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Abstract

Purpose — This study aims to explore the main factors that could be used to determine the financing structure for
companies listed in Amman Stock Exchange in Jordan. The hypotheses were developed in light of three theories
relating financing structure, trade-off theory (TOT), agency theory and pecking order theory (POT).

Design/methodology/approach — The study using unbalanced panel data sample applying regression models for
two-dimensions combines cross-sectional and time series for non- financial Jordanian companies listed in ASE over
the period 2014-2018. Using standard models include entering a fixed effect, random effect, or not using any effect.

Findings - The findings showed that company size, growth opportunities, and tax-deductible items other than interest
have a positive effect on the borrowing, but profitability affects negatively on borrowing. These results are consistent
with the arrangement theories (trade-off theory (TOT) and pecking order theory (POT). indicating the factors
associated with trade-off theory were stronger than what is usually found in developed countries, and this is an
indication of deep problem resulted from asymmetry information in the Jordanian market. which require to focus
efforts on how to building the confidence with investors by providing the data that serve them in decision making.
This needs to develop the accounting profession which will open the future for an active market for bonds and stocks
that serve companies to financing their projects, and not only for speculation.

Practical implications — The results detected how to constitute the suitable financial structure and how making a
balance between sources of finance. Also detected weakens role of companies managers and ASE regulators, which
require to focusing efforts to improving information deloused to users.

Originality/value — limited number researches which have been discuss this issue. Therefore, this study extensively
contributes to the shortage literature on the perceived the main factors that may effect on financial structure.

Research limitations — Availability of financial information plus difficulty accessing information in developing
countries such as Jordan.

Keywords: main factors used to determine the financing structure, company size, growth opportunities, and
tax-deductible, profitability, trade-off theory (TOT) and pecking order theory (POT), long-term tangible assets,
effective tax rate

1. Introduction

Many theories discuss financial structure and still consider how to determine the suitable financing structure as an
important and hot topic in the financial field (Ghose & Kabra (2019). Taking financial decisions related to the
financial structure is considered an important decision that affects competition between companies, so the abilities to
obtain funds through debt and to distinguish the cost of debt are central factors in determining the optimal financing
structure for companies (Shil, & Ullah (2019). The financial structure represents the company’s ability to use each
type of funding source. Companies finance their long-term investments through variety sources of capital. The use of
loans is related to the concept of financial leverage, as the loan cost is a fixed financing cost, but it has a lower return
required by lenders compared to ownership financing. Also, it achieves tax savings resulting from interest expense.
But despite its low cost, it raises the risks that it can be exposed to companies’ returns due to cost stability and legal
commitment. Thus, the financing structure affects the owners’ wealth by affecting the market value of the stock
(Fama & French, 2002; Mekha, et al. 2019). Currently, there is no clear interest in financial structure, and the lack

Published by Sciedu Press 462 ISSN 1923-4023 E-ISSN 1923-4031



http://ijfr.sciedupress.com International Journal of Financial Research \ol. 11, No. 4; 2020

interest mainly arises from the absence of adopting scientific methods to determine the appropriate mix of financing
structure which assures achieving the company goals. This means determining which structure better finances
companies: by debt or equity. As known, Modigliani & Miller (1958) are considered the first scholars to study the
relationship between the company’s capital structure and its market value.

The theory of Modigliani & Miller (1958) states that firm value is not affected by the financing decision. Then, the
researchers add the tax effect on the financing decision, because income tax law recognizes loan tax as expense,
Thus, it provides tax savings, Therefore, the increase in loans entails a decrease in the funding cost. This means that
the market value of the company increases. Therefore, the market value of a borrowing company will be greater than
the market value of a non-borrowing company belonging to the same class of risk by looking at the current value of
tax savings. The matter did not stop at tax impact. The researchers added several factors that influence the option of a
company’s financing structure, such as bankruptcy costs, agency costs, and information asymmetry costs. By
proposing theories that explain how each of them influence the company financing structure, the researchers found
that the financing structure of a company is related to several factors: tangible assets, profitability, company size, and
growth opportunities, Researchers have provided explanations for the relationship of these factors to the funding
structure based on a theoretical basis.

The main objective of this study is to identify the main factors used to determine the financing structure of Jordanian
public shareholding companies (Shil, & Ullah, 2019). Also, this study will answer the question about the most
important factors determining the financing structure, which often depend on limited sources of funding. In an
environment such as Jordan’s that is characterized by its smallness and its economy being dependent on neighboring
countries, the results of this study will constitute additional evidence about the decision to finance in an unstable
environment, described with weak economy.

