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AN EMPIRICAL STUDY OF THE
OF MAI.{YSIAN USTED FIRMS

Dr. Annuar Md Nassir*
Dr. Shamsher Mohamad

CAPITAL STRUCTURE

1. INTRODUCTION

Most primary evidence on capital stuciure is based on firlns in developed capital markels

(Hanada (1976), Myers (1977. 1981), Killl and Sorensen (1986). Gordon and Malkiel

(1986)). Capiial structu€ is defned as the mix of debi. equiry and hybrid securitie! issued

by a finn ro finance its operatjons. Capital struclurc is an inponant vnriable fbr decision

making within the tum ali we as decisions of organisations outside the tum. To date, there

is hardly any evidence conceming the capital slructure issue dnd its various aspccts using

data relating to Malaysian Listed films. This study attempts to document the vrrious aspects of

the firm's capital sfucture in a represeniative sample of sixty lirms iiom five seciors which are

continuously traded on The Kuala Lunpur Stock Exchan-se (K'ISE) from 1975 to 1989. The

difterence in flImJ capital -sauclure across sectors is assessed. the efTect of the voiatility of

eamings on capitrl shucture and the relationship between lyrtemalic risk ,nd capilai stucture

,re also eramined. However. this study does nol address the issue of opnmal capltal sffrcnlre

but explores the Foblem in the Malaysian context-

2. PREVIOUS STLTDmS

Thc nain objeciive of tums is to maximise thei. curent n1lrkel value, which is deteflDned by

theif investment programs. Iftaxes and liquidation costs dre ignorcd, lbe financing of lhe inlestrnent

programs becones a sepamle and unimportant decision (Dobins and Plke (1979)) A finn can

rcsolt to bonowings or equiry capitll to finance lts nvestnents.

Equiry is more risky than debt and ralional investors will expect a higher mte of rctum on

eouiiv. Bonowins is a low cost altemative. In a world with taxalion and transaction
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3. DATA AND METHODOLOGY
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A sample of sixty liims from Lhe industrial (n=30), pjanrarion (n=10). rin (n=5).

properties (n=10) and finance sectors (n=5), all conrinuously rraded on The KLSE from

January 1975 to December 1989 were chosen. The finns were rmdomly chosen md the inirial

sample was larger ihan 60 but some firms were dropped from the sample due to inconptere

infonnation for analysis. AII films had financial year ending in Decenber.

According to capital structure theory, the higher the levels oI debt the higher rhe financiat risk

(due to higher costs of financial dist€ss) bome by common stock holderu. Fjnanciat dsk

relates lo the volatiUty of the eamjngs stream drat accrues to common srock hotders. ceneralty,

the higher the rclative amoun! of deb! (i.e the higher lhe financiat leverage) in rhe capital

structure, the larger the volaiility of net eamings ,nd thereforc the higher the financiat risk

associated wrth common stocks. The financial leverage is rneasurcd by thc ratio of debr to equity

(D/E) or the rafio of debt to lotal asset (D/A) using market or book vatues. In rhis srudy. rhe

ratio of the total debt (cxcluding trade creditors) ro equity and the ratio of rorat debt to rotat

asset is measured using book values. The reason for using book vatue! beins ihat only e

n noriry of the 295 (December 1989)'lisled firms in Mllaysia have public debt issues anc

the interest rates are relatively stable for rhe period of study with few excelrions. Thus

the book valuc of debr is unlikely to differ substantially konr the market lalue of debt. In
detennining the debr-equity ratio, owners' equiry is neasufed as an annual average of the

product of llle number of shares ortstanding and the year-end share pdce. In determining the

clebt-asset ratio, lbe total asser figure is obrained as repoied in the financirt statemenrs oi

the rcspective llrrns. The alerage ratio for each year is estimated by takins a simpte average

of the ratio over ihe 15-year period for each firm. To assess the slability of the rarjos

wilhin and b€tween secton, the 15 yea$ rest period was arbirraril) divjded into rlrrce sub,

pedods and thc analysis of variance was applied to tesr the null bypothesis of no ditrercnce in

the means wifiin and between sectoN over rhe sub-perlods.

In ascerlaining rhe association between capilal structure and systemalic dsk of llsred filmq

both the ordinary least squares (OLS) and the FowleFRorke (FR) neasurcs of lystemaric risk

I There are 335 listed fllms on the main and the sccond board of KLSE wilh estimared worrh RMl70.5
hillion rs ol February t992.
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than one (1.04 and 16.29 respectively) for the 15 years period while the plantation sector has the

lowest avenge DE ratio (0.39). The low DE ratio for lhe plantalion sector is probablv due !o lack

of reinvestment in the seclor which in tum is related 10 fte depressed commodity prices and lie

increasing role of the industdal seclor as a catallst of gro\'!'th in dre Malaysiln economy This

sector also pays a high dividend per sharc (Armuar and Shamsher (1992(a)) The overall average

D/E for the live industries over rhe period of study is 1.18 (Table 2) A one-way analysis of variance

yielded an F statistic with a probability value less than 0 0001,lhcreby rejecling dle hypothesis that

the mean leverage was ihe same across industrjes. The F-statistic (without the finance seclor) yields

a probabiliry value of less than 0.05. The results are consistent wiih lhose observed by

