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Abstract

The purpose of the study is to find the factors that influence the financial leverage of Vietnam firms. The dependent variable is the financial
leverage and the independent variables are firm size, asset structure, liquidity, growth opportunities, profitability, and firm age. The data are
collected from Vietnam firms’ annual financial reports in the period from 2010 to 2019. The study uses a sample of 448 Vietnam listed firms in
the period. We also employ a panel regression model with pooled OLS and fixed effect to analyze the firms’ financial data. The results of the
model showed that financial leverage (FL) has a negative relationship with some factors such as asset structure (AS), liquidity (LQ), growth
opportunities (GRW), profitability (ROA), and firm age (AGE) in the fixed effect regression. It means that when liquidity, profitability, and firm
age increase, firms’ financial leverage will decrease. While firms’ financial leverage has still a positive relationship with the firm size (SIZE) in
the model. As a result, when firm size increases, financial leverage will increase, too. The results showed that models are fit for the research and

can be used to predict future findings. It is also useful for enterprises, financial advisors, investors, as well as the financial managers.
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1. Introduction

One of the toughest challenges that business firms face is
the choice of financial structure. Financial structure decision
is important because it affects the financial performance of
the firms. Abor (2005) defined financial structure or capital
structure as a specific mix of debt and equity that a firm uses
to finance its operations. Although firms have many options
of capital structures, they tend to rely on borrowings from
financial institutions.

Modigliani and Miller (1958) first deeply studied the
issues on capital structure. And since their study, some theories
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including the trade-off theory of Modigliani and Miller
(1963) as well as Miller (1977), agency theory of Jensen and
Meckling (1976), signaling theory of Ross (1977), pecking
order theory of Myers and Majluf (1984) and free cash —
flows theory of Jensen (1986) have evolved. Despite, each
theory having a different opinion, indicates the importance
of capital structure on firms’ performance as well as firms’
value. The general result from the various capital structure
studies is that the combination of financial leverage related
costs and the tax advantage of debt produces an optimal
capital structure below 100% debt financing. Therefore, the
tax advantage is traded against the likelihood of incurring
bankruptcy costs. As a result, there have been many studies
about financial leverage as well as determinants of this issue
in developed and developing countries. However, there is a
lot of difference in views, results, and conclusions of studies.

Some studies of Bevan and Danbolt (2002), Akhtar
and Oliver (2009), Serghiescua and Viidean (2014) in
developed countries, and Booth, Aivazian, Demirguc-Kunt,
and Maksimovic (2001), Chen (2003), Tran and Tran (2008),
Nguyen, Dang, Luong, and Nguyen (2019), Nguyen, Bui,
and Pham (2019), Dao and Ta (2020), Nguyen and Nguyen
(2020) in developing countries indicated that there is a
difference in the determinant of capital structure influence
on firms’ performance. While studying this issue, it was done
in context of Vietnam being a developing country, so this is
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a market with a lot of investment potential. As a result, it gets
attention for investors and managers to rethink the effect of
determinants of using debt on their firms. Some researches
on this issue such as Dao and Lai (2018), Vu, Doan, and Le
(2020) are still in disagreement about the impact of factors on
firms’ financial leverage as well as the importance of these
factors on financial leverage.

The purpose of this study is to synthesize the classical
and modern theories of financial leverage, to identify the
factors specific to a firm that have a significant impact on its
financing decisions. This study will focus on analyzing the
impact of factors on the financial leverage of 448 Vietnam
listed firms by using the panel data models from 2010 to
2019. This study is different from others because it considers
and deeply analyzes firms’ specific factors that still remains
unclear in Vietnam.

The paper includes 5 sections in which section 1 is the
introduction part. The rest of the paper is organized as follows:
Section 2 provides a background of literature, relating to
financial leverage and determinants of financial leverage.
Section 3 presents the methodology used, more specifically,
the selected data, the way of defining and measuring the
explanatory variables as well as research hypotheses, and
the econometric models applied. Section 4 discusses and
analyses the empirical results. Conclusions are offered in the
final section.

