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ABSTRACT 

This 1>apcr csami~ies determinants of capital structure of China-Listed cornpanics in 

Sliang Hai Stock Escl ia~~gc.  P~niitability. sizc. gro\\'tli rate and liquidity arc tlic 

\ariables used as tlic' indepciiclcnt \,ariablcs, \vliile capital stl-uctul-c is prosicd bv 

1 -  t\ . c ~ a g c .  ,-. The capital ~narkct  of China went tlil-ougli a rcmarliablc grou.tli from 2006 

to 2 O O S ,  but currently i t  is in deep recession. This study loc)ks at the factors tliat 

iniluc~icc China's industrial companies' capital structure in a ten-year pel-iod, li-on1 

1 O O S  to 30 10. The tindings show tliat sizc is positively and signiticantly conelntcd to 

Ic\,c~-age. \\~liilst litluidity is negatively but sigliiticalitly intluenccs level-agc. Both 

p~'c,iitability and gro\\.tli rates tlo not have any e t i c t  on capital stl-ucturc of the 907 

illtlustrial co~npanics esamineti. 'Tl~c tintlings aiso demonstrate that ncitlie~. the 

pecl;ing order tlicory nor tradc-off theory derived fuom tlic western setting could 

proviclc c o n \ , i ~ ~ c i n g  ecsl>lanation fi,r the capital S ~ I - L I C ~ U ~ C  c l l~ ices  of the C l i i ~ i ; ~ ' ~  

cc,inp;~~iics. Tllc diffcrcnccs in the clloiccs may be attributed to the flndamcntal 

i~~stitutional assumptions ill the wcsterli models that arc not valid in Cllina. 

I<c~.words: Capital structure. protitability. s i x .  growth. liquidity, peclting ordcr, 

trade-oft: 
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CHAPTER 1 

INTRODUCTION 

1 . 1  BACKGROUND 

No\vad:~ys. no matter \\liicli industrial ill-cll a company is in\/ol\'cd in. managing 

clll'ital structure is important. Companies usually need capital to support funding, 

such as to buy propert). and to build or acquire production f'acilities and equipment to 

expand tlicil- business. The needs for capital would either c o ~ n c  fi-0111 internal i'untling 

atld/n~- external f ~ ~ ~ i d i n g .  A linnncial nianagcr should plan an  optimum capital for 

conll'any in nrdcr to maximize con~pany ' s  PI-olit and market \,aluc. Tlie 

tlctcrminatioli of tlic opti~iium capital S ~ I - L I C ~ L I ~ C  is a d i f l i ~ i ~ l t  task and Ilic m:lnagcr has 

to perfonii this task properly. so that the iirm c o ~ ~ l d  acliic\~e its ultimatc ob~jcct i \~e 

\\,liich is maximization ol '~l iarcI ioI t le~-~ '  \\.c;~ltli. 

Tlicl-c \\.ere \~olurninous ol' rcsearchcs tcstcd o n  companies' clioicc in the 

tlctcrminants of tllc dcbl to equity ratios in \,arious sccto~.s of  tlic ecoliomy, such as 

restaurant industrj. (Upncja and Dalbol-, 2001 ). bank intlustrics (Amitlu. 2007). 

P o ~ l u g i ~ s c  listed company (Sen-asclueiro and Rng:~o, 2009) and Turl<isll lodging 

companies (I<aradcniz. I<andir, :~ntl Onal, 2009). One  01' the main conclusions of 

tlicsc empil-ical sti~clies is that industl-ial classilication is ~ u i  inipol-tant determinant ol' 

capital stl-uctu~-c hccause tlicrc arc \ ,ar ioi~s dil'l21-ciiccs among ilidustrics ant1 

compa~iics  \\.itliin an  industry. 

Capital S ~ ~ L I C ~ L I I - C  is tlic niix oI'debt ;uid equity usctl by n company to fin:~ncc its 

assets. Capital S ~ I . L I C ~ L I I . C  dccisiori is one 01' tlic most signilicant decisions \\.liicli is 
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made by linancial managcliicnt since it  is at the centre oi' otIie1- tlecisions in col-poratc 

iinance ~vliicli include di~,idcnd policy, project financing, issuance 01' long-[el-ni 

secul-ities. iinancing ol' mc~-gcrs ancl I ~ L I Y O L I ~ S .  'l'lie most c r ~ ~ c i a l  ol7jccti1'e in corporate 

i'inancc is I?)I- tlie col-po~.ate linancial managel- to g~~ai.:intee tlie lowest cost oi' capital 

ancl licncc masimizc the wealth of tlie shai~ulioldcrs. Thc capital structure plays the 

i~iipo~-t;~~it  role for manngc~ncnt to manage ancl control tlie firms' cost oi' capit~il. The 

optinial capital structure is to ~ninimizc tlic lowest cost ol'capital. u.liicli in turn will 

niasiniizc sli;~~~cliol~Icrs' \ , ~ I L I c  

Accol-ding to an early ~ ~ r o r k  of' Modigliani and Miller (195s) on capital s t r ~ ~ c t ~ ~ r e ,  

tlicrc arc tlirec conflicting tlieorics of capital sti-ucture: static trade-01.1: pccl<i~~g order, 

and agency cost tlicories. The static trade-01'l'i.lieory of capital structul-e (also reti-rred 

to as the tau basecl tlicory) states tliat optiliial capital stl-ucturc is obtained vilicrc tlic 

ad\~alit:Ige of net tau debt tinancing balances level-age include costs such as iinancial 

recession a1i~1 b;inl<r~~ptcy, holding fii-m's assets and in\~cstment decisions constant 

(Baxter. 1007 and Altman 1084, 2002). Accol-cling to this tlico~.y, reporting equity 

means staying away iium the app1-017riate and that o~lglit to so he considereel had 

lle\\'s. 

Furtlicr~iiorc, tlici-c is an absencc 01' n complete tlicoretical model to explain those 

['actors which al'ti-ct the capital structure decision in practice. Those factors were 

indicated in the forni of complicated and qualitative manncl- and do not follow tlie 

accepted tlicory bccausc of tlic iiiil?c~-i'cct capital mai-kct. Managers need to make 

decision ~ ~ n t l e r  impel-kct kno\vlcdgc and risk. The companies ncccl to analyze and 

balance all the I'lctors \vliich arc related to their capital stl-ucturc decision in orclc~ to 
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lia\,e an aly'rop-iate c~rpital stl-uclurc. Omran (2009) states tliat capital structu~-e is a 

mailistl-cam tlicmc ol'corporatc linancc ant1 tliat there is insul'ficient I<nowledge about 

capital s ~ ~ - u c t u ~ . e  in emerging rna~kcts  and 11;rnsitional economics. I-le also clal-ilies 

[.hat tlic t1ico1-ics ol'capital st~-uctulu tcnds to hc \.aluation-based and the de\lelopmcnt 

ot'stocl< markets slioi~ld play ;I ~ u l e .  Brc~rley and Myers (I 9SS) also euaminetlic issues 

capital s t~. i~ctu~.e.  Although there use many rcsc:r~-clies that study f capital structure, 

lio\vc\~er. the I I L ~ Z Z I C  01'110\v Iirms make capital structure decision is considered one  of' 

the most signilicant u ~ i ~ - ~ ' s o I \ ~ c d  problctiis in tinancc. This study 171-ovides e\ idcncc 011 

tlie determinants ol'capital s11.ucture of Clii~iesc co~ilj)anics. 

C'apitirl S ~ I - L I C ~ L I I . ~  is dclincd as the composition ol 'a lil-m's liabilities and o\~.ncrs '  

ccli~ity. Debt consists of hond issues or long-term notes payable and equity is made up 

ol 'common stock, prclkrrcd stock 01- retained cal-nings. Modigliani and Miller (195s)  

being tlie pioneers of this study 1;)l-m~ the basis for model-n thinking on capital 

stl-uctul.c. In tlicir study. they slio\\- tliat company's \.aluc is not dependent on  its 

financial s t r i~c t i~rc .  They conclude t l i ~ r t  a company's liiglicr 01- lo\~.cr \.aluc dcpe~ids  

on tlic uhility 01' its :rsscts to senel-ate \,:iluc. I-cgal-dless il' the assets origin;rtc in 

intcrnal or extc1~1ia1 c;ipit;rI. In a pcrlkct capital mu-l<et \vlicre there arc n o  transaction 

01- banlil-uptcy costs anti no asymmetry inti,rmation, tlie lirm's investment dccision 

\\~oulcl not he al'lL.ctctl hy linancing tlccisions bccausc i t  can b o r l - o ~ ~ .  at the sanie 

intcrest ~;rtc and csclutlc taxes. 

Capital structi~rc decision shows the niagnitucies of liabilities and owners' equity. 

I L  is a cri~ci;iI part f i ~ r  tlic company because any  misjudgments regarding the financing 

clccision that lia\,c been niade u~ould  bring ad\.crsc cnnseclucnccs to the company such 
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as financi:il distress, liquidation and lxinl<ruptcy. Although thcrc have been extensive 

rescar-cli in capital st~.ucture I'or long time but they still cannot c<)nic O L I ~  wit11 

conclusive g~iidclincs fix managcr to choose bctwecn an opt i~nal  dcbl and equity in 

financial decision. Thcrc arc some ot11c1-s reasons that influence capital structure 

decisions such 11s 1,ankruptcy costs. agency costs, taxes, and inli>~-mation asy~i i~net ry .  

These I'actors slio\v that tllcre arc s o ~ n e  limitations to Modigliani and Millcr 1058 

a p ~ ~ r o x l l  wliicli assumes tliat a perl'cct capital market wlicreas in the real world 

c;q?itaI marlcet is impel-lkct. I-lon~evcr, Modigliani and Miller (1063) lind that tliat 

cc~mpruiics tliat ha\.c tax-lxnclits n,ould use debt r:itlier Illan internal capital to finance 

their invcstriicnts hecausc they can get bcnelit li-om tax sliields. 

1.2 AN OVERVIE\Y OF CHINESE CAPITAL RIARUET 

C'hina's economy has clia~igcd fi-om a ccntr.ally planned ccononiy (C'PE). 

\vliicli \,as inti-otlucctl in I040. to a more mar.lict oricritatcd ccononly since 107S a n d  

is c~irreritl)~ a siyiilicant lx~rticip;lnt in tlic gloIx11 economy. There \\.ere some 

inllcrcnt shortcomings 01' the CPE. such as dct'cctivc f'~~nctioning of  the planning 

mcclianism. ~iionopolistic, non-contcstriblc position 01' the State O\vned Entel-priscs 

(SOE.5). lack 01' lin:rnci;~l sanctions, lack 01' adec!~ratc inccnti\'cs. nlacl-o-ccono~iiic, 

suboptimal a1loc:ltion 01' ~.csou~-ccs, the a~~tal-chic isolation. and Mao's clisastrous 

initiati\,cs. l'liis Icd to c c o ~ i o ~ i ~ i c  and Ii11r11ici;il ~ . ~ l ' o r ~ i i s  in the late 1070's, \\lliicl~ 

started u i th  the de-collecti\~i;/ation of ag~.iculturc, gradual libel-alization o f  prices, a 

di\~crsilicd banking system. more autonomy fill- SOE's. decentralization of  the liscal 
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systcni, dc\ clopmcnt of tlic stock mal-Lets, the 21-omtli o f  the non-state scclor and 

tlic opening to li)~-eign trade and ill\ cstmcn(. 

In mainland Cliina. the stock market ~.cappcarcti in tlic 1980's and lias 

expel-ienccd trcnicntious gro\\,tli c \ .c~ .  sincc. The numbel- 01' comp:inics listed 

incrcascd li-om a dozen i l l  199 I t o  more tlian 600 in 1997. At the same time. marl<et 

capitalization i~icrcasctl li-om less tlian IObillioii R M B  to more Illan 1-:OObillion 

11 h'I H . 

Tlic Cliincsc ma~.l\ct lias a numbe~- of i~nicluc fi':iturcs, like different shares are 

issued to cntorprises. stale, and indii~itiual s1iai.e holders. u/ho Ilaiv dil'l'crcnt 

l~i~rcliasing costs and circulation rcgulalion. Ollicr cliaractcristics arc strictly 

scgnicntctl marlicts Ibr domestic iri\,csto~-s and li>r-cign in\~cslors. liigli transl'er rates. 

liigli PiE ratios and liigli sl.stem risl<s. l'lie Chinese govern~lient lias Ibl-niulaled l i , ~ ~ r  

principles 01' stocl< ~narket dc\.elopmcnt, na~iicly: tlic legal systcn~,  standardization 

to nol-malizc its stock mnrl<cl. supcr\,ision and sclf~disciplinc. One 01' tlic re1i)riiis 

11131 China gradi~ally lias iml~lcmentccl \\,crc tlic rcl in~nicnts in Iiwcign exchange ~inci 

bond mal-licts and tlic s111c ot' equity oi' China's largest state banks to Ihl-cign 

in\~cstors in 2005. 

