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ABSTRACT

Due to the arising uncertainties with the global financial crisis, capital structure decisions became
crucial for Turkish firms, especially small and medium-sized (SMEs) firms. Since SMEs face higher
information asymmetry, transaction costs and risk, they face more difficulties in accessing finance during
the financial market turmoil. In this review, we comparatively analyze findings from capital structure
decisions for Turkish firms. As might be anticipated, we expect that SMEs should take more precautionary
steps under the severe crisis conditions compared to listed firms in Borsa Istanbul.

Keywords: Capital Structure, Turkish SMEs, the Global Financial Crisis, Information Asymmetry, Risk,
Transaction Costs.

KURESEL FINANSAL KRIZ VE TURK KOBILERININ SERMAYE YAPISI
KARARLARI: BiR INCELEME

OZET

Kiiresel finansal krizle birlikte belirsizlikler artmis, boylece, sermaye yapist kararlart Tiirk
firmalar, ozellikle kiiciik ve orta élgekli (KOBI) firmalar icin cok onemli hale gelmistir. KOBI’ler daha
yiiksek bilgi asimetrisi, islem maliyetleri ve riskle karsi karsiya oldugundan, finansal piyasalardaki
kargasa sirasinda finansmana erigimde daha fazla giicliikle karsilasirlar. Bu incelemede, Tiirk
firmalarimin sermaye yapist kararlarindan elde edilen bulgular: karsilagstirmali olarak analiz ediyoruz.
Tahmin edilebilecegi gibi, ciddi kriz kosullarinda KOBI’lerin Borsa Istanbul’da listelenen firmalardan
daha fazla onlem almasint bekliyoruz.

Anahtar Kelimeler: Sermaye Yapisi, Tiirk KOBI'leri, Kiiresel Finansal Kriz, Bilgi Asimetrisi, Risk, Islem
Maliyetleri.
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1. Introduction

During turbulence periods, the supply of credit shrinks since lending reduces sharply.
Moreover, the credit demand decreases as well. Both supply- and demand-side effects impact
firms’ capital structure choices. The Global Financial Crisis (GFC) offers a natural experiment
opportunity to understand the capital structure decisions of firms around the globe. Specifically,
Small and medium-sized enterprises (SMEs) seem to be affected significantly by the GFC.
Considering the significant role of SMEs for emerging market economies, such as Turkey, this
article reviews the literature to investigate the impact of the GFC on capital structure decisions
of Turkish SMEs.

SME:s are the backbone of an economy considering their share in total firms: Namely,
SME:s constitute a share 95% in the total number of firms, and a share of 60% - 70% of total
employment in Organization for Economic Co-operation and Development (OECD) economies
(OECD, 2006). Specifically, in Turkey, SMEs constitute more than 99% of the total number
of firms and share of SMEs’ workforce in total employment is 78% (Small and Medium-
Sized Enterprises Development Organization of Turkey (KOSGEB), 2012). However, despite
their significance and importance in the economy, SMEs usually face information asymmetry
problems, higher risk and transaction costs more than larger firms. Consequently, SMEs should
make effective capital structure decisions to minimize these problems and maximize their value.

The literature mentions that the GFC has a negative impact on capital structure decisions
of Turkish firms. For example, Y1ldiz (2018) and Jermias & Yigit (2019) show that Turkish firms
decreased their adjustment speed of capital structure after the GFC. Typically, these studies use
the dataset of Borsa Istanbul (BIST) in which mainly larger firms are listed. Besides, Koksal
& Orman (2015) and Orman & Koksal (2017) examine the structure and maturity of debt of
both Turkish listed and unlisted firms by employing the Central Bank of Republic of Turkey
(CBRT) dataset. To the best of our knowledge, interestingly, no single research has mentioned
the effect of the GFC on capital structure decisions of Turkish unlisted firms or SMEs. That
is why this research contributes to the literature by offering a possible research avenue on the
capital structure decisions of Turkish SMEs in the GFC context.

The rest of the paper proceeds as follows. In section 2, firstly the importance of capital
structure will be indicated by informing of the nature and criticality of capital structure
decisions. Secondly, three main capital structure theories, trade-off theory, pecking order
theory and signaling theory are analyzed. Then, the reason for selecting these theories are
explained in detail. Thirdly, the optimal capital structure theory and its relation to selected
theories are mentioned. After that, for all three theories separately: (1) the essentials of the
theory will be specified, (2) the critical evaluation of the theory is demonstrated carefully by
discussing the possibility of dynamic convergence. Finally, the influence of the GFC on capital
structure decisions is reviewed for the selected empirical research.

In section 3, firstly Turkish SMEs’ characteristics are explained. Then, the main financial
obstacles of Turkish SMEs: adverse selection, moral hazard, credit rationing and transaction
costs are mentioned. By doing this, the emergence of asymmetric information on the borrower-
lender transaction is pointed out and the relationship between causes of these obstacles in
relation to three previously specified theories are shown.
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In section 4, the relationship between the aforementioned three theories and Turkish
SMEs are analyzed by critically evaluating methodological applications of these theories in
Turkey based studies. Next, section 5 summarizes recent research, which applies BIST or
CBRT datasets and their relation to the GFC. Lastly, section 6 concludes.

2. The Capital Structure Decision Theories

Modigliani and Miller (MM) (1958) argued that there is no relationship between capital
structure and the firm value. While MM’s approach is difficult to test, outcomes in financial
markets seem to support it (Myers, 2001). Following this approach of financial theory, which
opens new horizons, many researchers studied on effective factors of firms’ capital structure.

