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Abstract - Corporate governance and financing decision plays a big role in the maximization of share holders’ wealth and 
good corporate governance is important in increasing the market value of the firm. This study investigates the relationship 
between corporate governance and financing decision of listed Beverage ,Food and Tobacco companies in Sri Lanka. Data 
are obtained from the annual reports of the selected companies for the period 2011 -2015 financial years. Pooled and fixed 
effect regression results indicate that firm size and block share holders are positively associated with financing decision . 
Board composition, female director , and frequency of board meeting have negative impact on financing decision of the 
companies. CEO duality has no impact on financing decision of the listed Beverage , Food and Tobacco companies in Sri 
Lanka.  
 
Keywords - Corporate governance, Financing decision, Sri Lanka.  
 
I. BACKGROUND OF THE STUDY 
 
Corporate Governance and Capital Structure play a 
big role in the maximization of shareholders’ wealth 
and good corporate governance is important in 
increasing the market value of a firm while higher 
financial leverage decreases a firm value by 
increasing bankruptcy risk (Sheifer and Vishny, 
1997). Sound Corporate Governance mechanisms 
help assure investors that they will get their capital 
back and receive an adequate return on their 
investment. Firms with good Corporate Governance 
provide transparent disclosures and are investor 
friendly therefore are able to access capital markets 
on better terms. A well-developed financial system 
provides a market for corporate control while a strong 
legal system protects investors’ contractual rights by 
minimizing the risk of loss from managerial 
opportunism. Corporate Governance is defined as the 
system by which business corporations are directed 
and controlled (Cadbury, 1992), and it encompasses 
rules as well as the framework of relationships and 
processes designed to ensure that directors act in the 
interest of the company. An optimal capital structure 
is the debt/equity ratio for the firm that minimizes the 
cost of financing and reduces the chances of 
bankruptcy. There has been a great deal of empirical 
work providing evidence that corporate governance, 
corporate financial decisions and firm performance 
are affected by the presence of agency conflicts 
between managers and shareholders. Corporate 
Governance activities enhance the efficiency and 
effectiveness of organizations with the help of proper 
supervision and control; thereby playing a very 
important role in aligning the interest of shareholders 
and management to reduce agency conflicts (Shleifer 
and Vishny, 1997). With sound governance structure, 
it is much easier for organizations to obtain loans 

from investors as a functional corporate structure 
protects the interest of shareholders, increases 
transparency and reduces the agency conflicts. Firms 
with poor governance practices face more agency 
problems as managers of those firm’s can easily 
obtain private benefits due to poor corporate 
governance structure. According to the free cash flow 
theory, Capital structure  acts as strong mechanism to 
reduce the agency problem hence reducing the 
agency costs of free cash flow and if the interests of 
managers are not aligned due to the absence of strong 
Corporate Governance, they tend to prefer lower than 
optimal leverage, hold large amounts of cash and 
hence exhibit significant underperformance. 
However, despite the substantial evidence on the 
influence of Corporate Governance on firm 
performance prior research has focused mainly in 
developed countries where the capital markets are 
well developed. Few studies examined impact of 
corporate governance on financing decision in 
emerging markets like Sri Lanka.  However most of 
the research work carried out in developed countries 
and very little is known about the impact of corporate 
governance on financial decision in developing 
economies like Sri Lanka.  Thus this study intends to 
fill this research gap. 
 