2. Literature Review
2.1. Fundamental Theories of Firm Financing
2.1.1. Modigliani-Miller Theory

Modigliani and Miller were the first to set up a theory
of optimal capital structure in 1958. In the theory, two
authors proved that, in a world of no taxes, the firm’s value
is unaffected by the debt to equity ratio. However, the theory
is faced with many criticisms from researchers because the
business environment always has barriers, transaction costs,
taxes, and expectations. Moreover, the theory of Modigliani
and Miller (1958) also did not indicate how a firm can finance
its assets between debt and equity to gain an optimal capital
structure as well as bring benefits to the firms. Until 1963,
Modigliani and Miller reviewed their theory and added the
tax factor. In 1977, they continued dividing the tax factor
into firm tax and individual tax in their theory. However,
according to this theory, an optimum capital structure
is subject to tax advantages of debt and that is why firms
should have a capital structure almost totally composed of
debt. But in the real world, firms generally assume to use
moderate amounts of debt due to its high bankruptcy costs
in case firms cannot control debt source. Although the theory
of Modigliani and Miller does not take into consideration
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bankruptcy costs, and other costs of the agent as well as it
does not distinguish between natural and legal persons when
referring to the lending process, Modigliani and Miller’s
theorem is considered as the most important reference of
capital structure. After Modigliani and Miller’s theorem,
three fundamental theorems have been developed on the
capital structure including Static Trade-off Theory, Pecking
Order Theory, and Agency Cost Theory.

2.1.2. Trade-Off Theory

Trade-off theory was suggested by Myers and Majluf
(1984) in which it emphasized a balance between tax-saving
arising from debt, a decrease in agent cost, bankruptcy, and
financial distress costs. Hence, the theory stated that firms
with safe, tangible assets and plenty of taxable income to
shield should have high target debt ratios. The theory also
explained the difference in capital structure among sectors,
however, it could not explain why profitable firms within the
industry have lower debt ratios.

2.1.3. Pecking Order

The theory was studied by Myers and Majluf (1984).
However, instead of only indicating firm taxes and financial
distress into the Modigliani and Miller theory, the key
assumption of the pecking order theory is asymmetric
information. Asymmetric information is that managers know
more than investors therefore they will provide a signal to
investors about the prospects of the firm. Moreover, the
Pecking Order theory also considered that internal financing
is preferred over external financing, and if external finance
is required, firms should issue debt first and should issue
equity as a last source. Besides, the pecking order explained
why profitable firms have low debt ratios. This happens not
because these firms have low target debt ratios, but because
they do not need to obtain external financing. Thus, unlike
the trade-off theory, the pecking order theory can explain
differences in capital structures within sectors.

2.1.4. Agency Cost Theory

In 1976, Jensen and Meckling (1976) suggested the
agency theory describes the relationship between principals
and agents, for example, the association between sharcholders
and executives as well as the connection between bondholders
and shareholders. The theory stemmed from problems caused
by different goals of between principals and agents, between
shareholders and managers, and between debt holders and
stockholders. When managers would not act in the best
interests of their existing shareholders, they tend to waste-
free cash flow and bad investments. When the conflicts
of interest occur, it has a propensity to respond to agency
costs, which are the costs of resolving conflicts between the
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principals and agents and aligning interests of the two groups.
The theory implies that the appropriate combination of debt
and equity capital could help to solve the conflicts of interest
and reduce agency costs. Firms that have a strict control by
the major shareholders will have fewer agency costs and will
be more efficiently managed, hence, debt is less valuable as
a means of control.