C'liina's stock markct is llcing 3 ma-101- turning point. Recently, the stock prices 

liavc becn increasing bec:~usc oi' rcco\!cr;lbIc g1-0wtI1. T1iereS01-e. mal-kct-or-icntcd 

ac!justmcnts arc ncctlcti. Cliina's ~ t o ~ l i  ~iiarl<ct \\lent li-om a sustained slump to a 

stable de\,clol,ment, hut no\\.. il has ~.cacliccl a major tu~.ni~ig point. Cliina's capilal 

market lias hccn stagn~i~it sincc .lunc 2001. \vliicli is no( quite normal. Zlic~u [2001] 
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clainis that t1ic1.c ;]re ~iiultiple reasons explaining this situation. One is a 

misundcrstantling 01' t l ~ c  capital marliet's dc\'clopmcnt caused by Ilawcd thinking. 

This type of tliinliing has had a ncgati1.e impact o n  tlie capital markct bec:~use 

people ge~ierally rcjectcd Cliin~i's capital markct and have been arguing and 

ad\.ocating a ..new start". 

The rise o f  tlie stock priccs of last year 14~~1s actually reco\.erable gro~vth. Tlie 

Shanghai Stock Index reaclied 2.600 points at tlie end of 2006. Ho\vc\/er, the real 

Ic\,el \\.as Just 2.200 points, because tlie culculat io~~ l'ormula produced an inllation 

g~-o\\rll~ 01' 400 points. \\.hich Iiad to 17c deducted. So ultimately, the Ic\rel \\.as 

hasii::~lly the same ns i t  \!.as i n  .lunc 200 I .  Nc\ c~.tl~clcss, the stock index dicl incrcusc 

r:rllicr cluicl\ly in 1 . 1 1 ~  17~1-iod 01'  Dece111I~er 2000 to . I D I I U ~ I * Y  3007. Ho\~:c\lc~-. 

suppl-cssing cxccssivc gro\\~l.li by implementing administrative changes and 

I-cgulations is nol. desir;lblc. histcad. ecol~omic mechanisms and  market-01-ientutcd 

acijustments slio~~I(I I ~ c  used to atlclrcss tlie j,l-ohlem. Until the October 201 1 .  the 

composite index 0 1 '  Sliang L-lai stock e s c h ~ ~ n g c  had dropped under 3200 points, 

\\-liicll \vas tlrc his!ol-ical bottom in last tlccadc. 

In general, the de\,elopment 01' China's stock market is healtliy. I t  is not 

nloving too slo\\,, which would be an enor~nous risk to the cntirc economy and 

i'inancial sjrstem o n  the long run. l'hc turning point cluickcnccl the spccd 01' the 

capital market dc\elopmcnt. Naturally. 1.1icrc is aI\\/ays some instability in 

sustr~inablc clc\:clopmcnt. \\.hich is determined by ~narkct mechanisms. 



Tlic Go\.c~-nmcnl lias sratcd Illat China lias lo ~,romotc the dc\~clopment ol'a multi- 

I ~ ~ y c r  capital iiiarkct system. In addition, it sliould cxpatltl tlic size and proportion 

of direct fin~incing, speed 1117 de\.elopmeiits of the bond market, steadily develop 

tlie stoclt -:lncl ti~tui-es 1ii:lrltet and strengthen the iiili-astructure 01' the market. 

iiiipro\~e the listed companies' clu:~lit>'. increase supci-vision of' rhc marltct and 

proniotc the marliet-01-icntd reform 01' the stocli and bond issuing s>,stcm. Zliou 

cmpliasizctl that supr~-\~ision is p~~rticularly ci-itical during periods 01' rapid gt-o\\.tli. 

F r a ~ d .  insitlc kno\i,lctlgc and black marltct banking sliould be se\'ercly punislictl. 

C'ornp;~~~i~iZ the Chinese scc~il.itics marltct \\.it11 malul-c iiia~.kcts, one \ \ . i l l  

notice that C ' l l i~ i ;~ '~  m~irltct is still in its "childhood". The clualiQ, 01' in\.cstol.s is not 

gooti enough and tlic 1.cg~11ntol-y system not rn~itul.ctl enough. Zhou strcsscs tliat 

ncu. in\'estors slioultl Ii;~\,e an adccluate I-islt cduc:~tion i n  01-der to give them a cleal- 

~~nclc~.st:~ntli~ig ol' the rislts tliat arc I! ing ahead. Furtlici-moi-e. China s l i o ~ ~ l d  gi\,c 

~ncll-c priol-ity to cic\,cloping a mulli-lc\lel ~narlict system and ~liould attempt to 

incl-ease dii.cct linancing and to spcctl L I ~  the dc\ clopment 01' lhc bond marltct. The 

dcsirablc result \ \ o ~ ~ l d  be that tlic process nl bond issuance sliould bc open. 

market-o~-icnt~~~cti  ~lntl l~-:~nsp:~rciit. China slioultl be able to maintain tlic sustained 

ant1 hcal t li!. de\,clopment 01 '  the capital rn;~~.licI during lhis 1 11.11 Fi\.c Yc~ir Plan 

pc~-iod. t l i~-o~~gl i  cooperation, implcmcnting tlic right pnlicics and go\~ciuing tlie 

stoclt marlict according to (lie legal system. 
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1.3 PROBLEM SrT.ATERqENT 

Although ~nucl i  rcsc:~rch in capital S ~ I ~ U C ~ L I ~ C  has been coliiplcted, the puzzle on 

I N ) \ \ ,  husincss r~i:~dc capital S ~ S L I C ~ L I I ~ C  dccihiol~s is c ~ ~ ~ s i d e r c d  one 01' t l ~ c  most 

significant 11111-csoI\cd 1~cohlc1ns i l l  l i ~ i ; ~ ~ i c ~  (Bre3Icy ;111d Myers. IOSS). FOI- i~ls tar~cc.  

F ~ ~ r n a  and Frc~lcli (2003) i l l  all:~lyzi~lg l i i i a ~ ~ c i ~ i g  decisioi~s 01' US companies over the 

yeass l ~ r o n ~  1065- 1009 tind tliat companies ~lclii~st their capital structures at a ratc of 7- 

18 pel. C C I Z ~  1 x 1 -  year dependi~lg on ~ ~ I i c t h c r  a c ~ ) ~ i ~ l ) a ~ ~ y  pays di\.idencls or not. Besides. 

Leary and Iiohcrts (3005) n.110 do not primarily fc)cus on how l is t  comp:inics ackjust 

tlicir capit:~l S ~ I - L I C ~ L I I . ~ ~  to\\,a~-ds their dcsised 131-get Ic\,cl. PI-o\ idc some evidence Ibr 

the notion that companies actively rcbalancc their capital structures, ~ . l ~ i c l i  tlicy 

intcrp1'et 11s hcing co~lsislcnt \villi tlic cxistcncc 0 1 '  :I "target range 01' lc\.el-age" (Lcary 

;111d Robc~.(s, 3005. p. 2577). 

A c o m p a ~ ~ y ' s  proportin~i 01' sllol-t and long-term debt is considered wlle11 

analyzing capital S ~ I - L I ~ ~ L I ~ C .  W h c ~ i  people refer to calital S~I -LIC~UI-e  they are nlost likely 

to rcl21- to a 1irn1's debt-to-ccluit~, ~-;ltio, \vliicl~ pro\.ides insight into how I-isky a 

cornp:i~iy is. Usi~:llly a company that is mol-e licavily lin:unccd by debt poses greater 

risk, 11s this Iirm is ~.clati\'cly Iiighly Ic\,c~-ed. The linallce manager has to knmv th:it 

the capital S ~ I . L I C ~ U I - C  policy is relcvallt to shareholders' wealth in order to ~naximizl:  

t11ci1- wcaltll. 

Dalbol- and Upncja (2002) rcpo~-tccl that the long-term tlcbt usage positively 

sclates to I-isk and lirln size in pilblicly tradctl US scstauranl lirlns. Flu-tl1ermo1-e. lirin 

clualitp ant1 g~.o\vtli opportunities arc li,untl to bc rcl;~tcd ncl;ali\,cly \\it11 long-tcl-~n 

debt usage. Phillips and Sipalliog'lu (3004) presents e\,idcnce on the indepc~ide l~cc  o f  

l i na~~c ia l  perlbi-rn:~ncc and capital structu~.c 1h1. publicly tl-aded British lodging 
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companies. Lodging cornpanics appc:r~-ctl lo p1-crc1- extel-nal sources. since capital 

rctul-n is at 3 1011. lewl. Tang and .Ian:: (2007) lind that long-term debt Ie\,el is 

~~osi t ivcly  related to tixcd-asscts le\,el and growth oppoitiinitics for US lodging 

cornpanic?;. Howc\;cr, they fail to lind widcncc on tlic I-elationship of leverage ratio 

to volatilily ol'ealnings, Iirm size, 131-ntitability. and l'ree cash flow. 1-his once ;]gain 

shows the absence 01.11 stnndastl guideline l i > l -  managers to mal<c decision. 

Tlicsc listed companies arc capital inlcnsi\.c. as they I-equil-e huge capital at 

both investment and operating stages. Since assets of comp:lnies mostly consist ol' 

I'ixed assets, long-tcrm debt and o\\.ncrs' cquily bccolncs I-ather high. Furtlici-mol-c. 

[lie structul-c 01' the inriustry. industrial coiiip~rnics arc highly sensitive to syslcmatic 

I-islis (i.c. go\:ernmcnl 1.~11~s and regulations). TI1crcfo1-e. industrial companies I'acc 

high opu-~rting and linancial I-isks. All tlicse mukc i t  importanl lo determine the 

cc>niposition oi'capital s t r ~ ~ c t i ~ r e  and the factors irl'tkcling le\,cragc decisions ant1 debt 

satio. I-lcl-c, the iinancc 1ii:rnager has to dccitlc \\~Iiicli c:rpital struclurc policy lie 

sIi0~11cl choose ill orc1c1- to rc~iiain conipctiti\'e in the markct and maximize 

sliarclioltlc~~'s \\'caltli. 

1.3 RESEARCH QUESTION 

In this st~ldy, the reseal-chcr r~rises two questions relating to tlic dctel-minants 

ol' clrpital stsucturc 17aserl 011 China 1ndusl1-ial Col-por~llions. Below are the rescarcli 

cluest ions: 

I. Which 01' the l'actors (size, profitability, size and growth rate) con-elated to one 

~rnotlic~.. 
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2.  \Yhat is the impact of'size. 171-oiitability. >lLe and growth rate OII capital S ~ ~ L I C I L I I - e  

ol'cllilla indi~stslal companics'? 

1.5 RESEARCH OR.JECTI\.E 

7 7 

Ihc ol?jccti\.c 01' this rcscal-cli is to examine 1';lctors that ~niglit  lia\,c an  

influence in the capit~ll structure 01' Chincsc listed industl-ial companies tli1-oiig11 

cictcl-mining the ~-cI;llio~isliil> b e t \ v c c ~ ~  size. l,rotitability, gro\\-tli ~ ~ t c  ancl liquidity. and 

level-age ratio ol'thcsc companies. 

1.6 SIGNIFICANCE OF THE Sr1l1DY 

This stucly is rclc\rant and ol' much intorest to tinancial controllers, finance 

m~lnagcl-s. anci managing dircclors particularly those u.01-king in clif'f'escnl intlusti.ics to 

get to I<no\\' :lboi~t tllc capital stl-uctu~-c ol' tlic listccl l i r ~ n s  in China. 111 addition. 

1,ractitioners \ \ .OLIICI  get a11 idea 3s to \~Iictlicr c;~pit;~J S ~ ~ L I C ~ L I I - e  has ail cffCct 011 ;I 

I'ism's sizc, p1-olitahilitj.. g o \ \  t l i  rate. licluiditj. and the le\,cr:~ge ratio o S  China listed 

c o m p a ~ ~ i e s .  

This jintiing is also uscl'ul li)r those companics in 01-clcr 10 dccidc on  rllc capilal 

stl.uctui-c policj.. ?'lie lin~lncc manager and the managing directors could choose the 

col-rcct clccision \\,hethcr to use more dcht 01- ccluity in ortlcr to be more competitive 

in the marl<ct. \ \~hi le  at the same timc maintaining sliareholdcr's u/caltll. 

By  summa^-izing. there are t\vc) specific signiiicanccs: 

I .  To examine tlic col-relation hct\\c.cn s i x ,  psolitahilily, gl.o\\;tli rate, licliiidity and 

I c\.cragc. 
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2. To in \~cs l~gatc  the impact ol'pl-olitabili~y. hize, growth and liquidity on the capital 

S ~ ~ L I C ~ U I - C  o r  China inci~latl-ial companies. 

1.7 LIRlITATIONS OF TIIE STUDY 

I .  T1ic1.e :l~-e \ arious type5 of buh~nexscs I~sted in the industrial sector in Cliin;~ 

but arc not includcd in Ihis study as  the sample industrial companies is 

randomly chosen. 

