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ABSTRACT
Capital structure refers to the mix of debt and equity used by a firm in financing its assets.
The capital structure decision is one of the most important decisions made by financial
management. Since the foundational work of Modigliani and Miller (1958), a number of
authors extended their capital structure irrelevancy theory. Despite some significant
contributions to the general perception of the various intricacies about corporate capital
structure, research produced so far did not provide yet a sound basis for establishing, in a
decisive fashion, the empirical validity of the different theoretical models. It appears that (1)
we are still lacking a comprehensive theory to explain how firms decide about their strategic
financing; and (2) yet we cannot unambiguously specify the relation between capital structure
choice and firm value. Given the economic significance of capital structure decisions, an
understanding of the relative importance of firm- versus country-specific effects in
determining those decisions is an extremely valuable area of research. This research is
conducted with the objective to obtain the main determinants of capital structure of SME‟S
and to build a model to find out the level of leverage in SME‟S.
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Introduction:
Corporate sector growth is vital to economic development. The issue of finance has been
identified as an immediate reason why businesses in developing countries fail to start or to
progress. It is imperative for firms in developing countries to be able to finance their
activities and grow over time if they are ever to play an increasing and predominant role in
providing employment as well as income in terms of profits, dividends and wages to
households. Growing SME‟S will also contribute to expanding the size of the directly
productive sector in the economy; generating tax revenue for the government; and, all in all,
facilitating poverty reduction through fiscal transfers and income from employment and firm
ownership.
Singh and Hamid 1(1992) and Singh2 (1994) used data on the largest companies in selected
developing countries. They found that firms in developing countries made significantly more
use of external finance to finance their growth than is typically the case in the industrialized
countries. They also found that firms in developing countries rely more on equity finance
than debt finance. These findings seem surprising given that stock markets in developing
countries are invariably less well developed than those in the industrial countries, especially
for equities. However, in an Indian study, Cobham and Subramaniam 3(1998) used a sample
of larger firms and found that Indian firms use substantially lower external and equity
financing. In a study of large companies in ten developing countries, Booth et al. (2001) also
found that debt ratios varied substantially across developing countries, but overall were not
out of line with comparable data for industrial countries. In the last decade, most countries
have shifted their development strategies towards a greater reliance on private companies and
on the use of organized capital markets to finance these companies. This underlines the
importance of research on the functioning and financing of private companies in a wide range
of institutional environments, particularly in developing countries.
Despite some significant contributions to the general perception of the various intricacies
about corporate capital structure, research produced so far did not provide yet a sound basis
for establishing, in a decisive fashion, the empirical validity of the different theoretical
models. This study aims to find out the most important variables that influence the capital
structure decisions of SME‟S in India.
The study of a firm‟s capital structure has evolved since Modigliani and Miller‟s4 seminal
work (1958) with the consideration of the influence of the so-called market “imperfections”.
Thus, and keeping in mind the effect of taxes and bankruptcy costs, the Balance or “Tradeoff” Theory emerges. Afterwards, adding to the analysis the information asymmetry effect on
the shareholders and managers relation, as well as on the relation between the latter and their
creditors, the Pecking Order Theory and the recognition of possible financial constraints
surface, in addition to the usefulness of leverage in reducing information problems and
1
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agency conflicts between shareholders and managers. Starting from these precedents, the aim
of this paper is to examine the relative importance of the different theoretical contributions to
the analysis of the Indian SME‟s capital structure and find out the different variables that
determine the capital structure of these SME‟S. Overall it seems that the investigation of
capital structure of SME‟S has been largely overlooked. On these grounds, the SME capital
structure problem appears as a promising topic for empirical research to enhance our
understanding of the capital structure puzzle, through the investigation of an extreme
financial leverage polar-case. The study also examines the determinants of financing choices
(capital structure) of Indian SME‟S.
Reviews of Literature:
Graham Hall, Patrick Hutchinson and Nicos Michaelas5 (2000), undertook a study titled
“East and west: Differences in SME capital structure between former Soviet- Bloc and Non
Soviet – Bloc European countries.” to analyse of the determinants of capital structure. The
results for the former Soviet-bloc SME‟S show that they have lower levels of debt, both short
term and long-term than the non Soviet-bloc countries. The results also show that the SB
SME‟S have lower profitability, higher growth rates, are younger, have higher non-debt tax
shields, higher stocks and lower risk compared to non Soviet-bloc countries, all of which
suggest higher levels of short-term debt and at the same time they have more fixed assets, are
smaller, have fewer growth options and lower levels of net debtors which suggests lower
STD. Similarly, for long-term debt, SB SME‟S have lower profit, higher growth rates, more
fixed assets, more stock and lower risk which are associated with high LTD but are smaller,
younger and have lower levels of net debtors that are associated with lower LTD.
Francisco Sogorb Mira6 (2001), undertook a study titled “How SME uniqueness affects
capital structure: Evidence from a 1994-1998 Spanish data panel” to obtain the main
determinants of debt policy decisions in small firms. The principal aim is to test how firm
