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Abstract 

The effect of capital structure on profitability has been discussed many times. The static order 

theory claims positive effect is given by capital structure, but the pecking order theory claims 

the contradictive one. Data of this paper is taken from 29 construction and property companies 

for 2009-2013 periods. The analysis method is structural equation modeling. The short term 

debt is founded positively affect on profitability. According to the result, property and 

construction companies in Indonesia should build more trust to short term debt sources’s such 

as property buyers, sub-contractors, and material suppliers. 
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INTRODUCTION 

Background 

The effect of capital structure on firm’s profitability has been discussed many times 

before. Modigliani and Miller (1958) have started the discussion by releasing Modgliani and 

Miller Theorem (MM Theorem). The theorem is based on perfect market which tax is not 

included. The conclusion of the theorem is capital structure has no effect on profitability.  

The idea of MM Theorem is supported by Donaldson (1961) with the pecking order theory. The 

theory suggests maximizing retained earning for budgeting. The company is allowed to make 

debt if retained earning is not enough anymore to budget the operational activities. The last 

option for budgeting is to gain new equities.  

Another theory about capital structure is the static order theory which is released by Kraus and 

Litzenberger (1973). The theory is totally different with MM Theorem and the pecking order 

theory. The theory claims the positive effect of capital structure on profitability. Miller (1977) 

proves the theory which companies would gain profit by making debt. By making debt, the 

companies would decrease the tax because it is based on earnings after interests. In fact, too 

much debt would cause financial distressed on companies. Beside it, the cost of debts would 

increase following the debt ratio because the risk of the company has also increased. The 

advantage by decreasing tax would be smaller than the high cost of debt if the debt ratio of the 

company is too high. That’s why, according to the static order theory, company should optimize 

the debt to gain maximal profit.   

Myers (1984) has developed the pecking order theory. The traditional pecking order 

theory suggests that making debt is the second order for budgeting. This idea cannot be applied 

in all conditions, (Myers, 1984). Agency theory should be noticed because there is asymmetric 

information between company’s externals and internals. The company’s externals are the 

investors who would invest their money to the company; the internals are the company’s 

management. The behavior of internal can be indicated such as the behavior of investing in the 

company itself. This behavior indicates that the market price is cheaper than the value of the 
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company. This condition is termed undervalued which the top management should make debt 

than to raise new equities. Another condition, the internals do not invest their money in the 

company which indicates overpriced condition. If overpriced condition is occured, the company 

should raise new equity than to make debt.  

Titman and Wessels (1988) has proved that there is no effect of capital structure on 

profitability. Kayhan and Titman (2004); Ebaid (2009); San and Heng (2011) has proved the 

same conclusion with Titman and Wessels (1988). Those four papers support the pecking order 

theory and MM theorem. Tian and Zeitun (2007) has proved different conclusion with those 

papers above that capital structure gives negative effect on profitability. The same conclusion is 

also proved by Muritala (2012); Ajanthan (2013); Khan (2012); Cortez and Susanto (2012); 

Mohammad and Abdullah (2012); Umar, et al. (2012); Buferna, et al. (2005); Nirajini and Priya 

(2013). The negative effect of capital structure on profitability supports that the pecking order 

theory is occurred.  

Chien (2013); Boroujeni, et al. (2013); Negash (2001) have proved that the static order 

is occurred. They proved the positive effect of capital structure on profitability. Those 

differences above show a gap in the research of the effect of capital structure on profitability.  

There are also some moderating variables such as firm’s size and asset tangibility. Titman and 

Wessels (1988); Kayhan and Titman (2004) proved that capital structure gives positive effect on 

firm’s size. On the other side, Buferna, et al. (2005) proved that capital structure gives negative 

effect on firm’s size. The positive effect of capital structure on asset tangibility is proved by 

Cortez and Susanto (2012). Firm’s size also gives positive effect on profitability which has been 

proven by Umar, et al. (2012); Boroujeni, et al. (2013); Mohammad and Abdullah (2012). 

Umar, et al. (2012) also proved the negative effect of firm’s size on profitability in another 

indicators. Muritala (2012) proved that asset tangibility gives negative effect on profitability. 

Boroujeni, et al. (2013) proved the different result with Muritala (2012). According to those 

papers, there are at least four gaps occurred.  

Property and construction is one of economic’s indicator in Indonesia. It concluded by the 

growth of both sectors which is following Indonesia’s GDP. Indonesia had economy crisis at 

1997-2001, which resulted on bad growth ratio of property and construction companies. The 

same thing was also occurred when GDP was growing up. The growth ratio of both sectors was 

following to grow up. Picture 1 below would show the movement of growth ratio of property 

and construction sectors which compared with the movement of Indonesia’s GDP ratio. 

