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Abstract
The purpose of this paper is to explore the relationship between leverage and its key determinants within the context of
Argentina, drawing on two prominent theories of capital structure: the trade-off theory and the pecking order theory. While
there is an extensive body of literature on this topic, the number of studies that specifically address this issue in emerging
economies like Argentina remains relatively scarce, and the existing results are often incomplete or contradictory. This paper
aims to fill this gap by providing further empirical evidence on how firms in an emerging market navigate their financing
decisions. To identify the companies included in the study, a stratified sampling methodology was employed, based on an
economic criterion that helps ensure the sample accurately represents different sectors and company sizes. The data used in
the analysis were derived from balance sheet information collected through a questionnaire distributed to the selected firms.
Given the high inflationary environment in Argentina, the data were normalized to neutralize the effects of inflation, ensuring
that the financial variables reflect the true economic conditions of the companies. The study covers a period of three years
and includes a sample of 181 firms. To analyze the data, the research applies a static fixed effects (FE) model, which is
commonly used in panel data analysis to control for unobserved heterogeneity across firms and to isolate the effects of the
key determinants on leverage. The fixed effects model is particularly suitable for this context, as it allows for a detailed
examination of how individual firm characteristics influence financial decisions over time, while controlling for time-
invariant factors. The results of this paper contribute to the existing literature by providing new insights into the financial
behavior of firms in an economic context that has not been extensively studied. The empirical findings shed light on the
determinants of leverage in Argentina, offering a clearer understanding of the factors that drive corporate financing decisions
in an emerging economy. By analyzing the relative importance of these factors, the paper offers valuable implications for
Argentine entrepreneurs and business managers seeking to optimize their financial structures. Furthermore, the findings can
guide future research in this area and provide practical recommendations for corporate decision-making. For example,
understanding the relative importance of trade-off versus pecking order considerations in a high-inflation environment like
Argentina can help firms make more informed choices about their capital structure. Managers can use these insights to
navigate the complexities of financing decisions, balancing the benefits of debt with the costs associated with financial
distress or loss of control. This paper contributes to the broader understanding of corporate financial behavior in emerging
markets, particularly in the Argentine context. By applying established capital structure theories to a new setting, the study
enhances the understanding of how firms in such economies make financial decisions and the key factors that influence their
leverage.
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1. INTRODUCTION