2. Study Background and Hypothesis Development

Is there an optimal financing structure that maximizes business value? The first answer to this question was by
(Modigliani & Miller, 1958). They suggest no relationship between the financing structure and the company value, if
there is a complete money market, and rational investors, and sufficient information for all, with no taxes or
commissions. The researchers concluded that the market value for a company depends only on the ability of its assets
to generate cash flows regardless of how these flows are distributed among the financiers. They concluded that the
average funding cost for any company is not related to capital structure and exactly equals the cost of equity rights
associated with any company that does not use financing (belonging to the same risk category). In 1963, the
researchers presented a correction to their theory in the presence of taxes, where they found that the value of the
company increases whenever it relies on financing debt as a result of tax interest savings (Shukla, S. 2019). This
means that the value of the borrowing company will be higher than the value of the non-borrowing company, and the
average cost of funding for a borrowing company will be lower.

But this theory failed to explain why companies do not resort to borrowing in a high way, which is the assumed
behavior if borrowing raises the company value. Scholars began looking for a cost component that corresponds to the
tax benefits of borrowing and prevents companies from continuing to borrow. So, a group of theories are called
differentiation theories. Tradeoff, according to the most important theories, makes a comparison between the benefits
of using more debt represented by tax savings and the costs of bankruptcy resulting from additional borrowing
(Kraus & Litzenberger, 1973). This increases dramatically the higher loan volume, and as long as the benefits are
higher than the cost, depending on that the company will continue to borrow until the benefits and the cost become
equal. Then, the company stops borrowing after that point because the cost of borrowing will be higher than its
benefit. The differentiation theories (trade-off theory (TOT) and pecking order theory (POT)) state that there is a
balance point, between using debt or equity, which the company must reach to maximize its value. This is called the
optimal financing structure (optimal capital structure) (Aggarwal, D & Padhan, P. 2017).

Another theory is based on differentiation, but between two different types of borrowing benefits and costs, namely
the agency’s cost of owners’ equity and the agency’s cost of debts (loans), which is known as the agency theory. A
higher debt (loan) percentage in the company requires more monitoring of company management and the decisions it
makes, such as investment decision in risky assets, replacement of risky assets in the place of less risky assets or
dividends, or increase of salaries. This is because these decisions may affect the degree of risk in the company and its
ability to repay debts. For lenders to ensure the commitment of companies’ management to the terms of the contracts,
they place restrictions on the management’s actions of implementing these conditions. Therefore, they bear
additional costs called agency costs for debts (loans), which include adding the cost of lower management efficiency
as a result of restrictions set by lenders to ensure their rights. Lenders usually work to transfer the agency’s cost to
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the owner by raising the interest rate on borrowed money (Jensen & Meckling 1976). On the other hand, there is an
agency cost associated with the use of external financing equity called agency cost of equity. This arises because of
the lower ownership of old owners who control the company management, leading to weaken their motivation for
work and increasing their motivation to waste, as well as achieving private interests at the expense of the business
interest (Jensen & Meckling, 1976). From here, we see that the option of obtaining financing through debt raises the
agency’s cost of debt and the option of obtaining equity financing. It increases the agency’s cost of equity, and the
company has to balance the use of debt and equity financing (capital structure is how to strike a balance between
stocks and debt), so that the agency’s total cost is kept to a minimum.

The previous theories are based on the assumption of information symmetry between the company’s management
and external investors (financiers), but management usually has more information (real information) than external
investors (Myers & Majluf, 1984). Through studying the effect of information asymmetry on the financing decision,
they found that information asymmetry causes additional costs called costs adverse selection, because of the
investor’s inability to distinguish between good companies and weak companies. This will not enable the investor to
determine the required return. Even if company is as good as its management knows, the investor will not be certain
of that. There is always the possibility that the company will be weak. Even the investor’s choice may be opposite to
what the investor desires. So, investors will require a higher return on investment to compensate for this possibility,
which causes the cost of the company’s reverse selection. This will make the sources of external financing more
expensive. This scenario will lead the company to use internal financing sources as much as possible because it is
exposed to the information asymmetry problem.