2 .  Uccausc 0 1 '  tlic 111nitcd time in cal-rying out this xludy, there are some 

ariablcs (such as bancl<ruplcy cost. agency costs and taxes 111at were not able 

to be tested. 
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CHAPTER 2 

LITERATURE RE\'IEW 

2.1 INTRODUCTION 

Chapter thfo rcvie~vs the literature that provides tile theoretical and empirical 

iril'or~n:ltion to study China's 111-m ctrpital structu~.c. It is also used as a foundation 1b1- 

Ibrmulating the liypotlicscs. interpreting tlic s rcsulls 2nd analyzing the lindings ol'tlic 

st i~dy.  

Tlic dccision on capit:rl S ~ ~ L I C ~ I I I - e  is ;I crucial l;~sli (1)s ~ii;r~i;~gcrs. Tlicrc :IIX 110 

stand:i~-tl gi~idclincs 1'0s 1ir.m n1an:rgel.s to dc tc rmi~~c  that their decision is close to their 

I'irnl's ~r:lluc. There are plenty o f  researches on capit:ll stl.uctiire that arc exp1:lincd by 

tlifkrent tlicories. Hal-I-is and Ra\~i\ ,  (1001) lind tIi;rt tlic rcse:lrch models lia\,c 

identified a \.:II-ious nu~nbcr 0 1 '  potential flrcto~-s 0 1 '  capital structure but tlicy still arc 

not able to decide ~ ~ ~ h i c l i  of these arc important in various coi~tcxts. Tl~el-c is no 

ilni\.c~.sal theory c)l'dcbt to equity choice and there is no I-cason to expect one t11co1-y 

to explain all Myers (200 1 ) .  R:i-jan and Zingulcs ( 1095) also statc that undcl-st:rnding 

the Modigli:rni and Millel- :rssumptions \\~oi11~1 m:rl<e capital strircti~re ~-elc\~;r~lt to :I 

1il.m'~ 11:lluc: but tlicrc is little 11int is I<nou;n about t11c cnipirical studies 01' the 

clif'lkr-en[ tlicorics. Tlicrel'c)rc, our I-csearcli would I-cl'er to tliosc cmpiric:ll studies 

\\~liicli using s:llnc determinants to test or1 capital s11-i1ctu1.c ;111d i t  will divide illto two 

pal-ts: international e~zidencc and Cliin:~ evidence. 
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I'lie lirst rcsc;~rcli paper o n  capital st~~ucture was written by Miller and 

Modigliani in 105X. They proved that lirn1.s value is not dependent on the cclpital 

structul-e tl~inliing gi\,cn conditions that arc certainly met. Due to the unrealistic 

assumptio~is in ML/l t1ico1.y. reseal-cll on capital structu~-c has b1.0~1g1it otlit'l- tl~corics. 

The trade-off theory statcs tliat acijustmcnt of a lil-m to\va~-d llic best Icveragc is 

al'l'cctcd bj,  tllrcc: 1ilcto1-s: taxes. costs 01' lil~ancial clistress and agency costs. Daxtcr 

( 1907) statcs that tlie \vicic use ol' dcht \\.auld increase the chances of bankruptc), as 

cl-ctiito~x dcmand ~ldclitional p~.cmium. l ie  saitl that lirms could not L I S ~  dcht as n 

rni!jol- linaiicing tool \\.lien tlie dcht cost hecomes bigger than tlic ;idvantage ol'tas. 

I<raus ant1 Litzenbcrgc~. ( 1973) t11at il' ;I co1111>a1iy's debt obligations arc 

1argc1- 11~111 its earnings, the cornjx~ny's market \,aluc is thus essentially a c o n c x e  

I'unction ot' its liability obligations. DeA~igclo and  M:~sulis (101.10) work I'urtlicr o n  

b4illc1-'s dil'll.~-cntinl tax model by including ol.lie~- no~i-tlcbt shields sucli as 

dcpl-eciation charges anti in\.cstment tax cl-edits. They put fbru~;~rd tliat each firm has 

- > 

an internal bcst capital S ~ I - L I C ~ L I I . ~  that expanticti its \aluc. I lie capital s t r u ~ t u ~ ~ c  is 

provideci only by the interactions ol'pc~-sonal and corporate taxes as \bell as positive 

un\villing costs. Accordingly, Altman ( 1984) \\as the first to itlcntily direct and 

intlil-cct costs 01' banlir~lptcy. By studying 12 I-ctail anti 7 inclustrial companies. lie 

li,ulid lintl that 111-ms in tlie sa~iiplc I:clccd 12.2'1'0 ol'indircct bankruptcy costs at time t -  

I ancl 16.7'>;, at time t. He concludes that capital s t ] -LIC~LI~C should be sucli that tlie 

~x.cscnt \;aluc 01' marginal tax benclits is cqual to margin:~l present val~lc 01' 

ba~ili~-i~ptcy costs. Br;idlc>,. .l;~~.relI ;11iti I<i~ii (10x4) LISC a ~nodcl that co~nbinctl the 
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model-n balancing tlieory ol' the I~cst capital str~~ctul-e. They lind a strong and tlisect 

rclationsliip het\\,ccn non-t;rs shields and til-m's dcht level. 

LJpncja and Dalbor (199')) analyze the capital st~.ucture on US restaurant 1i1-ms 

during 1001 to 190S. Tlic dctcr~ii i~ia~its  LISC in the studies is Olilson's 0-score (that 

measures thc 171-oh~tbility ol'b:tnlt~-~tptcy). opcr:rtirtg cash flon. and age. They find that 

I'il-ms face difiiculty to obtain shol-t-term financing debt because the risky nature ol' 

I-cst:tu~-ant business. Besides. firms tIi:tt use more short term debt than long term debt 

to finance t1ici1- husincss lia\,e high psobahilit~, 01' banl<riiptcy. Tlie reseal-cli ~ilso 

indicates that older I'irms \voi~Id ~ l s c  more long term debt to finance tlieil- business 

hecause t l i c~ .  li;~\.e I;r~-ge capital t '~pc11~1iti1rc p~-ogr;i~iis. I - l~\a '~ ' \~er ,  111-olitablc tirms d o  

not ncctl long tcl-m debt to iinuncc t l ie i~  business since they Ii:t\.e marc cash inllo\\/. 

Multlie~:jct: and Mahaltud (20 10) investigate tlic dynamics of capital S ~ ~ L I C ~ U I . ~  

01' Indian rnanul~~actu~-ing comp:inics i n  a pal-tial-:rc!jilstmcnt li:imc\vo~-I< during tlic 

period 1003- 1004 to 7007-3OOS. Tlic inclcpentlcnt \.arinhlcs used in tlic study :\I-c s i x ,  

tung~bility. non-debt tau sliiclds, profitability. n~arkct-to-book ratio. I-escarcli and 

clc\~c.lnpmc~~t intensity (mcasu~.ed b\, scsca~-ch and dc\.elopn~cnt ewpcndituse). and 

intlustrp ~nedian (to c:tpturc i~itlustsy cl~al-;tctc~-istic). ?'he \r:viublcs liltc size. 

tangibility, p~.otitahility ulid marltet-to-book ratio ;IIT impel-tan1 to tlctcrminc the 

target capital S I I . L I ~ ~ L I ~ C  ; I C ~ O S S  (lie b001< ; ~ ~ i t l  111;1rItct Ic\.eragc. Meanwhile. tlic 

determinants o f '  sizc. g~.o\\;tll opportunity :mtl distance in llucncc the spccd 01' 

acliustment tliroi~gl~ tllc \.:t~'ying nc!jitstrnc~lt costs. Tlie s t ~ ~ t l y  ~llso sho\\!s 1.1iat ial-gel- 
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compa~iies clo the adjustmc~it mo~-e frcclucntly than smaller companies because the 

issuance costs fix large company is low. 

Zliang and [<nliazulii (2007) studied tlic capital stl-ucturc in .Iapancsc Ii~-nis. 

Tlicy use a sn~nplc of' 1.325 non-linancial Sapanese Iirnis bct\vccn 2002 and 2006. 

'Plle dc tc r~n in :~~~ts  of capital st~.ucturc in\/cstigatctl are prolitability. t:~ngibility. size. 

non-dcht tax sllieltls. ant1 gro\vll~ oppo~li~llity. 1'11~ result sho\vs that pecking ortler 

ant1 tr:~dc-01'1' tlieol-ics could explain so~iic past ol' capital s t r~~eturc .  PI-olitubility and 

gro\vth olycx-tu~iitics are positi\,cly corrclntcd to le\lcragc which Ibllow the pecl<i~ig 

ortlcr theory. \vherc as tangibility. si1.c and non-debt tax shields I'ollo\\. thc tl-adc-of'l' 

theory. Tllcy I'ind that thc pecking o~.tlcr model tlispluys same mo\,cmcnts betu ccn 

nct dcht rctirctl ant1 lin~lucial surplus. Ilo\vc\,cr, thcrc 111-c somc \vc:~l<ncsscs l'or both 

modcls bccausc they I'ail to explain somc ol'thc tlctcnninants. 

2.3 THEORITICAI. LITERATURE 

In this stutiy. \\.e I ' c~us  on t\\.o (2)  ilicorics Illat are Pccliing Ordcr 'I'lieol-y ant1 

Tratic-Ol'l'l'hcosy to explain capital structure. 

2.3.1 Pecliing Ordcr Theory 

Pecking ortlcl- theory is considel-cd one of tlic most inllucntial theol-ies ol'capital 

structu~-c. 71'lic pioneering thcot-y \\.as si~ggcstcd b ~ .  Dt)naldson in 196 1 .  De\.clopcd 

b1yc1-s and M:~.jlul' (1OS4), 1i11-the1- dc\,elopcd the theory, stating that t1ic1.e arc t ~ v o  

Sactors that afl'ect tllc choices of linance: the dc.21-ce of' ini'onnation asymmetry and 

agency costs. In the pcclti ng order theory. i ntc.1-nal linancing is clie311cst, So1 10\\~ccl by 
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tlic most espcnsi\ .c external linancing but ~ C C ~ L L S C  of the difficult inllucncr of 

inl'ol-mation asy~ii~i ictry,  the lirm \\,auld considel- using I-ctained cal-nings. Secondly, 

tllc t'il-m \ \ o ~ ~ l c i  consiclcl- debt \\.liile t1ic1-c is lo\\. inliu-mati011 asym11ictl.y d ~ l c  to lixctl 

ol3ligatiolis 11cting as an cl'l'cclivc ~ i i o ~ i i t o ~ . i ~ i g  cIc\~icc. Lastly. cxte~-~ial  cquily is L I ~ C ~  

only 2s ;1 1;rst ~ C S O I . ~  ;IS i t  171.11igs negnti\,c siyialing ci'f'cct. 

I ( 3008 )  I analyzes Estonian no~i-financial c o ~ i i ~ ~ a ~ l i c s  ;~ncI 

Scr~-ascl~~ciro and Iiagao (2000) \\ lio stcltiy capit:~l S ~ ~ L I C ~ L I ~ C  01' 1 '01-~LI~LICSC colnpanics 

lind the csistcncc 01' pecking order tlicnry 0 1 '  lillanci:~l Iiicl-21-cliy \\.liicli is i1itc1-na1 

1'~lnds \\.r)ul(l bc co~lsidcl-cd lil-sl the11 cxt~'r1ia1 Iillids. 

Firms in China ~11-c an  ideal sample to tcsi this tlicory because it is one ol' the 

 count^-ics that s~rl'l'ers 1.1-on1 t r a ~ ~ s p a r c ~ i c y  and disclosul-e rcclui~-c~ncnts and poor 

accounting st:lntial.ds. u.llich incrc:lsc the inlbrmation :~symmct~-ics. 

2.3.2 Tri~de-oft' Tlieory 

TI-actc-ol'f Theory states that the companies rcfcr to finnncc their capital 

estclnally (i.c. clcbt) in ordcl- to makc PI-olit in tllc cncl. This t11co1-y rci21-s to tlic idea 

tliat a compaliy clionscs l ion  niucli debt finance and liow much ccluity linance l o  Llse 

by b a l ~ ~ ~ i c i n g  the costs and bencllts. h~loli:~mmcd Amitlu (3007)  states tliat the static 

11-adc-ol'l' clioicc cnco1np;lsscs several aspects. including the exposure of' tlic Iil'lii to 

I > a ~ i k r ~ ~ ~ t c y  a ~ i d  agency cost against tax hcnelits associated with debt use. 

F~lrtliel-more. ;rccordilig to Cassar :Inti Holmcs (3003). banl\-l-~lptcy c o s ~  is 21 cost 

dircctly incurred when the 1x1-cei\lcd 1"-obability that the firm will del'ault on 

filiancing is greater tli~in zero. One  of the hai ik~-~~ptcq;  costs is licluidation costs. which 

rcl>~.cscnts the loss of \.aluc as a ~-csult nl' licluid~lting the liet assets of the lirm. This 
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licluidalion cost reduces llic procccds lo [lie lender, should the film dcljult on finance 

p;lyIiicnts and bccomc insc)l\,cnl. Gi\,cn the ~.cduccd proceeds, financiers will acljust 

llieir cosl ol' finance to til-ms in order to incorporate this potential loss ol'valuc. Films 

\ \ r i l l ,  tliercl'o~-e, incul- higher finance cosls due lo the potcnlial licluidalion costs. 