The capital structure of a firm, which refers to the mix of debt and equity used to finance its investments, is a fundamental
topic in corporate finance. Over the years, this subject has attracted substantial attention from researchers due to its critical
importance for firm performance, risk management, and financial decision-making. The capital structure decision involves
assessing the trade-offs between the advantages of debt and the costs associated with debt (Wali, 2018; Omri, 2022; van
Zanden, 2023). Consequently, the topic has been widely debated in both theoretical and empirical research, with scholars
proposing several models and theories to explain how firms make their financing decisions. The theoretical underpinnings
of capital structure theory date back to the seminal work of Modigliani and Miller (1958), who established the foundational
idea that in a perfect market, the capital structure of a firm does not affect its value. Their proposition, known as the
Modigliani-Miller theorem, argued that under conditions of no taxes, bankruptcy costs, or asymmetric information, firms
could finance their operations through either debt or equity without affecting their overall market value. However, when
real-world factors such as taxes, transaction costs, and asymmetric information are considered, the Modigliani-Miller
framework was expanded and modified. This led to a variety of other theories that attempted to capture the complexities of
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real-world capital structure decisions.
Among these theories, the trade-off theory and the pecking order theory have been two of the most widely studied. The
trade-off theory, which was further developed by scholars like Myers (1984) and Harris and Raviv (1991), suggests that
firms balance the tax advantages of debt with the costs of financial distress, aiming to find an optimal debt-equity ratio.
According to this theory, firms that are more profitable and less risky are more likely to use debt, as they can enjoy the
benefits of leverage without facing significant risks of bankruptcy. On the other hand, firms with higher business risk or
lower profitability tend to rely more on equity to avoid the costs of debt. In contrast, the pecking order theory, proposed by
Myers and Majluf (1984), posits that firms follow a hierarchy when making financing decisions. According to this theory,
companies prefer internal financing (retained earnings) first, then debt, and only issue equity as a last resort. This preference
arises due to asymmetric information, where managers have more information about the firm’s value than outside investors,
leading them to avoid issuing equity if they believe the firm’s stock is undervalued. Thus, the pecking order theory suggests
that firms with greater access to internal financing or lower information asymmetry may rely less on external debt or equity.
Despite the wealth of theoretical work, empirical evidence on the capital structure remains inconclusive, particularly when
applied to different economic contexts. Studies such as those by Rajan and Zingales (1995), Fama and French (2002), and
Frank and Goyal (2009) have provided valuable insights, but they have also shown that the factors influencing capital
structure vary considerably across different industries, countries, and firm-specific characteristics. For instance, factors such
as firm size, profitability, tangibility of assets, growth opportunities, and market conditions may all influence the choice
between debt and equity. However, the relative importance of each factor is often context-dependent, making it difficult to
generalize findings across different settings.
One reason for this lack of consensus is the complexity and variety of external and internal factors that influence financing
decisions (Wali, 2018; Audi & Al Masri, 2024). For example, in emerging economies like Argentina, firms face unique
challenges such as high inflation, currency volatility, and limited access to capital markets. These factors can significantly
affect the availability and cost of debt and equity, which in turn influences the capital structure decisions of firms in these
markets (Banyen, 2022; Adjasi & Yu, 2021; Khan, 2022; Ali & Mohsin, 2023). Additionally, institutional factors, such as
financial regulations, the development of the banking sector, and the availability of external financing options, play a crucial
role in shaping the financial behavior of firms. Moreover, the evolving global financial landscape, including the increasing
importance of international capital flows, trade openness, and regulatory changes, adds further complexity to the capital
structure decision-making process. For instance, the introduction of Basel Il regulations, which aim to strengthen the
resilience of financial institutions, may alter the dynamics of how firms in different economies manage their leverage and
capital.
Given these challenges, it is not surprising that there is still no clear consensus on the determinants of capital structure. As
the literature continues to evolve, future research will likely focus on refining existing theories and incorporating new factors
that have emerged in the contemporary financial environment (Igbal, 2018; Ahmed & Rehman, 2019; Roy & Madheswaran,
2020; Kallianiotis, 2022; Ahmad, 2022). Moreover, studies that focus on specific regions or countries, such as Argentina or
other emerging economies, can help to provide a more nuanced understanding of how firms in these contexts make their
financing decisions and what factors drive those decisions. While the body of research on capital structure is vast and
multifaceted, the factors that determine the financial behavior of firms remain complex and context-dependent. Theories like
the trade-off and pecking order models provide valuable frameworks for understanding how firms balance debt and equity
in their capital structure decisions (Audi, 2016; Sever, 2019; Jammazi & Mokni, 2021), but empirical evidence continues to
vary based on the economic environment. The ongoing debate and exploration in the field suggest that future studies will
need to consider a broader range of factors, especially those that are unique to emerging economies, to gain a more
comprehensive understanding of corporate financing decisions (Ali & Rehman, 2015; Audi & Ali, 2019).
The capital structure of companies is influenced by a range of strategic and operational decisions, which in turn affect their
profitability, risk profile, and growth opportunities. These decisions are not only shaped by the individual characteristics of
the company but are also heavily dependent on the structural and functional characteristics of the sector in which the
company operates (Audi & Al Masri, 2024). For example, companies in capital-intensive industries often rely more on debt
financing, while companies in sectors with high growth potential might lean towards equity financing. Additionally, the size
of a company plays a crucial role in determining its financing decisions (Ali & Zulfigar, 2018; Roussel et al., 2021; Audi et
al., 2024). Larger companies tend to have more access to various forms of capital, both debt and equity, whereas smaller
companies, particularly SMEs (Small and Medium-sized Enterprises), often face limitations due to their size, financial
history, and limited access to capital markets. Therefore, the theories and empirical findings regarding capital structure in
large enterprises may not always be applicable to SMEs, which face different challenges and opportunities in managing their
financing (Aguei et al., 2020; Audi et al., 2021; Yildirim & Celik, 2021; Charklader & Padmapriya, 2021).
Another important factor influencing capital structure decisions is the legal, social, economic, and fiscal context of the
country in which a company operates. The legal framework regarding property rights, tax policies, and bankruptcy laws, for
example, can significantly impact a company’s ability to raise capital. Additionally, social factors, such as the level of
financial literacy or the cultural perception of debt, may affect financing choices. Economic conditions, such as inflation
rates, interest rates, and overall economic stability, also shape how companies finance their operations. Countries with robust
financial systems and favorable business climates often offer easier access to debt and equity markets, while companies in
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emerging or developing economies may face more difficulties in accessing financing, which can constrain their capital
structure choices. While much of the capital structure literature has focused on companies in developed economies, where
data availability is more abundant, there is a growing recognition of the need to investigate these issues in emerging and
developing economies (Hoang et al., 2021). Developed countries generally provide a more stable and predictable
environment for firms to raise capital, and the theories on capital structure—such as the trade-off theory, the pecking order
theory, and the market-timing theory—have been extensively tested in these contexts (Oktayiani et al., 2020; Yakubu et al.,
2021). However, the applicability of these theories in emerging markets remains underexplored. Booth et al. (2001)
conducted one of the earliest studies on the capital structure of companies in developing countries and found that while the
same basic determinants of capital structure exist, the influence of specific national policies and economic contexts leads to
differences in financing behavior. Argentina, like many other developing economies, presents a unique case for investigating
the capital structure of SMEs. SMEs in Argentina, particularly in the manufacturing sector, face challenges that are different
from their counterparts in developed countries. These challenges include high inflation, limited access to credit, volatile
currency exchange rates, and an unstable economic environment. Such factors can affect the availability and cost of both
debt and equity financing for Argentine SMEs. Additionally, government policies such as tax incentives, subsidies, and
regulations can either encourage or hinder access to financing, shaping the capital structure decisions of these firms. This
study, therefore, aims to explore the determinants of capital structure in Argentine manufacturing SMEs, seeking to identify
the factors that most influence their financing decisions. Given the lack of empirical studies on the capital structure of SMEs
in Argentina and similar developing economies, this research will contribute valuable insights into the financial behavior of
firms in these contexts (Ngyyen et al., 2020; Jansen et al., 2023). By investigating how factors such as firm size, profitability,
asset structure, and market conditions interact with the legal and economic environment of Argentina, this study will provide
a better understanding of the capital structure decisions of Argentine SMEs. The findings of this research could also offer
practical implications for policymakers and business managers, particularly in terms of improving access to finance and
fostering a more supportive environment for SME growth and development.

