companies in the list given to us. Data are collected from

Companies Commission of Malaysia (CCM).

RESULTS AND DISCUSSION

We started our analysis by discussing the summary of statistics of each variable under study.
After identifying companies with full information, necessary to be in the analysis we end up with
only 15,420 companies. As shown in Table 4, wholesale and retail trade and restaurant and
hotels (code = 600,000), business services (code = 800,000) and manufacturing (code = 300,000)
are three dominant sectors in NCER with 5627, 3251 and 2869 companies respectively. At the
same time, these sectors are also the most leveraged sectors. The sector’s average value of short-
term debt is RM6.89 million for manufacturing and RM10.16 million for business services.
Moreover, we also observed huge dispersion of short-term debt usage among companies in these
two sectors. For instance, in manufacturing sector, the standard deviation recorded the second

highest value with minimum amount of short-term debt of RM10,000 relative to the highly
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leveraged company that owing short-term debt amounted to RM699 million!® Sector electricity, two variables is important in order to confirm the validity of OLS as in the presence of
gas ahd water (EGW, code = 400,000) is represented by the least number of companies (48) but multicollinearity, OLS will produces estimates that are inefficient, albeit unbiased.
is highly capital intensive. EGW ranked second after business services sector.

Table 4: Summary of Statistics

Sector 100000 Sector 200000
Another interesting point to note is the most profitable sector, as far as 2007 is concerned, is the STD SIZE PROF TANG LIQ STD SIZE PROF TANG LIQ
Mean 32313 86253 0.08 042 6.77 36.10 6628 005 029 237
traditjonal sector. Agriculture, hunting, forestry and fishing (AHFF, code = 100,000) is the sector Median 9694 245.46 0.06 037 107 2.59 2252 003 021 119
Max 1800 21900, 165 100 60213 362.0 7511 119 084 2495
that demonstrated the highest average profit after tax as a ratio of firm’s size of 0.08. AHFF is Min 050 167 .1.95 0.00 0.00 0.00 6.89 074 0.00 0.08
Std. Dev 81935  2079.95 0.29 031 33.56 7649 1252 0.19 0.23 395
also the sector that having average fixed asset (as a ratio of total assets) higher than the other Obs. 457 102
Sector 300000 Sector 400000
sector with the ratio of 0.42 percent, followed by and community, social and personal services Mean 68947 1654.06 0.02 031 994 55345 213888 0,05 028 210
Median 1435 21217 0.03 027 107 3297 5034 0ot 017 L
(0.34) and manufacturing (0.31). Finally, as expected financing insurance, real estate, investment Max 69900 169000 807 100 730599 18100 78200 035 096 2015
Min 1.00 0.0445 -26.32 0.00 0.00 116 449 -2.57 0.00 0.04
and business services sector (code 800,000) is the sector that overwhelmingly liquid sector with Std. Dev. 281775  8208.73 073 025 17404 2668.18 11600 0.40 027 361
Obs 2869 48
the ratio of current asset against current liabilities is more than 90. It is then followed by Sector 500000 Sector 600000
Mean 36416 927.69 0.004 018 345 31533 56755 048 025 258
manufacturing (9.45) and AHFF (6.77) sector. However, huge gap can be observed between the Median 7535 11766 0.024 0.10 113 7708 11932 002 017 1.0
Max 56300 456000 278 099 37306 106000 192000  2539.50 100 84301
firm with highest liquidity and the lowest liquidity, implying that within the same business Min 0.12 0.19 -26.33 0.00 0.01 0.21 0.0002 23802 0.00 0.00
Std. Dev 217223 13500 0.79 021 1762 190392 370195 34.08 024 1545
services sector, there are firms that having a problem of liquidity and may be easily fall into Obs 1263 5627
Sector 700000 Sector 800000
liquidity trap should their businesses failed. Mean 801 46091 0.004 031 305 101697 234543 010 027 9258
Median 68.22 96.51 0.021 02 103 9227 202.21 0.04 017 116
Max 875517 67600 20.17 099 3929 222000 737000 2680 100 1879729
Min 0.15 0.21 -9.69 0.00 0.00 0.04 0.12 -26.50 0.00 0.00
Before we precede to the regression analyses, we discuss the preliminary bilateral interaction Std. Dev. 61123 278724 0.83 028 1653 5991.68 19600 110 028 335562
Obs. 857 3251
among the variables under study. The results of correlation analysis are presented in Table 5 Sector 900000
Mean 27741 670.36 0.02 034 435
below, It is apparent from the table that we failed to observe a high degree of first order Median 0.3558 7026 0.0 027 106
Max 58200 15700 12.06 099 317.62
collinearity between the explanatory variables. Checking the extent of multicollinearity between Min 037 009 207 0.00 0.005
Std. Dev. 249939 643580 091 0.29 17.23
Obs. 946

