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ABSTRACT 

One of the most frequent buzzwords nowadays in the economic science is word »optimum« or its 
adjective »optimal«. In most cases it includes the maximization of certain variables, but in the case of 
financial and capital structure it refers to the most favourable ratio of debt and capital. In order to 
determine the most suitable range of financial (capital) structure it must be associated with company's 
success. The question that arises is – how to measure success of a company? There are many ways – 
most common is definitely profitability. But nowadays profitability in many cases cannot be reliable 
indicator of company's success because there are many ways to embellish »bottom line« without 
substantial upturns. There is notable number of cases in which profitable companies go bankrupt. That 
is the reason why business continuity was used as a measure of company's success in this paper. 
Relation between financial (capital) structure and opening bankruptcy proceeding will be analyzed to 
determine which companies according to their affinities in financing are more likely to go bankrupt. 
Also, financial (capital) structure movement in years before bankruptcy occured and difference 
between financial (capital) structure of companies which belong to manufacturing and retail and 
wholesale activity will be analyzed. Sample consists of small and medium enterprises which operated 
in Republic of Croatia. They are divided in two subsamples – first subsample includes companies which 
have opened bankruptcy proceeding and second subsample includes companies which haven't opened 
bankruptcy proceeding and continued their business activity. Financial data was gathered from 
Croatian Financial Agency official website and data about bankruptcy proceedings was collected from 
Croatian Official Gazzette. 
Keywords: Bankruptcy, Business Continuity, Financial (Capital) Structure, Croatia, SME 
 
1. INTRODUCTION 
Companies use various sources in financing their operations. The basic classification of funding 
sources can be viewed from the aspect of ownership (internal and external) and from the 
aspect of maturity (long term and short term). Financing sources are systematized in the 
liabilities and equity segment of the balance sheet which is fundamental financial report of 
the company. The financial structure is combination of different long-term and short-term 
sources which companies use to finance their operations. It, therefore, shows a method of 
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financing the entire assets of the company. All companies (public limited companies and 
limited liability companies) must have a certain amount of equity. Capital structure policy 
determines the amount and the type of debt used with equity. Term capital structure usually 
refers to the structure of long-term equity, i.e. total equity and long-term sources borrowed 
from banks and other creditors and investors who are not owners or shareholders, and 
liabilities for issued long-term securities. In other words, the policy of capital structure 
includes the management of own and borrowed long-term capital (Bubić, 2006, pp. 10 - 15). 
Capital structure decisions are closely related to business strategy of the company, investment 
decisions and dividend policy (Vidučić, 2000, p. 232). 
Theoretical achievements in the field of capital structure grouped the theories as: Miller - 
Modigliani theory, the traditional view, agency model and asymmetric information model. 
Economic theory, in some way, has set the theoretical relationships in the capital structure 
that is considered optimal, but have not gave an equation that could determine the optimal 
capital structure for each company. Optimum is the goal and purpose of the numerous 
procedures that should lead company’s activities to the most effective economic position of 
the assets, and capital structure as well. It is believed that the share of total liabilities to total 
assets should not be higher than 50% (Belak, 1995, p. 80). 
Furthermore, in order to achieve business continuity and implementation of its activities, 
companies should invest in long-term assets, and then we can talk about financial decisions 
and financial structure. The area of financial structure and quality of decisions brought in that 
area directly affect the level of indebtedness and financing costs. Wrong decisions related to 
financial structure ultimately lead to business interruption and bankruptcy proceeding. 
The globalization of economic flows, the development of modern means of communication 
and the transmission of information have imposed different criteria of competitiveness and 
different rules of management in all areas of business. Situation on capital market, alongside 
with internal determinants of the company, show the condition in which managers bring 
decisions in the sphere of capital management. Thereat, the problem of how to set up the 
financing sources structure optimally arises. 
Detection of optimal financial and capital structure will be researched in this study on a sample 
of small and medium enterprises in the Republic of Croatia. In the developed market 
economies, grouping of companies is done by using different criteria. The application of 
criteria is based on the economic postulates of volume such as total revenues, total assets and 
average number of employees. According to the current legislation of the Republic of Croatia, 
small businesses are those which do not exceed two of the following criteria: total assets of 
32.500.000,00 Croatian Kuna, total income of 65.000.000,00 Croatian Kuna and the average 
of 50 workers during the financial year. If a company exceeds two of the above mentioned 
criteria it is classified into the category of medium-sized enterprises. 
The amendments to the Accounting Act introduced also the category of micro enterprises 
(Accounting Act, Croatian Official Gazzette 78/2015.), with an effect from 1st January 2016. 
Micro enterprises are those who do not exceed the limit in two of the following three 
conditions: total assets of 2.600.000,00 Croatian Kuna, total revenues of 5.200.000,00 
Croatian Kuna and the average number of 10 employees during the financial year. Medium 
enterprises are the ones that are not micro nor small businesses and do not exceed the limits 
in two of the following three conditions: total assets of 150.000.000,00 Croatian Kuna, total 
income of 300.000.000,00 Croatian Kuna and the average number of 250 employees during 
the financial year. 
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2. DATA, HYPOTHESES AND RESULTS 
 
