DOI: 10.31357/fmscmst.2013.00318

Management and Firm Characteristics: An Empirical Study on

Capital Structure Practices of Listed Companies

in Sri Lanka

By

Mohamed Saleem Ahamed Riyad Rooly

A research submitted to the University of Sri Jayewardemepura
in partial fulfillment of the reguirements for the Degree of

Master of Business Administration (Finance)

on 31% January 2013



Declaration

I, Mohamed Saleem Ahamed Riyad Rooly, declare that the work described in this
research was carried out by me under the supervision of Prof. Weerakoon Banda.
The research entitled Management and Firm Characteristics: An Empirical Study of
Capital Structure Practices of Listed Companies in Sri Lanka is no more than
25,000 words in length, exclusive of tables, figures, appendices, references and
footnotes. This research contains no material that has been accepted for the award of
any other degree or diploma in any university or institution. To the best of my
knowledge, this research contains no material previously published or written by

another person, except where due reference has been given.

.............................




Declaration

I certify that the above statement made by the candidate is true and the research is
suitable for submission to the University for the purpose of evaluation of partial
fulfillment of the requirements for the Degree of Master of Business Administration
(Finance). The research entitled Management and Firm Characteristics: An

Empirical Study of Capital Structure Practices of Listed Companies in Sri Lanka.

............................................................

______ (Z/t/gc—{/ R / y/D0/3

Prof. Weerakoon Banda Date



Table of Contents

DIECIAPAEIDNE, v e s ansnin mrim rmsmun s s s s s e e st s b S B DS R AT i
DBCIRIALION o vsusvnme s s R AR A S RSN S e ii
I 1o) (o A 007 113114 iii
List 6f Tablesisommemsmsmms e s sinm e ey sveesvesss s s s e i vii
1A 3 S T3 1 viii
ACKROWICAPEMENATS. . ...oecrsenvmsmesrsmmsorasmmunsnssnnssenssmsanssnsbsssbsssnssss sHeasHavs vRsTRR TS ix

J-N 18 ¢ Lo SUUTT TP ¢ |

Chapter 1 Introduction to the Study...............oovvvvivivnnciniiiiniinnn 01

1.1 Background of the Study.........coooiiiiiiii i 01
o R 1T — 03
1.3 Problem JUStifiCation. .........oviiiiiiiiiii i e 04
1.4 Objeetive o8 the StV .o masissmessiiusmsisa s s ms rars eyt sey syesssesss 09
1.5 Significant efthe Stady: .. cvmiemmssanamssmmiims s nmesansss s 10
168 COPE O SENUAY. . .comomoenmommnmemmmmmmemm s s s SRR 56 STETA SR PR 10
Chapter 2 Literature Review: Capital Structure Practices and Corporate

FInancing DECISIONS. . ..o iooseibisios i s 556566 F07 506 T S0 ee S s SR wavuss 11
B0 B oY L1675 T o DO 11
2.2 Management and Firm Characteristics in Relation to Capital Structure

THBOE. . .00 tmsin bbb e s A S AR TR RS P R SR S I S AT SO S D SR e N5 12

2.2.1 Management and Firm Characteristics in Relation to Static Trade-off

1) 2 — 15



2.2.3 Management and Firm Characteristics in Relation to Agency Cost

B 11T PO 29
2.3 BUMITAIN v isnimmmnisn amms iass s e mi i ST oEs A S bR B SN T S ATy 35
Chapter 3 Research Methodology...........cccocvininiiiiiiiiiiiiiiiniiiie., 37
R0 O 15 (oo LT T (o) o P 37
3.2 ThetretiCal BYamBWORK. « oxsersnsersnnnns spnenssnnssss s s i85 iahinissvassanpaTaas sHos7ospR v 37

3.2.1 Net Income and Net Operating Income Approach..............coooviiiiiiiinn 38

3.2.2 Traditional Approach.........cccoooiviiiiiiiiiiiiiii e 38

3 2.3 Static Trade-off TREOXY v savsmsrss somssss ssanssss s wusmaomesvs sos s seieisniy saasss 39

3.2.4 Agency Cost and Pecking Order Model...........cccoovviiiiniiiniiiiinn 39
3 ConDEptiAl FIATEWEIK. .. «. cxessiosicbiniiss ssesainssh sRi TaaEas v s B Ha s amh s s dessaemnss 41
B T IO EIREIS s s mnv s arama e 355 i S 18 A TR O s 44

