
CHAPTER 3

METHODOLOGY

3.1 SOURCE OF DATA

The  sam ples conta in  the p oo l c ross-sectional data fo r n o n -fin a n c ia l com panies lis te d  on 

the S tock Exchange o f  T h a ila n d  (S E T ). The  sam ples exclude those firm s  res id ing  in  the Finance 

and B an k in g  sector, a long w ith  the Insurance sector. The  ye a rly  accounting  data use to ta l 

lia b ilitie s , to ta l asset, b ook va lue  o f e q u ity , earning before in te rest and ta x , and fix e d  asset. The 

study also em ploys ye a rly  and m o n th ly  m a rke t data, w h ich  are stock m arke t re tu rn  o r S E T  index 

and the m arke t va lue o f the f irm ’ s stock. The  D ata  S tream  database y ie ld s  a ll y e a rly  and m o n th ly  

data, covering  the periods fro m  1992 to  2002.

3.2 METHODOLOGY

W e lc h ’ s m odel (2002) e m p irica l test studies the f irm ’ s cap ita l struc tu re  read justm ent. 

The  f irm ’ s cap ita l structure  read justm ent consists the f irm ’ s cap ita l struc tu re  read justm en t tow ard 

the ta rg e t cap ita l s truc tu re , the re la tio n sh ip  betw een firm ’ s a ttrib u tio n s  versus f irm ’ s ine rt 

b ehav io r in  re tu rn in g  tow ard  the target cap ita l struc tu re, the lo n g e v ity  the  f irm  spends in  

rebound ing  tow ard  the target cap ita l s truc tu re , and the study in  the ro le  o f  stock m a rke t retom s 

re la tiv e  to  the in fluence  o f  o the r corporate variab les on cap ita l struc tu re . The  e m p iric a l study uses 

the reg ression m odel (O L S ).

3.2.1 Testing the firm’s capital structure readjustment toward the target capital 
structure

The  research studies the f irm ’ s b ehav io r on cap ita l struc tu re  read justm ent tow ard  the 

target cap ita l structure  in  reac tion  to  the change in  its  m arket va lue  o f  a f irm ’ s e q u ity . W hen  the 

m arke t va lue  o f a f irm ’ s eq u ity  increases, f irm ’ s enterp rise va lue  goes up. A s f irm ’ s enterprise 

va lue  increases, the f irm ’ s debt to  eq u ity  ra tio  decrease. T o  m a in ta in  the ta rg e t cap ita l structure,
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firm  w ill need to  ad just its  cap ita l ra tio . B u t, under stock p rice  recession periods, f ir m ’ s enterprise 

va lue decreases as cap ita l ra tio  increases. T o  avo id  increasing  cap ita l ra tio , a d jus ting  firm ’ s 

cap ita l structure  le v e l expects to  keep the f irm ’ s the  ta rg e t cap ita l structure  on  track. I f  firm  

refuses to  ad just its  cap ita l structure  leve ls  to  its  p redeterm ined  cap ita l s truc tu re , the firm ’ s 

current cap ita l ra tio  w ill m ove aw ay fro m  its  o p tim a l cap ita l s truc tu re .

ADRt =  $ 0+ $ 1. ADRt_1 + $ 2 .  IDRt_11.+ 3  t (1)

G iven ; ADRt = Dt /  (Dt+Et ) (2)

ID R fi, t = D f i /  (Dt_ 1-+Et- 1< l+ R t - li t> ) (3)

W here,

ADRt : denotes actual debt ra tio  reported a t p e riod  ( t) , d e fined  as to ta l b o o k va lue 

o f debt reported  at period  ( t)  d iv id ed  b y the  sum  o f  to ta l b ook va lue  

o f  debt and to ta l m arket va lue o f e q u ity  reported  a t p eriod  (t)

