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Abstract: The present empirical study focuses on the trends in financing pattern as well as composition of
capital structure of SMEs Small and Medium Enterprises (SMEs). The financial performance was evaluated by
accessing the long-term solvency of assets using various financial ratios. The secondary data collected for a
period of four years from 2010-2013 was used in the study. The quantum and structure of total funds in selected
SMEs was also analyzed. The results revealed that the long term funds had apportioned nearly two-third of total
funds when compared to short term funds employed. Since the firms showed more dependence on equity
financing the associated financial risks were comparatively low. The companies were found to have not using
their debt to the best advantage of the shareholders as revealed by a higher interest coverage ratio. The study
explicates the influence of the capital structure in financial performance of SMEs. An optimal capital structure
maximizes the shareholder’s wealth with best combination of debt and equity mix thereby minimizing the cost of
capital.

I.  Introduction

As stated in the Modigliani and Miller theorem of investment (1958), the analysis of capital structure
and its proportions are one of the most important themes in the corporate finance theories. The term ‘capital
structure is generally used to define the proportion of debt and equity deployed by a company to finance its
assets (Srivasthava, 2012). Capital structure is the part of financial investment, which represents long term
sources. The choice of suitable source of fund for capital structure is one of the major policy decisions taken by
a firm. It is the permanent financing of the company represented primarily by shareholder’s funds and long term
debt and excluding all short-term credits. The capital structure proposition shows how a firm plans to finance its
projects to meet its primary objective. For each firm, the proportion of capital structure varies largely and the
market value of the firm is independent of its capital structure composition. In fact, proportion determines how
the profit should be divided between creditors and the company owners. As per Ross et al. 2008, deciding the
right proportion of debt and equity is one of the major concerns for finance personnel, since it is a tradeoff
between risks and costs. Therefore, the principal issue in capital structure composition is to find the best
proportion between debt and equity. Many extensive studies conducted on capital structure investigates the
performance of stock market listed companies to test the extent to which capital structure theories correlate the
financing decisions. (Babu and Jain, 1998; Hall et.al., 2000). These studies ignore the peculiarities of private
small and medium enterprises (SMESs), which contributes majority of firms in number and account for largest
proportion of the GDP and employment in most countries.

Small and Medium Enterprises (SMESs) is an integral part of the Indian industrial sector. The distinctive
features of SMEs such as less capital investment and high labor absorption which has created an unparalleled
importance to this sector. As per the Development Commissioner of Micro, Small and Medium Enterprises
(2011), the sector has the credit of being the second highest in employment, which stands next to agricultural
sector. SMEs accounts for about 45 % of the total manufacturing output and 40% of the total exports from the
country. It is estimated to employ about 59 million people in over 26 million units throughout the country.
There are over 6000 products ranging from traditional to high-tech items, which are being manufactured by the
SMEs in India. The nature of the businesses in this sector plays a significant role to alleviate poverty and
promote sustainable growth and impartial allocation of income in India. The SMEs play an important role in
efficiently distributing the enormous labor supply and scarce capital by implementing labor intensive production
processes. SME boosts entrepreneurial skills by promoting private ownerships and their flexibility in responding
quickly to changing market demand and supply conditions are remarkable (Sudha and Krishnaveni, 2012).
According to Cassar (2004), the capital structure decisions of SMEs have important implications for their
performance, their ability to succeed, their risk of failure and their potential for future development. Finding the
suitable capital structure for SMEs is vital. A suitable capital structure helps SMEs to stay alive in the
competitive market and has a positive effect on the overall functioning. The inability to secure sufficient sources
of finance has been previously implicated as the primary cause of SME failure (Van Auken and Neeley, 1996;
Coleman, 2000). Understanding how SMEs are financed is therefore an important question.
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Il.  Literature review

Study on capital structure has become one of the most significant subjects of interest in modern
finance. It has acquired lot of recognition from researchers during recent years. There exists a vast body of
literature that has examined the determinants of the capital structure of companies in developed economies.
Empirical works based on theories of capital structure has been previously conducted for Australia (Cassar and
Holmes, 2003; Johnsen and McMahon, 2005), Spain (Sorgorb, 2005), UK (Hall et al., 2000) and the US
(Gregory et al., 2005). However studies on capital structure have been extended to the developing economy
contexts only in recent past. The level of development of a country’s legal and financial systems has been shown
to influence the capital structure of its enterprises (Fan et al., 2006). In economies with relatively weak investor
protection, enterprises are more likely to employ short-term debt than long-term debt in their capital structure.
This is in contrast to enterprises in economies with active stock markets and large banking sectors which have
more long-term debts (Demirguc-Kunt and Maksimovic (1999).

