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Abstract

This study uses firm level survey data to assessthven capital structure theory is
portable to small firms. We analyse capital streeetand term maturity choices of small
firms in developing countries around the world, @navide evidence that these decisions
are affected by the same variables as in largesfimdeveloped countries. In our sample
we have firms from 24 developing countries aboutpé8cent of which are small and
41% are medium sized. About 90% of firms in our gimare not listed or traded
publicly. Leverage and debt maturities are lowerdimall firms despite their high asset
tangibility and profitability ratios. We attributhis to the economic environment of the
country. The main difference between small andddngns derives from the impact of
the economic environment. Small firms operatindpigh income and high growth rate
countries tend to have higher leverage in theirtabptructures. Small firms operating in
economies with lower inflation and lower interesttas tend to have longer debt
maturities. Small firms tend to use more debt inrtdes where there is a greater tax gain
from leverage. We do not find a significant assoerabetween economic conditions and
leverage and debt maturity decisions of large firms
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1. Introduction

We examine the determinants of capital structuré debt maturity for small
firms in developing countries. Previous researctlyghg financing patterns around the
world, mainly focused on large listed firms in bateveloped and developing countries
(Titman and Wessels, 1988; Rajan and Zingales, ;198mirguc-Kunt and Maksimovic,
1996, 1999; Booth, Aivazian, Demirguc-Kunt and Maievic, 2001; Antoniou, Guney
and Paudyal, 2006, 2008). These studies show #patat structure theories developed in
the US are portable to other developed countrigstana small group of developing
countries. Due to data limitations, empirical résimh the existing literature are based on
the analysis of listed companies and thus the $irgend perhaps the most
unrepresentative firms across the countries. Is gaper we investigate if financing
patterns of small firms differ from those of theda firms that have been the focus of
previous literature. We also assess if the relabetween capital structure and term
maturity choices and firm size varies across dffierlevels of development of the
economic environment.

Better understanding of the capital structure archtmaturity choices of small
firms and how they change with economic developrh@stimportant implications. The
first implication is in terms of capital structutleeories. Without testing them outside the
large listed firms that have access to stock marites hard to determine whether these
empirical regularities can be generalised to alhé. We show that capital structure
theories are portable to small firms. The secongligation is for policy makers in local
governments. It is believed that in developing ¢oas small firms do not have access to
external finance due to market imperfections anaoantry’s legal and financial
institutions. In recent years focus has shiftesinfrmain indicators of a stable and
growing economy such as growth rates, inflation amgrest rates to institutional
development. In response, significant resourceschamnelled into establishing market
oriented systems with stock exchanges and corptatel markets. Empirical results
show that institutional development helps exterfiakncing (Demirguc-Kunt and
Maksimovic, 1996, 1999; Antoniou, Guney and Paudy#l06, 2008). Due to data
limitations these results are based on the laagedtiisted firms. For example the average
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most firms in developing countries are small and lisbed in any stock exchange. For
example the average asset size of firms in our Eam@E$15.7 million and the average
size of small firms in our sample is $5.2 milliom. developing countries Small and
Medium Enterprises “..constitute the dominant farhibusiness organisation, accounting
for over 95% and up to 99% of enterprises dependinthe countri¥et, these firms use
external financing. We focus on small companiestrobsvhich are not listed. We show
that the main indicators of a stable economy sicmeome, growth, low inflation and
low interest rates affect external financing angriove term maturities in small firms but
not in large firms.

Large firms are not representative of firms in depeg countries. SMEs
characterize the corporate sector in developingc@s much more accurately. Ayyagari
et al. (2005) provide information on the importané&SMEs in the economies of a broad
spectrum of countries. They provide statistics loa ¢ontribution of the SME sector to
total employment in manufacturing and to GDP ackaamtries. SMEs constitute 67%
on average of the formal employment in the manufaw sector. They contribute up to
almost 50% on average to formal GDP of the devapmgiountries. Including informal
enterprises the estimates increase up to 95% olfogmpnt and 70% of GDP (Keskin et
al., 2008) SMEs play an important role in sustairgobal and regional economic
recovery. They are important in promoting econogrewth, employment and poverty
alleviation in a country.

Beck, Demiguc-Kunt and Maksimovic (2008) have exsdi the financing
patterns of investments of small firms. Howeveejitidata do not allow a rigorous testing
of capital structure theories because financiabrimftion is limited. They do not have
information on the amount of debt or total assetthe maturity structure of debt. They
only know capital expenditures and the proportidninvestments financed from a
particular source over one year. Our data enaldds test for capital structure theories.
We address the issue using a firm level data spuhlme most recent World Bank
Enterprise Survey, a major cross sectional firnveyiconducted by the World Bank, that
provides information on debt levels and debt maasi We investigate the determinants
of capital structure of small firms from 24 devalap countries covering all regions of

2 See OECD 2006 page 1.



the world, Africa, East Asia and Pacific, Latin Anoa and Caribbean, Middle East and
North Africa and South Asia.

We show that capital structure theories hold in Isrffiems in developing
countries although they have lower leverage and ohatturities compared to large firms.
We also show that small firms employ higher lev#fldeverage as the economy grows
faster and income increases. They increase debiritieg as the economy becomes more
stable with reduced inflation and interest ratesalbfirms also use more debt when there
is a greater tax gain from leverage. We do not findignificant association between
economic conditions and leverage and debt matdetysions of large firms. Fiscal and
monetary policy decisions do not influence theipita structure and term maturity
decisions as much as they do in the case of snmalk.f Therefore governments in
developing countries and international organisatisimould not ignore economic stability
while focusing on institutional development.

The remainder of paper is organized as followsti@e@ presents the financing
patterns around the world, followed by a brief suamyrof capital structure theories and
their predictions. Section 3 focuses on the dathraethodology. Section 4 discusses the

empirical results, while section 5 concludes thegpa

2. Review of Previous Literature

In this section we first review the literature amaincing patterns around the world
then briefly present capital structure theoriesofeéd by a summary of predictions on
how the theories relate to observable variablesfemadly discuss the role of economic

policy on capital structure and debt maturity decis of firms.

2.1 Literature on financing patter ns around the world

During the past decade a number of studies havaséac on cross country
comparisons of financing patterns. Rajan and Zegdl1995) and Booth, Aivazian,
Demirguc-Kunt and Maksimovic (2001) explore capitatucture decisions in seven
developed countries and 10 large developing casmtespectively and show that capital
structure theories are portable from the US tordst of the world. Booth, Aivazian,

Demirguc-Kunt and Maksimovic (2001) note large @xeffects across countries,



indicating that country effects are at work. Derag-g<unt and Maksimovic (1999) and
Fan, Titman, Twite (2006) both show in differentgla samples in excess of 30 countries
that financing patterns are different amongst coeesit mainly due to institutional
differences such as the development of banks auk stxchanges. All of these studies
use data bases of large listed firms. Even themllsfims are much larger than the
average small firm in developing countries. We gtsighall firms in developing countries.
To our knowledge this is the first paper that inigedes if capital structure theories are
portable to small firms in developing countries.

These studies also define external finance narrowlginly relying on equity
finance due to development of stock exchangesargiterm debt as a substitute for long
term financing. Their focus on institutional dev@ieent including the legal systems
where property rights of investors are protectdg neainly on these types of external
finance. In most developing countries the majortadle to external finance for small
firms is the availability of it. When institutionalevelopment is weak other forms of
informal financing, such as short term debt viapdep credits or long term debt via
development banks or trade credits are the availfdsms of external financing (Beck,
Demiguc-Kunt and Maksimovic 2008). Thus for lessadleped countries the income and
growth levels and stability of the economy becommpartant for providing external
finance for small firms. Looking at the growth astdbility of the economic conditions is
especially important in studying financing choi@sl term maturities of small firms in
less developed countries as we do in this paper.

We use firm level survey data to investigate theiteh structures and term
maturities focusing on the differences between karad large firms. We use the most
recent version of the World Bank Enterprise Surveth information on more than
10,000 firms from 24 countries. An important stréngf the survey is its coverage of
small and medium sized firms most of which arelistéd. 48% of our observations are
from small firms, 41% are from medium firms, ane ttlemaining 11% are large firms.
51% of private companies are small firms, 39% mmadiund 10% of them are large firms.
It presents an important complement to earliersomntry studies which focus on large
and listed firms. To our knowledge Beck, DemiguasaKand Maksimovic (2008) is the

only other paper that uses survey level data foallsfirms from World Business



Enterprise Survey. They have about 3000 firms &rteample and about 80% of their

firms are either small or medium sized. Howeveg, diata set they use does not provide
information on financing patterns or firm level éehinants of capital structures such as
firm profitability. Their data set does not contamiormation on the amount of debt or

total assets. Instead they use capital expendiameéproportions of investments financed
by different sources to proxy firm financing. Ouata set enables us to test for capital
structure theories as we have short term and leng tlebt as well as equity and asset

levels and other firm level controls such as padiility, and asset tangibility.