ADRt_1: denotes actual debt ra tio  reported at p e riod  (t-1 ), d e fined  as to ta l b ook

va lue  o f  debt reported  at period  (t-1 ) d iv id ed  b y the  sum  o f to ta l debt and 

to ta l m a rke t va lue  o f eq u ity reported a t p e riod  (t-1 ), im p ly in g  the f irm ’ s 

the ta rg e t cap ita l structure w h ich  is  p resum ab ly o p tim a l cap ita l s truc tu re '

IDRt_11: denotes in e rt debt ra tio  fro m  period  o f  (t-1 ) to  ( t) , d efined  as to ta l b ook 

va lue  o f debt reported at period  (t-1 ) d iv id ed  b y  the sum  o f  to ta l debt 

reported  a t period  (t-1 ) and to ta l m arke t va lue  o f e q u ity  reported at period  

(t-1 ) tim e s (one p lus stock m arke t re tu rn  fro m  (t-1 ) to  ( t)) , im p ly in g  firm ’ s in e rt 

b e h av io r in  re tu rn in g  tow ard  the ta rg e t cap ita l structure  

Dt : is  the  b o o k va lue  o f debt, defined as sum  o f  lo n g -te rm  debt and debt 

in  c u rren t lia b ilitie s  reported a t p eriod  ( t)

Et : is the  m a rke t va lue o f  eq u ity  defined  as a m u ltip le  o f  num ber o f  outstand ing  

share o f  f irm  and eq u ity  price reported  a t p e riod  (t)

1
It is important to note that the assumption of the target capital structure of firm is as follows: if  there is no fundamental change, 

the previous year’s capital structure is considered its firm target capital structure. The validity of the assumption is discussed in the final 

section of this chapter, (section 3.2.4)
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Rt_u t: is  the stock m arke t re tu rn  fro m  (t-1 ) to  ( t) , defined  as the change in  stock m arket 

re tu rn  fro m  p eriod  (t-1 ) to  ( t)

H ypotheses

H 0: R ead justm ent H yp othesis 

H ,: N on -R ead justm en t H yp othesis
P, = 1.P, = 0 
p. = 0, $2= 1

H 0: I f  a firm  rebalances tow a rd  the target cap ita l structure  b y ta k in g  a c tion  on  its  debt or 

e q u ity , the c o e ffic ie n t (3 ,)  o f  ADRt_| w h ic h  represents firm ’ s the ta rg e t cap ita l s truc tu re  should  be 

s ig n ific a n tly  close to  1. W hereas, the  c o e ffic ie n t ( $ 2) o f IDRt_111 w h ic h  represents f irm ’ s in e rt 

b ehav io r in  re tu rn in g  tow a rd  the ta rg e t cap ita l structure  should  be s ig n ific a n tly  c lose to  0.

H ,: I f  a firm  does no th in g  to  its  debt o r eq u ity  so as to  rebalance to w a rd  th e  target capital 

s truc tu re , the  c o e ffic ie n t ( $ 1) o f  ADRt_, w h ic h  represents f irm ’ s the  ta rg e t cap ita l s truc tu re  should 

be s ig n ific a n tly  close to  0. W hereas, the  c o e ffic ie n t ( $ 2) o f  IDRt_1 1 w h ic h  represents f irm ’ s in e rt 

b e h av io r in  re tu rn in g  tow ard  the ta rg e t cap ita l structure should  be s ig n ific a n tly  c lose to  1.

F ro m  equation  (1 ), the variab les regress fro m  the sam ples o f  the  chosen firm s  to  explore 

the f irm ’ s b ehav io r in  read justing  cap ita l s tructure  to  th e ir target cap ita l s truc tu re . T h is  w ill prove 

w he the r firm s  fo llo w  the read justm ent hypothesis o r the non-read justm ent hyp o thes is  m entioned. 

I f  b o th  the observed c o e ffic ie n ts  $ 1 and $ 2 lie  betw een 0 and 1, firm s  are assum ed to  take action 

on debt o r e q u ity , b u t continue  to  fa il in  p u llin g  back tow ard  the o p tim a l cap ita l struc tu re .