¥ At this stage, we would like to raise our concern regarding the quality of data taken from CCM. We noticed at least Note: Figures for STD and SIZE are in *10,000

two prgblems that may reduce the rehability of data provided. Firstly, there are negative values observed for items
such as|debt and asset. Secondly, some companies are having unbelievably high short-term debt
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Table 5: Correlation Analysis

InSTD InSIZE InPROF  InTANG InSTD _ InSIZE InPROF InTANG

Panel 1: Sector 100000 Panel 2: Sector 200000

InSTL] 1.000 1.000

InSIZE 0.306 1.000 0.400 1.000

InPROF -0.037 0.048 1.000 -0.057 0.064 1.000

InTANG 0.270 0.2941 -0.074 1.000 -0.077 -0.115 0.116 1.000

InLIQ -0.014 0.170 0.126 -0.211 -0.336  0.233 0.235 0.368
Panel 3: Sector 300000 Panel 4: Sector 400000

InSTD) 1.000 1.000

InS/ZE 0325 1.000 0411 1.000

InPROF -0.005 0.058 1.000 0.169 0.241 1.000

InTANG 0.133 0.199 -0.004 1.000 0.459 0.350 0.147 1.000

InL/Q| -0.408 0.105 0.063 -0.260 -0.353 -0.208 0.057 -0.310
Panel 5: Sector 500000 Panel 6: Sector 600000

InS70 1.000 1.000

InS/ZE 0462 1000 0346  1.000

InPROF 0010 0.088 1.000 -0.026 -0.050 1.000

InTANG 0056 0068  -0.021 1.000 0102 0142 -0.011  1.000

InL/Q)| -0.309 -0.048 0.058 -0.284 -0.414  0.056 0.011 -0.321
Panel 7: Sector 700000 Panel 8: Sector 800000

InST71) 1.000 1.000

InSIZE 0414 1.000 0.351 1.000

InPROF 0.045 0.178 1.000 -0.027  0.020 1.000

InTANG 0197 0223  -0018 1.000 0428 0520 -0023 1.000

InL/O -0334  -0.037 0.067 -0372 -0.508 0.107 0048 -0.174
Panel I: Sector 900000

InSTL. 1.000

InSIZE 0311 1.000

InPRQF -0.065 0.060 1.000

InTANG 0.098 0108 0018 1.000

InLIQ 0272 0179 0.065 -0.382

Generally, the correlation coefficients tend to suggest low level of multicollinearity. Although
this may induce inefficiency in our analysis, and hence the validity of our results, our huge
sample size may minimize the inefficiency issue providing sufficient degrees of freedom. This is

reflected in low standard errors in our results.

21

Our first regression results of equation (1) are presented in Table 6. We did control for
heterogeneity problem by estimating the equation with White standard error adjustment process.
The estimated model is also free from any serial autocorrelation problem as demonstrated by the
Durbin-Watson (DW) statistics. The stability test is conducted by using CUSUM test and the
results found to be supporting the validity of all estimated models. Given the fact that there is no
violation of underlying assumptions, we are now able to interpret the results which are presented
in Table 6. Overall, the model is well defined with high adjusted-R?, low standard error and

highly significant F-statistics.

The effect of SIZE on STD seems to be in line with the theory as SIZE enters significantly in all
sub-sectors’ equations and almost unilaterally elastic. This could be explained by the fact that
relatively bigger firms are more capable to diversify and hence expected to face lower risk level
relative smaller firms. With more firms” value or confidence created, they are also more capable
to attract debt provider (Abor and Biekpe, 2009). In contrast, firms which are smaller normally
face serious information asymmetry problem and thus, difficult to convince their potential

lenders to lend their hand.

Another result which is consistent with theory is for L/Q. LIQ is found to be significantly and
negatively affecting STD in all 9 sub-sectors, similar as finding in Eriotis et al. (2007)
According to Eriotis et al. (2007), the negative association between the two signifies the validity
of pecking order theory in explaining the financing pattem of companies. For PROF, with
exception to Sector 2 and 6, the results are generally consistent with the theory which predicted a

negative sign. The negative sign implies that less profitable firms are more likely to require
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extenLal debt financing than more profitable firms. As we already discussed, the profitability
level |of companies in NCER is not that impressive and therefore, unlikely they can survive or
expand their business (should they observe prospective business niche) without resorting to
external financing. this evidence also provide another support to the existing efforts by
Malaysian government to further push banks to be more lenient and helpful to local

entrepreneurs who facing financial constraint.