3.4.1 Management and Firm Characteristics in Relation to Static Trade-off

TREOTY . . it e e 45

3.4.2 Management and Firm Characteristics in Relation to Pecking Order

BB < onasrrmamsmessansmmmmmmmessms A R AR SR A SRS AR SRR 46

3.4.3 Management and Firm Characteristics in Relation to Agency Cost

O i et s s S A S T B D S B A e R S R R s o 47
KT 2] 151 F: 14 o) « DO 48
LT IERP RSP —— 49
3.7 Proposed Statistical Method.............coooveiniiiiiiii 52
3.8 Dperatlonalizalion  cuvsssiss s o vmims svess s s o mmes s s s i sy 53
3.0 STHTIIBENL, . e imsr mmcnmsssmmomn s st s s esem s sonn st i A 6 b A A PR G TR0 58
Chapter 4 Statistical Results and Analysis...............ccoooviiiiiiiiiiiin 59
4] TRO@ekion - oo cossvussoms v s e p s s s s S B A RS 59
4.2 Data Colletion: Delivery and Response Rate............coooviviiiiiiiiiiiiiinnn 60



4.3 Summary on Management Characteristics. .........cccoereeneineninimninnininin 61
4.4 Summaryon Fiem Chatacteristios. .uemsmserssmmmsinvsmmmsermssme s wsomms sasos s 64
4.5 Analysing the Correlation of Control Variables’ Responses..................ccoovuie 69

4.6 Analysing the Factors of Corporate Financing Decisions: Descriptive Statistical
Analysis and Independent Sample t-Test. . ....ouwessssmmsmnsssssrsissiasonnsosopssvaassss 70

4.6.1 The Factors of Short and Long Term Debt Decisions.............cooevuvnneiennnnn 71
4.6.2 The Factors of Issuing Debt in Foreign Countries...............coeeeeeniiiniinnnn 73
4.6.3 The Factors of Tssuing Convertibel Debt...: cvnuunmmmsnisessssvrepsomnsmin §9
4.6.4 The Factors of Issuing Common StockS..........cvvvviiiiniinineniiininnneennn 77
4.6.5 The Factors of Appropriate Amount of Debt Decisions...................cc.......81
4.6.56 The Factors of Firm’s Debt Policy Decisions. .o osnamassanmonsssarmsonsisnesns 84

4] BUIBIIATY o .o comomssrssmmnannarsmmensmsnsrosvansenymmsnmmsmmes s bR AR AR ST TR oo R 86

Chapter 5 Discussion and Implications of Results: Capital Structure Practices in

and Firni CharaCteriStios . oue. s snsosmsvrmswieem s sevvent s s samnes o aes viiss s ess 88
5.2.1 The Tax Advantage of Interest Deductibility.........cccociiiiniiiniiiiiiiiinn 88
5.2.2 The Potential Costs of Bankruptcy, near-Bankruptcy, or Financial

D ABEICE s s s B 0 S 8 A A T 0 WS 89
5.2.3 Deviation from Target Debt and Rebalancing..........cc.ooooiiiiii 90

5.3 The Pecking Order Model of Financing Hierachy: Association with Management

s e T —— 92
5.3.1 Financial Flexibility: Internal Funds............ccooiviiiiiii 92

5.3.2 Equity Undervaluation or Overvaluation by the Market............................94

5.4 The Agency Cost Theory of Capital Structure Choice: Association with
Management and Eirm Characteristics. ... mmmmmverermmssmamssmnsss samsxomn 99



5.4.2 Conflict Between Managers and Shareholders... ... o invasmcininscnunessones 101
5.5 BUATAREY v omesrmsummmmnmsmms ammmssm s nssasnmemsmsm st s S NEb 8 ASTE SRARSS55 04 555 103
Chapter 6 Conclusions................coviiiiiiiiiiiii e 104
Bl DO IR IO svs oo simsmnsmes sommams e A S R S S T TR S PR SR R s 104
6.2 Overview of the Research QUESLIONS..........vvvvveiniiiiiieiiriiiiie e 105

6.3 Summary of the Objectives DL this Sthd¥.. s rassiressssssssasisssasevamnssnssisansans 103
6.4 Summary of the Findings of this Study.........c.cocoeoiiiiiiiiiiiiiiciin . 106
6.4.1 The Static Trade-off Theory of Capital Structure............ccccoeevviniiininnn.. 106

6.4.2 The Pecking Order Theory of Financing Hierarchy..............c...covviviin. 107

6.4.3 Agency Cost ThEOTY. .. . ouiuiuieiiiiie e s 108
s 11 s 101 109
L TS 110
Appendices

Appendix 1 Management Characteristics: Classification and Codes .....................114
Appendix 2 Firm Characteristics: Classification and Codes ..............c..coceviiennnnn. 115