 
Source : LM-FEUI (2011) 

Picture 1. The Crisis’s Effect on Property, Manufacture, Agriculture, and Mining Sectors 
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Beside sector’s movement is following the GDP, both sectors have high production volume 

growth (LM-FEUI, 2011). Picture 2 below shows the production volume growth of many 

sectors in Indonesia. 

 
Source : Estimated by LM-FEUI, based on BPS’s data (2011) 

Picture 2. The Growth of Each Economy’s Sectors on Gross Domestc Production 

 

 

THEORY AND HYPOTHESES 

1. Budgeting 

Modigliani and Miller (1958) stated that companies have some alternative of budgeting 

such as by equities, making debts, and combining the equity with debts. Each alternative of 

budgeting has cost which explained further below, 

a. Budgeting by Equities 

Budgeting by equities is usually preferred by newborn companies. The company’s 

owner has to debt some money being the company’s equity. The equity’s raising for 

the very first time is called as companies go public. The cost of budgeting by equities 

is difficult to be calculated. It caused by there is no similar comparison for each kind 

of investation. There are some methods to calculate the cost of budgeting by equities. 

The most popular one is Capital Assets Pricing Model which is abbreviated to be 

CAPM. The method is popularized by William Sharpe (1964), Jack Treynor (1962), 

John Lintner (1965), and Jan Mossin (1966). CAPM is based on calculation of 

expected return and risk which is developed by Harry Markowitz (1952). The 

calculation of expected return and risk could be used to calculate the portfolio 

investations by investor. The calculation method still has a problem if there are a lot of 

portfolios because of the difficulties to calculate. 

b. Budgeting by making debt 

There are two ways of making debt such as making debt on the bank or raising 

obligation. Both ways of making debt have the cost. Making debt on the bank has the 

interest rate as the cost of budgeting. The interest rate depends on the risk of the 

company. The interest rate would usually increase following the risk of the company. 

In fact, the bank would not loan with the same interest rate between personal and 

companies which is assumed on MM Theorem.  The second alternative of making 

debt is to raise obligation. Companies make debt from obligation’s buyer. Companies 

must pay the coupon rate until the maturity time. The payment of coupon rate is 
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usually per six months. At the maturity time, the obligation’s buyer would get the par 

value or face value.  

2. Capital Structure 

Capital structure is defined by Damodaran (2001) as a compotition of debt an equities to 

budget the company’s operational. The theory about capital structure is started by MM 

Theorem which is released by Modigliani and Miller (1958). The theorem is based on 

perfect market which no taxes is included. There are also no differences of interest rate for 

companies and personal. Those conditions are not available in fact. There are always 

differences of interest rate for companies an personal, taxes, and transaction cost.  

Modigliani and Miller (1958) did the research based on perfect market which is resulted 

two propotitions. The first propotition stated that there is no differences between using 

budgeting by equities and making debt. The second propotition stated that even there is an 

advantage of budgeting by making debt, it would result on increasing the cost of budgeting 

by equities. The risk of the companies with higher debt ratio is also increased. It would 

cause the investor asked the higher compensation for their investment on the higher risk 

company. The advantage of budgeting by making debt is also decreased following the 

demand of investors on higher compensation.  Even the perfect market on Modigliani and 

Miller (1958) research’s are not occurred in fact, the research has been being the basic of 

many researchs about the effect of capital structure on profitability. The research about 

capital structure itself has been developed being two big theories such as static order theory 

and pecking order theory. Both theories are contradictive to each other. Static order theory 

stated that capital structure would affect positive on profitability, but pecking order theory 

stated that capital structure would affect negative on profitability.  

a. Static order theory 

Static order theory is released by Kraus and Litzenberger (1973). Kraus and 

Litzenberger has developed capital structure theory which is based on the real 

market’s condition. Kraus and Litzenberger (1973) stated that there is positive effect 

of capital structure on profitability. The positive effect is occurred because the tax is 

calculated based on earnings after interests.  Earnings after interests would be 

decreased by the present of interest.  

Even the budgeting by making debt could decrease the tax cost, company are not 

allowed to budget the whole operational activities by making debt. Too high debt ratio 

would cause financial distressed on company. According to this idea, company should 

calculate the optimal debt ratio to gain maximal profit. 

b. Pecking order theory 

The pecking order theory is released by Donaldson (1961). The theory is totally 

different with the static order theory. The pecking order theory suggests to prior 

retained earning for budgeting. If retained earning is not enough anymore to budget 

the company, then the company is allowed to make debt. Company could raise the 

new equity if retained earning and debt are not enough anymore to budget the 

operational activities.  