2.1. Data 
Financial data used in research was obtained from annual financial statements disclosed for 
financial year 2011., publicly available on Croatian Financial Agency official website. Sample 
consists of 96 small and medium enterprises which have been divided into two subsamples. 
First subsample comprises companies which have opened bankruptcy proceeding in 2012. and 
second subsample includes companies which haven't opened bankruptcy proceeding in 2012. 
and continued their operation without experiencing financial difficulties. Data regarding 
bankruptcy proceeding opening was collected from Croatian Official Gazette. 
 
2.2.1. Equity ratio 
Equity ratio belongs to solvency financial ratios and it indicates the degree in which companies 
use their own assets for financing their operations and also indirectly shows their 
indebtedness. It is calculated as quotient of company’s equity and total assets. The main 
difference in comparison with debt ratio is that equity ratio “doesn’t have limited maximal 
value”, because it “substantially decreases business risk despite ignoring the possibility of 
using financial leverage to increase profitability” (Belak, 2014, p. 181). Equity ratio is calculated 
using financial data from balance sheet so “it is highlighted that it reflects static indebtedness” 
(Žager et al., 2008, p. 250). This financial ratio will be used to analyze financial structure. 
 
2.2.2. Long term debt to equity ratio 
Long term debt to equity ratio is financial ratio which indicates if company prefers financing 
its assets with long term creditor's assets or using it's own sources. It is calculated as quotient 
of long term liabilities and capital. This financial ratio will be used to analyze capital structure. 
 
2.3. Hypotheses 
Research will be directed into two main areas – financial structure and capital structure. Four 
hypotheses were established for both financial structure and capital structure as follows: 
 

Financial structure: 
 
Hypothesis 1.1. – there is statistically significant relationship between financial structure and 
opening bankruptcy proceeding, 
 
Hypothesis 1.2. – there is statistically significant difference between equity ratios of 
companies which belong to manufacturing activity and companies which belong to wholesale 
and retail activity, 
 
Hypothesis 1.3. – there is statistically significant difference between equity ratios of 
companies which haven't opened bankruptcy proceeding and belong to the manufacturing 
activity and companies which haven't opened bankruptcy proceeding and belong to the retail 
and wholesale activity, 
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Hypothesis 1.4. – there is statistically significant difference between equity ratios of 
companies which have opened bankruptcy proceeding and belong to the manufacturing 
activity and companies which have opened bankruptcy proceeding and belong to the retail 
and wholesale activity. 
 

Capital structure: 
 
Hypothesis 2.1. – there is statistically significant relationship between capital structure and 
opening bankruptcy proceeding, 
 
Hypothesis 2.2. – there is statistically significant difference between long term debt to equity 
ratios of companies which belong to manufacturing activity and companies which belong to 
wholesale and retail activity, 
 
Hypothesis 2.3. – there is statistically significant difference between long term debt to equity 
ratios of companies which haven't opened bankruptcy proceeding and belong to the 
manufacturing activity and companies which haven't opened bankruptcy proceeding and 
belong to the retail and wholesale activity, 
 
Hypothesis 2.4. – there is statistically significant difference between long term debt to equity 
ratios of companies which have opened bankruptcy proceeding and belong to the 
manufacturing activity and companies which have opened bankruptcy proceeding and belong 
to the retail and wholesale activity. 
 
3. RESEARCH RESULTS 
When musing about possible relationship between the fact of opening bankruptcy proceeding 
and the equity ratio value, it is more likely that companies which have equity ratio lower than 
50% will be more riskier and exposed to bankruptcy.  
 
Table 1 confirms our thesis because 97% of companies which have equity ratio higher than 
50% haven't opened bankruptcy proceeding in comparison to only 3% which had. Results for 
companies which have equity ratio lower than 50% are not so homogenous, but they also 
corroborate above mentioned presumption. Aggregate percentages of entire sample have 
shown that 82% of companies affirmed above presumption and 18% didn't. 
 