2.2. Empirical Review

Since the Modigliani and Miller theory in 1958, there
have been many empirical studies related to capital structure
because decisions on capital structure are important not
only for the need to maximize profits but also for their
impact on the competitiveness of the firms. Selecting and
using an appropriate capital structure is one of the factors
that contributes to the success of the financial strategy of
the firms (Kajananthan, 2012). Handoo and Sharma (2014)
studied the impact of seven factors on the capital structure
of Indian firms. The paper used a data set of 870 listed firms
from the period of 2001 - 2010. Findings indicated that
factors like profitability, growth, asset tangibility, size, cost
of debt, tax rate, and debt serving capacity have significant
influences on the capital structure as well as financial
leverage of the Indian firms. Or Keister (2004) analyzed
the determinants of the financial leverage of the Chinese
firms. The results also indicated that size, tangibility, and
profitability influence firms’ financial leverage. Moreover,
the study of Chen (2003) investigated the determinants of the
capital structure of 972 listed firms on the Shanghai Stock
Exchange. He found that profitability is negatively related
to financial leverage at a highly significant level. Besides,
the size and risk of the firms are positively related to the
debt ratio. The firms’ age is positively related to financial
leverage. And, firms with higher institutional shareholdings
tend to avoid using debt financing. Chen and Strange (2005)
also indicated that liquidity, profitability, assets structure,
and asset size are significant factors which impacts firms’
financial leverage. Bhabra, Liu, and Tirtiroglu (2008)
considered some different factors such as the firm size and
the growth opportunities.

Hossain (2012) studied 39 listed firms on the Dhaka
Stock Exchange from 2003 to 2007. The study indicated that
profitability, tangibility, liquidity, and managerial ownership
have a significant and negative impact on financial leverage.
Besides, a positive and significant impact of growth
opportunity and non-debt tax shield on leverage has been
found. Five factors influencing financial leverage in Vatavu
(2015) showed that profitability and liquidity ratios have a
negative impact on the total debt ratio of Romanian firms. On
the other hand, the size of firms and their asset turnover have a
positive correlation with financial leverage. And, profitability
has the most influence on the firms’ financial leverage.
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To summarize, recent financial leverage studies have
shown many different findings that prove the impact of
many factors on firms’ financial leverage. Basing on theories
and empirical studies, this study also attempts to measure
the impact of firms’ specific determinants on the financial
leverage of 448 Vietnam listed firms using total debt (TD)
ratio as the financial leverage variable. The firm’s specific
determinants used in this empirical study are firm size (SIZE),
asset structure (AS), liquidity (LQ), growth opportunity
(GRW), profitability (ROA), and firm age (AGE).

3. Research Methodology

3.1. Research Data

To examine the impact of firms’ specific determinants on
Vietnam firms’ financial leverage, we collected data of 448
non - financial listed firms for a period of 10 years (2010 —
2019). The banks and the other financial institutions were kept
out of this study because of their specific financial activities.
Besides, the study used a strongly balanced panel data from
annual financial statement data with 4480 observations.

3.2. Variables and Hypotheses

Frank and Goyal (2009) used the financial leverage
variable like total debt to total assets and total debt to equity.
Pandey (2002) used only the ratio of total debt to total assets
at book value to identify the firms’ financial leverage. In
some of the other studies such as by Sheikh and Wang (2011),
used the total liabilities ratio as the main measure of financial
leverage. Frank and Goyal (2009) still suggested the use of the
market value of debt as a suitable measurement for financial
leverage as it reflects in a better way the current position
and future position of the firms. However, there are many
other studies using accounting measures to decide financial
leverage like studies of Chen (2003), Keister (2004), Bhabra,
Liu, and Tirtiroglu (2008), Frank and Goyal (2009), Hossain
(2012), Dao and Lai (2018). As a result, this study used
book value instead of market value to assess the impact of
determinants on firms’ financial leverage. The study has used
the following measure as a proxy of firms’ financial leverage.

Do Total Debts

= 1
Total Assets M

Firm size

Some findings indicated that there is a positive relation
between the firm size and the financial leverage. While some
others considered that there is a negative relation. Some
other findings even suggested it as a statistically insignificant
relationship. According to Rajan and Zingales (1995), Booth,
Aivazian, Demirguc-Kunt, and Maksimovic (2001), firm size
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is positively correlated with firms’ financial leverage. The
reason can be given as the fact that larger firms can easily
approach debt at lower costs than smaller firms. A study of
Hossain (2012) revealed a negative relationship between firm
size and financial leverage. While, findings of Dilek, Ozlem,
and Ayca (2009) reported that the impact of firm size on
financial leverage is insignificant. However, all these studies
still used the natural logarithm of the total asset as a proxy
for firm size.