Capital structure focuses on financing mix of debt and equity. In other words, capital
structure is the resource combination of firms used to finance their assets. Firms can use either
their own funds to finance the value increasing investment opportunities or external finance
to benefit from the tax savings with the help of financial leverage. Thus, capital structure is
crucial for firms’ survival and value both in short- and long run especially for SMEs which
are the main driving force of economic growth. capital structure may differ depending on the
nature of the industry and the size of firms. The banking industry, for instance, is known to
be high-levered and equity ratios are usually significantly lower than other industries such as
manufacturing. This heterogeneous nature of the different industries opens a fruitful area of
research for academics; this is why capital structure is extensively investigated in the literature
due to its relevance and importance.

For this study, three major theories; trade-off theory, pecking order theory and signaling
theory, have been chosen, while there are many other capital structure decision theories:
irrelevancy theory, agency theory, market timing theory and so on. As to the reason of for
selecting these theories, capital structure decisions of Turkish SMEs will be analyzed to find
which theory has the most explanatory power on capital structure decisions. Regarding the
SME literature, Lopez-Gracia & Sogorb-Mira (2008) and Koksal & Orman (2015) focus on
trade-off theory and pecking order theory, whereas Brau & Carpenter (2012) focus on signaling
theory to explain capital structure decisions of SMEs.

Optimal capital structure refers to the equilibrium established as the optimum trade-off
between the tax advantages of debt and the costs of bankruptcy and agency, which are caused
by debt (Myers, 2001). Therefore, trade-off theory is an optimal capital structure. However,
Myers (1984) mentions that firms do not optimize debt-to-equity ratio in pecking order theory.
Ross (1977) demonstrated that the high leverage ratio is an indicator of a good quality signal
for an investor in signaling theory. Consequently, neither pecking order theory nor signaling
theory is an optimal capital structure. In the following parts, trade-off theory, pecking order
theory and signaling theory will be explained.

2.1. Trade-off Theory

MM (1963) recommended that firms who pay corporation tax will choose the maximum
debt. Then, Kraus & Litzenberger (1973) developed trade-off theory demonstrating that the
optimal leverage should trade-off between bankruptcy costs and tax benefits of debt. Thus,
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contrary to MM (1963), due to the cost of debt optimal capital structure choice is no longer the
maximum debt.

The most obvious indicator for the cost of debt is bankruptcy cost or financial distress
(Frank & Goyal, 2008). The benefits of debt include the tax benefit of interest and decreased
free cash flow problems. However, costs of debt arise from bankruptcy costs and agency costs,
which occur due to the conflicts of interest between shareholders and debt holders.

Trade-off theory is analyzed both with static and dynamic models. While the static
model targets an optimal capital structure in a single period, the dynamic model focuses on a
target-adjustment over time.

2.1.1. Static Trade-off Theory

Trade-off models arise from discussions of MM’s propositions on taxes and financial
distress costs. According to the static trade-off theory, the value after-tax increases with the
change in present value of the tax shield. However, the more financial leverage the firm has,
the more likely it is to suffer financial distress. Consequently, the firm value will decrease as
the change in present value of financial distress costs. static trade-off theory determines an
optimal capital structure analyzing the market imperfections like taxes, financial distress costs
and agency costs under MM’s assumptions of market efficiency and symmetric information. As
seen in Figure 1, the firm achieves the optimal capital structure when the present value of tax
savings offset by an increase in the value of the current cost of financial distress.

According to trade-off theory, the benefits and costs of the debt can be achieved in
different ways of determining capital structure (Myers, 2001). Firstly, firms set the optimal debt
ratio by trading off between the tax benefits of debt and financial distress costs. Secondly, debt
mitigates the conflicts of interest between shareholders and managers, whereas it may intensify
the conflicts of interest between shareholders and debt holders considering agency costs. When
static trade-off theory is inadequate on certain issues regarding the use of debt, agency cost
models explain some of these issues which are related to shareholder-debt holder conflicts
(Jensen & Meckling, 1976).

2.1.2. Dynamic Trade-off Theory

The long-term leverage targets of firms have been a major subject of capital structure
research. Thus, the speed of adjustment to the target is discussed by dynamic trade-off theory.
Dynamic models argue that firms do not deviate from the target ratio when there is no adjustment
cost. Conversely, while the adjustment cost is at the maximum point, these firms will not obtain
a target ratio (Flannery & Rangan, 2006).

The leverage tends to return to optimum in the long-run, so-called mean reversion,
which is not surprising considering the evidence that the leverage is almost constant in the
long term (Fama & French, 2002). Furthermore, Fischer et al. (1989) claimed that the use of a
partial adjustment model is necessary for explaining partial adjustments and determining the
speed of adjustment. Thus, adjustment costs prevent full adjustment in each period to the target
leverage ratio.
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Figure 1: Static Trade-off Theory and Optimal Capital Structure

Market value

PV costs
of financial
distress

PV tax
shield

\
|
\
\
Value if \
\
\
\
|

=, all-equity-
X financed
Debt ratio
Optimal
debt ratio

Source: Brealey, R. A., Myers, S. C., & Allen, F. (2014). Principles of corporate finance. 11th Edition, Berkshire:
McGraw-Hill Education, s.447.

2.1.3. Empirical Research on Trade-off Theory

According to static trade-off theory, using debt helps firms to avoid tax, so it is expected
that with higher tax there will be more debt finance. An increase in bankruptcy costs makes
equity more advantageous. Thus, the leverage ratio is while positively related to tax benefits,
negatively related to the financial distress (Bradley et al., 1984; Graham & Harvey, 2001;
Titman & Wessels, 1988).

