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ABSTRACT
This study aims to examine the relationship between the determinants of capital structure and
the financially distressed listed companies in Malaysia. There are 23 companies classified as
financially distressed companies or fall under PN17 category included in this study and the
data have been collected from journals articles, internet resources, and websites while for
financial information annual reports of financially distressed companies were gathered from
Bursa Malaysia. Descriptive analysis and multiple regression analysis used to explain the
relationship between profitability, tangibility, growth, firm’s size, and intangibility of assets
towards capital structure of financially distressed companies in Malaysia. The result shows
that the capital structure of financially distressed companies in Malaysia have significant
relationship with profitability, tangibility and firm’s size, while insignificant relationship with

growth and intangibility of assets.

Keywords: Capital Structure, Financial Distress, Profitability, Tangibility, Growth,

Firm’s Size, Intangibility of Assets, Malaysia



ABSTRAK
Objektif utama kajian ini dijalankan adalah untuk menganalisis hubungan antara penentu
struktur modal dan syarikat-syarikat yang mengalami masalah kewangan yang disenaraikan
di Pasaran Utama Bursa Malaysia. Terdapat 23 syarikat yang disenaraikan sebagai syarikat
mengalami masalah kewangan atau dikategorikan di bawah kategori PN17 dalam kajian ini
dan data telah dikumpulkan daripada artikel, sumber internet dan laman web sementera
laporan tahunan syarikat yang mengalami masalah kewangan telah dikumpul dari Bursa
Malaysia. Selain itu, keadah analisis deskriptif dan model regresi berganda digunakan untuk
menganalisis hubungan antara keuntungan, aset ketara, pertumbuhan, saiz firma serta aset tak
ketara dan syarikat-syarikat yang mengalami masalah kewangan di Malaysia. Di samping itu,
hasil kajian ini menunjukkan bahawa struktur modal syarikat-syarikat yang mengalami
masalah kewangan di Malaysia mempunyai hubungan yang signifikan dengan keuntungan,
aset ketara dan saiz firma sementera hubungan tidak signifikan dengan pertumbuhan dan aset

tak ketara

Kata Kunci: Struktur Modal, Masalah Kewangan, Keuntungan, Keketaraan,

Pertumbuhan, Saiz Firma, Aset Tidak Keketaraan, Malaysia
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CHAPTER 1: INTRODUCTIONS

1.0  Introduction to the Study

An organization can achieve the most optimum capital financial structure according the
percentage of equity and debt in order to support the firm’s daily operation. Thus, this
research explained the relationship between determinants of capital structure and the
financially distressed listed companies in Malaysia. This chapter discusses about the
background of the study, problems statements, research objectives, research questions,
significance of the study, scope of the study, definition of key terms and about the

organization of the thesis.

1.1 Background of Study

The research or study on bankruptcy or financial distress is vital issue in finance area
especially for corporate companies. Bankruptcy is legal process that involved an
organization, a person or business that not able to pay the debts. Moreover, financial distress
is a situation where firms or company face difficulties to make profits in order to meet their
financial obligation. There could be several reasons for an organization to face bankruptcy
but the most common ones are high fixed cost, illiquid assets, no proper debt management,

insufficient accounting practices, and cumulative losses.

In 2009 Malaysia shows negative result in the economic growth due to the world financial
crisis (Damodaran, 2012). Almost all the countries faced negative growth in 2009.
Nevertheless, due to strong economic fundamentals Malaysia started to recovered efficiently
by 2010. Malaysia started to grow strongly especially in economic wise before the Asian
financial crisis take place in 1997. A lot of Malaysia companies were restructured after

impacted by financial crisis and many companies have declared as bankruptcy.
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Moreover, the value of Malaysian ringgit undervalued by almost 50% while the stock market
also decreased by 54% and it’s created a big impact for the Malaysia economy during this

crisis period (Steven Liew Woon Choy, 2011).

In addition to that, insolvency, failure, bankruptcy and default are the terms that generally
used to define the situation where organizations facing financial distressed. Business failures
refer to companies that do not generate enough profit to meet the operating cost or having
higher cost of capital and moderate earnings. Furthermore, insolvency means situations
whereby firms not able to pay their debts and producing negative net worth. When a firm or
company unable to pay their creditors on time it is refer as default while bankruptcy is a

situation where a company is not able to meet its financial obligation.

Practice Note 4 (PN4) was introduced by Bursa Malaysia on 2001 for financially distressed
companies. Public listed companies or firms that are facing financial distress or difficulties
and full filling the criteria of PN4 are categorised under this category. Besides, those
companies are given time by Bursa Malaysia to reorganize their assets, liabilities and
business affair and they also remain as a listed company even though classified under PN4.
Bursa Malaysia made some changes to PN4 on 2005 and currently the new practice known as

Practice Note 17 (PN17) (Shuk-Wern Ong, 2011).

The purpose of PN4 was introduced on 2001 is to help listed firms by providing a complete

financial plan for them to continue with the trading or listing on exchange.

Furthermore, PN4 also introduced to make sure that the companies that facing financial
difficulties took steps to reorganize their business and also to ensure that sufficient discloser

was made to the operations of those companies.
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PN4 was not able to fulfil its objectives or goals due to Asian Financial Crisis in 1997.
Besides, PN4 helps to disclosure the firms or companies that listed in Bursa Malaysia which
fall under financial distress category and were required by stock to exchange to reorganize
their firms. Nevertheless, certain of the firms or companies started to face the financial
difficulties within a short period after mitigate their financial problems. So in order to that,
PN17 was introduced in 3 January 2005 to replace the PN4, however rules under PN4 are still
continued or applicable for those who had been classified under this rules or note. Moreover,
the key amendments made by Bursa Malaysia under PN17 were to speed up the process of
time taken by listed companies that facing financial difficulties to reorganize or restructure
their business condition. Bursa Malaysia also make sure that amendments were made helped
to improved and strengthen the qualities of companies under financial distressed. In order to
endorse the credibility and integrity of listed companies in Bursa Malaysia, the amendments
were expected to improve the securities industry and capital market of those companies

(Shuk-Wern Ong, 2011).

On 5 May 2006, Bursa Malaysia amended again the PN17 as Amended Practice Note 17
(APN17). The main objectives of APN17 were to protect investor and to endorse their
confidence level by improve the quality of listed issuers. On the other hands, the listed
companies classified under this PN17 must submit their reorganize plan based on the
framework that stipulated by the applicable authority within eight months to Securities

Commission (SC) (Daud, 2019).

Corporate financial distress that faced by companies can be forecast and provide a sign about

the financial condition of the company.
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Furthermore, there are models or techniques have been developed to predict the bankruptcy
and those models used by the auditors, lender who assessed the loan, measurement of risk of
portfolio which accessed by fund managers, creative derivatives and others (Stewart Jones,

2004).

Firms can overcome the financial distress situation through strong financial decisions and
optimal strategies in order help them to achieve the goals. Besides, inappropriate proportion
of capital structure of the firm’s which consists of equity and debt will cause the firms or
companies to face financial difficulties or financial distress (Zhao Bei, 2012). Capital

structure refers to how firms are funding their business operation through debt and equity

(Saurabh Chadha, 2015).

Investors of a company always focus on a firm’s optimal capital structurer before they started
to invest (Lucy Wamugo Mwangi, 2014). Furthermore, firms always ensure that they do not
decrease the value of company but they have to increase the value of equity and debt in order
to meet the optimum capital structure. Zhao Bei and W. P Wijewardanab (2012) summarised
that the level of financial distress faced by a company could be increase if the amount of debt
are rise (Zhao Bei, 2012). Nevertheless, research performed by Shehla Akhtar, et al. (2012)
found that the level of financial distress can increase if there is increasing in debt instrument

(Shehla Akhtar, 2012).

Therefore, this study aiming to examine and identify the relationship between capital
structure of financially distressed listed companies in Malaysia and profitability, tangibility,

growth, firm’s size, and intangibility of assets.
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1.2 Problems Statement

The issue of bankruptcy or financial distress among listed companies in Bursa Malaysia was
old but not avoidable one. The regulators of Malaysia capital market were not developing the
ways to strengthen up the financially distressed listed companies until the Asian Financial
Crisis 1997 (Daud, 2019). Furthermore, Bursa Malaysia also did not have any mechanism in
order to recognizing and separate out the companies that fall under bankruptcy and non-

bankruptcy.

However, after the Asian Financial Crisis 1997 the situation started to change, the regulators
started to develop tools or mechanism to differentiate the companies between financial
distressed and non-financial distressed companies. They came out with the listing of
companies facing bankruptcy against the good ones and this leads to introducing of PN4 in

2001.

Hazem B. Al-Khatib and Alaa Al-Horani (2012) explained that numerous listed companies
around the world were faced bankruptcy and financial difficulties after the financial crisis
happened globally in 2008 and most of the economies suffered from severe financial disasters
(Al-Horani, 2012). Many companies able to survive from the financial distress situation and
this leads increase the interest of find the great techniques to mitigate the financial distress or
bankruptcy (David Lee, 2019). As 30 September 2020 there are 23 listed companies in Bursa
Malaysia classified under PN17 category and three companies under GN3 category (PN17

and GN3 Companies, 2020).

Nowadays, financial distress or bankruptcy is the most worrying issue in Malaysia. Based on
figure 1.0, number of bankruptcies in Malaysia were reported at 945.000 units in December
2019, while in November 2019 the number were reported at 1,077.000 units its shows that the

numbers of bankruptcies drop by 132.000 units in December 2019 which is good sign for
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economy of Malaysia. Moreover, the highest unit of bankruptcies were reported in July 2013
with 2,366.000 units while the lowest units in February 1999 with 503.000 units which

shown in figure 1.0 and figure 1.1.

What was Malaysia's Number of Bankruptcies in Dec 20197

Last Previous Min Max Unit Frequency Range

¥ 945 000 ¥ 1.077.000 5_303000 2,36?;?1:‘!0 Unit Monthly

Jan 1998 - Dec 2019
Upd 7 2020

pdated on 17 Jun 2020

Source: www.celcdata.com

Figure 1.0 Bankruptcies in Malaysia

Furthermore, the number of bankruptcies data in Malaysia is updated monthly from January
1998 to December 2019 which was reported averaging 1,237.000 units with 258

observations.

Source: www.tradingeconomics.com

Figure 1.1 Bankruptcies in Malaysia
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According to figure 1.2 the number of total bankruptcies reported was fluctuated for the past
ten years. Besides, the statistic shows the highest number of bankruptcies reported was in
2013, however its shows great improvement in 2019 compare to 2018 as the numbers are

decline significantly.