Appendix 3 Descriptive Statistics (Univariate Analysis): Survey Responses based on
Maragement and Firnn Charasteristies ..o v sisesssosemmsss 116

Appendix 4 Independent Sample t-Test: Survey Responses to the Question based on
Management and Firm Characteristics ............coeovviiiiiiiiiiininiiien 130

Appendix 5 Correlation of Survey Responses with Management and Firm
UhATACTERISTICH . o v von e wmmmmmmsmesnammsmen ssmammes mmmessn wsis 816488 S0 A A SORHH R HEREEA SRR PR 143

vi



Lists of Tables

Table 3.1 Sector Ranking of the Top 50 Listed Companies...........cc..ccuviniiiiininnnn

Table 3.2 List of Sample Companies; Sector Wise. ....cccvivvmmerimmmrssonsninsssoosmme ves

Table 3.3 Summary of Measurement of Firm Characteristics Variables...................

vii



Lists of Figures

Figure 3.1 Theoretical Framework: Capital Structure Theories and Corporate Financing
IDBCISIONG +.vonnramemmommnrrnmpnnnuss srmmsmnmnsonnmmnss st iisain s F AR 7S GNP HERS RSO RA P ARTAR 503 41

Figure 3.2 Conceptual Framework: Management and Firm Characteristics and Capital

o h A 0o L T mm—— 43
Figure 3.3 Sri Lanka’s Top 50 Ranking in 2010/2011 for Turnover....................... 51
Figure 4.1a Responses 0f CFOS Age (Years) voerrceresrvarsressssssrsissssimsssssissassssisn 62
Figure 4.1b'Responses of CFOs Tenure (Years) .ussovissssmmmnsvimamvesenvimsiss 62
Figure 4.1c Responses of CFOs Educational Attainment ...............cocvimininininin 63
Figure 4.3d Responges of CHUE REEE . ccinmnmaimmsmpisiinesmsimi dosiaisisidesin 63
Figure 4.1¢ Responses:of CEOs Gender-.......covuvmummsmvsssvessmmmssvass s 64
Figure 4.2a Responses of Board Listing of Firms ............cooooviiiiiiiiin 66
Figure 4.2b Responses of Price Earnings Ratio of Firms ............cocoviiiiiniinnn 66
Figure 4.2¢ Responses of Industrial Classification ............c.oovviininiiiiiciinnnn, 67

Figure 4.2d Responses of Long Term Debt to Total Assets Ratios of Firms ...............67

Figure 4.2e Responses of Target Debt of Firms .........c.oovviiiiiinn 68
Figure 4.2f Responses of Credit Ratings of Fitth ...ovuucunmimamsssuiaessasin vers 68

Figure 4.2g Responses of Dividends Payment of Firms ................ccovvveeiennnnn69

Figure 4.3 Responses of Foreign Debt ISSUg .o 74
Figure 4.4 Responses of Convertible Debt Issue ...........cccovviininiiiiiiiie 76
Figure 4.5 Responses of Common Stock Issuance Issue ............coooiniiiiiiiiinnnnn. 78
Figute 4.0 Equity Policy FaGtots v eesivomsmsmm i sesmm s missss s ousesy s 79
Flgure 3.7 Dbt Polley Paglars ..cowsmmsnummmmnonsmmsmmss s sommomssssssmens s 82

viii



Acknowledgements

This research would not have been possible without the support of numerous people,
whom I wish to acknowledge. First of all my deepest gratitude to my supervisor
Professor Weerakoon Banda for his dedication, invaluable guidance, scholarly
support and commitment of time throughout this process; without this, the research

would not have been a reality.

I am also thankful to Professor Kennedy D. Gunawardna who is my lecturer in
Research Methods, for inspiring me to involve this research and for providing me
with unlimited guidance and the opportunity to advance my knowledge in this

research.

My sincere thanks to Dr. M. Saman Dassanayake for providing me with guidance
and the knowledge in literature review and academic writing skills to develop and
improve the research, and to Dr. P.D. Nimal for his commitment and valuable

service in this MBA degree program and for providing guidance more over on time.

My appreciation goes to lecturer Mr. P. Dias who taught me well in statistical
methods by using SPSS and his advice on data analysis and interpretation. I am also
thankful to Mr. Thandula Gunawardna for his help with collecting information about
CFOs of listed companies in Sri Lanka and also receiving the responses through

questionnaire.



