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Abstract

Firm ownership plays a vital role in emerging eaomies and has become important to influence decision
making process. The primary aim of this paper isww@stigate the impact of foreign and domestic emships

on capital structure decision among quoted manuifexgt firms in Sri Lanka during 2009 to 2011.Thedst
adopts correlation and regression models to medhkareelationship between ownership and capitaictire
and to test the operational hypotheses. The reseltsaled that foreign ownership has a strong ipesit
association with leverage (r =.569), whereas leyerna negatively correlated with domestic ownerdhig -
.544).According to regression model, ownership cstme has an impact on leverage at the rate of 36 %
(R?=0.36), which is insignificant at 0.05 levels. Thitudy would hopefully benefit to the academicians,
researchers, policy makers, and practitioners idf&@ika as well as other countries.

Keywords: Foreign Ownership, Domestic ownership, Capitai@tire, Colombo Stock Exchange.

1 Introduction

Firm ownership is an increasingly influential folwhcorporate governance, although firms might beedvby
different types of owners. In the corporate finatiterature, the connection between ownership trecand
capital structure has been the most debatable agoirgy issue. The relations between ownership strea@and
capital structure remain largely unexplored (Jersed Meckling, 1976; Shleifer and Vishny, 1986; kiqr
Shleifer and Vishny, 1988; Demsetz and Lehn, 1988Connell and Servaes, 1995; Claessens et al. 2002)
Hence, it is important to understand the impacbwhership structure on capital structure, partidylan the
context of foreign and domestic ownerships amongqiufacturing companies listed on Colombo Stock
Exchange (CSE) in Sri Lanka.

Encyclopedia of Corporate Governance defines theeoship structure as the distribution of equityhwiégard
to votes and capital but also by the identity af #guity owners. These structures are of major itapoe in
corporate governance. Because they determine teatimes of managers and thereby the economidesftig
of the corporations they manage. There are seweags how ownership of the firm may affect the calpit
structure. Reduction in scope of managerial oppista (Shleifer and Vishny, 1986), corporate delicpoas
an internal control mechanism (Jensen, 1986), naragincentives reduction due to managerial share
ownership (Jensen and Meckling,1976), adverse teffemn agency conflicts (Fama and
Jensen,1983;Demsetz,1983) and managerial selégitein continued viability of the firm are somettoém.
Further, the previous literatures have given misesiilts in terms of relationship between ownersing capital
structure. In Sri Lankan perspectives, no significstudy has probed on the ownership structureitarichpact
on capital structure of manufacturing companietedison the CSE. Therefore, this paper attemptsamine
how ownership structure (foreign and domestic shatdings) affects capital structure using the palaga for
the period of 2009 to 2011. Researcher utilizegdeascale firm level data of quoted companies toitapithe
roles of foreign and domestic share holders.

2. Research Problem
To what extent does ownership structure such asigiorand domestic affect capital structure of gebkbc
manufacturing companies quoted on Colombo Stocké&xge?

3. Objective of Study
The main objective of the study is to find out tpact of ownership (foreign and domestic) on Gmtructure
of selected manufacturing companies listed on Q8Esab objectives are:
- to identify the relationship among foreign ownepstdomestic ownership and capital structure
- to find out how share holdings of foreign and dotiedsolders are distributed among different portfol
sizes
- to identify the impact of foreign and domestic ovaigps on capital structure.
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In today’s modern corporations, various forms ohevghip exist. In Sri Lankan framework, quoted camips
on the Colombo Stock Exchange have different tyfeshareholdings like individual share holdings pdogees
and mangers), institutional share holdings (privatel government), residents, and non-residentsanEial
structure or capital structure of a firm can beia of debt, preferred stock, and equity capital ebhmaximize
the value of the firm. The capital structure isyessential for a firm. Because, the ability of tine to meet the
needs of its stakeholders is given by the capttakttire. Modigliani and Miller (1958) were thedfiirones to
landmark the topic of capital structure. This theput forward by Modiglinai and Miller (MM) explaithe
impact of taxation, bankruptcy costs, and agensyscon the determination of an optimal capitalcte. They
showed (1963) that their model is no more effeciivéax was taken into consideration. Four thecwsdti
approaches can be distinguished namely the irmetevéheory such as Modiglinai and Miller (1958he trade
off theory (Bradleyet al., 1984), agency cost theory (Jensen and Meckling6)l@nd pecking order theory
(Myers and Majluf, 1984). The three conflicting ¢hies of capital structure such as trade-off theagency cost
theory and pecking order theories have been deedl@fter the establishment of Modiglinai and MiBer
theory. The logic of the Modigliani and Miller (18panalysis is still accepted, despite the conttaati of their
theoretical conclusions with empirical evidence. @vship structure is influntional to corporate gmemce.
Numbers of researches are available on corporatergance and capital structure (Velnampy, 2013n&eipy
and Pratheepkanth, 2013, and Velnampy and Aloysjr2012)