characteristics affect Small and Medium Enterprise (SME) capital structure. The study
concluded leverage was negatively related to alternative tax shields like depreciation and
taxes. Size and asset structure are both positively correlated with firm debt level. However,
regarding asset structure a positive correlation was obtained with long term debt level but
negative with short term debt level. Thirdly, SME‟S with more growth options seem to
employ more debt, although this relationship becomes negative with short term debt. Finally,
predictions of Pecking Order Theory seem to explain debt policy in SME‟S relatively well,
although the underlying justification of this theory in this case may resemble manager‟s
propensity to not losing part of their control in the firm. Put another way, the financing of
SME‟S relies on internal resources instead of external means.
Susana Menendez Requejo7 (2002), conducted a study entitled “SME vs. Large enterprise
leverage: Determinants and Structural Relations” to examine the importance of the different
theoretical proposals that explain a firm‟s capital structure in relation to the existence of an
optimal ratio that balances the firm‟s tax benefits and financial risk (Tradeoff Theory), the
preference for the internal financing of firms (Financial Hierarchy Theory) and the
5
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Business, Volume 7, Issue 3, 2000. p 297 – 312.
6
Francisco Sogorb Mira54 (2001), undertook a study titled “How SME uniqueness affects capital structure: Evidence
from a 1994-1998 Spanish data panel” Small Business Economics, Vol. 25, No. 5, Dec., 2005, (pp. 447-457)
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recognition of the existence of financial constraints, besides considering their
interdependence with the investment decision. The results from the Structural Equation
Model reveal that both the preference for internal financing and sectorial debt ratio are
determinants of capital structure in a similar proportion. Business features linked to financial
constraints are also significant and have a greater incidence. The interpretation of the relation
found shows the lesser possibility of SME‟S, together with firms not belonging to a business
group, more recently created firms and firms with a lower market share, to defer investment
and leverage. These results also agree with the significantly higher leverage level observed in
SME‟S versus large enterprises in Spain, having also significantly higher financial costs.
Francisco Sogorb-Mira and Francisco Sogorb-Mira8 (2003), conducted a study titled
“Pecking order Versus Trade off: An empirical approach to the small and medium enterprise
capital structure” to examine the financing of small and medium sized companies (SME‟S)
and explore whether the main theories of firm financing can explain the capital structure of
these firms. Regarding trade-off theory, the results clearly indicate the existence of an
optimal or target debt level where firms partially converge – the transaction costs not being
excessively high. The evidence seems to confirm that Spanish SME‟S adjust their target ratio
very quickly – faster than publicly listed companies. Small Spanish firms seem to find the
costs of an unbalanced position higher than the costs of the process of adjustment. As a result,
it is confirmed that bank financing, typical in these companies, offers more advantages than
obtaining funds from the capital markets. With respect to pecking order theory, small Spanish
firms do not adjust their level of debt to their financial needs.
Cristina Aybar-Arias, Cristina Aybar-Arias, José López-Gracia9 (2004), conducted a
study titled “Capital structure and sensitivity in SME definition: a panel data investigation”
with the objective to empirical examination of the pecking order theory on capital structure,
in the field of Small and Medium Enterprises (SME‟S). The research provides empirical
evidence about the compliance of the POT approach in the field of SME‟S. Results indicate
that the higher the growth opportunities and the lower the cash flow, the higher the debt ratio
will be. It offers strong support for the growth opportunities and cash flow hypotheses. Firms
that have many growth opportunities and small cash flows clearly show more debt in their
capital structure. Moreover, results do not change when different SME definitions or sample
sizes are used.
Tran Dinh Khoi Nguyen and Neelakantan Ramachandran10 (2006), conducted a study
titled “Capital Structure in Small and Medium-sized Enterprises: The Case of Vietnam” to
identify the determinants influencing the capital structure of small and medium-sized
enterprises (SME‟S) in Vietnam. Empirical results show that SME‟S employ mostly shortterm liabilities to finance their operations. A firm‟s ownership also affects the way a SME
finances its operations. Short-term liabilities account for a significant proportion of the
capital structure, while long-term debts are rarely employed by SME‟S in Vietnam. Most
apparent is the fact that state-owned SME‟S have higher debt ratios than privately-owned
SME‟S. Secondly, it was found that firm size and level of business risk have a significant and
positive relationship with all measures of capital structure. The results also indicate that
profitability does not appear to influence capital structure at any significant level. Tangibility
has a negative relationship with the total debt and short-term liabilities ratios. Thirdly,
8
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determinants related to management behaviour have a strong impact on a firm‟s capital
structure. The stronger its relationship with a bank becomes, the larger the amount of bank
loans an SME can obtain to finance operations. Furthermore, once SME‟S are deeply
involved in networks, they have more opportunities to obtain trade credits and other financial
resources.
Joaquim J. S. Ramalho, Jacinto Vidigal da Silva11 (2007), conducted a study titled “A
two-part fractional regression model for the capital structure decisions of micro, small,
medium and large firms.” to investigate whether and to what extent the existing capital
structure theories provide also a satisfactory account of the capital structure choice of SME‟S.
The study concluded that there exist positive relationships between the resort, growth, age
and profitability to LTD and the explanatory variables collateral and size, which are
significant for most groups. On an average, micro firms have no or low collateral, it seems
that lenders use age as a substitute for collateral when deciding to finance or not the activity