2.2 Capital structuretheories

The origin for all three major theories of capitstructure is the work of
Modigliani and Miller (1958). The Agency Theory Rrawork (ATF), the Static Trade
Off Theory (STO) and the Pecking-Order Hypothe&t®©Il) explain the firm choice
between debt and equity. Agency theory focuseshencbsts which are created due to
conflicts of interest between shareholders, masagexd debt holders (Jensen et al.,
1976). For small firms, agency conflicts betweemrsholders and lenders may be
particularly severe (Ang, 1992). Small firms ar&ely to have more concentrated
ownership and generally, the shareholders ofterthiarfirm which decrease the conflict
of interest between shareholders and managers &hdeguity financing few agency
problems will exist. Moreover, Pettit and Singe8§%) discuss that since the quality of
small firms’ financial statements vary, small firmsually have higher levels of
asymmetric information. Even though investors mesfqr audited financial statements,
small firms may want to avoid these costs. Compé#rddrge firms, they have different
problems, such as shorter expected life, presehestate tax, intergenerational transfer
problems and prevalence of implicit contracts (8eg, 1992). As a result, small firms
have higher probability of insolvency than largenfs hence they are seen as more risky
than large firms. We thus expect small firms toéhdass debt in their capital structures
than large firms. Similarly we would expect termtordies to be higher for large firms
and lower for small firms. We test the agency tlgdwy using three different definitions

of size and our results are robust.



Trade-off theory (Scott, 1977) argues that a firngptimal debt ratio is
determined by a trade-off between the bankruptst aad tax advantage of borrowing.
Higher profitability decreases the expected costdisiress and lets firms increase their
tax benefits by raising leverage. Firms would prefiebt over equity until the point where
the probability of financial distress starts toibortant. The type of assets that a firm
has determines the cost of financial distressikgiance, if a firm invests largely in land,
equipment and other tangible assets, it will havaler costs of financial distress than a
firm relies on intangible assets. So for debt feiag, both small and large firms must
provide some kind of guarantees materialized imateral. But small firms are seen as
risky because they have higher probability of imeaty than large firms (see Berryman,
1982). So the higher the tangible assets, the mdliag should lenders be to supply
loans and leverage should be higher (Scott, 197arri¢d and Raviv, 1990). Most
empirical studies have found positive relationdgiween asset tangibility and leverage
(Titman and Wessels, 1988; Rajan and Zingales, )138% we would expect positive
relation between leverage and asset tangibilitysfoalf firms as well as large firms.
According to the maturity matching principle, trendth of loans should be matched to
the length of life of assets used as collateral €idy 1977); therefore, long term assets
should be financed with long term debt (Booth, Aiem, Demirguc-Kunt and
Maksimovic, 2001} We would expect debt maturities to increase aithet tangibility.

Pecking Order Theory, (Myers and Majluf, 1984)testathat capital structure is
driven by firm's desire to finance new investmeffitst internally, then with low-risk
debt, and finally if all fails, with equity. Thewfe, firms prefer internal financing to
external financing. This theory is applicable farge firms as well as small firms. Since
small firms are opaque and have important adverleetson problems that are explained
by credit rationing; they bear high information o¢Psillaki, 1995). Also, since the
quality of small firms’ financial statements varissnall firms usually have higher levels

of asymmetric information (Pettit and Singer, 1985yen though investors may prefer

3 see Michealas et al. (1999) and Sogorb-Mira (2@05positive effect of tangible assets on the lager

for SMEs.

4 Vvan der Wijst and Thurik (1993), Hall et al., (2004nd Sogorb-Mira (2005) have found a positive
relation between asset tangibility and long terrbtdend an inverse relation between asset tangilaiiid
short term debt.



audited financial statements, small firms may wardvoid these costs. Therefore, when
issuing new capital, those costs are very high, foutinternal funds, costs can be
considered as none. For debt, the costs are intarmediate position between equity and
internal funds. As a result, firms prefer firstamal financing (retained earnings), then
debt and they choose equity as a last resort. Weoexnegative relation between
profitability and leverage for all firms. Since theanagers of the small firms are also the
owner of the company, they do not prefer to logedbntrol over their firms (Holmes and
Kent, 1991; Hamilton and Fox, 1998), so they dowaht to accept new shareholders;
that’'s why, they prefer internal financing to exiarresources to finance firm activity. So
we would expect negative relation between leverwk debt maturity and profitability

particularly for small firms.

2.3 Predictions
We list below the firm level variables derived frah® above theories that we use
in our study:

Asset tangibility: Trade-off and agency theories suggest a positil@ioa between
tangibility and leverage since large amount of atellal decrease the bankruptcy costs
and the risk of lender suffering the agency costedit. Therefore, firms with a high ratio
of fixed assets should have greater borrowing dgpad/e expect a positive relation
between asset tangibility and leverage for all §r®n the other hand, according to the
maturity matching principle, long term assets sdoé financed with long term debt
(Booth, Aivazian,Demirguc-Kunt and Maksimovic, 200Therefore, for long term debt,

we expect a positive relation, while for short tetebt we expect negative relation.

Profitability: Trade-off theory proposes a positive relation betwerofitability and
leverage while pecking order theory predicts a hegaelation. Since most empirical
literature findings are in accordance with the peglorder theory, we expect to find a

negative relation between profitability and leveramd debt maturities for all firms.

® The firm level variables included in this studg éimited by the availability of data.



Sze: According to both STO and POH size has a positiffect on leverage. STO
proposes that firm size could be an inverse praxyttie probability of the bankruptcy
costs. Larger firms are likely to be more diveesifiand fail less often. They can lower
costs (relative to firm value) in the occasion @hkruptcy. POH also expects this
positive relation. Since large firms are diversed amave less volatile earnings,
asymmetric information problem can be mitigatederBfore, we expect dummy for
small firms to be negatively related with leveragel debt maturity; while, the dummy
for large to be positively related to leverage detit maturity. We repeat our estimations

with alternative definitions of size including sai@nd total assets.

2.4 Capital structure and maturity decisions and economic policy

The financing decision of a firm is not only depeddn the firms’ conditions but
also on the economic environment in which the foperates. This is especially true for
small firms in developing countries where econostability is important in determining
the availability of external financing to smallrfis. The country in which a firm is
located (Fan, Titman and Twite., 2006) explainsiteastructure and debt maturity
choices. We argue that the growth and stabilitthefeconomic environment is especially
important for small firms in developing countriéds developing countries become richer
they provide more funding opportunities to firmsdaexternal financing becomes
available to small firms. External financing in @&ping countries is scarce compared to
developed countries due to unstable macro polidiesrefore, government’s decisions
on the fiscal and monetary policies have a dinegtact on the economic environment of
the country in terms of providing external finargiand stability and thus on the capital
structure and debt maturity decisions of firms.

On the whole, the economic development of a couatfiscts the capital structure
and debt maturity structure decisions of firms HRajand Zingales, 1995; Booth,
Aivazian,Demirguc-Kunt and Maksimovic, 2001; Denuicgkunt and Maksimovic, 1996,
1999, Bartholdy and Mateus, 2008). One common measuthe development level of is
per capita income. It is a broad indicator whiclsalides the differences in wealth in
each country as well as differences in wealth sirgle country over time. Similarly,

growth rate of the economy is a measure of the tr@pportunities available to firms in



the economy. On an individual firm level, the grbwate is a proxy for the investment
opportunity set faced by firms (Smith and Watts92Qand its effect on the optimal
financing of projects (Myers, 1977). Therefore, wepect economic growth to be
positively related with leverage and debt matusitier all types of firms. On the other
hand, high growth in developing countries may enage firms to list and issue equity
(Glen and Pinto, 1994). Also finance theory progo#ieat for growth options, firms
should not prefer debt financing but should prefguity financing (Demirguc-Kunt and
Maksimovic, 1996). Thus, we would expect incomeelsvand growth rates in the
economy to be more important for leverage and detitirity choices of small firms who
are not usually listed and have limited accessterpal financing. Large firms that have
better access to financial markets and institutians not affected as much from
government policy on income and growth.