Source: www.ceicdata.com

Figure 1.2 Bankruptcies in Malaysia

The purpose of the PN4 and later PN17 was introduced is to reorganize or restructure the
business condition of financially distressed companies based on the framework stipulated by
the applicable authority. Moreover, companies that not able to overcome their financial
problems or issues will remain categorized under PN17. Few of the investors are quiet
unclear about the firms that fall under PN17 category and worried whether they might hold
those companies shares this is because of lack of knowledge or studies on PN17 companies

and their status (Liloshna A/P Lakshmanan, 2017).
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This study is to identify the financially distressed firms through capital structure
determinants. According to Zhao Bei and W. P Wijewardanab (2012) company or firm can
get additional funds and improve the growth of the company by using financial leverage

(Zhao Bei, 2012).

Besides, firm will have greater opportunity to get loan and reinvest it bank in business if they
have higher tangible assets (Ezeoha, 2008). Velnampy, T (2013) mentioned that company can
use more money to invest if they have longer maturity of the debt (Velnampy, 2013). In
addition to that, the performance of company can increase if the company having more
external equity, Torre, et al. (2017) conclude that equity structure play a significant role in
company’s business growth (Edoardo Della Torre, 2017). Nevertheless, not many researchers
have been done their studies on measuring the financially distressed listed companies by
using capital structure as variables. Scientific researchers and analytical studies are virtually
still lacking on financial distress or PN17 companies listed in Bursa Malaysia (Mohammed,

2012).

In order to that, this study is carried out to support the problem statement, and identify the
relationship between the determinants of capital structure and financially distressed listed
companies in Malaysia. This study or research helps companies that fall under financial
distress to examine the best determinants of capital structure as a sign for them to reorganize
their business prospect from financial difficulties. Moreover, the determinants of capital
structure that have chosen as independent variables for this study are profitability, tangibility,

growth, firm’s size, and intangibility of assets.
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1.3

Research Questions

The research questions that guide to conduct of this study are as follows:

1.

1.4

Is there any relationship between profitability and capital structure of financially
distressed listed in Malaysia?

Is there any relationship between tangibility and capital structure of financially
distressed listed in Malaysia?

Is there any relationship between growth and capital structure of financially distressed
listed companies in Malaysia?

Is there any relationship between firm’s size and capital structure of financially
distressed listed companies in Malaysia?

Is there any relationship between intangibility of assets and capital structure of

financially distressed listed companies in Malaysia?

Research Objectives

The main objective of this study is to analyze the capital structure of the financially distressed

listed companies in Malaysia. Therefore, the specific research objectives are as follows:

1.

To examine the relationship between profitability and capital structure of financially
distressed listed companies in Malaysia.

To investigate the relationship between tangibility of assets and capital structure of
financially distressed listed companies in Malaysia.

To study the relationship between growth and capital structure of financially
distressed listed companies in Malaysia.

To determine the relationship between firm’s size and capital structure of financially

distressed listed companies in Malaysia.
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5. To explain the relationship between intangibility of assets and capital structure of

financially distressed listed companies in Malaysia.

1.5  Significance of the Study

The study on bankruptcy or financially distressed firms basically focused on the expectation
of firms that fall under financial distressed categories. However, this study helps the firms to
examine the performance of their company during the bankruptcy and the relationship
between capital structure and its determinants. Firms should have knowledge about the
determinants of capital structure because its helps the firm to identify the aspects that impact

the usage of long term and short term debt in the capital structure.

Besides, this study also helps firms to wisely choose the determinants of capital structure in
order to increasing the firm’s value by lowering the cost of capital. This research conducted
on PN17 firms in Malaysia which helps to identify whether there is opportunity or value to

invest into those firms especially for the shareholders.

On the other hand, this study conducted to identify whether the framework of PN17 is
significantly vital in order to protect the interest of stakeholders and the minority

shareholders of public listed companies in Malaysia.

Malaysia is considered as the second largest capital market and third largest economy in
Southeast Asia (Daud, 2019). As such it is important for Malaysia for having a strong
regulatory framework for firms that fall under financial distressed to overcome the future
financial crisis. In order to that, this study helps the financially distressed firms that listed in

Bursa Malaysia to develop the sustainability and their capital market.
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Furthermore, this study helps to mitigate other firms especially public listed companies in
Malaysia from repeating the same mistakes that done by firms that already experienced
financial distress. Finally, this research can be used to develop on effectiveness and

efficiency of firms that classified under PN17.

1.6 Scope of the Study

PN4 refer to Practice Note 4 of Bursa Malaysia that consist of poor financial condition or
financially distressed companies who are required to reorganize or restructure the company
by stock exchange. On 2005, this practice note has been replaced by requirements under
PN17 with the same rules that classified under Practice Note 4. Furthermore, this study
identify the determinants of capital structure for the companies that only focused on
financially distressed firms that listed in Bursa Malaysia and falls under category PN17
classifications. Furthermore, the determinants of capital structure that used for this research

are profitability, tangibility, growth, firm’s size, and intangibility of assets.

1.7  Definition of Key Terms

The meanings of each variable involved in the study are explained as follows:

1.7.1 Capital Structure

Capital structure refer to permanent financing of an organization is achieved over long
term debts, preferred stocks and equity. Business can achieve a stable platform and
good profitable growth by having an appropriate capital structure (Henry Chalu,
2019). Most of the organization recognized that capital structure as the efficient

approach in maximizing the firms and shareholder wealth (Myers S. C., 1977).
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1.7.2 Profitability

Profitability is related to the accessibility of internal fund of an organization and one
of the most vital factors for highly profitable firms (Wurgler, 2002). Besides,
profitable firms will borrow less if their internal funds are sufficient.
Profitability is calculated by dividing the earnings after tax (EAT) with total asset

(ROA) (Lin, 2014).

1.7.3 Tangibility of Assets

Tangibility of asset explained that how much the assets of firm especially the fixed
assets can be used as security at the time of borrowing made (Henry Chalu, 2019).
Furthermore, tangible assets normally bring a positive sign to the financial institutions

and then they can dispose them during the bankruptcy (Hare, 2015).

1.7.4 Growth

Growth opportunities refer to increase of firm’s value by creating new investments
opportunities (Shahadan, 2013). An organization will lose their opportunity of growth
if the fund is insufficient to funding the growth. Furthermore, in previous research
growth opportunities defined as percentage changes in total assets (Hana Halini
Hamzah, 2018) and book value of total assets less the book value of equity plus the
market value of equity divided by the book value of total assets (Rataporn

Deesomsak, 2004).

1.7.5 Firm’s Size

Firm’s size refers to quantity of revenue or profits that a firm can generate, number of
total assets that a firms holds and also capacity of the firms within a given time

(Victor M. Gonzalez, 2012).
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1.8

Larger size of firm will have lesser asymmetric information and this will leads to
reduce the chances of undervaluation of issuance of new equities (Raghuram G.

Rajan, 1995).

1.7.6 Intangibility of Assets

Intangibility of assets refers to non-monetary assets which cannot be touched,
measure physically and seen. Besides, intangible assets divided into three categories
which are rights, relationships and intellectual property. Patents, copyrights and
leasehold are major type of intangible assets (Madhani, 2014). Furthermore, during
the bankruptcy tangible assets have higher value than intangible assets and this leads

to increase of financial distressed costs (Raghuram G. Rajan, 1995).

Organization of Study

This study is conducted and discussed in five chapters in the aim for smoothness of

discussion and for better understanding of this topic. The first chapter discusses on the

purpose of this study which covers the background, research objectives and questions,

significance of the study, scope of the study and definition of key terms. The second chapter

discussed about relevant literatures for the focal research context and variables. Furthermore,

third chapter presents the research methodology, development of frameworks and hypotheses,

measurement of variables, collection of data, sampling, and data analysis. Results from the

data collected will be reviewed in the fourth chapter. Meanwhile, the fifth chapter, which is

the last chapter of this study represents the conclusion and summaries of the findings.

Implication for the future research and recommendation are also stated in this chapter.
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CHAPTER 2: LITERATURE REVIEW

2.0 Introduction

This chapter discusses about previous research and related literatures with the determinants of
capital structure for financially distressed listed companies in Malaysia. Furthermore, this
chapter also represents the related literatures that are relevant to the variables of this study
which are consists of profitability, tangibility, growth, firm’s size, and intangibility of assets
for independent variables while for dependent variable is capital structure or leverage. This
chapter also discusses about capital structure theories that used to form the framework of the

study which consists of both independent and dependent variables.

2.1 Financial Distress

Financial distress explained that when a company or firm facing difficulties in order to
fulfilling financial commitments or lack of liquidity (Gordon, 1971). Furthermore, financial
distress also a situation whereby a company struggling to generate profits or revenue to meet
the financial obligation. The main reasons a company fall into financial distress category are
illiquid assets, no proper debt management, insufficient accounting practices, and cumulative
losses. In addition to that, some of the signs of firms facing financial distress are when they
not able to pay their creditors, monthly bills, employees salary and third parties (Daud, 2019).
The employees of the firms also suffer from lower morale and higher stress when the firms

not able to meet its obligation like paying employees salary.

According to Altman, E. 1., & Hotchkiss, E. (2006) firms that fall under bankruptcy basically
fall under four groups which are bankruptcy, default, insolvency and failure (Altman E. 1.,

2006).
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Business failure refers to when firm does not generate sufficient earnings or profits to meet
their cost or the cost of capital is lower than average return. Moreover, firms fall under
insolvency category usually having temporary distress problems only. When firms not able to
meet their financial obligation and facing liquidity problems this is refer to insolvency. On
the other hand, bankruptcy is the most chronic situation facing by firms because the total
value of the firm’s total liabilities higher than firm’s total assets as such this refer to negative
net worth. In order to that, firms must take initiative to restructure or reorganize the business
flow or operation to avoid formal bankruptcy proceedings. Last but not least, when firms
unable to pay off their creditors or thirds parties on time it is refer to default (Altman E. L.,

2006).

According to Beaver (1996) financial distress means when firms to have ability to pay their
financial obligation as they mature (Beaver, 1966). Furthermore, Brown & James (1992)
critic that time of financial health of the company should segregates from the time taken for
financial illness and take efficient ways to overcome the troubled condition of the firms

(David T. Brown, 1992).

Default on a debt payment is the first phase of financial distress while second phase is an
effort to restructure or reorganize the debt to mitigate the default situation were identified by
Andrade and Kaplan (Kaplan, 1998). Besides, firms can be fall under financial distress
category if they going to apply restructuring activities for the purpose of avoid a default or
expected default on debt contract. Financial distress and failure consider as severe losses
which can lead to increase in liabilities and decline in the asset value (Tony Van Gestel,

2006).
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Debtors and creditors are two main counterparts involving in financial distress. In addition to
that, creditors are providers of external capital to employees and suppliers while, debtors can
be an individual, other firms, company or other legal person who owes a debt to another
entity or firms. On the other hand, firms with all equity will not face leverage operating
difficulties and never experience financial distress, the firms with high leverage in capital

structure will experience financial distress (Altman E. 1., 2006).