Myers (1984) has developed the pecking order theory by combining agency theory 

with traditional pecking order theory. Myers (1984) explained that the investors 

seldom acknowledge the real value of the company. This condition could cause two 

conditions such as overpriced or undervalued. When the company in undervalued 

condition, the company’s internal would prefer to invest in the company. The 

condition would disadvantage the company to raise the new equity. Contradictively, 

the overpriced condition would advantage the company to raise the new equity. The 

condition could be known by the behavior of internal to not investing in the company.  

Myers (1984) concluded that company could gain profit by not making debt. Making 

debt would increase the risk of the company. The company with high debt ratio could 

get in financial distressed condition. Raising new equities could be preferred before 

making debt if the overpriced condition is occurred. Making debt could be preferred 
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before raising new equities if the undervalued condition is occurred. Capital 

Structure’s Indicators 

The indicator of capital structure is debt ratio that could be indicated of many 

variables. There are four indicators used for this research which is formulated below, 

TDTA = total debts / total assets 

TDTE = total debts / total equities 

LTDTA = long term debts / total assets 

STDTA = short term debts / total assets 

 

3. Profitability 

Profitability is the most important purpose in business thing. There are a lot of alternatives 

to increase the profitability, one of them is optimizing the capital structure. Those theories 

about capital structure is purposed on gaining maximal profit. Based on pecking order 

theory, Myers (1984) suggested to review the condition of the company. If the company is 

in undervalued condition, it should make debt than to raise new equity. If the company is in 

overpriced condition, it should raise new equity than to make debt. The purpose of this 

suggestion is gaining profit.  

Static order theory is purposed gaining the profitability by decreasing the tax cost. 

According to Kraus and Litzenberger (1973), the company should find the optimal debt 

ratio to gain maximal profit. The profit by decreasing the taxt cost should be compared 

with the increasing of debt’s cost.  

This research used four indicators to indicate profitability such as below, 

ROA = total sales / total assets 

ROE = total sales / total equities  

GM = gross margin / total sales 

NM = net margin / total sales  

4. Firm’s size 

The indicators of firm’s size on this research are  

ASSET = ln (total assets) 

SALES = ln (total sales)  

5. Asset tangibility 

Asset tangibility could be indicated by fixed assets to total assets (FATA), which 

formulated below, 

FATA = total fixed assets / total assets  

Hypotheses 

There are five hypotheses on this research, such as below, 

H1 : There is significant effect of capital structure on profitability of construction and 

property companies in Indonesia 

H2 : There is significant effect of capital structure on firm’s size of construction and property 

companies in Indonesia 

H3 : There is significant effect of capital structure on tangibility asset of construction and 

property companies in Indonesia 

H4 : There is significant effect of firm’s size on profitability of construction and property 

companies in Indonesia 

H5 : There is significant effect of asset tangibility on profitability of construction and 

property companies in Indonesia 
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RESEARCH METHODOLOGY 

 

Research Model  

 
Note : CAPS = capital structure; PROF = profitability; SIZE = firm’s size; TANG = asset 

tangibility 

Picture 3. Research Model 

 

Population and Sample 

The population on this research are financial data of the construction and property companies in 

Indonesia which has been listed on Bursa Efek Indonesia (BEI).  

Companies that could be the population on this research must have all criterions below.  

1. The company has been listed on BEI at least since 2009. 

2. The company raised financial data which is needed by this research for 2009-2013.  

3. The companies operate in construction and property sectors.  

Data’s Analysis 

The research used non-probability or non-random sampling which is not based on rando 

mechanism. Sampling technique is categorized as purposive sampling which is purposed on 

some criterions.  

 

RESULT AND DISCUSSION 

The research model is started by outer modal testing. Based on the test, it was acknowledged 

that some indicators are not reflective to the latent variable. Table 1 below shows outer loadings 

of the research model at the Picture 3.  

Table 1.Outer Loadings of Research Model 

 
CAPS PROF SIZE TANG 

ASSET 0 0 0,8869 0 

FATA 0 0 0 1 

GM 0 0,0508 0 0 

LTDTA -0,0169 0 0 0 

NM 0 0,1079 0 0 

ROA 0 0,9433 0 0 

ROE 0 0,9575 0 0 

SIZE 

β2 λ1 

CAPS 

TDTA 

TDTE 

LTDTA 

STDTA 

γ1 

γ2 

γ3 

γ4 

PROF 

β1 

ROA 

ROE 

GM 

NM 

γ5 

γ6 

γ7 

γ8 

SALES 

γ10 

ASSET 
γ11 

TANG 

β3 λ2 

FATA 

γ9 

e1 

e2 

e3 

e4 

e5 

e6 

e7 

e8 

e9 

e10 

e11 

e12 

e14 
e13 
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SALES 0 0 0,9893 0 

STDTA 0,9348 0 0 0 

TDTA 0,9252 0 0 0 

TDTE 0,9173 0 0 0 

 

The outer  loadings of some indicators has value lower than 0,7 which meant the indicator is not 

reflective to the latent variable. Those indicators that proved not reflective are LTDTA, GM, 

and NM. The result shows that elimination of some indicators that proved not reflective is 

needed. Table 2 below shows the outer loadings of the second research model which eliminated 

those three indicators.  