Since firms having higher profits have a lower probability of financial distress and higher
benefit of tax shields, static trade-off theory expects a positive relationship between leverage
and profitability. However, some scholars (Frank & Goyal, 2008; Kayhan & Titman, 2007;
Rajan & Zingales, 1995) showed a negative relationship between leverage and profitability.
These seemingly contradicting results can be explained by the dynamic extension of trade-off
theory since dynamic version can generate a negative relation (Morellec, 2004; Tserlukevich,
2008).
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Table 1: Summary of Methodology Applications on Trade-off Theory

Author Model  Sample Result
Bradley et al. (1984) Static 851 Compustat firms (1962-1981) Support
Titman & Wessels (1988)  Static 469 US firms (1974-1982) Support
Fischer et al. (1989) Dynamic 999 Compustat firms (1977-1985) Support
Rajan & Zingales (1995) Static G-7 countries (1987-1991) Support
Graham (2000) Static 87,643 Compustat firms (1973-1994) Not support
Hovakimian et al. (2001)  Static 39,387 firms (1979-1997) Support
Graham & Harvey (2001)  Static 392 responses in 4,610 firms (1998)  Support
Fama & French (2002) Dynamic over 600 firms (1973-2002) Support
Leary & Roberts (2005) Dynamic 3,494 firms (1984-2001) Support
Flannery & Rangan (2006) Dynamic 12,919 Compustat firms (1965-2001) Not support
Kayhan & Titman (2007)  Static Compustat firms (1960-2003) Support
Strebulaev (2007) Dynamic 3,000 Compustat firms (1965-2000)  Support
Frank & Goyal (2008) Static US non-financial sectors (19452002) Support
Lemmon et al. (2008) Dynamic Compustat firms (1965-2003) Support
Tserlukevich (2008) Dynamic 1,000 Compustat firms (300 quarters) Support
Faulkender et al. (2012) Dynamic Compustat firms (1965-2006) Support
Strebulaev & Yang (2013)  Static Compustat firms (1962-2009) Support

As stated by Strebulaev & Yang (2013), many firms are giving up these tax advantages
choosing zero leverage. However, Graham (2000) argues the debt tax shield is underutilized
and the level of debt is below the optimal. The majority of Compustat firms, which have low
financial distress costs, avoid the use of debt and prefer less leverage.

Hovakimian et al. (2001) indicate that firms use more debt to finance current assets while
they use more equity to finance growth opportunities. Thus, they propose that the issuance of
equity rather than debt can be preferred when the perceived growth opportunities increase
the value of the firm. This observation is consistent with the idea that stock price increases
are usually associated with increased growth opportunities that will reduce the firm’s optimal
debt ratio. A negative relationship between historical stock prices and increasing leverage
is consistent with agency costs models which claim that managers tend to increase leverage
when stock prices are low. In trade-off theory, firms always focus on achieving the optimal
capital structure, but in reality, they occasionally adjust due to adjustment costs. If adjustment
costs are small leverage can change significantly (Fischer et al., 1989; Leary & Roberts, 2005;
Strebulaev, 2007). Thus, firms adjust their capital structre when adjustment benefit is high or
adjustment cost is low (Faulkender et al., 2012).

Lemmon et al. (2008) argue that firms that actively manage leverage and make
adjustments, move towards a time-invariant target. Empirical evidence confirms that the firms
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aim to achieve a target debt ratio (Flannery & Rangan, 2006; Hovakimian et al., 2001; Kayhan
& Titman, 2007). But different results found about the speed of adjustment process. Fama &
French (2002) claim that since large adjustments are costly the process is very slow. Whereas,
Leary & Roberts (2005) find that the adjustment process is fast. As opposed to time-invariant
leverage target findings, Hovakimian et al. (2001) argue that firms may face obstacles when
moving towards the target rate which may vary in time by changing the firm profitability and
stock prices. As an alternative explanation, Cook & Kieschnick (2009) claim that under the
dynamic model managers with bounded rationality can cause a partial adjustment to the target
ratio.

2.2. Pecking Order Theory

The financial hierarchy was proposed first time by Donaldson (1961) for long-term
financial strategies of firms. Myers & Majluf (1984) and Myers (1984) developed pecking
order theory prioritizing internal sources of funds, debt and equity respectively. The financial
hierarchy, as shown in Table 2, occurs when the cost of issuing new shares is greater than the
cost of debt and dividend. Financial hierarchy costs consist of costs associated with the issuance
of new shares and costs arising from the management to have more information regarding the
firm’s expectations and the real value of risky stocks. Firms finance their new investments with
retained earnings firstly, secured debt secondly and then equity if they are in a very difficult
situation (Myers, 2001). As a result, the changes in the firm’s leverage are determined by the
firm’s net cash flow in pecking order theory, not by debt’s benefits and costs as in trade-off
theory.

Table 2: The Financial Hierarchy

Financing choice Source Adverse selection
Internal funding Inside No

Debt issuance Outside Low
Equity issuance Outside High

Source: Brealey, R. A., Myers, S. C., & Allen, F. (2014). Principles of corporate finance. 11th Edition, Berkshire:
McGraw-Hill Education, s.460.

2.2.1. Asymmetric Information in Pecking Order Theory

Asymmetric information mentions that managers have more information than outsiders
about the firm’s expectations, risks and value. If a firm pays more dividends, its stock prices
rise. Thus, investors perceive this situation as a signal of confidence regarding the future
income of the firm.