In United States, Chapter 11 allows financially distressed firms to restructure or rearrange
their business operations while negotiating with their creditor for their future business (Arturo
Bris, 2006). Moreover, Chapter 11 explained about the restructuring of the firms that fall
under bankruptcy that is reliable with trade-off theory while Chapter 11 also explained about
the debt rations which related to the liquidation cost negatively (Betker, 1999). Randall et al.
(2009) explained that Chapter 11 is to give a sufficient time to financially distressed firms for
them to restructure and reorganize their business operation into new business entity.
Furthermore, the newly emerged firms will have new operation plan and new capital structure
to maximized the value of the firms and mitigate the financial distress problems (Randall A.
Heron, 2009). According to Kahl, Matthias (1997), upon completion of Chapter 11 the post-
reorganization capital structure will have higher debt ratio than the industry average (Kahl,
1997). In addition to that, Chapter 7 was known as straight bankruptcy or liquidation
bankruptcy. Trustee will be appointed by the court in order to sell the firm’s assets and
distribute those money been raised to creditors and third parties, while those creditors must
submit proper documentations to receive the payments from related firms (Arturo Bris,

2006).
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2.2 Capital Structure Theories

The main objective of a firm is to maximise their firm’s value through the maximization of
shareholder wealth, thus the capital structure theory is among the most vital theories in
finance (Weston, 1990). Furthermore, capital structure was hard to explain the exact meaning
of debt to equity determinants and this were become issues that remain arguable by many

researchers.

There are many theories were derived from many previous studies and researches, thus this
study will employ on pecking order theory (Myers, 1984), trade-off theory (Miller, 1958) and

agency theory (Jensen M. C., 1976).

2.2.1 Pecking Order Theory

The pecking order theory was introduced by (Myers, 1984), under pecking order
theory firms will equity as their fund for financing such as retained earnings while
debt will be their las option for financing. Thus, this preference order was influenced
by the “adverse selection model”. Besides, the pecking order theory rises because of
the asymmetric information. Moreover, there are two key questions rise based on the
previous studies or researches for the pecking order theory, the first one will be what
is meant by “preference of internal financing” while the second one will be which one
will be preferred debt or equity. According to Frank and Goyal (2005), they explained
in their study that pecking order theory use the “other things equal” technique (Frank,
2005). Besides, most of the researchers argued that firms must issue debt for financing
compare to equity except for the situation where the firms reached the position of
capacity of debt which means limitation of debt usage under the pecking order theory

and give rise to the utilization of equity.
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Furthermore, adverse selection and agency cost model are the models that usually
used for the explanation of pecking order theory. The adverse selection model
explained that the manager or owner have the benefit to know the exact value of their
firms and the investors from outside of the firms only can predict the value of firms
through the signalling effect. Thus, firms will prefer to go for internal financing
compare to external financing for financing decision so it is can overcome the issues

of asymmetric information.

Moreover, the pecking order theory explained that firm’s managers will go for
internal financing compare to external financing because of avoid the additional
external monitoring on their management activities and leads to use equity or retained
earnings first then go for external financing or debt as last option (Frank, 2005). This

finding was supported by (Jensen M. C., 1976) as well.

Donaldson (1961) argued the opposite idea of firms having debt and equity financing
as a combination in order to minimize the firms cost of capital (Donaldson, 1961).
Besides he also suggests that firm should go for internal funds compare to external
funds and debt should be utilize first then only go for equity. Moreover, Donaldson
(1961) explained that firms with high profit will issue less external financing as the
availability of internal funds enough for the present and future projects. Firms can go
for bank borrowing and corporate bonds for external financing if the firm’s internal
funds are insufficient while final and least preference source for financing will be
issuing new equity capital if both external and internal funds are not enough. Due to
the existence of asymmetric information between the firms and their capital markets

the preference between debt and equity will be stopped (Myers, 1984).
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In addition to that, managers of the firms have better information about their firms
value and growth compare to the other parties from outside such as investors and
creditors while managers also always protect the interest of shareholders in order to
maximise their wealth (Myers, 1984). Besides, Myers (1984) explained that managers
will experience problems in order to protect the external financing when they have
more information about their future projects compare to the investors or third parties

from outsides.

Additionally, the pecking order theory define that firms retained earnings and debt are
negatively related whereby the high profitable firms use more internal borrowing
compare to external borrowing or financing (Md. Bokhtiar Hasan, 2014). There is
positive relationship between firm’s commitment and earnings because high profitable
firms will not depends on fund from outside of their firms (Wan, 2005). Besides,
firms can reduce their weighted average cost of capital (WACC) via the capital
structure by using debt financing over equity financing. Nevertheless, the risk of firm

will increase if firm use more debt compare to equity financing.

2.2.2 The Trade-off Theory

Modigliani and Miller (1963) clarified that capital structure affect the value of the
firm when they realised that firms cannot avoid from the tax that are exists and firms
should use more debt financing in order them to maximize their firm value
(Modigliani, 1963). Trade-off theory also presents the benefits and costs of leverage.
Besides, firms tax expenses can be reduce if the debt financing that they are issue
consists of interest expenses and it will help firm to generate better cash inflow as

well (Ghazouani, 2013).
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According to Myers (1984), trade-off theory discloses that firms can maximize their
leverage by using there determinants which are charges of financial distress, taxes and

agency costs (Myers, 1984).

Perfect capital market make firms to avoid bankruptcy or business failure through
raise finance but in practical when capital market assume as effectual, they cannot
considered to be prefect. Furthermore, it can conclude that there are high possibilities
for firms to fall under bankruptcy if there at high levels of gearing and involve on the
interest commitments. Trade-off theory explains the difference in debt to equity ratio

within the industries but does not explain the difference between same industries.

According to Alan Kraus and Robert H. Litzenberger (1973), shareholders will
request for higher rate of return to mitigate them from experience bankruptcy or

business failure (Litzenberger, 1973).

Besides, they also argued that optimal capital structure can obtain from the involving
of trade-off theory between the present values of the marginal cost of the
disadvantages of leverage and present value of tax rebate with a marginal increase in
leverage. In addition to that, Milton Harris, and Artur Raviv (1991) explained that
firms that need to maximize their firm’s value must go through the optimal capital
structure with marginal benefits and marginal cost (Milton Harris, 1991). Trade-off
theory also let the bankruptcy cost present and stated that there is pros and cons to
financing with debt such as tax benefits as advantage while bankruptcy cost and
financial distress as disadvantage. Thus, firms must really focus on this trade-off and
plan well in order to choosing how much equity and debt need issue for financing

their projects.
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Besides, debt financing considered inexpensive for firms due to debt financing not
involve with any type of risk and can be secured while equity is based on outstanding
claims or residual claims. Firms can reduce their weighted average cost of capital at
the beginning itself via gearing or leverage. According to Messbacher (2004), firm
can maximize their value by reducing the weighted average cost of capital (WACC)
(Messbacher, 2004). However, leverage can increase firms financial risk or
bankruptcy cost if firms fail to settle of their debts. So in order to that, firms must
always concern on the benefits of reduce the average of cost of capital over the rise in
financial risk. Trade-off theory stated firms reach their optimal debt to equity ratio
when their debt and equity can offset each and other (Myers S. C., 2001). However,
according to Schwartz, Michael J. Brennan and Eduardo S. (1984) this offset will
reduce the tax payments and increase the firm’s value so firm can issue more amount

of debt in their capital formation for their projects (Schwartz, 1984).

Moreover, under trade-off theory firms will always seek for an optimal debt ratio but
if the result is not favourable for the firm the change will be covered or adjusted
immediately and cost of transaction will be included (Njagi, 2013). Thus, interest on
loan and debt that issue by firms for their projects will categorise under tax deductible
items in the financial reports and enjoy the tax shield advantage. On the other hand,
when firms offset the cost that related to leverage against the next tax firms can
achieve the optimal capital structure (Myers, 1984). This finding was supported by
(Jensen M. C., 1976) as well. Jensen, M. C., & Meckling, W. H. (1976) also
suggested that in order to achieve optimal capital structure the benefits and cost of

debts must be stable.
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According to Baxter, Nevins D. (1967) firms can experience bankruptcy or fall into
financial distress if they increase the leverage level, which means firms should not
issue debt over the limits or higher than the advantage of tax (Baxter, 1967).
Furthermore, if the debt level of firms rises the agency cost also will increase and
leads to conflict between firm’s managers and owners (Myers, 1984). Besides, firms
will suffered an insolvent if they invest into bad or poor projects which will end up
with failure. Apart from that, additional debt that issue by firms will cause to more
burden and increase the expenses (Milton Harris, 1991). Thus, Brealey and Myers
(2006) recommend that firms can maximize their earning or profits by using a specific

debt ratio and this also leads to reduce the cost of firm’s debt (Brealey, 2006).

2.2.3 The Agency Theory

The agency theory were created by (Jensen M. C., 1976), under this theory it is
explains that managers as the agent will always will work for their own benefits
compare to the principal benefits which is the shareholders of the firms and this leads
to the exists of agency costs. Furthermore, this theory recommends that firms can
decrease their agency costs by increasing the leverage of the firm while the managers
of the firms also need to perform efficiently and effectively in order to generate more
profits. The performance of managers will be monitor by the creditors in order to
ensure that there is no any default on firm’s obligation (Grigore, 2013). Besides,
presence of asymmetric information can cause to the agency problems of capital

structure.

In addition to that, Jensen, M. C., & Meckling, W. H. (1976) explained in their theory
that debt will be the significant fundamentals that create problems between managers

and shareholder of the firms (Jensen M. C., 1976).
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This theory also state that the distribution of cash flow depends on the firm’s
ownership structure and this circumstance leads to create optimal capital structure.
Besides, firms can decrease their agency costs by issue external debt and equity for
financing their projects. Apart from that, Ryen et al. (1997) mentioned in their study
that the firms will experience two forms of agency conflicts which the first one will be
conflict between managers and stockholders which is knows as agency costs of equity
while the second will be conflict between stockholders and bondholders or agency
costs of debt (Ryen, 1997). According to them, the first conflict happens due to
overspend by the firms manager for their own benefits and this leads to conflicts
between stockholders and managers to gain profit. In order to avoid this conflict
manager should issue or take smaller leverage to mitigate the risk. Besides, the second
conflict occurred when the shareholders have better prospects and incentives to raise

the property by increasing assets substitution, rate of dividend and underinvestment.