Also, if the company is forced to resort to external financing, it will resort to financing by debt. This is because
issuance of the debt gives a sign (signal) to the investor that the company’s management expects a good future,
without sharing new shareholders in future, which reduces the costs of reverse selection. Issuance of equity tools
gives a negative indication about management expectations, which increases the costs of reverse selection and makes
the option to issue ordinary shares as a late option (Myers, 1984; Sakr et al., 2018; Butzbach & Sarno, 2019). This
theory is known as pecking order theory because the company always uses a specific arrangement when selecting
funding sources as mentioned. In practical terms, many researchers Shil, & Ullah, (2019) relied on previous theories
in order to determine the factors that influence the decision of the financing structure and the direction of this effect.
Practical studies have found that the most important factors affecting the financing decision are size of tangible
assets, profitability, company size and growth opportunities (Rajan & Zingales, 1995) In addition, some studies have
found an effect of the effective tax rate and item availability of reduced tax expenses except for interest over the
extent of debt dependence (Nenu et al., 2018). Below is a discussion of these determinants.

2.1 Tangible Assets

It is known that the assets guarantee the loans. Company long-term tangible assets constitute a guarantee for the
lender in the event that the enterprise is exposed to the risk of being unable to repay. This means that the company
that has tangible assets is considered less risky and will get loans at lower cost, enabling them to get more financing
by debt. This relationship has been interpreted based on the differentiation theory that tangible assets reduce the costs
of bankruptcy, while Mekha,et al,. (2019) concludes different result that Earnings per share (EPS), Total Assets and
total Revenue (TR) don't have any significant influence on capital structure.

But agency theory interprets this relationship by a decrease in the agency’s debt cost to these companies, which
encourages them to borrow more. Nenu et al. (2018) found a positive relationship between the proportions of
tangible assets and loan financing. The study by Rodrigues et al. (2017) indicates that a company which owns large
assets gets a low interest rate because these loans are secured by the value of tangible assets. From here, it is
expected that the availability of tangible assets in the structure of the company’s will positively affect the extent to
which Jordanian companies use debt, and thus the following hypothesis can be formulated. The first hypothesis:
There is a positive relationship between the availability of tangible assets at a company and the extent to which the
company uses debt financing.

2.2 Profitability

Accounting literature has stated that companies seek to achieve profit. Profitability is a primary objective for any
business, essential for its survival and continuity, and it is a major goal for investors, It also reflects management
efficiency in using available resources and assets in its possession. In addition, it is considered an important indicator
of business success from the creditors’ viewpoint, which moves the actual financing structure away from the ideal
structure. So, differentiation theory assumes that the company with the highest profits will resort to borrowing more
to return the financing structure to the assumed ideal situation, On the other hand, pecking order theory explains the
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relationship between profitability and borrowing differently, as internal financing is always preferred by the
company because there is no cost of information asymmetry. Therefore, the most profitable companies will reduce
financing by borrowing. Stry¢kova (2015) found an inverse (negative) relationship between profitability and debt,
which is consistent with pecking order theory, Whereas higher profitability companies are less inclined to use
financing by loans (Aggarwal & Padhan, (2017), so management uses retained earnings rather than accumulating
debt, where high debt restricts management through repayment programs, while retained earnings do not cost the
company with issuance costs, and they do not have the cost of information asymmetry, as found by Sakr & Bedeir
(2018), Profitable companies prefer to rely on retained earnings to finance their investments rather than the debt
financing method, but in the event that company exhausts internal sources of funding, the company may use external
sources of financing. According to that, there is a negative relationship between profitability and financing by loans
in the Jordanian companies listed, and based on this, the following hypothesis can be formulated. The second
hypothesis: There is an inverse relationship between the company’s profitability and the extent of the company’s
resorting to debt financing.

2.3 Company Size

Practical studies have found company size affects its borrowing ability, as the expansion of borrowing is associated
with a positive relationship with company size, (Stry¢kova, 2015; Aggarwal & Padhan,2017; Chakrabarti &
Chakrabarti, 2019). The larger sized company has a greater ability to borrow. The reason may be that the large
company often enjoys the trust of financiers more than small companies are trusted. Also, the large company has the
ability and confidence to pay off its debts (Titman & Wessels, 1988; El Bahsh et al., 2018). Information asymmetry
theory suggests that investors do not have sufficient information about the company, but the effect is less for large
companies, and the reason may be due to the inclination of the large-sized company to provide more information to
investors compared to small companies. Therefore, asymmetry of information with investors is less in large
companies, and the large company has the ability to diversify its investments to reduce the risks (Titman & Wessels,
1988). Stryckova (2015) stated that the size of the company has a positive impact on its ability to finance loans,
based on the above. It is expected that the relationship will be positive between the size of the company and loan
financing in the listed Jordanian companies, and the following hypothesis will be tested. The third hypothesis: There
is a positive relationship between the size of the company and the extent of the company’s use of debt financing.