2. LITERATURE REVIEW

After the seminal contributions of Modigliani and Miller (1958), a vast body of literature has sought to explain the financial
behaviour of firms, particularly their capital structure decisions. These studies have laid the foundation for developing
various theories, which have been tested across companies of different sizes, industries, and economic contexts (Kraus and
Litzenberger, 1973; Jensen and Meckling, 1976; Myers, 1984; Myers and Majluf, 1984; Berger and Udell, 1998; among
others). Among these theories, the trade-off theory and the pecking order theory have emerged as two of the most prominent
frameworks for understanding corporate financial decisions. This paper focuses on these two theories, as they provide
relevant insights into the financial behaviour of small and medium-sized enterprises (SMESs) operating in an emerging
economy like Argentina.

The trade-off theory emphasizes the balancing act between the benefits and costs of debt financing. Firms gain tax
advantages from debt, as interest payments are tax-deductible, reducing the overall cost of capital. However, debt also
introduces potential costs, including the risk of financial distress and bankruptcy, as well as agency costs arising from
conflicts of interest between shareholders and debt holders (Kraus and Litzenberger, 1973; Jensen and Meckling, 1976).
According to this theory, firms strive to find an optimal leverage ratio that minimizes the total costs associated with debt
while maximizing its benefits. In this context, the trade-off theory suggests that firms with stable cash flows and substantial
tangible assets are more likely to take on higher levels of debt, as they are better positioned to manage financial distress. On
the other hand, the pecking order theory takes a different approach. It posits that firms follow a hierarchy in their financing
preferences, prioritizing internal funds (retained earnings) over external financing options such as debt or equity (Myers,
1984; Myers and Majluf, 1984). This preference stems from issues related to information asymmetry, where external
investors may have less knowledge about the firm's financial health and prospects compared to its managers. As a result,
managers are reluctant to issue new equity, which could signal undervaluation of the firm’s shares to the market, potentially
leading to a decline in stock prices. Instead, firms use retained earnings first, followed by debt, and resort to issuing new
equity only as a last option. The pecking order theory suggests that firms with greater internal resources or higher profitability
are less likely to rely on external financing, particularly debt.