Most of the empirical research on the relationdlépveen ownership and capital structures has bemaucted
using data from industrialized economies (Keste86l Kang and Stulz, 1997; King and Santor, 200Bgories
of ownership and capital structure emphasize the abdebt in reducing agency problems between gensa
and shareholders. Jensen and Meckling (1976), HA®80), and Grossman and Hart (1982) argue that
managers prefer lower financial leverage becauseditices the risk of bankruptcy and protects theiler
diversified human capital. By contrast, Stulz (1p&8gues that firms with a controlling shareholdeould
exhibit higher financial leverage, as it increaiesir voting control for a given level of equityviestment,
reduces the risk of a hostile takeover, and inegdke takeover premium embedded in the stock.pfice
majority of studies following Holderness and Shee(iE988) find a negative relationship between manab
ownership and financial leverage, particularly émtrenched managers who are more likely to usetyegqod
avoid high levels of leverage. Several studies bm Kand Sorenson (1986), among others, document the
opposite result, with financial leverage increasingh either insider ownership or an index of masrag
entrenchment. According t6haganti and Damanpour (199%jze of outside institutional stockholdings has a
significant effect on the firm's capital structuamd family and inside institutional owners' shatdings
moderate the relationship between outside institati shareholdings and capital structure. Usingag@ncy
framework Brailsford et al. (2002argued that the distribution of equity ownershipoag corporate managers
and external block holders may have a significaation with leverage. They suggested that thetiogla
between external block ownership and leverage saieoss the level of managerial share ownership.
Previous literatures have given mixed results imgeof relationship between ownership and capitatture. In
relation to this, Gurunlu and Gursoy (2010) conddca research on the influence of foreign ownersimp
capital structure of non-financial firms by usingoted data set of 143 firms listed in the IstanBubck
Exchange (ISE) over the period from 2007 to 2008 faund that foreign ownership is significantly adgely
related to long-term leverage. Gurunlu and Gur&8i Q) find that foreign ownership is significantiggatively
related to long-term debt. Further, Aroob (2011areines that the effects of foreign ownership onitahp
structure in the emerging economies context ardksfthat foreign ownership is significantly negatyveelated
to total leverage based on book value of assetslamd-term leverage based on each of book valass#ts and
market value of equity, demonstrating that firmghvioreign shareholdings are becoming less rebangxternal
cash financing. Moreover, Kocenda and Svejnar, Zp06port a negative relationship between ownerblyip
foreign investors and leverage measures. In cdntreeye is a perspective that foreign shareholdaryimpose
a positive influence on debt borrowing (Hussain Biiebrozhkin, 1997). Firms with foreign ownershiprform
better than firms with domestic ownership. In thimtext, Hussain and Nivorozhkin (1997) affirm tfateign-
owned firms on average exhibit a significant higtiebt ratio than their domestically owned countagim the
host country. The study of Lét al. (2009) find that foreign ownership is negativelgsociated with all
investigated leverage measures (book leverage-temng debt and short-term debt) due that foreigmenv
firms are subject to lower corporate tax rates temir domestically-owned counterparts. Furthee, findings
show that state ownership is positively associatitd leverage and firm’'s access to long-term dehile it is
acceptable that ownership influences capital atrectlecisions, the degree and direction of suditiogiship
remain contestabl&egeoha and Okafor, 2010)o support this, Huang and Song (2002) empirscaditablished
that ownership structure does not have any sigmfiémpact on firm’s capital structure. Pandey @00sing
data from Malaysia, finds out that there is a gigant negative relationship between the total deltib and
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ownership structure is positive at 0.0867.

Following hypotheses were formulated in this study.

H,: Foreign ownership positively associates with tgtructure.

H,: Domestic ownership positively associates withitedystructure.

Hs: Foreign and domestic ownerships have an impachgital structure.

5. Conceptual Model

The following conceptual model was formulated tgidethe relationship between dependant and indigo@n
variables.
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Figure 1: Conceptual Model

Where:
OWN: Ownership ,
LOIND: Local Individual Share Holdings
LOINT: Local Institutional Share Holdings, FOINT: Foreign Individual Share Holdings
FOINT: Foreign Institutional Share Holdings, = FOWN: Foreign Ownership
DOWN: Domestic Ownership, CS: Capital Structure
6. M ethodology

6.1. Variablesin the Study

The most important variable used in this studyhis déwnership variable, which is the independentofad his
employs two explanatory variables such as foreignesship (FOWN), and domestic ownership (DOWN). In
the capital structure, leverage ratio is viewedles key variable which determines the capital $stmec The
entire variable for this study is based on bookigah line with the argument by Myers (1984) thabtk values
are proxies for the value of assets in place.