2.4 Growth Opportunities

Titman & Wessels (1988) defined growth opportunities as capital assets that add value to the company but cannot be
used as collateral for loans and do not result in any current income. Myers (1984) linked the relationship between
growth opportunities and borrowing ratios that the agency’s problem represented through loans. Since companies
that have growth opportunities seek to avoid this problem, it is expected that their investments will be funded by
ownership, which means that the expected relationship between borrowing and growth opportunities will be negative.
Therefore, the following hypothesis can be formulated. The fourth hypothesis: There is a negative relationship
between the growth opportunities available to company and the extent of company’s dependence on debt financing.

2.5 Effective Tax Rate

Loan interest is an expense that is deducted from revenue before tax, which results in tax savings, having a positive
impact on the value of the company (Modigliani & Miller, 1963). Given the direct relationship between the tax rate
and tax savings, meaning the higher actual tax rate on profits, the higher the tax savings for company, the greater the
motivation for companies to rely more on borrowed funds. Huang & Song (2006) argued that taxes should affect the
capital structure, that a company with high actual taxes uses debt more to obtain tax savings, and that the reason why
many previous studies have failed to find clear tax implications for financing decisions is implied by the theory of
Miller & Modigliani. This result from the fact that the debt ratio is the result of the accumulation of financing
decisions year after year, but the effect of the tax will appear on the annual change in borrowing and not on the
borrowing balance. So, the desire to increase debt financing for each year alone will be affected positively with an
increase actual tax rate. This is consistent with the theory of Miller & Modigliani, but Huang & Song (2006) failed to
prove this assumption. MacKie-Mason (1990) noted that everyone believes that taxes must affect the funding
decision, but few studies have found evidence in practice for such relationship. This study will proceed on the same
previous basis and assume that an increase in the actual tax rate is expected to lead to an increase in the tendency
toward borrowing due to the tax savings achieved by the company that uses loan financing. Thus, the following
hypothesis can be formulated. The fifth hypothesis: There is a positive relationship between the actual tax rate and
the extent of the company’s resorting to borrowing financing
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2.6 Tax Debt-Non Shields

Reduced tax items other than interest, such as depreciation, amortization and provisions, affect profits. If such
expenses are higher, then this leads to less profit and, therefore, less taxes paid and increased net cash flow. This is a
similar effect to tax savings from borrowing, so the company’s need to borrow reduces if the company has other
tax-reducing items such as consumption. So, a negative relationship is expected between the volume of
tax-deductible items and the company’s borrowing ratio (DeAngelo & Masulis, 1980). The amount of debt is
negatively affected by the existence of tax-deductible items, such as consumption or investment exemption, as they
are alternatives to the tax benefits of debt financing (Huang & Song, 2006). 1t is expected that the relationship is
negative between tax-deductible items (other than interest) and loan financing in the listed Jordanian public
shareholding companies. Thus, the following hypothesis can be formulated. Sixth hypothesis: There is a negative
relationship between the size of tax-deductible items other than interest in the company and the tendency of the
company to use loans. Table 1 shows the expected relationship of the factors specified for the study according to
theories of the financing structure.

Table 1. The expected relationship between the factors determining the capital structure and the degree to which the
company uses debts according to theories of the financing structure

Variable Expected theoretical relationship ~ Theory

Company size Positive relationship Differentiation theory

Tangible asset Positive relationship Tangible assets

Profitability Negative relationship Differentiation theory (order)

Growth Negative relationship Agency theory

Discounted items  Negative relationship The theory of differentiation of taxes, excluding interest
Effective tax rate  Positive relationship Differential theory

3. Study Methodology

The study population consists of all the Jordanian public shareholding companies listed in Amman Stock Exchange
(ASE) during the period 2014 to the year 2018. All the financial companies represented the banking sector and
insurance companies were excluded from the study population because the financing decision in these companies is
restricted by legislative restrictions different from the rest of companies (Cho et al., 2014). So, the study sample
involves all the non-financial listed companies, provided that their annual data are available, as the data were
collected manually from the financial statements of the companies, whether published on the ASE website or by
referring directly to the company’s annual printed reports that could not be obtained from its data from the ASE
website. The study sample consists of 96 companies listed on the ASE. The total number of analyses was 480
observations (company-year). Some researchers mention that the sample size may have an effect on the accuracy of
results (Booth et al., 2001) so the number of observations applied will enable us to overcome such problems. From
other hand Li, L., & Islam, S. Z. (2019) detect that some factors related industry - are important in constitute capital
structure.