The i~iipol-lant pill-pose of lliis llieory is to explain tlie 1':ict that the companies 

i~sually arc tinanccd parlly \villi dcbt and parl.ly \villi ecluily. By using debt. the 

conrlxinics c~i-ioy ad\ anl~ige on  lax bcnctils on dcbt. Ciraliam (2003) pro\:idcs a ~~scl'ul 

rc\,ic\v ol'tlie litc~.atii~.c on llle [;IN eII'Ccls. hfl~11.1.3y Z. Franky and Vidhan I<. Goya 

(2007) slate that dynamic 11-adc-off models can also be used to consiclcr [lie oplion 

\~alucs enibcdclcd in  ctefcrring le\:crage decisions to [lie next period. Goldstein cl al. 

(200 1) obscl-\ e t1i:it a lirm \\ i t l l  In\v Ic\,c~-age today has llie subscclucnt ol,liori lo 

increase le\,crage. Undel- tl~cil- assuml>lic)ns, the oplion to increase Icvcrage in [lie 

I'LIILII-c SCI.\.CS 10 rceIucc the ~lIicr\\:isc ol>limal Ic\-cl 01' Izveragc loday. Strcbulnev 

(2007) analyzes a ~rloclel quite s i m i l ; ~ ~  lo 1.Iial of Fiscllcr el nl.  (1089) ant1 Goldstein el 

31. (2001). 

B\- testing  lie tl-adc-ol'i'~l~eo~.)'. 1.lic managers in induslrics in C'l~ina can dccidc 

11e)\\ ~nucli dcbl and Ilo\\ ~ n i ~ c l i  ecluily to ilsc by bal~lncing tlie costs and bcnctits. \\"it11 

a goocl clccisi<)n. [lie managers can mainlain tlic s1iarclioldc1-s \\.caltli and company 

pcrl'o~-manc.c can 1x2 c\xl untcd lroi~gh the 171.0 lil gc~ie~-;~tccI. 
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2.4 DEPENDENT VARIABI,E 

The dependent \,nl-i:lble is the obscnctl result 01' tlic independent variahlcs 

being man~pulatcd. 

L-c\ ,cI . : I~c ratio is :I genera1 term to descl-ihc a financial ~.:ltio \vliicli able 

compares o\\,ner's et1~1ity to I>OI-I-O\\.CCI Ii~nds. Besides. i t  also gi\'es an idea about lie\\/ 

tlic colnpa~iics 1in:lncc its acti\.itics and mcusurc the co~npany's  ahility to 11iect 

linanci:~l obligations. Accol-ding to Mun-ay. FI-;II~~< ;~nd I<. (;oyaI (2003) there 31-e 

se\,cral altcrn:~ti\c dclinitions 01' lei eragc tllat h ; ~ ~ c  hcen used i n  the literature. Most 

studies considet- some ibl-m 01' tlcbt ratio. Tllesc dii'f'cr accol-ding to ~ ~ ~ I i e t h c r  booli 

I ~ ~ ~ ~ S L I I - ~ S  or ~lia~-I<ct \ : ~ I L I C S  are used. Tlicy cllso dii'fcr in \\.hcthcr all debt or only long 

term debt is considcrcd. Welch (20021i)cuscs o n  interest co\ wage ratio instead nl' 

loolting at tlcht ratios. ICl:~cl<;~j. r~nd Philips (2005 lind that in tlicir samplc of North- 

.American comp~~nics.  lirm's tlcht is liighcr in mol-c collce~ltratcd industries. Edual-do 

I<. Kayo and 11~1-bcrt I<imura (20 10) lind that ti)r a global sample the industrial 

a~-ga~~i;ration may  al'lkct iirm Ic\.crage in diil'c~-cnt ways depending on tlie country 

pcrspccti\.c. 

2.5 INDEPENDENT VAII1,4BLE 

Tlic indcpcndcnt variable is thc \nriable representing tlie value being 

~n:~~lipulated hy the researclle~- and determines the change of the dependent variable. 

The indtq~cllde~~t v:u-iablcs in this prcsent study arc proiitability. liquidity. size :lnd 

g~-o\\.th. Accortli~~g to Eduardo I<. I<:lyo and Hcrbc~.t i i u r i  0 0 ,  the 
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13repo1iclcrancc (import:~~it) 0 1 '  the sti~tlics on capital stl-uctul-e mni~ily I i ) c ~ ~ s c s  on tlie 

analysis ol'ccrtt~in lirm clial.actcl.istics - e.g.. 171-oIit:~bility. tangibility, size, ctc. - :IS 

clctc~-mina~its 01' Ic\~cr:~ge. Tliis section \\roulci explain lie\\. tlic independent \,ariahlcs 

al'lkct the capital str-uclul-c 01'  a lil-111 \\.ill1 rcli.rcncc to tlie j7re\.ioi1s c;lpit:~l S ~ I - L I C ~ L I ~ ~  

tlicorics that have hccn st:~tccl. 

Prolit is a ~ i  important clement for a coml7;iny. Tlic slial-clinltlcr \vould expect 

liigli ~~~~~~~n in fi~tul-t. since they do inIrest Iii~gc c:~pital into tlie company. Managers 

need to malic \\ isc clecision il l  orclcl- to maximize sl1~11-clioldcl- wealth. Bnuer (2003) 

I'inds that Illel-e is 110 consistent 171-diction I-egarding tlie rclatio~isliip hetu.cc11 

proiitabilitp on Ic\eragc. Hn\vc\u-, majorit>. ot' researc1ic1-s iincl a negative 

I-elationship Ic\.c~-age ratio bct\\ccn p~~olitability. 

C'licn's (2003) rcsult slio\\'s a ncgnti\c I-elationship bc--t\\;cen Ic\,cl.age ratio and 

~ x c ~ l i t a l ~ i l i t ~ ~ .  I--ic conduels a study to explorc Ilic rictcl-lninants of  capital structure 01' 

Cl~iliesc-listed co~iip~inies using iir~ii-le\.cl pancl data l'or the period 1005--2000. The 

reasoil fix ~ l i c  ~.csult \\.as ~liat the bolid ma-lict in Cliina is still ~~ndcrdc\~clopetl.  The 

go\~crnment-di~~ectctt credit policy was limitetl to give long-term loan fi)r listed 

iornl7a1iics. Fi~i.~.Iic~~~iiorc, C ~ L I C  to corl701-;1te go\.ernance problc~lis and the lacli ol' 

entbrccmcnt of company In\vs. indivitlual sharclioldcrs do not lia\rc cnougli 

ilivestmcnt pl.olcction. Managers \vould I1icreh1-e PI-efcr ccl~~ity linancing than debt 

I ' ina~ici~~g. 



P a g e  (20 

Financial cornpanics also show tllc same result. Alnidu (2007) use panel 

1.cg1-cssion models to analyze capital st~-uctu~.c ol' I0 cjualilied banks in Ghana during 

the period I008 to 1003. Tlic study illdicatcs a 11egatiI.e I-clationship hctlveen 

prolitability and Ic\.cragc;.. Prolitablc banks Iia\.c more internal reser\.c in ordel- for 

tlieni to ctcpcnd less on cstel-nal li~nds. They have thc potential ability to use 

uccum~~lutcd rcser\.cs I'or nc\\. in\.estrncnt. Amid11 also liigliliglits tlic i~nportancc to 

disting~~isli bet\\.ecn short-term and long-term dcl~t  because short-term debt is 

~legati\icly ~.clatcd to bank's 121-olitahility and long-term debt is positively rclatcd to 

bank's ~~rolitability. 

On the ntlicr h~lnd,  Vii8iani. S.L. (2008) obtained a ~iegati\lc ~.el:itiotiship 

bc--t\~~ecn Ic\,c~-age ratio and prolitnbility. She uses classical ancl panel t c c l ~ n i q ~ ~ c s  to 

test Ic\cl-age ol '410 FI-cncli \\-ine com1,anics in  tlic \vine industry ~ILII-ing tlie period 

2000-2004. Tlic s c s ~ ~ l t  S L I ~ ~ L ' S ~ S  that Pecking Order Tlicory sccms to hcttcr explain the 

rclationshil, k t \ \ -ecn lc\:crage ratio and prolitability. Prolitable lil-~ns can use their 

prolit to 1i1ia11ce their lirnl rather than accessing outsiclc soul-ccs. 

I~ I -adcn iz .  Kandil-. 22 B~alcilal-, and Onal, (2009) investigate Irlctors al'lkcting 

capital s t r ~ ~ c t ~ l r e  dccisio~is 01' ~ S ~ ~ I I I J L I I  Stock ESCIILIII~C (ISE) Io~iging colnpanics and 

~ ~ s c  a tly~iamic pancl clnta appl-oacli li)r li\,e ISE companics li-om 1904 to '006. Tlicy 

t'ind a ncgat i1.e rclationsliip bct\veen Ie\,cragc ratio and prolitahility which is the lack 

01' I'und supply due to ~~ndcrdcvclolxd capital marl\cts in -I'~~rl<ey. This limitations 

inllucncc: Iodgi~ig companics to obtaining cs tc~nal  lin~incial soul-ccs. Lodging 

companics tend to LISL' internal sources bccausc of Illis limitation. 

Sc~.~.ascl~~ei~:o anci Ragao (2009) st~~clicd capital st~.ucture of' 428 listcd 

Portug~~esc co~iipanics during the period 01' 109 1 to 2004 by  sing pancl cstim;ltors. 
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The sample did not include iinancial listed companies. Tlicy iind that in Portug;ll, tlie 

listed comp:rnics p1-ci'cr intcl-nal linancing. pI'his causcs colnl,anics to cont~.ibutc s~nal l  

supply of equity i n  Poi-tugi~csc stock m:irItct. POI-tugal's bank-based systems Iia\,e less 

av3il;ll)lc i~~li)rliiatio~i a b o ~ ~ t  coiiil~;~~iics. Tliis causcs inSol-mation asyiiiiiictry bct\\.ecn 

coml,:~~iies' i11sidc1.s :rnd outsidel-s. Tlicsz ci~~cumstances  ti,^-cc lllc companies to 1 . ~ 1 ~  

on intcsiial l i~nds  tlii~s r<sulting ill ncgati\,c rc1:rtionsliip I>ctt\,ecn Icvel-~rgc ratio and 

p~-oIil;~bi lit>,. 

Although   no st oi' tlic cliipirical studies show ncl;ati\:c rclationsliil~ 

p1'01itabi l i t ) ,  and Ic\,es:rgi. but these al-c s t m e  studies that slio\\. positi\,c relationsliil,. 

I-or instance. Ooi (1000) using panel data studictl tlic c:~pital structurc 01' 8.: l J l <  

~,sol~crtics c o ~ i i ~ ~ ; ~ n i e s  dusing tlic pcsiod ol' I980 to 1990. He measures prolitability as 

the lirm's cul-nings belhre interest and taxes IEBIT) with total assets. He uses the 

psccding yeas's EBIT to ~iicasurc prolitability because lie cxpccts the retailled 

earnings 01'  tlic co~np:l~lics to he highly col-relatcd i t l i  past PI-olits. In his stucly, lie 

finds that 171-otit:lbility and Ie\.c~-;igc s:rtio Iias ;I j)ositi\~t' I-elationship. implying the 

tl-adc-ol'l' tlicoi-y conccpt. He also linds tIi:rt the propel-ty trading anct property 

cle\/clopment lias high risk. Hence, tlic companies would preli-r cxlc~-~i;~I fu~ids in 

01-del- lo compcnsatc I ~ I -  tlie higher I-islt sucli as banltruptcy risk. 

l<l~rl~]~cr.  Sarria-Allcndc. and  Sirlla ( 2002 )  use tlic A~iiadcus database, wliicli 

i~icludc linancial i~llbrmation on ovcs 97.000 pl.i\.;itc and p i ~ b l i ~ l y  ti-adcd lirnis in I5 

Eustcl-11 ;rnd Centi-a1 E U I - O ~ ~ ; I I I  co~~nt r i c s  to examine capital structurc of sliiall and 

medium size entcrpsises (SMEs). Their result pro\:ides eviclence ol' a positive 

col-relation bct\vccn Icl~erage and psolilability. l'liis iiicans tliat SbIE sectol- in E:rstcrii 

Eui-ope prefer to lia\,e external I'unds to incrcasc tlici~. profit compared to large lirms. 
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In ortlel- urords, SbIEs may l1:1\re easy access to loan to expand their business, but they 

arc only borro~ving shor-t-term clcbt n,l-1icl-1 is the only type 01' linancing thcy can 

access. Tlic autlioss suggest tliat pro~nolitlg the dc\,clopmcnt and gl-obvtli 01' lil-ms in 

the SME sector in Eastcr1-1 Europe may he 11 nray to dcvelop n stronger col-porntt. 

scctol- in the future. 