1.1 RESEARCH PROBLEM: 
The impact of corporate governance mechanism on 
firm performance has been a subject of great 
empirical investigations in finance. Most empirical 
research has focused on the impact of corporate 
governance on performance. Furthermore, finance 
decisions are associated with the agency costs and 
corporate governance mechanisms. Empirical studies 
between Corporate governance  and capitals structure 
appear to be varied and inconclusive. According to 
Lipton and Lorsch and Lipton (1992), there is a 
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significant relationship between capital structure and 
board size. Berger and Lubrano (2006) found that 
firms with larger board membership have low 
leverage or debt ratio. Berger et al (1997) argues that 
firms with higher leverage rather have relatively more 
outside directors, while firms with low percentage of 
outside directors experience lower leverage. Several 
researches have expressed their findings as to how 
corporate governance had an impact on corporate 
performance, and capital structure. However such 
researches are very rarely carried out in Sri Lanka. In 
the present study, the impact of corporate governance 
on financing decision of the Beverage, Food and 
Tobacco companies   in CSE  has been investigated . 
Therefore the research problem could be stated as 
follows.”To what extent the corporate governance 
mechanisms have significant impact on  financing 
decision of  Beverage ,Food and Tobacco companies 
listed in Colombo Stock Exchange in Sri Lanka.” 
 
1.2 OBJECTIVES OF THIS STUDY  
 
 To find out the impact  of corporate governance 

mechanism on financing decision of listed 
Beverage food and Tobacco companies in  the 
Colombo stock Exchange.(CSE). 

 
1.3 SIGNIFICANCE OF THE STUDY 
Nowadays the significance of corporate governance is 
well recognized both nationally and internationally.. 
The importance of this study stems from the 
following points:  
 The investors are able to know the corporate 

governance mechanism adopted by the listed 
Beverage food and Tobacco companies in  the 
Colombo stock Exchange.(CSE). 

 This study provides evidence of whether or not 
the corporate governance affects on the financing 
decision of   the listed Beverage food and 
Tobacco companies in  the Colombo stock 
Exchange.(CSE). 

 
1.4 DATA COLLECTION AND SAMPLING 
The Colombo Stock Exchange (CSE) has 296 
companies representing 20 business sectors as at 04th 
April 2017, with a Market Capitalization of Rs. 
2,703.8 Bn. Beverage ,Food and Tobacco companies 
were chosen because it is one of the largest sectorial 
contributors on the exchange  representative of 16% 
of the total market capitalization..There  are  23 
companies listed in this  sector. Out of 23 , 20 
companies were taken based on the availability of the 
annual reports. The research is based on secondary 
data. Corporate governance and reporting information 
were collected from annual reports from CSE official 
website. For the purpose of this study data were 
collected during the period from 2011 to  2015. Data 
analysis is done with the help of software packages 
Eview 08 .  
 

1.5 EMPIRICAL REVIEW ON CORPORATE 
GOVERNANCE, CAPITAL STRUCTURE  AND 
CORPORATE PROFITABILITY 
  Thrikawala et al  (2016)  derived that female 

chair, larger boards, client representation on 
board and internal audit function improved the 
financial function of micro finance institution 

 Kumuthini (2011) undertook a research in Sri 
Lanka on the topic related to corporate 
governance and firm performance of listed 
companies in Sri Lanka and submitted her 
research work to the University of Victoria, 
Malbourne. In the course of her research, she 
made a comparative as well as an analytic study 
of the changes that occurred code of ethics of 
corporate governance between the year2003 and 
2007. 

 Senaratne  (2007).   undertook a study on the 
Topic of Corporate governance reforms in Sri 
Lanka. In this context, the objective of this study 
was to examine how corporate governance 
reforms had taken place in Sri Lanka, their 
salient characteristics and their implications on 
the corporate sector. This study had been carried 
out as an exploratory study of corporate 
governance reforms introduced from 1997 to 
2008, the period in which the main reforms had 
taken place in the country.  

 Senevadadne and Gunaradne(2007)  analyzed 
corporate governance development in Sri Lanka 
regarding prospects and problems. 

 Velnampy (2013) investigated about Corporate 
Governance and Firm Performance: A Study of 
Sri Lankan Manufacturing Companies. . He 
found that determinants of corporate governance 
were not correlated to the performance measures 
of the organization. Regression model showed 
that corporate governance has no effect on 
companies’ ROE and ROA 

 Pathirawasam and Wickremasinghe (2012) 
derived that the ownership concentration did not 
have a statistically significant relationship with 
the ROA.  

 Pradeep et al(2014) (2012) found that a positive 
association  between board independence and 
firm performance. 

