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Management and Firm Characteristics: An Empirical Study on 

Capital Structure Practices of Listed Companies 

in Sri Lanka 

Ahamed Riyad Rooly M.S. 

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. 
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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. 

XII 



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. 



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 flilly 

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 20th,  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 
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