of micro firms. Nevertheless, the effects on leverage found for profitability (-), liquidity (-)
and growth (+) that the pecking-order theory may be more suitable to describe the capital
structure choices made by all size-based groups of firms. One of the most interesting results
of the paper is that older micro firms are more prone to use LTD: due to the low collateral of
micro firms, lenders seem to use the firm‟s age (i.e. reputation) as a substitute for collateral.
Maria Psillaki and Nikolaos Daskalakis (2007)12 , undertook a study titled “Are the
Determinants of Capital Structure Country or Firm Specific? Evidence from SME‟S” to
investigate the capital structure determinants of Greek, French, Italian and Portuguese small
and medium sized enterprises (SME‟S) and to compare their capital structures and consider
if differences in country characteristics such as financial development and institutional
features may impact on capital structure choices. The study shows that the four countries
present similar financial and institutional characteristics.. There seem to be similarities in the
determinants of capital structure across sample countries. Italian SME‟S seem to maintain the
highest leverage in their capital structure, whereas the French SME‟S have the lowest debt
ratio. The size is positively related to leverage. Asset structure is negatively correlated with
leverage. Thus, firms that maintain a large proportion of tangible assets in their total assets
tend to use less debt than those which do not. Profitability is also negatively related to
leverage which is consistent with the pecking order theory that argues that firms prefer
internal financing from external. The leverage and risk are negatively related. Finally, the
results show that growth variable is not statistically significant for any of the four countries in
our sample. It is found that firm rather than country factors explain differences in the
intensity of capital structure choices.
Joshua Abor80 (2008)13, conducted a research titled Determinants of the Capital Structure of
Ghanaian Firms with the objective -compare the capital structures of publicly quoted firms,
large unquoted firms, and small and medium enterprises (SME‟S) in Ghana. Examine the
determinants of financing choices (capital structure) of Ghanaian firms. Publicly quoted and
large unquoted firms were found to have higher debt ratios than SME‟S. Overall, listed and
unquoted firms exhibit different financing behaviour from that of SME‟S. Older SME‟S are
more likely to rely on long-term debt finance. Firm size was found to have a positive
relationship to short-term debt ratio of SME‟S and debt ratios of quoted firms, but negative
11
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with respect to long-term debt ratio in the case of unquoted firms. Both long term and shortterm debts have inverse associations with profitability. Firm growth was found to have a
positive association with long-term debt for the unquoted firms‟ sample and short-term debt
ratio for SME‟S. Firms with high risk profile avoid taking more financial risk by using less
long-term debt. SME‟S with high managerial shareholding rely less on short-term debt.
Industry was found to be important in explaining the SME‟S‟ capital structure. SME‟S
located outside the capital city depend less on debt finance. Limited liability companies are
more likely to obtain long-term debt finance relative to sole-proprietorship businesses. The
pecking order theory appears to dominate the Ghanaian capital structure story.
Rice and Strahan14 (2010) found a measure of increase in credit supply in the USA did not
bring about an increase in borrowing amongst SME‟S. The explanation in their paper is that
lenders restrict quantity due to asymmetric information and thus credit supply increases do
not necessarily increase observed leverage.
Research Methodology:
Statement of the problem
Although many studies have been conducted on the capital structure, still there is a gap of
satisfactory, comprehensive and positive explanation for firms‟ capital structure observed
behaviour. It is still not well understood why firms‟ financial contracts recurrently appear in
certain patterns and most of the research work has been carried out in developed economies
and very little is known about the capital structure of firms in developing economies. Most of
the research on capital structure has focused on public, nonfinancial corporations with access
to U.S. or other international capital markets. The study on the determinants of capital
structure of SME‟S in the developing countries like India has been overlooked and therefore
a study on the determinants of the capital structure of Indian SME‟S is an important research
area that needs to be explored.
Objectives of the study
The present study has been undertaken with the following objectives:
a)
To obtain the main determinants of capital structure of SME‟S
b)
To build a model to find out the level of leverage in SME‟S.
c)
To explore the link between theory and practice of capital structure.
Variables of the study
Dependent variable
The dependent variable in the study is the debt equity ratio.
Independent variable
Independent variables used in the study are profitability, growth, collateral, size, liquidity,
age, and non debt tax shields, default risk, cash operating profit and effective tax rate.
Hypothesis
Hypothesis 1: A negative relationship will exist between profitability and debt equity ratio.
Hypothesis 2: A negative relationship will exist between growth and debt equity ratio.
Hypothesis 3: A negative relationship will exist between collateral and debt equity ratio.
14
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Hypothesis 4: A positive relationship will exist between size and debt equity ratio.
Hypothesis 5: A negative relationship will exist between liquidity and debt equity ratio.
Hypothesis 6: A negative relationship will exist between age and debt equity ratio.
Hypothesis 7: A positive relationship will exist between NDTS and debt equity ratio.
Hypothesis 8: A negative relationship will exist between default risk and debt equity ratio.
Hypothesis 9: A negative relationship will exist between cash operating profit and debt
equity ratio.
Hypothesis 10:A positive relationship will exist between effective tax rate and debt equity
ratio.
Sampling procedure
For data analysis the SME‟S data were chosen from the CMIE Prowess database. The
manufacturing sectors are chosen as the scope of the study. Totally 1634 manufacturing
organizations financials for a period of 5 years (2006 – 2010) are chosen for the current
study.
Data Analysis:
N