My appreciation goes to my uncle Mr. Zanofer Ismalebbe who encouraged me and
gave me moral support to pursue my education in Sri Lanka and his words inspired

me to take a further step in my postgraduate studies leading to writing this research.

I could not have completed this journey without the love and friendship of my
family and friends. Thanks to my colleagues who work with me at Rainco (Pvt) ltd
and the management whom I wish to acknowledge for providing me support and for

receiving the 8 years practical experience at this prestigious organization.

Finally, this research is dedicated to my beloved parents and my family members for
their love, patience and encouragement during this long journey and guidance

throughout my life and for providing me with an excellent education.



Management and Firm Characteristics: An Empirical Study on
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ABSTRACT

A capital structure decision is considered to have significant impact for the value
maximization perspective of the firm. Balancing debt and equity issuance decisions
will lead to have optimum capital structure whereas it maximizes the wealth of
shareholders. Theoretically, capital structure theories provide guidelines to managers
to choose and/or balance the debt and equity in order to value maximization.
However, the way in which the application of theory and/or best practices in
corporate finance is organized differs between countries, depending on their
economic, political, and social context as well as management and firm

characteristics perspective.

The purpose of this study was to examine the close association between
management and firm characteristics and the perceived importance of capital
structure theories of listed companies in Sri Lanka. The firms that operated in Sri
Lanka were affected by political and economic instability. However, the stock
market performed well and there were credit growth in the country among private

sectors.

xi



The Theoretical basis for this study was static trade-off theory, pecking order theory,
and agency cost theory, which focus on the debt and equity decisions on value
maximization. Literature in relation to corporate financing decisions and application
of capital structure theories reported mixed results and suggested for further
investigation on these assumptions. The conceptual framework describes in this
study that influence of management and firm characteristics in corporate financing
decisions in relation to capital structure theories. This study makes a significant
contribution to the body of knowledge on corporate financing decisions in
developing countries and illustrates the corporate financing decisions in relation to

perceived importance of capital structure theories.

A sample of 37 companies was selected from the top 50 listed companies in The
Lanka Monthly Digest 50 (LMD) for the year 2010/2011. Data were obtained from
questionnaire, annual reports and The Lanka Monthly Digest 50. The data were
analyzed with SPSS to obtain quantitative measures of descriptive statistics,

univariate analysis, correlation test and independent sample T-test.

The result provides mixed support for the notion that firms does trade-off costs and
benefits to derive an optimal debt ratio. As a result of the findings that CFOs of
listed companies in Sri Lanka consider different factors in trading off the costs and
benefits of debt financing. The survey finds little support but not strongly on the
argument favor to pecking order model whereas it finds no evidence of perceived
importance of agency cost theory of listed companies in Sri Lanka. This research
finds no significant association between management and firm characteristics and

capital structure theories in corporate financing decisions.
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The conclusions drawn from this study were that the corporate financing decisions
in relation to capital structure practices differ from developed countries to
developing country in many ways such as Sri Lanka. There is no significant
association and/or influence of management and firm characteristics on perceived
importance of capital structure theories. However, for corporate financing decisions
in relation to capital structure theories to have full impact on firm value like U.S.A
and Europe countries, CFOs of listed companies in Sri Lanka should consider

capital structure theories that are in line with corporate financing decisions.
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CHAPTER 1
INTRODUCTION TO THE STUDY
1.1 Background of the Study

Capital structure decision is imperative for every business organization as it is a
challenge to management globally to meet the interest of shareholders in which it
relates with firms’ value maximization, deal with debt and equity issuance decision
(Modigliani & Miller 1958). Even in a world in which interest payments are fully
deductible in computing corporate income taxes, the value of the firm in equilibrium
will still be independent of its capital structure (Miller 1977). At the end of the
ethnic war in May 2009, the Sri Lankan stock market was reported as one of the best
performing stock markets in the world (Daily News 2009), but the volatility of stock
market operations due to insider trading, manipulation, malpractices and asymmetric
information infested the popular perceptions on Stock Exchange (Myers & Majluf
1984). Inefficient stock market operations cause shares undervaluation problem and
also the higher interest rate causes in increasing the finance cost which directly
affects the firm value as well as shareholders wealth. The wrong decision of
financing investment opportunities leads to financial distress cost & bankruptcy and
affect the image of the firm. It seems that it is vital to balance cost and benefit of
debt while maximizing wealth of the shareholders through maximizing value of
firms. Referring to this situation, DailyFT (April 20", 2012) pointed out that the
recent rising domestic interest rates in Sri Lanka steals the appeal for equities and

also it gives the relative asset allocation disconnect between equities and interest