DeAngelo and Masulis (1980) in ihe United Slates Table I also apparentlv shows that the

leverage of lirms in Malaysia is industry-specific, which means lhat the capital slructure

between finns in different industries is maintained oler lhe 15 years period However'

findings from Table 3 suggesr that apart from the finance sector, there is a significant

diference in the leverage ratios of films within (sub penod F statistics) and berween each

sector (Table 1 F-staiisric of 34.23) orer the 15 yeds period

TABLE 1

DEBT-EQUTIY RATIOS OF MALAYSIAN FIRMS ACROSS INDUSTRIES,
l97s-1989 (r.- = 60)

lndustiisl hoperties Tin

r915
r916
t911
1978
r9'79
1980
i981
t982
1983

1984
1985

1986
1987
1988
1989

0.84
0.85
0.84
0.85
0.94
Lr5
1.31

t.2:7
0.9,1

0.91
1.04
1.19
l.3l
1.06
1.04

0.58
0.42
0.36
0.36
o.6'7

o.42
0.38
0.36
0.61
0.50
0-53
0.66
0.89

0.9'7

0.34
4.32
0.3.1

0.32
o.29
o.29
0.16
0.t2
0.43
0.5,1

0.30
0.55
0.51
o.62
0.89

0.53
0.55
0.50
0.60
0.57
0.69
0.64
0.57
0.51
0.45
0.1r
0.11
0.20
0.15
0.15

ro.11
12.11
13.93
16.58
24.14
31.81
35_14

23.53
r2.59
13.09
17.30
19.23
19.99
13.35
13.94

'si-
S,:r.a':,

I A r::r.

\I:la\::a:

Average 1.0,1

F-stalistic 34.23+

0.62 0.39 t6.290.43

* Significani at 5 percent level
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I iiil c3(ii) Stability of the leveras€ ratioc

Table 3 sunmaiises the D/E and D/A ratios for the ihree sub periods classilied into sectors and

overall caregory. The tbree sub periods were arbitrarily chosen to test the stability of *le ratios over

lime. Except for the nnance secior, the F-statistics indicare ihat the ratios for all other sectom are

not stable over time. The srability of the D,€ and D/A ratios of the finance secror is due to close

regulaiion of this sedor by the govemmenl ihrough the central bank, especially with regad to the

capital requirements of firms in this sector. Consistent wirh the findings in Table 2, there is a

signilicanr differcnce in the ratios within and between sedols. This instability implies lhat firms.

in then bid to finance inveslnent programs. adjust then leverage ratios in response to the

changes in the economic envirornnent. Foi example, the recession (1975-1976) and narket

crash years (1985 and 1987) and scandals (i.e BMF ajd Pan El) do affect dle availabilry of

debt and equiry finance and the abiliry of finns to resort to such financing. These findings arc

inconsistent .riii the theory of optimal capital slructure based on firms in developed ma*ets

which posits that fiIms in each sector and lhe overuIl category seems to maintain a stabie

leverage ratio over time (Ariff and Johnson (1990)).

TABLE 3

AVERAGE DEBT EQUTIY (D,E) AND DEBT-TOTAT ASSETS (D/A) RATIOS

FOR THE VARIOUS SUB PERIODS: 1975 1989 (N = 60)

Sectors t9'75 t979 1980-1984 F-statistic

D:b: :

Deb: l

1985 1989

lndustial

Plantation

Tin

DIE
D/A

DlE
D/A

DIE
D/A

D/E
D/A

D,E
D/A

0.864
0.408

0.,178

o.284

0.322
o.226

0.55
0.338

14.766
0.93

1.128
0.468

o.454
o.296

0.308
0.178

0.s'72
0.306

23.352
0.95

1.128
0.5

0.9
0.336

0.574
o.242

0.261
0.268

16;763
o.942

5.21*
19.39*

5.93*
4.60*

,1.68*

6.49*

6.27*
10.05+

2.81
2.46

\\ h:r D

:={.16:

il:; .,re-

r9sl . r
r_mllr $ h

The r'inLi:r

Overall
(All

D,€
D/A

5.163
0.14

2.8,1*
1. t3

3.926
0.458

3.396
0.431
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Def,..:i

D::i L

Dea: i

predicted ie rhat changes in leverage causes changes in eaftings volatility. These findings imply

the conseNative attitude of Malaysian flnns as they resort to leverage only when eamings are

stable, and are further constained by lhe requirements of the financial instirudons which

advance loans at reasonable costs only to lrms with stable eamings. Also, d1e readily and

relatively easily available equily financing over debt financing, as evidenced by the mrny

fold increase in righrs and new issues by listed lmns during the period of study (Amuar and

Shamsher (1992(b)) substantiates further the findings in Table 5. This parLially explains

the relarively low leverage ralios of Malaysian listed firms compared to those in other

TABLE 5

CAUSALITY TESTS OF EARNINGS VARIABILITY AND LEVERAGE OF

LISTED FIRMS

M
..sr,=ct^+ /)a r, +L,

M

\ =13,,+L lt,Y, I 4 X,.t + lt

:.-.:!.:'.1]

N*I
Direction Lags F-statistics

Eamings -- Debt€quit]
DcbrEquity '..' Emings
Eamings DebrAsset
Debt/Asser : Eamings

1
4
4

55.86*
0.136
1.2t6
0.425

* Signiflcant al 1 percent level

(iv) Capital structure and mark€t dsk

Hamada (1972) suggests that ihe higher the leverage of a firm the higher would be iis

systematic risk. If dis is indeed true. then a significant positive relationship between rhe

systematic risk and the capital slrucnue of firms should be observed. The regression rcsults

are Fesented in Table 6'?.

: Sirnil.r but no1 idenlical results were obseFed using OLS b€tas.

6- CO]
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