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Abstract

This research is based on pecking order theory, which is one of the major
capital structure determinant theory, driven by the information asymmetry.
The purpose of this research is to investigate whether the pecking order
theory provides an accurate description of companies financing choices in the
context. Further, to examine whether informational asymmetry plays an im-
portant role in determining the financing hierarchy, and whether the finan-
cial deficit variable plays a key role determining the capital structure, the
analysis has been conducted by utilizing a unique dataset from the Sri Lankan
listed companies within multiple industrial sectors from 2011 to 2017. Em-
pirical analysis has been done based on Panel data analysis model with re-
gression tools suggested. The findings suggest that company’s follow original
pecking order hypothesis where companies’ preference towards debt is higher
than equity in determining their capital structure. Moreover, financing choices
are contingent on informational asymmetry. Moreover, the financial deficit
variable has a significant impact compared to four more conventional capital
structure determinants.

Keywords

Informational Asymmetry, Pecking Order Hypothesis, Capital Structure, Sri
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1. Introduction

Design of capital structure is one of the most important decisions confronting a
company in corporate finance. Over the years, many theories of capital structure
emerged directing towards achieving one of the main objectives of company’s

management, which is to maximize the company value. Pecking order theory is
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one of the mainstream approaches among the most influential theories of capital
structure. The questions of how companies finance their operations and how
they mix their sources of financing have loomed large since Modigliani and Mil-
ler (1958, 1963) published the celebrity paper on capital structure irrelevancy.
According to Harris and Raviv (1991), many economists have contributed for
developing capital structure theories based on agency costs, asymmetric infor-
mation, product/input market interactions and corporate control considerations,
following the path that has been mapped by Modigliani and Miller. Pecking or-
der theory was first proposed by Donaldson (1961), which was thereupon de-
veloped by Myers and Majluf (1984) by adding theoretical framework. Accord-
ing to Myers (1984) and Myers and Majluf (1984), the key driving factor of the
Pecking order theory is information asymmetry. Heterogeneity of the distribu-
tion of information between insiders (managers) of the company and the outside
investors creates information asymmetry, which steers to adverse decisions
whereas it leads to a certain order of choices between sources of finance.

Diverging from the original pecking order theory assumption, several authors
including Frank and Goyal (2003), Fama and French (2005) have formed con-
trary arguments. They argue that there is no significant pecking order in choos-
ing external financing, and equity is not the last choice in financing, since equity
is viewed as significantly better option than private debt. In addition, Frank and
Goyal (2003) have raised concerns about information asymmetry as the driving
force of pecking order theory whereby companies rely on retained profit, equity
and then debt as the last choice for funding. Booth et al. (2001) state that there
could be persistent differences across countries, indicating that specific country
factors are at work. Therefore, applicability of such theories can be inconsistent.
Sri Lanka is a developing country with a less developed capital market compared
to developed countries (World Bank collection of development indicators). This
research tries to add to the understanding of what drives the Sri Lankan compa-
ny’s capital structure which contributes to both literature and practitioners.

The article is organized into eight (8) sections. Section one for general back-
ground or overview of the study. Section two discusses the research problem,
questions objectives and significance. Section three reviews literature while sec-
tion four discusses on theoretical framework. Next section five is about empirical
methodology i.e. techniques of data analysis. Section six including data, sample
and descriptive statistics. Section seven is about findings and discussion. Final

section allocated for conclusions.

2. Research Problem

Following the foundation laid by the Myers and Maljuf (1984) on the theory of
pecking order under light of information asymmetry, several scholars have ad-
vocated the theory along with empirically proven results (Shyam-Sunder &
Myers, 1999; Myers, 2001; Lemmon & Zender, 2010; Bhamaa et al., 2015). Ac-

cording to them, cost of financing will increase due to the magnitude of infor-

DOI: 10.4236/jfrm.2019.84014

201 Journal of Financial Risk Management


https://doi.org/10.4236/jfrm.2019.84014

D. L. P. M. Rathnasingha, C. P. Heiyanthuduwa

mation asymmetry, which remains root cause for the companies to prioritize
their financing sources in order of internal funds, debt and new equity as last
resort. Contrary to the original theory, Jung et al. (1996); Chen (2004); Wang
and Lin, (2010) are some of the scholars who advocate revised pecking order
theory and empirically proven the existence of the revised theory of pecking or-
der. The revised theory follows the order of financing from retained earnings,
equity and debt at last resort (Jung et al., 1996; Chen, 2004; Wang & Lin, 2010).
Frank and Goyal (2003) and Chen et al. (2013) show that movements in the fi-
nancing deficit are closely tracked by equity rather than debt. In this context, it is
worthwhile to test the pecking order theory and the explanatory power of it re-

garding capital structure in Sri Lankan companies.

2.1. Research Questions

Following research questions derived in relation to the above research problem.

1) Whether the original or revised External Pecking Order Theory is the best
descriptor for the capital structure of Sri Lankan companies.

2) Whether informational asymmetry plays a leading role in the hierarchy of
financing in Sri Lankan companies.

3) Whether the financial deficit plays a key role in defining the capital struc-

ture of Sri Lankan companies.

2.2. Research Objectives

To bring fresh insights, following were research objectives.

1) To investigate the original versus revised External Pecking Order Hypothe-
sis.

2) To investigate the original external pecking order Hypothesis under asym-
metric information conditions.

3) To verify the explanatory power of the financial deficit variable in leverage

of the companies in Sri Lanka.

2.3. Significance of the Research

The research suggests an approach as examining the revised pecking order
theory based on the methodology established for the original pecking order
theory as used in Shyam-Sunder and Myers, (1999); Chirinko and Singha (2000);
Lemmon and Zender (2010). Further, it dispels the doubt on the robustness of
the original pecking order hypothesis and informational asymmetry in deter-
mining the financing mix in Sri Lankan companies.

The research is carried out focusing on a selected sample based on 70 publicly
listed companies from 2011 to 2017. Evaluation could have used a larger, com-
prehensive, and detailed database for more accurate conclusion. Using only
quantitative methodology comprise of panel data analysis. It could be further
improved by accompanying qualitative approaches together with some different

methodology as well. Firm specific effects are controlled due to unobservable
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nature of the firm specific effects. However, the outcomes might sometimes have
an effect on the firm specific factors. It can be further improved by considering

firm specific effects.