Despite of the growing volume of literature on the determinants of capital structure in the developing
economy context is available, there has been limited work conducted on SMEs in these countries. One possible
reason for this discrepancy is that SME data is often scarce and sometimes not reliable, since these firms are not
officially required to disclose detailed information or to have their reports audited. Some preliminary work has
been carried out for Poland (Klapper et al., 2006), Vietham (Nguyen and Ramachandran, 2006), and Ghana
(Abor and Biekpe, 2007). All these studies implies to the fact that the that theories of capital structure developed
to explain the financing decisions of SMEs in developed economies are not equally applicable in developing
economies, due to their institutional and organizational differences. Many authors suggested the firm size as a
potential determinant of capital structure decision. The transaction costs associated with financing are usually
related with size too, which implies higher proportion of transaction costs for smaller firms, reinforced in case of
liquidation (Rajan and Zingales, 1995; Kremp et al.,1999; Ozkan, 2001). Even though, the predictable
relationship between firm size and capital structure is positive, many studies found a negative relationship when
considering only short-term liabilities (Michaela et al., 1999; Fluck et al., 2000). Positive correlations between
asset structure and the capital structure was previously reported for several SMEs (Van der Wijst & Thurik,
1993; Jordan et al., 1998; Michaela et al., 1999). The relationship between firm performance as measured by its
profitability ratio and capital structure has been evaluated by several investigators. (Sunder and Myers, 1994;
Babu and Jain, 1998). In India, capital structure patterns are peculiar to specific industries. They differ from
industry to industry but exhibit homogenous pattern in similar industry. Such patterns are similar throughout the
world (Singh and Luthra, 2013). As per the recent report of Prime Minister’s Task Force on MSMEs (2010), the
lack of availability of adequate and timely credits and limited access to equity capital are the most important
investment constrains faced by SMEs in India.

I11.  Objectives of the study
The present paper envisages studying the trend in financing pattern as well as composition of capital
structure of SMEs by evaluating the long-term solvency using debt to equity ratio, debt to total fund ratio and
interest coverage ratio.

IV.  Methodology
The study has been based on secondary data obtained from SMEs. The data drawn from financial
statements of the respective companies published in their annual reports have been analyzed, tabulated and
interpreted using well established financial tools. The data for a period of 4 years (2010-13) was interpreted
through the analysis of capital structure ratios such as debt-equity ratio, debt to total fund ratio and interest
coverage ratio. The quantum and structure of total funds in SMEs during the period of study was also analyzed.

V.  Results and Discussion

Graphical representation of the quantum and structure of total funds in selected SMEs compiled from
the annual reports during the four year period of study is given in fig 1. As can be seen, the long term funds have
contributed more than 70% of total funds during 2010, 2011 and 2013. However in 2012, the long term funds
acquitted by the SMEs were only 58.41%. The long term funds acquired by the companies include share capital,
reserve and surplus as major shareholder’s fund and secured and unsecured loans as borrowed funds. A radical
increase in the percentage major shareholder’s funds was noticed in 2012 and 2013 while the inclusion of
borrowed funds decreased considerably. Reserve and surplus had declined in the concluding year of the study
which depicts that the funds had been utilized and the firms had reduced its dependency on reserve and surplus
for funding. The short term funds include the current liabilities and provisions of the company which accounted
for about one-fourth of the total funds acquired in the first two years of study. Conversely, owing to the
incorporation of minimal long term funds in the year 2012, the short term funds contributed about 41.68% of the
total funds acquired. The debt-equity ratio of the SMEs during the study period is given in table 1. The debt