Agency conflicts between shareholders and managers will be strict for the small size
firms (Ang, 1991). Small firms usually concentrated on the firm’s ownership compare
to huge firms while the shareholders focused to manage the firms and this leads to less
conflict between them. Thus, agency problems will not experience by small firms but
they will face agency costs if they have debt in their capital structure. According to
Jensen, M. C., & Meckling, W. H. (1976) financing decision is vital during the
presence of conflict or problem between shareholders and debt holders (Jensen M. C.,
1976). Additionally, shareholders of firms can support management to take decision

effectually which takes funds from debt to equity holder.

Barnea et al. (1980) claim that agency problems collaborate with asymmetric
information, incentives of stockholder risk and forgone growth chances can be predict

by using the maturity structure and debt provision (Senbet, 1980).
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For instance, the agency cost of underinvestment and transfer of the risk can be reduce
if the maturity structure of debt shortening and firms able to call the bond before the
maturity date. On the other hand, the agency problems arise when managers or agent
of the firms took decisions that are not same as shareholders objective which is to
maximise their wealth. Agency problems can arise between the debt holders of firms

as well not only between equity holders (Jensen, 1986).

In addition to that, presence of firm’s free cash flows leads the managers to spend that
cash flow by increasing the size of the firms over investing into projects that give
negative net present value (NPV). Thus, according to Jensen (1986), issuing more
debt by firms will be the solution for this conflict because taking more debt will raise
the interest and payments of principal and decrease the accessibility of free cash flows
in this manner it is will reducing the agency cost as well (Jensen, 1986). Nevertheless,

agency problems can incurred if the bankruptcy cost and level of gearing is high.

Besides, the debts holders can secure their investment through protect their debt
against the firm’s assets. Hence, if the firm go into liquidation debt holders will have
the priority compare to equity holders to claim over assets and sell those assets to
secure their investments (Jensen M. C., 1976). According to Eugene F. Fama (1980)
the agency problem arise when shareholders or the principal and managers which is
known as agent of the management act according to their own self benefits and
objectives while those agenda or objectives might differ from each and other (Fama,
1980). He also argued that, the main causes of agency problems is when one of the
parties have more information compare to another one and acting on his or her best
interests. On the other hand, agency problems can be reduce between managers and
shareholders through increasing the issuing of debt in the capital structure of the firms

compare to issuing the equity (Wilbricht, 1989).
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23 Determinants of Capital Structure

Capital structure refers to investment of the firms or companies which are mix of equity and
debt. Equity and debt of the firm’s joint together for the purpose of financing and manager
playing significant role in choosing the optimum capital structure such as debt to equity to
maximise firm’s value. Furthermore, Saurabh Chadha and Anil K. Sharma (2015) defined
capital structure as how firms funding their business through mixture of debt and equity

(Saurabh Chadha, 2015).

Firms should always pay attention whether they having optimal capital structure or not
because it’s always focus by investors and the management of the firms (Lucy Wamugo
Mwangi, 2014). Besides, firms always must ensure that increasing in the debt or equity in

order to meet the optimal capital structure does not impact the value of the firms.

Review of literature shows that capital structure could be one of the factor that affect the
financial distress level of the firms or companies. In addition to that, according to Mohamed
Sameh Gameel and Khairy El-Geziry (2016) the financial distress level of the firms could
increase due to the increasing of debt level (EI-Geziry, 2016). Moreover, Zhao Bei and W. P
Wijewardanab (2012) mentioned that the financial distress level of the firms could decrease
when the debt level is increasing (Zhao Bei, 2012) while Franco Modigliani and Merton H.
Miller (1958) summarised that capital structure does not affect the financial distress level of

the firms (Miller, 1958).

Capital structure of firms can be used as a financial framework of the organization (Laurence
Booth, 2001). The framework consists of combinations of equity and debt which monitor by
organization in order to maximize the return on investments (ROI). According to Wolfgang
Drobetz and Roger Fix (2003), capital structure refers to permanent financing of a firm

consists of equity, long term debts and preferred stocks (Fix, 2003).
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Besides, firms that using preferred and common stocks for their business operation known as
unlevered firms while for the firms using short and long term debt the purpose of financing
known as leveraged firms. On the other hand, profits of the firms will stable when they
having a proper capital structure and this will ensure that the objectives of the business will
be achieve which is maximise the value of the firms and returns. The cost of capital will
increase the profits to the shareholders when the debt is decrease while this also leads to

increases the risk of default because of the rises of fixed obligations of the firms (Fix, 2003).

According to Hans Degryse et al. (2010) capital structure refers to the way how firms
financing the assets by using mixture of debt and equity, while the process of financing is
very vital for firms management because to make sure financial continuity essential for
maintaining competitiveness and growth (Hans Degryse, 2010). Moreover, most of the firms
in developing countries much prefer to use long term debt compare to short term debt and the

capital structure called as total debt ratio in those firms (Pratheepkanth, 2011).

Besides, varied definitions and terms of capital structures were described and explained, as
conclusion capital structure can summarised as approach or method to raise firm’s capital in
order to grow their business operations. Thus, this study will employ profitability, tangibility,

growth, firm’s size, and intangibility of assets as the determinants of capital variables.

2.3.1 Profitability

Profitability is the most common variable use in the research or study on the relation
between the firms factor and financial distressed. Besides, profitability is most
important ratio in order to predict the bankruptcy or failure and has positive
relationship with financial distress. Koes Pranowo et al. explained that profitability do
not impact on the financial problems of the firms which means it is not guarantee for

firms that can live to satisfy their liability with the high profits (Koes Pranowo, 2010).
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Furthermore, profitability is one of the significant determinants of capital structure
and normally refers as representative for the probability of tax advantage, bankruptcy,
agency costs and requirement for extra fund (Meckling, 1979). According to trade-off
theory, profitable firms have more protection from taxes and employ higher leverage.

This leads to significant relationship between capital and debt (Modigliani, 1963).

According to free cash-flow theory more profitable firms will use more debts compare
to equity due to disciplinary policy and force managers to give dividend by using cash
as substitute for spending money on inefficient projects. On the other hand, Stewart C.
Myers (1984) explained that the pecking-order theory firms would go for internal
financing compare to external financing because more gainful firms will have lower
leverage due to lower need of external financing (Myers, 1984). The relationship
between capital structure and profitability either can be positive or negative (Booth,
2001). Moreover, Jensen (1986) mentioned that there is a positive relationship
between leverage and profitability if the market for corporate control is successful
while negative relationship if the market corporate control is unsuccessful (Jensen,

1986).

According to Wan Mursyidah (2005) there is a negative relationship between leverage
and profitability (Wan, 2005). Zhenfei (1998) explained study on profitability and
capital structure by using listed firm from the machinery and transportation fields
shows negative result between profitability and leverage ratio (Zhenfei, 1998).
Besides, Barton et al. (1989) also suggest that leverage and profitability having
negative relationship based on the pecking order theory (Sidney L. Barton, 1989).
Firm implies higher debt will have higher profits or revenue and less risky to the debt
holder which means the relationship between profitability and capital structure shows

positive results (Myers, 1984).
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However, most of the studies on pecking order theory explained that there will be a
negative relationship between capital and profitability. According to, Sheridan Titman
and Roberto Wessels (1988) firms should desire the use of leverage whenever having
higher profitability because its help firms to have an incentive to utilize the tax shields

on interest payments (Titman S. &., 1988).

In addition to that, Sheridan Titman and Roberto Wessels (1988) also summarised that
according to the pecking order theory firms with high profits will use less debt
because they can generate the internal funds (Titman S. &., 1988). Besides, when
firms having high profits or revenue this will help them to pay their debt on time and
easily while according to the pecking order theory most of the managers in the firms
would like to prefer use internal funds for the projects compare to external funds due
to asymmetric information between investors from outside and managers. As a
conclusion this theory results negative relationship between profitability and leverage

(Myers, 1984).

Furthermore, based on the study of capital structure in China by Chen (2004) the
relationship between leverage and profitability in Chinese listed firms shows negative
correlation. Chen (2004) also argues that there could be other reasons for the negative
correlation, for instance underinvestment problems and avoids new projects (Chen,
2004). Deesomsak et al. (2004) explained that according to the prediction, the
relationship between profitability and debt shows negative correlation but this
relationship irrelevant for all the countries except for Malaysia (Rataporn Deesomsak,
2004). The relevant or significant negative relationship for Malaysia was reliable with
the prediction of pecking order theory, while represents that firms much prefer to use

internal financing whenever they earn higher profits.
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Profitability is not only using to determine the firm’s profits or revenue but also used
to determine the ability and health of the firms and help the firms to earn profit with
satisfaction through the return on assets (ROA) (Sori, 2001). In addition to that, firms
will face fewer chances to experience bankruptcy with high profits while profitability

also helps investors to decide how efficient firms can manage their assets.

2.3.2 Tangibility

Firms with high fixed assets will wish to have debt financing because they can used
their fixed assets as guarantee for any borrowings. Besides, firms with high tangible
assets always try to get debt at lower cost. According to Jensen (1976) when the
agency costs of borrowing rise the firms will have risk in their investments and no
chances to transfer those assets while the assets will be used against any borrowing
(Jensen M. C., 1976). Besides, as asset structure or tangibility has positive
relationship to the performance indicator and will not subject to financial distress if
firms having high tangible assets and its can be considered as a factor of capital
structure. Agency theory predicted the relationship between tangibility or asset

structure and financial leverage is positive correlation.

On the other hand, asset structure or tangibility as a factor of determines of capital
structure was created from the agency theory of Jensen (Jensen M. C., 1976). There
are two types of conflicts rise according to the agency theory, the first one will be
conflicts between managers and shareholders while the second one will be conflicts
between shareholders and lenders. In order to overcome the problems lenders will
claim some form of the assets as guarantee to protect their interest (Stigliz, 1981).
Sheridan Titman and Roberto Wessels (1988) mentioned that the relationship between

leverage and tangibility shows positivity (Titman S. &., 1988).
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However, according to Michelaes et al. (1999) the relationship between leverage and
asset structure found positive when long term debt measurement used for financial
leverage while it is vice versa when short term debt used (Nicos Michaelas, 1999).
Firms utilize assets structure as collateralization for the purpose of the debt to

decrease risk of lenders because assets hold less assets specificity (Chen, 2004).

Agency cost of equity leads to underinvestment cause for firms while information
asymmetry leads to undervalued new equity. So in order to mitigate this problems
firm should issue debt which will secured by tangible assets (Hubert de La Brusleriea,
2012). On the other hand, Chen (2004) explained that the relationship between the
firm’s leverage and tangibility of assets in China shows positive relationship (Chen,
2004). Song (2005) summarised based on the study, total debt ratio and asset structure
positively correlated which consist of long term debt ratio while negative relationship

for the short term debt ratio (Song, 2005).