Table 1: Descriptive Statistics
Minimum Maximum
Mean

Std.
Skewness
Deviation
Statistic Statistic Statistic Statistic Std.
Statistic Statistic Std.
Error
Error
Debt equity ratio
1634
-34.08
867.43
1.40
0.54
21.86
38.21 0.06
Profitability
1634 -2376.35 43.07
-1.62 1.46
58.95
-40.09 0.06
Growth
1634
-0.32
4370.54 2.95
2.67
108.13
40.41 0.06
Collateral
1634
0.00
0.99
0.34
0.01
0.21
0.67 0.06
Size
1634
0.12
14427.94 41.15 10.08 407.46
29.65 0.06
Liquidity
1634
-81.92
324.19
5.33
0.32
13.01
13.44 0.06
Age
1634
1979
2010
2001 0.05
0.46
-7.55 0.06
Non debt tax shield 1634
-38.63
23.14
0.31
0.05
1.94
-3.23 0.06
Default risk
1634 -917.08
43.92
-0.33 0.56
22.83
-39.69 0.06
Cash operating
1634
-9.04
2.30
0.05
0.01
0.28
-22.08 0.06
profit
Effective tax rate
1634
-47.45
12.97
0.12
0.03
1.31
-28.56 0.06
Source: Self Computation
Interpretation:
The descriptive statistics figures indicate that the usage of debt and equity varies widely
across the companies but on an average, the SME‟S uses around 1.4 times more debt as
compared to equity on an average. Profitability, Growth and Size vary widely across these
companies though Investment, Cash Operating Profit, Collateral, Non debt tax shield and
Effective tax rate remains more or less the same. From the table it can be observed that the
overall Profitability average is negative (-1.62), but the variability is also high (58.95). The
Growth average is positive (2.95) but the variability is in the higher side (108.13). Collateral,
Age, NDTS, COP and Effective tax rate average is positive with a less variability. The
maximum variation is observed in size of the organization which is calculated by averaging
of log (total assets). The default risk average turns to be negative (-.33) with a moderate
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variation (22.83).Liquidity in the other hand have positive mean (5.33) and the variability
also moderate (13.01).
Table 2:Correlation Matrix
D/E Ratio
D/E Ratio
1.000
Profitability 0.003
Growth
-0.001
Collateral
-0.012
Size
0.008
Liquidity
-0.007
Age
-0.013
NDTS
-0.002
Default risk 0.003
COP
-0.006
Tax Rate
0.038

Prof. Growth Coll.
1.000
0.001
0.028
0.003
0.014
0.002
0.006
0.989
0.823
0.003

1.000
0.010
0.012
-0.008
0.000
-0.101
0.000
-0.006
-0.001

1.000
0.076
-0.112
0.065
0.045
0.028
0.035
-0.042

Size Liquidity Age

NDTS

DR

COP

T.R

1.000
-0.012 1.000
-0.014 -0.024 1.000
0.012 0.035 0.011 1.000
0.003 0.011 -0.010 0.053 1.000
0.008 0.010 -0.001 0.029 -0.814 1.000
-0.002 -0.020 0.002 -0.021 0.001 0.012 1.000