3.1 Variables and Study Model

To discover the determinants of the financing structure, an explanatory study in Jordan is carried out. Standard
models were used to explain the reasons for the difference between companies in the degree of their use of loans.
The following is a discussion for the study variables, both dependent and independent.

3.1.1 Dependent Variable

The dependent variable in this study is the (borrowing) debt ratio. It is measured according to the previous literature
in several ways, including: book value of assets, or the borrowing debt-to-assets ratio at market value, the market
value method has the advantage in that it is closer to reality and reflects the risks of bankruptcy more accurately,
while book values reflect the effect of accumulating previous financing operations over time. This study will use
both methods to measure the dependent variable, similar to many previous studies, such as (Fama & French 2002;
Loof, 2004; Rajan & Zingales, 1995; Welch, 2004; El Bahsh et al., 2018; D'Mello,et al., 2018). The (borrowing)
debt-to-assets ratio at book value is a ratio that results from dividing the total loans by the total assets with book
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value. Increasing the debt-to-assets ratio means that the company relies on higher ratios than the financial leverage.

The ratio of (borrowing) debt to assets at market value is measured as the ratio of total loans (debts) to assets at
market value. Assets are calculated at market value through the following equation: total assets — equity rights at
book value + market value of equity rights. The market value of equity rights is measured by multiplying the number
of shares by the market value per share. The aforementioned calculation method assumes that the book value and the
market value of debts are equal. This assumption makes more sense in Jordan because debts in all Jordanian regions
are bank debts (loans) that have no market value, and therefore the only adjustment to access the market value will
be in property rights. States that loan do not include commercial debt financing.

The (borrowing) debt-to-assets ratio at book value is calculated as follows: total loans / total assets. The
borrowing-to-assets ratio at market value is calculated as follows: total loans / (total assets — equity at book value +
equity at market value).

3.1.2 Independent Variables

This study included six independent variables selected from previous studies (DeAngelo & Masulis, 1980; Rajan &
Zingales, 1995; Booth et al., 2001; Fama & French, 2002; Welch, 2004; Huang & Song, 2006; El Bahsh et al., 2018).

Table 2. Measurement of independent variables

Variable Code Measurement method

Tangible assets TANG Tangible long-term assets / Total assets

Company size SIZE Logarithm (sales)

Profitability PROFIT (Operating income + depreciation / total assets)

Growth GROWTH  Market value at book value = (Total assets — equity at book

value + equity at market value / total assets at book value)

Items deceased tax effective TAX Non-cash expenses / total assets
interest rested

Effective tax rate ETAX Provision for tax / operating income

Tangible assets were measured as follows. Through the ratio of long-term tangible assets to the total assets in the
company, the increase in the ratio of tangible assets to total assets is an indication of company’s ability to use these
assets as collateral for loans. So, it is expected that the relationship will be positive between the ratio of tangible
assets and the borrowing ratio.

Company size could be measured by number of employees or through the sales logarithm. The current study uses the
logarithm of sales to measure size. The size of the company is expected to have a positive impact on borrowing rates.

Profitability is measured by dividing the operating income before interest and tax on total assets. It is expected,
according to pecking order theory, that the relationship will be negative with borrowing ratios.

The growth was measured by the company market value to company book value (Rajan and Zingales, 1995). The
ratio of the market value to the book value gives information about the mix of assets that the company owns. The tax
variables were added to the previous model to test the direction of their effect (Antoniou et al., 2002).

Table 2 presents the parameters of independent variables in this study. The relationship between dependent and
independent variables was modeled with a multiple linear model as follows:

leve = a0 + al tang + o2 size + a3 profit + a4 growth + a5 tax + a6 Etax + e.
3.1.3 Standard Estimation Methods

The study model was estimated using regression models for two-dimensions. This is known as panel regression. It
combines cross-sectional and time series at the same time. This method allows the use of the largest amount of data
with the ability to control the effect of common factors between different companies at the same time and period, as
well as the common factors of the same company over time, through a mechanism similar to the effect of adding
imaginary variables to the model to isolate the effect of common factors between companies or between the years.
This is called the fixed effect model. As well, it is possible to use a random effect model. The random effect model is
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a method that allows greater degrees of freedom in the model compared to the fixed effect, and it may be more
efficient in estimating in some cases. The choice between not using any effect (regression pooled) or using the fixed
effect or using the random effect depends statistical tests (Baltagi, 2008; Greene, 2003).