Numerous empirical studies have tested these theories to identify the specific factors that influence the financial behaviour
of firms. Some of the most widely examined determinants include size, profitability, asset tangibility, growth potential, and
business risk (Michaelas et al., 1999; Watson and Wilson, 2002; Lopez-Gracia and Sogorb-Mira, 2008; Daskalakis and
Psillaki, 2008; Frank and Goyal, 2009; Hovakimian and Li, 2011; Aybar-Arias et al., 2012; Degryse et al., 2012). Larger
firms typically have easier access to credit markets and can negotiate better terms for financing, while smaller firms,
particularly SMEs, often face higher borrowing costs and limited access to external capital. Profitability plays a key role, as
more profitable firms are better able to rely on retained earnings, reducing their dependence on external funding. Tangible
assets serve as collateral, making it easier for firms to secure debt financing, while firms with higher growth potential may
prefer equity to avoid the risks associated with excessive leverage. Firms with greater business risk, on the other hand, tend
to adopt more conservative capital structures to mitigate the likelihood of financial distress. While much of the literature has
focused on firms in developed economies, there remains a significant gap in understanding how these theories apply to firms
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in emerging economies. The financial behaviour of firms in developing countries often differs due to structural and
contextual factors, such as limited access to capital markets, high transaction costs, and economic instability (Fama and
French, 2002; Tong and Green, 2005). Booth et al. (2001) conducted one of the earliest studies in this context and found that
while many determinants of capital structure are similar across developed and developing countries, national policies and
economic conditions significantly influence financing behaviour in emerging markets.
This study specifically examines SMEs in Argentina, a context that presents unique challenges and opportunities. SMEs are
vital to the Argentine economy, as they contribute significantly to employment, innovation, and economic growth. However,
these firms often face substantial barriers to financing, including dependence on the banking system, underdeveloped
financial markets, and economic volatility. Issues such as information asymmetry (Stiglitz and Weiss, 1981), high transaction
costs (Beck and de la Torre, 2007), and structural fragility exacerbate these challenges, leaving SMEs with limited financing
options and increasing their vulnerability to financial distress (Chen et al., 2014). In emerging economies like Argentina, the
limited development of financial markets restricts SMEs' access to alternative funding sources, such as equity markets. As
a result, these firms are heavily reliant on bank financing, which is often subject to strict collateral requirements and high
interest rates. This reliance on banks, combined with the challenges posed by economic instability and inflation, underscores
the importance of informed financing decisions for SMEs. Poor financial decisions can exacerbate vulnerabilities, leading
to financial distress or even bankruptcy. Therefore, SMEs must carefully evaluate their financing options to ensure their
survival, growth, and long-term sustainability.

3. METHODOLOGY

This paper investigates the financial leverage of SMEs, focusing on the relationship between the key determinants of capital
structure, such as company size, profitability, growth, and business risk, and the level of debt. Theories like the trade-off
theory and the pecking order theory offer different perspectives on these relationships, especially when applied to SMEs in
emerging economies. According to the trade-off theory, larger firms have better access to credit at lower costs, which can
reduce information asymmetry and mitigate the risk of financial distress, leading to a positive relationship between firm size
and debt (Ang et al., 1982; Rajan and Zingales, 1995). Additionally, more profitable firms are more likely to use debt to gain
tax advantages, which supports a positive relationship between profitability and leverage (Graham, 2000; Fama and French,
2002). However, some dynamic perspectives suggest a negative relationship between profitability and debt, as companies
with higher profitability may prefer to rely on internal funds to avoid the risks associated with debt (Gaud et al., 2005;
Hennessy and Whited, 2005).

In contrast, the pecking order theory suggests a negative relationship between profitability and debt, arguing that firms with
higher profitability prefer to finance investments through retained earnings rather than taking on external debt (Norton, 1991;
Van der Wijst and Thurik, 1993; Chittenden et al., 1996). Both theories highlight that firms may not fully exploit the tax
benefits of debt due to conservative borrowing practices, leading to an overall lower level of leverage (Booth et al., 2001;
Drobetz and Fix, 2003). Regarding growth, the trade-off theory predicts a negative relationship between growth
opportunities and leverage, suggesting that firms with high growth prospects may be hesitant to take on debt due to the
increased risk of financial distress (Jensen, 1986; Fama and French, 2002). On the other hand, the pecking order theory
predicts a positive relationship between growth and debt, as firms with growth opportunities may prefer debt financing to
fund their expansion (Gaud et al., 2005; Chang et al., 2009; Guney et al., 2011). Both theories also suggest a negative
relationship between corporate risk and debt, as higher volatility in earnings increases the risk of default, which may make
creditors hesitant to lend and raise the cost of borrowing (Barclay et al., 1996; Frank and Goyal, 2009). Therefore, SMEs
with greater business risk may have difficulty securing financing at favorable terms, which limits their ability to leverage
debt.

