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ABSTRACT

This study investigates firm specific determinants of debt
financing among Sri Lanka’s listed capital goods
companies, a capital-intensive sector within a frontier
setting. Grounded in trade off and pecking order theories,
the analysis evaluates the influence of profitability,
liquidity, asset tangibility, non-debt tax shields, operating
and investment cashflows, interest costs and firm size on
debt decisions. Using panel data from 25 firms over ten
years (2015-2024), the analysis applies pooled OLS, fixed
effects and random effects. The results show that
profitability, liquidity and operating cash flow are
negatively associated with debt decision, while asset
tangibility and firm size positively affect the debt decision,
consistent with collateral-based borrowing and trade off
considerations. Non debt tax shields and investment cash
flows exhibit limited effects, and higher interest costs are
linked to lower debt usage. The study contributes by
focusing on a frontier market during and after the 2022
crisis, modeling two leverage ratios alongside cash flow
decompositions and clarifying when classical theories
prevail in constrained institutional contexts. The findings
offer practical implications for managers in structuring
financing decisions and provide policymakers and
investors with insights into debt behaviour in under
researched frontier economies.
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1. Introduction

Financial capital is one of the important
determinants for business operational decisions
and affects the company's sustainability (Pathak &
Chandani, 2023). Since internally generated funds
may not be sufficient all the time to run the
business smoothly, Businesses can go to two
different sources of funds, namely equity and debt
financing. (Lyubov and Heshmati, 2023; Boateng
et al.,, 2022; Hossain, 2021). Debt financing
involves borrowing funds through loans and bonds
while through selling company shares to investors,
the company can raise equity funds. Earlier studies
in this field highlight the importance of borrowing
due to its accessibility and tax shield benefits which
allow the companies to reduce debt financing costs
and enhance profitability. Furthermore, obtaining
the equity funds may result in a loss of ownership
for the firm, as the equity providers become part
owners of the firm. However, unlike debt
financing, equity does not require regular
repayments. This can improve cash flow and
reduce the financial pressure on the company
which allows the company to focus on long-term
growth. Hence, the decision between debt and
equity financing remains comprehensive and
complex due to factors such as risk, costs, and
control over businesses (Ali et al., 2022).

Capital structure has been a central topic in
financial economics since Modigliani and Miller's
(1958) seminal study which demonstrated that in
markets without frictions and with uniform
expectations, the capital structure of a firm is
irrelevant. Later, Modigliani and Miller (1963),
incorporated corporate taxes into their model and
showed that the value of the firm increases with the
amount of debt due to the tax deductibility of
interest payments. This finding led to the
formulation of the trade-off theory (Kraus &
Litzenberger, 1973) which suggested that firms
balance the tax advantages of debt with the costs of
financial distress. Further, Myers and Majluf
(1984) developed pecking order theory which
mentioned that firms prioritize their sources of
funding based on the principle of least effort or
resistance, typically preferring internal financing,
debt and equity as a last resort. Therefore, based
on the theoretical evidence firms find it difficult to
decide whether these debt financing adds value or
not. Further, empirical evidences show that there
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were contracting results on the factors determining
the debt decisions in the global and emerging
markets (Khan et al., 2024; Ersoy, 2022; Rani et
al., 2020; Sohrabi & Movaghari, 2020; Matemilola
et al.,, 2019; Rashid et al., 2023; Pathak and
Chandani, 2023; Lyubov and Heshmati, 2023;
Afiezan et al., 2020).

The ongoing impact from the financial crises in Sri
Lanka adds urgency to these decisions since most
of the businesses fail to make informed decisions
and major failure of Dbusinesses due to
mismanagement of funds. The financial crisis in
Sri Lanka, particularly the 2022 sovereign default
and ensuring economic turmoil, has exacerbated
challenges for firms seeking debt financing.
Hyperinflation, currency depreciation, and foreign
exchange shortages have increased the cost of
imported capital goods, strained liquidity and
heightened default risks (Thilina Kaluthotage,
2023). Central bank interventions, such as interest
rate hikes to curb inflation, have tightened credit
availability, forcing firms to reassess debt
sustainability. This ongoing impact from the
financial crises in Sri Lanka adds urgency to these
decisions since most of the businesses fail to make
informed decisions and major failure of businesses
due to mismanagement of funds.