Table|6: Regression Results

Sector 1 Sector 2 Sector3  Sector4  Sector 5 Sector 6  Sector 7 Sector 8  Sector 9

Panel I: Regression Output (Dep. Var. = InSTD)

156%*  -1.90°**  504%* 191>  526™* 017 220 420 2.08%%*
Lo [5017)  [2766]  [5.51] (6.38] (13.04]  [0.07) [8.92] [1.09] [13.30]
WSIZE | 0.95%**  0.99%kk  095¥Er  03¥kX  006F*  (93¥*  092%r  (O8*KK  (93%**
[72.18]  [2838] [1635]  [39.83] [44.43]  [1691] [7.55] [1445]  [8.56]
WPROF|  -1.14* 001 20.99***  -0.05 SL10™* 049 20.89%  0.79% 067+
[-1.89] [127) [-3.59) [-027) [-9.12) [0.79] [-4.74]) {-2.70] [-6.18)
ITANG| -2.29%*%  285%sx  _|84%*x | 66¥** - STHXY | 6S*EF 6T 00T 206%%*
[-19.05]  [32.80] [-2938]  [-6.59] [2480] [-477) [-9.51] [-20.16]  [-5.51]
Q| | -L31*S*  L00*H* .1 33%*x  _]38%ew | 34ess | g0eer | 4]%ee |20k L] 37%*e

[44.79]  [-1606]  [-54.11]  [-19.68]  [-5543]  [-9.32] [-7.51] [-9.45] [-8.69]

Panel II: Model Criteria

Obs. 757 102 2869 43 1263 5627 857 3251 946
R? 0.83 0.85 0.84 0.80 0.82 0.8l 0.85 0.82 0.84
Adj. R? 083 085 0.84 0.80 0382 081 0385 082 0.84
SE. 0.44 046 0.54 0.50 0.42 050 0.64 0.58 0.48
AIC 1.23 -2.59 0.71 -0.19 0.14 0.46 0.69 1.75 091
F-stat 1523%%%  [332%%%  |8S2*R%  Qpews  |g47%%  353gRE 4725e%e  [034%e  3897e%s
{0.00] [0.00] {0.00] [0.00] [0.00] [0.00] {0.00] [0.00] [0.00]
D-W 1.95 197 1.96 2.10 1.96 201 2.0 1.93 1.94

Note: Asterisks *, ** and *** denote significant at 10%, 5% and 1%, respectively.

Finally, TANG is found to be contradicting to the existing theory that predicted a positive link
betwegn 7ANG and debt. However, this finding is still consistent and lends another support to
severgl studies such as Cassar and Holmes (2003), Hall et al. (2004) and Abor and Biekpe (2009)
in whijch they found a negative impact of TANG on short-term debt. In explaining the likely
weird |result, Cassar and Holmes (2003) counter-argued that this negative effect is on the basis
that firms matching their duration of assets and liabilities. The detail explanation given by Cassar
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and Holmes (2003) seems to be the most appropriate to explain the result of TANG. Out of four
variables, TANG has the largest impact (or highly elastic). It may inform us that local financiers
are putting huge emphasis on the asset structure of firms in NCER. Firms facing lower growth
but high risk apparently will be asked for more valuable collateral and with not be easily satisfied
by investigating on accounting information (Cassar and Holmes, 2003). Subsequently, firms will
be having low debt level. Another possible explanation regarding the high demand for valuable
collateral by financiers to small firms is because of the stronger assets substitution effect relative
to big companies. Whilst the face value might be easily measured but the owner could be having
difference consideration regarding the value of existing fixed assets. The owners of small firms
tend to value them higher than their face value as they represent the pillar of their business
Should these assets gone, no more business and this situation is part of strong characteristics of

local entrepreneurs in NCER.

In addition to model (1), we also tested the second and third model which consisting additional
dummy variables. In Table 7, we present the result of second model in which we added state
dummy. This state dummy is very important as the four states are not similar in several obvious
features such as land structure and size, leading political party, location, infrastructure and so on.
As shown in Table 7, the results do not change significantly. This implies that the above
discussion is remained valid. Nonetheless, significant improvement in adjusted R? and standard
errors might be suggesting the important state specific characteristics to be included in the future
study. One obvious regression results that we observed is the effect of TANG is significantly now
negative in all sub-sectors. This could be another justification on the importance of state

information to be in the model to get better insight of capital structure chosen in certain area. The
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F-stat

stic of DSTATE (H0: DSTATE]=DSTATE2=DSTATE3=0) also demonstrated that they

cannot be omitted from the model.

