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ABSTRACT  

Capital structure theories which tried to explain composition of capital structure are not 

universal and not applicable on all companies. Since optimal capital structure does not exist, 

we have tried to determine how number of competition in industry and USP (unique selling 

proposition) of their products or services affect capital structure of small and medium-sized 

companies (SMEs).  In order to find correlation between those determinants, a survey has 

been conducted on 103 Croatian SMEs (older than 12 months). Their financial data have 

been derived from their annual reports. 

 

The results of this research indicate that there is no relationship between leverage of SMEs 

and  number of competitors in their industry, but USP of their products or services affects 

their leverage. The results of this research are in the line with pecking order theory. 

 

Research results are important for accountants but also for entrepreneurs and those that 

actively participate in the process of politics and laws creation that are focused on 

development of small and medium sized companies. 

 

Further research focused on influence of financial market (especially underdeveloped 

financial market) on financial preferences can clarify decision making process on capital 

structure and sources of financial growth and development of SMEs. 

 

Keywords: financial preferences, financial crisis, pecking order theory, small and medium-

sized companies, underdeveloped financial market 

 

 

1 INTRODUCTION 

Capital structure, especially the optimum one, is still one of the research questions that has to 

be answered. Researchers tried to approach the problem from different angles and developed 

different theories about capital structure. Fama and Miller (1972) as leaders of the agency 

theory identified two types of conflicts in the company: between owner and manager and 

shareholder and debtholder. These conflicts in capital structure decision making can limit the 

amount of debt and all the benefits of the financial leverage. Other researchers indicated that 

in capital structure of the company important role have asymmetric information. Ross (1977) 

and Leland and Pyle (1977) proved that signalling the decision of the project financing to the 

external investor significantly influence capital structure of the company, while Myers and 

Majluf (1984) showed that the capital structure of the company is the result of different 

financial options that minimize asymmetric information. 

More recent theories, identified by Brander and Lewis (1986) and Harris and Raviv (1988) are 

trying to interpret capital structure with the interactions between product and inputs on the 
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market and company control. Capital structure model of interactions between product and 

inputs is focused on availability of the product, quality of the product and negotiation 

processes between managers and suppliers. Based on this model, Harris and Raviv (1988) 

conclude that competition of the product can influence capital structure of the company.
1
  

These major theories can only partially explain capital structure decision making process and 

are focused on pursuit for optimum capital structure. Capital structure theories cannot be 

viewed and analysed individually and with the idea that there is optimum capital structure. 

Capital structure has been changed during the time and it has been connected with 

development of financial markets and availability of debt, market conditions, and 

characteristics of the industry and level of the control in the company. Myers (1984) 

explained several limitations of the capital structure theories and among them is the idea that 

capital structure decision making in small and medium sized companies (SMEs) is different 

than in companies that were previously analysed.
2
 Based on these conclusions, Ang (1992) 

stressed out in his article that the change of research focus is needed in order to understand the 

capital structure puzzle. He suggested researches having in mind SMEs.  

 

 

2 CAPITAL STRUCTURE IN SMEs 

Capital structure in SMEs started to occupy the researchers as the number of SMEs became 

dominant in every economy. Walker and Petty (1978) tried to find major differences between 

large companies, listed on the stock market and small companies that could not follow the 

existing capital structure models. They have find out that some financial praxis are completely 

unnecessary in SMEs, and managers in small companies have very limited number of 

financial sources. Based on these conclusions, researchers agreed that the process of making 

decisions on capital structure in SMEs follow completely different pattern, worth to be further 

researched. Hamilton and Fox (1998), on the sample of 555 SMEs in New Zealand confirmed 

that the owners/managers in SMEs as first financial source use internally generated sources 

and after that will search for external sources, primarily long term bank loans. Among reasons 

for such decisions are mostly very high collaterals and low level of financial literacy among 

owner/managers in SMEs. These results are in line with the Myer’s pecking order theory. 

Owners/managers in SMEs other sources of finance consider as sort of exit from the company 

(especially venture funds and IPO) and as major deficiency they have adduced fear of losing 

control and the ownership of the company.  

Hamilton and Fox (1998) also tried to find out if other capital structure models are applicable 

for the SMEs. They have not find any evidence for supporting applicability of these models in 

SMEs and even highlighted that “asymmetric information are very rare phenomenon in small 

companies”. They have suggested, together with Norton (1991) to research managerial beliefs 

and desires which play a large role in determining capital structure of the company. 

Owners/managers in SMEs are relaying on different sources of finance, negotiation about 

credit conditions are extremely important and decisive factor in capital structure decisions 

since owners/managers in SMEs are in inferior position with local investors, legal form is 

crucial for owners/manager risk propensity and phases in lifecycle of SMEs mean also that 

different sources of finance are available. These findings even more deepened the gap 

between large and small and medium sized companies.  

Small and medium sized companies are more influenced by the business eco-system. Beck 

and Demirguc-Kunt (2006) proved that SMEs will be twice as much affected by the 

                                                           
1
 Harris and Raviv (1988) based  their conclusion on the reserach of Titman (1984) 

2
 All capital structure theories are results of the researches that were conducted on big companies, listed on the 

stock markets 



deficiencies and irregularities that characterise all the underdeveloped financial markets, 

primarily by access to sources of financing, legal protection and corruption.  