www.iosrjournals.org 20 | Page



A Study on Capital Structure Pattern of Small and Medium Enterprises (SMEs)

equity ratio is calculated to measure the relative claims of outsiders and the owners against the firm’s assets. The
ratio shows the relative proportion of long term debt i.e. borrowed funds and shareholder’s equity i.e. net worth.
It is evident that long term debt of the SMEs had decreased remarkably from Rs.901.95 lakhs in 2010 to Rs.100
lakhs in 2013. However, the net worth had gradually increased from Rs.808.83 lakhs to Rs.1047.34 lakhs over
the study period. The debt equity ratio had declined from 1.11 times in 2010 to 0.09 times in 2013 which is
below the generally accepted standard norm of 2:1. This in turn implies that that the firms had employed less of
debt. In 2010 debt was more than the net worth but gradually firms reduced debt over equity in 2013. The mean,
standard deviation and co-efficient of variation of debt-equity ratio in SMEs are 0.65 times, 0.63 times and
96.05 percent respectively. The coefficient of correlation between debt and equity in SMEs was 0.35 and
thereby indicating that debt and equity are positively related.

Figl: The quantum and structure of total funds in SMEs during 2010 to 2013
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Table 1: The debt-equity ratio of SMEs during 2010 to 2013.
YEAR Long-term Debt Net worth Debt-equity ratio
(Rs.in lakhs) (Rs.in lakhs)
2010 901.95 808.83 1.11
2011 182.03 142.53 1.27
2012 33.80 257.94 0.13
2013 100.00 1047.34 0.09
Mean 304.44 564.16 0.65
SD 402.92 433.83 0.63
C.V. (%) 132.35 76.89 96.05
Co-efficient of correlation between debt and equity (r) =0.35

The proportion of the debt in the financial structure was analyzed by the calculation of debt to total
fund ratio by dividing total debt with total funds employed. The total debts involves long term funds and long
term debts i.e. borrowed funds and total funds includes shareholders’ funds and long term funds. The results are
given in table 2. Total funds of the SMEs had increased from Rs.172.61 lakhs in 2010 to Rs.1117.34 lakhs in
2013, while the total debt declined from Rs. 917.27 to Rs. 170 lakhs during the study period. Consequently, the
debt to total fund ratio had declined from 5.31 in 2010 to 0.15 in 2013 which is less than 50% which shows the
claim of creditors is less than owners (shareholders). A high level of debt brings inflexibility in the business
operations due to increasing interference and pressures from the creditors. The mean, standard deviation and co-
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efficient of variation of debt to total fund ratio in SMEs are 1.80 times, 2.38 times and 132.60 percent
respectively. Coefficient of correlation of debt to total fund was inversely related (-0.54) i.e. total debt is
negatively correlated to total funds which exemplifies that the variables are independent to each other.

Table 2: The debt to total fund ratio of SMEs during 2010 to 2013.

YEAR Total Debt Total Fund Debt to total fund ratio
(Rs. in lakhs) (Rs. In_lakhs)

2010 917.27 172.61 5.31

2011 184.72 327.25 0.56

2012 297.22 257.93 1.15

2013 170 1117.34 0.15

Mean 393.30 468.79 1.80

SD 354.56 423.54 2.38

C.V. (%) 90.15 93.21 132.60

Co-efficient of Correlation of total debt and total fund (r) = -0.54

Table 3 represents the interest coverage ratio which is used to test the firm’s debt-servicing capacity. It
indicates the number of times interest is covered by the profits available to pay the interest charges. The
earnings before interest and taxes (EBIT) had increased from Rs.360.96 lakhs to Rs.3743.37 lakhs and interest
charges had declined from Rs.994.53 lakhs to Rs.660.00 lakhs over the study period. The highest interest
coverage ratio was recorded at 5.67 times in 2013 and the lowest being 0.36 times in 2010. The mean, standard
deviation and co-efficient of variation of interest coverage ratio in SME are 2.61 times, 2.71 times and 103.82
percent respectively. A higher interest coverage ratio implies that the long terms credits are secured and there
exists adequate earnings to meet the commitments of fixed interest charges. The use of debt in any business
undertaking is justified, provided the coverage for fixed interest charges are adequate.