Table

7: Regression Results — WITH STATES DUMMY

so, it is expected to provide better hint regarding the need for and type of financing by every

segment of companies in NCER.

Table 8: Regression Results — WITH SMEs Dummy

Sector | Sector 2 Sector3  Sector4  Sector S Sector6  Sector 7 Sector 8  Sector 9

Sector | Sector 2 Sector3  Sector4  Sector5 Sector6  Sector7  Sector8  Sector 9

Panel [: Regression Qutput (Dep. Var. = InSTD)

Panel I: Regression Output (Dep. Var. = InSTD)

B E ol ok -1.35* -1.96%** <9.79%% 2.00%** -6.10***  -422 -3.48%**

240  465"** 760"  6.63*°*  588* 518 496" 6386 5830+
c [5.38] [-4.34] [3.00] [4.56] {1.80] {-1.07] [5.79] [134) [8.29]

mSiZE  0.80***  091***  097* 0.95%%*  0.97***  0.94™*  094***  0.99* 0.95%*+
(5.98] [8.53] [185) [5.92] [4.09) [7.33] [8.67) [2.90] [4.82)

mPROF  -0.55** 0,03 2033%% 046 0.40%*  -0.52* 095%%*  L0TTH 073
[-2.42) [1.28] [-3.52) [-0.16] [-8.57) (-1.78] (-4.13] [-3.63] (-5.72)

ITANG  -L79%%  241%**  |OI** |15 L] 06%*  -1.09%F* ] 98%K*  _14SHXr ] 3%
[-2.36] [11.94]  [-1093]  [-3.97] [-2.63] (-5.89] (IL71)  [-1124]  [-439)

WL -LISTM L0.03%er | 15eer  _36MRe | 125%%s [ Q0%** -] 33%6% -0 -1 24%%*

[-2.97) [7.71) [-5.54) [-3.98] [9.26] [-4.82) [-9.38] [-5.68] [-8.69]

Panel II: Model Criteria

Obs. 457 102 2869 48 1263 5627 857 3251 946
R? 0.87 0.82 0.84 0385 0.88 0.85 0.830 0.87 0.85
Adj. R? 0.87 0.81 0.84 0.84 0.87 0.85 0.83 0.87 0.85
SE 0.43 0.32 0.34 033 0.73 033 0.30 0.37 047
AIC 1.06 1.23 1.05 178 195 1.94 1.94 112 1.84
F-stat 1432,51%  1632** 12294+ 910*** 1722%%* 246444+ 339344+ 1307+ 36804+
(overall) 10.00] [0.00] [0.00] 10.00] [0.00] 10.00] [0.00] [0.00] 10.00]
F-stat 45400 1.99% 2.78%** 1.308% 1.89%** 4,.85%%* 2.01%* 5.08*** 2TTheN
(DSME)  [0.00] [0.05] [0.00] [0.00] [0.00) {0.00} [0.04) {0.00] [0.00]
D-W 1.97 1.99 1.93 2.30 1.99 1.95 2.03 1.92 214

o (-4.20] (-333) [-1.65] [-4.59] [-1134]  [-4.83] [6.12) [-0.59] [-8.23]
InSIZE 0.85%** 0.44%*> (3794 baces 0.34%%> 0.39%%2 0.45%** 0,51 %% 0.46%** 0.12%*=
[5.96] [5.76) [9.43) [4.33] (3.05] [3.65) (411 [4.08] [6.22)
InPROF | -0.47** 0.44%** 038 -0.51%** -0.69%** -0.61% -0.29** -0.56 -0.62%*>
[-2.52] [3.27) [0.02] [-2.83) [-3.39] [1.67) [-227] [-0.38] [-2.86]
INTANG | -2.59** T R I L TN T L -7 KL IO T EL L I T L L S W R
[-232) [-4.05] (-3.72] [-3.20] [11.10] [-8.13] [-5.58] [-9.14] [-6.80]
InLJQ -0.30% -033 -0.370***  -0.23%* -0.48%%* -0.13%** -0.23%%* -0.52%* -0.25*
[-2.72] [0.99] [-2.92] [-2.47] [-3.27) [-4.15) [-3.99] [-4.47] [-1.93]
Panel II: Model Criteria
Obs. 457 102 2869 48 1263 5627 857 3251 946
R? 0.89 086 0.85 088 0.86 0.85 0385 0.89 0.85
Adj. R? 0.89 086 0.85 088 0.86 0.85 0385 0.89 0.85
S.E, 0.40 0.08 0.38 0.20 0.22 0.30 0.35 0.49 0.36
AIC 1.21 -0.51 0.41 0.10 0.59 0.45 0.68 L7l 0.86
F-stat 951 ¥ex 1646%** L) By ased T3Reee 8616™** 2667*** 4449%** 70592+ 3008***
(overall {0.00) {0.00] {0.00] [0.00] [0.00) [0.00) [0.00) {0.00] [0.00]
F-stat 20/66%%*  259.5%*% G ¥ 10izo*** 18.35%%* 113.4%** 16.05*** 49 .96*** 16.54***
(dstate) [0.00] [0.00] {0.00] [0.00] [0.00] {0.00] [0.00] [0.00] [0.00]
D-W 1.95 1.98 1.97 2.02 1.90 2.00 1.94 1.98 1.95
Note: Asterisks *, ** and *** denote significant at 10%, 5% and 1%, respectively.