The  p revious chosen study, covering  the periods fro m  1992 to  2002 , fin d s  th a t fin a n c ia l 

c a la m ity  to o k  place in  1997 and 1998 is a c ruc ia l fa c to r im p acting  f irm ’ s cap ita l structure 

read justm ent.

Because fin a n c ia l c ris is  causes liq u id ity  squeezes to  the e n tire  econom y, to  exp lore  w hat 

the cap ita l s truc tu re  rebound ing  b e h av io r o f  the firm  is  lik e  d u ring  the p eriods b e fo re  the cris is 

and to  p rove  w he the r there  are any changes a fte r-c ris is  period . So, th is  research p urp osely d ivides 

the d u ra tion  o f  study in to  tw o  sub periods. The  tw o  periods are fro m  the years 1992 to  1996 (pre­

c ris is  p e riod ) and 1999-2002 (p o st-c ris is  p eriod ).

The  s tud y’ s c rite ria  in  ca teg oriz ing  the studied in te rv a ls  are based upon the econom ic 

c ris is  in  J u ly  1997. The  tim e  T h a i g overnm ent declared the tra n s fo rm a tio n  o f  the exchange rate
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system  fro m  the  fix e d  exchange rate system  in to  the flo a tin g  exchange rate system , th is  led  to  

fin a n c ia l ca la m ity . F irm s  c a rry ing  a heavy am ount o f  debt, p a rtic u la rly  in  the sectors o f  Finance 

and B anking , act as m a jo r sources o f f irm ’ s cap ita l o r the  ke y  m echanic in  p ro v id in g  the entire  

econom ic system  w ith  liq u id ity  fund .

3.2.2 Testing the relation between firm attributions and firm’s inert behavior in 
returning toward the target capital structure

T h is  section investig a tes the re la tionsh ip  betw een the f irm ’ s a ttrib u tio n s  and the firm ’ s 

in e rt b ehavio r in  re tu rn in g  tow a rd  the target cap ita l s truc tu re . The  p rox ies use fo r the  f irm ’ s size, 

the bankrup tcy r is k , the  g ro w th  o p p o rtun ity  and p ro fita b ility  defines as the f irm ’ s to ta l asset, the 

firm ’ s e q u ity -re tu rn  v o la tility , the f irm ’s book va lue  to  the  m a rke t va lue  o f e q u ity , and the firm ’ s 

re tom  on asset. The  sorters are as fo llo w s :

Total Asset,.,
: is  b o o k va lue  o f to ta l asset reported at p e riod  (t-1 )

Equity-Return Volatility ,1.21.,J
ะ is  com puted as the sim p le  standard d e v ia tio n  o f  re tu rns o ve r 12 m onths 

preceding the m easurem ent period  (t-1 )

Book Value,., to Market Value,., of Stock
ะ is  the  ra tio  o f  the b ook va lue o f e q u ity  reported  a t p e riod  (t-1 ) d iv id ed  by the 

m arke t va lue  o f  eq u ity  reported at p e riod  (t-1 )

Return on Asset,.,
ะ is the  ra tio  o f  earn ing  before in te rest and ta x  reported  at period  (t-1 ) d ivid ed  by 

to ta l assets reported  at period  (t-1 )

F ro m  eq uation  (1 ), the sam ples are ranked in to  5 in te rv a ls  w here  each in te rv a l o f the data 

is d iv id ed  in to  the p ercentiles o f 20 , 40, 60, and 80. These p ercentiles rank fro m  the h ighest le ve l 

to  lo w es t le v e l by using  the to ta l asset o f  firm , the re tu rn  on asset o f  the firm , the book va lue to  

m arket va lue  o f e q u ity  o f  firm , and the e q u ity -re tu rn  v o la tility  o f  f irm  as the c rite ria . The 

variab les regress at each sorted in te rv a l attem pts to  investig a te  the f irm ’ s cap ita l structure 

read justm ent in  term s o f  size, p ro fita b ility , g row th  o p p o rtu n ity  and v o la tility . T h is  expects to
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determ ine w h e th e r read justm ent o f  the f irm ’ s cap ita l structure  is  consistent w ith  th e  read justm ent 

hypothesis o r the  non-read justm ent hypothesis th roug h  considering  the degree o f  m agnitudes on 

co e ffic ie n ts  ((3,) o f  ADRt_, and ( 3 2) o f  IDRt_1 t  a t each in te rv a l.

