
CHAPTER 2

L IT E R A TU R E  R E V IE W

CONCEPTUAL AND THEORETICAL BACKGROUND

F ranco M o d ig lia n i and M erton  H. M iller  (1 9 5 8 ) p o in ts  out that w ith in  a p erfect and an 

e ffic ien t m arket, the cap ita l structure d isregards all the enterprise v a lu e  factors. T h is  is  b ecau se  o f  

the id ea  that enterprise va lu e  factors u su a lly  rest up on  variou s u n certa in ties  and  the firm ’s 

in vestm en t p o lic ie s . B o th  M o d ig lian i and M iller ’s further รณd ies  p ro p o sed  tw o  co n c lu s io n s  on  

the idea  o f  capital structare: in co m e tax structure and n o n -in co m e tax structure.

B a sed  on  M o d ig lia n i and M iller ’s theory, m any eco n o m ists  a cco u n ted  o th er relevant 

factors into their sta d ies , attem p tin g to exp la in  the firm ’s capital structure m o re  accu rately . Their  

รณ d ied  factors sort out in to  tw o  ca teg ories b ased  on  th e d ifferen ces  in  ch aracteristic . T he tw o  

ca teg o r ies  are the firm ’s internal factors and the firm ’s external factors. T h e  firm ’s internal factors 

in clu d e th e firm ’s s iz e , tax, fin an cia l d istress, collateral v a lu e , f irm ’s a sse t structure, asym m etric  

in form ation , a g en cy  co n flic t, and ow n ersh ip  strucm re. W h ereas, the firm s' extern al factors 

co m p rise  o f  the m a cro eco n om ic  co n d ition , m arket va lu e  o f  eq u ity , and the s to c k  m arket retom .

F o llo w in g  the eco n o m ist fo o tstep s , th is stod y  d erives its literatore r e v ie w  from  the 

ch aracteristics o f  the factors. H o w ev er , so m e  parts o f  the literatore r e v ie w  h a v e  to  cov er  both  

internal and external factors b eca u se  o f  the overlap p in g  co n cep t and, h e n ce , b o th  term s w ill 
appear.

2.1 LITERATURE RELATES TO CAPITAL STRUCTURE CONCERNING
INTERNAL FACTORS

2 .1 .1 )  tax

2 .1 .2 )  a g en cy  co n flic t

2 .1 .3 )  fin an cia l d istresses or bankruptcy co st

2 .1 .4 )  product u n iq u en ess

2 .1 .5 )  s iz e
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2 .1 .6 )  firm ’s a sse t structure and collateral va lu e

2 .1 .7 )  asym m etric  in form ation

2 .1 .8 )  ow n ersh ip  structure

2.1.1 Tax
T he Trade O f f  T h eory  states that firm s w o u ld  u su a lly  c h o o se  their d eb t-eq u ity  ratio by  

trading o f f  their b en efits  th rough tax reduction  on  interest p a y m en ts a g a in st their co s t  o f  financial 

distress. T h e co st o f  fin a n cia l d istress here probably em erg es  from  debt accu m ulation . W ith  this 

in m ind, enterprises that h a v e  h igh er tax b en efit from  ta x -d ed u ctib le  ex p e n ses , in c lu d in g  research  

and d eve lop m en t co st, w ill  b e  m ore lik e ly  to  reduce their lia b ility . T h is  im p lic itly  m ea n  that these  

firm s sh ou ld  lo w er  their target debt to  their total a sset ratio to  red u ce tax. A  larger ex p en se  on  

research and d ev e lo p m en t u su a lly  dedu cts firm ’s operatin g profit. T y p ica lly , tax  burden w ill 

reduce i f  the firm  d e c id es  to  ded u ct th ese  ex p en ses . In a d d ition , en terp rises that h ave h igher  

exp en se burden on  research es and d eve lo p m en ts w ill  n ot n e cessa r ily  n eed  to  h av e h ig h er  lev e l o f  

liab ilities  in order to ga in  better b en efits  from  tax sh ie ld . H e n ce , the firm s that h ave higher  

research and d ev e lo p m en t co s t  w o u ld  h av e , on  average, a lo w e r  d egree  o f  debt accu m u lation  than 

other firm s w ou ld .

Furtherm ore, G raham , L em m on , and S ch a llh e im  (1 9 9 8 )  p rov id es m a n y  p iece s  o f  

ev id en ce  to b e  co n sisten t w ith  the theory regarding the re la tion sh ip  b e tw een  debt p o licy , leasin g  

p o licy , and taxes. T h ey  state that the m easurem ent o f  the firm s’ m argin al tax rate b e fo re  financing  

d ec is io n  revea l that the corporate m arginal tax rate as b e in g  p o s it iv e ly  relates to  their debt usage. 