Finally, we tested the model with SMEs dummy. As presented in Table 4, there is huge size gap

in ey
estim
on shi
Table
seeme
stand

reconm

ery sub-sector. Omitting this information from the model might be creating bias in the
ation. Therefore, in order to investigate whether this omission will have a significant effect

prt-term debt or not, we add in equation (1) SMEs dummy. The results are presented in

8 below. Similar to the second model with state dummy, model with SMEs dummy is also
d to be outperformed the original model. This is particularly true as far as adjusted R?,
rd error and F-statistics (DSME) are concerned. This implies that for future research, it is

mendable that separate research to be conducted for SMEs and large companies. By doing
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Note: Asterisks *, ** and *** denote significant ar 10%, 5% and 1%, respectively.

CONCLUSION

In this study, we conduct our analysis in order to investigate how some specific firm
characteristics determine the firm’s capital structure. We use the panel data derived from the
financial statements of more than 15,000 Malaysian companies located in the northern region or
NCER. With very limited information can be extracted from the data collected from CCM for the

year 2007, we did restrict our model to have four independent variables only.
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*Our finding did suggest that generally the choice of capital structure in NCER is also consistent

with the standard prediction of the existing theory pertinent to capital structure. Nonetheless
several additional important implications are also found. First, TANG has been the most
important determinant, regardless of which model. This implies that potential financiers are very
much| concern about the risk facing each companies in NCER, the area in which the record firms
generglly enjoying low growth but facing high risk. Hence, more valuable collateral in the form
of fixgd assets is normally required. Second, state characteristics may also be playing significant
role to capital structure as it found to be the better model. Third, as SME dummy has proven as
significantly affect capital structure model, it is important to segregate the data into two separate
group of companies — SME and large companies as they may have different set of impact. For
instarice, the impact of TANG is strongly being suggested as positive for large firms but negative
in our case. This is not too strange as majority of companies in NCER is small to medium size.
Their|dominant presence could have an impact on the results. This can be further confirmed if

we can conduct two different analyses, rather than pooling them into single analysis.
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Abstract

We examine the determinants of capital structure of small and
medium enterprises (SMEs) by utilizing the data of 15,323
companies only for the year 2007 covering the northern area of
Peninsular Malaysia such as the state of Perak, Penang, Kedah
and Perlis. By conducting cross-sectional data analysis, we
found that the determinants factor such as size, profitability
and tangible asset is significantly related to long term debt.
Size and tangible assets have a persistent and consistent
negative and significant relationship with long term debt.
Further, profitability is found to be significantly and positively
related to long term debt. However, the study found that the
liquidity has no impact on long term debt in SMEs.
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L. INTRODUCTION

The small and medium enterprises (SMEs) play a vital
role in the development of the Malaysian government’s
economic growth. According to Dr Zeti Akhtar Aziz,
Governor of the Central Bank of Malaysia, in her speech
during the 7™ Conference of Asia-Pacific Economic
Cooperation (APEC) Financial Institutions Dealing with
SMEs on July 16, 2010, she urged the important of
development of the SMEs can be as the driver of the
economic growth process directly would achieve a more
balanced growth. She also mentioned about the contribution
of SMEs to Malaysian economy, which is the SMEs
constitute 99% of all businesses, 57% of total employment,
35% of gross domestic product (GDP) and 20% of total
exports.

Based on these economic indicators, we can say that the
SMEs as important contributors to the growth of the
Malaysian economy and this experience have been agreed by
Hamilton and Harper [8]. Therefore, we would like to
investigate further the way of SMEs choose their financing
preference or how they manage their capital structure in
order to run their businesses and remain being competitive
advantage locally and globally.