Prevailing research, though extensive, primarily
focuses on the other developed and emerging
markets creating an empirical research gap for
understanding the determinants of debt financing
specific to Sri Lankan firms. In the Sri Lankan
context, most studies examine the determinants of
capital structure, including both equity and debt
financing (Buvanendra et al., 2016; Arachchi,
2019; Mayuri & Kengatharan, 2019; Yogendrajah
& Thanabalasingam, 2011) and few studies focus
on the determinants of debt financing decisions
(Godakanda & Manawaduge, 2022; Haleem, 2020)
which produced contradicting results. Therefore,
this study focuses solely on the determinants of
debt financing because this is directly affected by
the central decisions on average interest rates paid
by firms. Recently central bank has adjusted the
interest rates to adjust the economic conditions to
face and come out from the crisis. (CBSL, 2023;
Uditha Jayasinghe, 2024).

Despite rich global evidence, results on the signs
and magnitudes of key determinants remain mixed



across contexts, especially outside developed
markets. In Sri Lanka’s capital goods sector,
exposed to collateral needs, import intensive
investment and the 2022 macro financial shock, the
interaction between cash flow capacity, asset
tangibility and borrowing costs may differ from
standard predictions. This study addresses that gap
by quantifying how core firm level factors relate to
two leverage measures (DA and DE) over 2015-
2024 and Dby identifying which classical
mechanisms (trade off vs pecking order) dominate
under frontier market constraints. Therefore, the
research problem is, in a frontier market setting
with tight credit conditions and raised funding
frictions, it remains unclear which internal factors
most strongly drive corporate leverage and whether
their effects align with trade off or pecking order
predictions for capital intensive firms listed on the
Colombo Stock Exchange (CSE). The primary
reason for considering this industry is that it is one
of the largest daily turnovers among the non-
financial companies listed in Sri Lanka.

To address the research problem following
research guestions are formulated.

o Do profitability, liquidity, asset tangibility,
non-debt tax shields, cash flow
components and interest cost influence
leverage, measured by debt to assets and
debt to equity in Sri Lanka’s capital goods
sector?

e Which theoretical framework explains the
observed associations?

e Are the signs and magnitude of these
effects consistent across the two leverage
measures?

In line with these questions, the study follows three
specific objectives. This first seeks to estimate the
effects of profitability, liquidity, tangibility, non-
debt tax shields, operating and investment cash
flows, interest cost and firm size on leverage,
measured by debt to assets and debt to equity.
Building on this. It tests whether the directions of
these effects confirm the predictions of trade off
theory and/or pecking order theory or other
theories. Finally, it compares coefficient patterns
across the two leverage measures to evaluate the
impact on alternative debt definitions.
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This study contributes to capital structure research
by isolating firm specific determinants of debt
financing in a frontier market setting where crisis
conditions heighten financing frictions. By
focusing on debt rather than the broader mix of
equity and debt, the analysis clarifies whether trade
off or pecking order theory better explains
borrowing behaviour under credit constraints.
Practically, the findings guide managers in capital
intensive sectors on balancing internal and external
financing, while offering policymakers evidence
on how firm level factors interact with monetary
interventions and debt sustainability in Sri Lanka.

The next section reviews the relevant literature on
debt financing. The methodology and data are then
described, followed by the analysis and discussion
of results. The paper concludes with key findings,
implications, limitations and suggestions for future
research.

Literature Review

Theoretical Background

The financing decisions of firms are explained
through several capital structure theories
developed over the past decades. These
frameworks provide different perspective on how
firms balance debt and equity, and they form the
foundation  for examining firm  specific
determinants of leverage. Among the most
influential are the Modigliani and Miller theory,
the trade-off theory, the pecking order theory,
market timing theory, agency-based approaches
and free cash flow hypotheses

Modigliani and Miller Theory (MM)

Modigliani and Miller (1958) argue that in perfect
capital markets, a firm’s value is independent of its
capital structure, whether financed through debt
and equity. This proposition relies on assumptions,
including the absence of taxes, transaction and
flotation costs, asymmetric information,
bankruptcy costs and government intervention,
alongside homogeneous investor expectations.
Recognizing these limitations, Modigliani and
Miller (1963) later incorporated corporate taxes,
demonstrating that debt creates value through the
tax deductibility of interest payments. This
adjustment implies that firms can enhance value by



increasing leverage, provided the benefits of the tax
shield outweigh potential costs.