Asset structure

Asset structure or tangibility is measured by the ratio of fixed
assets to total assets. Many studies have proven that there is an
influence of asset structure on financial leverage. Myers (1984),
Bradley, Jarrell, and Kim (1984) and Daskalakis and Psillaki
(2008) found that the firms with higher tangibility are often
easier to access debts because of the availability of collateral.
Their results showed the positive relationship between asset
structure and debts. In contrast to these findings, Sheikh and
Wang (2011) found that there is still a negative relationship
between asset structures with debts of Pakistani firms.

Liquidity

The liquidity of a firm is measured by the ratio of total
assets to short term debts at year-end. Firms with large current
assets often prefer to use internal funds to finance business
activities instead of using external sources. Therefore, these
firms often use fewer debts, and the study results revealed
that there is a negative relationship between firms’ liquidity
and financial leverage (Myers, 1984). It is right with the
identification of the pecking order theory. However, the
trade-off theory suggested that there is a positive relationship
between liquidity and the ability of a firm to pay a debt
obligation on time. It means that higher liquidity expresses
firms having the ability to pay their debt (Ozkan, 2002).

Table 1: Variables and hypotheses
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Growth opportunities

Williamson (1988), Harris and Raviv (1991) proved
that firms with growth opportunities will tend to have less
debt. The study of Buferna, Bangassa, and Hodgkinson
(2005) also supported this point of view. They found that
growth opportunities can cause some hazard effects on
firms. And, to solve the problem, firms should use their
equity instead of debts. As a result, there is a negative
relationship between growth opportunities and firms’
debts. However, studies of Titman and Wessels (1988),
Chen (2003) revealed that there is a positive relationship
between growth opportunities and financial leverage. Firms
with higher growth opportunities are more likely to face
higher information imbalance, hence they are expected to
have higher debt levels.

Profitability

Naveed, Zulfqar, and Ishfaq (2010) indicated the
negative relationship between profitability and financial
leverage. The study confirmed that Pakistan Insurance
companies prefer to use internal financing than debts.
The more profitable the firms are, the more internal
financing they are going to have. These findings were
also supported by the research results of Harris, and
Raviv (1991), Booth, Aivazian, Demirguc-Kunt, and
Maksimovic (2001), and Kajananthan (2012). On the other
hand, Dilek, Ozlem, and Ayca (2009) found that there is
a positive relationship between profitability and debt
ratios. They explained that firms with higher profitability
can easily attract more debts from banks as well as from
the financial market. Moreover, these firms also prefer
debts in order to decrease tax charges. All studies measure
profitability as earnings after interest and taxes divided by
total assets.

Indicators Variables Accounting Indicator Measurement Hypotheses
Financial leverage D Total debt ratio Total debts/Total assets
Firm size SIZE Firm size Log of total assets +
Asset structure AS Tangible asset Fixed assets/Total assets -
Liquidity LQ Liquidity ratio Total assets/Short - term debts at .
year end
(Ending total assets in current
Growth opportunities GRW Percentage change in year — Ending total_assets in )
total assets previous year)/Ending total
assets in previous year
Profitability ROA Return on assets Earnings after interest and taxes -
/total assets
Firm age AGE Performance age Years of firms’ performance -
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Firm age

Myers (2001), Akhtar and Oliver (2009) found that firm
age has a significantly positive correlation with both short-
term debt ratio and long-term debt ratio. The findings revealed
that firm age is a measure of a firms’ reputation. As a result,
the longer a firm does business, the easier it approaches debts.
Contrary to this point of view, Abor (2005) indicated a negative
relationship between firm age and total debts when he did a
comparative study on the listed and unlisted firms in Ghana.

To test the hypotheses, the study used a panel regression
model, in which the dependent variable is the total debt ratio
as firms’ financial leverage, the independent variables are
firm size, asset structure, liquidity, growth opportunities,
profitability, and firm age.