In developing countries, governments use monefasljcy to stabilize the
economy by controlling interest rates and the spplmoney. Thus, monetary policy
decisions influence the inflation and interest sat@terest rates are determined by the
monetary policies which have a direct impact ondbst of borrowing; therefore, on the
capital and debt maturity decisions of firms. Irages in cost of capital boost the cost of
borrowing; therefore, firms decrease their extefimancing. Increases in inflation cause
higher uncertainty in the economy. Inflation isteg especially in developing countries;
therefore, it may be one of the reasons for thecggaof debt financing, specifically long
term debt. Countries with high inflation are asatexl with high uncertainty (Demirguc-
Kunt and Maksimovic, 1996). Since debt contracts generally nominal contracts, the
rate of inflation may influence the riskiness obtlénancing. Lenders are more likely to
avoid providing debt under high inflation which vegs the availability of debt financing.
As interest rate increases, firms are less willingfinance new investments due to
increase in the cost of borrowing (Bartholdy andtdda, 2008). Besides the firms’
decision to the changes in interest rate, the wedhave also preferences. Increases in
debt financing also boost the risk of firm. Basedtloe risk of the firm, creditors adjust
the interest rates by increasing or by refusindetm to the firms which are highly
leveraged (Glen and Pinto, 1994). Thus, we expeth Iow inflation rates and low

interest rates to increase leverage and debt matariboth small and large firms.
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According to the trade-off theory, firms prefer tddinancing because debt is tax
deductible. The changes in the corporate tax fadée® a direct impact on the capital
structure and debt maturity decisions of firms tiu¢ax shields (Modigliani and Miller,
1963; Miller, 1977). Thus, it is expected that geses in tax rate boosts the external
financing of firms. But for small firms, since thaye less likely to have high profits, the
tax advantage may not be the reason to choose faebtcing for the tax shields
advantage (Pettit and Singer 1985). We expect takave a positive relation with

leverage for large firms, rather than for smaknfs:.

3. Data and Methodology
3.1. Data

Our main dataset is a firm-level survey data foj830 firms from World Bank
Enterprise Survey 2002 conducted for 24 developmgntries from 5 regions. Appendix
1 gives the list of firm observation by country. ioBank Enterprise Survey is a major
cross-sectional survey conducted for developeddaweloping countries in various years.
It is a firm level survey data which provides a gé&rof an economy’s private sector. The
survey is performed by private contractors on Heb&lWorld Bank. In the survey
business owners and top managers are surveyed tiB@sdor the questions related to
sales and labour section of the survey, compangusts and human resource managers
respond the questions. The sectors included isuheey are from key manufacturing and
service sectors from each region of the world.dahecountry, companies in the cities or
regions of major economic activity are interview€drmal (registered) firms with 5 or
more employees are aimed for interview. The intawed firms in the sample are
selected based on the list of eligible firms whilobtained from the country’s statistical
office.

We use 2002 version of the survey that provigdsrimation about the balance
sheet and income statement items such as fixedsasserent assets, total liabilities
including short-term and long-term debt and eqshgre capital, sales and expenses up
to three years. This provides us information on @hsount of debt and assets which

enables us to estimate our firm level variablessedd in the previous literature (see e,qg,
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Rajan and Zingales, 1995; Booth, Aivazian,Demirgwet and Maksimovic, 2001). The
data for macroeconomic variables are collected fiMorld Development Indicators
(April 2008).

We have 27,738 observations of which 48(41) peroétitem is small(medium)
firms and 11 percent are large companies. Firmdafimed as small if they have less
than 50 employees. Medium firms employ 51 to 50@legees; large firms are defined
as those with more than 500 employees. Only 9.8eperof the firms in the sample are
publicly listed while 90.5 percent are private ca@migs. 51(39) percent of private
companies are small (medium) firms while 10 percénthem are large firms.

Distinguishing feature of the database is its cagerfor small and medium
enterprises, which has not been used before foexheination of the determinants of
capital structure. For instance, Rajan and Zingél€95) use Global Vantage database
which contains accounting data for the largesedistompanies in the G-7 countries and
Booth et al (2001) use International Financial @ogpon (IFC) database which includes
abbreviated balance sheets and income statementthdolargest companies in 10
developing countries. As we see from our samplgela&ompanies are not a common
feature of developing countries. For instance awerage size of the firm in our sample is
lower compared to the size of the firms in the gtatiBooth, Aivazian,Demirguc-Kunt
and Maksimovic (2001). We calculate the averagesstf firms in India and Pakistan in
the same way as in Booth, Aivazian,Demirguc-Kund aviaksimovic (2001) for
comparisof. The average size of the firms in India and Pakiss in the sample of
Booth, Aivazian,Demirguc-Kunt and Maksimovic (200498 million and 27 million US
dollars, respectively, while in our sample they &@emillion and 1 million US dollars.
We see that the firms in our sample are smallerti@rother hand, Beck, Demiguc-Kunt
and Maksimovic (2008) focus on the small firms arse& World Business Environment
Survey (WBES) 1999, which had limited firm levelndincial information. They
investigate flows of external finance as a proportof investment expenditures. They use
the total amount of internal and external resouusesl in a particular year rather than the

ratio of external financing to total assets. In tcast, our rich data base allows us to

6These two countries are included in both studies.
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investigate whether their capital structure deadisiare effected by the same theoretical

determinants of capital structures used in devel@oeintries.

3.2 Descriptive Statistics

Table 1 presents descriptive statistics. We fiogikl at the dependent variables.
We follow Rajan and Zingales (1995), Demirguc-Kwamd Maksimovic (1996) and
Booth, Aivazian,Demirguc-Kunt and Maksimovic (200d4nd define leverage as total
liabilities divided by total assets. The mean(me}ieeverage is 39.09(37.71) percent.
Leverage is low in our sample compared to develameohtries. For example in the US
(UK), the mean leverage is around 58 (54) percezd Rajan and Zingales, 1995). Firms
in developed countries are highly leveraged contprdirms in emerging markets. The
reason for this might be the limited availability funds in developing countries to
finance companies. The available funds are geyezliticated to large (listed) firms. The
leverage for small firms is 30.65 percent, compaedarge(medium) firm, which is,
50.48(45.97) percent. Since small firms are momsisge to the fluctuations in the
economic environment of the country as we showestisn 4.2 and they do not have the
access to the international financial markets ageldirms, they have lower leverage.
Similarly, private firms have less leverage thasteld firms. The leverage of private
companies is 36.70 percent, compared to the legeadhdisted firms, which is 46.29
percent. Lenders may prefer to fund listed commaherause the quality of information
provided by them is more reliable than that of at@v/firms. Still leverage of listed firms
in our sample is lower than those in developed t@s(see US(UK)). This may be due
to the lack of well developed stock markets andtéthavailability of equity funds in the
developing countries.

Long term debt is defined as the ratio of longntdiabilities to total assets while
short term debt is defined as the ratio of sharhtkabilities to total assets (Demirguc-
Kunt and Maksimovic, 1999). Average (median) loegnt debt ratio is 14.01(2.56)
percent and average(median) short term debt =4.94(18.25) percent in our sample.
The average long term debt in the US(UK) is 37 {@&cent (Rajan and Zingales, 1995).
Firms in developed countries have more long terrbt dBan firms in developing

countries. The range for long term debt of largéeti firms in developing countries is
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between 9.7-49.4 percent (Booth, Aivazian,Demiruct and Maksimovic, 2001). The
reason for the low long term debt in our samplehnige the information asymmetry
since most of the firms in the sample are SMEs. rAge long term debt for
small(medium) firms is 9.60(17.16) percent andeases to 21.41 percent for large firms.
Short term debt is 20.76(28.68) and 29.18 percensifall(medium) and large firm..
Short term debt is high for small firms probablyg#®ese they have limited access to long
term debt financing. On the other hand, privatsmdithave 14.05 percent long term debt
and 22.47 percent short term debt. Listed compdrags finance 21.19 percent of their
assets with long term debt while they finance 248&ent of assets with short term debt.
Hence, in developing countries public companieshagher long term debt than private
firms probably due to better information disclosure

Tangibility is defined as the total assets minusesu assets (fixed assets) divided
by total assets. On average (median) 45.21 (446ient of the firms’ assets are fixed
assets which can be used as collateral. So firrtts high asset tangibility should have
greater borrowing capacity. The mean of asset baitgifor small(medium) and large
companies is 48.17(42.80) and 41.43 percent, régphc Private companies have 46.71
percent tangible assets, while listed firms have37A3percent. The mean of asset
tangibility for listed companies in the US(UK) i8.3(35.6) percent (see Antoniou, 2008).