Many researches have done their studies to differentiate the influence of tangibility or
assets structure on debt. According to the trade-off theory the relationship between
debt and tangibility is positive (Myers, 1984). Furthermore, Myers (1984) also
explained that it will be favour to firms if they sell the secured debt for costs that
related issuing securities when the firms managers has good quality information
compared to shareholders from outsides (Myers, 1984). Therefore it is conclude that
firms can avoid the cost by issuing debt secured by the collateral and also this result
suggest that asset structure and leverage have a positive relationship due to assets
holds by firms. Those assets can tender to lenders as collateral or guarantee in order to

issue more leverage to receive more incentives.
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Besides, shareholders in firms with high leverage level will have incentive to invest
below than standard or optimal level in order to take over the wealth from firm’s debt
holders (Myers S. C., 1977). This finding were supported by (Jensen M. C., 1976),
(Titman S. &., 1988) and (Raghuram G. Rajan, 1995). Yaiza Garcia Padron et al.
(2005) claimed that firm’s tangible assets will have an influence on the firm’s debt
financing due to less asymmetric information and also because of high value of
tangible assets compare intangible assets on the assumption of bankruptcy (Sales,

2005).

Thus, it can conclude that the higher the percentage of tangible assets or asset
structure, the higher the level of leverage. Moreover, Sanjiva Prasad et al. (2001)
found positive correlation between leverage and asset structure and it was statistically
significant for listed firms in Malaysia (Sanjiva Prasad, 2001). Chen (2004) explained
in his research in China that asset tangible having positive relationship against firm’s
debt consists of long term leverage (Chen, 2004). Thus, this result summarised that

asset structure is important factor for long term loan and credit policy of banks.

On the other hand, the relationship between firm’s financial leverage and tangibility
shows positive correlation for all the countries but it is not significant for Australia
(Rataporn Deesomsak, 2004) while this research supported by (Wiwattanakantang,
1999) for the Thailand firms as well. Besides, Tesfaye T. Lemma Minga Negash
(2014) explained in their study about the capital structure consist of nine African
countries by using 986 companies as sample that covering from the period of 1999 to
2008, they conclude that the relationship between leverage and tangibility is positive

and substantial for both long term and short term leverage (Negash, 2014).
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This can summarised that firms with high tangible assets or asset structure can easily
access to long term leverage because of they can use those assets as collateral or

security especially for borrowing.

Agency theory and bankruptcy argued that firms will have lower agency costs and
also less chance to face bankruptcy when firms having high tangible assets or asset
structure (Danbolt, 2002). Moreover, agency theory suggests a negative relationship
between leverage and tangibility. The agency theory explained that firms will use high
amount of debt in order to reduce the consumption manager’s benefits if the firms

having less tangible assets.

2.3.3 Growth

Pecking order theory described that the relationship between opportunities for firms to
grow and debt ratio are positively related this is due to existence of asymmetric
information between investors and firm’s management (Myers, 1984). In addition to
that, most of the banks offer borrowing or money to the firms with the better growth
opportunities or abilities. Based on Myers (1977), firms will less deal with investment
if they have better opportunities for grow and in order to avoid those problems they
will obtain short term borrowing as a solution to overcome the investment problems

incurred (Myers S. C., 1977).

According to the agency cost the relationship between growth and leverage shows
significant negative relationship (Jensen M. C., 1976). Sheridan Titman and Roberto
Wessels (1988) find the relationship between firm’s growth abilities and financial
leverage is positive (Titman S. &., 1988) and this finding supported by (Wald, 1999)

as well especially in developing countries.
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Furthermore, pecking order theory discussed that most of the firms would wish go for
internal financing compare to external financing and debt to equity if they issuing
securities (Myers, 1984). Thus, pecking order theory suggest firms with better grow
abilities will have greater amount of debt. Nevertheless, Wan Mursyidah (2005)
concludes in her study that there is no relevant relationship between growth of firms

and financial leverage (Wan, 2005).

Based on many studies assets been used as a proxy for sales ratio to measure the
development of firms. Besides, the relationship between financial distress costs and
assets to sale has a positive correlation (Altman E. 1., 2006). The costs of financial
distress were predicted by using two measures by Altman (1984). The first one will be
decreases in the sales or revenue by comparing with other firms in the same industry
while the second measure will be the deviation between firms forecast and real
earnings for the past three year before the bankruptcy incurred. Based on these
measures it is conclude that the revenue of firms decrease due to the financial

problems or difficulties that face by the firms.

Tim C. Opler and Sheridan Titman (1994) in their research used growth of sales as
variable and they found that the firms having problems in their business operation will
face negative sales growth (Titman T. C., 1994). Furthermore, many researchers did
their studies by using operating income as another measure of sales growth. At the
beginning periods of bankruptcy the operating income will decline below the industry

average and significantly positive with bankruptcy (Wiwattanakantang, 1999).

Firms should not look for public debt when they having high valuable growth projects
in the future because of high disclosure cost of revealing the sensitive information or

issues (Yosha, 1995).
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In addition to that, this finding was supported by (MacKie-Mason, 1990) as well.
Thus, according to the study the relationship between sales growth and debt financing
are negatively correlated. Firms with great sales growth will experience less financial

difficulties as they issue less debt financing (Giacomo Morri, 2009).

Pecking-order theory explained that growth and leverage having positive relationship
because when firms having higher growth opportunities they will require for more
funds and this will leads them to issue the external financing with the help of
preferred source of debt (S Narayan Rao, 2003). Furthermore, firms invest in assets
due to the agency problems in borrowing against those assets and this leads to

negative relationship between growth and leverage (Myers S. C., 1977).

According to Sheridan Titman and Roberto Wessels (1988) if firms issued more short
term compare to long term for financing they will experience less agency problem
(Titman S. &., 1988). Therefore, short term and firm’s growth are positively
correlated. Furthermore, firms tend to borrow less when they having more chances for
the development of the growth which are consist of intangible assets compare to the

firms that having more fixed assets (Chen, 2004).

2.3.4 Firm’s Size

Rajan and Zingales (1995) found in their studies that huge firms tend to be more
diversified and have strong cash flow compare to small firms (Raghuram G. Rajan,
1995). Besides, trade off theory found that huge firms can borrow debt as much as
they want because they will face less risk situation or diversified and less bankruptcy
costs. Thus, this results positive relationship between the financial leverage and firm’s
size. Furthermore, measurement of size of the firms consists of amount of sales

generated, size of total assets and number of firm’s employees (Song, 2005).
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The pecking order theory argued that firm size positively related to leverage due to
less information asymmetry and (Wald, 1999) explained in his study debt and size of
the firm positively related for the firms or companies located in United Kingdom,
Japan and USA, but not significant positive relation for firms in France while negative

relationship for firms or companies in Germany.

In addition to that, the relationship between firm size and leverage shows positive for
the firms in Malaysia, Thailand and Australia except for Singapore (Rataporn
Deesomsak, 2004). Firms in Singapore will experience less bankruptcy no matter

whatever size there is due to their government support.

De Jong et al. (2008) found in their studies capital structure determinants in 42
countries shows half of the countries have positive correlation between firm’s size and
financial leverage (Abe de Jong a, 2008). This is can conclude that huge firms can
issue more debts compare to small firms because of their strong cash flow and more
diversified. This study also supported by (Sanjiva Prasad, 2001) who argued
significant positive relationship between firm size and short term debt while

insignificant relationship for long term debt.

Wiwattanakantang and Yupana (1999) argued that huge firms have great chances for
accessing credit markets compare to smaller firms and this allows larger firms to
increase their leverage (Wiwattanakantang, 1999). Besides, huge firms will have more
information and this leads to decrease the asymmetric information in the market
(Sales, 2005). As such, larger firms able to borrow huge amount of debt compared to

smaller firm and utilize from the tax shield on interest payment.
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Furthermore, Natalya Delcoure (2007) argued that short term leverage and firm size
has positive relationship based on the determinant of capital structure in Central and
Eastern European (CEE) countries (Delcoure, 2007). However, in Slovakia, Poland
and Czech Republic the relationship between firm size and long term leverage shows

negative correlation due to the presence of asymmetric information (Myers, 1984).

On the other hand, small firms in United Kingdom choose short term leverage for
their financing because of they are not diversified (Marsh, 1982). According to
(Whited, 1992) the relationship between firm size and long term leverage is negative
due to small firms not able to access the long term leverage as their cash flow is not
stable. Additionally, there is significant positive relationship between firm size and
leverage in develop countries and also for those countries who are still developing
(Eduardo K. Kayo, 2011). However this finding opposed the research did by
(Wiwattanakantang, 1999) whereby they found negative relationship between firm

size and leverage in developing and developed countries.

Huge firms can diversified their risk of facing business failure or financial distress due
to the good position of their business (Erdinc Karadeniz, 2009). Moreover, according
to Giacomo Morri and Fabio Cristanziani (2009) large size of firms can issue
borrowing at a lower or reasonable interest rate and large firms also can have
advantage in capital markets (Giacomo Morri, 2009). Nevertheless, the size of firm
will increase when the debt of firm rises. Thus, huge firms usually will issue for long
term borrowing while small size of firms will go short term borrowing. The firm size
becomes one of the causes of negative indicator likelihood of default and also as

substitute of risk (Malek, 2005).

Page | 36



On the other hand, Denis and Mihov (2003) argued in their studies firm size is the
most vital determinant of capital structure that firm should apply in order to obtain
their public debt (David J. Denisa, 2003). Size of firm shows negative relationship
with the opportunity of firm going for bankruptcy or financial distress (Thomas J.

Chemmanur, 1994).

Besides, Sheridan Titman and Roberto Wessels (1988) clarifies that huge firms are
more diversified compare to small firms and they also have less variance of profits
which help them to bear with high debt ratios (Titman S. &., 1988). Additionally,
smaller firms have lower debt ratios due to high cost of mitigate the asymmetric

information issues (Castanias, 1983).

Irwin Friend and Larry H. P. Lang conclude in their study that huge firms would
prefer to issue debt financing compare to smaller size firms who likely to use more
equity finance (Lang, 1988). Thus, it is shows that firm size and leverage positively
related. Besides, according to (Raghuram G. Rajan, 1995) and (Wald, 1999) the
relationship between debt financing and size positively correlated for developed

countries excluding Germany.