Source: Self Computation
Interpretation:
A correlation analysis was performed to verify a possible association between and among the
variables, in order to verify whether there is any linear correlation between and among the
variables of interest of the study. The correlation matrix indicates that except for growth (.014), Collateral (-.0121) , NDTS (-.0018) , COP (-.0057) and liquidity (-.0068) and Age (.0132) all the other factors has positive correlation with debt equity ratio. The relationship
between the independent variables has not been very significant except for the relationship
between profitability and Default Risk (.9893), Profitability and COP (.8234) and COP and
Default Risk (-.8144). This shows that firms with greater Profitability have high default risk;
firms with greater Profitability have greater COP and firms having high COP having less
default risk.
Regression Analysis
The regression analysis is the process of constructing a mathematical model or function that
can be used to predict or determine one variable by another variable. In the regression model
the variable is to be predicted is called a dependent variable and the variables upon which the
dependent variables are depending is called independent variable.
Model R
R Square
a
1.000
.958
0.917
Source: Self Computation

Table 3: Model Summary
Adjusted R Square
Std. Error of the Estimate
0.917
0.936

Interpretation:
R - R is the square root of R-Squared and is the correlation between the observed and
predicted values of dependent variable. Here the R value is .958 which means there is a high
correlation between the observed and the predicted value of the dependent variable.
R Square – This represents the proportion of variance in the dependent variable (debt-equity
ratio) which can be explained by the independent variables (profitability, growth, collateral,
size, liquidity, investment, non debt tax shield, default risk, cash operating profit and
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effective tax rate). This is an overall measurement of the strength of the association and does
not reflect the extent to which any particular independent variable is associated with the
dependent variable. The value of R square is 0.917 which shows a high strength of
association between dependent and independent variables.
Adjusted R Square – This is an adjustment o the R Square that penalizes the addition of
extraneous predictors to the model. The value of Adjusted R Square is 0.917 which indicates
that if there is an addition of extraneous predictor to the model it will not add significant
predictability to the dependent variable.
Std. error of the Estimate – This is also referred as the root mean square error and it
represents the standard deviation of the error term and the square root of the mean square for
the residual in the ANOVA table.
Model

Table 4: ANOVA Table
Sum of Squares
df
Mean Square

F

Sig.