The data for this study were collected from 181 SMEs in the Buenos Aires region of Argentina, focusing on manufacturing
companies. Given the country's high inflation rate, the balance sheet data were normalized and converted into U.S. dollars to
account for inflationary distortions. The period of analysis spans from 2016 to 2023, with a stratified sampling methodology
used to select companies based on an economic criterion, which allowed for a more efficient estimation process. The sample
includes companies of varying sizes and turnovers, improving the generalizability of the findings. The results will help provide
further empirical evidence on the determinants of capital structure for SMEs in Argentina, contributing to the broader literature
on financial behaviour in emerging markets.

The table 1 provides a description of the variables used in the analysis, categorizing them into the dependent and explanatory
variables. The dependent variable is leverage, which is the ratio of total liabilities to total assets. This ratio helps to measure
a company's financial leverage, indicating how much of its assets are financed through debt as opposed to equity. It reflects
the degree to which a company relies on borrowed capital to fund its operations and investments. The explanatory variables
include size, profitability, tangibility, growth, and business risk. Size is measured by the logarithm of total assets, capturing
the scale of the company. Larger firms are often able to secure different types of financing, and their size may influence their
financial decisions, including leverage. Profitability is the ratio of EBITDA (Earnings Before Interest, Taxes, Depreciation,
and Amortization) to total assets. This variable assesses how efficiently a company is generating earnings from its assets,
which is important because more profitable companies may be able to handle higher levels of debt. Tangibility refers to the
ratio of fixed tangible assets to total assets. It measures how much of a company’s assets are physical and tangible, such as
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machinery and real estate. Firms with more tangible assets may have better access to borrowing, as these assets can serve as
collateral. Growth is calculated as the ratio of the change in total assets from one period to the previous period, divided by the
total assets in the previous period. This variable reflects the rate at which a company is expanding its asset base, which could
influence its financing needs and its approach to leverage.
Lastly, business risk is represented by the standard deviation of EBIT (Earnings Before Interest and Taxes), indicating the
volatility or variability in a company's earnings. Companies with higher earnings volatility are considered riskier, and this
may impact their ability or willingness to take on more debt. Each of these explanatory variables offers insights into different
aspects of a company’s operations, performance, and financial structure, which could influence its leverage decisions.

Table 1: Description of VVariables

Dependent Variable

Leverage Ratio Total Liabilities/Total Assets
Explanatory variables
Size Logarithm of Total Assets
Profitability Ratio EBITDA/Total Assets
Tangibility Ratio Fixed Tangible Assets/Total Assets
Growth Ratio (Total Assetsj t—total Assetsj (—1)/Total Assetsj -1
Business Risk Standard Deviation EBIT

4. RESULTS AND DISCUSSION

The table 2 presents the descriptive statistics for the variables used in the analysis, including their mean values and standard
deviations. The variable LEV (leverage) has a mean of 0.41 and a standard deviation of 0.36. This suggests that, on average,
companies in the sample have a leverage ratio of 41%, but there is significant variability in this ratio, as indicated by the
relatively high standard deviation. This indicates that some companies are highly leveraged, while others have much lower
leverage. SIZE, which represents the logarithm of total assets, has a mean of 9.44 and a standard deviation of 1.32. This suggests
that, on average, companies in the sample are of a large size, but the substantial standard deviation indicates considerable
variation in the size of firms across the sample. For PROF (profitability), the mean is 0.14, with a standard deviation of 0.08.
This indicates that, on average, companies have a relatively low level of profitability relative to their total assets. The standard
deviation suggests that some companies are more profitable than others, with a fairly wide range of profitability observed. The
TANG (tangibility) variable has a mean of 0.36 and a standard deviation of 0.21. This indicates that, on average, about 36% of
the companies' assets are tangible, but the variation is noticeable, suggesting differences in asset structures among companies
in the sample.