According to research objective and research questihis study has set the variables and theisonement is
largely adopted from existing literatures. Theduling table shows the variables and their measures.

Table 1: Design of Variables

No Concept Variable(s) Indicator (s) Symbols
Foreign ownership | Percentage of share holdings owned by non-
. : FOWN
1 Ownership resident
Structure Domestic ownership Percentage of share holdings owned |by DOWN
resident
2 gapnal Leverage Ratio Debt/Total Assets LR
tructure

6.2. Sampling Technique

There are around 287 companies representing 2@dssssectors quoted on Colombo Stock Exchange &3 of
July 2013. The sample of the firms is drawn from plopulation of Sri Lankan quoted manufacturing panies

on Colombo Stock Exchange during the period 20020tbl. Around 30 % of the companies are qualified f
this study and stratified random sampling technigues adopted. Following table shows the sample size
determined for the purpose of data collection.
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Table 2: Deter mination of Sample Size

Sector Total Companies Sampling with scale of 30 %

M anufacturing 36 11

6.3. Data Sources and Mode of Analysis

The proposed period was from 2009 to 2011. Follgviiitman and Wesseles (1988), this study used tywae
averages. Some necessary data were hunted frone dplfficial website of CSE).Further, annual repart the
companies, books, journals, magazines, and resegpolts were also used for data collectionln this study,
various statistical methods have been employedatyze data collected from Tbmpanies listed on CSE. This
includes both descriptive and inferential statssti& well know statistical package called “SPSStafiStical
Package for Social Science) version 16 has beahtassnalyze the data researcher collected. Therdppel of
statistical significance for hypotheses testing weaisat 5%. All statistical test results were cotaduat the 2-
tailed level of significance.

6.4. Model Specification

In this study, capital structure is a function ofdign and domestic ownership(fbreign ownership, domestic
ownership)].The general form of the panel data model can beifsge more compactly as follows:

Yie=a + X+ €

Researchers use multiple regression model to liesintpact of independent variables on dependeiidhlas
and he model for this study takes the following form.

LR =Pot P1FOWN;; + B, DOWN;; + ¢

Where;

LR;; - ratio of debt to total assets for filiin periodt

Bo,B1, B2- Model coefficients

E — Error term.

FOWN;, - percentage of share holdings owned by non-residefirm i in periodt

DOWN;— percentage of share holdings owned by residedirfo i in periodt

7. Empirical Results

7.1. Descriptive Statistics

Descriptive statistics provide information on theykvariables used in this study. Table 3 provithesresults of
share holdings distributed among different portfaizes such as 1 to 1000 shares, 1001 to 1000€ssH#001
to 100000 shares, 100001 to 1000000 shares and 608000 shares.

Table 3: Distribution of ShareHoldings & Share Holders

No Portfolio Size Mean Value of Share Holdings Méamber of Share Holders
1 1-1000 shares .038488 3677

2 1001 -10000 shares .054489 1394

3 10001 - 100000 shares .067510 302

4 100001 -1000000 shares 133116 45

5 Over 1000000 shares .705045 8

According to the table, on average, port folio size 1000 shares consists of 3.8 % of share hgddivith mean
number of 3677 holders. The largest port folio gatg shows that eight share holders own over 10TD,
shares. It can be clearly observed from the tdided few number of share holders have a largeedi@dings
(70% share holdings on manufacturing companies)kreds majority of share holders own a very small
proportion from the share holdings (3.8% & and 54%

Table 4 describes statistics of foreign ownerstinestic ownership, and capital structure for thmge of
eleven manufacturing companies.

Table 4: Statistics of Dependent and Independent Variables

Variables Minimum Maximum Mean Std. Deviation
Foreign .0015 6838 252296 2640745
Ownership

Domestic 3162 .9985 .687098 2775806
Ownership

Leverage Ratio .0694 7733 .399981 .2060844

According to the table, the mean values of foredgm domestic ownerships are 0.2522 and 0.6870.eThes
averages explain that 25 % and 68 % of share hgddame owned by non-resident and resident of Stkaa
respectively. From this, it is understood that mjmf investment made on manufacturing compaaiesfrom
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individuals and institutions based in Sri LankaeTean leverage ratio is 0.3999 with standard tlewiaf
0.2060. This means that capital of manufacturingganies in Sri Lanka consisted on average of det3%099

%. In other words, more than 39 per cent of manufag companies in Sri Lanka are financed by debt.