2.3.5 Intangibility of Assets

Rajan and Zingales (1995) explained that intangible assets such as development cost,
patent, goodwill, research and copyright have significant impact on firm’s capital
structure (Raghuram G. Rajan, 1995). Additionally, intangible assets refer as assets
that are do not have a physical nature or substance, non-monetary asset and latent (Siti
Khatijah Abdul Ghani, 2019). Furthermore, intangible assets are harder to determine
the value compare to tangible assets such as property, plant and equipment (Nyvoll,

2019).
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Apart from that, Nyvoll, Anders Ruth and Sebastian (2019) explained that firms can
create better cash flow while using intangible assets with the support of debt (Nyvoll,

2019).

In addition to that, according to trade-off theory and agency theory the relationship
between leverage and intangible assets negatively correlated, whereas the pecking
order theory suggest firms with huge amount of intangible assets can cause to more
asymmetric information problems and this lead firms to use more debt financing
compare to equity financing. Raviv, Milton Harris and Artur (1990) explained that, in
order to overcome the asymmetric information problems firms with more intangible
assets must issue more debt financing compare to equity financing and this will lead

to increase the level of leverage (Raviv, 1990).

Intangible assets like goodwill help firms in United States to overcome the
asymmetric information problems because those intangible assets can increase the
access of borrowers to debt in order to solve this problem (Loumioti, 2012). On the
other hand, agency theory suggested that firms with more intangible assets must
borrow lesser in order to mitigate the higher cost. Besides, intangibility is calculated
by the total of intangible assets divided by total of firm’s assets (Strange, 2005).
Intangible assets increase the value of firm through the growth opportunities and

profitability (Chih-Fong Tsai, 2012).

Furthermore, there are six categories that affecting the intangible assets which are
corporate governance, firm characteristics, intangible capital, reaction of analysts and

customers, ownership structure and industry characteristics.
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Firms can enjoy the tax benefit if having higher level of leverage and reduce the
interest costs and this will lead the firm to have better cash flow and positive
relationship with the intangible assets (Chih-Fong Tsai, 2012). Moreover, higher

intangible assets can produces better market efficiency compare to market power.

During bankruptcy tangible assets have higher value compare to intangible assets and
this will increase the costs incurred during financial distress whereas lead to use more
debt compare to equity. On the other hand, when firms do not offer tangible assets as
guarantee or security due to probability of transfer the risk, the agency cost between

creditors and shareholders will be higher (Victor M. Gonzélez, 2012).

The relationship between debt and intangible assets shows negative relation (Murray
Z. Franka, 2003). Besides, pecking order theory forecasted the relationship between
leverage or capital structure and intangible assets is positive. Besides, firms with
greater level of expenditure need more external capital compare to internal capital,
thus this will expect to have a positive relationship between leverage and intangible
assets (Ciara’n mac an Bhaird, 2010). Moreover, business with high risk can increase
the chances of bankruptcy and decrease the value of intangible assets during the
bankruptcy or financial distress (Myers S. C., 2001). When firms have enough level of
tangible assets to support their desired debt, the value of intangible assets will be

insignificant to them (Nyvoll, 2019).
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24 Chapter Summary

This chapter highlights about the relevant literatures on capital structure. First, it discusses
about the meaning and concept of financial distress. Second part of this chapter reviews about
the relevant theories for the determinants of capital structure which are pecking order theory,
trade-off theory and agency cost theory. In addition to that, this chapter also discussed about
the definitions and determinants of capital structure for financially distressed listed

companies which are profitability, tangibility, growth, firm’s size, and intangibility of assets.
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CHAPTER 3: DATA AND RESEARCH METHODOLOGY

3.0 Introduction

This chapter present the study of research methodology consists of tools and techniques used
for the study and achieves the five research objectives which were stated in the chapter one.
Besides, this chapter explains the method and approach used for gather relevant information
about the determinants of capital structure elaborates the procedure use for the collection of
data and clarifies the analysis and research design on firm’s specific determinants of the

capital structure among the financially distressed listed companies in Malaysia.

This chapter divided into seven different sections include the introduction of this chapter.
Section 3.1 represents the research framework of the study and explanation of hypothesis
development explains under section 3.2. Furthermore, section 3.3 describes the measurement
of variables while explanation about data collection was elaborated under section 3.4. Section
3.5 explains on the sampling technique whereby analysis of data employed by the study
describes under section 3.6. Lastly, section 3.7 describes about the summary and conclusion

of the chapter.

3.1 Research Framework

This research examines the determinants of capital structure for financially distressed listed
companies in Malaysia. Five independent variables have been acknowledged in this study are
profitability, tangibility, growth, firm’s size, and intangibility of assets while the dependent
variable is capital structure. Figure 3.0 shows the research framework of this study which was

created based on the variables.
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Independent Dependent
Variables Variables

Profitability

Tangibility of
Assets

Capital Structure
Growth > /Leverage

Firm’s Size

Intangibility of
Assets

Figure 3.0 Research Framework

3.2 Hypothesis Development

There are five hypothesis were developed about the determinants of capital structure for

financially distressed listed companies in Malaysia based on the research objectives.

Profitability of a firm is important in order to determine its capital structure. According to the
pecking order theory, it is explains that firms prefers more internal sources compare to
external sources to fund their business and projects (Myers, 1984). Besides, firms with high
profits or earnings will depend more on equity financing compare to debt financing. Hence

we hypothesized that
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H1: There is a negative relationship between profitability and capital structure of financially

distressed listed companies in Malaysia.

Tangibility of asset explained that how much the assets of firm especially the fixed assets can
be used as security at the time of borrowing made (Henry Chalu, 2019). Rajan and Zingales
(1995) explained in their research that there is positive relationship between tangibility of
assets and capital structure (Raghuram G. Rajan, 1995). Nevertheless, Tornyeva (2013)
studied the determinants of capital structure of insurance companies in Ghana found that
there was negative relationship between tangibility of assets and capital structure. Hence we

hypothesized that

H2: There is a negative relationship between tangibility and capital structure of financially

distressed listed companies in Malaysia.

Growing firms will look more for external funds compare to internal funds to finance the
growth. The firms with higher amount of sales growth will use more debt as they have the
ability to repay the same, as such it’s conclude that the relationship between growth and
capital structure is positive (Arasteh, 2013). Furthermore, based on this study it’s explained
that the firms are growing and having high chances to generate more profits and use those
earnings to finance their business or upcoming projects, while this argument is consistent
with the pecking order theory. Rajan and Zingales (1995) found there is a negative
relationship between growth of the firm and the level of debt (Raghuram G. Rajan, 1995).

Hence we hypothesized that

H3: There is a negative relationship between growth and capital structure of financially

distressed listed companies in Malaysia.
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Firm’s size refers to quantity of revenue or profits that a firm can generate, number of total
assets that a firms holds and also capacity of the firms within a given time (Victor M.
Gonzalez, 2012). Besides, larger size of firm will have lesser asymmetric information and
this will lead to reduce the possibilities of undervaluation new issuance of equity (Raghuram
G. Rajan, 1995). It is conclude that firms looking for more equity financing compare to debt
financing and this argument support the Pecking Order Theory. In addition to that, the larger
size of firm will have stronger anti-risk ability and stronger ability to borrow this shows
positive relationship between firm’s size and capital structure (Henry Chalu, 2019). Hence we

hypothesized that

H4: There is a positive relationship between firm’s size and capital structure of financially

distressed listed companies in Malaysia.

Intangibility of assets refers to non-monetary assets which cannot be touched, measure
physically and seen. Furthermore, during the bankruptcy tangible assets have higher value
than intangible assets and this leads to increase of financial distressed costs (Raghuram G.
Rajan, 1995). Based on this research its shows that those firms do not own much number of
intangible assets compare to tangible assets and having difficulty to access the debt markets

due to lack of collateralized assets. Hence we hypothesized that

HS: There is a negative relationship between intangibility of assets and capital structure of

financially distressed listed companies in Malaysia.

3.3 Measurements of Variables

This section presents the measurements of independent and dependent variables used for the
determinants of capital structure for financially distressed listed companies in Malaysia.

Besides, all the variables has been derived and found significant by previous studies.
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3.3.1 Capital Structure

Dependent variable of this capital structure is referring to the leverage or debt ratio
which is calculated as total debt divided by total assets of the firm by using the book
value (Ooi, 1999). According to Damodaran, R. (2012) debt ratio provides the
information to creditors about the level of the protection and operates by comparing

the dependency of a firm towards leverage (Damodaran, 2012).

3.3.2 Profitability

Profitability is calculated by earnings before interest and tax (EBIT) or net income
divided by total assets (Pandey, 2000). According to Song, Han-Suck (2005)
profitability is a control variable of the capital structure (Song, 2005). Furthermore,
under trade-off theory profitable firms will issue more debt for the purpose of tax
shield benefit while under pecking order theory profitable firms will issue more
internal financing compare to external financing (Raghuram G. Rajan, 1995) and

(Wiwattanakantang, 1999).

3.3.3 Tangibility of Assets

Tangibility of asset structure let the lenders to keep those fixed assets as guarantee to
secure their interests. In addition to that, tangibility is measured as total fixed assets
divided by total assets (Chen, 2004). Firm holds huge amount of tangible assets leads

to have greater liquidation value (Armen Hovakimian, 2004).

3.34 Growth

According to Song, Han-Suck (2005) expected growth rate as determinants of capital
structure has strong effect on development of firms (Song, 2005). Growth rate is

measured as sales growth divided by total asset growth (Titman S. &., 1988).

Page | 45



Furthermore, there is positive relationship between financial leverage and expected
growth of firms. Firm’s higher growth opportunities provide enticement for
investment in order to increase the rate of cost of borrowing which related to the risk
it carries. Besides, growth define as the intangible assets of firms which could not act

as guarantee but issuing internal resources as collateral for firms.

3.3.5 Firm’s Size

Firm’s size is calculated based on natural log of assets (Wald, 1999). Apart from that,
the trade-off theory mentioned that firm with larger size will have less cash flow’s
volatile, less bankruptcy cost and issuing more debt (Rataporn Deesomsak, 2004). On
the other hand, firm’s size is very important as determinant of capital structure as
substitution for determine the differences in capital accessibility (Leary, 2009). In
previous studies, number employees, the size of total assets and amount of sales act as

proxies to measure the size of the firms.

3.3.6 Intangibility of Assets

Intangibility of assets calculated as total intangible assets divided by total assets
(Strange, 2005). Moreover, intangible assets have lower value compare to tangible
assets during the bankruptcy and this cause to rises of financial distressed costs
(Raghuram G. Rajan, 1995). Most of the studies show negative relationship between
the debt level and intangible assets (Murray Z. Franka, 2003) while according to
Razali Haron (2018) the relationship between intangible assets and capital structure

shows positive result (Haron, 2018).
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Summary of five variables used in this study are shown in table 3.0.