Consequently, an increase in dividend provides a flow of information from managers
to investors. Moreover, debt issuance is preferable to equity issuance for managers who have
optimistic expectations related to the future of the firm (Brealey et al., 2014).
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However, it is considered that when managers have more information than investors
about the real value of the firm, if the stock market price is above managers’ expectations,
equity will be issued. Investors, who are aware of the existence of information asymmetry,
interpret equity issuance announcements as a signal that stocks are overvalued which will then
result in a negative price effect (Myers & Majluf, 1984). Thus, equity can be mispriced by the
market due to adverse selection.

2.2.2. Empirical Research on Pecking Order Theory

According to the pecking order theory, the capital structure depends on the profitability
of the firm and investment opportunities. Highly profitable firms can use retained earnings
whereas firms with lower profits have to depend on debt for financing their investments (Booth
et al., 2001; Huang & Song, 2006; Rajan & Zingales, 1995). Moreover, Shyam-Sunder &
Myers (1999) found strong support for pecking order theory, especially for established firms.
Furthermore, Degryse et al. (2012) find that, in support with pecking order theory, SMEs
reduce their debt level using profits. Gonzalez & Gonzalez (2012) have added that a negative
relationship between debt and profitability exists.

Having a larger sample Frank & Goyal (2003) argued that when the financing gap
increases, the equity issuance increased faster than the debt issuance. Similarly, Strebulaev
& Yang (2013) showed that many firms which seem to have easy access to debt finance still
prefer equity financing. Consequently, pecking order theory alone cannot explain by itself the
empirical findings.

Claiming that adverse selection costs determine the financing behavior, pecking order
theory is expected to perform better particularly in firms faced with serious adverse selection
problems. According to the same result of Ghosh et al. (1999), Fama & French (2002), Frank
& Goyal (2003) and Lemmon & Zender (2010), SMEs with high-growth rate prefer to issue
more equity.

After the initial public offering, Frank & Goyal (2008) reveal that equity issuance is
more important for SMEs than larger firms. According to Frank & Goyal (2003), when the
firm size increases, financing hierarchy estimates also indicate better performance. While the
findings of larger firms support pecking order theory, the implications of pecking order theory
cannot be observed in SMEs. Moreover, SMEs with a high-growth rate have more restrictive
debt capacity constraints. According to this argument, common equity issuances made by
SMEs do not contradict to pecking order theory (Lemmon & Zender, 2010).
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Table 3: Summary of Methodology Applications on Pecking Order Theory

Author Sample Results
Rajan & Zingales (1995) 8,000 firms in G-7 countries (1987-1991) Support
Ghosh et al. (1999) 238 firms (1991-1995) Support
Shyam-Sunder & Myers (1999) 157 firms (1971-1989) Support
Booth et al. (2001) 10 developing countries (1980-1991) Support
Fama & French (2002) 3,000 firms (1965-1999) Support
Frank & Goyal (2003) 2,823 US firms(1971-1998) Support
Huang & Song (2006) 1000 China firms (1994-2000) Support
Frank & Goyal (2008) US non-financial sectors (1945-2002) Support
Lemmon & Zender (2010) Compustat firms (1971-2001) Support
Degryse et al. (2012) Dutch SMEs (2003-2005) Support
Gonzales & Gonzales (2012) 3,439 Spanish firms (1995-2003) Support
Strebulaev & Yang (2013) Compustat firms (1962-2009) Support
2.3. Signaling Theory

ST has been developed by Spence (1973), Ross (1977) and Bhattacharya (1979) in the
contexts of job market signaling, incentive-signaling and dividend-signaling respectively. As
stated by Spence (2002), signaling theory is substantially related to decreasing asymmetric
information between two parties (the sender and the receiver). Spence (1973) demonstrated
the signaling equilibrium in the job market by extending Akerlof (1970)’s argument, which
is related to the uncertainty of quality and price. Spence (1973) illustrated that the selection
of a prospective employee in a job application has been made with the help of signals.
Consequently, high-quality prospective employees, as an example, may distinguish from low-
quality prospective employees by showing their education level as a signal of ability.

Furthermore, Leland & Pyle (1977) and Ross (1977) noted that there is asymmetric
information through the stakeholders of the firm. It is likely that conflicts of interest may arise
between the manager, who has complete information, and stakeholders, who do not have this
information. The manager tries to solve this problem by transmitting his/her information to
stakeholders as a signal.

According to Leland & Pyle (1977), the value of the firm is related positively to
managerial ownership. When the managerial ownership in the firm’s capital is high, the debt
capacity will increase. Therefore, there is a positive reaction of the market on debt issuance.
Moreover, shareholders of the firm notice strong ownership which has been perceived as a
signal of confidence for the future investments of the firm.

Ross (1977) has developed Leland and Pyle’s analysis and introduced the signaling
concept into the capital structure theory. According to this concept, while the manager knows
the right distribution of the firm’s earnings, investors do not know. Ross (1977) argues that the
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manager uses high financial leveraging as a signal for the future earnings of the firm. Moreover,
investors perceive high debt levels as a signal of high-quality. As a result, low-quality firms
have more marginal bankruptcy costs, so these firms may not imitate high-quality firms by
issuing more debt in a separating equilibrium.

Bhattacharya (1979) points out that dividend payment may be used as a costly mechanism
in order to signal the quality of the future earnings and cash flows which may help to overcome
the information asymmetry between shareholders and the manager. Firms paying dividends
will be perceived by the investor as a negative indicator of future cash flows.

