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Abstract

Inappropriate capital structure is one of the reasons the company goes into financial distress.
Recently the average number of companies went bankrupt in Malaysia were increasing over the
years. This also has been followed by increasing in the number of unlisted companies in KLSE.
Therefore, it could be concluded that the number of companies went through financial distress in
Malaysia becoming higher. The overall objective of the study is to find the effect of capital structure
on the financial distress of non-financial companies listed in KLSE. Several independent variables
which were financial leverage, debt maturity, equity structure, and asset structure had been taken
into account to represent capital structure, and Altman Z-score used as the measurement of financial
distress. Quantitative along with secondary data has been employed in this study extracted from 74
non-financial companies’ financial statements published in KLSE from 2013 — 2017. OLS linear
regression has been employed to help in answering the hypotheses. The study discovered that
financial leverage, external equity, and assets tangibility has a negative and significant relationship
towards financial distress, besides internal equity has a positive and significant relationship towards
financial distress. However, debt maturity has a positive but insignificant relationship towards
financial distress.

Keywords: Capital Structure, Financial Distress, Financial Leverage, Debt Maturity, Equity Structure,
Asset Structure and Sales Growth
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Introduction

Background of the Study

In recent years, many of corporate failures cases have been taken place, such as American
International Group Inc., Philipp Holzmann, Enron, WorldCom, Swissair, Parmalat, and Bank of Credit
and Commerce International (BCCl), which these give a reminder that giants and famous companies
also could get into financial distress and bankruptcy. This leads to the concern of the corporations’
financial health especially for the investors, and attracts many researchers to find the possible
prediction for financial distress or bankruptcy of the corporate entities (Samanhyia, Oware, &
Yaansah, 2016). Financial distress can be avoided by firms through optimal strategies and financial
decisions which in turn will help them in achieving their goals and encouraging their growth as well
as the economy of the country (Turaboglu, et al., 2017). Besides, many of researchers) (Bei &
Wijewardana, 2012; Kristanti, et al., 2016; Mwangi, et al., 2014; Turaboglu et al., 2017; Zeni & Amir,
2010) also mentioned that the main cause of financial distress is inappropriate of financial decisions,
which mostly refer to the capital structure of the firm itself. Financial distress referred to the situation
where the obligations could not be met by the organisation when it matured (Tin & Nga, 2017).
Capital structure defined as how the company is funding its businesses through the combination of
debt and equity (Chadha & Sharma, 2015). Mwangi, et al. (2014) stated that whether there is an
optimal capital structure in the firm, it is one of the important things where the investors and
management pay attention at. In addition, Rajkumar (2014) explained that in order to meet the
optimal capital structure, the firms’ management has to make sure that increases in the debt or
equity should not decrease the value of the company.

Moreover, review of literature shows that capital structure still the most debateable element that
could affect the financial distress level of the company. Studies carried out by Akhtar, et al. (2012),
Gameel & El-Geziry (2016), Kazemian, et al. (2017), Khaliq, et al. (2014), Kumar (2017), Velnampy
(2013), Vithessonthi & Tongurai (2013) have found that increasing in debt instrument could increase
the financial distress level of the company. However, Abu-Rub (2012) and Bei & Wijewardana (2012)
found that increase in debt could decrease the financial distress level of the company. Moreover,
Modigliani & Miller (1958 (a)) and Pratheepkanth (2011) concluded that capital structure does not
has any affect towards firm’s financial distress kevel. Besides, the various results among the empirical
studies could be explained by the different variables, measurement and target country that had been
observed. Given this situation, it is necessary to undertake further observation on this area directly.

Statement of the Problem

According to Al-Khatib & Al-Horani (2012), the researchers explained that global financial crisis
happened in 2008 had resulted in many public listed companies in around the world were
experiencing financial distress and ended with bankruptcy which in turn most economies around the
world suffered financial disasters and setback. As a result, economists, financial analysts, and
researchers debated the continuity of some companies and their ability to survive the financial
distress and, thus, leading to the emergence of great interest to find the best methods and financial
indicators that can help in the prediction of financial distress companies. Thus, this motivate the
authors to take further study on this field. Financial distress seems to be an alarming issue in Malaysia
lately, whereby according to figure 1.0, it shows that from 1998 until 2015, the corporate bankruptcy
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in Malaysia has an average of 1249.71. Besides, the statistic also shows that there is an increasing
bankruptcy rate trend in Malaysia over the years.
Figure 1.0 Malaysian Bankruptcy Statistic

Source: (Trading Economics, 2018)

This trend of increasing in bankruptcy added by the financial crisis happened in 2008 also following
by increasing the number of unlisted public companies in KLSE, which shown in the following figure
2.0.