O n the other hand, th is m ean t that the firm s’ m arginal are n e g a tiv e ly  relates to  the use o f  

operating lea se . T h is particu lar ev id en t supports the h y p o th esis  that c la im  that lo w er  tax rate firm s 

have the ten d en cy  to lea se  m ore, and th ey  h ave the ten d en cy  to h a v e  lo w e r  debt le v e ls  than h igher  

tax rate firm s. T o  support th is , ser ies  o f  influentia l papers o n ly  b y  G raham  p u b lish ed  on  the tax 

aspect o f  the cap ita l structure. It con firm s that a large, a liq u id , and a  p rofitab le firm  w ith  low er  

exp ected  d istress co sts  w o u ld  u se  their debts m ore co n serva tiv e ly . H e  a lso  id en tifie s  that larger 

firm s g en era lly  fa il at tak in g  advantage on  tax shelter p rov id ed  b y  th eir  debt. T h ese  advantages o f  

low er d istress firm s in c lu d e  the area o f  prod uct’s m arket fa cto rs, grow th  o p tion s, lo w  asset 

collateral, and p lans for the future expend itu res, w h ich  m ay  h a v e  led  to  a  m ore con servative  debt

usage.
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M o d ig lia n i and M iller  (1 9 6 3 ) and M iller  and S c h o le s  (1 9 7 8 )  su g g est that firm  debt 

accu m u lation  co n n ec ts  w ith  higher tax charge on  d iv id en d . A ccu m u la tin g  m ore d eb ts sp ecu la tes  

here as b e in g  part o f  th e red uction  on  the am ount o f  d iv id en d . T h ey  further p rop o se  the id ea  that 

w hen tax o n  in terest p aym en t a scen d s, firm s w o u ld  b e  m ore lik e ly  to  lo w e r  their d eb t proportion  

due to le ss  tax red u ctio n  o n  interest paym en t. A s  a resu lt, the ch an g es  o f  tax im p o sitio n  w ill 

even tu a lly  a ffec t the firm ’s capital structure.

2.1.2 Agency problem
T o o  m u ch  eq u ity  can  lead  to free cash  f lo w  prob lem s and co n flic ts  o f  interest m ay  

em erge b e tw een  m an agers and shareholders (Jen sen  (1 9 8 6 ) ) .V ic e  versa , to o  m u ch  debt can  lead  

to asset su b stitu tion  and co n flic ts  o f  interest m ay  em erg e  b e tw een  m anagers and bon dh old ers  

(Jensen and M eck lin g  (1 9 7 6 )) . In itia lly , Jensen  and M eck lin g  (1 9 7 6 )  id en tifie s  tw o ty p es o f  

conflict:

•  T h e  c o n f lic t  b e tw een  eq u ity  h o ld er and m anager

•  T h e c o n flic t  b e tw een  eq uity  h o ld er and debtor

T h e first c o n f lic t  is b e tw een  eq u ity  ho ld er  and m anager, arisin g  from  m anagers h o ld in g  

less  than 100%  o f  resid u a l cla im . N o t h o ld in g  a lo t o f  residu al c la im  w ill  m ake m anagers fee l  

u n ease and a sen se  that th ey  have not captured the entire ga in  from  their profit a c tiv itie s  w ill  

arise. T h ese  m an agers are the p eop le  w h o  are resp on sib le  i f  the a c tiv itie s  fa il. T h ey  are a lso  

resp on sib le  for  b ear in g  the entire co st o f  refrain ing from  transferring th ese  firm ’s  resou rces to  

their o w n  p ock et. C o n seq u en tia lly , a ll th ey  fe lt that th ey  h a v e  g otten  out o f  years o f  hard w ork  are 

on ly  the ab ility  to  capture a fraction o f  the ga in , w h ich  is u su a lly  in su ffic ien t. T h is fe e lin g  cou ld  

su b sid e b y  in creasin g  the firm ’s eq u ity  fraction  h e ld  b y  m anagers. I f  the m an ager’s share o f  

eq uity  fraction  fin a n ced  b y  debt in creases, the co n flic ts  b e tw e e n  the m an ager and shareh old er w ill  

ex p ect to  red u ce , and th e w ill  to  m ax im ize  the firm ’s v a lu e  w ill  thus increase.