3. Literature Review

3.1. Capital Structure Theories

Capital structure is the relative proportions of equity and debt capital used to
meet the financing needs of a company and said to be high levered or low le-
vered based on the level of the debt and equity composition. Decision of capital
structure is said to be one of the most important decisions confronting a com-
pany in corporate finance (Schoubben & van Hulle, 2004). Modigliani and Mil-
ler (1958) with a pioneering study laid the foundation for the modern theories of
capital structure. Each of these approaches (low levered or high levered) consists
of its own advantages and disadvantages simultaneously. Regardless of the debt
equity mix that companies use to finance their operations, value of the compa-
nies is determined based on the company’s earning power and by the risk of its
underlying assets. This theory is known as capital structure irrelevance theory.
However, the basic assumptions of this proposition, which is based on perfect
capital markets with no market deficiencies and taxes, which will not be the
real-world scenario always. Myers (1984) has pushed research focus on some
new directions on capital structure puzzle by contrasting two ways of thinking
about capital structure. One approach is the static trade-off framework which
company sets a target debt-to-value ratio and gradually moves towards it. By
conducting a rigorous review and synthesis of some of the earlier theoretical and
empirical literature, Harris and Raviv (1991) have compiled theoretical ap-
proaches to capital structure determinants and they identified major four cate-
gories of determinants of capital structure as below.

1) Ameliorate conflicts of interest among various groups with claims to the
company’s resources, including managers (the agency approach).

2) Convey private information to capital markets or mitigate adverse selection
effects (the asymmetric information approach).

3) Influence the nature of products or competition in the product/input mar-
ket, or.

4) Affect the outcome of corporate control contests.

Among these four major approaches, this research mainly focuses on the as-
pect of information asymmetry approach. According to Harris and Raviv (1991),
this approach assumes company’s managers or insiders are assumed to possess
private information about the characteristics of the company’s return stream or
investment opportunities. Following the information asymmetry approach,
Myers and Maljuf (1984) argue that the capital structure is designed to mitigate
inefficiencies in the company’s investment decisions that are caused by the in-
formation asymmetry where managers of the company know more about the

company and its investment opportunities than the investors do. Further, it as-
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sumes that managers who have the control over the company always act in the
interest of the existing shareholders and do not issue shares, which is underva-
lued because issuing shares at a lower price will transfer value from existing
shareholders to new investors and will give bad news to investors that the reason
to issue shares is assets-in-place are overvalued. Lemmon and Zender (2010)
note that small, high-growth firms can reasonably expect to have large informa-
tion asymmetries with assets in place than the large, mature firms where Myers
(2001) state that the price drops is higher when the information asymmetry is

large.

3.1.1. Trade-Off Theory

The modern corporate finance literature focuses on pecking order and trade-off
as two competing models in explaining financial decisions of companies regard-
ing capital structure. Trade-off theory states that the company should consider
trade-off between the tax shield benefit and the financial distress cost when de-
termining the level of debt and equity of the company to maximize companies’
value. Shyam-Sunder and Myers (1994) state that the pecking order hypothesis
could be rejected if actual financing follows the static trade-off story and has
tested static trade-off against pecking order models of capital structure. Further,
the literature comprises of recent empirical researches on the two competing
models among countries. ZéliaSerrasqueiro and Ana Caetano (2015) have tested
trade-off theory versus pecking order theory in a peripheral region of Portugal
where Zhang and Kanazaki (2007) has tested static trade-off against pecking or-
der models of capital structure in Japanese companies. Shyam-Sunder and
Myers (1994) state that according to trade-off theory, variation of the debt ratio
is explained by deviations of the existing ratio of debt from the target ratio of
debt. Contradictorily, pecking order explains that the variation of the debt ratio
is due to inadequate internal cash flows of the company to cover its investments
and dividend commitments. Therefore, in trade off theory, leverage ratio is dri-
ven by target capital ratio where in pecking order theory, leverage ratio is driven
by the financial deficit (Shyam-Sunder & Myers, 1994).

3.1.2. Market Timing Theory

A further argument for Pecking order Hypothesis comes from the market timing
theory which is based on equity market timing referring issuing shares at high
prices and repurchasing at low prices. Huang and Ritter (2009) argue that the
companies prefer external equity when the cost of equity is low, and prefer debt
otherwise where financing mix reflects the attempts to time the equity market.
Companies issue equity when they perceive the relative cost of equity as low, and
issue debt when they perceive the relative cost of equity as high. Hence, equity
finance will dominate whenever company has opportunity to sell overpriced eq-
uity (Baker & Wurgler, 2002). Further, Baker and Wurgler (2002) has found that
the low-leverage companies tend to be the companies that have raised funds

when their market to book values were high, and conversely high-leverage com-

DOI: 10.4236/jfrm.2019.84014

204 Journal of Financial Risk Management


https://doi.org/10.4236/jfrm.2019.84014

D. L. P. M. Rathnasingha, C. P. Heiyanthuduwa

panies tend to be those that have raised funds when their market to book values
were low. The incentive of this theory is to make use of temporary fluctuations
in the cost of equity relative to the cost of other financial sources. According to
Modigliani and Miller (1958), cost of financial sources does not vary exogenous.
However, for rational or irrational reasons cost of finance varies across compa-

nies and over time.

3.1.3. Pecking Order Theory

Donaldson (1961) has initially suggested the argument of pecking order theory
and Myers and Majluf (1984) have developed the theory by giving a theoretical
framework. Myers (1984) states that according to pecking order theory, a com-
pany favours internal finance (retained earnings) over external finance. This
leads companies to go for external financing, only if they are running out of in-
ternal funds on their investments. This hypothesis is driven by the inverse rela-
tionship of the profitability and the debt ratios. Companies with the higher prof-
its will finance their financial deficit by means of profits (retained earnings).
Booth et al. (2001) found that the more profitable companies tend to use less
debt. This result does not sit with the trade-off theory where it argues companies
that are more profitable could use debt to obtain high tax shield benefit. Frank
and Goyal (2003) states profitable companies should be highly levered to offset
corporate taxes where Rajan and Zingales (1995) have found strong negative rela-
tionships between debt ratios and past profitability. Sanchez-Vidal and MartinU-
gedo (2005) finds that most Spanish companies small to medium-size do follow
the pecking order of finance where coefficients of retained earnings are higher
than those of debt, and debt coefficients are in turn higher than equity issue
coefficients of financing. Further high-growth firms than the low growth com-
panies tend to follow pecking order of finance where the more leveraged com-
panies also closely follow pecking order of finance. Lemmon and Zender (2010)
show that the pecking order theory is a good descriptor of the financing
behaviour of the companies. Bhamaa et al. (2015) have focused on companies with
normal as well as large deficits and surpluses. Watson and Wilson (2002) support

the pecking order in SMEs where information asymmetry is at particular intense.