2.3.1. Empirical Research on Signaling Theory

Dividend policy discussions first started with MM (1961) in modern corporate finance
context. Thereafter, many scholars analyzed the dividend issue in various contexts as follows.
In dividend earning relation context, Nissim & Ziv (2001) and Zhou & Ruland (2006) show
that future earnings of firms are positively related to dividend payout over time. Consequently,
dividends include information about future profitability, so high dividend payout can be used by
firms to signal strong future earnings. Loughran & Ritter (1997), similar to Jain & Kini (1994),
argued that equity issuing firms show high performance which is in line with the negative
relationship between debt and profitability finding of the literature. This result is contrary to the
theoretical implication, which suggests that profitability and debt should be positively related
since high-quality firms are expected to issue debt in a separating equilibrium.

According to Amin et al. (2015), dividend announcements do not cause any market
reactions contrary to Brennan & Kraus (1987) model. Therefore, the model prediction and
evidence on the announcement reaction relation can differ, meaning dividend may not be
used as a signal in reality. By analyzing the leverage, the evidence of Shah (1994) does not
support the prediction that by leverage-decreasing and leverage-increasing offers, information
is revealed about economic conditions. Leverage-decreasing offers, for example, may cause
prolonged underperformance due to financial distress, so this case is understood as a signal of
retrenchment for firms. When the leverage increase is the issue, Masulis (1980) and Baker et
al. (2003) showed a positive relationship between the market reaction and leverage-increasing
transactions which support signaling theory. These results may be related to the ownership
structure and financing options of the firms. Especially for SMEs, there are no significant
agency issues and they may not need to use dividends as a signaling device.

Empirical findings always support signaling theory prediction that share prices should
drop on equity issuance announcement, whereas for the announcement of debt the findings are
contrasting with the signaling theory. Antweiler & Frank (2006) showed negligible changes in
stock prices as a response to debt announcement as well as Eckbo (1986). Jegadeesh & Titman
(1993) in their seminal paper analyze the effect of different news on the stock market, the so-
called market momentum, and try to see whether firms can signal their future. Antweiler &
Frank (2006) suggest that monitoring the stock market momentum daily (or less than a week)
rather than monthly may reveal better information.
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Table 4: Summary of Methodology Applications on Signaling Theory

Author Sample Result
Masulis (1980) Exchange offers (1962-1976) Support
Eckbo (1986) 723 debt offerings (1964-1981) Not support
Jegadeesh & Titman (1993) NYSE stocks (1965-1989) Not support
Jain & Kini (1994) 682 IPOs (1976-1988) Not support
Shah (1994) 366 exchange offers (1970-1988) Not support
Loughran & Ritter (1997) Equity offerings (1979-1989) Not support
Nissim & Ziv (2001) 100,666 observations (1963-1998) Support
Baker et al. (2003) 192 financial executives (1998-1999) Support
Antweiler & Frank (2006) 245 429 corporate stories (1973-2001) Not support
Zhou & Ruland (2006) Compustat firms (1950-2003) Support
Amin et al. (2015) Dividend announcements (2002-2012) Not support

2 .4. Capital Structure Decisions and the Global Financial Crisis

With the rise of the financial crisis 2007-2009, firms shorten the structure and maturity
of debt because of increased information asymmetry, risk and transaction costs. The empirical
literature mentions that larger firms, as well as small firms, made critical changes on their capital
structure and debt maturity (Alves & Francisco, 2015; Gonzalez, 2015; Zeitun et al., 2017,
Mimouni et al.,2019; D’ Amato 2019; Demirgiic-Kunt et al., 2020). Regarding the international
sample, Alves & Francisco (2015) and Gonzalez (2015) show that firms shorten their maturity
of debt for listed firms during the GFC owing to the decrease in supply of credit and demand for
credit. More recently, Demirgii¢c-Kunt et al. (2020) found that small firms faced more problems
in accessing finance during and after the GFC. For firms in six Gulf Cooperation Council
(GCC) countries, Zeitun et al. (2017) and Mimouni et al. (2019) mention that firms in GCC
countries reduced borrowing and shortened the maturity of debt. Specifically, D’ Amato (2019)
demonstrates that Italian SMEs decreased their leverage and debt maturity.

Table 5: Summary of Recent Selected Studies on Capital Structure Decisions and The
GFC

Author Sample & Period Firms in(ill)?acc ¢
Alves & Francisco (2015) International sample 2000-2011 Listed firms  Negative
Gonzalez (2015) International sample 1995-2012 Listed firms  Negative
Zeitun et al. (2017) Six GCC countries 2003-2013  Listed firms  Negative
Mimouni et al. (2019) Six GCC countries 2003-2013  Listed firms  Negative
D’ Amato (2019) Italian SMEs 2006-2016 SMEs Negative

Demirgiic-Kunt et al. (2020) International sample 2004-2011 Private firms  Negative
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3. The Characteristics of Turkish SMEs

SMEs are usually classified into three categories, micro, small and medium-sized
enterprises. According to the revised SME definition of European Union (EU), micro enterprises
have 1-9 workers and an annual turnover less than €2 million, small enterprises have 10-49
workers and an annual turnover less than €10 million and lastly, medium-sized enterprises
have 50 to 249 workers and an annual turnover less than €50 million (OECD, 2005: 17).