A n oth er p o in t d e fin ed  b y  Jensen  (1 9 8 6 ) refers to  th e hardship m anagers that encounter  

during debt fin an cin g . It states that debts co m m itted  b y  the firm  red uce th e am ount o f  future cash  

m anagers w ill  b e  ab le  to  u se  for profit en h a n cin g  a ctiv ities . B e ca u se  the eq u ity  holder norm ally  

u ses debts as to o ls  to  con tro l the m anagers and the adm in istrative sy stem  around h im /her, Jensen  

b e lie v e s  that b oth  th e m an agers and the eq u ity  h olders n eed  to agree on  the em p lo ym en t o f  debt 

finan cin g  b e fo re  u s in g  it.
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H ongpan (2 00 0 )’ s fin d in g  shows, nevertheless, tha t in  T h a ila n d  the agency cost o f 

c o n flic t and in te rn a l fund  are v ita l va riab les o f  cap ita l structure choice and using  debt to  con tro l 

o ve r a d m in is tra tive  system  is  unnecessary because o f  the m a jo r shareho ld er g roup  ow ning  

p o w e rfu l a u th o rity  in  m an ip u la ting  a d m in is tra tive  system .

The  second c o n flic t m ention  is  betw een the eq u ity  holders versus the deb tor. The  c o n flic t 

occurs because o f  the concept o f debt contract g iven  to  the eq u ity ho lders as an in c e n tive  to  invest 

sub o p tim a lly . I f  an investm en t y ie ld s la rg e r re tu rns w e ll above the face va lue  o f  the  debt, equ ity 

ho lders tend  to  capture m ost o f  the gain. I f ,  how ever, the investm ent fa ils , debt ho ld e rs are to  bear 

the consequences u n c o n d itio n a lly . Thereb y, the  e q u ity  holders p re fe r v e ry  r is k y  p ro jec ts even i f  it  

m eans th a t the  p ro jects are va lue  decreasing. In  th is  respect, the e ffe c t is  an “ asset sub stitu tion  

e ffe c t” . I t  is  the  agency cost o f  debt fin a nc in g  in  com pensation fo r the  d e fa u ltin g  chances. Thus, 

ob ta in ing  a favo rab le  te rm  to  lo w e r f irm ’ s b o rro w in g  costs; firm s  need to  possess la rg e  numbers 

o f  va luab le  co lla te ra ls .

2.1.3 Financial distresses or bankruptcy cost
R a is in g  debt ty p ic a lly  leads to  fin a n c ia l d istress on the firm ’ s b e h a lf. T h is  increases the 

chances fo r  the  firm  to  fa il in  re im b ursing  th e ir lia b ilitie s . F o r exam ple, the  unstab le  revenue 

firm s  d eta in  a h ig he r degree o f fin a n c ia l d istress d u ring  tim es o f acq u iring  new  debts. B ankrup tcy 

cost g row s insurm ountab le  fo r unstable revenue firm s . Because these firm s  are less advantageous 

to  acquire new  debt, the va lue  o f the com m on stock holders g rad ua lly  declines. I f  the  s itua tion  

persists fo r  an extended p eriod , the firm  m ay go bankrup t. B ankrup tcy cost becom es inev itab le  

fac to r. Hence, the firm ’ s cap ita l structure  determ ines the am ount o f  debt the  firm  uses. H ere, 

T itm a n  and W essels (1988) proves the connection betw een the firm s ’ liq u id a tio n  d ec is ion  to  th e ir 

bankrup tcy status and th e ir incom e v o la tility  versus the bankrup tcy cost.

B a rc la y , S m ith , and W a tts  (1995) w ith  R a jan  and Z ingales (1995) attach the  m arket to 

book ra tio  in  connection  w ith  o ther elem ents o f the Trade O ff T h e o ry  to  the  cost o f  fin a nc ia l 

d istress. The  costs o f fin a n c ia l d istress are s im p ly  d iffe re n t fo r  d iffe re n t types o f  firm . The  firm s  

w ith  sub stan tia l g ro w th  and investm ent op p o rtun itie s  p ossib ly have fin a n c ia l d istress when 

overhang debts p ro h ib it these firm s  to  acquire new  cap ita l and com m ence in e ffe c tiv e  neg otia tion . 

E sp e c ia lly , the  firm  w ith  unstab le revenue is lik e ly  to  in c u r m ore fin a n c ia l d istress w hen ra is ing  

m ore debt. T h e re fo re , i f  there is  h ig h  b ankrup tcy cost, the firm s  becom e less advantageous and 

acquire less gain.
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R a jan  and Z ing a les (1995 ) investig a tes the de te rm inan t o f  the  cap ita l s truc tu re  choices 

th roug h conducting fin a n c in g  dec ision analysis on the p ub lic  firm  in  m a jo r ind ustria lized  

coun tries. These countries inc lud e  Japan, G erm any, the U n ite d  S tates, the U n ite d  K ing d om , and 