3.1.4. Information Asymmetry

Pecking order theory postulates that the hierarchy of financing would be internal
funds, debt and finally equity at last resort. Myers and Maljuf (1984) argue that
the underlying reason for the existence of this hierarchy is information asymme-
try. Myers (2001) shows when a company announces a share issue, it will good
news or bad news for investors based on the information that they possess. It
will be good news for investors if the share issue is for a growth opportunity with
positive net present value. It will be bad news for who believes the assets-in-place
are overvalued by investors and try to issue overvalued shares by the company.
Information asymmetry is reason to be equity is a less preferred because, when

equity is raised by the managers who have better knowledge about the company
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than investors do, the investors tend to believe that the company is overvalued
and the managers are trying to get the advantage of the fact. Therefore, it is ar-
gued that a fair price for the stock in the market cannot be set and as a result,

investors tend to decrease the value of the equity on their perspective.

3.1.5. Revised Pecking Order Theory
Contradictorily some other empirical evidences advocate that the revision of ex-
ternal pecking order hypothesis showing in the hierarchy of financing after in-
ternal funds, equity follows financial deficit closer than the debt. Chen (2004)
investigated the capital structure determinants of Chinese companies and men-
tion that capital choices decisions seem to follow a new pecking order where, af-
ter retained earnings immediately comes equity and then debt as last resort.
Delcoure (2007) argues that the empirical results follow a modified Pecking or-
der in the capital structure of companies in Central and East European coun-
tries. It further explains managers’ preference of equity over debt is because eq-
uity is not obligatory; it may appear to be free source of capital. Wang and Lin
(2010) suggest that there is an equilibrium whereby high-quality firms issue new
equity and low-quality firms issue debt in the market. Several studies shed fur-
ther light on potential for the revised External Pecking Order Theory. Jung et al.
(1996) report that companies typically prefer equity rather debt regardless of
whether they have valuable opportunities, since companies often depart from the
pecking order because of agency considerations. Above stated order of finances
are a clear-cut contradiction for original External pecking Order Theory. Fama
and French (2002) find that small and high-growth companies mostly issue equity.
Frank and Goyal (2003) argues that according to the pecking order theory,
financing behaviour is driven by cost of asymmetric information. Therefore, the
theory should perform best among firms that face particularly severe informa-
tion asymmetry problems. Small high-growth firms are often thought to be the
firms with large information asymmetries. Contrary to this hypothesis, small
high-growth firms do not behave according to the pecking order theory. How-
ever, the research shows pecking order theory works best in the large companies.
Fama and French (2005) state that the information asymmetry problem is not
the sole determinant of the capital structure arguing that without asymmetric
information, pecking order could have built only on transaction cost. It further
argues on equity being the last resort of finance emphasizing that equity retiring
is not rare and it rejects the External Pecking order Hypothesis. Chen et al.
(2013) have evaluated the applicability of Pecking order theory and market tim-
ing theory in Taiwan stock market and reported that the equity financing is
heavily used than debt financing when internal cash flow is not sufficient to
cover investment expenditure where net equity tracks the financing deficit much

more closely than net debt does.

3.2. Determinants of Capital Structure

Harris and Raviv (1991) have observed certain factors, which determine the debt

DOI: 10.4236/jfrm.2019.84014

206 Journal of Financial Risk Management


https://doi.org/10.4236/jfrm.2019.84014

D. L. P. M. Rathnasingha, C. P. Heiyanthuduwa

ratio of a company. It explains the effects of these determinants individually on
debt ratio where fixed assets, non-debt tax shields, investment opportunities,
and company size are positively correlated while volatility, advertising expendi-
ture, the probability of bankruptcy, profitability and uniqueness of the product is
assumed to have negative impact. Further, Rajan and Zingale (1995) have
mapped tangibility of assets, the market-to-book ratio, company size, and prof-
itability as the most influential capital structure determinants out of the deter-
minants above mentioned.

Different theories of capital structure, are laying a theoretical base on how
these factors might be correlated with leverage and the effects of it. In that case
including such variables potentially poses a tough test for the pecking order
theory. This theoretical reasoning is provided based on the underlying assump-
tions of each theory. Therefore, it can be contradictions in interpreting these de-

terminants of capital structure.

3.3. Developed Markets and Developing Market Hypothesis

Singh and Hamid (1992) have investigated on companies of emerging econo-
mies compared to the companies of developed economies and stated that, com-
panies in emerging economies rely more on equity rather than levered capital.
Further, it had emphasis that the major reason for constrained financing deci-
sions in developing capital markets are due to not having a wider range of finan-
cial instruments. Moreover, Wellalage and Locke (2014) state financing cost is a
major constraint on accessibility to external finance in emerging markets. How-
ever, the implications of these theories can be generally applied to emerging
markets as well. Booth et al. (2001) show that in general, debt ratios in develop-
ing countries seem to be affected in the same way and by the same types of va-
riables that are significant in developed countries. However, there are systematic
differences by country factors, such as GDP growth rates, inflation rates, and the
development of capital markets. Moreover, it states that variables and the theo-
ries that are used in explaining capital structure of USA and European countries
are relevant to developing countries despite the profound differences in institu-
tional factors across these developing countries. Knowing these factors, helps
predict the financial structure of a company better than knowing only its natio-
nality. Therefore, it can be stated that the capital structure theories could be

performed differently in emerging markets in contrast to the developed markets.

3.4. Sri Lankan Capital Market and Capital Structure

According to Colombage (2005), capital market in Sri Lanka has been function-
ing for more than a hundred years and comprehensive studies on the market
have grown only with the economic reforms of recent decades. Further, it shows
that the leverage in the corporate capital structure is relatively low in Sri Lanka
and the reasons for underutilization of long-term debt as, absence of an estab-

lished secondary market for debt instruments, lack of credit rating agencies,
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heavy reliance on banking sources and willingness of investors to pay premium
for equity shares regardless of the company fundamentals under promising stock
market with high earnings. Senerathne (1998) states that stock market condi-
tions and the prevailing and anticipated interest rates have significant influence
over Sri Lankan companies’ financing decisions. Only 10% of Sri Lankan corpo-
rate debt comprises of listed and unlisted debt and debt instruments, such as
Corporate Debentures, Commercial Papers and Promissory Notes whereas 90%
is in the form of bank debt and many large Sri Lankan companies do not depend
on the debt market (Samarakoon, 1999).