On the other hand, long term debt to equity ratio movements correspond with equity ratio 
results because 81% of companies which had higher capital than long term debt haven't 
opened bankruptcy proceeding in comparison to only 19% which had. As well, 88% of 
companies which had higher long term debt than capital have opened bankruptcy proceeding 
in comparison to only 12% which had not. Aggregate percentages of entire sample have shown 
that 84% of companies confirmed the upper presumption and 16% did not. 
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Table 1 - Cross tabulation between the binary expressed fact of opening bankruptcy 
proceeding and the binary expressed equity ratio value and long term debt to equity ratio 

 
Equity ratio 

Total 
LTD/E 

Total 
< 50% > 50% Higher LTD Higher E 

Bankruptcy 

Bankrupted 43 1 44 38 10 48 

Non-bankrupted 16 32 48 5 43 48 

Total 59 33 92 43 53 96 

 
It is obvious even at a first sight (Table 1) that there is some relationship between bankruptcy 
and financial structure as well as between bankruptcy and capital structure, but results 
presented in Table 2 give the statistical proof for that observation. Value of chi-square test is 
smaller than 0,05 which implies it's significance and indicates that there is a statistically 
significant relation between financial structure and opening bankruptcy proceeding as well as 
between capital structure and opening bankruptcy proceeding. 
 
 
 
 
 

Table 2 - Chi-square test (opening bankruptcy proceeding - equity ratio and opening 
bankruptcy proceeding – long term debt to equity ratio) 

 Equity Ratio Long Term Debt to Equity Ratio 

 Value df 
A. S. 

* 

E.S. 

(2s) 

** 

E.S. 

(1s) 

*** 

Value df 
A. S. 

* 

E.S. 

     (2s) 

** 

E.S. 

(1s) 

*** 

Pearson Chi-Square 41,38a 1 0,001   45,87 c 1 0,001   

Continuity Correctionb 38,63 1 0,001   43,14 1 0,001   

Likelihood Ratio 49,44 1 0,001   50,84 1 0,001   

Fisher's Exact Test    0,001 0,001    0,001 0,001 

Linear-by-Linear 

Association 
40,93 1 0,001   45,40 1 0,001   

N of Valid Cases 92     96     

*A.S. - Asymp. Sig. (2-sided), **E.S.(2s) - Exact Sig. (2-sided), *** E.S.(1s) - Exact Sig. (1-sided). 

a. 0 cells (0,0%) have expected count less than 5. The minimum expected count is 15,47. 

b. Computed only for a 2x2 table 

c. 0 cells (0,0%) have expected count less than 5. The minimum expected count is 21,50. 

 
Table 3 indicates that there is no statistically significant difference between equity ratios of 
companies which belong to manufacturing activity and companies which belong to retail and 
wholesale activity. Likewise, there is no statistically significant difference between long term 
debt to equity ratio of companies. 
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Table 3 - Comparing means between companies according to their affiliation to certain 
activity (manufacturing or retail and wholesale activity)  

 

Levene's Test 
for Equality 
of Variances 

t-test for Equality of Means 

F Sig. t df 
Sig.  

(2-tailed) 
Mean 

Difference 
Std. Error 
Difference 

95% C.I.*** 

Lower Upper 

Financial 
Structure 

EVA* 8,258 0,005 -1,38 90 0,171 -259,77 188,38 -634,02 
114,4

9 

EVNA*
* 

  -0,93 28 0,359 -259,77 278,36 -829,86 
310,3

2 

Capital 
Structure 

EVA* 1,73 0,19 0,73 90 0,46 0,73 1,00 -1,25 2,71 

EVNA*
* 

  0,59 35 0,56 0,73 1,25 -1,80 3,26 

*EVA – Equal Variances Assumed 
**EVNA – Equal Variances Not Assumed 
***95% Confidence Interval of the Difference 

 
Group statistics for non-bankrupted companies contained in Table 4 demonstrate certain 
difference in average ratio values for these two activities. They indicate that companies which 
belong to retail and wholesale activity are more inclined to debt financing than manufacturing 
companies. Financial structure ratios signify greater tendency of non-bankrupted companies 
to finance their operations with capital. That finding is also supported by capital structure 
ratios which imply that manufacturing companies have significantly smaller value of long term 
debt than companies in retail and wholesale activity, which is a good indicator of instability 
and uncertainty of that activity. 
 