The number of SMEs in Turkey is around 3.2 million. The sub-sectors of the SME sector in
Turkey can be classified as follows: the repair of motor vehicles together with the wholesale and
retail trade (roughly 40%), storage and transportation industries (16.4%) and the manufacturing
industry (12.8%). SMEs play a significant role as the driver of the Turkish economy due to their
share in total number of firms (over 99%) and the large share in total employment (over 78%).
Moreover, according to KOSGEB, in 2010 Turkish SMEs constitute approximately a share of
65% in total turnover and a share of 60% in total exports (KOSGEB, 2012).

SMEs in Turkey have lower labor and annual turnover compared to their counterparts in
the EU and OECD countries. Additionally, since Turkish SMEs have limited know-how, lack
of enough skill level and the amount of capital, and lack of access to modern technology; they
face difficulties in accessing finance (World Bank, 2011). The long-term strategy on training,
R&D, administrative regulations, competitive policy, labor market, social policies and the
national banking sector requires the participation of Turkish SMEs in the financial markets
(Seker & Jenkins, 2015).

3.1. Financial Constraints of Turkish SMEs

The main financial constraints of SMEs, namely asymmetric information, higher risk
and transaction costs, affect SMEs’ capital structure decisions. Thus, specifying the reasons for
these constraints is important for understanding the capital structure of SMEs. Consequently,
explaining the relationship between these constraints and the aforementioned three theories
will help to make predictions on Turkish SMEs.

3.1.1. Asymmetric Information

A loan contract regulates rights and obligations between the borrower and the lender,
but different situations, which are the estimation of the full debt repayment capability and the
borrower’s promise to adhere to the contract, may occur in the process of paying the debt.
These situations can be problematic as the so-called information asymmetry that comprises
when one party (borrower) has better or more information than the other party (lender).

Specifically, in the credit market, for SMEs, information asymmetry can be defined as
the lack of relevant information between the SMEs demanding credit and the ones providing
credit (Berger, 2006). It can be either due to the lack of information about lending institutions
that provide loans or SMEs’ lack of information about credit markets and institutions.

Pecking order theory demonstrates how financing can be affected by information
differences (Myers, 1984). In addition, signaling theory shows informational feedback (Spence,
1973). Therefore, both of these theories focus on asymmetric information which leads to the
emergence of two basic problems: adverse selection and moral hazard.
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When the borrower has more information than the lender before the transaction, adverse
selection arises due to hidden information. The lemon problem, which has been stated by
Akerlof (1970) and extended by Spence (1973), arises in financial markets. If the lender may
not differentiate between the credit risk bearing projects allocating the credit, he/she will be
faced with adverse selection. So long as the expected return is the same for two projects, the
lender prefers the most reliable one whereas the borrower prefers the riskiest one (Bebczuk,
2003). In this case, the borrower, who prefers risky projects, hides the true nature of the project,
exploiting the lack of information of the lender.

When the borrower has more information than the lender after the transaction, moral
hazard occurs because of hidden action. Borrowers have the urge to deal with activities that
increase the risk and probability of default which may harm the lender (Mishkin,2007). A similar
problem in the lender-borrower relationship can be seen in the principal-agent relationship. If
the agent prioritizes his/her interests, the principal will use the monitoring system to minimize
the moral hazard (Jensen & Meckling, 1976). Consequently, moral hazard can be eliminated
when all actions of the borrower and the lender are observable.

However, credit institutions may ration credit due to the worry about adverse selection
(Stiglitz & Weiss, 1981). Credit rationing occurs in two ways: firstly, despite that the claimant
agrees to borrow with a high-interest rate, the lending institution still may not give any credit.
Secondly, the institution may provide a credit level which is below the amount requested by
the borrower (Arnold et al., 2014). Consequently, credit institutions prefer to ration credit
instead of charging higher interest rates. Under the adverse selection problem, when the interest
rate increases, high-risk individuals tend to borrow, and low risk individuals withdraw from
the market not preferring to borrow at this rate. Thus, lending institutions cannot distinguish
between higher repayment capability borrowers and lower repayment capability borrowers.
For the Turkish economy, there are studies focusing on asymmetric information and credit
rationing (Erdogan, 2008; Muslumov & Aras, 2004; Okuyan, 2009). They showed that when
adverse selection exists, institutions ration credit in order to prevent any possible future loss.

3.1.2. Risk Profile

External funders/debtors may consider SMEs as risky due to a number of reasons: Firstly,
SMEs usually face difficulty in their fiscal conditions compared to their larger counterparts due
to the competition, so that SMEs may have a higher failure rate. Secondly, considering capital
and human resources, SMEs have insufficient production equipment. Lastly, the accounting
system used by SMEs seems to be inadequate to get information on repayment capacity and
profitability (Arnold et al., 2014). These aforementioned problems are observed particularly in
Turkish SMEs.

3.1.3. Transaction Costs

Transaction cost economics (TCE) propose to take make-or-buy decision to the
manufacturers (Walker & Weber, 1984). Therefore, TCE can be observable particularly in the
manufacturing sector because manufacturers focus on minimizing the overall production costs.
The production needs more time, money, production places and workers. Specifically, SMEs
do not have many of these facilities, so they prefer to buy the required materials.
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Developed countries have roughly fixed the problem of transaction costs, whereas
developing countries still face transaction costs due to the following reasons. Firstly, financial
institutions do not manage information systems properly. Secondly, the information industry
seems to be under-developed. Lastly, the existing public services are poor (Tadelis &
Williamson, 2012). Considering SMEs in Turkey, establishing a private SME exchange stock
market may help to overcome these problems.