The optimal capital structure theories as explained by
Modigliani and Miller [14] to discuss on the capital structure
or financing preferences that is focusing only on large listed
firms. Therefore, there are an issues have been raised by the
previous researchers whether that findings are valid to be
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used for other firms mainly small firm such as SMEs and this
issues have been received limited attention [1].

Thus, this article intends to investigate the relationship
between firm characteristic determinants (size, profitability,
liquidity and tangibility) with long-term debt of SMEs in the
northern corridor of Economic Region (NCER) in Malaysia.
There are nine sectoral classifications made in this study.
This paper is structured as follows: Section II provides the
background of SMEs in Malaysia. Section III reviews the
previous studies on the determinants of capital structure and
the data collection, methodology and empirical models used
in analyzing the data is described in Section IV. Section V
discusses the findings of the study and finally, Section VI
concludes and explains the limitation of the research.

II. SMESINMALAYSIA

The Small Medium Enterprises (SMEs) in Malaysia can
be classified into activity, turnover, and size and the SMEs is
the major sources of employment. Generally, the term of an
enterprise itself is considered as SME with regards to the
annual sales turnover or number of full-time workers. Table
1 explains in details the SME’s definition in Malaysia
basically categorized based on the sales turnover and total
number of full-time employees [10]).

Table 1: Definition of SMEs based on Sales Turnover and
Number of Full-time Employees in Malaysia

Category Micro- Small Medium
enterprise enterprise Enterprise
1. Manufacturing, | Sales Sales turnover | Sales turnover
manufacturing- | turnover of | between between RM10
related services | less than | RM250K and | Mil and RM25
and agro-based [ RM250K /| RM10 Mil / | Mil / between
industries fewer than 5 | between 5 to [ 51 and 150
full-time 50  full-time | full-time
employees employees employees
2. Services, Sales Sales turnover | Sales turnover
primary turnover  of | between between RMI
agriculture and | less than | RM200K and | Mil and RMS
information RM200K /| RM1 Mil / | Mil / between
and fewer than 5 | between 5 and | 20 and 50 full-
communicatio full-time 19 full-time | time
n technology | employees employees employees
(ICT)

(Source: SMIDEC [20])




According to Dr Zeti [22], the Malaysian government has
established the National SME Development Council (NSDC)
in 2004 to formulate broad policies and strategies which its
aims in creating and enabling environment for SMEs
development across all sectors. In order to achieve this
mission, SMEs development programs under three broad
strategic thrusts of strengthening the enabling infrastructure,
enhancing SMES capacity and capability and enhancing
access to financing was introduced and organized by the
SME Corporation Malaysia in October 2009. Therefore, 354
programs with financial commitment of RM6.02 billion are
being employed to build up high performance and resilient
SMEs in Malaysia.

The SMEs can be a competitive advantage in emerging
market because it has greater flexibility and ability to adjust
to changes in the market and it has a potential to raise
productivity and performance. In addition, the government
and financial sectors (banks) give full support in the
development of SMEs locally and globally. Due to these
advantages, we have initiated to evaluate the determinants
which influence the SMEs to decide their optimal capital
structure in running their businesses.

III. LITERATURE REVIEW

The theory of capital structure was initiated by
Modigliani and Miller since 1958 discussing on the effect of
capital structure on the firm value by concluding their work
that the “capital structure is irrelevance” which means that
the firm value was not influenced by the financial structure.
Modigliani and Miller [15] also explain about the tax shield
when firms can pay lower taxes if equity financing and
encourage firms to use all debt financing for tax purposes
because interest is deductable. Therefore, firms can attain
optimal capital structure by practicing this tax saving
activities and firms with higher profitability would choose to
have high debt to gain tax benefits. However, Myers [16]
and Myers and Majluf [17] in their hypothesis of pecking
order or asymmetric information, claim that firms prefer
internal financing to debt to equity. Therefore, firms with
higher profitability will use higher retained earnings and less
debt and this is consistent with the study done by Abor and
Biekpe [1] in Ghana. They find there is a significantly
negative relationship between profitability (as calculated by
profit before tax to total asset) with long term debt.

Cosh and Hughes [4] explain that SME owners try to use
and meet their financing needs based on a pecking order
theory as follows: firstly, using their "own" money (personal
savings and retained earnings); secondly, short-term
borrowings; thirdly, longer term debt; and finally least
preferred of all, from the—introduction of new equity
investors that represents the maximum intrusion. In the
nutshell, the pecking order theory suggests that the
relationship between leverage and profitability will be
negatively correlated because the more profitable the firm,
the less need it has to borrow either long-term or short-term.