Trade off theory

This theory suggests that there should be a balance
between the advantages and disadvantages of debt
financing (Kraus & Litzenberger, 1973). The
benefits include tax shields benefits that lower the
cost of debt while the costs of debt include
bankruptcy costs from excessive leverage and
agency costs arising from conflicts between
principals and agents. Consequently, advantages of
tax shield diminish as the expected bankruptcy and
agency costs increase.

Pecking order theory

The pecking order theory diverges from the
conventional approach of explicitly balancing debt
and equity to reduce the cost of capital. Instead, this
theory prioritizes different sources of finance to
determine the optimal capital structure. This
suggests that businesses should first use internal
financing such as retained earnings, followed by
debt financing, and finally issuing new equities.
The rationale is that internal funding is cheaper
than external options, like debt and new equities,
thus maximizing the business’s value.

Market timing theory

Baker and Wurgler (2002) used this theory which
explored the concept of market timing for equity
using a weighted average of the market to book
ratio based on the external financing. This market
timing theory suggests that companies adjust
towards a target debt ratio over time but prefer
equity financing when the market places a higher
value on their equity. Over time, such financing
choices affect the observed capital structure, even
without a static target.

Agency cost theory
Agency cost theory (Jensen & Meckling, 1976)
highlights  conflicts of interest between

shareholders, managers and creditors. Debt can
reduce agency costs of equity by imposing fixed
obligations, thereby limiting managerial discretion.
However, excessive leverage may generate agency
costs of debt, including risk shifting,
underinvestment or asset substitution, where
managers pursue high risk strategies that benefit
shareholders at creditors’ expense.
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Free cash flow theory

Extending agency perspectives, Jensen (1986)
introduced the free cash flow theory, which argue
that firms with substantial discretionary cash flows
are prone to wasteful investments and empire
building. Debt mitigates such inefficiencies by
enforcing regular interest and principal payments,
constraining  managerial ~ opportunism  and
improving capital allocation discipline.

Empirical Evidence

H1: There is a positive relationship between firm
size and leverage level

According to trade off theory, more profitable
firms tend to utilize more debt to get the benefits
through tax shields and a lower expected cost of
financial distress (Rani et al., 2020). However,
pecking order theory says that managers prefer to
use internal fund and profitable firms are less likely
seek external funds as they will generate more
internal funds (Rashid et al., 2023; Ersoy, 2022;
Sohrabi & Movaghari, 2020). In this study,
negative relationship is hypothesized.

H2: There is a negative relationship between firm
profitability and leverage level

Additionally, firms with sufficient level of liquidity
will have a positive impact on the debt financing
decisions as suggested by trade off theory. This
says firms use debt to ensure they can cover their
financial commitments (Rani et al., 2020; Kaur et
al., 2020). However, pecking order theory states
that firms with higher liquidity require less external
financing and borrowing because they tend to have
sufficient internal fund to fulfil their needs (Ersoy,
2022; Kahya et al., 2020; Godakanda &
Manawaduge, 2022).

H3: There is a negative relationship between
liquidity and leverage level.

Non debt tax shield can lead to decrease in taxable
income. Hence both trade off theory and pecking
order theory suggest a negative relationship
between non debt tax shield and debt financing
decisions (Matemilola et al., 2019). However,
some empirical evidence shows a positive
relationship (Ersoy, 2022) while some studies



show insignificant relationship (Godakanda &
Manawaduge, 2022).

H4: There is a negative relationship between non
debt tax shield and leverage level.

Further, trade off theory suggests that tangible
assets can be used as collateral, which reduces the
risk for creditors and enables firms to carry higher
levels of debt (Rashid et al., 2023; Godakanda &
Manawaduge, 2022). On the other hand, the
pecking order theory argues that there is a negative
relationship. Since tangible assets reduce the
information asymmetry, the cost of issuing equity
is lower. Hence, firms with high levels of tangible
assets are expected to use less debt (Ersoy, 2022).

H5: There is a positive relationship between
tangible assets level and leverage level.

According to the trade-off theory, it can be justified
that firms with higher operating cash flows are
better positioned to service debt obligations,
reducing default risk. This may encourage greater
debt usage to exploit tax shields while maintaining
repayment capacity. However, by using pecking
order theory, it can be justified that strong
operating cash flows reduce reliance on external
financing. Firms prioritize internal funds over debt
to avoid asymmetric information costs and retain
control.

H6: There is a negative relationship between
operating cashflow and leverage level.