H ypotheses: the  re la tio n  between firm  a ttrib u tio n s  and f irm ’s in e rt b ehav io r in  re tu rn in g  tow ard  

the target cap ita l structure

•  T o ta l A sse t: The  to ta l asset o f  a firm  is used as a p ro xy  fo r  a f irm ’ s size. F irm s , w h ich  

have re la tiv e ly  h ig he r asset o r la rg e r firm s , expect a h ig h  c o rre la tio n  w ith  the  tendency o f 

rebalancing  tow ard  th e ir target cap ita l stm cture . A t the same tim e , firm s , w h ich  have 

re la tiv e ly  lo w e r asset o r sm a lle r firm s , expect a m uch less c o rre la tio n  w ith  the 

rebalancing  behavio r. Because la rg e r firm s  tend to  be m ore d iv e rs ifia b le  than sm a lle r 

firm s , la rg e r firm s  less v o la tile  on incom e fa c to r y ie ld  lo w e r r is k  o f  bankruptcy. 

T h e re fo re , h ig he r asset firm s  are expected to  have m ore a c ce ss ib ility  to  sources o f capital 

than lo w e r asset firm s  hence, the cap ita l s truc tu re  rebound ing  o f  la rg e r firm s  is  achieved 

easier than th a t o f  sm a lle r ones. U nd er the assum ption th a t the fo llo w in g  is  tru e , the 

c o e ffic ie n t ( 3 1) o f ADRt_, representing  large firm s  is g reater than the c o e ffic ie n t ( 3 1) o f 

ADRt_1 representing  sm a lle r firm s . S im u ltan e o u s ly , the c o e ffic ie n t (32) o f  IDRt_,.t 
rep resenting  large firm s  is less than the c o e ffic ie n t (32) o f  IDRt.l t rep resenting  sm a ll 

firm s .

•  E q u ity -R e tu rn  V o la t ility : F irm s , w h ich  have re la tiv e ly  h ig he r e q u ity -re tu rn  v o la tility , 

expect to  be less corre lated  w ith  the tendency o f  rebalancing  tow ard  the ta rg e t cap ita l 

s tm cture . O n the con tra ry , firm s  w ith  re la tiv e ly  lo w e r e q u ity -re tu rn  v o la tility  expect to  be 

h ig h ly  corre la ted  w ith  the rebalancing b ehavio r. Because c red ito r fin d  th a t the h ig her 

v o la tility  a firm  possess , the h ig her unce rta in ty  on th a t firm  and so c red ito r favors to  

lend  to  lo w e r e q u ity -re to m  v o la tility  w ith  lo w e r ris k . B u t in  case w here firm s  w ith  h igher 

r is k  do lo an , they w ill have to  face harsher lend ing  term s and h ig he r d iscount rate to  

com pensate fo r  the f irm ’ s unce rta in ty . T h e re fo re , lo w  e q u ity -re to m  v o la tility  firm s  gain 

h ig he r access to  fund ing  sources. W ith  m ore cap ita l, lo w  e q u ity -re to m  v o la tility  firm s  

expect to  succeed easier than those o f  h ig h -e q u ity  v o la tility  firm . The  c o e ffic ie n t (3,) o f 

ADRt_1 , rep resenting  h ig h e r-ris k y  firm s , assumes to  have a sm a lle r va lue  in  the c o e ffic ie n t
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(3,) o f ADRt_1 than lower-risky firms. At the same time, the coefficient (3,) o f IDRtH t, 
representing higher-risky firms, expects a greater amount on the coefficient (3 2) o f  
IDRt_1,. than those lower-risky firms.