Rajan and Zingales [19] construe that large firm are
likely to be more diversified and are expected to employ
higher amount of debt than small firms. This statement has

also been supported by other studies which say that smaller
firms tend to use less long term debt and more short term
debt due to shareholder-lenders conflict [1][13][21].

In term of liquidity, Manos, Murinde and Green [12]
indicate that liquidity ratio reflects firms’ ability to pay
creditors in the short term. It is expected that liquidity and
leverage to have a negative relationship as firms tend to use
the extra cash to finance their investment instead of incurring
interest costs [5]. Additional debt would deteriorate the
current ratio further and makes the firm’s financial standing
weak [6].

However, the different theories of capital structure
contributed different attributes which can lead the companies
to make a decision on how they can choose for the debt
financing. Tangible assets also play a vital role and act as
collateral and provide security to lenders in the event of
financial distress. According to Jensen and Meckling [9],
collaterality is very important and act as the protection to
lenders from moral hazard problem when there is a conflict
between shareholder and lenders. Abor and Biekpe [1] find
there is a significantly positive relationship between asset
structure (as measured by fixed asset divided by total asset)
and long term debt. In addition, other previous empirical
studies also find a positive relationship between tangibility
and long term debt, however negative relationship between
tangibility and short term debt [18][2][21].

IV. METHODOLOGY

This study assumed a direct relationship between firm
characteristic determinants (independent variables) and long
term debt (dependent variable). The relationship is tested
based on the following empirical model and this model also
employed by the previous studies such as Abor and Biekpe
[1], Hall et al. [7], and Cassar and Holmes [3].

LDEBT, = f3, + BSIZE, + B,PROFIT, + B,LIQUIDITY, + B,TANGIBLE, + ¢,

where:

LDEBT = long-term debt

SIZE = total asset

PROFIT = return on assets before tax

LIQUIDITY = current assets divided by current
liabilities

TANGIBLE = fixed asset divided by total assets

€ = random error

B; = parameters to be estimated

In this study, we conduct cross-sectional data analysis
after controlling all the important exogenous factors such as
state, then by using ordinary least square (OLS) technique,
we run the analysis. The data are mainly taken from
Companies Commission of Malaysia (CCM). Originally,
there are 16,550 SME companies in the list. However, after
deleting all missing information, we are left with only
15,323 companies. The data are only for the year 2007
covering SMEs in the northern area of Peninsular Malaysia
such as the state of Perak, Penang, Kedah and Perlis.




We have also developed 4 models to determine which
model is more superior or appropriate (goodness of fits) for
this study. Model 1 and Model 3 based on the data at level
and log form respectively, however in Model 2 (level) and
Model 4 (log from), we included dummy variable for nine
sectoral classifications. Basically, Model 1 and Model 2 is
used an indicator of confirming the direction sign between
independent and dependent variables. Further, the findings
of Model 4 were found to be more superior and results of
analysis in Model 4 are used for further discussion of the
study.

V. RESULTS AND DISCUSSIONS

Table 2 reported the descriptive statistics of all variables
in the study. Long term debt as dependent variable has a
mean value of 1,664,671. Meanwhile, the independent
variables as denoted by SIZE, PROFIT, LIQUIDITY and
TANG exhibit mean value of 12,256,915, -0.1795, 20.02328,
and 0.283 respectively.

Table 2: Descriptive Analysis

LDEBT SIZE PROFIT LIQUIDITY TANG
Mean  1664671.0 12256915  -0.1795 20.02328  0.282558
Median 18333.00  1481737. 0.0296 1.083539  0.210966
Max 2.06E+09 7.37E+09  2539.500 1879729  1.000000
Min 0.000000  0.000000 -3947.279  0.000000  0.000000
Obs. 15323 15323 15323 15323 15323

We have conducted a correlation analysis by using the data
at level and also in a log form in order to investigate the
possible degree of multi-collinearity among the variables as
shown in Table 3 and Table 4. The results of correlation
analysis remain the same indicating all variables are not
related to each other or there is no multi-collinearity
problems exist among the variables used in this study.

Table 3:Correlation Analysis — Long-Term Debt (Level)

LDEBT  SIZE  PROFIT LIQUIDITY
LDEBT 1
SIZE 0.3213 1
PROFIT 0.1257  0.4521 1
LIQUIDITY 0.0007  0.0259  0.0396 1
TANG 0.0555  0.0512  0.0074 -0.0120

Table 4: Correlation Analysis — Long-Term Debt (Log

Form)
INLTDEBT  InSIZE  InPROFIT InLIQUIDITY
InLTDEBT 1
InSIZE 0.4863 1
InPROFIT 0.3495 0.0269 1
InLIQUDITY 0.0087 0.1221  0.0223 |
InTANG 0.0290 0.1004 -0.0037 -0.2887

Table 5 reported the regression results for Model 1,
Model 2, Model 3 and Model 4. Model 2 and Model 4 have
taken into consideration the dummy variable of nine sectoral
classifications in SMEs as classified by the Malaysia
Standard Industrial Classification 2000 (MSIC 2000)[11].