The GROW (growth) variable has a mean of 1.12 and a standard deviation of 0.23. This suggests that, on average, companies
have experienced some growth in their asset base, with moderate variation in the growth rates across the sample. Lastly, RISK
(business risk), measured by the standard deviation of EBIT, has a mean of 0.03 and a standard deviation of 0.04. This low
mean indicates that, on average, companies have relatively low volatility in their earnings. However, the standard deviation
suggests that there are some companies with more significant fluctuations in their earnings, contributing to higher business risk.
Overall, the descriptive statistics show a diverse sample of companies with varying levels of leverage, size, profitability,
tangibility, growth, and business risk. The standard deviations highlight the differences within the sample, indicating a broad
range of values for each variable.

Table 2: Descriptive statistics

Variables Mean StDev
LEV 0.41 0.36
SIZE 9.44 1.32
PROF 0.14 0.08
TANG 0.36 0.21
GROW 1.12 0.23
RISK 0.03 0.04

The table 3 presents the correlation matrix for the variables under consideration, highlighting the strength and direction of the
relationships between leverage (LEV) and the other explanatory variables. The correlation matrix reveals the relationships
between leverage and the other variables in the analysis, as well as the relationships among the explanatory variables themselves.
Leverage is positively correlated with size, indicating that larger companies tend to have slightly higher leverage ratios.
However, this relationship is not particularly strong. Leverage and profitability show a weak negative correlation, suggesting
that more profitable companies may use less debt. This could reflect a preference for relying on internal funds rather than taking
on additional debt. Similarly, leverage is positively correlated with tangibility, indicating that companies with a higher
proportion of tangible assets tend to have higher leverage. Tangible assets can serve as collateral for loans, potentially making
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it easier for firms to access credit and take on more debt.

The correlation between leverage and growth is negligible, suggesting that a company's growth rate in terms of assets does not
significantly affect its leverage decisions. Business risk, measured by the standard deviation of EBIT, has a weak negative
correlation with leverage, implying that companies with higher business risk do not necessarily have lower leverage, although
the relationship is not strong. Looking at the relationships between the explanatory variables, size and profitability show a small
negative correlation, indicating that larger firms may not be as profitable on average. Size and tangibility are positively
correlated, suggesting that bigger companies tend to hold more physical, tangible assets. However, the correlation between size
and growth is nearly zero, suggesting that company size does not have a strong impact on the rate of asset growth. Business
risk shows a weak negative correlation with size, indicating that larger firms may face slightly less business risk. Profitability
and tangibility are also weakly positively correlated, suggesting that more profitable companies tend to have a slightly higher
proportion of tangible assets. Profitability and growth are more positively correlated, suggesting that more profitable firms are
more likely to experience asset growth, as they may have more internal funds to reinvest. The relationship between tangibility
and growth is weak, indicating that companies with more tangible assets do not necessarily experience higher growth in terms
of asset expansion. Similarly, tangibility and business risk show almost no correlation, suggesting that the level of tangible
assets has little bearing on the level of business risk. Finally, growth and business risk show a very weak positive correlation,
suggesting that a company's growth in assets does not significantly influence its exposure to business risk. Overall, the matrix
highlights that while there are some weak to moderate relationships between the variables, the connections between leverage
and the explanatory variables are not particularly strong, indicating that other factors may influence leverage decisions beyond
those considered in this analysis.

Table 3: Correlation Matrix

Variables LEV SIZE PROF TANG GROW RISK
LEV 1

SIZE 0.246* 1

PROF —0.141* —0.132* 1

TANG 0.238* 0.271* 0.191* 1

GROW 0.009 0.007 0.457* 0.137* 1

RISK —0.064* —0.169* 0.079* 0.031* 0.011 1

The table 4 provides the results of a panel least squares regression analysis with leverage as the dependent variable. The
coefficients for each explanatory variable indicate their estimated effect on leverage, with significance levels denoted by
asterisks. Standard errors are provided in parentheses. Size has a positive and statistically significant effect on leverage. This
suggests that larger companies are more likely to use higher levels of debt, which could be due to their greater access to
credit markets and their ability to manage debt effectively. The positive coefficient indicates that an increase in size is
associated with an increase in leverage. Profitability has a negative and statistically significant effect on leverage. This
implies that more profitable firms tend to rely less on debt, potentially preferring to use internal funds for financing. This
finding aligns with the pecking order theory, which suggests that firms prioritize internal financing over external debt.
Tangibility has a positive and statistically significant effect on leverage, indicating that companies with a higher proportion
of tangible assets tend to have more debt. Tangible assets can serve as collateral, making it easier for firms to obtain loans
and increasing their leverage levels. Growth, represented by the change in total assets, has a negative coefficient, but it is
not statistically significant. This indicates that asset growth does not have a meaningful impact on leverage in this analysis.
This may suggest that other factors play a more significant role in determining leverage levels during periods of growth.