It can be presumed that this difference is due to perception of higher stability and better 
growth potential of retail and wholesale activity in comparison to manufacturing activity 
which can be attributed to the deindustrialization process which have begun already in 1970s 
(Peračković, 2011, p. 89) and continued with economic transition in Republic of Croatia in 
1990s and it still lasts. Croatia serves as an example of absolute deindustrialization (Penava, 
Družić, 2014, p. 154). 
 
Furthermore, despite the difference between equity ratios of companies in these two 
activities, small and medium enterprises in retail and wholesale activity are not so prone to 
debt financing. This can be due to the fact that they don't have significant growth 
opportunities as large companies which operate in this activity. It is very indicative that among 
10 leading retail companies in 2011., only 3 companies had debt level lower than 50% in their 
total assets and yet 4 companies had debt share 90% or higher in their capital structure (Anić, 
2013, p. 14). 
 
 
 
(Table following on the next page) 
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Table 4 - Group statistics for non-bankrupted companies 

 Activity N Mean 
Std. 

Deviation 
Std. Error 

Mean 

Financial 
Structure 

Manufacturing 15 0,69 0,19 0,05 

Retail and Wholesale 33 0,53 0,31 0,05 

Capital 
Structure 

Manufacturing 15 0,08 0,13 0,03 

Retail and Wholesale 33 0,39 0,82 0,14 

 
 
It is also evident that small and medium-sized companies which continued their business 
without difficulties don't have high levels of debt. It can be attributed to fact that companies 
with lower leverage are less risky because they are not burdened with repayment of high debt 
instalments. These companies are not quoted on stock exchange and consequently their 
decisions are not influenced by opinion of shareholders and investors. However, they are 
influenced by different type of public opinion which refers to perception about their company 
created by their business partners and creditors who seek accountability and reliability in 
cooperation. 
 

Table 5 Independent samples test for non-bankrupted companies 

 

Levene's Test 
for Equality of 

Variances 
t-test for Equality of Means 

F Sig. t df 
Sig.  

(2-tailed) 
Mean 

Difference 
Std. Error 
Difference 

95% C.I.*** 

Lower Upper 

Financial 
Structure 

EVA* 6,889 0,012 1,862 46 0,069 0,16 0,09 -0,01 0,33 

EVNA**   2,218 42 0,032 0,16 0,079 0,01 0,30 

Capital 
Structure 

EVA* 6,33 0,015 -1,44 46 0,158 -0,31 0,22 -0,74 0,12 

EVNA**   -2,10 35 0,043 -0,31 0,15 -0,61 -0,01 

*EVA – Equal Variances Assumed 
**EVNA – Equal Variances Not Assumed 
***95% Confidence Interval of the Difference 

 
The values from Table 5 indicate that there is statistically significant difference between equity 
ratio of non-bankrupted companies which belong to manufacturing activity and non-
bankrupted companies which belong to retail and wholesale activity. Same can be asserted 
for relation of long term debt and capital. It is evident from Table 4 that companies from 
manufacturing activity have higher average equity ratio (69%) than companies from retail and 
wholesale activity (53%) and also that manufacturing companies have lower share of long 
term debt (8%) comparing to companies which belong to retail and wholesale activity (39%). 
 
That leads us to conclusion that manufacturing companies in Croatia which haven't 
experienced financial distress more significantly rely on their own capital than on debt 
financing in comparison to non-bankrupted companies from retail and wholesale activity. 
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Table 6 - Independent samples test for bankrupted companies 

 

Levene's Test 
for Equality of 

Variances 
t-test for Equality of Means 

F Sig. t df 
Sig. 

(2-tailed) 
Mean 
Diff. 

Std. Err. 
Diff. 

95% C.I.*** 

Lower Upper 

Financial 
Structure 

EVA 
* 

9,04 0,004 -1,38 42 0,175 -537,73 390,04 -1324,87 249,41 

EVNA*
* 

  -0,93 13 0,368 -537,73 576,57 -1782,79 707,34 

Capital 
Structure 

EVA 
* 

2,497 0,122 0,891 42 0,378 1,85 2,07 -2,33 6,03 

EVNA*
* 

  0,713 16 0,486 1,85 2,59 -3,64 7,34 

*EVA – Equal Variances Assumed 
**EVNA – Equal Variances Not Assumed 
***95% Confidence Interval of the Difference 

 
On the other hand, t-test for bankrupted companies (Table 6) hasn't shown any differences 
between these two analysed activities. That implies that there are no statistically significant 
differences in equity ratios regarding company's activity which can be credited to the fact that 
companies which have opened bankruptcy had identical behaviour regardless of their activity 
affiliation. It included decapitalizing and high amount of debt which they couldn't repay by 
their maturity. Same conclusion can be drawn for long term debt to capital ratio. 
 