Canada. The  m a in  ob jec tive  is  to  estab lish  w hether cap ita l struc tu re  in  o th e r countries is related to  

fac tors s im ila r to  those appearing to  in flu en c e  the cap ita l struc tu re  o f  บ .ร . firm s . T h e ir รณdy 

discovers the de te rm inan t as the f irm ’ s leverage being s im ila r across the G -7 countries at an 

aggregate le ve l. Factors in  p revious stadies corre late  w ith  the cross section  o f  the f irm ’ s leverage 

in  the U n ite d  States and corre la te  s im ila r ly  w ith in  o the r coun tries as w e ll. The re  is  a p ositive  

c o rre la tion  betw een leverage and tang ib le  assets. M e an w h ile , there  is a neg ative  co rre la tion  

betw een leverage, f irm ’ s size , lo g  o f  sales, and p ro fita b ility . P a rtic u la rly , there  is  also a strong 

negative c o rre la tio n  betw een the m a rke t-to -b o o k  ra tios  to  the leverage.

N eanchaleay (2000) em p loys the d iffe re n t T h a i f irm ’ s cap ita l struc ta re  determ inants to  

exp la in  cap ita l structure. The  data in c u r 282 firm s  d uring  the p e riod  o f  1995 to  1999, not 

in c lud ing  the B anking  and F inance and Insurance sector. The  stady also u tiliz e s  the L inea r 

S trucm ra l R e la tio n  o r L in e a r S truc ta re  E q ua tion  M od e l c a ll “ L IS R E L .”  T h e  study show s tha t tax 

burden, in e ffic ie n t investm en t, f irm ’ s size , and p ro fita b ility  do n o t e x h ib it a p attern . The stady 

re su lt does n o t s ig n ific a n tly  e xp la in  the determ inants o f cap ita l s truc tu re . S im u ltan e o u s ly , the 

o n ly  exp la inab le  fa c to r in  the fin a n c ia l structure  is  fin a n c ia l d istress. T h e re fo re , he suggests that 

cap ita l m arke t developm ent could  have resolved  T h a i’ s cap ita l s truc tu re  w ith  excessive debt 

burden.

2.1.4 Product uniqueness
T o  ob ta in  custom er lo y a lty , p e rfo rm in g  firm s  o ffe r un iq ue  products. S im u ltaneously , 

c re d ita b ility  and services o f the firm s  h ig h ly  in fluence  a custom er’ s purchasing decision. In  order 

to  m a in ta in  c re d ita b ility  and services, the firm s  have to  m a in ta in  th e ir h ig h  p roduct uniqueness, 

b e tter a fte r-sa le  services, and re la tiv e ly  lo w e r debt ra tio . F in a n c ia l p rob lem s u su a lly  happen 

during  h ig h  debt ra tio . T h is  b rings d ow n the com pany’ s im age, c re d ita b ility , and the com pany’ s 

o v e ra ll perform ance. W hen  th is  happens, liq u id ity  becomes an o p tio n . T itm a n  and W essels 

(1988) ind icates h ig he r liq u id ity  cost w hen liq u id a tio n  on unique p roduct f irm ’ s asset becomes an 

op tion . T h e y  b e lieve  th a t the custom ers, w o rkers, and supp liers o f  un ique product firm  su ffe r 

re la tiv e ly  h ig he r liq u id ity  cost because the possession o f jo b  sp ec ific  s k ills . U n fo rtu n a te ly , the jo b
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specific s k ills  are n o t as m arketab le  as o the r s k ills . T h e re fo re , le a v in g  unique p roduct f irm ’ s job s 

are costly . E sp e c ia lly , d u rin g  the f irm ’ s liq u id a tio n , un ique product f irm ’ s jo b s  cost even m ore.

U n iq ue product req uires research, developm ent, and o th e r s e llin g  expenses. One p o rtio n  

o f the f irm ’ s cap ita l com prises o f  research expenses, developm ent expenses, and o th e r se lling  

expenses; b u t none o f  these expenses can to m  in to  c o lla te ra l.

In  conc lusion , the debts le ve ls  neg ative ly re la te  to  the un ique product f irm ’ s R & D , sales, 

h ig h se llin g  expense, and lo w  ove rtu rn  rates. L o w  debt ra tio  fro m  large neg ative  c o e ffic ie n t 

estim ates ind icates re la tiv e ly  la rg e r research and developm ent expend itures, h ig he r se lling  

expenses, and re la tiv e ly  lo w e r ove rtu rns rates. Thus, debt ra tio s  re la te  n e g a tive ly  to  the unique 

product f irm ’ s a ttrib u te s . A nd , there is a p os itive  c o rre la tio n  w ith  non-debt ta x  sh ie ld  and a 

negative c o rre la tio n  w ith  c o lla te ra l va lue.