 

 

Figure 1:  Impact of obstacles from entrepreneurial environment on enterprises, according to 

size (Beck and Demirguc-Kunt, 2006, p.2937) 
 

Greenwood and Smith (1997), Rajan and Zingales (2001) and Beck (2007) have concluded 

that in countries with underdeveloped financial and legal systems SMEs will longer stay small 

and collateral becomes essential for obtaining external financing. Cook (2001) made the most 

detailed list of differences in SMEs capital structure determinants between developed and 

underdeveloped countries. He concluded that level of country’s development will be evident 

in a capital structure of SME – higher level of long term assets, higher share of family and 

friend’s money, difficult access to finance and lower net working capital and liquidity ratios. 

 

Small Firms in UK Small firms in underdeveloped financial 

markets 

small firms have a high reliance on short term 

financing through the banking sector 

small firms rely on formal and informal 

sectors for short term finance 

a low proportion of their assets are financed 

by shareholders so debt to equity ratios are 

relatively high compared to larger firms 

family and friend contribute a high proportion 

towards financing small firms’ assets 

fixed assets are relatively unimportant in the 

balance sheets of smaller firms 

fixed assets are important as only collateral 

that banks will accept 

in recent years, leasing and hire purchase and 

venture capital have become more important 

less important 

small firms have higher transaction costs than 

larger firms 

confirmed 

smaller firms have greater information 

imperfections than larger firms 

more significant in developing countries 

particularly with respect to financial 

accounting and management 

smaller firms have poor business planning, 

lack of interfirm cooperation between small 

firms, weakens relations with financial 

institutions 

networks shown to be very important 

 

Table 1. Determinants of capital structure in SMEs on developed (UK) and underdeveloped 

financial markets (adopted from Cook, 2001, p.30.) 



 Recent researches are more focused on determinants of capital structure model in SMEs than 

differences in arranging capital structure in big and small companies. Among most important 

determinants of capital structure in SMEs are, according to Matthews et al (1994), managerial 

characteristics, relation and attitude toward debt and external factors (legal form, financial 

conditions and market). Owner/manager of the small company became central point in 

researches about capital structure decision making in SMEs. 
 

 

3 DETERMINANTS OF CAPITAL STRUCTURE IN SMEs 

Accepting the results of the researches that proved owner/manager’s characteristics of the 

SME as a most important determinant in the decision making process of capital structure, 

researchers started to use research results from other sciences (mostly phycology and 

sociology) in order to resolve capital structure puzzle. First articles that were focused on the 

capital structure decision making process anchored their researches in the theory of rational 

decision making theory and strategic decision making. Hisrich (1990) was among first 

researchers who pointed out the need for joining different theories and their views, since 

every fifth SME will go bankrupt due to financial or emotional risks. First model that 

incorporated the research results of other sciences was developed by Matthews et al (1994). In 

the centre of that capital structure decision making in SMEs are managerial characteristics but 

also some external factors (market conditions, access to finance and legal form of the 

company).  

Michaelas, Chittenden and Poutziouris (1998) presented the model of capital structure 

decision making in which they took into account the results of prior research, but using 

Matthews et al (1994) model as a core model and focal point for new, more completed model.                                                                                                                           

In the centre of this model, as the most important determinant in the capital structure decision 

making process are characteristics of the owners/managers – their need for control, 

knowledge, experience, goals and risk propensity. Their attitude toward debt, internal factors 

of the company and external factors (business eco-system) lead to decision about capital 

structure. 

Other researchers, more financially oriented, Patel et al (1991) and Johnsen and McMahon 

(2005) proved that industry is important determinant while Michaelas et al (1998) and Lopez-

Garcia and Aybar- Arias (2000) tried to prove that access to finance is crucial in that process. 

In that gap, between financially oriented models and those focused on managerial 

characteristics, there is another direction of researches that tried to prove influence of culture 

and cultural differences in capital structure of SMEs. Neither one of proposed models can 

explain completely process of capital structure decision making in SMEs, but helps in better 

understanding of that process and the idea that there is no universal formula for optimum 

capital structure. In order to check how Croatian SMEs make decisions about capital 

structure, 103 SMEs are asked about their attitudes, preferences and habits. The goal of this 

research was to check whether their leverage and USP of their product or service can be 

among determinants of capital structure. 

 

 

4 RESEARCH DESIGN 

For the purpose of this research the survey was conducted on the sample of 103 SMEs from 

the Croatia. From the data of Financial Agency (FINA), SMEs that were older than 1 year and 

had obligation to deliver their annual reports, were selected. Financial Agency was also the 

source of their annual reports. The survey consisted of 39 close questions and only 2 open 

questions. Since the survey was conducted online, all the SMEs that did not have email were 

excluded. The response rate was 28, 35 %. 