1

Regression
15764.014
10
1576.401
1800.535
.000
Residual
1420.966
1623
0.876
Total
17184.98
1633
Source: Self Computation
Interpretation:
F test is used to test whether the model is statistically significant. We look to the p-value of
the F-test to see if the overall model is significant. With a p-value of zero to three decimal
places, the model is statistically significant. The F observed value is 1800.535 and the F
critical value is 1.8307 at 5% level of significance. The decision rule is to reject the null
hypothesis if the observed F value is greater than the critical F value. The null hypothesis is
that the population means of the treated variables are equal. Here the observed F value is
greater than the critical F value. So the null hypothesis is rejected. Not all means are equal. It
implies that there is a significant difference between all the independent variables.
Table 5: Coefficients
Model
Un standardized
Standardized
t
Sig.
Coefficients
Coefficients
B
Std. Error
Beta
1
(Constant)
0.788
0.046
16.99
0
Profitability
-0.016
0.003
-0.296
-5.574
0
Growth
0
0
-0.004
-0.551 0.581
Collateral
0.314
0.11
0.021
2.86 0.004
Size
-0.00000383
0
0
-0.067 0.946
Liquidity
-0.008
0.002
-0.032
-4.385
0
Age
-0.455
0.322
-0.01
-1.414 0.157
NDTS
0.002
0.013
0.001
0.145 0.885
Default risk
-0.071
0.007
-0.497
-9.57
0
COP
-2.277
0.147
-0.195
-15.455
0
Effective tax rate
-0.014
0.018
-0.006
-0.805 0.421
Source: Self Computation
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Interpretation:
The first variable (constant) represents the constant, also referred as the Y intercept, the
height of the regression line when it crosses the Y axis. In other words, this is the predicted
value of debt equity ratio when all other variables are 0.
From the table coefficients, the B value tells us about the relationship of each variable with
the independent variable, i.e. debt equity ratio.
Profitability: The coefficient for profitability is -.016. So for every unit increase in
profitability, a 0.016 unit decrease in debt equity is predicted, holding all other variables
constant.
Growth: The coefficient for growth is 0. So for every unit increase in growth, no change in
debt equity is predicted, holding all other variables constant.
Collateral: The coefficient for collateral is .314. So for every unit increase in collateral, a
0.314 unit increase in debt equity is predicted, holding all other variables constant.
Size: The coefficient for size is -.0.0000038. So for every unit increase in size, a 0.0000038
unit decrease in debt equity is predicted, holding all other variables constant.
Liquidity: The coefficient for liquidity is -.008. So for every unit increase in liquidity, a
0.008 unit decrease in debt equity is predicted, holding all other variables constant.
Age: The coefficient for investment is -0.455. So for every unit increase in investment, a
0.455 unit decrease in debt equity is predicted, holding all other variables constant.
Non debt tax shield: The coefficient for non debt tax shield is +.0002. So for every unit
increase in non debt tax shield, a 0.0002 unit increase in debt equity is predicted, holding all
other variables constant.
Default risk: The coefficient for default risk is -.071. So for every unit increase in default
risk, a 0.071 unit decrease in debt equity is predicted, holding all other variables constant.
Cash operating profit: The coefficient for cash operating profit is -2.277. So for every unit
increase in cash operating profit, a 2.277 unit decrease in debt equity is predicted, holding all
other variables constant.
Effective tax rate: The coefficient for effective tax rate is -.014. So for every unit increase in
effective tax rate, a 0.014 unit decrease in debt equity is predicted, holding all other variables
constant.
The beta values have an associated standard error indicating to what extent these values
would vary across different samples, and these standard errors are used to determine whether
or not the B value differs significantly from zero. By standardizing the variables before
running the regression, one should put all of the variables on the same scale, and can compare
the magnitude of the coefficients to see which one has more of an effect.
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So the regression equation can be written as:
Debt equity = .788 - .016 Profitability + 0 Growth + .314 Collateral - 0.0000038 Size .008 Liquidity - .455 Age + .0002 NDTS - .071 Default Risk – 2.277 COP - .014
Effective tax rate
Hypothesis Testing:
Profitability:
The regression coefficient for the effect of profitability on the usage of debt is negative. The
theories are conflicting in relation to the influence of the profitability of firms on the level of
leverage. According to TOT, more profitable firms should use more debts, in order to take
advantage of the tax deductibility of interest. On the other hand, POT advocates that firms
follow a preferential order of financing sources, and that before seeking debts, they would use
resources generated internally. In this manner, the more profitable firms would tend to have
fewer debts. The results of the tests demonstrated a negative and not significant relation
between profitability and the leverage of firms, confirming TOT and accepting hypothesis 1
of this study (more profitable firm‟s exhibit lower levels of leverage). Thus according to this
study SME‟S in service sector in India uses more debt as their profitability decreases.
Growth
The Pecking Order theory suggests a positive relation between leverage and the growth level
of firms. Yet the Trade-Off theory suggests the opposite. However, adopting the growth of
sales as a proxy for the growth level of firms, the results of the tests demonstrated that the
coefficient of liquidity is 0, which indicates that the growth of a firm do not determine its
capital structure.
Collateral
TOT suggests a positive relation between leverage and level of collateral and the POT
suggests a negative relation between the two. Counteracting hypothesis 3, which was based
on POT (firms with higher levels of tangible assets exhibit lower levels of leverage), the
results demonstrated a clear positive association between Collaterals (measured by the sum of
fixed assets plus inventories), and debt equity ratio. Although several other studies (KREMP
et al., 1999; GAUD et al., 2005, BRITO and LIMA, 2003) proved to the contrary, the same
result was also obtained by Booth et al., (2001). Hence the hypothesis 3 is rejected.
Arguments from theories based on asymmetric information: - according to arguments based
on asymmetric information the positive relationship may be due to the fact that the firms that
own greater fixed assets can use it for mortgaging or used as security are expected to issue
more debt to take advantage of this. Secured debt is less expensive than equity and unsecured
debt when the managers have better information than external shareholders. Collateral
reduces the consequences of adverse selection because if the borrower defaults on the loan
the seller can sell the collateral.
Size
This variable captures the effect that small firms are subjected to higher bankruptcy risks as
compared to larger firms. TOT suggests a positive relation between the size of firms and the
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level of leverage. Adopting the value of log asset as a proxy for the size of firms, the results
of the tests confirm the TOT and reject the hypothesis 4. This can be due to the following
reasons: Small firms will prefer less debt because they are more likely to face financial
distress due to a higher variability of earnings.
 Small firms are excluded from the equity market because of higher asymmetries
of information.
 The stock price reactions to news are greater and the buy-sell price spread is
greater for small companies. The buy sell price spread can be seen as a
compensation for the uninformed investor trading with the informed investor. The
number of passive investors is limited due to the cost of monitoring small firms.
Liquidity
It has been argued that liquidity of the firm may have an influence on the choice between
internal and external financing. According to the pecking order hypothesis, firms with
financial slack (i.e. liquid assets such as cash and marketable securities) will prefer internal
sources to finance future investments. Accordingly, firms with higher liquidity ratio are
expected to have lower debt equity ratio. The results demonstrated a clear negative
association between liquidity and debt equity ratio. Hence the hypothesis 5 is accepted. Thus
according to this study SME‟S in manufacturing sector in India have higher liquidity with
less debt equity ratio.
Age
It has been argued that young firms are more likely to depend on debt instruments since they
do not have sufficient internally funds to finance new investment. This in turn suggests
negative correlation between age and leverage. On the other hand, aged firms have
established a good relation with banks and form good reputation through time. Accordingly,
they have better conditions and easier access to debt market than those new established. The
