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Title of the study 

Working Title : The Determinants of Capital Structure: Evidence from Albania


[bookmark: _Toc508660877]Introduction

Capital structure is an important issue in firms activity. Having the right capital structure is a big challenge for both managers and investors.Firms finance their operation through two main sources, debt or equity. Usually, firms use a combination of debt and equity to finance their activities.Finding the best combination of debt and equity in a capital structure is a complicated task for managers. "Capital structure describes the proportionate relationship between debt and equity" (Owolabi & Inyang, 2012). Modigliani and Miller (1958) were the first that tried to explain the capital structure. The pioneering work of Modigliani and Miller followed by many studies conducted by different authors.The capital structure is one of the most complex areas of decision-making because of interconnection with many other variables (macroeconomic and microeconomic). Finding the optimal capital structure by identifying the determinants of it it is hard for the firms themselves.
After the communist regime, which lasted for more than 50 years Bulgarian economic environment is characterised by rapid changes. In Bulgaria some of the firms are small and medium-sized enterprise, according to INSTAT  SME  in Bulgaria dominate 93% of total enterprises operating in the market. The lack of stock exchange and frequent transition of economy policy makes the analyse of Bulgarian firms a big challenge for this study








[bookmark: _Toc508660878]Define the problem

Firms finance their activities through two main sources: debt and equity. Which is the best combination of debt and equity that firms can use in their capital structure is not an easy question to answer. According to Myers (2011) do not exist a universal theory about the mix of debt and equity in a capital structure. This research paper will focus on identifying the factors that determine the capital structure of Bulgarian firms Finding the right capital structure through identifying the determinants of its can be a big challenge for unquoted firms in Bulgaria .Some of the factors that this study will take into consideration are GDP, interest rate, inflation, level of profit, tax etc.

[bookmark: _Toc508660879]Aim of the study 

[bookmark: _Hlk508661090]In this study, I will attempt to identify the main factors that determine capital structure of unquoted firms in Bulgaria .The studies related to the capital structure of Bulgarian firms are limited, this research paper attempt to fill this gap.The lack of stock exchange and frequent transition of economy policy makes the analyse of Bulgarian firms a big challenge for this study.The results of this research paper can help managers of Bulgarian in their decision-making, regarding capital structure.



[bookmark: _Toc508660880]Objectives of the study

The aim of this study is to fill the gap in the empirical literature by analysing the link between debt structure and various factors which can affect the decision of the capital structure of Bulgarian’s companies..This study aims to achieve the following objectives:
· (1) Analysing the specific factors that determine the capital structure of unquoted firms in Bulgaria .
· (2) Analyse of the leverage of firms taken in the study.Finding the relationship that exist between leverage and size, profitability, growth and age of the firms.
· (3) Conduct an empirical research to find out macroeconomic and microeconomic factors that affect the capital structure decision in Bulgarian Firms. Thus this study will examine if the capital structure of Bulgarian firms can be explained significantly by macroeconomic and microeconomic factors of the country.
[bookmark: _Toc508660881]Research questions

In developed countries, there is a wide literature on the capital structure, but few studies have been done in developing countries. Also, the empirical study of regarding the capital structure in Bulgaria is almost inexistent, despite the importance of this issue. In Bulgaria is no empirical evidence to answer the following questions:
· What is the capital structure used by firms in Bulgaria ?
· Which are the factors that influence the capital structure decision of Bulgarian firms?
· Are the factors that affect the capital structure of firms in Bulgaria the same with those of developed and developing countries.

[bookmark: _Toc508660882]2.4 Limitations of study 

This study is focused only on unquoted firms in Bulgaria for the period 2012-2017. Thus in this research study, I will analyze data within a 5 years period, which is relatively short. The number of the firms includes in the sample is only 40 firms, relatively small. The lack of the stock market in Bulgaria is a big challenge and a negative factor for this study.The lack of the stock market will make it harder in the way of analyzing the leverage.







[bookmark: _Toc508660883]Literature Review 

Franco Modigliani and Merton Miller established the capital structure theory in 1958.The main idea behind this theory is that capital structure does not have effect on firm's value. Modigliani and Miller in their study argued that managers can not change the value through capital structure decisions.According to this theory, the value of firms is irrelevant from the combination of debt and equity in the capital structure.Modigliani and Miller's theory is based on following assumptions:
Capital markets are perfect. There is no transaction cost and individuals and firms have the same information.
The existence of tax is excluded from MM theory. Modigliani and Miller in their theorem assume that does not exist tax on personal income either in corporate income.
The interest rate of lending and borrowing is the same for both investors and individuals.The interest rate for borrowing and lending in Modigliani and Miller theory is the same as the risk-free rate.
MM theory suggests that both managers and investors have the same information, asymmetric information.


In the effort to have a clear framework of capital structure many empirical studies have conducted, which lead to the development of different capital structures theories. As result of the development of Pecking Order theory, Trade-off theory etc. managers and investors now have more information.These theories have been helpful in identifying the factors that determine the capital structure.
Trade-off theory indifference from Modigliani and Miller theory takes into consideration tax. According to Trade-off theory firms that operate in different industries have different capital structure. Trade-off theory suggests that profitable firms can benefit more from taxation compared with nonprofitable firms.Empirical studies conclude contradictory findings. Iavorsky (2013) in his research paper argued that tax shield argument supported by trade-off theory is not working in his country. "Tax shield argument is not working in Ukraine because many firms create affiliated structures abroad and shift profit centers to offshores to avoid paying taxes in Ukraine" Iavorskyi (2013).