Profitability is calculated as earnings before ‘tdivided by total assets. The
mean(median) of profitability in the sample is 3{1D.69) percent. The mean of
profitability for small(medium) and large firms i80.58(35.36) and 44.60 percent.
Average profitability ratio for private firms is 38 percent, while that of listed firms is
33.41 percent. Profitability in the US(UK) is 16(&)L percent (see Antoniou, 2008). The
firms in developing countries have higher profitépithan firms in the US(UK). Since
external funding options are limited in developiecmuntries, firms prefer to keep their
profits in the company as an internal funding seurc

As a proxy for size, we use size dummy variablesfoall and large firms based
on the firms’ number of employees. Firm is classifias small if it has less than 50

employees; medium size if it has between 51 andesgployees and large if more than

" Earnings is calculated as total sales minus the stidirect raw material costs, consumption of gger
manpower costs, interest charges and financia &ther costs.
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500 employees (see Beck, Demiguc-Kunt and Maksiopa2@08). According to this

classification, 48.10(41.01) percent of the firmsour sample are small(medium) firms
while only 10.89 percent of them are large firmsthid listed firms, 26 percent of them
are small while 28 percent of them are large. Midghe firms among the private firms
are small, while most of the listed firms are medisize firms.

Looking now at the macroeconomic indicators: G@P gapita shows the income
level of countries (Beck, Demiguc-Kunt and Maksinep\2008) and average(median)
GDP per capita for our sample is $1,698($996). fibkeest country in the sample is
Oman with $8,962 and while the poorest country tisidpia with $121. In the same
period, the GDP per capita in the US(UK) is $34(828,359). As can be seen from the
figures, there is a great wealth difference betweeen for the richest country in the
sample and developed countries. Growtthe GDP growth rate of the country and it is
3.26(3.07) percent on average(median) for our samyile the growth rate is 1.75(2.40)
percent in the US(UK). The countries in our sangyaw faster compared to developed
markets. The fastest growing country is Cambodi Bi04 percent growth rate, while
the slowest growing country is Indonesia with OpEscent growth rate.

Inflation shows the inflation rate of a country awd measure it by using GDP
deflator which is the ratio of GDP in local currgnio GDP in constant local currency.
Average(median) inflation rate in our sample is5¢8920) percent; whereas, the rate is
2.13(2.41) in the US(UK). The highest inflation38.82 percent for Honduras and the
lowest is -7.04 percent for Ecuador. As inflatiater, interest rates are also higher for the
countries in our sample as one would expect. Istasethe lending interest rate of a
country. The average(median) interest rate is Z13289) percent, on the other hand, for
the US(UK) the interest rate are 6.21(4.75) perakming our research period. The
highest interest rate in our sample is 62.88 péroerBrazil while the lowest interest rate
is 6.18 percent for Chile. The higher inflation antkrest rates cause borrowing to be
costly in developing countries and might be on¢hefreasons for lower leverage ratios
in general. Tax is each country’s highest margamporate tax rate (see Bartholdy and
Mateus, 2008). The average(median) corporate incarmgate is 29.64(30) percent in the

sample while the tax rate is 35(30) percent inUWIsUK). The maximum corporate tax
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rate is 45 percent for Guyana, whereas the minimatmis 12 percent for Oman in our

sample.

3.3 Methodology

The basic empirical model is a cross-sectionaleggion of the three different
measures of the firm's debt ratio against the fnthe tangibility of assets, the
profitability, the size and the macroeconomic Valea. We have 10,839 companies over
two or three year time periods. Since the timeqaefor each firm is different, we have
an unbalanced panel. We apply the panel data amdigsause this only gives us the

opportunity to analyze our firm level across coyrand time.

The functional form of our models is as follows:

D, Vi, :a+zﬁi':i,1ut +Z5kxk,t +t&,

Di/Vi; presents the leverage or debt maturity for thirin at time t.Fi;shows the firm
level variables, such as asset tangibility, profity and size; whileXy; represents thek
economic environment variable, such as GDP pettagagiowth, inflation, interest and
tax, at time t.

The simplest model is to pool the data in whichecd®re is one fixed intercept
for all the firms and period. This method impliésitt estimated cross section is identical
and it is better under the hypothesis that the slettas a priori homogenous. For instance
if we have a sample of only high income countrigstériou and Hall, 2007). The fixed
effect model is more general than the pooled mddelhe sense that the fixed effects
enables us to analyse the differences from onetogfirm and/or period to another. The
model permits for different intercepts for eachmoy/firm and/or period, which enables
to capture the effects of omitted explanatory \@es. We use period fixed effects rather

than firm-specific fixed effects. We use the Hausrspecification te&to decide on the

® Hausman test is a specification test which is basedhe correlations between the regressors and the
unobserved or individual effect. This test is intpat to test the assumption of whether unobserved a
observed explanatory variables are correlated.dreffect estimator is consistent even when thenestirs

are correlated with the individual effect. If thage correlated, fixed effect is consistent, butdan effect

is not. Therefore, we actually test in the null bygesis that random effects are consistent andiefti
versus alternative hypothesis that random effeptsimconsistent (as the fixed effects will be alaay
consistent).
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use of period fixed effects. Our decision is dased on the work by Lemmon, Roberts
and Zender (2008) that concludes that “the majarityariation in leverage in panel of
firms is time invariant” suggesting that variation capital structures is primarily
determined by factors that remain stable for loegquls of time. We capture those by
determinants of capital structure that vary in¢hess section of firms and economy level
variables that distinguish between the country imcl the firms operate. Therefore we
can identify the effect of each capital structureary and economic policy variable on
capital structures and term maturitidsVe estimate the model using OLS estimators
with period fixed effects

We estimate the equations above for leverage abdmdaturities, long term debt
and short term debt. Then we run separate estingatath different size measures for
small, medium and large companies. We do the estingfirstly just for the firm level
determinants, then adding macroeconomic variabiesby one and in the last model we
include all of the variables. The reason for tretthe high correlation among some
macroeconomic variables (see appendix 2) We testrabustness of our results for
different definitions of size by using two additadrmeasurements for size: logarithm of

sales and logarithm of assets and then for diftegeagraphical regions.

4. Empirical results

In this section we present the results for deteamtis of capital structure and debt
maturity for firms in developing countries. We fireport results for all the firms in the
24 countries. We confirm that capital structureoties are portable to developing
countries and we show that economic environmet @funtry has significant impact on
the leverage and debt maturity decisions of firlve find that large firms have higher
leverage than small firms. To examine whether tq@tal structure theories are portable
to small firms, we split the sample based on tke sf the firms as small, medium and

large. We discuss the results for determinantsapital structure for small and large

% In alternative estimations following Booth et a200Q1) we include country fixed effects. When we
include both macroeconomic variables and countrynmies, the macroeconomic variables become
insignificant. The country dummies take the impafcthe macroeconomic variables as Lemmon, Roberts
and Zender (2008) predicted. Therefore, we omitctihentry dummies since the macroeconomic variables
can show the nature of differentiation among caastr
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firms. We show that capital structure theories @ogable to small firms and the main
difference between small and large firms derivesnfthe economic environment of the
country. For the robustness of our results we uBerent definitions of size and we
confirm that our results are robust to differenfidgons of size. We also look at the
robustness of our results for different geograghiegions. Finally, we analyze whether
determinants of capital structure for private aisted firms are different. We find that
capital structure theories are portable to privtens economic conditions have
significant impact on their leverage and debt mitwtecisions. This is not surprising

since most private firms are small.

4.1 Deter minants of capital structure and debt maturity

Table 2 Column 1 presents results for leveragelen®olumn 2 and 3 present the
results for debt maturities for the overall sampleoking first at results for leverage we
observe that the coefficient for tangibility is la#ige, indicating that as collateral
increases, firms borrow less. According to trade-afid pecking order theory, as
tangibility increases, collateral increases andhgirshould be able to obtain more debt
(see Rajan and Zingales, 1995; Titman and Wests@88). Our findings contradict the
theory at first sight. Booth, Aivazian,Demirguc-Kusnd Maksimovic (2001) have also
found this inverse relationship and explain it wittaturity matching principle. We
observe the same. We will discuss this later when present the results for term
maturities. The coefficient for profitability is gative, indicating that as profitability
increases, leverage decreases. This provides suppdine pecking order theory (Myers
and Majluf, 1984). Firms use retained earningg &rgl then move to external sources of
financing. This negative relation also supports ékistence of asymmetric information.
In accordance with Booth, Aivazian,Demirguc-Kuntldlaksimovic (2001), this result
proposes that external financing is costly and essalt firms avoid it. The size dummy
for small firms has a negative coefficient and duenmy for large firms has a positive
coefficient. Leverage is higher for large firms doder for small firms. As firms’ size
increases, they become more diversified and have stable cash flows. They are less
often bankrupt compared to small firms (Pettit &moger, 1985) so that they can afford
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higher levels of leverage. Booth, Aivazian,Demirglunt and Maksimovic (2001) also
supports this positive relation between leveragefam size.