2.1.5 Firm’s size
F irm ’ s size a ffec ts  the f irm ’ s cap ita l s tructure. The  assum ption is la rg e r firm  possess 

h igher cap ab ilities to  d iv e rs ify  th e ir business ris k  and lo w e r the degree o f  revenue v o la tility . 

C red itors expect h ig h e r c a p a b ility  in  paying  back debts fro m  la rg e r firm s . Fam a and Jensen 

(1983) stated th a t m ore in fo rm a tio n  is  provided  by la rg e r firm s  due to  cost and advantages on 

in fo rm a tio n ; la rg e r firm s  have h ig he r cap ab ility  to  loans.

2.1.6 Firm’s asset structure and collateral value
A  f irm ’ s asset struc tu re  corre lates d ire c tly  and c lose ly  to  the f irm ’ s cap ita l ra tio . 

A ccord ing  to  the  Trad e O f f  T h e o ry , the balance betw een the cost o f  cap ita l and the  tax b enefit 

occurs fro m  debt accum u la tion . I t  fu rth e r states tha t the f irm ’ s asset structures re la tes to  setting  

the firm 's  o p tim a l cap ita l s truc tu re . The theo ry believes th a t the firm  w ith  h ig h  p ro p o rtio n  o f 

tang ib le asset and earn ing  be fo re  tax possess h ig h  target debt than  to ta l asset ra tio . T o  acquire 

h igh target debt, c o lla te ra l uses the firm ’ s ta x  b e n e fit and the f irm ’ s tang ib le  asset. I f  the firm  has 

enough tang ib le  assets, asset su b s titu tio n  does n o t becom e a p rob lem .

C red ito rs  w ill lend  o u t m ore w hen the degree on the debtor cost o f b o rrow ing  reduces o r 

is lo w . T h e re fo re , the firm  w ith  h ig h  c o lla te ra l is  lik e ly  to  have h ig h  debt ra tio .

U nder the  ta x  m odel and the agency m odel, le ve l o f  debts p o s itive  corre lates w ith  a 

firm ’ s liq u id a tio n  va lue . Besides, lo w e r target debt ra tio  s ig n ifie s  a firm  w ith  lo w  operating 

revenue, large am ount o f  in ta ng ib le  assets, and accom panied w ith  h ig h  business risks  in  the
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m odels. Perhaps, because lenders require  harsher le nd in g  term s, debt fin a nc in g  becom es costly  

than e q u ity  fin a nc in g .

2.1.7 Asymmetric information
M yers  and M a jlu f (1984) exp la ins th a t investo rs  are n o t being w e ll in fo rm e d  on 

in fo rm a tio n  regard ing  va lue  o f  the firm ’ s assets as the f irm ’ s insid ers. The  e ffe c t is  th a t firm ’ s 

eq u ity  tends to  be p riced  in c o rre c tly  by the m arket. M isp ric e  means in co rrec t p ric in g . W hereas, 

underp ric ing  m eans th a t firm ’ s eq u ity prices e x is t b e low  the re la tiv e  va lue o f the firm . 

U nd erp ric ing  becom es a huge prob lem  w hen firm s  issue e q u ity  to  finance  new  projects. 

U nd erp ric ing  m ay be so severe tha t new  investo rs capture m ore than N P V  o f the  new  p ro jec t, 

re su ltin g  in  ne t loss to  e x is itin g  saherholders. A s such, the investo rs  w ill re jec t new  p ro jects even 

w ith  p o s itive  N P V .

The P ecking  O rd er Th eo ry  o f  corporate fin a n c in g  states th a t those firm s  c o n fro n tin g  

p rob lem  concerning  e q u ity  issu ing  uses securities as an a lte rn a tive . These securities, w h ich  are 

no t underva lued  b y the m arket, include e ith e r in te rn a l funds and /or less r is k  debt. M ye rs  (1984) 

stated th a t the f irm ’ s in te n tio n  to  finance new  investm en ts d rives the  cap ita l. W ith  the f irm ’ s 

in te n tio n  to  finance  new  investm ents, new  sources o f  cap ita l w ill be acquired resp ective ly  fro m  

the in te rn a ls  o f  the firm , th roug h using lo w  r is k  debt, and th roug h  using  eq u ity .

T o  reassure the th e o ry  above, tra d itio n a l cap ita l structure  m odel is  tested against the 

a lte rn a tive  o f  the P ecking  O rder M od el o f corporate fin a nc in g . The  basic P ecking  O rd er M od el 

predicts th a t the in te rn a l fin a n c ia l d e fic it d rives the e x te rna l debt fin a nc in g , and has a m uch 

greater tim e  series exp lana to ry  pow er than the S ta tic  T ra d e o ff M od e l. The  S ta tic  T ra d e o ff M od e l 

predicts th a t each firm  g rad ua lly  adjusts tow ard  an o p tim a l debt ra tio . The  resu lts  fin a lly  suggest 

greater confidence in  the Pecking  O rder M od el.