Myers and Majluf (1984) suggested Pecking order theory explain the capital structure decisions. The main idea behind this theory is that managers do not base their decisions about capital structure in a debt-targeted ratio. According to Pecking order theory managers follow a hierarchical order when they choose their sources of funds. First, they prefer using internal funds and after external funds. Pecking Order theory suggests that changes in leverage are not as result of a debt-targeted ratio. Furthermore, Pecking Order theory argues that the relationship between profitability and capital structure is negative. The negative relation between profitability and capital structure suggested by Pecking order theory is emphasized even in Titman and Wessels (1988) empirical study.











[bookmark: _Toc508660884]The determinants of capital structure 

Modigliani and Miller (1958) were the first that tried to explain the importance of the optimal capital structure in firms. Capital structure is still a debatable issue among scholars.Studies conducted by different authors have analyzed the determinants that can explain the capital structure decisions.However research approaches did not show the same results for different stamples,countries,techniques etc.Results vary not only from the industry but also even from the environment where the firms operate.

[bookmark: _Toc508660885]Industry Classification 

Different studies argue that specific factors of firms are important and influence managers' decisions about capital structure.The main reason for this is because industry includes a large number of factors that are common for firms that operate in the same industry.Firms tend to increase or decrease their leverage according to industry leverage.

[bookmark: _Toc508660886]Size 
Different scholars have conducted research to explain the relation between firms size and leverage.Theoretically, the relation between firms size and leverage is not clear. Many empirical studies have concluded that the size of the firm can affect the managers' decisions about the capital structure of firms (Titman &Wessels, 1988; Rajan &Zingales, 1995; Frank & Goyal, 2003). Their findings argue for a positive relationship between firms size and leverage.  According to Trade-off theory exist a positive relationship between the size of the company and the leverage. On the other hand Pecking order theory suggest that the relationship between leverage and firm's size is negative.

[bookmark: _Toc508660887]Profitability 
There are contradictory conclusions regarding the relationship between profitability and leverage. From the point of view of  Pecking order theory the relation, profitable firms use their internal funds to finance their projects rather than external resources, the relation is negative. In difference Trade-off theory suggests that firms can benefit from the usage of debt.According to this theory, the main benefit comes as result of tax shield.Thus through debt firms can manipulate their profitability.

[bookmark: _Toc508660888]Asset Structure

Asset structure of a firm depends on different factors including industry where firm operate, products or services that firm offer etc.Firms asset can be tangible assets and intangible assets. According to trade off theory,  prefer to invest in firms that have tangible assets rather than firms that have intangible assets. Trade-off theory argues that bankruptcy cost and agency cost lead to a positive relation between leverage and asset structure. Rayan and Zingales (1995) argued that tangible assets can be used as collateral this we lead to a reduction of agency cost.

[bookmark: _Toc508660889]Liquidity 

According to the trade-off theory, firms with low debt ratios are not monitored from the capital markets and they can increase the debt level for financing
new investments.Thus, in this case, there is a negative relationship between
liquidity and leverage. On the other hand, firms with high debt ratios can approach
easy capital markets and, therefore, they hold less liquidity.






[bookmark: _Toc508660890]Macroeconomic Factors 

The choice of capital structure is a complex decision for managers. Macroeconomic factors such as GDP, inflation, interest rate etc. have been proven to have an significant importance in the capital structure of firms.Despite the effort to determine the effect of macroeconomic factors on capital structure sometimes, those findings are contradictory. Many empirical studies have shown that capital structure is a function of macroeconomic factors such as Gross Domestic Product,Inflation, interest rates etc.


[bookmark: _Toc508660891]GDP 
Empirical studies usually argue a positive relation between GDP and leverage. The economists use GDP as the main measure of economic growth. Bulgaria had a high rate of economic growth, especially in the last decade. The growth of gross domestic product (GDP) was approximately 4.36 percent over the period 2012-2017 . If GDP of a country is growing indicates that companies have better investment opportunities and can increase their profitability.Trade-off theory argues that exist a positive relationship between GDP and leverage.

[bookmark: _Toc508660892]Inflation 
The increase or decrease in the inflation rate can affect the whole economy in one country. High level of inflation usually has a negative impact on firms profitability. According to some empirical studies (Dammon 1988, Dokko 1989), an increase in the inflation rate will result in a drop to debt-equity ratio. Many empirical studies support the Trade-off theory findings, the existence of a positive relationship between inflation and leverage.
[bookmark: _Toc508660893]Interest Rates
The interest rates in a country are determined by monetary policy. According to Trade-off theory firms choice that forms of funding which offers them the highest benefit from the tax.Thus this theory shows a positive relation between interest rate and leverage. Many empirical studies have shown that capital structure is a function of interest rates. 


[bookmark: _Toc508660894]Research methodology and data collection 

This study will be based on the data collected by 40 Bulgaria companies within  5 years period (2012-2017). This research paper will be based mainly on secondary data.The theoretical and practical data of this study are based on observation and analyze secondary sources.The source of theoretical data is based on empirical studies conducted by different authors, journals, articles, books, Bulgarian legislation etc. Meanwhile, practical data are provided by the financial statements of the companies studied in this research. The data for macroeconomic indicators such as GDP, the inflation rate and the interest rate is collected from the reports provided by Bulgarian National Bank.  The analyses and interpretation of data collection  I will do by using the MS-Excel analyzing tool.Through MS-Excel analyzing tool data can be shown in tables, charts, diagrams etc.






[bookmark: _Toc508660895]Expected outcome

The expected outcome of this research paper are :

This research paper will fill the gap that exists in Bulgarian literature regarding capital structure.It can be a reference for future studies that may be conducted by other scholars.
This study will identify which variables determine the capital structure of Bulgarian’s firms. This will be beneficial not only for scholars but even for managers that manage these firms.
This study will show if exist any difference in the capital structure of firms that operate in different industries.
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