Figure 2.0 Bursa Malaysia No. of Companies - Total

Malaysia Bursa Malaysia: No of Companies: Total
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Source: (CEICdata, 2018)
However, less studies have been done in Malaysia. Many of them (Alifah, 2014 (b); Foo, et al. 2015;
Khaliq, et al., 2014; and Noor, et al., 2012) have studied on factors as the indicators to measuring the
financial distress but did not take many capital structure’s variables into account. Such as financial
leverage whereby Bei & Wijewardana (2012) indicated that financial leverage helps company to
improve its growth as financial leverage provides additional funds. Besides, Kristanti, et al. (2016)
discovered that financial leverage would increase the risks of the company to experience distress.
Additionally, Velnampy (2013) found that the longer the maturity of the debt, the more money could
be invested by the company. In contrast, Hatem (2017) revealed that longer debt maturity, the riskier
the company caused by the obligations and the possibility of fluctuations on the company’s
performance. Consequently, Asset structure which is tested by Leonard & Mwasa (2014) also shows
that high amount on tangible assets’ account could bring high costs to the company if it does not
utilise maximally. In another hand, Ezeoha (2008) explained that company with higher tangible assets
will have a higher capability to borrow and reinvest in its business. Moreover, equity structure also
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play an important role, whereby Torre, et al. (2015) found that external equity will gives more
pressure to the management and lead to increase in company’s performance. Conversely, Barosso-
Castro, et al. (2015) stated that managers will feel more flexible in reinvesting the funds if there is
more internal equity instead of external equity.

Added by the contradictions in empirical observations resulted in inconclusive outcomes and also
increasing the bankruptcies in Malaysia which followed by the decreasing trends in public listed
companies in KLSE, hence, it shows that there is a need to carry out further study in this area in
Malaysia. The results of this study hope could help financial decision makers in the organisation to
utilise the capital structure. Also investors and creditors in evaluating the financial distress level
before investing their money in non-financial firms in KLSE. Regulatory policies such as government,
capital market regulator and other policy in formulating appropriate mechanism which are necessary
to continuously monitor and assess the financial condition of the listed companies.

Research Objectives
The study has the general intention to find the effect of capital structure on the financial distress of
non-financial companies listed in KLSE. In fulfilling the general objective, the study will be guided by
the following specific objectives:
e To identify the effect of financial leverage on the financial distress of non-financial companies
listed in KLSE.
e To inspect the effect of debt maturity on the financial distress of non-financial companies
listed in KLSE.
e To examine the effect of equity structure on financial distress of non-financial companies
listed in KLSE.
e To determine the effect of assets structure on financial distress of non-financial companies
listed in KLSE.

Literature Review

Theoretical Review

Several empirical theories were described in order to provide insight on the relationship between
capital structure and financial distress.

MM Theory or Capital Structure Irrelevance Hypothesis

The hypothesis which has been established by Modigliani and Miller in 1958 has started the modern
theory of capital structure. The authors developed that capital structure does not affect firm
performance. Several assumptions have been considered into their hypotheses whereby market is
fully efficient, there is no taxes and transaction costs, firms are operating in the same risk
environment, borrowing costs for each companies and investors are no different, the dividend pay-
out is 100 percent and no effect of debt on tax advantages (Ahmeti & Prenaj, 2015; Modigliani &
Miller, 1958 (a)).

However, many critics have come out on this theory. According to Abeywardhana (2017), the author
stated that the important contribution on the criticism of this theory was from the study conducted
by Hirshleifer (1966) and Stiglitz (1969). Hirshleifer (1966) proved that market is not running perfectly,
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therefore, there must be cost of capital in every company. This also supported by Mondher (2011)
evidenced that not all company around the world will distribute its profit 100 percent for dividend
payment. Moreover, Stiglitz (1969) showed that in the real life, firms do not operate in homogenous
business environment. The author also argued that firms and individual investors do not have a same
level in market rates when borrowing. This also supported by the finding from Nenu, et al. (2018),
whereby cost of debt of the firm is depending on its creditability and image.

Trade-off Theory

Modigliani and Miller (1963 (b)) have realized that taxes are exists in the real world, the authors have
re-structured their irrelevant hypothesis and came out with the conclusion that capital structure is
actually affect the value of the firm. The authors explained that the interest expenses consisted in
debt financing can be used for lowering company’s tax expenses, hence, it might help the company
to generate extra cash inflow (Ghazouani, 2013; Liu, 2017).

Agency Cost Theory

Jensen & Meckling (1976) has established agency theory. The theory explains that managers as the
agent will not always work on the behalf of the principal, shareholders resulted in agency costs. Thus,
the theory suggests that through increasing the leverage of the firm, it can help the firm to reduce its
agency costs as the managers need to perform effectively to generate more profits from the amount
borrowed in order to meet the obligations in the future, and creditors will monitor the managers
performance as well, to make sure the firm does not default on its obligations (Grigore & Stefan-
Duice, 2013; Igbal, et al., 2012).