4. Link Between Capital Structure Theories and Turkish SMEs

The empirical literature of capital structure theories based on Turkish firms and the
inferences of this literature particularly for SMEs are presented below. Table 5, Table 6 and
Table 7 summarize methodology applications on pecking order theory, trade-off theory and
signaling theory respectively for Turkish firms.

4.1. Pecking Order Theory Versus Trade-off Theory

As stated by the theoretical framework, pecking order models suggest a negative
relationship between debt and profitability. Yildiz et al. (2009) found that profitability and
debt are negatively correlated and also argued that there is a positive relationship between
capital structure and firm size. Similarly, the same negative relationship has been confirmed
by many scholars (Acaravci & Dogukanli, 2004; Ata & Ag, 2010; Demirhan, 2009; Durukan,
1997; Karadeniz, 2008). Kula (2000), Giilsen & Ulkiitas (2012) and Uyar & Giizelyurt (2015)
have claimed that the SMEs do not have a target debt ratio and use financing in a pecking
order. Bozkurt (2014) mentioned that there is a positive relationship between debt rates and
the marketing value of the firms. These empirical studies agree on the conclusion that pecking
order theory fits better for Turkish SMEs’ capital structure decisions.

Table 6: Summary of Methodology Applications on Pecking Order Theory for Turkish
Firms

Author Sample Results
Durukan (1997) 68 firms in BIST (1990-1995) Support
Kula (2000) 80 firms (1999) Support
Acaravcl & Dogukanli (2004) 66 firms in BIST (1992-2002) Support
Karadeniz (2008) 163 firms in BIST (1990-2006) Support
Demirhan (2009) 40 firms in BIST (2003-2006) Support
Yildiz et al. (2009) 138 firms in BIST (1998-2006) Support
Ata & Ag (2010) 42 firms in BIST (2003-2007) Support
Okuyan & Tasci (2010) 1,000 firms (1993-2007) Support
Giilsen & Ulkiitas (2012) 143 firms in BIST (1990-2005) Support
Bozkurt (2014) 168 firms in BIST (2005-2011) Support
Acaravcei (2015) 79 firms in BIST (1993-2010) Support
Koksal & Orman (2015) over 7,000 firms (1996-2009) Support
Uyar & Giizelyurt (2015) SME:s in Istanbul (2011) Support
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Since SMEs are financially constrained and have access problems to long-run financing,
they have to depend on profits to finance especially short-run projects. On the contrary to larger
firms, who can find financing sources other than credits, SMEs have to rely on bank credits for
their funding. But SMEs credit costs are higher than the larger firms since banks (especially
in Turkey) charge higher interest rates for SMEs. Therefore, SMEs profit increases while their
debt ratio tends to decrease.

However, Yildiz et al. (2009) and Acaravct (2015) support both pecking order theory
and trade-off theory regressing different variables. They justify pecking order theory showing a
negative relationship between debt and profitability while demonstrating a positive relationship
between firms’ capital structure and growth opportunities which justifies trade-off theory.
Besides that, Giiloglu & Bek¢ioglu (2001) have claimed that development of the stock market
substantially raises short-term debt rate and interestingly the effect on SMEs are larger than
larger firms in Istanbul Stock Exchange (BIST). This implies that SMEs lever up quickly
especially in the short-run when there are optimistic expectations in the economy, and maybe
larger firms act more prudently due to better evaluation of the long-run and having access to
more diverse finance. Ata & Ag (2010) and Sarioglu et al. (2013) showed that there is a positive
relationship between debt ratio and firm size, and larger firms have preferred to use tax shield
more than SMEs. Therefore, these empirical findings support trade-off theory for Turkish firms.

Contrasting with the significant amount of studies supporting pecking order theory,
according to Koksal & Orman (2015) trade-off is a better theory to understand capital
structure decisions of Turkish firms. Their divergence from the earlier studies relies on using
a significantly exhaustive data set including firm- and sector-level financial determinants and
having quite comprehensive analysis including nearly all nonfinancial sectors, as well as public
and private firms. Their results hold regardless of the sector, firm size and presence in the stock
market. They also conclude trade-off theory especially fits well during more stable economic
conditions, whereas pecking order theory, even not as robust as trade-off theory, seems to
explain the behavior of public manufacturing SMEs under unstable economic conditions.

Table 7: Summary of Methodology Applications on Trade-off Theory for Turkish Firms

Author Sample Results
Kula (2000) 80 firms (1999) Not support
Giiloglu & Bekgioglu (2002) 42 firms in BIST Not support
Yildiz et al. (2009) 138 firms in BIST (1998-2006) Support
Ata & Ag (2010) 42 firms in BIST (2003-2007) Support
Giilsen & Ulkiitas (2012) 143 firms in BIST (1990-2005) Not support
Sarioglu et al. (2013) 42 firms in BIST (2007-2011) Support
Bozkurt (2014) 168 firms in BIST (2005-2011) Not support
Acaravcer (2015) 79 firms in BIST (1993-2010) Support
Koksal & Orman (2015) over 7000 firms (1996-2009) Support
Uyar & Giizelyurt (2015) SME:s in Istanbul (2011) Not support
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4.2. Signaling Theory

Karmokolias et al. (1995) focused on developing countries including Turkey and
concluded that firms in emerging markets put more emphasis on the dividend amount rather
than dividend ratio implying an unstable dividend policy. Similarly, Aivazian et al. (2003) also
found that emerging market economies have more unstable dividend policies compared to the
US. In line with these results, Adaoglu (2000) concluded that firms listed in BIST have unstable
dividend payout as the most important determinant being annual earnings. His findings suggest
that firms in developing countries, unlike the stable dividend policy of developed countries, do
not use dividend policy as a signaling mechanism to investors. This contradictory result may
be due to ownership structure and financing choices of firms in emerging markets. Without
separation of ownership and control, bank-financed firms have more close information sharing
with lenders resulting with reduced need for signaling through dividend policies.