3.5. Pecking Order Theory in Sri Lankan Context

In Sri Lankan context, Senerathne (1998) has investigated the applicability of
pecking order theory and sectorial analysis where the results show that compa-
nies follow pecking order partially. However, it states that agency, financial dis-
tress cost and tax shield benefit of interest cost are highly concerned factors in
the context. Therefore, it confirms Sri Lankan companies partially follow
trade-off theory. Further, Colombage (2005) found that the overall leverage in
corporate capital structure of companies are low. However, it shows the trends
in financing in companies confirm the Pecking-Order Hypothesis largely than
predictions of Information Asymmetry and Static Trade-Off consideration. In
addition, it specially shows the negative relationship between profitability and
the leverage ratio. Ajanthan (2013) evident strong support to the pecking order
theory by hotels and restaurant companies based on the relevant determinant of
profitability variable in Sri Lanka and its demos that the profitable companies
would tend to have lower debt ratios, since the high use of retained earnings ra-
ther than debt which is in accordance with the internal hypothesis of the pecking
order theory concluding that the implication of pecking order theory is more re-
levant in Sri Lankan context. Wellalage and Locke (2014) also confirms that the
low usage of leverage in Sri Lanka. The review of literature gives a mixed over-
view of the theoretical and empirical aspects regarding External Pecking Order
Hypothesis. Therefore, this study is to revisit this debate; in particular, to inves-
tigate the original versus revised External Pecking Order Hypothesis, investigate
the original External pecking order Hypothesis under asymmetric information

conditions.

4. Theoretical Framework—Original and Revised Pecking
Order Hypothesis

Following the theoretical framework laid by Myers (1984), Myers and Majluf
(1984), Shyam-Sunder and Myers (1999) has empirically tested the theory based
on the pecking order’s prediction concerning the external financing sources to
fill the financing deficit of companies who originally have defined pecking order
concept as, issuance of corporate debt when there is an inadequacy of internal

cash flows for its real investment and dividend commitments without issuing
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equity. Based on the cash inadequacy with regards to real investment and divi-

dend commitment, they have derived financial deficit with

DEF, =[DIV, + X, + W, +R, - C,]

where DEF, —the Dividend payments, X, —the Capital expenditures, W, —the
net increase in working capital, R, —the current portion of long-term debt at
start of period, C,—operating cash flows. Watson and Wilson (2002) have
tested how companies finance their deficit in total assets growth. It has assumed
that total assets are comprised of total equity, debt and other equity. Therefore,
any changes in total assets are due to change in debt, total equity or other liabili-
ties like payables. Financial deficit is identified as the change in the total assets.
In order to finance the deficit as stated, the companies required to issue or retire
new equity, issue or retire new debt or adjust the other liabilities accordingly.
However, it is assumed that the other liabilities for each company are to be

randomly fluctuated.

5. Empirical Methodology
5.1. Original Pecking Order Hypothesis

To investigate this relationship between net debt issuance and the financial defi-
cit variable, following model which suggested by Shyam-Sunder and Myers
(1999) is used. Financial deficit is defined as the change in total assets minus
change in retained earnings, which was suggested by Fama and French (2005)
which has been adopted from the model suggested by Watson and Wilson
(2002).

NTD,, =B,+B,DEF, +e,, (1)

NTD;, isthe Net Debt retired throughout the period and across the companies.
It is the change in total debt among periods, B, is the equation constant and
B,, is the pecking order coefficient. This value represents the relationship be-
tween the financial deficit and the net debt issuance. DEF,, denotes the Finan-
cial deficit of the companies throughout the period.

According to Chirinko and Singha (2000) to capture the debt capacity con-
straints, the model suggested is as follows:

NTD,, =B, +B,,DEE,, + B,  DEE_, ¢ )

po,sq sq.i,t it "

5.2. Revised Pecking Order Hypothesis

In the above model, debt will be dominated in financing the deficit. However, in
this revised model it is assumed that the equity will dominate the financial defi-
cit over debt. Based on that we would expect to have a relation between net eq-
uity issuance and the financing deficit. So, to present such relationship,
following model will be used as same as the above model with replacing the net
debt issuance component by net equity issuance (Chen et al., 2013; Allini et al,,
2017).
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NTOi,t = Bo + BpUDEFi,Hei,t (3)

where NTO,, is the amount of equity retired (new equity), and also introduce
a squared term to capture any constraints on funding. As in the previous model,
the use of the squared deficit term to capture the funding constraints will be

used, as it is to capture the capacity constraint of equity.

NTO,, = B, + B,,DEF,, + B, DEF.

po,sq sq.i,tei,t (4)

5.3. Conventional Regression

To examine whether the financial deficit is a key driver of companies leverage, it
is suggested to regress the financial deficit variable, together with the most
common four conventional determinants of company’s capital structure, on the
debt ratio. These conventional variables are company’s size, tangibility, profita-
bility and market-to-book ratio (Rajan & Zingles, 1995; Frank & Goyal, 2003).
Thus, estimate the following model without deficit variable and with inclusion of

the financial deficit variable as follows:
DR,, =a, +BLS,, + B, TA,, + By PR, , + B,;;MTB,, +e¢,, (5)
DR,, =a,+BLS,, + B, TA,, + B,; PR, + Bz MTB, , + B, DEF, e, (6)

it

Debt Ratio (DR) is the total debt divided by total assets, which capture the
company’s leverage. Size (LS): of total assets as a proxy for company’s size. Tan-
gibility (TA): net property, plant and equipment to total assets to proxy the tan-
gibility of assets. Profitability (PR): earnings before tax to total assets to capture
companies’ profitability. Market-to-Book ratio (MTB): is measured by the mar-
ket value of assets (market capitalization) divided by book value of assets. These

proxies are consistent with the previous works (see, Rajan & Zingales, 1995)

5.4. Original External Packing Order Hypothesis under
Informational Asymmetry

To examine the original pecking order hypothesis in the context of the informa-
tional asymmetry, the whole sample is partitioned into two sub-groups based on
the company size (total value of company assets). Assignment of the sub groups
are based on average total assets value throughout the period of seven years
which a proxy for the company size. The companies are divided by using the
median value of the total assets as above and below median. Median is used to
avoid bias arising from extreme values. Then each of the subsamples are tested

using the above regression models stated in the Equations (1)-(4).