Pecking Order Theory

Pekcing-order theory has been established by Myers & Majluf (1984) whereby the theory explains on
the hierarchy of capital sources which the company will go first and to the last option. There are three
sources of capital which are internal source referring to retained earnings, and also external sources
referring to issuance of debt and equity (Abeywardhana, 2017). The theory states that due to there
is information asymmetry and transaction costs (Culata & Gunarsih, 2012; Dada, 2015; Myers &
Maijluf, 1984; Singh & Kumar, 2012), therefore the internal source should be the first choice for the
company when it wants to raise its capital because it is more favourable due to free from cost
incurred from information asymmetry, and followed by debt and the last one is external equity
(Myers & Maijluf, 1984; Sharar, et al., 2015; Sigh & Kumar, 2012; Tsuji, 2011).
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Conceptual Framework
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Independent Variables Control Variable Dependent Variable

Empirical Literature
Financial Leverage and Financial Distress
Kumar (2017) defined financial leverage as on how extend the company uses fixed-income source of
capital (debt and preferred stock) in relation to the equity within the capital structure. Several
empirical studies conducted by Gameel & El-Geziry (2016), Kazemian, et al. (2017), Kumar (2017),
Khalig, et al. (2014), Rouf, (2015), and Vitheesonthi & Tongurai (2013) have discovered that financial
leverage has a negative and significant relationship towards financial distress. In another hand, this
finding is not in line with few empirical researchers who found there is a positive and significant
relationship between financial leverage and financial distress such as the study conducted by ), and
Abu-Rub (2012), and Bei & Wijewardana (2012). However, Pratheepkanth (2011), and Wabwile, et
al. (2014) revealed that there is no significant relationship between financial leverage and financial
distress. Therefore, due to majority of previous researchers have found there is a significant
relationship between the financial leverage and financial distress, this study will assume as follows:
Hi1: Financial leverage has a significant effect on financial distress of nonfinancial firms listed in KLSE,
in Malaysia

Debt Maturity and Financial Distress

Hatem (2017) defined debt maturity as how long the company has to pay back the amount of money
that they borrowed to the lenders which divided into short and long-term debt. Previous empirical
studies which have been completed by Lau, et al. (2016), Lee & Dalbor (2013), Ogbulu & Emeni (2012),
Ogundipe, et al. (2012), and Vatavu (2015) have revealed that there is a positive and significant
relationship between debt maturity and financial distress. Conversely, Abeywardhana & Magoro
(2017), Appiadjei (2014), Hatem (2017), and Yazdanfar & Ohman (2015) have found contradict result
whereby there is a negative and significant relationship between debt maturity and financial distress.
Besides, Jayidding, et al. (2017) and Vatavu (2015) had discovered that there is no significant
relationship between debt maturity and financial distress. Therefore, due to majority of previous
researchers have found there is a significant relationship between debt maturity and financial
distress, this study will assume as follows:
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H12: Debt maturity has a significant effect on financial distress of non-financial firms listed in KLSE, in
Malaysia.

Equity Structure and Financial Distress

Kihooto, et al. (2016) defined equity structure as the mixture of internally (retained earnings) and
externally (issued shares) generated funds used in financing business operations. There were mix
discovered results from empirical sturdies whereby some of them (Barosso-Castro, et al., 2015;
Bassey, et al. 2016; Chidiebere, et al., 2014; Kihooto, et al., 2016; Thirumalaisamy, 2013) have
uncovered internal equity has a positive and significant relationship towards financial distress, and
external equity has an opposite relationship. On the other side, these empirical studies’ result do not
similar with the studies have been implemented by Ahmed & Hadi (2017), Sciacscia & Mazzola (2008),
and Torre, et al. (2015) which found out that external equity has a positive and significant relationship
towards financial distress. Nevertheless, Manzaneque, et al. (2016) noted that there is no significant
relationship between equity structures towards financial distress for their study. Therefore, due to
majority of previous researchers have found there is a significant relationship between the equity
structure and financial distress, this study will assume as follows:

H13: Equity structure has a significant effect on financial distress of non-financial firms listed in KLSE,

in Malaysia.

Asset Structure and Financial Distress

Leonard & Mwasa (2014) defined asset structure as on how extent the company invest in their assets,
either intangible or tangible assets. Several empirical studies which have been accomplished by
Chadha & Sharma (2015), Cuong & Thang (2015), Leonard & Mwasa (2014), and Muritala (2012) were
revealed that here is a negative and significant relationship between tangibility towards firm
performance. At the same time, the studies also oppose with empirical studies conducted by Ezeoha
(2008), Harc (2015), Mwaniki & Omagwa (2017), Olatunji & Adegbite (2014), Setiadharma & Machali
(2017), and Xu & Xu (2013) which discovered there is a positive and significant relationship between
tangible assets and financial distress. However, Okwo, et al. (2012) found a dissimilar result whereby
there is no a significant relationship between tangible assets and financial distress. Therefore, due to
the majority of previous researchers have found there is a significant relationship between assets
structures towards financial distress, this study will assume as follows:

Hi4: Asset structure has a significant effect on financial distress of non-financial firms listed in KLSE,

in Malaysia.