We show that economic environment is importantiimg’ capital structure and
term maturity choices in developing countries. Tdaefficient estimate for GDP per
capita is positive indicating that as countriesdmee richer, more funds become available
and firms can borrow more. GDP growth has alsositipe coefficient. In countries with
relatively higher rate of economic growth, firmg @ager to take higher levels of debt to
finance new investment (see Bartholdy and Mate@@38R The coefficient for inflation is
negative implying that firms borrow less as infbati increases. Higher inflation
introduces higher uncertainty in the environmertt excreases cost of borrowing (Fan et
al., 2006). Therefore, firms are able to borrowigfareal but not inflationary growth
prospects (Booth, Aivazian, Demirguc-Kunt and Mai®vic, 2001). The impact of
interest on leverage is positive suggesting themdicontinue to borrow despite the
increases in the cost of interest. This might be tuthe fact that in most developing
countries interest rates increase when ceilingsadaished as a result of financial
liberalisation and fund become available (Beka€rampbell, and Lundblad, 2003). The
coefficient for tax is positive for leverage. Asxtancreases, firms borrow more. In
accordance with the trade-off theory, firms pratebe financed by debt because interest
payments are tax deductible. By using Miller tasteBooth, Aivazian,Demirguc-Kunt
and Maksimovic (2001) find the same positive impawctthe leverage. Therefore, firms
can benefit higher tax shields to continue fundggnore debt.

Table 2 Column 2 presents the results for long @eit. The coefficient for asset
tangibility is positive for long term debt. A firmith more tangible assets use more long
term debt in accordance with trade-off theory aratumty matching principle (Booth,
Aivazian,Demirguc-Kunt and Maksimovic, 2001). Oretlother hand, we found an
inverse relation between leverage and asset tdibgifihe reason for this is that firms in
developing countries finance their long term assetls long term debt. That's why we
find tangibility is positively related with long @ debt while negatively related with
leverage. Profitability has a negative coefficieAt profitability increases, long term
debt decreases. Booth, Aivazian, Demirguc-Kunt liattsimovic (2001) find the same

inverse relation. Firms prefer to be financed imddly if they have enough internal
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sources (Myers and Majluf, 1984). The coefficient Emall is negative, while the

coefficient for large is positive. As firm gets d@r, they use more long term debt
financing in accordance with Booth, Aivazian, Degnic-Kunt and Maksimovic (2001).

We do present robustness tests to examine thet effesize on the external financing
decisions of firms by using different proxies fares which we will present m in section
4.3.

The coefficient for GDP per capita is positive fong term debt. As income of
the country increases, firms can borrow more l@rgitdebt. The coefficient for GDP
growth is positive, implying that as countries geofaster, long term debt increases. The
impact of inflation on long term debt is positives inflation increases, firms use more
long term debt financing. They could be using ltergn debt as a hedge against inflation.
As opposed to our finding, Booth, Aivazian, Demegunt and Maksimovic (2001)
find an inverse relation between inflation and ladlegn debt. However, this inverse
relation does not hold when they use market vafuesterest has a negative coefficient,
indicating that as interest rate increases, firamdafinancing themselves with long term
debt due to the higher cost of interest expense ddefficient for tax is negative,
indicating that firms in countries with higher teates use less long term debt. This result
is difficult to interpret. Higher tax rates providecentives to firms borrow more due to
tax shield. But at the same time the high borrownmeases the risk of bankruptcy and
financial distress costs. Bankruptcy costs are waportant for small firms since they
have higher business risk, which means that theg hagher probability of failure. Also,
the higher probability of failure decreases theugadf the firm. Therefore, increases in
the probability of failure and decreases in theugabf the firms may cause firms in
developing countries not to follow the trade-ofédny for long term debt financing. We
examine this relation for short term debt as w@l the other hand, Booth, Aivazian,
Demirguc-Kunt and Maksimovic (2001) find a positikdation between tax and long
term debt. But since the firms included in thatdgtare large listed companies, the

probability of failure is very low. But our resulshow that tax has a positive impact on

10 \We could not use market values since we do not Havelata for that. Most of the firms in the sample
are private companies; therefore, they do not Inaaxket values.
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short term debt. Therefore, firms benefit tax gtgelia short term debt rather than long
term debt. This is a unique feature for develomogntries.

Table 2 Column 3 shows the results for estimatigsiag short term debt as the
dependent variable. Results reported here completimemesults for estimations for long
term debt. The coefficient for tangibility is neiyat for short term debt, suggesting that
as tangibility increases, firms are financed legsshort term debt. We also found this
negative relation between tangibility and leveradfe explained this with the maturity
matching principle. So firms in developing courdricnance their long term assets with
long term debt. Thus, as asset tangibility bodsisy reduce short term debt and move
towards long term debt. The coefficient for prdjitey is negative for short term debt,
indicating that firms use less short term debt rfeilag as profitability increases. In
accordance with our results for leverage and lamgtdebt, firms follow the pecking
order even for short term debt. They prefer intetoa@xternal financing. The coefficient
for small firms is negative for short term debt lght is positive for large firms. As size
increases, leverage increases in general and fiange borrow more short term debt as
well as long term debt. As GDP per capita and gnosates in the economy increases,
firms boost leverage in general, not only long tedebt but also short term debt.
Similarly as inflation increases and interest ratesline, firms increase debt maturities

by borrowing less short term debt and more long teebt.

4.2. Are determinants of capital structures and debt maturities different for Small
Firms?

In this section, we analyze whether the determsahtapital structure and debt
maturity are portable to small firms. Table 3 preasehe results for the Small, Medium
and Large firms. Firm level determinants of capdfalcture are the same for small and
large firms. So no matter what size the firms &eytfollow the maturity matching and
pecking order theories for their leverage decisidime difference between them derives
from the impact of the macroeconomic variables obantry. The richness of the country
and economic growth boost the debt financing oflisfitans, while uncertainty in the
economy represented by high inflation and highregerates discourages their borrowing.

Unlike small firms, large firms are not affected GDP per capita, growth and inflation
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but only by the interest rate and tax. Large firoasitinue to borrow in spite of the
increases in interest rates. The results showtheeffects that we have seen for the
overall sample mainly show the capital structureisiens of small firms.

Table 4 presents the results for long term debanitmg decisions of small,
medium and large firms. For long term debt finagciwe also confirm that both small
and large firms follow the trade-off and peckingartheories in accordance with overall
results. The difference between the small and lafgms derives from the
macroeconomic environment of the country. The rc¢he country the more long term
debt small firms have. Also the growth of the ecagdelps small firms borrow more.
On the other hand, the high inflation does notalisage long term borrowing of small
firms as opposed to what we expected. But we follvedsame positive relation for
overall sample and we explained this as they usg term debt as hedge against inflation.
As interest and tax increases, small firms use l@sg term funding. We do not expect
that tax has any effect on the long term debt firam decisions of small firms but we
found a negative relation in accordance with oueral findings. Small firms also
consider the tax in their long term debt finanailegisions.

Table 5 reports the regression results for shonh @ebt of small, medium and
large firms. The results for short term debt ins¢gwith the leverage and long term debt.
The coefficient for tangibility is negative, indtgag that small and large firms borrow
less as collateral increases. We found the sanersevelation for the leverage and we
explained it with the maturity matching principlrms prefer to finance their long term
assets with long term debt. That's why we find tiegarelation. We could not find any
significant relation between profitability and shéerm debt for both small and large
firms. The richness of the country and economicwitoboost the short term debt
financing of small firms; whereas, increases inrnglomakes large firms to prefer long
term debt rather than short term debt. Increasasflation decrease the short term debt
financing of small firms while small firms increa#ieeir long term debt. They could be
using long term debt as hedge against inflation.cétdd not find any significant relation
between short term debt and inflation for largenfir Both small and large firms continue
to borrow short term in spite of the increasesnterest rate. Small firms use tax shield

advantage for short term debt while we could niodl fany significant relation for large
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firms. We show that capital structure theories @odable to small firms in developing
countries. We knew from previous research thattahgiructure theories are portable to
large firms and our results confirm this. The deieants of capital structures and term
maturities are different in terms of the impacttbé economic environment of the
country. Small firms are more sensitive to the desnin the economic environment of
the country than large firms. The richness of tbantry, economic growth and lower
inflation rates help small firms increase leveraggle we do not observe any significant
impact on large firms. Similarly higher income l&s/ehigh growth rates and lower
interest rates increases the debt maturity of sfimals. Small firms increase long term
debt during high inflation and increase short telebt during high interest rate periods.
Large firms have better access to the capital nsrke they can shape their capital
structure decisions based on firm level needs @&sented by capital structure theories.
However small firms are more exposed to the shockshanges in the local economy
and governments’ monetary and fiscal policies thatiermine the level of financing

available via development banks or suppliers’.