Based 011 111corctic;11 pecking orilc~. t11cory l'orec;~st ;11-1d e ~ ~ ~ l ) i ~ - i c ; ~ l  r e s~~l t s ,  

psolitablc con~panies lia\.c high capacity to sell-linancc and access less debt 

co11-1p:~cd to less 171-olitablc companies. \Vc 1 1 - 1 ~ ~  fi,rmulatc I.he following l~ypotlicsis: 

E lo l :  'There is a positi\.c rcl11tio1-1sliip bct\\,ccn PI-olitabilit>. ancl leverage ratio 

1HI: 'T'licrc is a ncgati\,e rel:~tionship bct \~een protitability and le\.cruge ratio 

LZ'e sclcct liquidity as one 01' the dctcl-millants in this study bccause it is not 

n-1uch studiecl by previous 1~csearc11e1-s. Licluidity ratio h:ls p0sitii.e and negative 

relationship on  capital s t r~~c tu re  tlecision and the effect on capital structul-e is 

u~lk~lcn\~n as stated by Al-Najjal- . . and Taylor ( 2OOS) .  A compa~ly wl-1icl-1 has Iiigher 

licluidity ratio indicates thc colnpany is in a better Iinancial position bccause the 

con~pany is able to meet short term ol7ligatio1-1~. TI-1crc are some arguments tliat the 

high licluidity company \\.auld have negative impi~ct o n  its leverage ratio. For instance. 

Myers and Rajan ( 1998) point out that outside creditol-s would limit the ;~rnclunt of' 

ilcbt to the company bccausc the agency costs o f  licluidity arc l-1igl-1. Tlicy prolx~hly 

\ \ , o ~ ~ i d  Il;l\.c 1~so1~1~1ii i l l  tlicir 10112 tcrm in\,cst~ncnt decision. 
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Omsan (2000) studied Egypt capital stsuctusc and form chal-nctc~.istic across 

different industries (Ihod, llc~ivy industsics. cont~-~lctiiig and services). The data arc 

~ ~ t ~ a ~ t e ~ i  l'r0111 the ~ 'oIII / )~/ .s .s  1:;<1;/)/ L7j1/1/1ic~i1// ~ ' C , ~ I I . / ~ ( I O / <  1998/99 a11d I 33 c o ~ ~ ~ p ; i ~ i i e s  

under study. TI1c ~ ~ ~ ' ~ e a r c h e s  uses licj~~idity as a detcl-minant because the long-tcnn 

capital structure may be inilucnced hy liquidity and the companies :ire obligated to 

mcct interest payment. Finding sllo\\,s a ~iegati\.c sclationsliip hctwccn liquidity on 

I c \ . c I . ; I ~ c ,  meaning that the companies \\,auld use internal funds since thcy have plenty 

ol'casli inllo\v to finance their colnpanics. 

Ramlall (2000) c~p loscs  capital stsuctu~-c Ihr non-listed, non-linancial films in 

Maul-itius. The data \\.as I-ctric\,cd l'som Registrar oi' Comp;inies in M~lluritius li)r 

about 450 l is~ns li)r the pcriotl 3005- 2000. Tlic ~'csult sho\vs that liclnidity has a 

ncgati\,c i~npact on Ic\~csage. b l ;~~i ; lg~ss  use intclnal Iinancing and arc reluctant to 

bo~-sow estcnlal funds. Ramlall also iinds that the Iirms use inte~iial funds si~lcc they 

asc not cxpcnsi\'c compared 10 cstcl-~ial I'unds ancl they do  not need to bear the Iiighcr 

costs 01' hol-I-o\\,ings. 

Al-h'ajjas . . slid Taylor (200S) in\,cstigatc about 86 Iosdanian coliipanies to 

~ I ~ s ~ I - v c  c;lpit;~l stl-i~ctuse during a 10 yc~l11- pcsiod l'soln 1994 to 2003 using panel data. 

7 .  

1 lie Iindings silo\\ a positi\,c I-clatio~iship bet\\ cen lisln's licluidity and le\/cl.ngc and it 

can be explained by the tradc-oSS theory. Tllc liigli liquidity fil-ms wit11 Inore licluid 

asset access more debt io~np:rl.ctl to ccluity. l'lie result also brings PO.-iiti\,c sign to 

ill\,cstnrs because i t  indicates [l int  the til-~ns ~11.c :ll?lc to pay obligations and I'xe lo\\/c~- 

risk ol'ticli~ult. 
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Valcl-iy (2007) cxamincs onl), the ct'tkc~ of asset licluiditv on capital structure 

7 7 by using data l'rom :I broad sample 01' U.S. j7~1blic companies. I hc resea~-che~. fincls 

that asset licluiclily is positi\,cly corrclatcd to le\,crage. Morr.o\:cl-. tlic analysis also 

sIlo\\.s I l i ~ r l  the rclationsliil7 I7e1\~.ee11 asset licluitlity \\lit11 sccurcd debt is positi\fc. 

\\,liereas. \lie I-elationship bct\vccn assct liquitlity \\!it11 unsecured dcbt is ncgati\~c. 

This means that rna1iagcl.s \\:it11 positi\,e licluidity r~ltio 011 debt cannot dispose their 

assets compared to firms \\.it11 negative licluidity ratio on clcbt. The iindings suggest 

that costs of'managel-ial discretion incrc~lse with asset licli~idity bez~rusc tlie managers 

\s.oultl sell 1.11~' ; ISSC~S cheaper uliilc tlic assct liquidity is high and divert \ aluc tl-om 

bond1ioltlc1-s. 11'1hc licluiclity ratio is lo\?: and tlic ahscnce oSpri\latc benelits, 111anage1-s 

\\.auld ~ i o t  sell the ass2ts and dil~ert value ti-om bondholder because tlie asset 

tsansib~-mati011 is costly. 

Basccl 011  Ilicorctical peckins ol-dcl. tlicory l'orccast and empirical results, 

licl~~id companics have high caj7acity to sell-finance ~uid t l i ~ ~ s  acccss less dcbt 

compared to lcss licluid companies. We thus Sorm~~latc thc t;)llo~ving hypothesis: 

Ho2: rl-lie~.e is a positi\,c rclationsliip bct\\:ccn Iicluidity and level-age ratio 

ti.: There is a l legati~~c relationship bet\\ een licl~~idity and Ievcragc ratio 

2.5.3 Size 

S i x  plays a n  impor-talit role in determining the capital structure oEa firm. The 

more di\,ersilied the size ol'tlic til-m, 111c lcss risk that will occur. Furt1icrmo1-e, larger 

comp:~nics have better access to el-edit mal-ltct compa~-ed \?:it11 small compa~iics. This 

is bc~causc 01' tlic liigli 1x1-fol-mancc ol' the 1:lrjicr co~iipanics v\litli the stro~lg internal 

funds. Thc I-elationship bct\vccn a firm's \.aluc and the clcbt ratio rcniains unclcai-. 
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T11co1-etically, i t  has hccn argiled that Ia1-gcr 1i1-ms incorporate mol-e dcht in their 

capital stl-ucture. This is hccuusc larger lirms tend to be Ino1-e di\/ersificd and al-e 

t1ierclb1.c less prone to b a n l i ~ ~ ~ p t c y  (liajan and Zingales. 1995). 

Wan Mu1-syida11 (2005) stildyilig the determilluts of capital S ~ I - L I C ~ L I I - ~  for 

Chinese listed co~npanies look at tile I-elationship hctnleen capital structul-c (as 

measured by Ic\,cragc) and size, prolitability, gl-o\\.tli oppol-tunities, :rsscts stl-ucturc, 

ant1 non-cleht tax sllield. The data fi)r halance shcct and income statement are taken 

Li-om the Datastrcarn 1'1-0111 1903 to 2003 co\.c~-ing all Cliinesc listcd companies. Size 

and gro\\.tIi rate ;rl.c foi~lld to l)e positi\ el y corrcl;ltcd \\lit11 Ic\'cr;~ge, and liquidity ancl 

p~.olitability arc ncgati\,cly COI-I.C~:I~C \\.il.h le\rcragc. 

Ozkan (2001) stated tliat I:~rgcr companies can divcrsilj, tlicir business \\ell. 

TI~creIi)~-c tlicy I';ICC ICSS ~~l-ol);ll)ilily 01'17anli1-ul~tcy. O n  the otlicr Titm~ln and Wcssels 

( I OXS) lind a negati\,c col-relation hct\\lccn s i x  and le\lcragc because of the lowel- 

inSol-mati011 asy~nmetl-ics bct\\ccli insidel-s and c~ipi1;rl nlarlict. 

.-2l-h';J.i;11. ant1 Tylor ( 2 0 O S )  study the rcl~itionship betwcct~ onlnership 

S ~ I . I I C ~ L I ~ C  a11d capi1al ? ; I I .UC~LI I .C  i l l  C I I I C I - ~ ~ I I ~  11i;rrli~t I'ronl Sol-d~in using panel data. The 

dat~i  lilr this analysis :u-c drau.n fi-0111 the Iord~lnian Shal-chnlding Colnpanies (iuitlc 

fi)r the period Il-om I994 to 200-3. X O  of non-lin~incial Sord:unian lil-INS 31-t. selected. 

The depcntlcnt \,ariablc is I e~~eragc  \vhile the intlcpcndcnt variables are tli\ idend per 

sharc di\lidcci by earning pel' ~11~11-c. natural logarithm 01' the number ol' shares o\vnccl 

b!t instirutional i~l\.cstors. ~,crccntagc ol' instilutional o\\,nel.sl~ip. ~-ctuln on cquit!. 

(ROE). ta~lgiblc asset ratio. licluidit~. ratio. ~narliet-to book r:ilio, I ~ L I S ~ I I C S S  risli ;111d 
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size. l l i c  ~.csulls slio\\. Illat tI1c1.c is a sIl.ong signilicant positi\lc rclationsliip bct~vccn 

lil-m size and Ic\rcrage. Othel- studies in Iht. tinancia1 literature Iind tlie sune  result 

(Bliaduri, 2002; Booth et al., 2001: Rajnn slid Zingalcs, 1995). The significant 

l,osiIi,:e relationship is because large fil-m can minimize tlie risk ot' llicir stock 

invcstmcnl. 

Ai'tcr rc\iu\\.ing prc\.ious studies. il is Sound that size is positi\/cly ancl 

signilicantl y co1-1.clutcd \\,ith Ic\,ct-age. T1icrefo1-c, tlic tliil-d hypothesis is:. 

l I , , ; :  Thero is :I ncgati\.c I-elationship bc t \vcc~~  size ancl Ie\,eragc ralio 

H:: *l'licrc is a posili\,c rcl:~tionsIiip bet\\ ccn sizes and le\.el-age ratio 

2.5.4 C;~-o\vtl~ Rate 

Fil-ms cxpcricncing subsla~itial success and rapid gro\vlh r c ~ ~ i ~ i r c  large 

infusions of'capital. According to l - i l rn~~n  and Wcssels (1988) gl-owth cy3po1-tunitics 

arc capital assets tllat add \.aluc to a tirm bill cannot be collatcralizcd and do  not 

gc~ierate cul-rcnt 1;1xabIc income. For this reason. lhc ~ ~ r g u n ~ c n t s  p ~ ~ t  I'ortli in the 

prc\,ious subsections also suggest a ncgati\c relation helwccn clebt and growth 

oppc~t i~~i i t ics .  

.Iasim. Hulnccda and Nadliem (2000) study Ilic l c \ / c ~ - a ~ c  of Saudi companies 

in a Zaliat cn\:ironmcnt with prohibition of rib:]. Their samples consist 01 53 lil-111s 

obtained from the oflicial \\ cbsitc of the Saudi stock market ii)r lhc pel-iocl 2003 to 

2007. Financial leverage is chosen as ttic clcl3encient variable while tlie independent 

\,ariables al-L. 131-olitabilily, gl-o\\ tli oppol-lunitics. lirm size, langihility. owncrsliip 
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sts~~cturc.  l > ~ ~ s i ~ i c s s  risk, di\.idc~icI payment and liability. Accorclit~g to the reseal-chcrs. 

111 01-dcr to maintain Iligli prolitability. tlic pcckilrg order tlicol-y PI-edicts that Ilnns 

with a high PI-opc~rtion of their masltet v~rluc accounteel lix by gl-owtli opport~~nitics 

s110~1ld incscasc tlrcis levcragc as in\,cstmcnt ol,l,o~lunities cucecd their I-ctaincd 

cal-nings. The r c s ~ ~ l t  li-om tlic study st~rtcs tli:rt the!-e is a positi\,c I-clutionsliip bct\vccn 

expected gl-owtlr and Ic\cr;lge. Tlicsc res~11ts ;u.c robust regardless ol'tlic measure of 

the Ic\.eragc ~lsed.  Tlicsc 1.es~1Its ol'l'er I'urtlicr suppo~t  f i l l -  tlie pecking orciel- 11icor>.. 

