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Abstract. Determinant of the optimal capital structure is often debated among 
practitioners and academics. This debate has led to several theories about capital 
structure which attempt to explain the best funding structure between debt and 
equity of the companies. This study aims to test the trade-off theory and the 
pecking order theory of capital structure of the LQ45 index company in Indonesia. 
This study used pooled cross sectional system who obtained 104 as observational 
data. To analyze the data used SPSS 23 Version, using multiple linear regression 
models. The results show that firm size has no significant effect on capital 
structure, while CR and ROA has negative effect on capital structure. This study 
concludes that companies in LQ45 index prefer to use internal funds more than 
external funds, that means the pecking order theory is proven in this study. 
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1 Introduction 

Determinant of the optimal capital structure is often debated among practitioners and 
academics. This debate is very important because the optimal mix of capital structure can have 
an effect on increasing firm value, so the theories about capital structure emerge that attempt to 
explain the best funding structure between debt and equity because each funding has different 
financial consequences. There are two main theories about capital structure, namely pecking 
order and trade-off theory. Many studies have inconsistent result. [1]; [2] [3] [4][2]; [5]; [6] so 
this research will test the trade off and pecking order theory. In 1973, Kraus and Litzenberger 
found that there is an optimal capital structure. It attempt by balancing the benefits of reducing 
taxes on debt usage against bankruptcy costs. The company will be indebted up to a certain level 
where the tax deduction is from the additional debt equals the financial distress cost. The 
financial distress cost are consist of bankruptcy costs and increased agency costs as a result of 
decreased corporate credibility. Based on this theory, the company will maintain a targeted 
capital structure with the aim of maximizing firm value [7]. 

Meanwhile pecking order theory introduced by Myers in 1984 when considering the 
problem of information asymmetry. A high growth company with a low operating cash flow 
will require a lot of funding and may increase debt, while a company that has high returns will 
prefer internal financing and reduce debt. In the pecking order theory model, there is an order 
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in funding where the company will prioritize internal funding from retained earnings, then use 
external funds in the form of debt if needed, and as the last alternative is the issuance of new 
shares [8]. The object of this research is the LQ45 index company because LQ45 shares have 
high market capitalization, growth prospects and good financial conditions. In addition, LQ45 
is a safe stock to own because the fundamentals of the stock's performance are good, so from a 
risk point of view the LQ45 stock group has the lowest risk compared to other stocks. In 
addition, this research will focus on non-financial companies because the main activitiy from 
financial companies are collecting funds from public where the funds are going to be debts for 
the company. Therefore, the financial companies in financial statements have greater debt than 
non-financial companies. 

The aim is to test LQ45 companies used the trade off or pecking order theory in their 
funding policies. The test is by looking at several factors who assume to affect the capital 
structure such as company size, liquidity and profitability. The research will be conducted at the 
LQ45 index company for the 2014-2017 period. 
 
 
2 Literature Review 

 

2.1 Trade Off theory 

 

Trade off theory is a development theory of Modigliani and Miller, this theory introduced 
by  Miller (1977) which stated the optimal capital structure implementation can be maximized 
by balancing the cost and benefits of debt. The company will continue to increase debt when 
the tax reduction benefits are still higher than the estimated agency costs but the increase in debt 
must be stopped when the tax reduction on the use of debt is lower than the agency costs [9]. 
The company value can be supported by proper funding structure management. Trade off theory 
related between taxes, the risk of bankruptcy and the use of debt. In this case, debt acts as a tax 
protector because it can reduce the amount of tax that must be paid by the company in the form 
of interest payments to those who provide debt  [10]. 
 

2.1 Pecking Order Theory 

 

Myers (1984) who first initiated the pecking order theory when considering the problem of 
asymmetry information between managers and stakeholders. This theory predicts that company 
will prefer to use internal funding if they have sufficient funds or the company is able to generate 
profits. Then the company will prefer debt over equity if external funding is needed [11]. If a 
company uses internal funding to experience a financial deficit, they will prefer to use safe 
funding namely debt rather than equity because it will be more risky [12]. 
2.3. Hypotesis Development 
 
a) The effect of company size on DER 
 

Company size describes the size of a company which can be seen from its total assets, stock 
market value, and sales stability. Large companies are tend to easily get external funds because 
they have a fairly good reputation among investors. Research conducted by [13]; [14]; [15], 
found a positive influence on company size with DER supporting trade-off theory. In other 
theory, a company with a large size will be more diversified and able to get high profits, so that 
large companies will like internal funding from retained earnings because of the lowest costs 