6. Data, Sample and Descriptive Statistics
6.1. Data and Sample

Due to the constraints and unavailability of information the sample is only 70
listed companies, which are listed in the main board of Colombo Stock Ex-
change (CSE). Therefore, it is assumed that these selected companies will

represent the characteristics of all the companies, who face capital structure
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problem while finance their capital structure with a combination of external eq-
uity and debt. The sample was selected out of all companies listed in CSE and
Bank Finance and Insurance sector and Investment Trust sector are excluded
due to their distinctive behaviour from the other companies and companies
those with default board for two or more consecutive due to unavailability of the
information. The secondary data collection method is been used to gather data.
Therefore, the data has been retrieved from the financial information provided
in the Handbook of Listed Companies issued by the CSE and from the annual
reports of the relevant companies. Income statements and balance sheets are
the most important sources of gathering required data. The period of study is
covering recent 7 years from 2011 to 2017. The sample covers 23.5% of all the
listed companies from 18 sectors. Table 1 below depicts about sample of this
study.

This sample includes companies that contribute to the main indexes of the
CSE which consists of 13 companies from S&P Sri Lanka 20. Moreover, the
market capitalization of the sample is 1489.2 billion which represents 53.3% of
the total market capitalization for all listed companies in CSE (2793 billion). The
sample is slightly concentrated in the Beverage Food &Tobacco, Diversified
Holdings and Manufacturing sectors with the number of companies where Be-
verage Food & Tobacco and Diversified Holdings are with the market capitaliza-

tion but no single industry dominates the sample.

6.2. Descriptive Statistics

Table 2 is presented as one dependent and two independent variables in the

Table 1. Number of companies by industrial sectors.

Sector No h::;k;t Sector No h::;k;t
Beverage Food and Tobacco 11 38.13% Motors 3 0.62%
Chemical and Pharmaceuticals 3 0.75% Oil Palms 1 1.41%
Construction and Engineering 1 1.05% Plantations 3 0.67%
Diversified Holdings 12 30.35%  Power and Energy 1 0.90%
Footwear and Textiles 1 0.52% Power and Energy 2 0.61%
Health Care 3 2.70% Services 1 0.21%
Hotels and Travels 7 4.32%  Stores and Supplies 1 0.25%
Investment Trust 1 0.27%  Telecommunications 2 8.33%
Land and Property 2 1.57% Trading 2 1.61%

Manufacturing 13 5.74%
Total 70 100.00%

Source: Author’s construction.
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Table 2. Descriptive statistics.

N Mean S.D. Min Median Max Jarque-Bera
NTL 490 787,052 2,740,499 10,495,270 114,784 22,172,737 11,681%**
NTD 490 448,405 1,903,354 9,353,912 0.000000 13,170,927 7074.2%¥%*
NTSC 490 182,896.4 1,299,082.  —500,000 0.00000 23,268,418 90,928***
NTQ 490 872,017.5 2,264,642. -230,5364  270,658.0 28,345,313 61,117.0%*

DEF 490 1,122,868. 3,424,681. -13,034,018 217,713.7 29,511,776 17,820%**

DR1 490 0.1713 0.1689 0.0000 0.1220 0.7200 75.46**
DR2 490 0.3574 0.2192 0.0010 0.3620 0.8700 16.43***
TA 490 15.850 1.1595 12.000 16.000 19.000 21.08***
TAN 490 0.2528 0.2427 0.0000 0.1850 0.9612 63.06***
PR 490 0.1530 0.1702 -0.1034 0.1132 1.4023 5213%**
MTB 490 1.8903 2.1955 0.0906 1.1773 16.626 3313%*

Note: NTL: net liability issued; NTD: net debt issued; NTSC: stated capital; NTQ: net equity issued; DEF:
financial deficit, DR1: debt ratio; DR2: total liability over total assets; TA: company’s size; TAN: tangibility;
PR: profitability; MTB: market-to-book ratio. Source: Author’s statistical output.

main pecking order hypothesis. Further, the data set is presented as one depen-
dent variable and four independent variables in the conventional regression
model.

The mean debt ratio 17.13% of long-term debt and 35.74% of total liability
appears to be very far from developing countries where it ranging up to 51% in
developing countries (Booth et al., 2001). Further, debt ratio of Chinese compa-
nies is 46% (Chen, 2004) where 56% in Poland, 51% in Slovakia, 43% in the
Czech Republic, and 34% in Russia (Delcoure, 2007). Compared with the debt
ratios in developed countries, the Sri Lankan company’s book-based debt ratio,
displays a low amount where countries like Canada 39%, 48% in France, 38% in
Germany, 47% in Italy, 53% in Japan, 28% in United Kingdom and 37% in
United States, book-based debt ratios appear to be high (Rajan & Zingales,
1995). Considering the 49% in Dutch SMEs (Degryse et al., 2012) also shows that
the Sri Lanka debt ratio is comparatively low.

It is worth evaluating that the high mean and max values of net debt issued
compared with net equity issued. This may refer to the preference of Sri Lankan
companies to rely on debt rather than issuing equity in case of a financial deficit.
In turn, they may prefer to retire debt than equity in case of surpluses (negative
deficits). The implication can be stated as, in Sri Lankan companies; issuance of
debt is usually higher than equity issuance. The debt retirement seems to be
higher than equity retirement. The reason to follow this structure of issuance of
capital in financial deficits might be the involvement of informational asymme-
try and transaction cost which is 1.12% up to Rs. 100 Million and 0.61% for
additional amount (CSE Annual Report 2018) in issuing new equity. In addition,

the high values of MTB ratio imply that there are widows of opportunities in Sri
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Lankan equity market.

Correlations between each variable that have been included in the analysis are
presented in the matrix in Table 3. Deficit shows a positive correlation with net
debt, net liability, net equity and net stated capital issued. Size and the tangibility
show a positive correlation with debt ratio while profitability and market to
book value shows a negative correlation. With the total liability over total assets
ratio all the conventional variables show a positive correlation except market to

book ratio.

7. Findings and Discussion

7.1. Findings on Pecking Order Hypothesis

Results examining both the original and revised External pecking order hypo-
thesis in Equations (1)-(4) are reported in Table 4 and Table 5. Table 4 reports
the original pecking order, which represents Equation (1), Equation (2) and Ta-
ble 5 reports the revised pecking order hypothesis by employing Equation (3),
Equation (4). Table 4 shows both net debt and net liability as dependent va-
riables separately. Table 4 represents the above equations with both net stated
capital and net equity separately. In each case it has been examined the model
with and without the squared deficit term. The above-stated models were esti-
mated by carrying out the most common static linear panel data models namely,
Fixed-effects and Random effects regression respectively as reported in Table 4
and Table 5. Diagnostic tests for models’ assumptions were performed. Serial
correlation can be affected the output of estimation models. In addition, regres-
sion analysis is in error in case of model misspecification. Hausman (1978) test

is used to choose between fixed effects model and a random effects model with

Table 3. Correlation matrix.