results demonstrated a clear negative association between Age and debt equity ratio. Hence
the hypothesis 6 is accepted. Thus according to this study SME‟S in manufacturing sector in
India have higher age with less debt equity ratio.
Non debt tax shields
The non debt tax shields show a significant negative relation with the debt equity ratio. Thus
the null hypothesis 7 is rejected. This may be because as the tax shields increases, firms tend
to use more debt capital since the interest is tax deductible and hence result in higher
profitability to the firm. This result is also in confirmation with the TOT theory. Arguments
from the static trade off theory: - The static trade off theory suggests that the optimal debt
equity ratio is found at the intersection between marginal benefits of interest rate tax
deductions and marginal expected bankruptcy costs.
Default Risk
It has been commonly argued in the literature that as debt involves commitment of periodic
payments, firms with high variability in earnings have a greater risk not to meet their debt
obligations, so increasing the probability of default. Thus, lenders will be less willing to lend
or will charge a higher risk premium since they will have a greater probability of losing their
money. Empirically, the analysis of prior studies shows that risk is significantly inversely
correlated with debt ratios. The results demonstrated a clear negative association between
default risk and debt equity ratio. Hence the hypothesis 8 is accepted.
Cash Operating Profit:
It has been pointed out earlier that agency theory argues that debt reduces the amount of free
cash flow available to managers to undertake personally beneficial activities since it commits
the firm to pay out cash (Jensen, 1986). This theory, therefore, suggests a direct relationship
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between free cash flow and leverage. However, if free cash flow is representing the capacity
of the firm to generate internal resources, then a negative relationship between free cash flow
and debt levels is expected (pecking order theory). The results demonstrated a clear negative
association between default risk and debt equity ratio. Hence the hypothesis 9 is accepted.
Effective Tax Rate:
The gains from borrowing increase with the rate of tax. Therefore, a positive relationship
between the effective tax rate and Debt Equity Ratio is expected. However, the implication of
tax on capital structure choice depends upon the tax policy objectives especially when the tax
system is designed to favor the retention of earnings against dividend payout, or vice versa.
The results demonstrated a clear negative association between effective tax rate and debt
equity ratio. Hence the null hypothesis 10 is rejected.
Findings:
A research work‟s success ultimately depends on its findings. The results of the study show
moderate support for the trade-off theories of capital structure. Little evidence was found in
favour of the pecking order capital structure policy model.
 The descriptive statistics figures indicate that the usage of debt and equity varies
widely across the companies but on an average, the SME‟S uses around 1.4 times
more debt as compared to equity on an average. Profitability, Growth and Size vary
widely across these companies though Investment, Cash Operating Profit, Collateral,
Non debt tax shield and Effective tax rate remains more or less the same. It can be
further observed that the overall Profitability average is negative (-1.62), but the
variability is also high (58.95). The Growth average is positive (2.95) but the
variability is in the higher side (108.13). Collateral, Age, NDTS, COP and Effective
tax rate average is positive with a less variability. The maximum variation is observed
in size of the organization which is calculated by averaging of log (total assets). The
default risk average turns to be negative (-.33) with a moderate variation
(22.83).Liquidity in the other hand have positive mean (5.33) and the variability also
moderate (13.01).
 A correlation analysis was performed to verify a possible association between and
among the variables, in order to verify whether there is any linear correlation between
and among the variables of interest of the study. The correlation matrix indicates that
except for growth (-.014), Collateral (-.0121), NDTS (-.0018) , COP (-.0057) and
liquidity (-.0068) and Age (-.0132) all the other factors has positive correlation with
debt equity ratio. The relationship between the independent variables has not been
very significant except for the relationship between profitability and Default Risk
(.9893), Profitability and COP (.8234) and COP and Default Risk (-.8144). This
shows that firms with greater Profitability have high default risk; firms with greater
Profitability have greater COP and firms having high COP having less default risk.
 The regression coefficient for the effect of profitability on the usage of debt is
negative. The results of the tests demonstrated a negative and not significant relation
between profitability and the leverage of firms, confirming TOT. Thus according to
this study SME‟S in service sector in India uses more debt as their profitability
decreases.
 Adopting the growth of sales as a proxy for the growth level of firms, the results of
the tests demonstrated that the coefficient of liquidity is 0, which indicates that the
growth of a firm do not determine its capital structure.
 TOT suggests a positive relation between leverage and level of collateral and the POT
suggests a negative relation between the two. The results demonstrated a clear
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positive association between Collaterals (measured by the sum of fixed assets plus
inventories), and debt equity ratio.
The variable size captures the effect that small firms are subjected to higher
bankruptcy risks as compared to larger firms. TOT suggests a positive relation
between the size of firms and the level of leverage. Adopting the value of log asset as
a proxy for the size of firms, the results of the tests confirm the TOT.
It has been argued that liquidity of the firm may have an influence on the choice
between internal and external financing. According to the pecking order hypothesis,
firms with financial slack (i.e. liquid assets such as cash and marketable securities)
will prefer internal sources to finance future investments. Accordingly, firms with
higher liquidity ratio are expected to have lower debt equity ratio. The results
demonstrated a clear negative association between liquidity and debt equity ratio.
It has been argued that young firms are more likely to depend on debt instruments
since they do not have sufficient internally funds to finance new investment. This in
turn suggests negative correlation between age and leverage. On the other hand, aged
firms have established a good relation with banks and form good reputation through
time. Accordingly, they have better conditions and easier access to debt market than
those new established. The results demonstrated a clear negative association between
The non debt tax shields show a significant negative relation with the debt equity
ratio. This may be because as the tax shields increases, firms tend to use more debt
capital since the interest is tax deductible and hence result in higher profitability to the
firm. This result is also in confirmation with the TOT theory.
It has been commonly argued in the literature that as debt involves commitment of
periodic payments, firms with high variability in earnings have a greater risk not to
meet their debt obligations, so increasing the probability of default. Thus, lenders will
be less willing to lend or will charge a higher risk premium since they will have a
greater probability of losing their money. Empirically, the analysis of prior studies
shows that risk is significantly inversely correlated with debt ratios. The results
demonstrated a clear negative association between default risk and debt equity ratio.
It has been pointed out earlier that agency theory argues that debt reduces the amount
of free cash flow available to managers to undertake personally beneficial activities
since it commits the firm to pay out cash (Jensen, 1986). This theory, therefore,
suggests a direct relationship between free cash flow and leverage. However, if free
cash flow is representing the capacity of the firm to generate internal resources, then a
negative relationship between free cash flow and debt levels is expected (pecking
order theory). The results demonstrated a clear negative association between default
risk and debt equity ratio.
The gains from borrowing increase with the rate of tax. Therefore, a positive
relationship between the effective tax rate and Debt Equity Ratio is expected.
However, the implication of tax on capital structure choice depends upon the tax
policy objectives especially when the tax system is designed to favor the retention of
earnings against dividend payout, or vice versa. The results demonstrated a clear
negative association between effective tax rate and debt equity ratio.