4. HYPOTHESES ACCEPTANCE / REJECTION 
In Table 7 systematized summary of research results in relation with established hypotheses 
is provided. 
 
 
 
(Table following on the next page) 
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Table 7 - Acceptance of established hypotheses 
 Hypothesis Status 

1.1. 
There is statistically significant relationship between financial structure and 
opening bankruptcy proceeding. 

ACCEPTED 

1.2. 
There is statistically significant difference between equity ratios of companies 
which belong to manufacturing activity and companies which belong to 
wholesale and retail activity. 

REJECTED 

1.3. 

There is statistically significant difference between equity ratios of companies 
which haven't opened bankruptcy proceeding and belong to the manufacturing 
activity and companies which haven't opened bankruptcy proceeding and belong 
to the retail and wholesale activity. 

ACCEPTED 

1.4. 

There is statistically significant difference between equity ratios of companies 
which have opened bankruptcy proceeding and belong to the manufacturing 
activity and companies which have opened bankruptcy proceeding and belong to 
the retail and wholesale activity. 

REJECTED 

2.1. 
There is statistically significant relationship between capital structure and 
opening bankruptcy proceeding. 

ACCEPTED 

2.2. 
There is statistically significant difference between long term debt to equity 
ratios of companies which belong to manufacturing activity and companies 
which belong to wholesale and retail activity. 

REJECTED 

2.3. 

There is statistically significant difference between long term debt to equity 
ratios of companies which haven't opened bankruptcy proceeding and belong to 
the manufacturing activity and companies which haven't opened bankruptcy 
proceeding and belong to the retail and wholesale activity. 

ACCEPTED 

2.4. 

There is statistically significant difference between long term debt to equity 
ratios of companies which have opened bankruptcy proceeding and belong to 
the manufacturing activity and companies which have opened bankruptcy 
proceeding and belong to the retail and wholesale activity. 

REJECTED 

  
The hypothesis about existance of significant relationship between financial structure (capital 
structure) and opening bankruptcy proceeding. Also, there is statistically significant difference 
between equity ratio and capital structure of companies which haven't opened bankruptcy 
proceeding and belong to manufacturing activity and companies which haven't opened 
bankruptcy proceeding and belong to the retail and wholesale activity. 
 
5. CONCLUSION  
The globalization of economic flows, the development of modern means of communication 
and transmission of information have imposed different criteria of competitiveness and 
different rules of management in all business areas, including the area of financial and capital 
structure of a company. It should be assumed that managers in the sphere of capital 
management bring decisions that have been determined by the current situation on the 
capital market and also by the internal determinants of a company. Thereat, the problem of 
how to set up the financial and capital structure optimally arises. 
 
The values and relations of capital and financial structure of a company are significantly 
associated with the business continuity interruption, i.e. the opening of bankruptcy 
proceedings. Bankrupted businesses showed similar patterns of behaviour regardless of the 
activity they belong to. The patterns are same for the most of the companies and they involved 
high levels of debt and low levels of capital, which are obviously the signs that indicate that 
the business activity of a company is extremely unstable. 
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On the other hand, companies which maintained their business continuity prefered financing 
with their own resources which exceeded half of their total assets value. However, it was 
proven that there is statistically significant difference regarding financial and capital structure 
between these two observed activities. Manufacturing companies have significantly lower 
tendency to finance their operations with debt (especially long term debt) than companies 
which belong to retail and wholesale activity. Namely, this careful and so called conservative 
attitude about long term debt consequentially has detrimental and insufficient investment 
policy of manufacturing companies and their technologhical inferiority. That can be attributed 
to trend of deindustrialisation which unfortunately leads to slow »erosion« of this activity, 
although it should be one of the generators of healthy growth of Croatian economy. 
Efficient capital management should be the aim of management and company owners with 
an objective to achieve optimal investments and bringing strategic investment decisions in 
order to ensure business continuity, maximize the value of the company and increase 
competitiveness. Therefore, macroeconomic policies and strategies should ensure adequate 
models for different financing sources of manufacturing activity which is the foundation for 
creating value and its further allocation, especially for Croatian SMEs. 
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