Reinliarel allti Li (3010) in\,cstigale whctlics tlic existing capital sl~-ucturc 

target adjustment moclcls arc able to idcnti l j. companics tlieil- capital s t r~~c tu rc  

acljust~nenl to\vards all (unobscl-\~able) tal-get I,asccl o n  evidence 01' Indonesia. Tlic 

data take11 l'rom Indoncsi:~ listed companies from 1995 until 2007 exclude tinancia1 

(SIC codes 0000-(>OOc)) and ~ltility co~iij?a~iics (SIC codes 4000-3909). The study uses 

li1us inclcpcntlcnt \ a]-iablcs: tangibility. size, psol'it and gro\vtli, and capital S ~ I - L I ~ ~ L I I . ~  

as cicpcndent \;al-iablc. Bascd on results obtained. the a~~t l ioss  stale that one cannot be 

sure \\~Iictlicl- commonly used capital s l ~ . u c t ~ ~ ~ . c  tests are really able to idenlily whether 

cornpanics a d J ~ ~ s t  tlicis c;~pit;~l ~ l r ~ c t u r c s  to\v;irds a ccslain targel or ~,Iictlicr ccclnomic 

Iluctuations and linancial marltct cliangcs arc bcliind tlic: itlcntificd capital struclure 

changes. 

As ~ l i c  idcntilication ol' tlie ~~nticl-lying I.cLlsons I'or capilal s t r~~clure  changes 

has impel-tant imp1 ica~ions t i ~ r  tlic \,aliciity 01' the dil'krent capital s t r u c t u ~ . ~  tlico~'ics, 

cspccially tlie trade-off' and pecking (11-cler I1ico1-y, the "Iiol.st. race" between the last 

t\\.o t1ie01-ics see~iis still to be o1?~'1i. Accorcliny to D'Mcllo and Farli:it ( 2 0 0 8 )  llic 

moving a\.el-age capilal st~.ucturc mcasul-cs asc tlic best available 171-osies ii,l- ;I 

coml?a]iy's targel capilal s t ruct~~rc  measure. 
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Chen (3003)  explores tlie tlctcrminaiits of '  capital s t ~ - ~ ~ e t u r e  of Chi~icsc-listeci 

cc)~ilp:uiics i~sing lir~n-le\,el panel dat:~ 11)s the period 1095--2000. He iiiltls LI positi\,c 

I-cl~itionsliip exists bct\\cen gro\\rtl~ oppoi.tu~litics on Ic\!cr-age but trade-off motlcl 

cannot bc applied to explain the I-elationsliip. Ho\\.c\~er, there arc some reasons to 

e s l~ lu i~ i  the phenomena. The lil-st rcasoii is that the iiiajo~.ity ol' listed firms in  China 

: I I - ~  ~ i i a n u t j c t ~ ~ ~ - i n g  and Iica\.y iildustry scctol-s. 'They possess less intangible ;issets like 

good\\,ill, l i&D Lint1 ad\ el-tising and t l i ~ ~ s  liii\,e limited t;i.owth o~~por t i~~ i i t i c s .  This also 

slio\\.s tIi:lt Chincsc Ii1-ms li:~vc ln~\r tcclinology Iei~el. The second reason is tli:~t the 

equity mai-I<ct recognizes the \,aluc 01' gro~vtli opportunities through tlic company's 

sliarc price. China is a high ciipitalization countl-y. The listed firms that lia\:c potential 

gro\\itli oplx~tunit ies and h;~\:e bccn I-ccognized by tlie capital iiiarliet arc easy to get 

loall l~eca i~sc  hfiiiI<s arc ivilling to issue lo~ig-term debt for Iiigl~ly Ic\.crcd I'il-m in 

orticr lo I'in:~llcc their t;~'n\\,tll opportiinity. 

Abol- & Bickpc (3009) examine the ciete~-rnin:~~lts of capital structure decisions 

of' 160 small and mcdium enterpi-iscs (SMEs) in Ghana during 1998 to 2003. The 

result slio\\s that gl-o\\~tli is positi\,ely associatctl \\!il.li long-tcl-m debt and ncgati\,cly 

associated \vitli s1iol.t-term debt. The t'inding also explains that SME lil-ms \\~oulcl 

bol-~-o\\ long term debt ii'tlicrc is :I 21-o\vth ol~po~-tunity hi- tlic lirms. In other \\,o~vls, 

Glian~iian SkilEs \\it11 high gro\\~tli rccluirc more external Iinancing to lillancc their 

grow 111. I-lo\vc\:cr, Sb1E.s \\oillti boi-I-()\\ sllol-t term dcht i l '  thcr-e is a con tlict bct\vccn 

tlic o\\ncr-rnan~lgc~. ;inti outsicic Icndcl-s. 

HO4: Tl~cl-e is a ncgatii~c I-clatioiisl~ip hct\\.ccii g~-o\\~th rntcs allcl le\.c~-age l'iltio 

HA: '1-here is a positi\,c i-elationship bct\vccn gro\\ltli rates ruid leverage ratio 
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Voluminoi~s I-escarcli o n  capital st]-ucture concentrates on s i x ,  prolitability and 

ot11cl.s but not much O F  cmpil-ical studics test licluidity and g ro~ . t l i  rate. Based on this, 

the Sra~ncuork ol' ti.; cun-cnt study is constructed to identify rel:~tionship between 

capital S ~ ~ L I C ~ L I I * ~  1';1ctors ( ~ I i i c l ~  also ~ ~ ~ c ' l i l d e  licll~idity and growth rate) and Ie\ crage 

F1gi11-e I bclow shows the capital structure as dcl3cndent ~a r i ab le ,  measured by 

level-age 1-3110; \ \~li~le tlic independent \ariables are profitability, licliiitl~tg.. size and 

growth rate 01' Cliil~ese industrial companies. 

PROFITABILITY I 

LIQUIDITY 
ITAL 5-1 

r-- VERAGE RATIO) 
SIZE d 

1 GROWTH RATE 

Tl1c1-c are t ~ v o  theories in the literature (~)eckilltl, order theory and trade- 

oll' theory) to test rcscurcll o n  capital structure. Bused on previous studies. there are 

dil'lL-re~it detel-min:~nts of capital st~.ucture that ha\.c been tested by rtscarchcrs, with 
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tlitkrent results obhincd 1;>1. s on~c  studics in dil'lrctlt ccjuntrics. These results alscl 

slit>\\ tlie clill'ercnl characteristic ol'a lirm's choice of capital st!-LI~~UI-C. 
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('HAP'I'ER 3 

hlETHO1)OLOGY 

This cliaptcr 171-escnts tlie methodology and PI-ocedure applied in measuring 

tlie variables ilsed hy tlie I-escarc1ie1-. The cliaptel- pro\jides detailed steps of tlie way to 

contluct (lie anal!.sis 0 1 '  the Ic~.crage I-alio fi)r 067 Cliina's co~np:lnics listecl in Sliung 

t-lai Stock Esclia~ige main board. This chapter covcl.s rcscal.ch problem statement, 

rcse;~~-cli l'~-;~nic'~~~o~.l.;. I-esei11-cli design (popul:ltion. i ~ l i i t  analysis. sampling liame, 

sam171ing teclinicluc, nicasurcmcnt aritl data ~in:llysis). 

3.2 RESEARCH DESIGN 

The stud!, cc~nhists ol'all tlie 967 Cliina's comp:~~iies 1'1-om c ~ c r y  industry listcil 

in Sliang Hai Stocl< Excli:lnge (SSE) market. SSE indices are tlie aul.1101-iti~tivc 

statistical indices ~videly fh l lo~/ed and ~ ~ x e t l  at home ant1 abroad to measure tlie 

pcrli)rmancc 01' China's sccuritics mxkct.  SSE I~idex Series col~sists ot' 75 indices, 

inclutling 00 ccluity indiccs, 5 bond indiccs and 1 fund index. covel-ing sebcral scl-ics 

such ;IS market-size, scctor, style. strategy and 1licrn:ltic sel-ies and is a continuously 

i~iil~'o\,ccl index s ~ ~ s t c m .  
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3.2.2 Unit of analj.sis 

Thc study tests 067 C'l~il~n coinpanics \\rhich arc listed on the SSE nlliin innrliet. 

The sainple includes the industrial sectors according to the classilicatioi~ of' SSE. The 

1-esea1-cllcl co\:ers all ol'tlic industrial categories i111dc1- consideration. 

3.2.3 Sa~rlpl i~ lg  franlc 

Thcrc arc 067 out 01'067 coinpanics ~ . I i i ch  Ila\rc I'LIII  data for ailalysis 1'1-0111 1008 

to 30 10. 

3.2.4 Sanlpling Tccllniy ucs 

The salnplcs arc 1~1scd 011 scco~id;~ry d;it;~ \\,liicIi selected lio111 the main ~iiai-kct 

at SSE. Thc ~ C C I I I I ~ C ~ L I C  USCCI ill  this study is siii~ple ralldonl sampling \\!hicll is c\,ery 

eleineilt in the popul;ition has a know11 and cclunl chance of being selected. 

3.2.5 iI1caso1-enlent 

In this study, the l i ~ u s  is given on the measurement of the dependent and 

independent \,al-iables examined. 

3.2.5.1 1)cpcndcnt Val-iahlc (Leverage Ratio) 

I11 this stucly, the dcpcndent \.ariablc is lc\~cragc ratio. The ratio is related to 

taligibility ~ l ' a s s c t s  and \.olatility of a iirm's carnii~gs. 1-hc nggl-cgatc of le\le~-age L V ~ S  

adopted by Suto (3003). Dccsoms;ili (2004) and Dzolkarnaini (2005). The formula o S  

lc\.crage ratio LISCCI is: 
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Ideverage Ratio = Total Debt 
Total Asset 

3.2.5.2 Illdcpelldellt Variables 

In this stutiy. examine arc four ( 3 )  independent variables: are profitability. 

liquidity, size and gronrt11 rate. 

3.2.5.2.1 Proti tahilitj 

The 11-adc-ofl'thco~-y states that a pi-ofit:lble company has thc ability to pay baclc 

the dcbt, ~ I I L I S  i t  can h o r r o ~  more. While in pecking order theory, the colnpaily with 

11ighc1- PI-ol i t~~bil i ty  prci'ei-s internal financing to dcbt. 

Profitability = EBITA 
Total Assct 

Licpidity measures the ability of the company to coni.ert an assct to cash 

q~~iclcly.  Thc  higher liquidity ratio indicates the company is in better position to meets 

its s1101.t Icl-ln ohligalions. Suhail a, M~l t  I<ila and U'an Mahlnood (2008) 

mcas~~rccun'cnt  ratio ;IS: 

Liquidity = CLII-rent Assct 
Current Liability 
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3.2.5.2.3 Sizc 

Wc use to~al  ; ISSC~ i l l  oriier to measure size because total asset has influcncc 

to ciclcl-mine the Ic\,crage 01' tlie company. Follo~ring Abor (2007), size is mcasurcd 

hy log of' tllc total assets. This mcasurc is also si~iiilas to that ilsed by I<\:ct-eboah and 

Coleman (2007), (in~igmeng Clieli cJt. (11 (2008) and Victoria I<rivigissl<y c.1 (11 (7000). 

Size Log oSTotaI Asscl 7 
3.2.5.2.4 G I - 0 ~ 1 t h  Riltc 

Gsou~tli ratc dcpcnds on the tI~eo~.y usect by the company. Il'tlic colnpaliy i~sed 

pccking 01-tlcl- 1lieo1-y, lhc i ncrcasc ill dcl~~ancl ti)r new I'unds incl-eases will also 

incn>ase s the gsnm tI1 of t'ilniis. 

Growth Rate = (ROE ( 1  Payout Ratio)) 

3.2.6 Data r\nal~.sis 

In osdcl. to anal\rzc all 111~' i1;1t;1 taI<c~i li-om the main maskel 01' Sllang Hai 

Stock Exchange, \vc use Statistical Pacl<nge ot' Social Science (SI'SS) sofiw~u-c. 

Fustliei-mol-c. to in\.cstigatc the d c t c ~ - ~ i i i ~ i a ~ ~ t s  01'  c;~l?it;~l S ~ I . L I C ~ L I I . C ,  we sclcct s p c ~ i l i c  

mctlioils to anal!.~c and  1nLcrprc1 t11c ~.csult. 7'llc nictliods a1.c as pel. l~cIo\v: 
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3.2.6.1 Descriptive Analjsis 

The descsipti\,c analysis includcs the mean, median and slandal-d deviation 

I'rom the data taken 1'1-om IOOS to 20 10. An alpha le\lcl oi'0.05 L\ as used i'ol- lhe entirc 

statistical tcst. 

3.2.6.2 Pcarson Corl-elation 

Peal-son col-I-elation clcscsibes the selationsliip (positi\,c or ncgalive) betwccn 

t\\.o (2) \.al-iablcs. In t l~ is  sludq,. llic dependent \~ariablc is Ic\.csage ratio and 

indclx~idc~il uriahlcs arc pl-olituhility. liquiclitq~, s i x  and gro~\.ili I-ate. In this tcst, n c  

also use a conlidencc intcr\,nl o f  05'>;, \vliicli is considered accc1,table 1;)s I-eseal-cli of 

this nature. . 