Financial Distress

The first researcher who intended to study the predictors on financial distress was Beaver in 1966.
Besides, due to univariate analysis model that had been used by the author, the model which has
been established got so many critics. In response to those critics, Altman in 1968 has employed
multivariate discriminant approach to financial distress prediction. Several models have been
established accordance to the economy development of the country and industry, whereby the
model known as Altman Z-score. In addition, this model was applied to test both Enron and
WorldCom cases and the result were both companies in the danger zone in June 2001 before they
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are going to bankrupt (Altman & Hotchkiss, 2010). Begovic, et al. (2014) and Lubawa & Louangrath
(2016) added that this model has more than 85% accuracy on bankruptcy prediction, and it still the
most popular technique in business failure identification.

Methodology

Research Design

Panel quantitative research design has been employed in this study, as the data was being analysed
was the financial ratios of the company which is quantitative in nature and measureable through
number. Cross-sectional and time series of the units being studies are required resulted the study
chose panel data as the time horizon.

Target Population and Sample Size

The population of the study comprised the non-financial firms listed in KLSE which is 768 companies.
There are several reasons on excluding financial firms into the population. Firstly is because there are
tight regulatory controls regarding to the capital holding and liquidity requirements from the
government. Furthermore, off-balance sheet policy is likely being applied by the financial institutions
whereby it because not all the assets and liabilities are belong to the financial firms. Hence, it also
can be concluded that the characteristics of financial and non-financial firms are different in nature.
Thus, these conditions might distort the study’s findings and conclusions (Altman, 2000; Muigai &
Mutiso, 2018). Therefore, because it just focusing on non-financial firms, judgemental sampling
under non probability sampling method has employed and randomly 74 non-financial firms will be
selected.

Data Collection Procedures

In order to help the study to reach its objectives, data from financial statements of individual non-
financial firms during the five years period (2013-2017) is needed, hence, secondary data has been
used in this study. Therefore, annual reports which have been published in KLSE Exchange became
the source of the data collection of this study.

Data Analysis

Microsoft excel was used to compute the ratios for each variables of the observed company for every
year (2013 — 2017). Descriptive statistics were employed to profile the pattern of observed
companies. Moreover, several diagnostics tests were employed in order to test the validity of the
observed data before employ the regression analysis. Lastly, panel regression analysis using Eviews
version 10 was employed to test the relationship and significance between the independent variables
and dependent variable. The significance level of the study was on 5 percent level.
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Measurement of Study Variables
The table below shows how the variables were measured in the study
Table 1.0 Measurement of the variables being studies

Variables Measurements Adapted from
Independent

Variables

Financial Leverage Rouf (2015)
Total equity (TE) Total equity/ total assets

Total debt (TD) Total liability/ total assets

Debt maturity Lau, et al. (2016)
Short-term debt Total current liability/(total current liability +

(STD) total current non-liability)

Long-term debt Total Non-Current Liability / (Total Current

(LTD) liability + Total Current Non-liability)

Equity Structure Torre, et al. (2015)

Internal Equity (IE)  (Retained Earnings + Reserves) / Total Equity
External Equity (EE) (Paid-up share capital + share premium +
minority interest) / Total Equity
Asset Structure Cuong & Thang
(2015)

Tangibility (TANG)  Total Fixed Assets / Total Assets
Control Variable
Sales Growth (SG) (Salest— Salest.1)/Salest.1

Dependent Begovic, et al.
Variables (2014)

Financial Altman’s Z-score Model for the emerging

Distress(FD) market

Z-score =3.25 + 6.56X1+ 3.26X2+ 6.72X3+ 1.05X4
Whereby: Z — Score is the financial distress index for emerging market
X1 is the ratio of working capital to total assets
Xz is the ratio of retained earnings to total assets
X3 is the ratio of earnings before interest and tax to total assets
X4 is the ratio of book value of owners’ equity to book value of total liabilities
Zone Discrimination: Safe zone: Z-score > 5.85, Grey zone: 4.15 < Z-score < 5.85, Distress Zone : Z-
score <4.1

Empirical Model Specification
The regression model which has been estimated by the study to determine the relationship between
the independent variables and dependent variable individually, shown as follows:
FDit =0+ ouTDit + astDit + agLTDit + a4IEit + asEEit + agTANGit + Mit
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Whereby:

FDit = Financial distress, TDit = Total debt, STDit = Short-term debt, LTDi: = Long-term debt, IE;: =
Internal equity, EEi: = External equity, TANGi: = Tangibility, ao = Intercept term, a6 = the coefficients
of independent variables, i = 1.....74, t = time in years from 2013 - 2017