In  T h a ila n d , several tests em ploy the P ecking  O rd er T h e o ry . Three  lite ra tu re  review s 

discuss the v a lid ity  o f  the Pecking O rder T h eo ry  w ith in  a d iffe re n t c u ltu re  and under d iffe re n t 

circum stances.

F irs t, K am onpom p han (1997) tests ou t the va riou s  fac to rs th a t p la y  a m a jo r ro le  in  

de te rm in ing  T h a i firm s ’ cap ita l structure, and the f irm ’ s fin a n c ia l execu tive ’ s w illin g n e ss  to  

ad just the firm s ’ debt ra tio  to  go w ith  the in d u s try ’ s debt ra tio . The  resu lts  m easure the degree o f 

active leverage m anagem ent th roug h com puting  the changes in  the expected leverage versus the 

real leverage a fte r fu n d  ra is ing . The data use the periods fro m  1994 to  1996, to ta llin g  317 firm s .
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The resu lts show  th a t there is  a negative re la tio n sh ip  betw een the leverage and the m a rke t to  book 

leverage, w ith  a p o s itive  re la tio n sh ip  betw een the leverage and the p ro p o rtio n  o f  increasing 

cap ita l. The  p ro p o rtio n  o f increasing  cap ita l com prises o f  the gaps betw een the in d u s try , f irm ’ s 

leverage, and firm ’ s sales. The outcom e revea ls th a t, on  average, the firm  trie s  to  m a in ta in  the 

le ve l o f f irm ’ s leverage close to  the average o f in d u s try ’ s leverage. T h is  p roves v a lid ity  in  the 

Pecking  O rd er Th eo ry .

Second, Leardsaktanaku l (2 001 ) tests the Pecking  O rder T h e o ry  o f  c a p ita l structure on 

T h a i firm s , using  m odel o f Shyam -Sunder and M ye rs . Shyam -Sunder and M ye rs  (1999) m odel 

proves th a t the econom ic c ris is  in  1997 was stem m ed fro m  the m ism anagem ent o f  capital 

s tructure. The  re su lt o f  study shows tha t T h a i firm s ’ c rite ria  fo r acq uiring  cap ita l d evia te  fro m  the 

c rite ria  in  the P ecking  O rder T h e o ry  and th a t T h a i firm s ’ cap ita l re lie d  h e a v ily  on debt despite the 

enorm ous am ount o f  lia b ility . Th e re fo re , the Pecking  O rder T h e o ry  proves to  be v a lid .

F in a lly , Buransakda (2002) tests the P ecking  O rder T h e o ry  o f  cap ita l s truc tu re  fo llo w in g  

the m odel o f  Shayam -Sunder and M ye rs  (1999) and G oya l and F ra n k  (2002 ) to  exam ine Tha i 

f irm ’ s h is to ry  in  ra is in g  cap ita l. The  data are obta ined  fro m  275 firm s  lis te d  on the Stock 

Exchange o f  T h a ila n d  during  the periods fro m  1992 to  2001. S u rve y q uestionna ire  is used to  

im p rove  the accuracy and to  pursue the v a lid ity  o f  the  Pecking  O rder T h e o ry . The  re su lt indicates 

firm s ’ p rim a ry  source o f  funds as being atta ined  by the use o f  in te rn a l funds fro m  the com pany’ s 

re ta ined  earn ing  and debts instead o f using  e q u ity  w hen exte rna l fin a nc in g  is  req u ired . A g a in , the 

Pecking  O rd er T h eo ry  becomes v a lid  and app licab le.

2.1.8 Ownership structure
H ongpan (2000) investigates the determ inants o f  cap ita l structure  o f  n o n -fm a n c ia l firm s  

lis te d  on the S to c k Exchange o f  T h a ila n d  in  1999. She m a in ly  focuses on  the d eterm inant o f 

cap ita l struc tu re  on the im pact o f charac te ristic  o f m a jo r shareholder b y in c lu d in g  o th e r variab les 

as p re v io u s ly  m entioned . The  fin d in g  re flec ts  the agency cost o f c o n flic t and the  in te rn a l fund  as 

being the  v ita l va riab les o f  cap ita l structure  choices excepting  tax. O th e r d iscoveries include the 

ow nersh ip  struc tu re  and the c luste r o f  shareholders, a ffe c tin g  the cap ita l s truc tu re  due to  m a jo r 

shareholder group o w n ing  p o w e rfu l a u th o rity  in  m an ip u la ting  a d m in is tra tive  system . Thereby, 

using  debt to  c o n tro l the a d m in is tra tive  system  becomes unnecessary. C onseq uently, the le ve l o f 

debt usage, esp ec ia lly  the tendency fo r the fa m ily -ru n  business using  debt ra th e r than eq u ity  fro m  

stockho ld er, n e g a tive ly  corre lates w ith  the c lusters o f  shareholder.
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2.2 LITERATURE RELATES TO CAPITAL STRUCTURE CONCERNING