•  Book to Market Value o f Stock: Firms, which have relatively higher growth opportunity, 
expect a high correlation with the tendency o f rebalancing toward the target capital 
structure. While, firms, which have relatively lower growth opportunity, expect a less 
correlation with the tendency o f rebalancing toward the target capital structure. Creditors 
find firms with relatively higher growth opportunity to possess better potential to expand 
and develop their business line and market. Creditors expect that large firm will generate 
a constant stream o f cash flow, thus lowering the tendency to default on loans providing 
consistent returns to creditors. Hence, the higher growth firm will be able to acquire new 
borrowings than the lower growth firm. Therefore, readjusting a firm’s capital structure 
to the predetermined capital structure o f higher-growth firm is implemented more 
effectively and easily than those o f lower-growth firm. The coefficient (3,) of ADRt_1, 
representing higher-growth firm, is greater than lower-growth firms. The coefficient (32) 
o f  IDRt_1ft representing higher-growth firm, is less than the coefficient (3,) o f IDRt_u  of  
the lower-growth firms. •

•  Return on asset: Firms, which have relatively higher retom on asset, expect a high 
correlation with the tendency o f rebalancing toward the target capital structure. While, 
firms, which have relatively lower return on asset, expect a less correlation with the 
tendency o f rebalancing toward the target capital structure. Because firms that have 
relatively higher return on asset are assumed to have less probability o f  risk default than 
lower-profit firms, higher-profit firms access to the source o f capital and the capital 
structure readjustment o f them becomes achieved easier than lower-profit firms. Thus, 
the coefficient (3 ,) o f ADRt_1, representing higher-profit firm, is greater than coefficient 
(3,) o f ADRt_1, representing lower-profit firm. The coefficient (32) o f  IDRt-, t , representing 
higher-profit firm, is less than the coefficient (32) of IDRt_11., representing lower-profit
firm.
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3.2.3 Testing the longevity of firm in readjusting capital structure to the target capital 
structure
If firms do not readjust their capital structure to the target capital structure within a short 

term, approximately within one year, the question is how long firms will take in rebalancing their 
capital structure to the target capital structure or how long the inertia period will last. Therefore, 
the section establishes to answer how persistent the influence o f market return is, or whether firms 
will eventually readjust to their former capital structure.

ADRt+a = (X0+ a  1. ADRt + tx2 . IDR 111*  + a t (4)

Given; ADRt+a — Dt+a /  [Dt+a + Et+a] (5)

IDRtt+a= Dt/[D t+Et*(l+R tt+a] (6)

Where;
ADRt+a: denotes actual debt ratio reported at period (t+a), defined as total book

value o f debt reported at period (t+a) divided by the sum o f total book value 
o f debt and total market value o f equity reported at period (t+a)

ADRt: denotes actual debt ratio reported at period (t), defined as
total book value o f debt reported at period (t) divided by the sum o f  total 
book value o f debt and total market value o f equity reported at period (t)

IDRt t+a: denotes inert debt ratio from period o f (t) to (t+a), defined as total book 
value o f debt reported at period (t) divided by the sum o f  total debt 
reported at period (t) and total market value o f equity reported at period (t) 
times (one plus stock market return from (t) to (t+a))

Dt+a: is the book value o f debt, defined as sum o f long-term debt and debt 
in current liabilities reported at period (t+a)

Et+a: is the market value o f equity defined as a multiple o f  number o f outstanding 
share o f firm and equity price reported at period (t+a)

Rt t+a: is the stock market return from (t) to (t+a), defined as the change in stock 
market return from period (t) to (t+a)
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Variables ADR and IDR are redefined to be used on capital structure for the duration o f the 

period o f more than one year. IDR relies not on one-year raw return, but on multiple-year raw 
retoms. From equation (4), to regress the variables ADRt and IDRt t+a from the samples o f  the 
chosen firms explores the behavior o f firm in readjusting their capital structure. The duration o f  
study is extended from one year to nine years. Thus, the coefficients o f  ADRt and IDRt t+a will be 
likely to mirror the direction and the duration o f which a firm will take in readjusting the target 
capital structure over the intermediate term and long term. The coefficient o f  IDRt t+a assumes to 
reduce to an extended period, and the coefficient o f ADRt assumes to increase. A consistent and 
constant reduction o f the coefficient o f IDRt t+a or a gradual increase o f  the coefficient o f  ADRt will 
yield a signal that the firm implement the adjustment o f capital structure toward the target capital 
structure.