Besides that, Giinalp et al. (2010) claim that the decision to pay dividend is a crucial
information affecting the stock return in Turkey. Shares of firms in the high cash dividend
distribution lose more value than other firms unlike findings of Batchelor & Orakg¢ioglu (2003).
Moreover, Aydogan & Muradoglu (1998) mention the same conclusion which is a decrease in
the market inefficiency of BIST in the last 20 years. These studies support signaling theory’s
suggestions.

Yildiz et al. (2014) test 118 firms in BIST and found that leverage affects negatively
the dividend policy, so this result does not support signaling theory. But they conclude that
this result is due to the stabilized economic growth period in Turkey which helped the firms to
have stable cash flow and dividend payout due to their optimistic expectations about the future.
However, Aygoren et al. (2013) analyze the effect of the crisis on dividend policy from 1986
to 2010 in BIST. Their results show that there is no fixed dividend payout ratio and dividend
payment systems have structural breaks due to crisis effects.

Findings in the literature refute the hypothesis of signaling theory for Turkish firms at
some level. The reason is twofold. First, as in most emerging markets, there are fewer agency
problems especially in SMEs since they are managed usually by owners. Also, SMEs using
mostly bank credit as external finance decreases information asymmetry between lenders and
firms since banks usually can access confidential financial information. Thus, signaling to
overcome information asymmetry is not needed for these firms. Moreover, contrary to the
theoretical result of the negative relation between dividend payout and firm value, firms paid
dividends. Firms pay out dividends due to stable cash flows.
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Table 8: Summary of Methodology Applications on Signaling Theory For Turkish Firms

Author Sample Results
Karmokolias et al. (1995) Dividend payout in emerging markets Not support
Aydogan & Muradoglu (1998) 109 firms in BIST(1988-1993) Support
Aivazian et al. (2003) Dividend policies of emerging markets Not support
Batchelor & Orakgioglu (2003)  Shares of firms in BIST(1990-1994) Not support
Adaoglu (2010) 76 firms in BIST(1985-1997) Not support
Ginalp et al. (2010) 83 firms in BIST (2003-2007) Support
Aygoren et al. (2013) 600 firms in BIST (1986-2010) Support
Yildiz et al. (2014) 118 firms in BIST (2003-2010) Not support

5. Capital Structure Decisions and the Global Financial Crisis in Turkey

Turkish firms also changed critically their structure and maturity of debt during the GFC
(Yildiz, 2018; Jermias & Yigit, 2019). Using BIST data, Yildiz (2018) shows that the GFC
negatively affected the adjustment speed of leverage of Turkish firms. Jermias & Yigit (2019)
also confirm the inverse trend on the adjustment speed of leverage after the GFC. Besides,
employing CBRT data, Koksal & Orman (2015) and Orman & Koksal (2017) find that both
listed and unlisted (small or private) Turkish firms may change their capital structure decisions
depending on whether the economy is stable or not. However, to date, no single study has
examined the impact of the GFC on Turkish small or private firms by using the CBRT dataset.

Table 9: Summary of Recent Selected Studies on Capital Structure and The GFC in
Turkey

Author Dataset Period Sample firms GFC impact
Koksal & Orman (2015) CBRT 1996-2009  Listed / unlisted x
Orman & Koksal (2017) CBRT 2004-2013 Listed / unlisted X
Yildiz (2018) BIST 2003-2016 Listed v
Jermias & Yigit (2019) BIST 1989-2012 Listed v

6. Conclusion

Considering the importance of SMEs as the backbone of the Turkish economy, this
study aims to analyze the capital structure decision behavior of SMEs. Since SMEs face more
problems while accessing finance, capital structure choices become more crucial for their
survival, especially under crisis conditions. Thus, Trade-off Theory, Pecking Oder Theory, and
Signaling Theory are discussed in detail to gain insight into Turkish SMEs’ financing choices
and to understand whether SMEs take precautionary steps under the severe crisis conditions.
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Trade-off theory assumes that firms set a target debt-to-level ratio derived from the
optimal trade-off between the benefits and costs of debt. Considering the financial constraints
of Turkish SMEs, trade-off theory seems an invalid theory empirically since SMEs cannot
usually directly issue debt or equity, meaning that they have to rely on internal funding.
Therefore, pecking order theory seems a better fit for explaining the capital structure decisions
of Turkish SMEs (Giiloglu & Bekgioglu, 2001; Koksal & Orman, 2015), since it does not
assume optimality. Pecking order theory states that firms choose between alternative financing
options to finance their investments in a certain order, namely first use the retained earnings,
then debt and finally equity.

The contribution of this study is manifold. First, it lays the ground for future studies by
pointing out that signaling theory has not been directly tested for the Turkish SMEs. Moreover,
to the best of our knowledge, there has not been any study focusing on the impact of the GFC
on capital structure behavior of unlisted firms in Turkey. Thus, our review offers a possible
research avenue to understand the capital structure decisions of Turkish SMEs in the GFC
context, considering the important role SMEs play in the Turkish economy.
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