EXTERNAL FACTORS

2 .2 .1 ) m acroeconom ic fa c to r

2 .2 .2 ) m arket va lue  o f  e q u ity

2 .2 .3 ) stock m arke t re tu rn

2.2.1 Macroeconomic factor
In  general, fin a n c ia l constra in  firm s  lik e ly  set th e ir ta rget cap ita l s truc tu re  a long  w ith  the 

econom ic c o nd itio n  o r ca lled  “ p ro -c yc lic a l.”  C once ivab ly, increase in  f irm ’ s asset va lue can be 

used as c o lla te ra l d u ring  econom ic up tu rn . I t  enables a firm  to  a tta in  the  p o te n tia l to  acquire m ore 

debt. In  tha t w ay, in  periods o f econom ic expansion, fin a n c ia l constra ined  firm s  w ill seem to  have 

a h ig he r target cap ita l struc tu re .

C onverse ly, the study o f  L e v y  (2001), find s tha t fin a n c ia lly  unconstra ined  firm s  tend to  

set th e ir p redeterm ined cap ita l struc tu re  to  oppose econom ic c o n d itio n . H e reasons tha t during  

econom ic recession, f irm ’ s m anager w e a lth  reduces b e low  shareholders because th e y  are in  debt. 

The  f irm ’ s m anager w ill possess h ig h e r tendency to  m itig a te  the f irm ’ s p ro fit/b e n e fit in to  h is ow n 

personal gain. U nder th is  c ircum stance, increasing target debt le ve l is  a to o l to  m easure the firm  

m anager’ s a d m in is tra tio n .

K alpagonchai (2002) focuses the รณ dy on the ro le  o f m acroeconom ic cond itions. The 

m acroeconom ic cond itions inc lud e  M a n u fa c te in g  P rod uc tion  Ind ex, P riva te  C onsum p tion  Index, 

P riva te  Investm en t Ind ex, C ap acity U tiliz a tio n  Ind ex, and firm -s p e c ific  va riab les on the 

estab lishm ent o f  the ta rg e t cap ita l s tructare  o f the firm s . H e also stud ies the f irm ’ s behavior in  

se lecting  the d iffe re n t issue se c u rity  types. The sam ple group com prises the  n o n -fin a n c ia l firm s  

lis te d  on the S tock Exchange o f  Th a ila n d  during  the periods fro m  1995 to  2000. The  results o f the 

รณ dy m an ifes t m acro econom ic cond itions s ig n ific a n tly  a ffe c tin g  the f irm ’ s cap ita l strucm re 

decision. The  target leverage is p ro -c yc lica l fo r  the re la tiv e ly  constra ined  firm s  but counter­

c yc lic a l fo r  the re la tiv e ly  unconstra ined  firm s . The issu ing  choices fo r  the constra ined  firm s  relate 

to  d e v ia tio n  fro m  the target cap ita l structure  and the firm  sp ec ific  va riab les. The  conclusion 

incorporates the idea th a t fin a n c ia l o ffic ia l tends to  issue new  securities w ith  the a im  o f  ad justing 

the cap ita l strucm re to  converge to  its  op tim a l le ve l. T h is  outcom e is a lso d iffe re n t to  the resu lt o f
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the รณ dy tested in  developed m arket. I t  m ay be because o f  va ry in g  degree o f transaction  and 

ad justm ent costs.

2.2.2 The factor relating to market value of equity
B aker and W u rg le r (2002) is firs t to  รณdy m arke t tim in g  th e o ry  on cap ita l structare. 

T h e ir in ve s tig a tio n  on the in fluence  o f past m arket re tu rns show s th a t firm s  issue eq u ity when 

th e ir m arket va lues are h ig h , re la tive  to  book and past m a rke t va lues, and repurchase eq u ity  when 

th e ir m arket va lues are lo w . T h is  means tha t curren t cap ita l s truc ta re  is  s tro n g ly  re lated to  

h is to ric a l m arke t va lue  and is the re fo re  the cum u la tive  outcom e o f  past a ttem pts to  tim e  the 

eq u ity  m arket. T h e ir resu lts  are consistent w ith  the hypothesis th a t m arke t tim in g  h ig h ly  affects 

the cap ita l struc tu re . M o re o ve r, the lo w  leverage firm s  ra ise  funds w hen th e ir m a rke t va lu a tion  