NTL NTD NTSC NTQ DEF DRl DR2 TA  TAN PR MTB

NTL  1.000

NTD 0.870 1.000

NTSC -0.112 -0.145 1.000

NTQ 0.159 0.076 0.692 1.000

DEF 0.390 0.277 0.005 0.254 1.000

DR1  0.207 0.302 -0.054 -0.068 0.105 1.000

DR2 0.316 0.289 -0.126 -0.125 0.144 0.695 1.000

TA 0430 0.338 0.145 0.455 0.405 0.113 0.111 1.000

TAN 0.026 0.007 -0.067 —0.054 0.007 0.056 0.094 0.007 1.000

PR -0.05 -0.086 -0.043 -0.051 -0.033 -0.139 0.228 -0.096 0.023 1.000

MTB -0.127 -0.148 0.010 -0.079 -0.073 -0.305 -0.121 -0.156 -0.175 0.573 1.000

Notes: NTL: net liability issued; NTD: net debt issued; NTSC: stated capital; NTQ: net equity issued; DEF:
financial deficit, DR1: debt ratio; DR2: total liability over total assets; TA: company’s size; TAN: tangibility;
PR: profitability; MTB: market-to-book ratio. Source: Author’s statistical output.
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Table 4. Equation (1) and Equation (2)—Original Pecking order hypothesis.

Dependent Variable: NDT NTL
Panel EGLS Panel EGLS  Panel Least Squares Panel Least Squares
-1 -2 -1 -2
DEF 0.401%** 0.581** 0.647* 0.714%+*
(0.019) (18.9) (27.614) (22.309)
DEF,, (0.00)*** (0.000)**
(=7.303) (-3.021)
No. of observatios 490 490 490 490
F-Test 436.201%** 265.838*** 35.327%%* 35.633***
Rsquare 0.471 0.5219 0.855 0.858
Durbin-Watson stat 2.247 2.1782 2.546 2.518
Hausman Test 0.0573 4.6753 5.792%* 0.975%%*

Notes: NTD: net debt issued, or retired; NTL: net liability issued, or retired; DEF: financial deficit; DEF,.:
financial deficit squared. Hausman test is performed to choose between the Random effects and fixed ef-
fects models. Values been expressed in parentheses are robust standard errors. *, ** and *** indicate signi-
ficance at 10%, 5%, and 1% levels, respectively. Source: Author’s Statistical Output.

Table 5. Equation (3) and Equation (4)—Revised pecking order hypothesis.

Dependent Variable: NTSC NTQ
Panel Least Squares Panel Least Panel Least Squares Panel Least
Squares Squares
-3 —4 -3 -4
DEF 0.212%** 0.143%%* 0.352%%* 0.285%%*
(9.492) (4.692) (15.113) (8.974)
DEF,, (0.000)*** (0.00)***
(3.308) (3.052)
No. of observations 490 490 490 490
F-Test 4.172%%* 4.365%%* 8.793%%* 8.972%%*
R square 0.41 0.425 0.594 0.603
Durbin-Watson stat 2.608 2.566 2.544 2.515
Hausman Test 20.604*** 27.711%%* 5.690** 9.823%**

Notes: NTSC: net stated cap issued, or retired; NTQ: net equity issued, or retired; DEF: financial deficit;
DEF,;: financial deficit squared. Hausman test is performed to choose between the Random effects and
fixed effects models. Values been expressed in parentheses are robust standard errors. *, ** and *** indicate
significance at 10%, 5%, and 1% levels, respectively. Source: Author’s Statistical Output.

relates to model specification. Further, Durbin Watson test has been employed
to test the presence of serial correlation. Result in Table 4 and Table 5 shows no
serious serial correlation problems with the Durbin Watson test statistic. Ac-
cording to the Hausman test statistic, in Table 4 and Table 5 all the analysis is

done by using panel least square method except in Equation (1) net debt column
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in Table 4 which has used the panel EGLS random effect model.

Examining the original pecking order hypothesis first, the results exert a posi-
tive and significant coefficient of 0.401 in Table 4 on financial deficit given that
the dependent variable is the long-term net debt issuance (change in debt). At
the same time, the coefficient of financial deficit on the dependent variable of
change in total liability is 0.647, which is significant and positive. Yet, these es-
timated coefficient values on financial deficit are still far below the theoretical
coefficient suggested by Shyam-Sunder and Myers (1999) of being equal to one
in the original pecking order prediction. Further 0.581 and 0.714 are the coeffi-
cient values of financial deficit after inclusion of financial deficit square term to
the above stated two dependent variables respectively. The coefficient value in-
creases with inclusion the square of financial deficit, which in turn exerts a nega-
tive and significant coefficient, which is in line with the prediction of pecking
order. The results appear to be ostensibly consistent with the original pecking
order hypothesis. The coefficient of debt in the regression, which estimated
without considering deficit square term is slightly the right order of magnitude
but significantly less than the simple pecking order prediction which is suggested
by the Shyam-Sunder and Myers (1999) being equal to one where he has shown
that the U.S.A companies ranging between 0.77 and 0.85. Sdnchez-Vidal and
Martin-Ugedo (2005) also held coefficients range from 0.65 to 0.94 for Spanish
companies. In addition, this comparison of results confirms the debt capacity
constraints in Sri Lankan companies.

In terms of model specification, the R® statistic of the model stands 0.471 in
Table 4 for net debt variable and 0.855 for the change in liability variable. After
inclusion of financial deficit variable, it stands out 0.5219 and 0.858 respectively
for both variables. It implies that the Equation (2) which captures the debt ca-
pacity constraints with the deficit square term is more appropriate in evaluating
Sri Lankan companies’ pecking order predictions. Considering the model’s sim-
plicity, the mentioned R® amount postulate that the model employed is ex-
plaining pecking order very well. Further, the F-Test values regarding the all the
models significant at 1% which states that the models are fitting.

Interestingly, the results stated in Table 5 exert a positive and significant coef-
ficient of financial deficit on stated capital issued and the change in total equity.
However, these coefficients possess a lesser magnitude (0.212) for stated capital
and (0.352) for total equity than the corresponding value under the original
pecking order prediction. Furthermore, the coefficient value decreases with
inclusion of the square of financial deficit (0.143) and (0.285) respectively, which
in turn exerts a positive and significant coefficient with relating to deficit square
term. Contrast to original pecking order hypothesis this indicates a preference
for equity even in the case of large deficits. The R® values range from 41% to
42.5% for change in stated capital and 59.4% to 60.3% for change in total equity,
which is lower than the original pecking order hypothesis. This confirms that in
Sri Lankan context, net debt issued is more related to financial deficit rather

than net equity issued and change in total liabilities is more related to change in
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total equity.