3.3. Model Specification

Panel data involves the pooling of observations on a cross-
section of units over several periods. The panel data approach is
more useful than either cross-section or time-series data alone.
Besides, Panel data can also control for heterogeneity due to
hidden factors in time series or cross-sectional estimations,
leading to biased results (Baltagi, 1995). Thus, the study
implies static data modeling using pooled OLS and fixed effect
regression as estimation techniques for firms’ financial leverage.
The study used the Stata (version 14) computer software to test,
analyze, and find the research findings. The entire variables for
this study are based on the book value in line with the argument
by Myers (1984) that book values are good proxies for the value
of assets. We modeled our study as follows:

TD = g, + B,SIZE, + B,AS, + B,LQ, + B,GRW,
+B,ROA, +BAGE, +¢, @)

Equation 2 is estimated using the pooled OLS method.
This method assumes that intercept (f0) is the same for all
the cross-sections (Asteriou & Hall, 2007), in our study all
listed firms. However, the firms sampled for this study may be
heterogeneous and can have different intercepts due to different

Table 2: Descriptive Statistics

management styles, industries, and markets they serve (Haron,
2014). Therefore, the fixed effect method of estimation is
considered to be used. The equation is modified as under:

TD = g, + B SIZE, + B,AS, + B,LQ, + ,GRW,
+ ﬂSROAit + ﬂ(;AGEit + €, (3)

Equation (3) is added subscript 7 to intercept 3 to account
for the different intercepts for all firms. We use Hausman
(1978) test to choose suitable estimation models.

4. Empirical Results and Discussion

Table 2 presents descriptive statistics of 448 Vietnam listed
firms. Financial information was collected from annual business
reports in the period of 2010 — 2019. The findings showed that
the average of total debts to total assets (TD) for the sample
is 53.39%. The standard deviation of TD is 59.21%, minimum
value of TD is 0.20%, and the maximum value is 1606.9%.

Besides, the mean value of size is 13.49%, the standard
deviation is 1.49%. The minimum and maximum size is
9.21% and 19.30% respectively. Vietnam listed firms’ asset
structure uses 39.74% of net fixed assets in the structure
of their assets on average. The maximum asset structure
is 97.74% and the minimum value of the asset structure is
0.10%. The liquidity ratios indicate that on average firms
use current assets by 5.25 times of short-term liabilities.
There is also an enormous difference among firms when the
minimum and maximum value of LQ is 6% and 504.43 times.
The average asset growth rate is 5.12 times with a standard
deviation of 29.17 times. The average value of profitability
is 4.07 %. The maximum profitability is 78.37% while the
minimum value is -804.84%. Or, the average of firm age is
23.79 years, while the standard deviation is 14.16 years. The
maximum value of the firm age is 111 years and the minimum
value is 2 years. The results proved that there is an enormous
difference among Vietnam listed firms in the period from
2010 to 2019. These findings can also be explained by a
difference in sectors of the firms.

Variable Observation Unit Mean S.D Minimum Maximum
D 4480 % 53.39 59.21 0.20 1606.90
SIZE 4480 % 13.49 1.49 9.21 19.30
AS 4480 % 39.74 23.18 0.10 97.74
LQ 4480 % 5.25 17.15 0.06 504.43
GRW 4480 % 511.89 2916.56 -59.44 102561.3
ROA 4480 % 4.07 26.26 -804.84 78.37
AGE 4480 Year 23.79 14.16 2 111
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Table 3 reports the Pearson’s correlation coefficients
between the variables. Asteriou and Hall (2007) stated that
many researchers consider a correlation coefficient of more
than 0.8 causing the problems in estimation. Considering this
as the benchmark, the table shows that correlations among
the independent variables are comparatively small and thus
there shouldn’t be the concerns for multicollinearity.

Table 4 shows the estimation results of pooled OLS
and fixed effect. In two regression models for financial
leverage represented by TD has an R-squared (coefficient of
determination) of 0.456 and 0.662. It tells us that Vietnam
firms’ financial leverage is influenced by 45.6% of selected
independent variables in the pooled OLS model, and 66.2%
of selected independent variables in the fixed-effect model.