Results and Discussion
Descriptive statistics
Table 2.0 Descriptive Summary Statistic on the Data Progressed

Variables Mean Std. Dev. | Max Min Skewedness | Kurtosis
Financial 5.9947 2.4849 | 13.3130 -2.772 0.4328 3.1326
Distress

External Equity 0.6744 0.3564 2.5470 -0.0150 1.0921 6.7724
Internal Equity 0.3256 0.3565 1.0150 -1.5470 -1.0939 6.7669
Long term Debt | 0.2451 0.3071 1.0000 0.0000 1.0246 2.7409
Short term 0.7549 0.3071 1.0000 0.0000 -1.025 2.7412
Debt

Total Debt 0.1932 0.1863 0.9400 0.0000 1.2112 4.2560
Total Equity 0.8068 0.1823 1.0000 0.1890 -1.1454 3.9447
Tangibility 0.6128 0.2684 0.9980 0.0000 -0.3525 2.0186
Sales Growth 0.7968 4.4374 | 57.7270 -0.9800 8.7949 94.5198

Table 2.0 shows that during the study period of the sample on non-financial firms listed in KLSE, the
mean of the Z-score index of the progressed sample data is at 5.997 indicated that the majority of
the observed companies were in the good health financially in relation to the Altman’s distress zones.
Furthermore, table 2.0 shows that majority of the observed companies were using external equity
compared to internal equity whereby 67.44% and 32.56% respectively. It indicates that majority of
the selected companies were utilising more share capital rather than retained earnings. Table 2.0
further shows that short-term debts were contributing more to the total debt compared to long-term
debts among the observed non-financial firms’ capital structure whereby the mean of those elements
were 75.49% and 24.51% respectively. It shows that among the observed non-financial companies
were preferring short-term over long-term debt to finance their assets. this situation can be explained
because long-term debt usually will be followed by high interest costs as the longer the time of
borrowing periods, the riskier the possibility of the company to pay back the loan (Hatem, 2017).
Furthermore, long-term debt also requires the company to provide high collateral for the security
which not all companies are capable to meet it (Setiadharma & Machali, 2017). Moreover, the results
displayed in table 2.0 illustrated that among the selected non-financial firms, equity seems has
contributed more to their capital structure compared to debt whereby the mean of each elements
were 80.68% and 19.32% respectively. Mendez (2013) also explained that company is more willing
to finance its business using equity rather than debt due to debt will bring additional costs, and threat
the credibility of the company, especially for small and medium companies. The results further
showed in table 2.0 describe that among the observed non-financial firms, their total assets were
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approximately filled by non-current assets, whereby the mean of tangibility was 61.28% which was
more than 50%. However, the lowest value of this element was 0.0000 indicated that some
companies were mostly do not have non-current assets in its total assets which can be indicator that
the company is going to insolvency or experiencing financially distress. Brown, et al. (1994) explained
that commonly distressed company do not have much non-current assets or even empty because
this company will usually sell the fixed assets to pay back the loan.

Diagnostic Tests
Panel Data Normality Test
Normality test has been implemented in order to determine whether the data is normally distributed
or not. There are two hypotheses which are as followed:

e Ho: The observed data is normally distributed

e Hi: The observed data is not normally distributed
According to figure 4.0 below, it shows that the probability is more than 0.05 (5%) which is 0.3768
(37.68%), hence, itindicates that it accepts null hypothesis and reject alternative hypothesis indicated
that the observed data for each studied variables were normally distributed.

Figure 4.0 Panel Data Normality Test Results

Series:Standardized Residuals
14 Sample 2013 2017
12 Observations 124
10 Mean -9.51e-16
8 Median 0.018682
Maximum 0.540104
6 Minimum  -0.568132
4 Std. Dew. 0.212858
Skewness -0.297590
2 I II I I Kurtosis 3.153481
0 mllm Hulla=
-0.6 -0.4 -0.2 0.0 0.2 0.4 Jarque-Bera 1.951943
Probability 0.3768260
Panel Unit Root Test

This test to determine whether the panel data is stationary or not (Granger & Newbold, 1974; Gujarati
& Porter, 2009). Under unit root tests, the hypotheses are:

e Ho: The observed data is non-stationary data

e Hi: The observed data is stationary data
Levin-Lin-Chu (LLC) (with trend) had been applied in this study because it has more appropriate
concept compared to other panel unit root tests. The outputs of each panel root tests for each
variables have been shown on table 3.0.
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Table 3.0 Levin-Lin-Chu (LLC) (With trend) panel unit root test outputs

Variables Statistics P-value
Financial Distress -0.3547 0.0000
Total Equity -0.3116 0.0000
Total Debt -0.3150 0.0000
Short-Term Debt -0.3421 0.0000
Long-Term Debt -0.3421 0.0000
Internal Equity -0.3381 0.0000
External Equity -0.3361 0.0000
Tangibility -0.2401 0.0000
Sales Growth -1.0337 0.0000

According to table 3.0, it shows that all the variables have the p-value lower than 5%. It indicates that
the observed data was stationary since the p-value is lower than 5% meant that the null hypothesis
was rejected, and alternative hypothesis was accepted.