Table 3: The interest coverage ratio of SMEs during 2010 to 2013

YEAR EBIT Interest Interest coverage ratio
(Rs. in lakhs) (Rs. In_lakhs)

2010 360.96 994.53 0.36

2011 676.52 164.91 4.10

2012 127.50 429.48 0.30

2013 3743.37 660.00 5.67

Mean 1227.08 562.23 2.61

SD 1692.54 352.10 2.71

C.V.(%) 72.50 159.68 103.82

VI.  Conclusion

Results of the present empirical study revealed that long term funds had apportioned nearly two-third
of total funds when compared to short term funds in the SMEs selected for the study. The firms had utilized
more owned funds than borrowed funds. The SMEs had shown an inclination in strengthening long term funds
consisting of both shareholders funds as well as long term borrowed funds in order to finance its assets
requirement. The financial risk of the firms is comparatively low since it mostly depended on equity financing.
The mobilization of the debt funds by the company means that it could raise the external funds to bring the
optimum capital structure i.e. minimize the cost of capital and maximize the share value of the firm. This may
due to the tax deductibility of the interest paid on debt. Thus the benefits of financial leverage can be reaped for
improving the financial performance of the firm. The behavior of the interest coverage ratio was unpredictable.
The interest charges are fully covered by the earnings before interest and taxes. A higher interest coverage ratio
is desirable, but too high ratio indicates that the firm is very conservative in using debt, and it is not using debt
to the best advantage of the shareholders. Hence, it is suggested that SMEs shall tap the debt funds optimal to
maintain a balanced capital structure. The financial performance of a firm is greatly influenced by its capital
structure. An optimal capital structure maximizes the shareholder’s wealth with best combination of debt and
equity mix thereby minimizing the cost of capital.

References:

[1]. Abor, J and Biekpe, N. (2007), “Small business reliance on bank financing in Ghana.” Emerging Markets Finance and Trade,
Vol.43, No: 4, pp. 93-102.

[2]. Annual report of MSME of India, (2010-11), Growth and performance of MSMEs and 4" Census of MSMEs. Development
Commissioner (MSME), Government of India.

[3]. Babu and Jain, P. K. (1998). Empirical testing of pecking order hypothesis with reference to capital structure practices in India.
Journal of Financial Management & Analysis, Vol. 11, No.2, pp. 63- 74.

[4]. Cassar, G. (2004). “The financing of business start-ups.” Journal of Business Venturing, Vol.19, pp. 261-283.

[5]. Cassar, G. and Holmes, S. (2003). “Capital structure and financing of SMEs: Australian evidence.” Accounting and Finance, Vol.
43, pp. 123-147.

www.iosrjournals.org 22 | Page



A Study on Capital Structure Pattern of Small and Medium Enterprises (SMEs)

[6].
[71.
[8l.
[9].

[10].
[11].
[12].
[13].
[14].

[15].

[16).
[17).
[18].
[19].
[20].

[21].
[22].

[23].
[24].
[25].
[26].
[27].
[28].

[29].

Coleman, S. (2000). “Access to capital and terms of credit: A comparison of men and women owned small businesses.” Journal of
Small Business Management, Vol. 38, No.3, pp.37-53.

Demirguc-Kunt, A. and Maksimovic, V. (1999). “Institutions, financial markets and firm debt-maturity.” Journal of Financial
Economics, Vol.54, pp. 295-336.

Fan, J.P.H., Titman, S., and Twite, G. (2006). “An international comparison of capital structure and debt maturity choices.” Chinese
University of Hong Kong and University of Texas in Austin Working Paper.

Fluck, Z., Holtz-Eakin, D. and Rosen, H. S. (2000). Where does the money come from? The financing of small entrepreneurial
enterprises. Working paper, New York University, New York, , USA.