4.3. Robustnesstestsfor size

We test the robustness of our results by usingmifit definitions of size. First,
we use the logarithm of sales (Table 6 panel A)taed the logarithm of assets to proxy
size(Table 6 panel B), Our results are robustfferdnt definitions of size. Leverage is
higher for large firms when we use sales or assdtsee company to measure size. Larger
firms usually have more stable cash flows and loarkruptcy risk (Pettit and Singer,
1985). Also they have access to the internatioapital markets; therefore, being a large
firm increases the leverage. We confirm that finmghe sample follow the maturity
matching principle and pecking order theory. Themaconomic determinants also stay
the same. The richness of the country and econgroieth boost both the leverage and
debt maturity while uncertainties in the economgcdurage their borrowing. Higher
interest makes firms continue to borrow short teoot, they avoid borrowing long term.
Only the coefficient of tax becomes negative farelage when we use the logarithm of
sales to proxy size. Regardless of the size defitdtwe use, based on the number of
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employees, sales and total assets of the comparshowe that both leverage and term

maturities are higher for larger firms.

4.4 Are determinants of capital structure different in geographical regions?

In the previous section, we show that capital stmectheories are portable to
small firms in developing countries and they afeaéd by the economic climate of the
country. But since our firms are from the differ@ountries from different regions, we
also check the robustness of our results by looking/hether belonging for a certain
region causes to have different determinants oftalagtructure and term maturity. To
answer for that, we divide the sample into five grephical region's and estimate the
model for each region.

Among the different regions, we confirm the impada of the firm level
variables and their impact is similar to the resuéported in Table . There are some
differences concerning the impact of macroeconoraitables. High economic growth
makes firms in Latin America and Caribbean regmstift from debt financing to equity
financing, while they shift form equity to debtdincing as inflation increases. The higher
the interest rate, the less debt firms have innL&imerica and Caribbean and South
Asian regions. Increases in tax rate make firmsdvorless in Latin America and
Caribbean regions due to the high probability afkdvaptcy.

Debt maturity decisions of firms among regions ewasistent with the general
results we report in Table 2. There are some eimeptin the Middle East and North
African region large firms use less short termficiag than small firms. Firms in Latin
America and Caribbean region shift from long ter@btdfinancing to equity financing as
economy grows. In South Asian region, firms uses |lesig term debt financing as
inflation increases due to the economic uncertaiRiyns in African region continue to
borrow long term debt financing in spite of thereeses in interest. The increases in
growth and tax rate cause firms in Latin America &@uaribbean region to borrow less
short term debt while increases in inflation maken$ borrow more short term debt.

Hence, the impact of macroeconomic variables on l#verage and debt maturity

" The regions are Africa, East Asia and Pacific,ii&merica and Caribbean, Middle East and North
Africa, and South Asia.
12 Results can be made available by the authors.
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decisions of firms in Latin America and Caribbeagion is contrary compared to firms

in other regions and overall sample.

5. Conclusion

This paper examines the determinants of capitatstre decisions of small firms
in developing countries. Previous research is mdmtused on the large listed firms of
US and other developed countries and a small nuddezloping countries. In contrast
to the earlier studies, our main focus is on thalkfiims in developing countries, which
are more representative of the corporate sectdihase countries. We use survey data
from World Bank Enterprise Survey 2002 coveringraad sample of countries around
the world, which provides detailed firm financiafarmation which enables us to test for
the capital structure theories as it has been tmrdeveloped countries.

Our results can be summarised as follows. Firsily, results for developing
countries indicate that corporate financing deaisido not significantly differ from those
found for developed countries in the literaturee Tmly exception is the asset tangibility.
In accordance with Booth, Aivazian, Demirguc-Kundaviaksimovic (2001), firms in
developing countries follow the maturity matchingnpiple. But overall, firms in
developing countries follow the capital structuredries as firms in developed countries.

Secondly, size is an important factor in the ledeleverage a firm holds and its
term maturity. As firms become larger, they inceshsth leverage and debt maturities in
their capital structures. Larger companies are llysn@ore diversified and their risk of
failure is reduced. As a result they can have higaeerage and extend their debt
maturities. Small firms have lower leverage andtdebturities. Due to the information
asymmetries and high inflation in the developingirddes, small firms usually face
higher interest rate costs. Also, they are findhciaore risky compared to large firms.
As a result of that, debt financing becomes expenfir small companies. That's why
they prefer internal financing as a first choice.

Finally, our results show that small firms are eneensitive to the changes in the
economic environment of the country than large dirfihe richness of the country,
economic growth and uncertainties in the econonwg Isggnificant affect on the leverage

decisions of small firms whereas these macroecanwariables become insignificant for
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large firms. Large firms prefer longer term matunwith the increases in economic
growth; moreover, they continue to be financed hyristerm debt despite the increases
in interest rate.

As a result, firm level determinants of capitalsture and debt maturities are the
same for all firms regardless of their size. Fifimifow the maturity matching principle
and pecking order on their debt financing decisidimie main difference derives from the
impact of macroeconomic environment of a countrly.macroeconomic variables have
significant impact on the leverage and debt matutécisions of small firms while most
of the macroeconomic determinants do not have fsignt effect on the financing
decisions of large firms. We attribute this to Efgms’ easy access to both the domestic
and international financial markets.

On the whole, our results confirm that capital ciee theory is portable to
developing countries. Our paper has shown that rgovents’ decisions on fiscal and
monetary policies have influenced the debt finagai small firms more than large
companies. Thus, to be able to increase the extdmancing of small firms,
governments should take into consideration the xeédmall firms when they formulate

their monetary and fiscal policies.
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Tablel

Descriptive Statistics

The tables show descriptive statistics for firm gfie variables and macro variables. Panel A presen
descriptive statistics for all firms included inetlsample. Panel B presents the comparative ddseript
statistics for all firms, private, listed, smalledium and large. Listed are the firms which areliplybheld.
Private are the firms which are privately owned.a8ris small firms which has less than 50 employees
Medium is medium size firms which employs 50 to f@®ple. Large is large firms which have more than
500 employees. The firm specific variables arecdisWs: Leverage is the ratio of total liabiliti¢és total
asset. Ltdebt is the ratio of long term liabilitiestotal assets. Stdebt is the ratio of short tiadilities to
total assets. Tangibility is measured as net fiasdets to total assets. Profitability is calculaasdthe
earnings before tax divided by total assets. Saradl Large are included as dummy variables to pfoxy
size. If the firm employs less than 50 employeesalstakes the value of 1, otherwise 0. Large takes
value of 1 if the firm has more than 500 employesberwise 0. GDP/Cap is GDP per capita in U.S.
dollars. Growth is the annual growth rate of GDH®lation is measured based on GDP deflator. Intéses
the lending rate. Tax is the highest tax rate showthe schedule of tax rates applied to the taxaigome

of corporations. ALL is abbreviation for the whaample.