Table 3.0 Measurements of Variables

Determinants Measurements

Total Leverage LEV Total Debt/Total Assets
Profitability PROF EBIT/Total Assets

Tangibility TANG Total Fixed Assets/Total Assets
Growth GROW Sales Growth/Total Assets Growth
Firm’s Size SIZE Natural Logarithm of Assets
Intangibility of INTANG Total Intangible Assets/Total Assets
Assets

34 Data Collection

Data collection technique was practiced in order to gather all the relevant data about the

determinants of capital structure of financially distressed listed companies in Malaysia such

as profitability, tangibility, growth, firm’s size, and intangibility of assets. Secondary source

had been adopted in the current study for the purpose of collection data and information

especially related to financial statistics. The sources were obtained from annual report of

financially distressed listed companies from Bursa Malaysia for financial information, while

journals, articles, and websites from internet sources. Apart from that, there are 23 public

listed companies fall under PN17 as 30 September 2020 and the data about those companies

were gathered from Bursa Malaysia for the period of 2014 to 2019.

Page | 47




35 Population of the Study

The main aim of this research is to determine the relationship between the determinants of

capital structures and the financially distressed listed companies in Malaysia. Table 3.1 below

shows 23 public listed companies fall under PN17 category or classified as financially

distressed companies which were used in this study in order to represents the whole

population of financially distressed listed companies in Malaysia.

Table 3.1 List of Public Listed Companies Fall Under PN17

No Company name
1 APFT Berhad
2 Asia Media Group Berhad
3 Barakah Offshore Petroleum Berhad
4 Bertam Alliance Berhad
5 Brahim’s Holdings Berhad
6 China Automobile Parts Holdings Limited
7 Comintel Corporation Berhad
8 Daya Materials Berhad
9 Eka Noodles Berhad
10 FSBM Holdings Berhad
11 Igzan Holding Berhad (Formerly Known As Ire-Tex Corporation Berhad)
12 Kinsteel Bhd
13 Konsortium Transnasional Berhad
14 London Biscuits Berhad
15 Maa Group Berhad
16 Malaysia Pacific Corporation Berhad
17 Nationwide Express Holdings Berhad
18 Perak Corporation Berhad
19 Scomi Energy Services Berhad
20 Scomi Group Berhad
21 Seacera Group Berhad
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22 Sumatec Resources Berhad

23 TH Heavy Engineering Berhad

Source: www.bursamalaysia.com

3.6  Data Analysis

In 1968 Altman introduced the most famous prediction model which is known as Altman Z-
Score model (Yin Shi, 2019). There are more than fifty modelling techniques used for
bankruptcy prediction were flooded after the introduction of Altman Z-Score such as
discriminant analysis, mixed logit, logistic regression, hazard models, regression tree, spline

regression and so on (Jardin, 2009).

According to Robert A. Collins (2014) Altman Z- Score and Meyer Pifer models provides
good predictive results when used on the same data. Besides, he also suggests that Altman Z-
Score method provides better result compare to Meyer Pifer models (CollinsSource, 2014).
Furthermore, Edward L. (2015) Altman suggests that multiple discriminant analysis (MDA)
was the best statistical technique after further research and consideration (Altman E. L.,
2015). Stewart Jones and David A. Hensher (2004) under their articles explained that mixed
logit is the most flexible model for prediction of bankruptcy and can be used for variety
sources of data (Stewart Jones, 2004). In addition to that, logit analysis is the most needed

model during the bankruptcy and financial distress situation (Barnes, 1987).

Statistical package for the social sciences (SPSS) software has been used in order to examine
the relationship between the variables. Descriptive analysis and regression analysis were

performed in the study.
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3.6.1 Descriptive Analysis

The descriptive analysis used by researcher in order to determine the patterns of the
data choose and used in the study which can be explained in term of mean, medium
minimum, and maximum value of the data. Furthermore, standard deviation and

means were used in order to analyse the data.
3.6.2 Regression Analysis

The regression analysis was used to identify the influence of one variable on another.
Besides, regression analysis also used to identify the R-value and significant value of

the data.

The model of regression followed by in the study has been demonstrated as:

Yio Bo + b1 Xi + &

Where:

Y; = Dependent variable

X; = Level of the independent (predictor) variable

Bo + P1 X; = Linear (systematic) relation between Y; + X;

Bo = Mean of Y when X =0

p1 = Change in mean of Y when X increases by 1

&; = Random error term

The multiple regression equation was created in order to determine the significant

relationship between independent and dependent variables:
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Cp = By + B1 PROF + B, TANG + 5 GROW + [, SIZE + 5 INTANG + &;
Where:
Cp = Capital structure of financially distressed companies

PROF = Profitability

TANG = Tangibility of Assets
GROW = Growth of the Firm
SIZE = Size of the Firm

INTANG = Intangibility of Assets

P1, B2, B3, BaPs are the coefficients of the parameters

&; = Random error term

Capital structure of financially distressed listed companies is used as the dependent
variable in order to determine the capital structure decision while profitability,
tangibility, growth, firm’s size, and intangibility of assets used as the independent

variables.
3.7  Chapter Summary

This chapter highlights that the main objective of the study is to determine the relationship
between capital structures of financially distressed listed companies in Malaysia with
profitability, tangibility, growth, firm’s size, and intangibility of assets. In addition to that, the
relationship between these variables was explained through explanatory research design. The

method of this study is to examine the cause and effect of relationship between the
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independent and dependent variables. Furthermore, secondary source has been adopted in
order to gather relevant financial information from financially distressed listed company’s
annual reports which are obtained from Bursa Malaysia and other online sources such as
journals, articles and websites. The sampling technique has been applied to 23 public listed
companies classify under PN17 based in Malaysia. Nevertheless, the data about those
companies have been gathered from Bursa Malaysia while SPSS as statistical software has
been implemented in this study. The statistical tests that are conducted in this study are

regression analysis and descriptive analysis.
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CHAPTER 4: RESULT AND DISCUSSION

4.0 Introduction

This chapter discuss and analyze the results obtained from the process of data analysis and
data overview which has been gathered and analyzed in the study in order to address the
research problem. Furthermore, this chapter also discussed about results obtained through the

statistical tests which are descriptive analysis and regression analysis.

4.1 Data Overview

To examines the relationship between capital structures of financially distressed listed
companies in Malaysia with profitability, tangibility, growth, firm’s size, and intangibility of
assets. The data of financial distressed companies have collected and analyzed for the period
of 2014 to 2019 from the annual report. There are five independent variables have been
highlighted in this study which are profitability, tangibility, growth, firm’s size, and

intangibility of assets while the dependent variable is capital structure.

The 23 financially distressed listed companies has been selected for this study. In addition to
that, the quantitative financial information and financial ratios has been gathered and
analyzed for the selected firms for the independent variables such as profitability, tangibility,
growth, firm’s size, and intangibility of assets while for the capital structure it’s been
measured through the leverage ratio for the period. Besides, Statistical package for the social
sciences (SPSS) software has been used in order to examine the relationship between the
variables. Descriptive analysis and regression analysis are the statistical method that

performed in the study.
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4.2 Findings of the Study

The results obtained from the process of data analysis have been explained as below:

4.2.1 Descriptive Analysis

The descriptive analysis which has been used in this study analyze and explain about
the sets of data such as mean, median, minimum, maximum and standard deviation
for the selected companies and period. The results generated from the descriptive

analysis have been explained as follow:

Table 4.0 Descriptive Statistics

(P TANG PROE GROW SIZE  INTANG

N 133 133 133 133 133 33
Mean 054682 -0.33240 051661 003134 1781391  0.01705
Median 022044 -0.02885 051431 000000 1929565  0.00000

Std Deviation 094788 1.21052 032210 280518 498164  0.08009
Minimum 0.00000 -12.60092 0.00000  -16.08975  0.00000  0.00000
Maximum 498246 054746 L0027 1351745 2101821 047444
Skewness 335927 831077 009775 -130129 301362 5.19971
Kurtosis 1139054 8137467 106316 1771256 8.62896  26.29343
Sum 7272741 -44.20880 68.70911 416845 2369.25023  2.26739
SumSqDev.  835.02189 13.74906  5541434.64633 1949.15691 306113681  1.7491

According to the above table, the independent variables that are considered in this
study are profitability, tangibility, growth, firm’s size, and intangibility of assets while
the dependent variable is capital structure of 23 financially distressed listed

companies for the period of 2014 to 2019.

Page | 54



The mean value for profitability is 0.5166 percent, it shows that the firms is efficient
in order to produce profits by managing their assets. Moreover, its shows that the
firms generating more profits by using the larger amounts of assets that own and this

ratio favoured to those selected firms. The standard deviation recorded at 0.3221.

Besides, the mean for the firm’s size is 17.8139 percent and the standard deviation is
4.9816, its shows that most of financially distressed listed companies are large and
owns huge amount or number of total assets and it’s also shows that firms can able to
pay off the debt obligation on time. Larger size of firm will have lesser asymmetric
information and this will leads to reduce the chances of undervaluation of issuance of

new equities.

The mean of tangibility is -0.3324 percent and standard deviation is 1.2105.
Besides, if firms owns huge amounts of fixed assets its can be used a security during
borrowing time. Those tangible assets are negatively and significantly related to long
term leverage, while it’s give negative looks or portray to financial institutions
especially during bankruptcy. Apart from that, the mean for intangibility is 0.0171
which shows positive sign. However, its shows that those firms do not own much

number of intangible assets compare to tangible assets.

The last one will be the mean for growth is 0.0313 percent and the standard
deviation is 2.8052, its shows that most of the firms started to grow or developed and
trying to avoid the financial distressed situations. Besides, those firms also started to
look for more internal funds compare to external funds or sources to finance the

growth or upcoming projects.
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4.2.2 Regression Analysis

The regression analysis which has been used in this study analyze and explain the sets
of data for the selected companies and period. The results generated from the

regression analysis have been explained as follow:

Table 4.1 Summary of Regression Analysis

Variable Coefficient ~ Std. Error  t-Statistic Prob.