Since regional differences can be seen also in capital structure, SMEs in the sample have been 

chosen according to the number of SMEs in each of three NUTS regions in Croatia. This 

NUTS (Nomenclature of Territorial Units for Statistics) methodology is also used in the 

Regional competitiveness index (RIK) research, which was secondary data source. RIK has 

been used to compare level of development of the regions and the biggest obstacles in the 

business eco-system. 

Age and industry are, according to the prior researches, important determinants in the process 

of capital structure decision making. The SMEs in the sample are not start-up companies and 

are from different industries. Companies in the sample were export but also import oriented 

ones. Since partnership could be the way of financing company’s growth, there was 21,3 % 

SMEs in the sample that were founded by 2 or more partners. In the sample, there were 58,3 

% of the companies that had less than 10 employees. Employees were mostly motivated (70,4 

% of the companies) and only 22,2 % of the companies had extremely motivated employees. 

But, despite that only 2 % of the companies mentioned problem of fluctuation of employees, 

and 38 % of them is using help from the family members. Although the members of the 

family are actively involved in the companies, only 42, 6 % of them are payed for their 

contribution.  

Owners of the SMEs in the sample find that competition in their industry is high (50 % of 

them) and extremely high (20 %). Despite this high level of competition, 65 % of the 

companies find their product or service better and 19 % far better than competition can offer. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 2: Used sources of finance in the growth phase (author) 

 

In this article, the goal was to check whether number of competitors in industry will affect the 

leverage of SMEs and is there correlation between USP (unique selling proposition) of the 

product and service and the leverage of SMEs.  

For testing proposed hypothesis the Kruskal Wallis nonparametric method was used. The data 

was collected for the period of three years. 

 

5 RESULTS AND DISCUSSION 

Number of competitors in industry and entry barriers in industry will significantly influence 

the capital structure of the company (Hamilton and Fox, 2001). If the number of competitors 

is very high, companies will be forced to use leverage more in order to keep their competitive 

position. There was not enough evidence for the hypothesis that there is a correlation between 

leverage of the Croatian SMEs and the number of competitors in industry. Explanation for 

this result could be find on the Croatian market and the attitudes of the companies in the 
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sample. Only 1/5 of SMEs in the sample find that the competition on the market is extremely 

competitive. On the other side, the results of the survey were collected during the period of 

financial crisis in Croatia in which companies should change their way of working and 

approaching the customer. All major investments were stopped, significant number of 

companies declared bankruptcy and companies were forced to reduce all their costs, including 

leverage which did not worked for them anymore. Although the Croatia is among countries 

with underdeveloped financial markets, owners/managers in the sample did not find unfair 

competition as a barrier (only 42,5 % of the owners/managers found this as a big barrier). The 

majority of the companies in the sample used own sources and bank loans as a most important 

sources of finance, while venture capital and business angels were not used at all. Croatian 

financial market is underdeveloped and characterized with bank loans as a leading source of 

finance and very high insolvency. Those characteristics are seen in the sources of finance of 

the companies in the sample and suppliers are among major sources of finance which only 

deepens problem of insolvency. This could be also among explanations for not finding 

correlation between leverage of SMEs and number of competitors in industry. 

The second hypothesis was focused on correlation between USP of the product and leverage 

of the company. Unique selling proposition (USP) of the product or service puts 

product/service in the better position that those produced by competitors. This allows to 

company to put a higher, even premium price of the product/service. The more retained profit 

company has, the less external sources will be used. This is in line with Myer’s pecking order 

theory, but tested on large public companies. Since SMEs, also in the observed sample of 

Croatian SMEs, prefer internal (own) sources of finance, this theory could be applicable on 

small and medium sized companies, also. Statistical results for the first two years were not 

significant. The explanation could be find in the financial crisis which lowers demand for 

premium products and services. The last observed year showed some positive macroeconomic 

indicators which was sign of recovery and the null hypothesis for the last year was rejected. 

 

 

 

 
Figure 3. Statistical result for the third year (author) 

 

 

Despite the great number of capital structure theories, there is neither one that could fully 

explain different choices of capital structure in the company. There are many determinants 

that influence owners or managers decisions, especially when owner and manager are not the 

same person. Small and medium companies have different patterns of capital structure and 

most of developed theories cannot be applied. Also, the time of financial crisis showed that 

companies had to adopt their way of working to lower demand for their products and services. 

On the capital structure of SMEs the market imperfections will affect twice as much. Croatian 

financial market has characteristics of undeveloped market and SMEs are oriented toward 

bank loans and internal (own) sources of finance. When those sources are not available, SMEs 



are forced to rely on their supplier that even more deepens the spiral of insolvency. The habit 

of not paying obligations on time could explain growth without using external sources of 

finance, but this will affect competitiveness of Croatian SMEs outside of the national market. 

Pecking order theory is among rare theories that could be applicable also on SMEs. When 

SMEs have retained profits, they will not seek for external sources of finance for purpose of 

growing. Croatian SMEs will follow this pattern if their product or service has USP, but only 

if economy is growing. In the time of financial crisis, companies were oriented toward 

survival and external financing was used only to fill the cash-gaps. 
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