7.2. Conventional Regression

Referring to the further analysis of conventional variables and financial deficit as
determinants of leverage, the stated model for the conventional regression was
estimated by carrying out random effects and fixed effects panel regression me-
thod by taking long term debt to total assets and total liabilities to total assets as
dependent variables to measure the leverage.

Table 6 reports the results for Equation (4) and Equation (5) book-based debt
ratios. Random-effects model was performed using Generalized Least Square
(GLS) estimator. According to the Hausman specification test, that fixed-effects
model is preferred over random-effects model. The implication of these results is
that the fixed-effects model is the appropriate model to test the conventional va-
riables regression. The R* values are ranging from 76.3% to 85.1% respectively
for two debt ratios mentioned above. Inclusion of deficit variable to the conven-
tional regression model has increased the R-squared value to 76.6% and 85.6%
respectively. Estimated results reveal that, company size have a significant posi-
tive impact, while profitability, tangibility and market to book value has insigni-
ficant but negative coefficients.

Table 6. Equation (5) and Equation (6)—Conventional regression model.

Dependent Variable: DR 1 DR 2
Panel Least Panel Least Panel Least
Squares Squares Panel Least Squares Squares
TA 0.0163*** 0.0116** 1.35E-09** 5.01E-10
(2.948) (1.969) (2.373) (0.838)
TAN 0.091 0.092 0.129 0.043
(1.176) (1.202) (1.623) (1.689)
PR —-0.0005 —0.0005 —0.009 -0.008
(=0.995) (-0.958) (-1.587) (-1.541)
MTB —-0.0004 —-0.003 —0.008 -0.0007
(~0.0800) (~=0.072) (~0.154) (-0.143)
DEF 0.00485** 8.08E—09***
(2.263) (4.015)
No of Obs 490 490 490 490
F-Test 18.401*** 18.402*** 32.658%** 33.606***
Rsquare 0.763 0.766 0.851 0.856
Durbin-Watson stat 1.121 1.126 1.059 1.092
Hausman Test 10.1461** 11.700** 14.846**

Notes: DR1: debt ratio 1; DR2: debt ratio 2; TA: company’s size; TAN: tangibility; PR: profitability; MT
market-to-book ratio; DEF: financial deficit. Hausmen Test is performed to choose between random effects
and fixed effects model. Values been expressed in parentheses are standard errors. *, ** and *** indicate
significance at 10%, 5%, and 1% levels, respectively.
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Table 7. Larger companies.

7.3. Original Pecking Order Hypothesis under Informational
Asymmetry

Informational asymmetry is the major consideration, which is affecting financ-
ing behaviour in the Pecking order theory (Myers & Majluf, 1984). Therefore, it
is expected that the theory to perform well among companies who face higher
levels of informational asymmetry. The difference between the corporate insid-
ers and the market investors concerning information that they have is naturally
expected to be high in small firms and high growth firms (Frank & Goyal, 2003).
Evidently, smaller and high growth companies are proved to have greater infor-
mational asymmetry (Chen et al., 2013; Komera & Lukose, 2015). In estimating
the model, it is particularly interested in the coefficient on the financial deficit.
For the original External pecking order theory to hold, the expectation is that the
magnitude of the coefficient of financial deficit with net debt to be larger for
smaller companies as such companies are more likely to experience informa-
tional asymmetry.

Table 7 and Table 8 depict the results based on company’s size. Results ob-
tained for the sub samples reveal that a robust pattern whereby Sri Lankan
smaller companies are being more likely to adhere to the original pecking order
hypothesis rather than larger companies. That is, the coefficient on the financial
deficit with debt (0.556) and liability (0.885) is greater for smaller companies
than for larger companies, which is (0.398) and (0.674). This result is thus con-
sistent with the original pecking order predictions and the informational asym-

metry model.

Dependent Variable: NDT

NTL NTSC NTQ

Panel EGLS Panel EGLS Panel EGLS Panel EGLS Panel Least Squares Panel EGLS Panel EGLS Panel EGLS

1 2 1 2 3 4 3 4
DEF 0.398%** 0.585%** 0.674%** 0.736%** 0.217%** 0.148%** 0.291+* 0.187%**
(14.184) (13.099) (24.214) (16.903) (6.789) (3.37) (7.745) (3.431)
DEFSq —00111%%* —0.00384*** 0.00486*** 0.0692***
(-5.216) (-1.833) 2234 -2.597
No. of observations 245 245 245 245 245 245 245 245
F-Test 201.977*** 124.63*** 580.80%** 295.395%** 4,041+ 4,143+ 60.22%% 34.167***
Rsquare 0.453 0.507 0.705 0.709 0.403 0.417 0.198 0.22
Durbin-Watson stat 2.262 2.185 2.198 2.178 2.603 2.562 1.992 1.982
Hausman Test 0.056 2.862 3.315* 5.907* 12.33%¢% 15.484*** 0.098 0.355

Notes: NTD: net debt issued, or retired; NTL: net liablity issued, or retired; NTSC: net stated cap issued, or retired; NTQ: net equity issued, or retired; DEF:
financial deficit; DEF,;: financial deficit squared. Hausman test is performed to choose between random and fixed effect models. Values been expressed in

parentheses are robust standard errors. *, ** and *** indicate significance at 10%, 5%, and 1% levels, respectively. Source: Author’s Statistical Output.
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Table 8. Smaller companies.

Dependent Variable: NDT NTL NTSC NTQ
Panel Least  Panel Least
Panel EGLS Panel EGLS Panel EGLS Panel EGLS Pooled-OLS Pooled-OLS
Squares Squares
1 2 1 2 3 4 3 4
DEF 0.556*** 0.434%** 0.885*** 0.885 0.217 0.148 0.119 0.171
(13.128) (9.327) (27.431) (23.38) (6.789) (3.37) (2.356) (2.897)
DEF,, 0.00152*** 0.0081*** 4.86E-09 —6.46E-08
(5.06) (0.033) (2.234) (1.687)
No. of observatios 245 245 245 245 245 245 245 245
F-Test 192.171%%* 120.744*%** 774.7417%* 385.779*** 4,041+ 4,143 5.553** 4.222%*
Rsquare 0.441 0.499 0.761 0.761 0.403 0.417 0.022 0.033
Durbin-Watson stat 2.285 2.333 2.426 2.426 2.603 2.562 1.38 1.37
Hausman Test 0.141 3.762 0.005 0.019 12.335%*%* 15.484**%*

Notes: NTD: net debt issued, or retired; NTL: net liablity issued, or retired; NTSC: net stated cap issued, or retired; NTQ: net equity issued, or retired; DEF:
financial deficit; DEF,;: financial deficit squared. Hausman test is performed to choose between random and fixed effect models. Values been expressed in
parentheses are robust standard errors. *, ** and *** indicate significance at 10%, 5%, and 1% levels, respectively. Source: Author’s Statistical Output.