 Guo and Kumara (2012) found evidence that 
board size , proportion of non executive directors 
in the board shows a marginal negative 
relationship with firm values. Further firm size 
and director share holding had a significant 
impact on firm performance of listed firms in Sri 
Lanka. 

 Azeez (2015)  found that board size was 
negatively associated with firm performance of 
the listed companies in Sri Lanka. 

 Adekunle (2009) used debt ratio to proxy capital 
structure while return on asset and return on 
equity were used as measures of firms’ 
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performance. The study used the Ordinary Least 
Squares method of estimation. The result of the 
study indicated that debt ratio had a significant 
negative impact on the firm’s financial measures 
of performance. The study, however, did not 
consider other financing decisions in the 
analysis, including the mediating effect of 
internal cash flow available. 

 Okiro et.al(2015) analyzed the effect of corporate 
governance and capital structure on performance 
of firms listed at the east African community 
securities exchange. The findings revealed that 
the there was a significant positive relationship 
between corporate governance and firm 
performance. The study also confirmed that there 
is a positive significant intervening effect of 
capital structure (leverage) on the relationship 
between corporate governance and firm 
performance. 

 Jaradat (2015) investigated about corporate 
governance practices and capital structure: a 
study with special reference to board size, board 
gender, outside director and CEO duality. The 
result approved that board size, board diversity 
and outside director are positively related to the 
leverage. While, CEO duality had no significant 
relationship with leverage. The control variable 
like: Managerial ownership, Profitability and 
return on Assets were negatively and 
significantly related to leverage, while, firm size 
was positively related to the leverage. 

 Abdul (2012) conducted a similar study to 
determine the relationship between capital 
structure decisions and the performance of firms 
in Pakistan. The study concluded that financial 

leverage had a significant negative relationship 
with firm performance as measured by ROA, 
GM, and Tobin’s Q. The relationship between 
financial leverage and firm performance as 
measured by the return on equity (ROE) was 
negative but not statistically significant.  

 In another study, Javed and Akhtar (2012) 
explored the relationship between capital 
structure and financial performance. They 
concluded that there is a positive relationship 
between financial leverage, financial 
performance, and growth and size of the 
companies. 

 Kaumbuthu (2011) carried out a study to 
determine the relationship between capital 
structure and return on equity for industrial and 
allied sectors in the Nairobi Securities Exchange 
during the period 2004 to 2008. Capital structure 
was proxied by debt equity ratio while 
performance focused on return on equity. The 
study applied regression analysis and found a 
negative relationship between debt equity ratio 
and ROE. 

 Ebaid (2009) carried out a study to investigate 
the impact of choice of capital structure on the 
performance of firms in Egypt. Performance was 
measured using ROE, ROA, and gross profit 
margin. Capital structure was measured by short-
term debt to asset ratio, long-term debt to asset 
ratio, and total debt to total assets. Multiple 
regression analysis was applied to estimate the 
relationship between the leverage level and 
performance. The study concluded that capital 
structure had little to no impact on a firm’s 
performance.  

 
1.6 THE CONCEPTUAL FRAME WORK 

 
Source: Developed by Researcher 

 
In the above model corporate governance mechanism 
variables are considered to be independent variable 
and financing decision is considered to be dependent 
variable  
 
1.7  DEFINITION OF VARIABLES 
Dependent Variable (Financing decision) 
The financing decision is a crucial decision made by 
the financial manager relating to the financing-mix of 
an organization. It is concerned with the borrowing 
and allocation of funds required for the investment 