The choice between fixed effect or not using any effect depends on testing the null hypothesis. The fixed variable in
the model for all cross-sectional or time series is fixed and equal. Thus, there is no need to apply a fixed effect. So,
this hypothesis is tested by using the F-test. The test between the fixed effect model and the random effect model is
based on a test called the Hausman test. It is preferable to test the null hypothesis using random effect model. The
current study applied a test including four models to choose the most efficient model and more suitable model related
with Jordanian companies listed in the ASE over the years that extend from the year 2014 to the year 2018.

4. Results and Discussion
4.1 Sample Description Characteristics

Table 3 presents the most important descriptive indicators of the study variables that will be used in estimating the
models, including: the arithmetic mean, the median, the standard deviation, the lower and upper value, and the
number of observations. We notice that the average borrowing rate in Jordanian companies is low with an average of
8% at book value and 9% at market value. This does not mean that companies do not use the money of others, but
they use commercial financing more than borrowing. It is also noted that the ratio of the market value to the book
value is less than one, which means that there is a decrease in the market price from the minimum fair price.

Table 3. Descriptive indicators of the study variables

Variable Mean Median Maximum Minimum Standard Number of
value value deviation observations

Borrowing ratios to book value  0.083 0.018 0.712 0.0000 0.108 480

Borrowing ratios to market 0.095 .024 1.786 0.0000 0.165 480

value

Company size (sales algorithm)  3.56 2.36 4.543 1.308 0.965 479

Tangible assets 0.675 0.954 0.653 0.034 0.324 480

Profitability 0.077 0.062 0.833 -1.022 0.156 480

Market value / book value 0.891  0.675 4.227 0.008 0.231 480

Tax-deductible items except 0.076 0.018 0.562 0.000 0.087 479

interest

Actual tax rate 0.063 0.034 1.874 0.000 0.401 478

4.2 Correlation Analysis

Table 4 presents correlation analysis between the study variables, where the strength of the relationship and its
direction appears between the independent variables and the dependent variable. The pairwise relationships among
the independent variables may indicate a problem of interconnection in the regression analysis. By looking at Table 4,
we note there is no interconnection problem. Some scholars indicate that the interconnection problem occurs if the
correlation coefficient between independent variables is large (0.7 up to 0.9) (Asteriou & Hall, 2007). The largest
correlation coefficient between the independent variables in the table does not exceed 0.4. This assures that there is
no interconnection problem.
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Table 4. Correlation matrix between study variables

Borrowing  Borrowing Volum  Tangibl Profita  Market Tax-deducti  Actual

ratios to ratios to e e assets  bility value / ble items tax rate
book value  book value book except
value interest

Borrowing ratios 1.000
to book value

Borrowing ratios 0.075 1.000

to book value

Volume 0.132 0.171 1.000

Tangible assets 0.278 0.117 —0.066  1.000

Profitability —0.256 —0.445 0.3532 -0.121 1.000

Market value / 0.073 -0.128 0.208 -0.071 0.111 1.000

book value

Tax-deductible -0.033 -0.141 -0.221 -0.052 0.120 —0.069 1.000
items except

interest

Actual tax rate —-0.051 -0.019 -0.023 0.041 0.025 —0.158 —-0.046 1.000

4.3 Estimate Study Models

The regression models for the dependent variable, which is the borrowing ratio for the assets at the book value, and
the borrowing ratios for assets at market value are estimated separately in Table 5 using the independent variables
mostly applied in the literature, namely company size, tangible assets, profitability and market value to the book
value (to quantify growth opportunities). Tax-related variables were not included in these two tables (Tables 5 and 6).
The models were estimated using four methods: non-use of impact (Model 1), cross-sectional effect (Model 2),
two-way fixed effect, cross-section and time (Model 3), and random effect (Model 4). Tests were performed to
discover the appropriate model by applying the F-test and the Hausman test. It was found that the random effect
model is the most suitable for this (Jordanian) data. All models are presented in Table 5 in order to compare the
results and understand the suitability.

Table 5. Basic determinants of the financing decision using the book value of the borrowing ratio, as a dependent
variable

Model 1 Model 2 Model 3 Model 4
(pooled) (cross-section fixed (two-way fixed (cross-section random
assets) assets) effect)
Company size 0.034 0.031 0.026 0.018
**%7.485 **1.551 **1.294 **%5,117
Tangible assets 0.221 0.014 0.013 0.042
***5.346 0.161 0.200 1.009
Profitability -0.117 -0.197 -0.168 -0.168
***.5.511 ***.5.224 ***.5.658 *xk_T7.223
Market value / book 0.011 0.011 0.011 0.011
value 0.812 1.022 0.387 1.121
-0.144 -0.078 -0.076 -0.098
**%.5.57644 1.309 -1.201 **.2.420
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R-squared 0.241 0.811 0.873 0.311
Adjusted R-squared  0.258 0.711 0.734 0.278
Durbin-Watson 0.824 1.225 1.478 1.454
statistic