3.2.6.3 klultiplc Reg]-cssion Analysis 

Regression analysis helps onc to understand I ~ O L L ~  tlic typical \~alue 01' the 

dcpc~idcnl \.al-iablc changes when any one 01' the independent variables is varied, 

\\,hilt the otlics indcpenclent \,a~-iables arc held liscd. Tlic regression model includcs 

all the 1x1-iahlcs are sIio\\ n below: 

Wliel-e: 

LVG - 
- Le\w-age Ratio 

(1 
- - ('onstant 

I .  I  I  4 ('oci'iicicnts to hc estimated 
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PIIOF - 
- Protitability 

LIQD - - Liquidity 

SIZE -- 
- Size 

(; R 0 - Crro\\~tIi Rate 

cit - - The cl-1-01- term 

Ill. (32. rjj, 134 arc the slopes that shouzs the relatioiisliil-, ol' Icvcrage ratio lo 

prolitability. 

licluidily, size and growth rate respccti\'ely. 

8:it is the I-andom el-ror lcrm \\~liich is the p:lrt of dcpcndcnl \ariable Illat 

changes I-andoml\.. 

Anal!,sis 01'  \,a~-i:incc ( A N O V A )  is a collcctioii or statistic:ll iiiodcls which the 

obse~.\,cd \ . ;~ r i a~~ce  i l l  ;I p;~r(ic~~l;lr ~;lr i ;~blc tlial is pai-tilioiied into components 

~ ~ ~ ~ i - i b ~ ~ t a b l e  lo clil't;'~.cnt sources ol'\.ariation. In its siiiiplcst Sorm ANOVA ~-,~-o\~ides ;I 

slalistic:ll lest 01' \\-licllicr 01- 1101 \lie iiicans of' sc\.c~-al gi-oups are all cclual. ;~nd  

l l ic~~cl i~rc  gciieralizcs f-test to more lha~l t \ \o g r o ~ ~ p s .  

3.3 CONCLUSION 

In this  stud^,. :I suniple 01' 067 companies selectcd I i ~ r  all the incluslrial scctors 

is analyzeti. The time l'r;1111c 01' [lie st~ldy is I K C I \  e ~C:II.S \vllicll is 1'1-0111 I90S to 201 0 
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t'lken 1.1-om the maln baud of SSE. Tlic data IS obta~ned fi-om DATASTREAM and 

;uial>/cd using thc SPSS. 
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CHAPTER 1 

.-lh"AL\.'SIS OF I'INDINGS 

This chapter pro\-ides the lindings and the an~rlysis of  the I'actors ~rtl'ccting 

stock returns 01'067 industrial China comp:rnics listed o n  the main hoard 01 '  Sh;lngh:ri 

Stocli Exchange. The  ~.clationships hct\\.ccn thc independent ant1 dependent \ LII-i:iblcs 

arc esl>l:rincd in this chapter. Based o n  the 131-e\,ious c11apte1-. the 111ultiplc rzgressions 

tcchnicluc is used to a n a l ~ ~ c  the determinants 01' capital s t r - i~c t~~re .  We examine the 

correlation analysis. cocl'licicnt of dctcr~nination. stanciard error of cocf'ficicnt (t-test). 

:r~r;rlysis ol'\.:rri:rncc (I-tcst), and D u h i n  Watson test. 

In I ~ I - c s s i o n  an:rlysis. there is a m~~lticollincarity. \\/hie11 ;ll\v;r!x causes the 

standal-tl crrors of par~rmctc'l- estimates to be large. In addition, estimated parameters 

are not stable: a ~111~111 chnngc in clata \ \ , i l l  result in dramatic change in the estimated 

~ ~ a r u n c t c ~ - s  So \ \ c  need to do the diagnostics Ibr tllc i ndependc~~ t  variables in my 

I-egression model. 
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PI-olitahili 

I! 
Liil~litiity 

Size 

I I '~~>t,r~ltl , lrt i i~ed St:lnti,~~.tiizeti C'olli~lcarity 
('oel'ficicnt.; Coelficicnts Stcltistics 

a Del-~c~icle~it V:u-iablc: L_c\7cragc 

- .  
I hc VIF here means \.a~-i:uice inllation f'actors. AS the table s~Io\\!s, the VIF 01' 

1111 indcpcndcnt \~~iriables are between 1 and 2, \vhich is much smallel- than 10. In the 

other \\oI-tls. l.hc standard el-I-ors 111-c as lilllc as i l '  there's n o  collineal-ily. Allel. thc 

diagnostic, I can I-clcasc my conccln and continue lo (lo the li~llo\\ ing \vorl<s. 

4.3 DESClII PTl\'E STATISTIC 

The saniplc rcprescnls a11 the 067 industl-ial co~iipa~lies lislcd on SSE Srom 

1098 lo 20 10. All llicsc companies ha\ c cc~mplcte data needed Ibr this sludy's 

:rnalysis. Table 4. I slio\\ s the si1mliiur.y statistics li,r [lie variables uscd in OLII-  analysis. 

Dcscripti\rc statistics co~ltains Ilic mean. ~ncdi;rn, and slnndarti dc\,iation l ivm !,car 

I 00s lo 30 10. 

Table 4.2 11esc1-ipti\~ Statistics 

LC\ CI  .~gc 
P i t 1 1 1 t y  

L I ~ L I I C I I ~ >  
S 17e 

GIO\ \  th R'rte 
Vc~l~ci  N 

(11sl\\ 1 x )  

N M ~ n ~ r n u m  L l c l ~ ~ ~ i i ~ ~ ~ i l  Mean Std. De\ ~ a t ~ o n  
1 1023 .OO - )  -- . IS50 .40 I S5 3' 3 3  

1 1024 -7.9 I62 27x0 S750 3 10573 26.557070 1 
1 1024 .0000 252.738 I 1,7905-3 I 5.01 53 107 
1 1024 ,0000 I0 0300 0.547028 5,7773807 
1 1034 -2030308.3300 1 2 2 4 . 3 0 0  75.009676 33766.4605605 

1 I024 
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'Tnl7lc 4.1 ~ I i o \ \ ~ s  that tlic ('llillesc indi~strial companies' means ti)r 171-olitability, 

licl~~idity. sizc ancl grou~tli rate are 0.3 100. I .7905 and 0.5470 and 75.0007 

respectively. 7'lie Iiishcst mean ohtaincci is {ill. gro\\.tIi rate anc1 the Io~vest mcan is 

prolitability. Standa~-d deviation indicates tlic u ide Lwiability and di\.ersity ol' the 

data. A IOLLJ stand~ird de\ , i~~tions mean the data is close 10 mean. wIie~-eas high 

standal-d dc\.iations mcan t l i ~ l t  thc data arc spread o ~ i t  over a large ra11gc of values. 

Prol?t;tbility and gronrth rat< sllow high stand;rrcl dc\'iations \vIiilc licll~iclity and sizc 

]la\ e the lau.cst standal-d de\,i:~tinns. 

I .~, \ .c~.agc I'ca~.soii Co~-~-c I ; i t~on  

S I ~ .  (?-t:~iIcci) 

s 
I O ~ . I I  I 'c,~~-son C'or~-~l,ition 

Siy.  (2-t;1ilcd) 

s 
I ~ . i ( ~ i ~ i c l i t !  P c : ~ r h o ~ i  C~oi~rc1'1~io11 

Sig. (2-1;1iIrci) 

s 
5 i LC, l'c:~t~so~i ('o~-rcl:itio~i 

51:. (2-ti~ilcci) 

s 
( ; I -O\ \  (11 Kate I ' C , I I ~ S O I ~  ~ ' O I ~ ~ ~ I ~ I ~ ~ O I I  

~ i g .  ( ? - I ; I ~ I L ~ ~ )  

1 

I c c r a c  Profitability Liclnidity Sizc Gro\\tth 
I -.005 . ()57(:::") - ,255(:::*:) -.005 

.507 ,000 .OOO .567 
I I024 1 1024 1 I024 1 1024 1 1024 
- .005 I ,000 -.O 1 I ,000 
.so7 .(I64 .23 2 1 .ooo 

1 1024 1 1024 1 1024 1 1024 1 1024 
-,()52(**) ,000 1 . 1 5 )  ,003 

.000 .004 ,000 .727 
1 1034 l I034 I 1024 I 1024 1 1024 

,255(::::!:) -.O 1 1 . >(- ,  ) I .OO 1 1 7 -- ': :" 

,000 ,232 000 .04. I 
1 1024 I 1024 1 1024 1 1024 1 1024 
- .005 .OOO ,003 .OO 1 1 
,567 1.000 ,727 ,(I4 1 

1 1024 I I024 1 1024 1 1024 1 1024 
"c;!: Col-1.elation is significant at 0.0 l levcl (2-tailed). 
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Pe~irson coi-relation c211 dcterminc tlie coi-relation between each of the prcdictc~r 

\,ariable. The range valuc oS corrclatinn is from -I to + I .  A value 01' -I indicates a 

~~crl 'ect ncgati\,e rclationsliip bet\\ecn tlic two \.al.iables wlicl-cas a \~alue of +I 

indicates tliat tliere is a perl'ect positi\.e corrclatian between the \ /~~riables.  A close 

\.aluc to - I  or +I iiidicatcs a st(-ong corl-elation bctwccli tlic variables. The closer the 

\.aluc to 0, tlie weill<cr is the con-elation. Meanwhile, a \~alue of 0 intlicatcs that there 

is no correlation t1i:rt csists hctu,ccn the val-iahlcs. Bascd on table 3.2 each liypotlicsis 

tcstcd in this stutly can hc c.cplai~icd as helojv: 

1.5 MODEL SUh'lMARY 

Table 4.4: hlotlel Summat-j 

Std. Error 
Mode Aci~c~sted of tlic 

R Square R Scluarc Estimate 
.274(a) .075 .38657 

a Predictors: (Constant), GI-owtli, Profitability, Liquidity. Size 

Bascd on Table 4.3, wc cxaniincd that the aci-justcd R' (cncfficicnt of 

detel-inination) \r;ilue Sor tlie mc~clcl cle\7clopcd in this study is 0.075. The valuc 

indicates that only 7.500 pel-cent oi' the \xriation in capital structure can be explained 

hy the changes in all the independent \~al.i:lblcs in tlic model. 

The low valuc of adjusted R' might indicate the low explanatory power \vliicli 

may be attl-ihutablc to tlie only [bur \.ariablcs (gi-o\\ tli. prolitabilit>~, licluidit>. ant1 size) 

;rpplied in this study in explaining China listed c01iip;rnics' capital structure. But as 

.lames A.  ('oltnn and I<eitli M. Bo\x,cr (3002) Sound that Sm~111 R' docsn't indicate tlic 
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rclationsliip bct~reen data is no meaningfill. From the points of their research, large 

R' doesn't malte scnsc il ' therc~s 110 significant cl'l'ect beliveen variables, and small R' 

maltc sense if thel-e's significant effect between \'ariable. So in my rcscarch, ellen the 

R' is small, 1 ~ 1 t  therc'~-e still tu.o independent \.a~-iablcs arc significantly col-I-clatcd 

with tllc dcpcndellt \,ariabIe, so these t\\io \~ariablcs are still con\,incing. 

4.6 ANALYSIS OF VARIANCE (ANOVA) 

Table 4.5: ANO\'A(b) 

A~lal!lsis of al-iancc is ilscd to test the hyl~othesis that tllc \,arialions in the 

Mode 
1 
I Regression 

Ilcsidual 
Total 

dcpcndent \ ariablc. Table 3.3 silo\\ s that thc F alue of' 223.102 is sig~llficant at the 

Sum of Mean 
Sclilares D I' S C ~ L I X ~  F Sig. 
133.394 4 33.3423 223.1 02 .000(a) 

1540.032 1 10 19 . I30 
17S0.020 1 1023 

companies' Ic\~crage has been signilicantly cxplaincd by the l'oul- illdependent 

a Predictors: (Constant), GI-ou'tll. Prolitability, Liquidity. Size 
b Dcpcndcnt Val-iablc: l,c\,erage 
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1.7 ML1LTI P1,E IIEGRESSIONS EQUATION 

Tal~lc 3.6: Cocfticients(a) 

a Dcpendcnt Va~.iablc: Le\re~-r~ge 

1) H~~pothcsis 1 

?'here is 11 ncgati\.c relationsliil, hct\vccn I C \ ~ C I . : ~ ~ C  and profitahil ity \\.it11 

an ins ign i f i c~~~~t  v;~Iue 01'0.507. Hcncc we accept tlic altcl-nati\,e liypotlicsis HI  

~ ~ n c l  rcjcct the nil11 hq~potlicsis HI , [ .  This li~iding clcal-ly slio\vs that pl.otitability 

has 110 illllucnce on C'liin~i listed i11dust1-ial co~l~panics '  s t r i ~ c t i ~ ~ . ~ .  

2) 1~1)-pothcsis 2 

'1-llcrc is :I ~leg;~ti\,c ~-cl:~tio~isliip 1~t \ \ .cc11 lcvcr:~gc a1ic1 lic~i~iclity \\'it11 ;I 

signilicallt \,aluc o f  0.000. Hcncc \\,e accept tlie alternative 1iypc)l.licsis H2 and 

rqjcct tlic ni111 l~ypotliesis H,,.. In other \~,orcls. Ic\;cragc and liquidity is 

ncgati\:cly hilt signilicantly related u4li a \veal< rclalionsl~ip (r - -0.052). 