Without going into detail, the model specification tests across these two tables
are similar to those reported above in the original and revised pecking order
hypothesis. Namely, the random and the fixed effects are selected based on
Haussman test statistic, it shows that the random effects model and fixed effects
both are used in the estimations. However, for the Equation (3) and Equation (4)
in the smaller companies the pooled ordinary least square method has been used
since it does not possess any fixed effect based on the Lagrange Multiplier. Fur-
ther, there is no evidence of serial correlation, which is measured by the Durbin
Watson Test statistic. The squared deficit term is found to be economically sig-
nificant for only large companies since it gives predicted outcomes for the deficit
term as stated in the above original and revised pecking order hypothesis only in
large companies. These findings reveal that original pecking order hypothesis
fares where it supposed to perform better, in consistent with the arguments of
Myers and Maljuf (1984) that informational asymmetry act as an explanatory
variable in predicting the relative use of debt over equity. This is contradictory to
the argument of Fama and Fench (2005) which states that in determining capital
structure, informational asymmetry issue is not an important concern. However,
these results are in line with the predictions of Watson and Wilson (2002) and
Sanchez-Vidal and Martin-Ugedo (2005) about the original pecking order
theory. Therefore, the information asymmetry issue can be considered as major

concern in the capital structure decisions in Sri Lankan context.
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8. Conclusion

Original pecking order theory explains that the companies’” preference towards
financial sources in order of retained earnings, debt and equity issuances as last
resort. According to the theory, the preferential order of financial sources is
created due to asymmetrical information snags. Contradictory to the pecking
order theory, some authors advocate a revised pecking order hypothesis, where-
by companies rely on retained profit, equity and then debt as the last choice for
funding. Moreover, a further challenge for original pecking order theory arises
from the market timing theory and trade-off theory.

Sri Lankan companies do follow the original pecking order hypothesis and
commonly prefer the debt financing over equity. The results obtained for
financial deficit variable for both debt and equity postulates that, the companies
will issue debt in a deficit situation than issuing equity. Findings of this study
also support that the informational asymmetry acts as a crucial driver in the ex-
ternal pecking order behaviour in Sri Lankan context and it shows its impor-
tance in issuance decisions. These results suggest that it is not need to revise the
pecking order hypothesis in explaining capital structure. Distinctly, the findings
show that the financial deficit variable is linked more strongly with debt issuance
rather than equity issuance. The findings reflect the view that the original peck-
ing order hypothesis is more appropriate for countries like Sri Lanka with less
developed capital markets. The results obtained from this empirical study show
that the insights of pecking order theory, which is one of the mainstream theo-
ries in modern capital structure theory, is adaptable in Sri Lankan context.

According to Frank and Goyal (2003), the four variables are profitability, tan-
gibility, market to book ratio and the company size. In the evaluation of the re-
sults obtained for the individual factors that above mentioned, company size was
the only variable to mark a significant relationship with the debt ratios. As per
the results, company size showed a positive relationship advocating the previous
work done by Rajan and Zingales (1995) while being contradictory to the argu-
ment of Myers and Majluf (1984). Moreover, the results obtained for larger
companies and smaller companies under the original and revised pecking order
hypothesis shows that the smaller companies finance their financial deficit than
larger companies by means of debt capital. However, in the results obtained, the
inclusion of financial deficit variable to the conventional regression shows that
the effects of conventional variables are fading due to significance of financial
deficit variable. Therefore, it can be stated that, even though the size shows a
significant positive relationship with the debt ratio, it is not a main determinant
of the capital structure, which is compared to financial deficit variable in Sri
Lankan context though Colombage (2005) and Samarakoon (1999) have advo-
cated a positive relationship between the company size and the debt. Tangibility
of the company reports a positive relationship, which complies with the findings
of some scholars including Frank and Goyal (2003). Wellalage and Locke (2014)
in explaining the reasons for having this relationship positive in Sri Lankan con-

text states that, due to banks being the main external finance providers for Sri
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Lankan companies, significant effects on capital structure is arising from colla-
teral requirements of banks with regards to Sri Lankan firms. Therefore, the
companies with more tangible assets are benefited by the collateral requirements
where it opt to go for debt. The results obtained for the profitability variable ex-
erts a negative relationship with regards to debt ratio which is advocated by
Booth et al. (2001) following the pecking order hypothesis. The market to book
value, which is taken as a proxy for the growth opportunities, shows a negative
relationship with debt ratios complying with the previous work done by Frank
and Goyal (2003).

Inclusion of the financial deficit variable to the conventional regression of
capital structure, have rendered the effects of four conventional variables. Fur-
ther, it states a significant positive relationship between the financial deficit va-
riable and the debt ratio. Therefore, it shows the validity of financial deficit va-
riable as a determinant of the debt ratio (Shyam-Sunder & Myers, 1999). The
major factor affecting financing behaviour of a company is considered to be in-
formational asymmetry according to the Pecking order theory (Myers & Majluf,
1984). Therefore, the expectation is that companies will follow a strict pecking
order when the information asymmetry is high and vice versa. Companies which
are smaller in size are considered to possess more information asymmetry com-
pared to larger companies (Frank & Goyal, 2003; Chen et al., 2013; Komera &
Lukose, 2015). In evaluating the validity of above stated fact in Sri Lankan con-
text, the findings are conforming that significance of the explanatory power of
information asymmetry regarding capital structure in Sri Lankan companies is
high. The findings are complying with the findings of Sinchez-Vidal and
Martin-Ugedo (2005), in studying the explanatory power of information asym-
metry in Spanish. Further, Watson and Wilson (2002) also have found the same
results for small and medium enterprises in United Kingdom. However, the
findings are contradictory to the findings of Helwege and Liang (1996) and Fa-
ma and French (2005) where they report that the informational asymmetry has
no power in predicting capital structure. Therefore, it can be stated that the Sri
Lankan companies follow predictions of the pecking order and the major reason
for the companies to follow the pecking order, is stem from the information
asymmetry concern. Ultimately, findings on the above stated three dimensions
postulate that the Sri Lankan companies are more consistent with the original
pecking order hypothesis by supporting the literature that argues the existence of
the pecking order theory and the explanatory power of the informational asym-
metry in determination of capital structure.
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