F-statistic **%27.462 *%*18.533 ***15.113 19.122
Prob(F-statistic) 0.000 0.000
Observation N 480 480 480 480

Models 1, 2 &3 use cross-section weights (PCSE), standard errors & covariance (d.f. corrected)
Model 4 uses Swamy and Arora estimator of component variances

The results of regression analysis are shown in Table 6. There are two variables showing high stability in all models,
and both dependent variables, as determinants of the borrowing ratio, are company size and profitability. The effect
of company size was direct, which is consistent with differentiation theory and pecking order theory. Also,
profitability has a negative impact, as predicted by pecking order theory. These results are similar to many previous
studies in developed and developing countries (Booth et al., 2001; Huang & Song, 2006; Rajan and Zingales, 1995;
Stryckova, 2015; El Bahsh et al., 2018). Regarding tangible assets, their effect was positive and strong when no
effect was used, whether with borrowing ratio in the book value or market value. This is the expected result under
the theory of differentiation, but the effect of this factor has lost its statistical strength with both variables. Once you
enter the fixed effect or random effect of the model, finally the market value to the book value of the company, it
showed a different behavior between the two dependent variables. There was no significant relationship for the
relationship when using the book value of the debt ratio. The relationship was positive and strong when using the
market value. This is the opposite of the expected negative relationship, but it corresponds to the expectations of the
pecking order theory since growth means a need for new financing. According pecking order theory, the source of
this funding will be debt once they exceed the amount of financing needed for the amount of retained earnings. So,
the assumption is that the stability profitability of the company’s debt ratio will be higher for companies with higher
growth opportunities.

Table 6. The basic determinants of the financing decision, using the market value of the borrowing ratio, as a
dependent variable

Model 1 Model 2 Model 3 Model 4
Company size 0.034 0.022 0.015 0.044
***5.564 0.581 0.371 **%3.338
Tangible assets 0.980 -0.131 —0.033 0.018
**%2.153 -0.811 -1.077 —-0.128
Profitability —-0.391 —-0.389 —-0.311 —0.503
***—3.477 ***—-3889 *k*—3 882 **%-10.415
Market value / book -0.041 0.048 —0.051 —0.053
value **%—-3.008 ***—-5.013 *H*—4.441 *A%*—2.266
-0.152 0.163 0.067 0.013
***—4311 0.745 0.889 0.201
R-squared 0.401 0.771 0.687 0.378
Adjusted R-squared 0.388 0.717 0.627 0.369
Durbin-Watson statistic 1.109 1.712 1.881 1.764
F-statistic **%33.228 **%18.787 **%22.443 **%35.412

Model 1, 2 &3 use cross-section weights (PCSE), standard errors & covariance (d.f. corrected)
Model 4 uses Swamy and Arora estimator of component variances
*, ** *** mean significantly less than 1%, 5%, and 10%, respectively
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After testing the basic study variables, the impact of tax on borrowing rate will be tested. The test introduces two
variables that reflect the effect of the tax on the study model that was estimated using the random effect, an estimate
that was previously defined to be the most appropriate for the data under study. Two variables that have relationship
with tax will be entered: the items that reduce profitability other than interest, and the actual tax rate on the two
models separately. Table 7 shows the results of estimating these models. Fixed assets can be provided as collateral,
and thus loans can be obtained at a lower cost (the hypothesis of secured loans). So, companies borrow more
whenever they have more tax-deductible items, which is an explanation consistent with the differentiation theory.
But the actual tax rate did not have a statistically significant impact on the borrowing rate, and this result is
consistent with previous studies (Huang & Song, 2006; Amraoui et al., 2018).

The results above are summarized in Table 7, which displays the relationship that was anticipated and the
relationship that was found from the data, as well as the theory that explains the actual relationship. We note that
factors and relationships are compatible with arrangement theory. It had the largest share of the interpretation. This is
expected in light of the large asymmetry of information that makes Jordanian companies dependent on internal
financing and financing through bank borrowing. Issuing new bonds or stocks is very expensive in this environment,
due to the high costs of reverse selection, which makes companies refrain from it, so there is no bond market in
Jordan.