3.2.4 The study of role of stock market returns relative to influence of other corporate 
variables in explaining capital structure

The concern o f  this section arises two separate issues. Firstly, it examines the potential 
role o f  other corporate factors that may influence capital structure, beyond the mechanistic 
influences o f  the stock market return. These corporate variables represent the firm’s growth and 
profitability, volatility, and size. If the role o f  the stock market return is important and 
significantly greater than the role o f other corporate variables, the magnitude o f inert debt ratio 
(IDRt_11) should be greater than the other corporate variables.

In other words, the magnitudes o f other corporate variables is likely to become less 
significant in explaining the capital structure. This implies that movement o f the market value o f  
the firm stock drives the firm’s capital structure rather than other corporate reason mentioned 
above. This study uses the corporate factor o f time (t-1) to capture the lag-effect on other 
corporate factor on capital o f  structure at time (t).

Secondly, this section also proves the validity o f the assumption regarding the firm’s the 
target capital structure mentioned earlier Section 3.2.1, which is that the previous year firm’s 
capital structure is the target capital structure under the assumption that there is no fundamental 
change. If  an addition o f corporate variables has no significant impact on the statistical 
significance o f the independent variables ADRt.,and IDRt-, t and also some or all o f other corporate 
variables are simultaneously statistically significant, this will explicitly mean that the previous
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year’s firm capital structure, which is regarded as the target capital structure, is valid even though 
there is fundamental change because firm’s capital structure can be explained by either corporate 
variables or stock market return adjusted historical capital structure (IDRt_1 t ). Thus, the validity 
o f this assumption o f the target capital structure rests crucially on the statistical significance of 
variables shown below.

ADRt = Po + p,. ADRt_1 + p2 . IDRt_1 t + p3. EV0Lt_1 + p4. R0At_1 + p6. FXAt.,

+ Pg. BMt_1 +9 t (7)

Where,
ADRt: denotes actual debt ratio reported at period (t), defined as total book value 

o f debt reported at period (t) divided by the sum o f total book value 
o f debt and total market value o f equity reported at period (t)

ADRt_1 ะ denotes actual debt ratio reported at period (t-1), defined as total book
value o f debt reported at period (t-1) divided by the sum o f total debt and 
total market value o f equity reported at period (t-1), implying the firm’s 
the target capital structure which is presumably optimal capital structure 

IDRt_11.: denotes inert debt ratio from period o f (t-1) to (t), defined as total book 
value o f debt reported at period (t-1) divided by the sum o f  total debt 
reported at period (t-1) and total market value o f equity reported at period 
(t-1) times (one plus stock market retom from (t-1) to (t)), implying firm’s inert 
behavior in returning toward the target capital structure 

EV0Lt-, ะ is equity-retom volatility computed as the simple standard deviation o f  
returns over the 12 months preceding the measurement period.

R0At_1 ะ is return on asset computed as the ratio o f earning before interest and tax 
reported at period (t-1) divided by total assets reported at period (t-1

FXAt-! ะ is fixed asset divided by total asset reported at period o f (t-1)
BMt_1 ะ is firm growth computed as the ratio o f  the book value o f equity reported at 

period t-1 divided by the market value o f equity reported at period (t-1)
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The following part presents a brief discussion on the different attributes suggested by different 
theories on capital structure, which may have effects on the firm’s capital structure. These 
attributes are the firm’s equity-return volatility, the firm’s profitability, the firm’s collateral, and 
the firm’s growth.