are h ig h, w h ile  h ig h  leverage firm s  raise fonds w hen th e ir m a rke t va lu a tion s  are lo w . The 

flu c fo a tio n  in  m a rke t va lu a tio n s , persisting  fo r at least a decade, a lso h ig h ly  a ffec ts  the capital 

structure. Hence, the m ost re a lis tic  exp lana tion  fo r the outcom e is th a t cap ita l struc tu re  comes 

fro m  cum u la tive  outcom e o f  past attem pts to  tim e  the e q u ity  m arke t. W ith  th is  th e o ry , there is no 

op tim a l cap ita l s truc fo re , and m arket tim in g  fin a nc in g  d ec is ion accum ulates o ve rtim e  in to  the 

cap ita l s tructare  outcom e.

L o o k in g  a t another รณ dy, Thuw ajaroenpanich (2002) tests the M a rk e t T im in g  Theory 

versus the cap ita l s truc ta re  b y adopting the B aker and W u rg le r (2002 ) m odel. The  stady also 

investigates the re la tio n sh ip  betw een stock re tam s versus announcem ents e q u ity  issue. The data 

ob ta in  fro m  142 com panies lis te d  on the S tock Exchange o f  T h a ila n d  w ith  an IP O  date between 

the period  1992 and 1996. The  re su lt is c on trove rs ia l. The  re su lt fro m  the stady on T h a i firm s  

investigated  by Thuw a ja roenp an ich  reveals tha t T h a i firm s  do n o t use e q u ity  m a rke t tim in g  fo r 

financ ing . H ere, there is  no re la tio n  between m arket tim in g  and changes in  cap ita l structare. The 

stady illu s tra te s  th a t the cu rren t cap ita l structare is n o t re la ted  to  the  cum u la tive  outcom es o f  past 

attem pts to  tim e  the e q u ity  m arket.

The  stady in  the  second section re flec ts a re la tio n sh ip  betw een increasing  stock re tu rn  

and announcem ents e q u ity  issues. Several papers such as R a ja n  and Z ing a les (1995 ), B arc lay and 

S m ith  (1995 ), H ongpan (2 0 0 0 ,) H avakim ian , O p le r, and T itm a n  (2001 ), K alpagonchai (2002), 

and B uransakda (2 002 ) adopt variab les to  re fle c t the m arke t va lue  o f  eq u ity  o r f irm ’ s stock re turn .



14

2.2.3 The factor relating to stock market return
W e lc h  (2 0 0 2 )’ s study reveals th a t the stock m arke t re tu rn  is a p ro m in e n tly  p rim a ry 

fac to r in  d e te rm in in g  cap ita l structure o f  บ .ร . firm s  and th a t m anagers fa il to  read just capital 

structure in  response to  stock va lue change. The  stud ies suggest th a t the a ttem p t to  m in im ize  

bankrup tcy costs, o r m axim ize  firm -v a lu e  does n o t cause the typ ic a l firm ’ s cap ita l structure. 

Instead, the stock m a rke t in fluences en tire  cap ita l struc tu re  determ inants. In  sho rt, e x te rn a l stock 

m arket in fluences cap ita l structure, and n o t in te rn a l corporate o p tim iz in g  decision.

W e lc h  (2 002 ) รณ dy coheres w ith  the G raham  and H a rvey (2001) stud ied  survey. 

G raham  and H a rvey  (2001) รณdied survey acquires 392 fin a n c ia l m anagers and C h ie f F inanc ia l 

O ffic ia ls  o f  บ .ร . firm s  in  the year 1999. B o th  o f  the fin a n c ia l m anagers and C h ie f F inanc ia l 

O ffic ia ls  o f  บ .ร . firm s  are to  be re ferred  to  as executives under G raham  and H a rve y  (2001). The 

theo ry determ ines the degree o f care these fin a n c ia l m anagers exe rt on  theories regard ing  op tim a l 

cap ita l s truc tu re . E xecu tives c la im  to  issue e q u ity  to  m a in ta in  the target d eb t-eq u ity ra tio , 

espec ia lly d u rin g  the tim e  w hen th e ir firm s  have h ig h  leverage. The  stodied su rvey also a im s to  

prove these execu tives ’ c la im . The survey queries executives on the im portance th e y place on 

rebalancing tow a rd  cap ita l strucm re during  the f irm ’ s e q u ity  va lue  change. E xe c u tive s , genera lly, 

do n o t fin d  it  im p o rtan t.

The  la s t รณ dy investigates the fa c to r re la tin g  to  stock m arket reณ m . Kalpagonchai 

(2002) adopts stock m arke t re tam  as the o n ly  va riab le  re fle c tin g  m acroeconom ic c o nd itio n  in  

d e te rm in ing  the  f irm ’ s investm en t choice.
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