decisions. Debt to Equity ratio was taken to represent 
the financing decision. 
(Debt to Equity Ratio): It indicates what proportion 
of equity and debt which  the company is using to 
finance its assets. 
Independent Variables (Corporate Governance 
mechanisms)  : 
A corporate governance structure is often a 
combination of various mechanisms. Those are Board 
size, Board composition, CEO duality, No of female 
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members and Frequency  of board meeting. Block 
share holders and are taken into account in this study.   
Board size (BS) :The Total number of directors on 
the board. 
Board composition (BC):Board composition 
normally concerns issues related to board 
independence (including independence of board 
committees) of board members. 
CEO duality( CEO)  indicates whether the 
company’s CEO is also chairman of the board, 
Dummy variable equal to 0  if the two variables are 
separate. 
Board meeting(BM): Total number of board meeting 
held in the past year.  
Female of board (FD) :Number of female executives 
on board. 
Block share holders(BSH):  Percentage of shares 
held by the majority share holders. 
Control variables 
Firm size (FS) The natural log of the total Assets 
 
1.8 HYPOTHESIS OF THE STUDY: 
Based on theory, previous studies and the research 
model outlined, this study has formulated the 
following hypotheses to examine the relationship 
among the variables.  
H1. Corporate governance mechanisms significantly 
impact on financing decision as Measured by Debt to 
Equity ratio 
For the analysis purpose this hypotheses subdivided  
as follows. 
H1aBoard size significantly impact on financing 
decision as measured by debt to equity ratio 
H1b.Board composition  significantly impact on 
financing decision as measured by debt to equity ratio 
H1c.CEO duality significantly impact on financing 
decision as measured by debt to equity ratio 

H1d.Female directors on the board  significantly 
impact on financing decision as measured by debt to 
equity ratio 
H1e.Board meeting   significantly impact on financing 
decision as measured by debt to equity ratio 
H1f.Block share holders   significantly impact on 
financing decision as Measured by debt to equity 
ratio 
 
1.09  REGRESSION MODELS USED IN THIS 
STUDY  
To investigate the impact of corporate governance on 
financing decision, the model used for the 
regressions analysis is expressed in the general form 
as given in equation 1  . 
DE =     f (, BS,,BC, CEO, FD,  BM ,BSH , FS  )       
Equation 1 
DE= β0+ β1BS+ β2BC+ β3CEO+ β4FD+ β5BM+ 
β6BSH+ β7FS+ε 
Where  
DE-Debt to Equity  
BS-Board size 
BC-Board composition 
CEO-CEO duality 
BM- Board meeting 
BSH- Bloch share holding  
Ε- error term 
 
1.10 RESULTS  OF THIS STUDY  
DESCRIPTIVE STATISTICS  
Preliminary analysis of the data was carried out for 
the years 2011 and 2015. Descriptive statistics are 
also useful to make general observations about the 
data collected. They report on the trends and patterns 
of data and provide the basis for comparisons 
between variables. General description of these 
variables appears on the Table 01 below.  

 

 
Table 01 

Sample consist of 20 companies listed Beverage 
,Food and Tobacco companies . Table 01 provides 

the descriptive statistics for the variables used in this 
study. In particulars, board composition ratio ranges 
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from a minimum of  0.1250000  to a maximum of 
0.875 (mean value 0.295772) . Board meeting has a 
mean value of 4.55 with range between 3 to 12. In 
particular board size has a minimum 8 members to a 
maximumof16 , with a mean value of 8.05 (sd 
1.945599) . CEO duality has mean value of .33 with 
rage of 0 th 1.(sd is  0.472582). Range of the debt to 
equity lies between  0.1250000 and 1.262737.  
Maximum number of female directors is 3 and 
minimum is 0.(SD is 0.693112). size of the firm is 
measured by log value of Total Assets. Firm size 

ranges from  18.61928 to 24.89809.( sd and mean 
values respectively21.84377). Block share holders 
has a mean value of  0.722368 with range between 
.0005 to .96.  
 
II. MULTICOLONEARITY TEST  
 
Multico linearity can be measured using Variance 
Inflation Factor or Tolerance test. In this study, VIF 
was used . 

 

 
Table 03 

 
Multicollinearity test was carried out to check the 
correlation between two or more independent 
variables. A high correlation between two or more 
variables produces the problem biased estimators. 
(Demsetz, and . Villalonga).. According to the Table 
2 VIF values are below 10 and  when VIF values are 
less than 10 then there is no multi- co linearity 
problem . 
 