Table 4: Panel Least Squares
Dependent Variable: Leverage

Variables Coefficients

SIZE 0.038*** (0.009)
PROF —0.127*** (0.033)
TANG 0.083** (0.041)
GROW —0.007 (0.003)
RISK 0.029 (0.079)
Constant 0.512%**
R2 0.069
Adjusted R? 0.067

Business risk has a positive coefficient but is also not statistically significant. This implies that the variability in earnings
does not have a strong or consistent effect on leverage in the sample analyzed. Firms facing higher risk may not necessarily
alter their leverage strategies based on earnings fluctuations. The constant term is positive and statistically significant,
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representing the baseline level of leverage when all explanatory variables are held constant. This suggests that even in the
absence of specific effects from the variables in the model, firms maintain a certain baseline level of leverage. The R-squared
value is relatively low, indicating that the model explains about seven percent of the variation in leverage. The adjusted R-
squared, which accounts for the number of explanatory variables in the model, is slightly lower but close to the same value.
This suggests that while the model identifies some statistically significant relationships, a large proportion of the variation
in leverage remains unexplained, likely due to other unobserved factors. In sum, size, profitability, and tangibility are
significant determinants of leverage, with size and tangibility positively associated and profitability negatively associated.
Growth and business risk do not appear to have a meaningful impact on leverage in this analysis. While the model captures
some important relationships, the relatively low R-squared suggests that further investigation into additional factors
influencing leverage may be needed
The results of this study provide valuable insights into the determinants of financial leverage for SMEs in Argentina, offering
significant implications for both theory and practice. One of the key findings is the positive relationship between firm size
and leverage. Larger firms face fewer problems of information asymmetry and are less prone to financial distress, which
makes it easier for them to access credit. This result aligns with the trade-off theory, which suggests that bigger companies
have more collateral and face lower monitoring costs, thus allowing them to obtain financing at lower rates. This relationship
highlights the fact that larger firms are generally more attractive to lenders because they are perceived as less risky, especially
in the context of emerging economies like Argentina, where SMEs often struggle to secure funding. On the other hand, the
study found a significant negative relationship between profitability and leverage, which supports the pecking order theory.
According to this theory, profitable firms prefer to finance their investments using retained earnings rather than relying on
external debt. This means that companies with higher profits are less inclined to take on debt, as they can internally generate
the resources needed for their operations and growth. This finding also underscores the notion that SMEs with good financial
performance prefer to avoid the costs and risks associated with borrowing, opting instead for self-financing whenever
possible.

Another important finding of this study is the positive relationship between asset tangibility and leverage. The results show
that tangible assets, such as property or equipment, serve as important collateral for lenders, thus reducing the risk associated
with lending. In emerging economies like Argentina, where creditor protection is weaker than in developed countries, the
availability of tangible assets plays a crucial role in securing loans. This finding supports earlier research, which has shown
that firms with more tangible assets are better able to access credit, as these assets provide lenders with a form of guarantee.
This is especially important in contexts where information asymmetry can be a significant barrier to accessing financing.
The relationship between growth and leverage, however, was not statistically significant in this study. While the trade-off
theory suggests that high-growth firms might prefer to retain equity capital to avoid the risks of debt, the pecking order
theory predicts that growing firms are more likely to take on debt to finance their expansion. The lack of statistical
significance in the Argentine context suggests that other factors, such as access to credit markets or sector-specific
conditions, may play a more important role in determining the capital structure of growing firms. This may indicate that
growth opportunities alone do not always drive financing decisions, particularly when other structural or economic factors
are at play.

Similarly, the relationship between business risk and leverage was not statistically significant, though it suggested a positive
association. While the general expectation is that higher business risk would discourage firms from taking on debt due to the
increased cost of borrowing, the findings suggest that other factors might be at play. In emerging economies like Argentina,
SMEs may have limited access to financing options, which may force them to take on debt even if they face higher business
risks. This finding points to the complexity of capital structure decisions in emerging markets, where the typical determinants
of leverage may be influenced by a combination of external factors, including economic instability and limited access to
financial markets. To assess the robustness of the findings, the study also used an alternative measure of financial leverage,
which is the ratio of total debt to total capital. This analysis reaffirmed the results that firm size and asset tangibility are
positively related to leverage, while profitability remains negatively associated with debt. In this additional analysis, growth
and business risk continued to show little significance, suggesting that while these factors may theoretically influence
financing decisions, they have less of an impact in practice in the Argentine context.