and risks. Research by [16]; [17] found that firm size and DER supports the pecking order 
theory. 
H1a: Firm size has a positive effect on DER  
H1b: Firm size has a negative effect on DER  
 
b) The effect of CR on DER 

 
CR shows that the company's ability to immediately repay debt at maturity will gain creditor 

trust to obtain debt,  the higher CR value will make the higher debt. Research conducted by [18] 
found a positive influence between the two supporting trade off theory. 
Meanwhile according to the pecking order theory, companies with high CR will use internal 
funds because they have more current assets that can be used for investment. The higher level 
of liquidity show that company performance is good and companies with good performance are 
able to generate large profits so that they can be used to fund investments. Research conducted 
by [19];  [20]; [21] found the negative effect of CR on DER  
H2a: CR  has a positive effect on DER 
H2b: CR has a negative effect on DER 
 
c) The effect of ROA on DER 

 
ROA show the ability to achieve profit. Companies with high ROA are likely to generate 

with high profits. In pecking order, companies will like internal funds if they have high profits. 
The higher profitability show that the company has the opportunity to save more retained 
earnings to be used as funding. Research conducted by [22]; [23]; [24] found that profitability 
has a negative effect on DER. Meanwhile according to the trade off theory, companies with high 
profits will also have high tax rates. The tax payments of the company will owe to the point of 
balance between the costs and benefits obtained. Research conducted by [25], [26], [27] found 
company support trade-off theory. 
H3a: ROA has a positive effect on DER  
H3b: ROA has a negative effect on DER 
 

 
Fig.1. Conceptual Framework 

 
 

3 Research Methodology 

 

The selection sample was made based on the purposive sampling method with certain 
criteria. The criteria sample are companies who listed in 2014-2017 on LQ45 index and are not 



 

delisting, also the company publishes financial reports and in rupiah currency, most recently not 
a financial company. So, the sample is 26 companies with 104 observational data. 
The test method using multiple linear regression analysis, the data analyzed of this study is 
secondary data who has passed the classical assumption test which will then be tested on T, F 
test and determination test.  
The formula for the regression equation is: 
 
DER = Size + CR + 3ROA + e    (1) 
 

The results of statistical descriptive tests using SPSS can be seen in the following table. 
 

Table 1. Descriptive Statistics 
 N Min Max Mean Std. Deviation 

DER 104 ,13 5,11 1,1586 ,94162 
SIZE 104 30,00 33,00 31,1250 ,89970 
CR 104 ,48 9,71 1,9859 1,27948 

ROA 104 ,49 40,18 8,1186 6,97109 
Valid N  104     

Source : SPSS output, 2018 
 
Table 1 , the minimum DER value of 0.13 percent is owned by PT. Indocement Tunggal 

Prakasa Tbk in 2016 and a maximum DER of 5.11 percent owned by PT. Housing Development 
Tbk in 2014. The minimum company size value of 30.00 is owned by PT. PP London Sumatera 
Tbk in 2014 and the maximum company size of 33.00 is owned by PT. Astra International Tbk 
in 2017. The minimum CR value of 0.48 is owned by PT. Jasa Marga Tbk in 2015 and a 
maximum CR of 9.71 are owned by PT. Media Nusantara Citra Tbk in 2014. The minimum 
ROA value of 0.49 is owned by PT. Lippo Karawaci Tbk in 2017 and a maximum ROA of 
40.18 owned by PT. Unilever Indonesia Tbk in 2014. 
 
3.1. Measurement of Variables 
 
a) Debt to Equity Ratio 

 

The dependent variable is the DER, which compares the total debt with total equity 
(Hussainey and Aljifri, 2012). 
 
DER =  
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b) Size 

 

Size is proportion of total assets owned by a company. Size is proxied by ln total assets 
(Chadha, 2016). Size is  formulated as : 
 
Size = Ln (TotalAssets)       (3) 
 
c) Current Ratio 

 



The current ratio is one of the ratios used to measure company liquidity (Basu, 2015). CR is 
systematically formulated as follows 
 
CR =
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d) Return on Assets 

 

Profitability is measured by ROA), which compares earnings after interest and taxes with 
total assets (Alhashel, 2015). ROA is systematically formulated as follows. 
 