Heterescedasticity test
Breusch-Pagan-Godfrey test has been employed to test whether the observed data got
heterescedasticity problem or not (Gujarati & Porter, 2009). There are two hypotheses under this
test, which are:

e Ho: The observed data is homoscedasticity

e Hj: the observed data is heteroscedasticity

Table 4.0 Breusch-Pagan-Godfrey Test Results
Breusch-Pagan-Godfrey test: Heteroscedasticity Test

F-Statistic 1.449852 Prob. F(9.114) 0.1753
Obs*R-Squared 12.73555 Prob. Chi-Square(9) 0.1749
Scaled Explained SS 11.59031 Prob. Chi-Square(9) 0.2374

According to table 4.0, it shows that the probability of F-statistic is more than the significant level of
5% which is 0.1753, hence, the null hypothesis of the test is failed to be rejected meant that there is
not heteroscedasticity problem among the observed data.

Serial Correlation
Serial correlation refers to a situation where the error terms of one distribution influence the other’s
observation data (Gujarati & Porter, 2009), Dubin Watson test, and further test such as Breusch-
Godfrey serial correlation LM test had been employed to test the serial correlation between observed
data with the hypotheses as follow:

e Ho: The independent variables are not auto correlate each other

e Hi: The independent variables are auto correlate each other
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Table 5.0 Dubin Watson and Breusch-Godfrey Autocorrelation Test
Dubin Watson Test

Prob. (Fixed affect) 1.8831
Breusch-Godfrey Serial Correlation LM Test

F-Statistic 2.533951 Prob. F(2.109) 0.0839
Obs*R-Squared 5.370580 Prob. Chi-Square (2) 0.0682

According to table 5.0, it shows that the p-value for each test has exceeded 5% significant level (Dubin
Watson = 1.8831, and Breusch-Godfrey = 0.0682). Therefore, null hypothesis for each tests are failed
to be rejected, hence, it shows that the observed data is free from serial correlation.

Multi co linearity

Z_score EE IE LTD STD D TE Tang SG
Z_score 1.0000 - 0.3844 - 0.0634 - 0.3348 - -0.0341
0.3852 0.0633 0.3039 0.6189
EE -0.3852 1.0000 - - 0.1777 0.1185 - - 0.0501
0.9997 0.1778 0.1284 0.0348
IE 0.3844 - 1.0000 0.1789 - - 0.1293 0.0365 -0.0501
0.9997 0.1788 0.1193
LTD -0.0633 - 0.1789 1.0000 - 0.2304 - 0.2261 -0.0671
0.1778 1.0000 0.2246
STD 0.0634 0.1777 - - 1.0000 - 0.2246 - 0.0671
0.1788 1.0000 0.2305 0.2262
TD -0.3039 0.1185 - 0.2304 - 1.0000 - - -0.0063
0.1193 0.2305 0.9718 0.1796
TE 0.3348 - 0.1293 - 0.2246 - 1.0000 0.1759 0.0100
0.1284 0.2246 0.9718
TANG -0.6189 - 0.0365 0.2261 - - 0.1759 1.0000 -0.0810
0.0348 0.2262 0.1796
SG -0.0341 0.0501 - - 0.0671 - 0.0100 - 1.0000
0.0501 0.0671 0.0063 0.0810

Table 6.0 Correlation Coefficient Matric of the Regressions Variables

The results shown in table 6.0 shows that there are perfect negative correlations between long-term
debts with short-term debts whereby the correlation result is (-1.000). In addition, there is almost
perfect negative correlation between external equity with internal equity (With the correlation of (-
0.9997) and total debt with total equity (with the correlation of -0.9718). These results have been
expected by the study as short-term debt and long-term debt is the two components of the total
debt, external equity and internal equity is the two components of the total equity, and total debt

441



INTERNATIONAL JOURNAL OF ACADEMIC RESEARCH IN BUSINESS AND SOCIAL SCIENCES
Vol. 9, No. 6, June, 2019, E-ISSN: 2222-6990 © 2019 HRMARS

and total equity is the two major components of capital structure, hence, one of this component if
increasing or decreasing, its pair will be moved in the opposite direction. Besides, as what has been
recommended by Gujarati & Porter (2009) and Sekaran & Bougie (2016) the other variables’
correlation coefficients being well below 0.8 showed that the rest of variables do not have
multicollinearity problem.