Column 2 of Table 4 shows the OLS estimation results.
Firm size is found to have a positive influence, and tangible
asset, liquidity, growth opportunities, and profitability have
a negative significant influence at 1%, and 5% level of
significance respectively. A positive significant relationship
of firm size with firms’ financial leverage supports the
argument of alternative of the firm size of Booth, Aivazian,

Table 3: Correlation Matrix
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Demirguc-Kunt, and Maksimovic (2001). A negative
significant influence of tangible asset, liquidity, growth
opportunities, and profitability is the same as in the findings
of Myers (1984), Williamson (1988), Harris, and Raviv
(1991), Buferna, Bangassa, and Hodgkinson (2005), Naveed,
Zulfqar, and Ishfaq (2010), Sheikh and Wang (2011). The
firm age turns out to be insignificant in this model.

Column 3 of Table 4 reports the result of the fixed effect
estimator of Vietnam firms’ financial leverage. Firm size
has a consistently significant positive influence and tangible
asset, liquidity, growth opportunities, profitability, and firm
age have a negative significant impact on Vietnam firms’
financial leverage. The negative significant influence of firm
age is the same as in the findings of Abor (2005).

To sum up, firm size, tangible asset, liquidity, growth
opportunities, profitability, and firm age appear to be
significant determinants of Vietnam firms’ financial leverage
using fixed-effect regression. While firm age is insignificant
in the pooled OLS model. Increased R-square in the fixed
effect model indicates that firms’ heterogeneity in terms of
variables determining the level of financial leverage exists.

TD SIZE AS LQ GRW ROA AGE
TD 1.0000
SIZE 0.0892 1.0000
AS 0.0128 0.1125 1.0000
LQ -0.1128 -0.0542 0.1700 1.0000
GRW -0.0043 -0.0604 -0.1328 -0.0019 1.0000
ROA -0.7874 0.054 -0.0833 0.0127 -0.0699 1.0000
AGE 0.0333 0.0132 0.0104 -0.0602 -0.0167 0.0080 1.0000

Table 4: Regression Results of Pooled OLS and Fixed Effected Models

Variables Pooled OLS Model Fixed Effect Model
SIZE 5.148** 7.561***
AS -0.0762* -0.0156*
LQ -0.113** -0.0745*
GRW -0.000907*** -0.000801***
ROA -1.777 -1.780***
AGE 0.0109 -0.608***
CONS -5.053 -25.53
Observation number 4480 4480
R-Square 0.456 0.662
Adjusted R - square 0.403 0.624

Note: ***, ** and * indicates significant at 1%, 5% and 10% level of significance.
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5. Conclusions

In conclusion, this empirical study aims at understanding
the effect of specific determinants on Vietnam firms’ financial
leverage using pooled OLS and fixed effect regressions.
A balanced panel data from 2010 to 2019 of 448 Vietnam
listed firms is extracted from annual firms’ financial balance
sheets. Results reveal that in Vietnam, firm size has a positive
significant effect on firms’ financial leverage in both pooled
OLS and fixed effect regressions. This finding is supported
by Booth, Aivazian, Demirguc- Kunt, and Maksimovic
(2001), Chen (2003), or Keister (2004). Besides the reason is
that larger firms can easily approach debt at lower costs than
smaller firms, larger firms are diversified and hence their
chances of being bankrupt are less. Therefore, the trade-off
theory lends support to this finding. Besides, tangible assets,
liquidity, growth opportunities, and profitability are found to
be negative significant in both models. All these findings are
supported by the pecking order theory of Myers and Majluf
(1984). Firm age is found negatively affecting firms’ financial
leverage in fixed effect estimation techniques. However,
the firm age is insignificant in the pooled OLS estimation
technique. The findings reveal that using the firms’ fixed
effect technique enhances the explanatory power of the
model as well as suggests that individual firms’ heterogeneity
matters in determining the firms’ financial leverage.

This study is limited to a sample of Vietnam listed firms.
Future research should investigate all Vietnam firms which
are functioning in the economy. Moreover, future studies
regarding the firms’ financial leverage in Vietnam may
consider the impact of macro factors such as GDP, Inflation,
Interest rate, firm tax, and financial market environment. The
studies of firms’ financial leverage using dynamic modeling
may be another future research area for Vietnam.
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