Table 7. The effect of introducing tax-related variables on the model

Model 1 Model 2 Model 3 Model 4
Company size 0.056 0.041 0.034 0.036
***5.561 ***3.436 ***4.561 ***3.,338
Tangible assets 0.980 -0.131 —-0.033 0.018
—0.468 -0.674 -1.134 —0.244
Profitability -0.391 —0.389 -0.311 —0.503
*Ek*—3 477 ***—-3889 **%*—8.344 ***-10.415
Market value / book -0.038 0.037 -0.018 —0.032
value #%-14.008 %7013 k]2 44] #%-9 266
Profit-reduced items, 0.268 0.268 - -
without interest *kkG 930 *xxg 930 i} i}
Actual tax rate - - 0.024 0.008
- - 0.208 —0.544
-0.152 0.163 0.067 0.013
*r*—4311 0.745 0.889 0.201
R-squared 0.412 0.672 0.342 0.224
Adjusted R-squared 0.408 0.644 0.326 0.212
Durbin-Watson statistic ~ 1.481 1.672 1.783 1.659
F-statistic ***28.258 ***AT7.287 ***31.483 ***28.567

Method :Panel EGLS (Cross-section random effects)
Swamy and Arora estimator of component variances

*, ** ***% mean significantly less than 1%, 5%, and 10%, respectively

5. Conclusions

Depending on capital structure, companies should choose between one of two strategies for constitute its capital
structure, (when need more fund) first: through issued new stocks (common & preference shares ) or issued new
debts (bonds), this selection depending on different variables as mentioned in accounting and finance literature, that
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discussed in details previously.

The factors that affect the financing structure of Jordanian companies are generally similar to the factors found in
many economies in developing countries, so this study has found that the company size, growth opportunities,
profitability and tax-deductible items are the most important determinants of the financing structure. The relationship
of growth opportunities, the tax-deductible items with the financing structure are positive, contrary to what was
expected, which gives the impression that the factors associated with pecking order theory were stronger than what is
usually found in other countries, this is an indication of the depth of the problem of information asymmetry in the
Jordanian market, the reason for such result may be that Jordanian investors distrust data presented by companies, or
the ownership structure is controlled by limited category, which is not available to the rest of shareholders to
participate in decision making. So, these investors are reluctant to invest in securities except after a significant
discount on their fair value. It seems that companies are aware of this problem.

Also companies depend on debt once they exceed the amount of financing needed for the amount of retained
earnings. So, the stability profitability of the company’s debt ratio will be higher for companies with higher growth
opportunities. Furthermore, companies borrow more whenever they have more tax-deductible items or more tangible
assets, which is an explanation consistent with the differentiation theory. So, Jordanian companies do not try to offer
securities to the public to obtain financing after the initial issuance, but prefer to rely on self-financing and then
depend on bank financing. In limited cases, companies issue private shares, and companies rarely resort to public
issuance to obtain financing except for the initial issue.

This result requires that Jordanian companies first and the market regulators secondly be concerned with creating
trust for investors by providing the data that serve investors in decision-making consistent with (kanakriyah, 2017).
This requires developing the accounting profession and adopting clear accounting standards. This is only what will
open the door in the future to an active market for bonds and stocks serving companies, not just finance speculation
that does not serve the economy but rather harms it. This study opens the door for future studies on the impact of the
asymmetry of information in funding decisions and in the area of policies to be taken to minimize the impact of the
problems of information asymmetry in the Jordanian financial market

the findings indicate that the companies prefer to use commercial financing more than borrowing from other methods
such as( bonds), this result could be attributed because Jordanian investment market is not familiar with investment
through (' bonds) or because they do not trust companies managements or because have different Investment culture

The results detected how to constitute the suitable financial structure and how making a balance between sources of
finance, (company size, growth opportunities, profitability and tax-deductible) items are the most important
determinants of the financing structure. Also revealed the weakens role of companies managers and Amman Stock
Exchange of (Amman Stock exchange) regulators, which require to focusing efforts to improving information
deloused to users.

Current study suffers from some specific limitations, limited number researches which have been discuss this issue.
Therefore, this study extensively contributes to the shortage literature on the perceived the main factors that may
effect on financial structure especially in developing countries. one of important research limitations availability of
financial information plus difficulty accessing information in developing countries such as Jordan. Another weakness
point relating to its methodology, because this study used a quantitative analysis based on the data published in
financial statements. It would be more beneficial if used qualitative analysis in addition to quantitative analysis to
applying (triangulation method) to assure and enhance its result, also we can improve the model interpretation by
taking more relevant variables. Through looking for future studies, we recommend more studies to understand the
role of asset ownership and its programs for expansion and its effects on company value.
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