3) iI~~pothcsis 3 

Tl1c1-e is a positi1.c I-elationship hct\vccn I ~ \ ~ c r a g e  a n d  size \\,it11 a 

sig~iilicant \,:~luc of' 0.000. Hence ~ v c  accept the altcrtlative hypothesis H; and 

rcicct tllr 1 1 ~ 1 1 1  hylootlicsis Ho;. meaning l.Ii:~t. Ic\/eragc. is positively and 

sigl~ificantly I-clatctl to size \\.it11 a weak I-clationsliip (r - 0.255). 

1) Mq'l)othcsis 3 

Model 
I (Constant) 

I'rolitability 
Liquidity 

S i x  
(i~-o\i~tli 

I!n,standard~zed Standard~zcd 
C'ocflicients Coel'licients 

B Std. Error Beta t Sig. 
.0 I8 ,007 2.45 1 0 1 4  

-3.62E-005 ,000 -.002 -.26 1 .703 
- 0 0 8  .OO I -. 100 - 10.736 .OOO 
.O 10 .OO 1 ,273 20.3 17 0 0 0  

-0.-32E-OOS ,000 - .005  -.5SO ,562 
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7'hel-e is a negative I-elationship bet\v:.een le\.esage and gsowtli rate \vitll 

all illsignilica~~t \ ~ ~ l u e  ol'0.507. Hcncc \\:c acccpt the null I~ypothcsis Ho4 :111d 

rcjcct the ~lltcl.nati\.c hypothesis H4. ?'his lintiing cle~lrly sho\\~s that y-clwtl~ 

sate has 110 iniluc~lcc on China intlustrial listed compa~~ics '  S ~ I . L I C ~ L I S ~ .  

The cocl'l'icicnt ~vould help us to see \ \~hic l~  variables are i117po1-tant in 

explaining the vasiancc in tllc company's Icvcsagc. Looking at the column Beta under 

Standardized coel'licicnr, \\:c see 11131 the higl~est number in bet~r is sizc \\{hicl~ is 

signilic~~nt at the Ic\ el 0.000 a ~ l d  the lowest beta is licluidity which is significant at the 

Ie\,eI 0,000 [ t  also shons that tllc c,t11e1- two indcpendcnt \.:~riables (prolitability ~ l n d  

gso\\.th rate) arc insignilicant. Size is sho\ved to h:~vc a positi\.c beta t indicating that 

\\.lien tllcse is a 1 pel-cent increase in sizc, thcsc is a 0.373 ~ I I C S C ~ S C  i n  the c o n l l ~ ~ ~ l y ' s  

lc\.cl-age psovitlctl tllat other predictors arc 11cld constant Licluidity. i t  is sho\vs a 

iicgati\,c beta that i~~dic;ltes that \vIic11 liquidity increase by 1 pcsccnt, the company's 

Ic\.csagc tlccscascs b!, 0. I pcsccnt. -fhe Follo\s.ing multiplc ~.cgrcssion cquatio~l is tlius 

obtained 1'1-on1 tllc SPSS output: 

LVCj - (I -0.OO2PROF -0. I LIQD + 0.273SIZE-0.005GRO\4~+ cit 

En~l'irical ~.csults pso\,idc ~.sl,lanation o n  l.lic sa~nplc  tlcsc~-iptivc st:ltistics and 

Incan cornpal-ison bet\\-ccn Ic\,c~-age ratio and i~~tlcpendcnt i.21-iablcs. while the 

Peasson col-relation analq.sis determines the relationship betwecn lc\:c~-agc ratio wit11 
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prolitability. licluiciity. size and grou.tli. O U I  1-csults show that licluidity and sizc arc 

ncgati\,cly anti posili\cl!; significantly iniluence capital stl-uctu~.c ol' China industrial 

compa~iics. 
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CONC1,USIONS AND RECOhlblENDATtONS 

This paper examines tlie cieterminants 01' capital S~I-uc1~1rc: for a11 industrial 

I'il-ms lislcd in Sliang Hai Stock Exchiuige dul-ing a l\\.eI\,e year pel-iod from IOCIX- 

3010. Tlic data is dcr-i\.cd 1.1-om linancial statcmcnts ol'all the Oh7 cornpanics li-om tlie 

indi~stl-y sccto~-. 7'lic dcpentient \,a~-iablc is Ic\~crage ratio and the independel11 

\ asiablcs arc p~.olitability. licluidity, sizc and gro\\;tl~. 

Basctl on the result, sizc, as measul-cd by the log ol' total assct is positi\.cly 

related to total clcht. a linding \\~liicli is consistent \\.ill1 H1iadu1-i. (2002): Boot11 ct nl.,  

( 200  1); anf' Rajan and Zingalcs,(lOO5). Tllc result imply tlic alioptio11 ol'tlii: [I-atle-01'1' 

tl1co1.y 1,). tllc Cliincsc cornpanics \\.liicli indic~~ting tliat 131-gel- l'irnis arc dcpcndcnt on 

debt linaniing compared to smaller lirms. The I-cason could be tliat lal-gc1- fil-ms need 

morc debt Iinancing in its capital structure to cxpllnd tlicil- business. Ozl\an (3001 ) 

I'intis tliat lal-gcs coml)anics can tli\,cl-sil'!/ tl~cir h;~sincss and lilcc less probability 01' 

b;lnli~-i~ptc!:. Tlicl-cli)~-e, hank \\,oilltl gi\,e linancing to Iargcr films \\,liicl~ I~a \ , c  lo\\c1. 

dc1;1~1Il sisk. 

Secondly. tllc results bctwecn liquidit). o l ' t l~c  firms anti its Ic\'erage ratio slio\\l 

3 signilicant nc;.gati\rc relationship \\.Iiicli is also consistcnt urith the results oi' Omran 

(2000) .  Ramlall (2000). and and l < i l ~ ~  ant1 Malimood (200S). Firms wit11 high licli~itlity 

tend to use intcrn;~l linancing (ccluity) f'isst ant1 i t  explains that firms gencr~illy f i n ~ ~ n c e  

their acti\,ities by I'ollowing tlie pecking 01-dcr tl~col-y. Firm with high licluidity is able 

to gcnesatc high cash inllo\vs and in  turn. can employ the cxccss cash to 

l'inance thcir opel-ations and in\!cslment acti\.ilics. ~l'licrel'orc. tlicy use Icss tlebt 
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compared to tliosc firms tllat have lo\\, liquidity. Low licluiclity I'irms tend to yo li,r 

debt in Iinancing tiicir acti\,itics. 

Although p~.olitability is \cry impostant to :I company, but our I-csult slio\\~s 

that profitability has no signilicant I-clationsliip \\lit11 hc~w rni~ch debt the company 

uses. 0 ~ 1 1 .  result is similar to tlie s t u d  01' Olilson [2002] (Ll.'lio measu~-es the 

probability o f  hanlil-uptcy, operating cash fan, and  age). Olilson linds that firms tllat 

use 111{1rc sIi01-t-1crni dcht tll~in long-term debt to finance their business lia\,e higher 

p~.ohabiliry ot'banl<r-uptcy. Olilson also indicates that older lirms n,ould use 11101-c long 

term dcbt to linuncc tlicir busincss because they have large capital cxpenditurc 

psogl-urns. tlo\\~c\,cs, profit;thlc firms do not nccd long term clebt to finance their 

busincss since they ha \e  moi-c cash ini;o\\,. Morco\,cr, tlie relationship bct\vcen 

~xotitability and debt ratio is also inlli~cilced b! the type o f  industry the lirms arc in.. 

The l a s ~  \.ariable is grow1.h rate. As oiu lincling sho\vs, g~-i)\\,tIi rate is not 

signilicant \\;it11 those <'llinesc companies tested. Our result is in line to tlic discussion 

in Titniarl and Wcsscl (1088) l'hc autliors state that gro\s,tli opportunities arc capital 

assets t l i ~ r t  add value to a lism but cannot be collatc~.alized and d o  not generate cu~.rcnt 

t;l>;;lblc i ~ ~ c o ~ i i e .  By  consicicring the accluisitions ol' nc\v lixed assets to incr'casc 

g~-o\vtli I-ate, c~nip; i~i ics  \vould ~)rolx~bIy clioosc to linance 1lici1- invcslmcnts \\it11 a 

lo\vc~- cost of c;~pitaI. FOI- this ~CLISOIJ ,  OUI -  rese;~~.cIi suggests that tlierc is no clc~rl- 

c\~idcncc lo pro\,c a n  exact I-clationsllip bcl\\ccn dcbt and y~-o\\ltli o l y x ~ t u n i t i c s i ~ l  

Chinese listed companics. 

Our ~.csults cio not pro\,ide support Sol- a n  cl'l'ect o n  Ic\.cragc ratio arising 1'1-om 

lxolitability and g~.o\\,tI~. Ho\\,c\ie~-, our mnclcl docs not support tlie suggested tlieo~.ics 
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hecause the indicators used in this study tic) not ndequatcly reflect tlic nature of the 

attl-ihutes suggested by theory. 11' LI stl-ongcr relationship between tlependent \/ariable 

and indcpcntlcnt val-iahles can bc dc\.clopcd, 1.Iien !.lie methods suggested in tliis papel- 

can bc used to test more precisely the extant of the tlicorics ot' optimal c:lpital 

str~lct~lrc. 

Oul- stucly also implies tliat C'lii~iesc \isms arc not too co~lcel-ncd \\!it11 the tas- 

shiclcl bc~iclits dcri\,cd t'rom both debt ~lncl non-debt t~~x-slliclds. Licluidity is Ibuntl to 

be signilicant and ncgati \~el~'  rcl;ltionsliip to le\,cragc I-atio. TIic Cliincsc managers 

\\'o~lld issue ccluity th:ln dcbt i t '  their licluidity is liiyll to 1.aisc tlicil- Sund consistent 

\ \ i t11 i'indings ol' Lipson and  Mortal (2006\\:lio do not account tbr tlic ellkct that 

Ic\,crugc has on licluidit>.. 

Acco~ding to tlic senior \\,orlc 01' Modiglia~ii and Miller ( 1 0 5 S )  on capital 

S ~ ~ L I C ~ L I I . ~ ,  t1ic1.c arc 1111-ec contlicting tlico~-ics ol' capital structu~.c: static tra(1c-01'1: 

~xclt ing ordcl-. ;11icI agcncJJ cost tIico~.ics. T11c st;ltic trade-off tlleory of' capital 

S ~ I - L I C ~ L I I . ~  (;11s0 s~li'l-red to 3s tlic t ; l ~  baseti theory) statcs that optimal capital stl-ucture 

is obt:lillcd \\,liel-e tlic aci\.antagc of' net tax debt financing balances I c \ , e ~ - ~ ~ g e  include 

costs such 11s financial I-cccssion anti bankruptcy, holding Iirm's assets and 

in\.cstmc~it decisions const~lnt (c.2.. Bastel-. 1007 and Altman lOS4, 2003). Accortling 

to this i.licc)ry, I-eporting ccluity means staying a\\-uy I'rom tlic appropri~~tc and tliat 

ought to so be considel-eel bad nc\\:s. 

According to bl\lc~-s ( 1084). lirms adopting this tlicory could be I-egardcd ~ l s  

sctting a tal-get debt-to-\,slue ratio \\,it11 a gradual attempt to acliicve it. hl~tcrs (1084), 

states that 1llun;lgers \ \ . o ~ ~ l d  be ~ln\\,illing to issue ecluity il'tlicj. I'ecl tliat i t  is going to 
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IOM'CI.  lllc c ~ ~ n l ~ a n y ' s  \ . ; I I U C  in tlie mnrltcl. Finally in\tcsto~-s may react negatively to an 

ccluity issue ancl to management \vho is i~nu,illing to issue ecluity. 

The Iindings of  his current study show that tlicrc is a need lY)r hetter 

iindcrstanding of linallcing hc1iavio1- in China Listed Companies. Future research 

should incluclc more \,ariahlcs. niore s~~mplcs ,  longel- pel-ioti ol' obsc~-\.ation and 

dil'l'cr-elltiate bct\\;ccn l o ~ ~ g  and short term dcl~ls. 

Based on the finding. less liclilid cornpanics tend to Iiavc highel- leverage as 

indicatcci ily tlie ncgati1.c I-ciationship bet\\ ccn liquidity :lnd Icvcragc. 

Since tllis stildy only has I'Oilr intlepcndcnt \!ai.i3blcs, the rcsulls arc only 

i~ldicati\,e anel cannot be used as u.hollp rcpl-escntati\.e of tlie tletcrminants ol'c:~pital 

S ~ I - L I C ~ L I I - c  01' industri;~l ;o~iipanies in China. Hence. i n  the t'uturc rcscarcli, 111o1.c 

\.a~.iablcs %.il l  I ~ c  ciloscn to determinate the capital s ~ I - L I ~ ~ u I * ~ .  
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