The findings of this study have several important implications for policymakers, financial institutions, and SMEs in
Argentina. For policymakers, the results highlight the need to improve access to financing for smaller firms. Supporting
SMEs through policies that reduce information asymmetry and enhance creditor protection could improve their ability to
obtain loans, particularly for firms that lack significant tangible assets. This is especially relevant in emerging economies
where SMEs often face barriers to financing due to underdeveloped capital markets and a lack of reliable financial
information. For SMEs, the study suggests that maintaining profitability and having tangible assets can significantly improve
their ability to access financing. Profitable firms are better positioned to self-finance their investments, but when external
financing is required, having collateral in the form of tangible assets can make a substantial difference. This highlights the
importance for SMEs to focus on building their asset base and managing their profitability to reduce reliance on debt. For
financial institutions, the results suggest that size and asset tangibility are important factors in lending decisions. Lenders in
Argentina may find it easier to offer credit to larger firms with tangible assets, as these firms are perceived as less risky.
However, financial institutions could also consider how to support smaller firms that may lack substantial tangible assets,
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possibly by developing more flexible lending products or offering lower interest rates to reduce the financial burden on
SMEs.

5. CONCLUSIONS

The purpose of this paper was to investigate the relationship between leverage and its key determinants in the context of
Argentine SMEs, with a particular focus on the trade-off theory and the pecking order theory. While these two theories have
been extensively tested in developed countries, there remains a gap in the literature when it comes to emerging economies,
especially in terms of their applicability to SMESs in these regions. Furthermore, studies that explore the financial behavior
of firms in emerging markets like Argentina have often yielded incomplete or controversial results, highlighting the need
for further empirical research. To conduct the study, a stratified sampling methodology was employed, ensuring a diverse
and representative sample of 181 firms from various sectors of the Argentine economy. This method was chosen to improve
the accuracy of estimates and provide a comprehensive view of the financial practices of firms of different sizes and turnover.
The data used in the analysis was gathered through a questionnaire, which collected balance sheet information from the
participating firms. Given the high inflation that has characterized Argentina's economic environment in recent years, all
financial data were normalized and adjusted to US dollars to account for the impact of inflation on financial figures. The
findings of the study provide valuable insights into the financial behavior of SMEs in Argentina. Specifically, the analysis
revealed that both size and asset tangibility have a positive and significant effect on leverage. Larger firms and those with a
higher proportion of tangible assets are more likely to take on debt, which is consistent with the predictions of the trade-off
theory. According to this theory, larger companies can access credit at lower costs due to their size and stability, and tangible
assets serve as collateral, making them more attractive to lenders. On the other hand, profitability showed a significant
negative impact on leverage, which aligns with the pecking order theory. The pecking order theory suggests that more
profitable firms prefer to use internal funds rather than external debt to finance their investments. This finding supports the
idea that firms with higher profitability are less reliant on debt and are more likely to finance their operations through retained
earnings. However, the study did not find significant effects for the variables of growth and business risk. While the literature
often suggests that high-growth firms may be more inclined to use debt to fund their expansion, the results in this study did
not support this view, indicating that other factors may be more influential in determining the capital structure of Argentine
SMEs. Similarly, the relationship between business risk and leverage was not statistically significant, suggesting that, in the
context of Argentina, factors such as firm size, profitability, and asset tangibility may play a more crucial role in financing
decisions than the perceived level of risk. In conclusion, this study contributes to the understanding of capital structure
decisions in emerging economies by providing empirical evidence on the relationship between leverage and its determinants
in Argentina. The results underscore the importance of firm size, profitability, and asset tangibility in shaping the financial
behavior of SMEs. However, the lack of significant findings for growth and risk suggests that other factors, possibly related
to the economic environment or access to financing, may influence these decisions. Given the limited research on this topic
in emerging markets, further studies are needed to explore the specific economic and institutional factors that affect the
capital structure of SMEs in countries like Argentina. Future research could also consider the role of external financing
sources, such as trade credit or government support programs, in the capital structure decisions of firms in developing
economies.
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