Conclusion:
This study investigates the determinants of capital structure of SME‟S manufacturing
organizations. Measures of the traditional factors that are hypothesized to affect financing
decisions include profitability, growth, collateral, size, liquidity, age, non debt tax shields,
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default risk, cash operating profit and effective tax rate. The study shows overall evidences
in support of Trade off theories of capital structure.
The study reveals a positive and significant relationship between Collateral and non debt tax
shields. More profitable firms use more debts, in order to take advantage of the tax
deductibility of interest. The firms that own greater fixed assets can use it for mortgaging or
used as security are expected to issue more debt to take advantage of this. Secured debt is less
expensive than equity and unsecured debt when the managers have better information than
external shareholders.
The results of this study have delivered some insights on the capital structure of Indian
SME‟S. The issue of capital structure is an important strategic financing decision that firms
have to make. Clearly, the Trade off Theories appears to dominate the Indian SME‟S capital
structure story. It is therefore important for policy to be directed at improving the information
environment. Policy makers should place greater emphasis on the facilitation of equity capital
since it provides a base for further borrowing, reduces businesses‟ sensitivity to economic
cycles, and provides unquoted firms with access to syndicates of private and institutional
venture capital suppliers.
It is appropriate to establish financing schemes to assist SME‟S in specific industries, those
owned by women and those located outside the capital. Considering that export-oriented
firms and limited liability companies have easier access to finance, firms should think about
entering the international markets. Since tax rates affect SME‟S financing decisions to a great
extent, policy makers should encourage SME‟S by giving tax concessions. The forces
working on firms‟ capital structure in other countries also work in a quite similar way in
India.
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