ROA =
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4 Findings 

 

The results have passed the classical assumption tests. K-S test, the significance value is 
0.386, these results indicate that the variables are normally distributed because it is greater than 
0.05, thus the processed data meets the assumption of normality. The multicollinearity 
test,Tolerance value of the independent variable is below to 1, namely 0.956, 0.977, 0.971 and 
the VIF value shows that no one independent variable has a value of more than 10, namely 
1.046, 1.024, 1.030. This shows that the resulting regression model does not occur 
multicollinearity between the independent variables. 

In this study, heteroscedasticity test use scatterplot graph and heteroscedasticity does not 
occur in the regression model.  The autocorrelation test results obtained a DW value of 2.162, 
an N value of 104 and the number of independent variables as many as 3 variables, then the dl 
value is 1.62 and du is 1.74. the D-W coefficient (2.162) between DU (1.74) to 4-DU (2.26), so 
it is concluded that model doesn’t have autocorrelation problems. T-test is described as follow:  
 

Table 2. T-Test 
Model Unstandardized Standardized t Sig. 

B Std. Error Beta 

1 (Constant) 10,54 6,641  1,587 ,116 
 SIZE -2,77 1,924 -,102 -1,44 ,152 
 CR -,952 ,109 -,612 -8,76 ,000 
 ROA -,344 ,065 -,368 -5,24 ,000 

Source: SPSS output, 2018 
 
Multiple regression analysis can be seen that the constant value is 10,542 coefficients for the 

independent variables X1 = -2,778, X2 = -0,952 and X3 = -0,344 so that the regression equation 
obtained is as follows: 

 
Y = 10,542 - 2,778 Size - 0,952 CR - 0,344 ROA + e 

 
The value of company size has a negative direction of -2.778 which is significant at 0.152 

which is greater than 0.05. This shows that H1a and H1b are rejected and it proves that firm size 
doesn’t have a significan effect on DER. The CR value has a negative direction of -0.952 
significant at 0.00. This shows that H2a is rejected and H2b is accepted. So that CR has a 
significant negative effect on DER supporting the pecking order theory. The ROA value has a 



 

negative direction of -0.344 significant at 0.00. This shows that H2a is rejected and H2b is 
accepted. So that ROA on DER supporting the pecking order theory. 

Table 3. Regression Analysis Result 
Model Sum of Squares df Mean Square F Sig. 

Regression 33,111 3 11,037 36,599 ,000 
Residual 30,157 100 ,302   

Total 63,268 103    
Source: SPSS Output, 2018 

 
The next test is the F test by comparing the F-count with the F-table. The F-table is obtained 

by 2.70 from (df1 / N1 = 3) and (df2 / N2 = 100). The results of the F-count is 36.559> 2.70 (F-
table value) so that the independent variables jointly affect dependent variable. Furthermore, the 
test results of the coefficient of determination are as follows 

 
Table 4. Coefficient of Determination 

Model R R Square Adjusted R Square Std. Error of the Estimate 

1 ,723a ,523 ,509 ,54915 
Source: SPSS Output, 2018 

 
The table above shows the adj.R2 is 0.509. It shows that 50.9% of the capital structure 

variable can be explained by company size variables, CR and ROA. Meanwhile the 49.1% 
influenced by variables outside the study. 

 
 

5 Conclusion and Recommendation 

 

Based on the results of the research obtained, hypothesis 1a and hypothesis 1b are rejected, 
so company size does not significantly influence DER. Furthermore, hypothesis 2a is rejected 
and H2b is accepted, that means there is a negative effect between CR on DER. These results 
support the pecking order theory. Furthermore, hypothesis 3a is rejected and H3b is accepted so 
that means there is negative effect between ROA on DER. These results support the pecking 
order theory. It can be conclude that LQ45 companies applies pecking order theory on their 
funding structure 

This study has several limitations, namely only using a time period of four years, so that it 
is expected that further research can be use to longer period of time in order to see the 
consistency of the influence of independent variables on DER. The object of this research is 
only on the LQ45 index which amounts to 45 companies so that it produces a small sample, for 
further research it is hoped that it can use a wider sample such as manufacturing companies or 
companies listed on the IDX so as to allow better results from this study. In this study, the value 
of R2 is only 50.9% with the variables of company size, liquidity and profitability. It is hoped 
that further research can add more variables to increase the coefficient of determination 
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