III. REGRESSION SUMMARYMODEL I 
 
Table 4 demonstrates the findings of the regression 
analysis. Model 1 expresses  the effect of independent 
variable (Board size , Board composition, CEO, 
Block share holders , board meeting , percentage of 
female director and number of auditors) on financing 
decision (debt to equity ratio) .  

 
Table 05 
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According to the regression summary ,Board size and 
Block share holders have positive impact on 
financing decision .Board size significant at 1%  
which indicates large board increase the debt to 
equity ratio. Hence larger board has fewer agency 
cost. The one possible explanation for this is Sri 
Lanka’s environmental uncertainty, which leads to 
large boards , and apparently large boards have expert 
managers and more diversified human capital. This 
lead to fewer agency cost by reducing conflict 
between managers and shareholders. This will 
increase the utilization of source of equity of firm 
financing. Block shareholders significant at 10 % 
level. percentage of  block share holders increase the 
usage of equity capital of firm’s financing. 
Board composition ,number of female directors on 
the board , frequency of board meetings , and firm 
size have negative co efficient values and significant 
at 1% level .The above mentioned variables  have 
negative impact on the debt to equity ratio. 

Durbin Watson stat value of 0.694708 indicates high 
chances of auto correlation in the model. It reflects 
that the Model was not a good fit to the data 
.(Gujarati 2011) . To remove this problem , a more 
advance regression method panel estimation 
technique was applied. 
 
IV. HAUSMAN TEST 
 
Before conducting regression analysis , researcher 
must understand that whether research model is fixed 
effect model or random effect model. Hausman test is 
use to evaluate this fact.  
According to the Hausman test, probability value 
(0.331)that is greater than 0.05  indicates that the 
fixed effect model is more appropriate. Fixed effect 
regression was carried out and Table 03 presents the 
summary of fixed effect regression. 

 
According to the fixed effect regression summary , 
the coefficient value of board size is 0.038618 and p 
value is 0.0005 .P value is less than 0.05 . H1a is 
supported with this regression results. According to 
prior literature large board provide a firm with greater 
expertise managers and accessibility to scarce 
resources. (Jaradat .2015). 
 Co efficient value of the Block share holder is 
0.103348 and p value is 0.0993. This value is 
significant at 10% significant level. . H1f is supported 

with this regression results.  This findings is 
consistent with Abdul (2012) . He stated that Block 
share holders have a greater incentive to monitor 
management of companies and that has a positive 
effect on company source o financing. 
The coefficient values of board composition, board 
meeting , female direct and firm size have the 
negative value respectively -0.242711,-0.104055,-
0.022700 and -0.101905. All p values are significant 
at 1% level. H1b ,H1d, H1e are  supported with these 
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regression results. Board composition of board 
composition has negative impact on financing 
decision. This findings consistent with Azeez.(2015). 
 
DISCUSSION AND CONCLUSION 
 
This study has examined the impact of corporate 
governance on financing decision of listed Beverage, 
Food and Tobacco companies in Sri Lanka. Board 
size, Board composition ,CEO duality , number of 
female directors, frequency of board meeting and 
block share holging  are used to measures of 
corporate governance mechanism and debt to equity 
ratios is used to measure the financing decision. The 
hypotheses were tested using pooled and fixed effect 
regression . As the primary measure of financing 
decision was debt to equity ratio and the results were 
most significant using this variable as dependent 
variable. Five out of six sub hypotheses were 
accepted , concluding that board size and block share 
holders are positively related with financing decision 
whereas board composition, female director and 
frequency of board meeting have negative impact on 
financing decision of listed food , beverage and 
Tobacco companies in Sri Lanka. One sub 
hypothesis(H1C) is not supported that stated     CEO 
duality has significant impact on financing decision. 
The board of directors have an important role in 
mitigating the conflict of interest rising firm agency 
problem.(Jenson and Meckling 1976).This findings 
consistent with Azeez.(2015).  
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