Table 5: Results of Analyses — Long-Term Debt Model

Model 1 Model 2 Model 3 Model 4
Level Logarithmic Form
Panel A: Estimated Model
676.570***  321.638 -18.5851*** -18.6132%**
C (3.8143) (0.6735) (-4.6284) (-4.3026)
SIZE 0.0864*** 0.0862%** 0.9651%** 0.9766***
(4.6649) (4.4831) (6.8999) (6.9259)
PROF -0.1275%%*  .0.1274%** 1.2066%** «1.2530%%+
(-8.8868) (-8.8808) (2.9705) (3.0932)
LIQ -104.54 -115.13 0.2292 0.2525
(-0.2903) (-0.3197) (0.6295) (0.6954)
TANG 1715.07 1653.31 3.9633%** 3.9665***
(1.2258) (1.1812) (4.9465) (4.1554)
Dummy Var:
- 1.7948 - -0.8983***
DSI (0.1627) (-5.6920)
- -5.7968 - -0.5829*
DS2 (-0.2738) (-1.9339)
- 8.1608 - 0.1015
DS3 (0.1282) (1.1083)
- 4.6525 - 0.9809**
DS4 (1.3804) (2.0446)
- -4.8240 - 0.0083
DS5 (-0.0006) (0.0734)
- -7.9688 - -0.0321
DS6 (-0.1407) (-0.3985)
- 4.4344 - 0.0113
DS7 (0.4824) (0.0867)
- 1.3120** - -0.4785%**
DS8 (2.1063) (-5.3765)
- 17871%* - 0.1503
DS9 (2.0287) (1.1911)
Panel B: Model Criteria
Obs. 15323 15323 15323 15323
Adj. R? 0.3196 0.5199 0.6101 0.7142
AIC 3.6663 3.6663 5.1390 5.1337
563.1689** 174.4486**  1856.586*** 582.7466***
F-stat * * (0.0000) (0.0000)
(0.0000) (0.0000)

***significant at 5% level

We have chosen the results of analyses in Model 4 for
further discussion due to the more superior model as
compared to others. The results signifies that the size is
significantly positively related to long term debt and this
findings is conformed with those of previous such as Rajan
and Zingales [19] and Abot and Biekpe [1]. This results can
further explained that the larger the firm the more diversified
and these firms are also having lower risk as compared to
smaller firms.

In_relation to the profitability, there is a statistically
significant negative relationship with the long term debt and
it is confirmed in that SMEs finance their activities following
the financing pattern as suggested by the pecking order
theory [1]. This findings also indicate that the SMEs with
less profitable are more likely to apply the external debt
financing than SMEs with more profitable in the business.

The study also finds that the tangibility as measured by
fixed asset divided by total assets has a positive and




significant related to long term debt indicating that non-
current assets are important and act as the protection to
lenders from moral hazard problem [9]. This result is also
consistent with the findings of Pindalo, Rodrigues, and de la
Torre [18], Chittenden, Hall and Hutchinson [2] and Stohs
and Mauer [21]. However, there is no significant evidence
relationship is found between liquidity and long term debt.

VI. CONCLUSION AND LIMITATIONS

This study investigates firm characteristic determinants
of capital structure which is long term debt of SMEs in the
northern corridor of Economic Region (NCER) in Malaysia.
We have conducted the cross-sectional analysis of 15,323
SMES companies for only the year period of year 2007. The
research findings of the study provide significant evidence
that the larger the firm, the higher the SMEs to employ the
amount of debt than small firms. Conversely, SMEs with
higher profitability significantly to choose to finance less
long term in their financing structure decision.

Moreover, we have observed in the data collection, more
than half of 15,323 companies did not choose long term debt
in their financial structure. In addition, the study also found
that SMEs are intended to use more long term debts when
the proportion of fixed asset in their companies is increased.
The limitations can be addressed here are each variable is
dictated by different measures used in previous studies which
can lead inconsistent results and also the data period used is
very short period. Thus, the findings of this study on the
capital structure decision have important implications for
policy makers and also entrepreneurs of SMEs in Malaysia.
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