Equity-Return Volatility (EV0Lt_1): Firms, which have relatively higher equity-retom 
volatility, are expected to be less correlated with their capital ratio, as opposed to firms which 
have relatively lower equity-return volatility are assumed to be more correlated with their capital 
ratio on account o f the idea that a source o f capital is made easier access to the lower equity- 
retom volatility firms than the higher risky firms. The debtor with higher risk normally will be 
required to confront a much stricter lending term and higher discount rate charged to compensate 
for the firm uncertainty. Thus, there should be a negative tendency on the relationship between 
firm’s capital structure and the firm’s equity-return volatility. The coefficient sign o f  this variable 
expects to be a negative (-).

Profitability (R0At_1): According to Trade Off Theory, higher profitability leads to a 
higher degree o f cash flow problem because firm’s manager tends to bring the capital to invest in 
inappropriate project. Thus, the benefit from leveraging increases due to obligation attached on 
debt in terms o f reimbursing the principal and the interest. This indirectly forces firm manager to 
invest in optimal project. Consequently, this variable assumes to be positively correlated with 
debt ratio in this regard. Hence, the coefficient sign o f this variable expects to be positive (+).

On the other hand, according to asymmetric information or Pecking Order Theory, firms 
prefer raising capital through a series o f  steps. They would first start from retained earning, 
second from debt, and third from issuing new equity. When firm’s profitability increases, it is 
likely to impact the firm’s retained earning. Sufficient retained earning means less spending on 
the amount o f debt required for raising firm’s capital. Hence, there should be a negative tendency 
on relationship between the firm’s capital structure and the firm’s profitability in accord with this 
theory. The expected coefficient sign o f this variable is a negative (-).

Collateral Value (FXAt_1): This study uses this variable to determine the value on tangible 
asset o f  the firms. The model used to predict the positive relationship between an enterprise’s 
liquidation value and the level o f  liability is an Agency Model. When firms have more tangible
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asset, the creditor is willing to lend more. This is due to having more collateral value, decreasing 
risk. Firm with inadequate collateral will have to turn to the use o f equity financing as an 
alternative. The higher the value on tangible assets, the likelier a firm will have higher leverage 
ratio. Hence, a positive tendency on relationship between firm’s capital structure and the firm’s 
collateral is presented. The expected sign o f the estimated coefficient o f  collateral value is 
positive (+).

Growth Opportunity (BMt_1): According to the Trade O ff Theory, when firm’s investment 
opportunities increase, fewer chances will manager take under inappropriate project. This will 
lead to the idea that there will be less usage o f debt to take control over manager. Therefore, there 
should be a positive tendency on the relationship between the firm’s capital structure and the 
firm’s book to market value o f equity. The expected sign o f this estimated coefficient o f this 
variable should be a positive (+).

According to the Market Timing Theory, firms are more likely to issue equity when their 
market values are high, relative to the book and the past market values. They will have urges to 
repurchase their equity when their market values are low. Therefore, the usage o f debt will reduce 
when the market value o f stock increase, relative to the book value o f stock or the market price o f  
stock in the past. Consequently, there should be a positive tendency on the relationship between 
the firm’s capital structure and the firm’s book to market value o f equity. In addition, the 
expected sign o f the estimated coefficient o f  this variable should be a positive (+).

According to the Pecking Order Theory, when the firm’s investment opportunities are 
substantially higher, firms are most likely to put their effort to reducing the proportion o f current 
liabilities and collecting more retain earning. This will eventually raise funds for future use 
without having to issue any stock. The positive tendency on relationship between the firm’s 
capital structure and the firm’s book to market value o f  equity will be true. The expected 
coefficient sign o f this variable should be a positive (+).

On the contrary, the Pecking Order Theory supports another stance where firms still 
prefer to raise capitals in a series o f  steps. They start would start first from retain earning, second 
from debt, and third from issuing new equity. When firms’ investment opportunities are 
extremely high that the internal cash flow for financing become inadequate, firms will demand 
additional debt for fund raising. Therefore, there should be a negative tendency on relationship
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between the firm’s capital structure and the firm’s book to market value o f equity. The sign o f this 
variable should be negatively correlates with the debt ratio (-).
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