Panel Model Regression Results and Hypothesis testing
Hausman Test
There are two estimations effect under panel regression model which are random effect and fixed
effect which both of it will produce different outputs, as the assumption of each effect is different
from each other. Therefore, inappropriate affects would lead to higher error terms (Gujarati & Porte,
2009). There are two hypotheses under this test, which are:

e Ho: Random effect model is the appropriate model

e Hi: Random effect model is no the appropriate model

Table 7.0 Hausman Test Results

Hausman Test
Test Summary Chi-Sq. Statistic Chi-Sq. d.f. Prob.
Cross-Section random 29.120528 9 0.0006

According to table 7.0, it shows that the p-value of Chi-square statistic is 0.0006 which is less than 5%
significant level indicated that the study rejected null hypothesis and accepted alternative
hypothesis. Therefore, fixed effect model is the appropriate model for estimating the panel
equations.
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Panel Regression Analysis

Table 8.0 Step-wise OLS (Fixed effects) Panel Regression Results
Table 8.0 shows the results of step-wise OLS panel regression analysis estimated for fixed effects. The
results further show that financial leverage has a negative and significant relationship towards
financial distress. The conclusion based on the p-value corresponding to the coefficients of financial
leverage variable equivalent to 0.0142, 0.0000, 0.0181 and 0.0000 (for total debt in each equations)
and 0.0001, 0.0000, 0.0004, and 0.0000 (for total equity in each equations) which is less than 5%,
with the coefficients value for total debt is negative and total equity is positive. Therefore, this study
accepted Hil. This result is also supported by empirical studies carried out by several researches
(Gameel & El-Geziry 2016, Kazemian, et al. 2017, Kumar 2017, Khalig, et al. 2014, Rouf, 2015, and
Vitheesonthi & Tongurai 2013). Kumar (2017) also stated that high finance costs resulted from the
borrowing would increase the tendency level of the company on defaulting its obligations.
Vithessonthi & Tongurai (2013) added that this because due to high costs resulted from debt will lead
to decrease in the profitability of the company, especially if the company uses the debt in an
inefficient way. In addition, Rouf (2015) noted that default on meeting the debt obligations would

Dependent Variable: Financial Distress

Equation 1 | Equation 2 | Equation 3 | Equation 4 | Equation 5 | Equation 6§ | Equation 7 | Equation 8
Variable Coefficient | Coefficient | Coefficient | Coefficient | Coefficient | Coefficient | Coefficient | Coefficient
{Prob.) {Prob.) (Prob.) {Proh.) {Prob.) {Prob.) {Prob.) {Prob.)
Constant (1.3814) (1.0933) (1.6933) (1.6544) (1.5343) (1.9112) (1.3677) (1.9080)
0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
Total Equity (0.3771) (1.0102) (0.5275) (1.0227)
0.0001 0.0000 0.0004 0.0000
Total Debt (-0.0730) (-0.1294) (-0.071%) (-0.1382)
0.0142 0.0000 0.0181 0.0000
Short  Term (-0.0572) (-0.0448) (-0.0730) (-0.0297)
debt 0.1617 0.2419 0.0863 0.1445
Long Temm (0.0002) (0.0110) (0.010%) (0.0205)
Debt 0.9591 0.4930 0.3933 0.2363
External (-0.2345) (-0.30207 (-0.2137) (-0.2630)
Equity 0.0054 0.0001 0.0062 0.0003
Internal (0.0363) (0.0343) (0.0772) (0.0627)
Equity 0.0181 0.1526 0.0013 0.0060
Tangibility (-0.1802) (-0.2388) (-0.2217) (-0.2728) (-0.1604) (-0.2038) (-0.2233) (-0.2731)
0.0058 0.0003 0.0004 0.0000 0.0145 0.0014 0.0006 0.0000
Sales Growth (0.041%) (0.0263) (0.0341) (0.0164) (0.0274) (0.0242) (0.0144) (0.0130)
0.0001 0.0100 0.0008 0.0767 0.0236 0.0354 0.1927 0.3136
Equation 1 | Equation 2 | Equation 3 | Equation 4 | Equation 5 | Equation 6§ | Equation 7 | Equation 8
Statistics
R-Squared 0.9474 0.9060 0.9537 0.9163 0.9492 0.9541 0.9074 0.9130
Standard 0.1283 0.1624 0.1208 0.1526 0.1268 0.1203 0.1606 0.1551
Error
Prob. (F- 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
Statistic)
Observations 370 370 370 370 370 370 370 370

also reduce the creditability of the company led the company hard to raise the funds externally in the
future. Furthermore, Kazemian, et al. (2017) mentioned that high debt also will make the creditors
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interfere in the business operations and it could lead agency costs increases. Besides, this finding is
not in line with few empirical researchers who found there is a positive and significant relationship
between financial leverage and financial distress such as the study conducted by Abu-Rub (2012) and
Bei & Wijewardana (2012) who argued that debt give additional funds for the company to be re-
invested and generate more return, and debt will give tax-shield benefits. In addition, it also
contradicts with studies carried out by Pratheepkanth (2011), and Wabwile, et al. (2014) who found
there is no significant relationship between financial leverage and financial distress. The authors
noted that different country has different characteristics, especially on the financial market.
Underdeveloped country more likely will be followed by poor financial market development which
might lead the business companies really depend on the debt.