Panel A: Descriptive Statisticsfor all firms

Mean | Median| Maximum| Minimum | Std. Dev.| Observations
Leverage 0.3909 0.3771 1.0000 0.0000 0.2978 27738
L tdebt 0.1401f 0.0256 0.9973 0.0000 0.198Y 27209
Stdebt 0.2494 0.1825 0.9995 0.0000 0.247Y 27209
Tangibility |0.4521 0.4407 1.0000 0.0000 0.2728 27065
Profitability |0.3406 0.1969 6.8096 -4.0425 0.704 27038
Small 0.4810 0.0000 1.0000 0.0000 0.4996 27738
Large 0.1089 0.0000 1.0000 0.0000 0.3116 27738
GDP/Cap 1698 996 8962 121 1570 27738
Growth 0.0326 0.0307 0.0804 0.0015 0.0155 27738
Inflation 0.0695 0.0620 0.3082 -0.0704 0.0631 27738
Interest 0.2127 0.1369 0.6288 0.0618 0.170Y 27738
Tax 0.2964 0.3000 0.4500 0.1200 0.0921 27738

Panel B: Comparative meansfor different typesand size of firms
All | Small | Medium | Large |Private| Listed
Leverage 0.3909| 0.3065| 0.4597 | 0.50480.3670| 0.4629
L tdebt 0.1401| 0.0960| 0.1716 | 0.21410.1405|0.2119
Stdebt 0.2494| 0.2076| 0.2868 | 0.29180.2247|0.2498
Tangibility 0.4521| 0.4817| 0.4280 | 0.41430.4671|0.4337
Profitability | 0.3406| 0.3058| 0.3536 | 0.446(00.3572| 0.3341

Small 0.4810[ NA NA NA ]0.5073]0.2594
Large 0.1089] NA NA NA ]0.0960|0.2753
GDP/Cap 1698 | 1781| 1720.8] 1249|4743.8|1453.7
Growth 0.0326| 0.0309| 0.0339 | 0.03560.0324| 0.0310
Inflation 0.0695| 0.0711| 0.0678 | 0.06870.0739|0.0773
I nterest 0.2127| 0.2201| 0.2148 | 0.17190.2230| 0.1763
Tax 0.2964| 0.2895| 0.2983 | 0.31960.2913| 0.3015

No. of Obs 27738| 13343| 11373| 3022 23594 2135
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Table2
Leverage and Debt Maturity: Overall sample

The table shows regressions of leverage, long tdetnt and short term debt on firm specific and
macroeconomic variables. We estimate regressionssing OLS estimators with fixed effects corrected
with white standard errors. Column 1 shows theesgjon for leverage, Column 2 presents the refuits
long term debt and Column 3 is for short term délim specific factors are as follows: Tangibility
measured as net fixed assets to total assetstdbitify is the earnings before tax to total ass&tmall
takes the value 1 if the firm employs less thareBiployees, otherwise 0. Large takes the valueibfhe
firm has more than 500 employees, otherwise 0. bexonomic variables are as follows: GDP/Cap is the
natural logarithm of GDP per capita in U.S. dollagsowth is the annual growth rate of GDP. Inflatis
measured based on GDP deflator. Interest is basddeoannual lending rate. Tax is the highest &g r
shown on the schedule of tax rates applied to dkable income of corporations. The reported Rhés t
adjusted R2. Standard errors are in parenthesésintficates level of significance at 1%, ** levef o
significance at %5, and * level of significancel@fao.

L everage L tdebt Stdebt
Constant 0.1584*** 0.0913*** -0.0535
(0.045) (0.031) (0.039)
Tangibility -0.2031*** | 0.0427** | -0.2492%**
(0.010) (0.007) (0.008)
Profitability -0.0261*** | -0.0129*** | -0.0127***
(0.004) (0.003) (0.003)
Small -0.1352*** | -0.0714** | -0.0645%**
(0.006) (0.004) (0.005)
Large 0.0597*** 0.0443*+* 0.0193**
(0.009) (0.007) (0.008)
GDP/Cap 0.0361*** 0.0072** 0.0398***
(0.004) (0.003) (0.004)
Growth 2.6768*** 2.4226%+* 0.4829**
(0.234) (0.160) (0.192)
I nflation -0.1567** | 0.0796*** | -0.2065***
(0.033) (0.021) (0.030)
I nter est 0.1164** | -0.1012*** | 0.2397***
(0.020) (0.014) (0.017)
Tax 0.1413** | -0.1626*** | 0.4011***
(0.045) (0.029) (0.038)
Observations 26415 25931 25931
R? 0.1484 0.0885 0.1528
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Table3

L everage for small, medium and large firms
The table shows regressions of leverage on firntiBpeand macroeconomic variables. We estimate
regressions by using OLS estimators with fixed @ffecorrected with white standard errors. Columns 1
show the regression for leverage of small firms|lu@ms 2 presents the results for medium firms and
Columns 3 is for large firms. Firm specific fact@ase as follows: Tangibility is measured as needix
assets to total assets. Profitability is the egsibefore tax to total assets. Small takes theevalif the
firm employs less than 50 employees, otherwiseabgé takes the value of 1 if the firm has more tbRD
employees, otherwise 0. Macroeconomic variablesaaréollows: GDP/Cap is the natural logarithm of
GDP per capita in U.S. dollars. Growth is the ahmgmawth rate of GDP. Inflation is measured basad o
GDP deflator. Interest is based on the annual tendite. Tax is the highest tax rate shown on ¢hedule
of tax rates applied to the taxable income of cmapons. The reported R? is the adjusted R2. Stahda
errors are in parentheses. *** indicates level ighdgicance at 1%, ** level of significance at %&nd *
level of significance at 10%.

Leverage Small Medium Large
Constant -0.1759*** [ 0.5184*** 0.3843**
(-0.061) (-0.078) (-0.169)
Tangibility -0.2190*** [ -0.2071*** | -0.1047***
(-0.013) (-0.017) (-0.033)
Profitability -0.0124*** | -0.0478*** | -0.0273**
(-0.005) (-0.006) (-0.012)
GDP/Cap 0.0683*** -0.0096 -0.002
(-0.006) (-0.007) (-0.016)
Growth 2.1861*** 3.7980*** 0.2465
(-0.373) (-0.36) (-0.671)
Inflation -0.2137*** | -0.2063*** 0.1491
(-0.047) (-0.055) (-0.121)
I nterest 0.0419 0.1625*** 0.2493***
(-0.03) (-0.031) (-0.071)
Tax 0.1856*** -0.1046 0.4333**
(-0.058) (-0.084) (-0.209)
Observations 12625 10925 2865
R? 0.1166 0.0818 0.0206
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Table4

Long term debt for small, medium and large firms
The table shows regressions of long term debtrom $pecific and macroeconomic variables. We esémat
regressions by using OLS estimators with fixed @ffecorrected with white standard errors. Columns 1
show the regression for long term debt of smath§iy Columns 2 presents the results medium firms and
Columns 3 is for large firms. Firm specific fact@se as follows: Tangibility is measured as needix
assets to total assets. Profitability is the egsibefore tax to total assets. Small takes theevalif the
firm employs less than 50 employees, otherwiseabgé takes the value of 1 if the firm has more tHRb
employees, otherwise 0. Macroeconomic variablesaaréollows: GDP/Cap is the natural logarithm of
GDP per capita in U.S. dollars. Growth is the ahmgmawth rate of GDP. Inflation is measured basad o
GDP deflator. Interest is based on the annual tendite. Tax is the highest tax rate shown on ¢hedule
of tax rates applied to the taxable income of cmapons. The reported R? is the adjusted R2. Stahda
errors are in parentheses. *** indicates level ighdgicance at 1%, ** level of significance at %&nd *
level of significance at 10%.

L tdebt Small Medium Large
Constant -0.0644° | 0.4153** | 0.2354°
(-0.038) (-0.064) (-0.135)
Tangibility 0.0192* | 0.0597*** | 0.0924***
(-0.008) (-0.013) (-0.028)
Profitability | -0.0063** | -0.0237*** | -0.0187**
(-0.003) (-0.005) (-0.008)
GDP/Cap 0.0256*** | -0.0304*** | -0.0168
(-0.004) (-0.006) (-0.013)
Growth 1.3215** | 3.3478*** | 1.4370***
(-0.249) (-0.237) (-0.512)
Inflation 0.0896*** 0.0509 0.044
(-0.027) (-0.04) (-0.104)
Interest -0.1585*** | -0.1077*** | 0.0457
(-0.019) (-0.022) (-0.053)
Tax -0.1320*** | -0.4623** | 0.0192
(-0.034) (-0.064) (-0.155)
Observations 12329 10766 2836
R? 0.0311 0.0902 0.0423
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Table5

Short term debt for small, medium and large firms
The table shows regressions of short term debiromdpecific and macroeconomic variables. We egéma
regressions by using OLS estimators with fixed @ffecorrected with white standard errors. Columns 1
show the regression for short term debt of smathdj Columns 2 presents the results medium firngs an
Columns 3 is for large firms. Firm specific fact@ase as follows: Tangibility is measured as needix
assets to total assets. Profitability is the egsibefore tax to total assets. Small takes theevalif the
firm employs less than 50 employees, otherwiseabgé takes the value of 1 if the firm has more tbRD
employees, otherwise 0. Macroeconomic variablesaaréollows: GDP/Cap is the natural logarithm of
GDP per capita in U.S. dollars. Growth is the ahmgmawth rate of GDP. Inflation is measured basad o
GDP deflator. Interest is based on the annual tendite. Tax is the highest tax rate shown on ¢hedule
of tax rates applied to the taxable income of cmapons. The reported R? is the adjusted R2. Stahda
errors are in parentheses. *** indicates level ighdgicance at 1%, ** level of significance at %&nd *
level of significance at 10%.