Table 2.Outer Loadings of The Second Research Model 

 
CAPS PROF SIZE TANG 

ASSET 0 0 0,8875 0 

ROA 0 0,946 0 0 

ROE 0 0,963 0 0 

SALES 0 0 0,9891 0 

STDTA 0,9199 0 0 0 

FATA 0 0 0 1 

TDTA 0,9393 0 0 0 

TDTE 0,9222 0 0 0 

 

According to Table 2, all indicators at the second research model has been proved reflective to 

the latent variable.  Table 3 below shows the value of AVE and composite reliability of the 

second research model.  

Table 3.Overview of the Second Research Model 

Latent Variable AVE Composite Reliability R Square Cronbachs Alpha 

CAPS 0,8596 0,9484 0 0,9183 

PROF 0,9111 0,9535 0,4872 0,9033 

SIZE 0,8829 0,9377 0,2072 0,8949 

TANG 1 1 0,3358 1 

 

The lowest value of AVE is 0,8596 which is bigger than 0,4 as the minimum value of AVE. The 

lowest value of composite reliability is 0,9377 which is bigger than 0,7 as the minimum value of 

composite reliability. Two results above shows that all indicators are reliable. The calculation of 

Q2 which is based on R Square value results 0,73. The value is high enough, which concluded 

that the model is already been good.  Table 4 below shows the analysis towards the inner model. 

T Statistics is calculated to get the value of significances. If the value of significances is lower 

than 0,05 than the hypothesis is significant.  

Table 4. Path Coefficients of Second Research Model 

Hypotheses 
Original 

Sample  

T 

Statistics 
Significances 

The effect of capital structure on profitability 0,4766 10,90 0,000 

The effect of capital structure on firm’s size 0,4552 16,33 0,000 

The effect of capital structure on asset tangibility -0,5795 17,80 0,000 

The effect of firm’s size on profitability 0,1052 3,66 0,000 

The effect of asset tangibility on profitability -0,2321 7,00 0,000 
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Those five hypotheses have the value of significances of 0,000 which is lower than 0,05. The 

results show that all hypotheses that tested are significant. The character of each hypothesis is 

also known by the value of original sample in Table 4 above. It’s looked that all hypotheses are 

positive except the effect of capital structure on asset tangibility and the effect of asset 

tangibility on profitability. The summary of results is shown at Table 5 below.  

Table 5. The Summary of Results  

Hypotheses Results Character 

H1 : There is significant effect of capital structure on profitability of 

property and construction in Indonesia. 
Accepted Positive 

H2 : There is significant effect of capital structure on firm’s size of 

property and construction in Indonesia. 
Accepted Positive 

H3 : There is significant effect of capital structure on asset 

tangibility of property and construction in Indonesia. 
Accepted Negative 

H4 : There is significant effect of firm’s size on profitability of 

property and construction in Indonesia. 
Accepted Positive 

H5 : There is significant effect of asset tangibility on profitability of 

property and construction in Indonesia. 

 

Accepted Negative 

 

CONCLUSIONS AND SUGGESTIONS 

Conclusions 

1. Positive effect of capital structure on profitability is not meant that static order theory is 

occurred on property and construction companies in Indonesia because the significant 

indicator is short term debt. This result shows that increasing trust on short term debt 

sources’s would give positive effect on profitability.  

2. Positive effect of capital structure on firm’s size shows that skill of building trust on short 

term debt sources would increase the revenue of the company.  

3. Negative effect of capital structure on asset tangibility shows that property and construction 

companies do not use the short term debt to buy fix asset, but to budget the operational 

cost.  

4. Positive effect of firm’s size on profitability supports that trust on short term debt sources 

is needed to gain more profit. Firm size which is indicated by total assets could increase 

trust on short term debt sources to give more debt.  

5. Negative effect of asset tangibility on profitability shows that property and construction 

companies needs cashflow. Fixed assets would disadvantage the companies’ cashflow.  

Suggestions  

1. Moderating variables which is used in this paper are firm’s size and asset tangibility. There 

are still the others that can be used such as firm’s age. Those moderating variables can be 

tested how it would affect profitability or it would be affected by capital structure.  

2. The paper tests only the effect of capital structure on profitability of property and 

construction companies. The same research should be tested on the other economic’s 

sectors. 
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