Gregory, B.T., Rutherford, M.W., Oswald, S., and Gardiner, L. (2005). “An empirical investigation of the growth cycle theory of
small firm financing.” Journal of Small Business Management, Vol. 43, No.4, pp.382-392.

Hall, G., Hutchinson, P., and Michaelas, N. (2000). “Industry effects on the determinants of unquoted SMEs’ capital structure.”
International Journal of the Economics of Business, Vol. 7, No.3, pp.297 312.

Johnsen, P.C. and McMahon, R.G.P. (2005). “Cross-industry differences in SME financing behavior: An Australian perspective.”
Journal of Small Business and Enterprise Development, VVol. 12, No.2, pp. 160-177.

Jordan, J., Lowe, J. and Taylor, P. (1998). Strategy and financial management in UK small firms, Journal of Business Finance and
Accounting, Vol.25, No.1, pp. 1-27.

Klapper, L.F., Sarria-Allende, V., and Zaidi, R. (2006). “Firm-level analysis of small and medium size enterprise financing in
Poland.” World Bank Policy Research Working Paper 3984, Washington: World Bank.

Kremp, E., Stoss, E., and Gerdesmeier, D. (1999). Estimation of a debt function: evidence from French and German firm panel
data. In: Sauvé, Annie, Sheuer Manfred eds. Corporate Finance in Germany and France — A Joint research Project of the Deutsche
Bundesbank and the Banque de France.

Michaela, N., Chittenden, F. and Poutziouris, P. (1999). Financial Policy and Capital Structure Choice in U.K. SMEs: Empirical
Evidence from Company Panel Data. Small Business Economics, Vol. 12, pp.113-130.

Modigliani, F and Miller, M. (1958), “The Cost of Capital, Corporate Finance, and the Theory of Investment”, American Economic
Review, Vol. 48 No. 3, pp. 291-297.

Nguyen, T.D.K. and Ramachandran, N. (2006). “Capital structure in small and medium sized enterprises: The case of Vietnam.”
ASEAN Economic Bulletin, Vol 23, No.2, pp. 192- 211.

Ozkan, A. (2001). Determinants of capital structure and adjustment to long run target: evidence from UK company panel data.
Journal of Business Finance & Accounting, Vol. 28. pp.23-29.

Rajan, R. G. and Zingales, L. (1995). What do we know about capital structure? Some evidence from international data. Journal of
Finance, Vol. 50, No.5, pp.45-53.

Report of Prime Minister*s Task Force., (2010), Micro Small and Medium enterprises, Government of India.

Ross, S. A., Westerfield, R.W and Jordan, B.D. (2008). Corporate Finance Fundamentals: International Student Edition (8th
edition). New York: McGraw-Hill/Irwin.

Singh, S and Luthra, R (2013). A comparative study of trends in corporate capital structure pattern of refinery and metal industry.
Asia Pacific Journal of Marketing & Management Review, Vol.2, No.6, pp. 11-21

Sorgorb-Mira, F. (2005). “How SME uniqueness affects capital structure: Evidence from a 1994—-1998 Spanish data panel.” Small
Business Economics, Vol. 25, pp.447-457.

Srivasthava, A. (2012). Determinants of capital structure in Indian Public Ltd. Companies: An experience of pre and post
liberalization. Indian Journal of Funance. Vo. 6, No.6, pp. 30-38.

Sudha, V and Krishnaveni, M (2012). SMEs in India: Importance and Contribution. Asian Journal of Management Research. Vol.
2, No: 2, pp.792-796.

Sunder, S. L. and Myers, S. C. (1994). Testing static trade-off against pecking order models of capital structure [Working Paper no.
4722]. National Bureau of Economic research, Cambridge, MA, USA.

Van Auken, H.E. and Neeley, L. (1996). “Evidence of bootstrap financing among small start-up firms.” Journal of Entrepreneurial
and Small Business Finance, Vol. 5, No.3,pp. 235-249.

Van der Wijst, N. and Thurik, R. (1993). Determinants of small firm debt ratios: An analysis of retail panel data. Small Business
Economics, Vol.5, pp.55-65.

www.iosrjournals.org 23 | Page