7.2. Correlation Analysis

Correlation analysis was computed to find out tlegrde of relationship between two independent and
dependent variables. The results are given in fable

Table5: Correlation Matrix

Variables Foreign Domestic
Ownership Ownershif
Leverag_e Ratio 569 -544
(correlation)
Leverage Ratio 068 .084

(sig. 2-tailed)

The results indicate a strong positive relationshgtween foreign ownership and leverage (r =.569)s
supports to the hypothesis ;jHhat foreign ownership positively associates wa#tpital structure. However,
estimated coefficient of foreign ownership is stidally insignificant (P > 0.05). In contrast, érage is
negatively correlated with domestic ownership @544). But, the relationship is not statisticaignificant (P
> .084), rejecting the hypothesisjHhat domestic ownership positively associate$ wétpital structure.

7.3. Multiple Regression Analysis

The multiple regression analysis was carried oubrigler to investigate the simultaneous impacts llotha
independent variables on the dependent variable.r&sults of foreign and domestic ownerships atjamgital
structure are given below.

Table 6: Regression Model Results

Model R R Square Adjusted R Std. Error of the Estimate F Sig.
Square
1 .60G .360 .200 .1843287 2.250 .T68
a. Predictors: (Constant), DOWN, FOWN b. Dependent Variable: LR

Table 6 clearly exhibits that f-value and R squarenderstand overall significance of the regressimdel. R
square value of .360, which is in the model, dendteat 36% of observed variability in leverage dan
explained by the differences in the independentabtes such as foreign and domestic ownershipss Thi
supports to the hypothesis {Hthat foreign and domestic ownerships have an énpa capital structure.
However, the model is statistically insignificarl® & 0.05). The unexplained proportion of the véaoratis
around 64 %.

The beta coefficients, standard error, and t sizisf foreign and domestic ownerships are shawsalble 7.

Table 7: Coefficients

Unstandardized Coefficients Standardized

Variables Coefficients t Sig.
B Std. Error Beta

(Constant) .468 .280 - 1.672 133

FOWN .288 321 .369 .898 .395

DOWN -.205 .305 -276 -.670 522

a. Dependent Variable: LR

From the above table, t values of the independaniables are insignificant. From the regressiorffaents of

the independent variables, an ordinary least sgU&ES) equation can be constructed as

Leverage = 0.468 + (0.288) (FOWN) + (- 0.205) (DOWHNhis equation explains the relationship between
leverage and independent variables. If FOWN and DO&ke equal to zero, leverage is equal to 0.46&hdf
independent variables are increased by 1, levesdlybe increased by 0.083, which is around 0.33&nce, it
can be explained that foreign ownership influenaaron the leverage of manufacturing companiesdisin
the CSE.

Three hypotheses have been formulated in this sindytable given below provides the summary of piecee

or rejection of them.
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Table 8: Testing of Hypotheses

Hypothesis Tools used to test Results tatisical Significant
H; Correlation Accepted Not significant (p > 0.05)
(r =.569)
H> Correlation Rejected Not significant (p > 0.05)
(r=-.544)
Hs Regression Accepted Not significant  (p > 0.05)
(R=.360)

8. Conclusion

The research specifically analyzes how ownershi dffected on capital structure of selected marnurfang
companies listed on Colombo Stock Exchange durhey geriod 2009 -2011. The study employed mean
analysis, correlation analysis and multiple regogssnodels to find the conclusion. Based on theepalata
methodology, empirical results show that a few nendf share holders have a larger share holdin@f% (§hare
holdings on manufacturing companies), whereas ntajof share holders own a very small proporticonirthe
share holdings (3.8% & and 5.4%). Further, majooitynvestment made on manufacturing companiesrarn
individuals and institutions based in Sri Lanka.

Correlation analysis indicates a strong positidatienship (r =.569) between foreign ownership #krage.
But, this association is insignificant. This findiis consistent with Hussain and Nivorozhkin (199@dlicating
foreign shareholding can impose a positive inflgena debt borrowing. On the other hand, finding#\afob
(2011), Kocenda and Svejnar, (2002) andef_al. (2009) are not in line with the finding of thesearcher.
Moreover, A negative relationship exists betweemestic ownership and leverage ratio (r = -.544)wkleer,
relationship between them is not statistically gigant (P > .084).

Although ownership structure such as foreign anaekiic has an impact on leverage decisions atatieeof 36
%, the model is insignificant (P > 0.05). This fimgl is corroborated with the empirical conclusiatablished
by Huang and Song (2002), explaining that ownershipcture does not have any significant impacfion's
capital structure. By using ordinary least squé@isS) equation, it was found that leverage ratréases when
foreign ownership is added into the equation assgmliomestic ownership is zero. In contrast, levenagio
decreases as domestic ownership increases withs@mmation of zero foreign ownership. Overall, fgrei
ownership influence more on the leverage decisfadhemanufacturing companies listed on the CSEil&\the
study is limited to the sample of manufacturing pames quoted on the CSE, the findings from thigeaech
could be generalized to the companies similar idategory.
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