Cp 0.245061  0.295864  0.828290  0.409060

PROF -0.201072  0.065830 -3.054437  0.002748

TANG -0.808015 0277634 -2.910360  0.004264

GROW -0.002921  0.028177 -0.103664  0.917600

SIZE 0.037697 0.017901  2.105818 0.037189

INTANG -1.119459  1.007861 -1.110727 0.268785
R-Square 0.118083
Adjusted R-square 0.083361
S.E. of regression 14.00433
Sum squared residual - 104.593471
Durbin-Watson 1.515985

The P-value identified and set at p<0.1, therefore the regression model significantly
can be used in order to explain and test the relationship between independent and
dependent variables. According to the table 4.1 three of the independent variables
have a significant result towards the capital structure which are profitability,
tangibility and firm’s size while two of the independent variables have insignificant

effect which are growth and intangibility of assets.
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Moreover, R square calculated in order to explain how independent variables affected
and connected to dependent variables. High R square value shows good regression
model while low R square or negative value shows bad result in regression
model. According to the table 4.1 the R square shows 0.1181 specifies that only
11.81% of the variance in dependent variable which is capital structure is connected
or affected by the independent variables such as profitability, tangibility, growth,

firm’s size, and intangibility of assets which is quite a small percentage.

In addition to that, based on the regression analysis the profitability has negative
value, its shows that profitability negatively related to the capital structure but
significant. This relationship were explained by most of studies on pecking order
theory which states that firms should go for internal financing compare to external
financing to fund their business or projects. Therefore, when the firms profitability
increases, the capital structure of the company will be reduce as those firms able to

generate funds through internal sources.

The tangibility has negative value but has significant influence towards the capital
structure of the financially distressed listed companies. Firms with huge amount of
tangible assets will go for debt financing because they can use those assets as

collateral for borrowing.

Besides, according to this study this relationship explained that firm’s capital structure
or amount of debt will increase to reduce the benefits of managers if the firms having

lesser amount of tangible assets.

Furthermore, according to the table 4.1 the firm’s growth has negative value. The
results of this study explained that firm’s growth has a negative and insignificant

effect on capital structure. On the other hand, growing firms will look for external
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funds compare internal funds to finance their business and projects. However, based
on this study it’s explained that the firms are growing and having high chances to
generate more profits and use those earnings to finance their business or upcoming

projects, while this argument is consistent with the pecking order theory.

Meanwhile, the firm’s size has positive value and has significant influence towards
the capital structure of the financially distressed listed companies. Huge size of firms
will have less bankruptcy risk and strong cash flow compare to small size of firms.
Furthermore, based on this study it’s explained that when the firm’s size is smaller
compare to other firms would prefer to use equity financing compare to huge size of
firms who likely to use debt financing to fund their business and projects. Larger size
of firms also will have lesser asymmetric information. Thus, its shows that the firm

size and capital structure positively related.

The intangibility has negative value, its shows that intangibility negatively
related to the capital structure and insignificant effects on leverage. Firms with greater
level of expenditure will require more external funds compare to internal funds and
have significant impact on firm’s capital structure. Based on this study it’s explained
that, firms with more tangible assets issue lesser debt financing compare to equity

financing and this cause decrease the level of leverage.

The multiple regression equation was created based on the data analysis in table 4.1
to 1identify the relationship between independent and dependent variables are

presented in the following equation:

Cp = 0.245-0.201 PROF - 0.808 TANG - 0.003 GROW + 0.038 SIZE

- 1.119 INTANG
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The relationship between independent and dependent variables based on the
regression analysis summarised in the table 4.2. The regression coefficient for
profitability is negative, (-0.201) representing that lower profitability of firms will
lead to higher capital structure. Besides, the tangibility regression coefficient shows
negative value (-0.808) and the relationship is significant with the capital structure
while the growth regression coefficient shows negative value as well (-0.003).
Moreover, the regression coefficient for firm’s size shows positive amount (0.038).
Intangibility regression coefficient shows negative result (-1.119) and the relationship

is not significant with the capital structure.

Table 4.2 Summary of The Relationship between IV’s and DV

Independent Variable Relationship
Profitability Negative
Tangibility Negative
Growth Negative
Firm Size Positive
Intangibility of Assets Negative

4.3 Discussion

In order to identify the factors that influences the capital structure of financially distressed
listed companies in Malaysia different statistical tests or techniques have been used such as
descriptive analysis and multiple regression analysis for the data sets. The quantitative
information gathered for the 23 financially distressed listed companies and for the period of

2014 to 2019 for the data analysis.
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In addition to that, the capital structure of the firms influenced by the profitability, tangibility,
growth, firm’s size, and intangibility of assets for the selected period. The effect of
profitability negatively related to the capital structure but significant when all the firms data
is taken into consideration. Besides, based on the result it’s explained that most of the firms
within the selected samples enjoying their earnings and use internal funds compare to

external funds.

Apart from that, tangibility negatively related to the capital structure but has significant
impact on leverage. As those firms started to received cash inflows from their operations or
business as such they depend on equity financing compare to debt financing to fund their

business.

The effects of growth have negative relationship with capital structure but the relationship
was not significant. This explained that most of the growing firms having chances to have

more earnings or profits to fund their upcoming business and projects

Besides, the effect of firm’s size positively related to the capital structure and significant this
this study reveals that when the firm’s size is larger or bigger the usage of leverage will be
higher. Most of the selected firms are different in the nature and characteristics while those

selected firms are still at the exploration phase or growing stage.

Apart from that, the effect of intangibility negatively related to the capital structure but not
significant. Based on the result the selected firms may have difficulty in order to access the
debt markets due to lack of collateralized assets. In addition to that, the negative results
shows that intangible assets of the selected firms having lower value compare to tangible
assets and the agency cost incurred between creditors and shareholders are higher when firms

do not offer tangible assets as security for borrowing.
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4.4 Chapter Summary

This chapter discussed and explained about the results obtained from the process of data
analysis for the selected firms and period. Besides, the statistical analysis or techniques that
have been conducted are descriptive analysis and regression analysis in order to determine
the relationship between variables by using the social sciences (SPSS) software. The
summary of recommendation, limitation and conclusion will be discussed in the following

chapter.
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CHAPTER 5: CONCLUSION AND RECOMMENDATION

5.0 Introduction

This chapter presents the summary of this study and findings. Besides, this chapter also
highlights about the limitation of the study and some important key recommendation for the

future research.

5.1 Summary of Findings

The main purpose of this research is to examine the determinants of capital structure for the
financially distressed listed companies in Malaysia. The financially distressed companies fall
under PN17 consist of 23 firms and the financial data about those firms were gathered from
Bursa Malaysia for the period of 2014 to 2019. Furthermore, the independent variables used
for this study are of profitability, tangibility, growth, firm’s size, and intangibility of assets

and dependent variable is capital structure or leverage.

Moreover, all the data gathered especially the financial information has been analyzed or
tested statistically through the statistical software social sciences (SPSS) software. The
descriptive analysis and regression analysis are the statistical method that performed in the
study. According to the result obtained from the analysis the p-value for profitability,
tangibility and firm’s size are significant which is lesser than 0.1 while the p-value for growth
and intangibility are insignificant which is more than 0.1, since the p-value set at p<0.1 three
independent variables are significant and two independent variables are insignificant to the

capital structure of the financially distressed listed companies.
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Besides, the tangibility is shows negative result towards the capital structure of financially
distressed listed companies. This shows that most of the selected firms not having advantage
for borrowing because they couldn’t use those tangible assets as collateral and reduce the
risk. Moreover, most of financial institutions prefer the firms to have more and stable tangible

assets and this can favour those firms with low interest.

Besides, the relationship between intangibility and capital structure is negatively related. This
concludes that, most of the selected firms having lesser value of intangible assets compare to
tangible assets and having difficulties for the borrowing because lack of collateralized assets.
Furthermore, the agency cost for those firms will be higher when firms do not offer tangible

assets as security for borrowing.

According to the analysis the firm’s size is positively correlated with capital structure, this
ratio supported the trade-off theory which larger firms are depends more on leverage funding
or financing compare to smaller firms. Besides, huge firms normally can diversify their risks
so it’s tends to reduce those firms to face the financial distress, so its shows that most of the

selected firms are diversify and started to mitigate the bankruptcy.

The firm’s growth opportunity is negatively related with capital structure but not
insignificant. This explained that most of the selected firms are at the developmental stage
and in the process of growing. Besides, those selected firms creating the opportunity to make

their funds are enough for the development process and also for creating new investments.

Moreover, the profitability is negatively correlated with the capital structure of financially
distressed listed companies. It suggested that the selected firms prefer to have internal
financing to fund their business and projects compare to external financing or equity
financing. Addition to that, most of the profitable firms will maximise their investment

projects by retain the earnings.
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5.2 Limitation of the Study

There are few restrictions that most difficult to overcome while conducting this study or
research. The first restriction or limitation was the time framework or period, the study had to
finished within three months’ time and cannot discover all the determinants of capital
structure for all the listed companies in Malaysia. In order to that, the second limitation was
this study covers the determinants of capital structure for financially distressed listed

companies only.

The third limitation was to conduct the study or the analysis by using the secondary data
only, which means the data analysis or findings were based on the historical information. As
the intention of this study to be conducted via mixed mode but due to time limit and

complicated nature of this study, this was not able to perform.

5.3 Recommendation

This section will discuss about the recommendations or suggestion that can be taken into

consideration by related stakeholders and also for future researcher.

5.3.1 Recommendation for Future Researcher

This study provides the new findings for the determinants of capital structure in

financially distressed listed companies in Malaysia.

The future researcher can use larger sample size in order to see better result, for the
example choose few sectors of the firms such as manufacturing, construction, mining,
consumer and plantation then do cross assessment across the industries. Besides, the
future researcher also can use more variables in order to determine the most
significant variables to achieve the optimal capital structure for the financially

distressed listed companies.
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5.4

5.3.2 Recommendation for Firm’s Manager

Manager of financially distressed companies should play big role in order to reduce
the risk of bankruptcy. Moreover, the financial distress of firm will reduce when the
maturity of the debt is longer, thus manager should go for long term debts instead of
short debts. This also will leads to reduce the cost of borrowing as well such as

interest expenses.

5.3.3 Recommendation for Government

Apart from that, government should encourage those firms to use more internal funds
compare to external funds for their business or projects, for the instance government
can increase the cost of stamp duties if issuing external capital funds and declaring

higher tax rate for dividend income.

Chapter Summary

The main purpose of this study is to examine the relationship between profitability,

tangibility, growth, firm’s size, and intangibility of assets towards capital structure of

financially distressed listed companies in Malaysia. Besides, all the financial information’s

was obtained for the period of 2014 to 2019 from the annual reports.

Based on the result obtained through the data analysis, profitability, tangibility and firm’s

size have significant relationship while growth and intangibility have insignificant

relationship on the dependent variable which is capital structure.

There are few restrictions or limitations that faced while conducting this research have been

explained such as limitations in time period, small sample size, and conduct the study or the

analysis by using secondary data only.
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In addition to that, based on the result that gathered from the data analysis process and the
summary of findings, there are some recommendations for future researcher and related
stakeholders such as managers and government have been suggested that can be taking into

considerations for the future research.
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