Moreover, table 8.0 further shows that there is a positive and insignificant effect between debt
maturity and financial distress of non-financial companies at 5% significance level. The conclusion is
based on the fact that the p-values corresponding to the coefficients of long and short-term debt
variables were more than 5% (0.05), and the coefficient values for LTD is positive and STD is negative.
Thus, this study rejected its H12. The result of the study which is not significant also mirror with the
study implemented by Vatavu (2015) and Jayidding, et al. (2017). The insignificant result of this study
might be attributed from the missing values of some data from the observed companies, which this
also supported by Vatavu (2015). Additionally, Jayidding, et al. (2017) argued the reason behind of
not significant was that different industry has different capital structure characteristic, thus, some of
them will be depending on long-term funds.

Furthermore, table 8.0 shows that there is a negative and significant relationship between external
equity towards financial distress, and a positive and significant relationship among internal equity
and financial distress. This evidenced from the corresponding of p-value for each variables are in
significance level of 5% and the coefficients value for external equity is negative and positive for
internal equity. Hence, this study accepted its Hi3. The result also similar with empirical findings
discovered by Barosso-Castro, et al., (2015), Bassey, et al., (2016), Chidiebere, et al., (2014), Kihooto,
et al., (2016), and Thirumalaisamy, (2013). Kihooto, et al. (2016) explained internal equity gives the
company opportunity to maintain its cost of capital. Besides, Chidiebere, et al. (2014) added that
when the retained earnings were fully utilised at the maximum level by the managers, this will bring
positive effect, otherwise, it will bring negative effect as it shows the firm failed to generate more
profit from the money which should be distributed to its shareholders. Likewise, Bassey, et al. (2016)
added that raise the equity externally would increase the intervening of interested parties which lead
to increase company’ expenses resulting from increasing in the costs of capital, tighter disclosure
requirements and dividend payment requirement. At the same time, the result of this study also
contradict with few empirical studies carried out by Ahmed & Hadi (2017), Sciacscia & Mazzola
(2008), and Torre, et al. (2015). The researchers argued that the more outside investors involving,
the more pressure that the managers have to perform well.

Consequently, table 8.0 displays that that there is a negative and significant effect of asset structure
on financial distress of non-financial firms at 5% significance level. Then, this study accepted its Hi4.
The result is supported by the empirical studies accomplished by Chadha & Sharma (2015), Cuong &
Thang (2015), Leonard & Mwasa (2014), and Muritala (2012). Leonard & Mwasa (2014) argued that
when the firms have high fixed assets, the tendency to over-borrow would expose the firm to higher
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risks of financial distress. Moreover, Chadha & Sharma (2015) and Muritala (2012) explained that
when the tangible assets are not being utilised fully by the company in contributing to its business,
the costs occurred by those assets will incur loss to the company rather than bringing profit. However,
it is not in sequence with study completed by Okwo, et al. (2012) who found there is no significant
relationship between the variables. The authors argued the reason behind is because some industries
depend highly on tangible assets.

Conclusion

The study discovered that capital structure has significant effect towards financial distress. The
results show that financial leverage, external equity and asset structure has a negative and significant
relationship towards financial distress. Thus, increases in these variables will lead to decrease in
company’s Z-score value, hence, it increases the financial distress level of the company. Moreover,
internal equity has a positive and significant relationship towards financial distress, thus, increases in
internal equity will lead to decrease the financial distress level of the company. Besides, debt maturity
has a positive but insignificant relationship towards financial distress. Therefore, the longer the
maturity of the debt, it will decrease the financial distress level of the company, where it does. Based
on the findings, it recommends that managers should reduce company’s debt in order to decrease
the risk of bankruptcy from the obligations, prefer long-term debt when additional funds from debt
sources are needed as long maturity does not require the company to pay early, and lower the
propositions of company’s tangible assets by disposing the one that less contribute to firm’s
performance in order to decrease the costs. In addition, government and regulator should encourage
the firm to prioritise in using internally generated capital compared to externally issued capital, such
as introduce higher tax for dividend income, or impose higher stamp duties on externally issued
capital. Last but not least, same as other empirical studies, this study still far from perfect, thus, future
researchers should revise the results of this study in order to fill the gaps in the future. Further study
should take additional variables into account, such as corporate governance and macroeconomic
factors, focus on specificindustry, qualitative study to get in deep and comparison between emerging
and emerged country.
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