Stdebt Small Medium Large
Constant -0.3190*** 0.109¢ 0.2581’
(-0.049) (-0.074) (-0.145)
Tangibility -0.2456*** | -0.2684*** | -0.1988***
(-0.011) (-0.015) (-0.029)
Profitability -0.0052 | -0.0243**| -0.0097
(-0.004) (-0.005) (-0.01)
GDP/Cap 0.0619*** | 0.0198*** 0.0051
(-0.005) (-0.007) (-0.013)
Growth 1.2973*** | 0.5237* -1.1957**
(-0.283) (-0.309) (-0.601)
Inflation -0.2535*** | -0.2675*** 0.0826
(-0.043) (-0.051) (-0.099)
I nterest 0.2319*** | 0.2761** | 0.1863***
(-0.025) (-0.027) (-0.057)
Tax 0.4752** | 0.3520*** | 0.3013*
(-0.05) (-0.077) (-0.169)
Observations 12329 10766 2836
R? 0.1675 0.1225 0.0490
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Table6

L everage and Debt M aturitieswith different size proxies

The table shows regressions of leverage, long tdetnt and short term debt on firm specific and
macroeconomic variables by using different sizexpr®anel A presents the regression with the lbigari

of sales and Panel B includes logarithm of as$®ts.estimate regressions by using OLS estimatotts wit
fixed effects corrected with white standard err@slumn 1 shows the regression for leverage, Col@mn
presents the results for long term debt and Col@niw for short term debt. Firm specific factors ase
follows: Tangibility is measured as net fixed asdettotal assets. Profitability is the earningbbetax to
total assets. Size is measured as the logarithnotaf sales. Macroeconomic variables are as follows
GDP/Cap is the natural logarithm of GDP per capité).S. dollars. Growth is the annual growth rate o
GDP. Inflation is measured based on GDP deflatderést is based on the annual lending rate. Ttheis
highest tax rate shown on the schedule of tax rapgdied to the taxable income of corporations. The
reported R? is the adjusted R2. Standard errorfngrarentheses. *** indicates level of significenat 1%,

** |evel of significance at %5, and * level of sificance at 10%.

Pand A: Leverage and Debt Maturity with size proxy: sale

L everage L tdebt Stdebt
Constant -0.1255%*** -0.0239 -0.1955%**
(0.046 (0.032 (0.038
Tangibility -0.2032** | 0.0388*** | -0.2456***
(0.010) (0.007) (0.008)
Profitability | -0.0281*** | -0.0128*** | -0.0149***
(0.004 (0.003 (0.003
Size 0.0243** | 0.0100*** | 0.0143***
Sale (0.001 (0.001 (0.001
GDP/Cap 0.0317*** 0.0045 0.0356***
(0.005) (0.003) (0.004)
Growth 4.0565*** | 3.0590*** | 1.2040***
(0.238) (0.162) (0.189)
I nflation -0.0594* | 0.1208*** | -0.1533***
(0.034 (0.022 (0.030
I nterest -0.009¢ | -0.1567*** | 0.1637***
(0.022) (0.015) (0.018)
Tax -0.1181* | -0.2734*** | 0.2285***
(0.048) (0.032) (0.040)
Observations 26388 25910 25910
R? 0.1248 0.0597 0.1536
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Panel B: Leverage and Debt Maturity with size proxy: asset

L everage L tdebt Stdebt
Constant -0.1320%*** -0.0401 -0.1818***
(0.046 (0.032 (0.038
Tangibility -0.2126*** | 0.0365*** | -0.2531***
(0.010) (0.007) (0.008)
Profitability | -0.0131** | -0.0059** | -0.0068**
(0.004) (0.003) (0.003)
Size 0.0208*** | 0.0106*** | 0.0100***
Asset (0.001 (0.001 (0.001
GDP/Cap 0.0361*** 0.0056* 0.0387***
(0.004) (0.003) (0.004)
Growth 3.9991*** | 3.0989*** | 1.0986***
(0.241 (0.162 (0.191
I nflation -0.0672* | 0.1238*** | -0.1659***
(0.034 (0.022 (0.030
I nterest 0.0228 -0.1528**| (0.1934***
(0.022) (0.014) (0.018)
Tax -0.0587 -0.2767**| (0.2929***
(0.048) (0.032) (0.041)
Observations 26415 25931 25931
R? 0.1146 0.0618 0.1436
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Appendix 1
Firm observation by country
The table presents the composition of the firm ple@®ns for each country in the sample. Small respo

firms which have less than 50 employees. Mediumleysb0 to 500. Large firms have more than 500

employees. Private are privately held companieseWisted are publicly held firms.

Total Small Medium | Large | Private | Listed
Bangladesh 780 246 426 108 730 50
Brazil 4,232 2,244 1,795 193 4,054 174
Cambodia 181 164 11 6 181 0
Chile 1,793 1,000 663 130 1,641 157
Ecuador 756 437 301 18 348 404
El Salvador 676 418 222 36 676 0
Ethiopia 1,091 831 195 65 1,091 0
Guatemala 751 495 218 38 751 0
Guyana 273 229 42 2 245 28
Honduras 717 497 173 47 717 0
India 3,868 767 2,206 895 3,396 472
Indonesia 1,442 431 568 443 1,286 156
Malawi 233 98 111 24 217 16
Morocco 2,006 901 1,002 103 NA NA
Nicaragua 757 618 121 18 757 0
Oman 143 100 43 0 143 0
Pakistan 2,764 2,094 625 45 2,674 9(
Peru 193 127 59 7 172 21
Philippines 1,864 502 1,009 353 1,461 408
South Africa 1,370 373 820 177 1,32( 50
Sri Lanka 938 280 396 262 856 79
Syria 160 157 3 0 160 0
Tanzania 355 211 131 13 344 11
Zambia 395 123 233 39 372 23
Total 27,738 | 13,343 11,373 3,022 23,594 2,135
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Appendix 2
CorrelationsMatrix of Variables

This table presents the Pearson correlations wkdipecific and macro variables. Leverage is thie i@t
total liabilities to total asset. Ltdebt is theioapf long term liabilities to total assets. Stdébshort term
liabilities to total assets. Tangibility is measiiigs net fixed assets to total assets. Profitghditalculated

as the earnings before tax divided by total assutsall and Large are included as dummy variables to
proxy for size. If the firm employs less than 50ptoyees, small takes the value of 1, otherwisedigé
takes the value of 1 if the firm has more than Bfiployees, otherwise 0. GDP/Cap is the GDP petaapi
in U.S. dollars. Growth is the annual growth rateG®DP. Inflation is measured based on GDP deflator.
Interest is the lending rate. Tax is the highestrege shown on the schedule of tax rates appbeithe
taxable income of corporations. *** indicates lew#lsignificance at 1%, ** level of significance @5,

and * level of significance at 10%.

Correlation | Leverage [ Ltdebt Stdebt |Tangibility|Profitability] Small Large | GDP/Cap [ Growth | Inflation | Interest | Tax
Leverage [1.0000
L tdebt 0.5651** ]1.0000
Stdebt 0.7486*** |-0.1205*** |1.0000
Tangibility |-0.2315*** ]0.0244*** |-0.3029*** [1.000(
Profitability|-0.0521*** |-0.0406*** |-0.0304*** |-0.0141** |1.000(
Small -0.2734*** [-0.2127*** |-0.1617*** |0.1037*** |-0.0476*** |1.0000
Large 0.1339*** ]0.1309*** [0.0601*** [-0.0487*** [0.0522*** |-0.3367*** [1.0000
GDP/Cap [0.0878** [-0.0660*** |0.1672*** |-0.1225*** |-0.002¢ 0.0221*** -0.0840*** [1.000(
Growth 0.0711*** ]0.1755*** [-0.0521*** [-0.0190*** |-0.0118° |-0.1068*** |0.0669*** |-0.5160*** |1.000(
Inflation  [-0.0736*** |-0.0557*** |-0.0467*** |0.0468*** |0.0299*** [0.0246*** [-0.0044 0.0376*** | -08670*** {1.0000
Interest 0.0009 -0.1102***(0.0920*** 10.0162*** 0.0619*** ]0.0418*** |-0.0834*** [0.4161*** [-0.4489*** |0.2385*** [1.0000
Tax -0.0245*** |0.0702*** |-0.0850*** |0.0471*** |-0.0133** |-0.0719***|0.0883*** |-0.7187*** |0.4618*** |0.0061 -0.6104***|1.000(
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