From the trade-off theory perspective, positive
cash flows from investments, such as asset sales,
enhance collateral value and liquidity, enabling
firms to secure additional debt for growth while
optimizing tax benefits. Conversely, the pecking
order theory suggests that cash inflows from
divestment reduce reliance on external financing,
as firms prioritize reinvesting internal funds over
debt to avoid ownership dilution and restrictive
covenants.

H7: There is a negative relationship between
investment cash flow and leverage level.

From the trade-off theory perspective, higher
interest rates increase the cost of debt, discouraging
leverage. However, firms may still opt for debt
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financing if marginal tax benefits outweigh the
interest expenses, making debt a viable option
despite the rising cost. In contrast, the pecking
order theory suggests that elevated interest rates
signal higher borrowing costs and increased lender
risk perceptions, leading firms to avoid costly debt
in favour of internal funds or equity to minimize
financial distress and preserve control. According
to Karpavicius and Yu (2017), borrowing costs
showed the impact is either zero or slightly
negative in US industrial firms.

H8: There is a negative relationship between
interest cost and leverage level.

The contrasting theoretical predictions and
inconsistent empirical evidence across different
contexts highlight the need for future research.
While many studies in developed and emerging
markets have examined firm specific determinants
of capital structure, fewer have focused on debt
financing only, especially within frontier markets.
In Sri Lanka’s capital goods sector, where
collateral requirements, volatile interest costs and
crisis driven liquidity constraints exist, these
determinants may operate differently. This study
addresses that gap by empirically testing the
relevance of classical

Conceptualization

This chart shows the conceptual framework of the
study after reviewing the literature.
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Independent variables
| Profit Margin (PM)
| Liquidity (LIQ)

| Tangible Fixed Asset (TFA)

| Tax Shield from Non-Interest Dependent variables

expenses (TSNI) Debt to Assets (DA)

| Cash generated from operating
| activities (CO)

Debt to Equity (DE)

| Cash generated from Investment
| activities (CT)

Average Interest rate paid by the
company (INT)

| Firm Size (FS)

Figure 1: Conceptual Framework

Conceptualization

Variables

Indicator

Measurement

Reference

Profit Margin (PM)

Liquidity (LIQ)

Tangible Fixed Asset
level (TFA)

Tax Shield from Non-
Interest expenses (TSNI)

Cash generated from
Operating activities (CO)
Cash flow from
Investment activities (CI)

Average Interest rate paid
by the company (INT)

Debt to Assets (DA)
Debt to Equity (DE)

Firm Size (SIZE)

Source: Survey Data

Measure of available
profit to distribute among
debt and equity holders
and other obligations
Available short-term
resources to pay off debt
obligation

Investment in tangible
assets

Expenses which are
applicable to get tax
shield other than interest
expenses

Net cash used/generated
from operating activities
Net cash used/generated
from investment activities

Annual Interest Expenses
paid to amount of debt
holding

Measure the debt level to
invest in total asset
Measure the debt level to
the other source equity
Size of the firm to decide
the debt financing

Research Design and Methods

This paper analyses the internal factors” impact on
debt financing decisions of the companies. The

EBIT
Total Assets

Current Asset
Current Liabilities

Fixed Assets (Tangible)
Total Assets

Total Depreciation
Total Assets

Net Operating Cash Flow
Total Assets
Net Cash from Investment

Activities
Total Assets

Annual Interest Expenses
Total Debt

Total Debt
Total Asset
Total Debt
Total Equity

Log (Total Assets)

Ersoy (2022)
Hossain (2021)

Ersoy (2022)

Ersoy (2022)

Ersoy (2022)

Author Constructed

Author Constructed

Arachchi (2019)

Ersoy (2022)
(Munawar, 2020)

Ersoy (2022)
Hossain (2021)

philosophical assumptions of this research are
examined through its ontological, epistemological



and axiological perspectives. Ontologically, the
study takes an objective stance, pointing out the
existence of universal truth concerning the
identification of key internal factors affecting debt
financing decisions. Epistemologically, knowledge
in this research is derived from multiple regression
to find out the internal factors which affect the debt
financing. Further, researchers maintain a detach
approach, ensuring they remain separate from the
research process. Axiologically, the study follows
value free assumptions. Hence this research
follows a positivist paradigm and employs a
deductive approach. Further, this research uses the
quantitative methodology to wunderstand the
internal factors which influence the debt financing
decisions.

This research focuses on the capital goods
companies in Sri Lankan market. As of 31% March
2024, there were 27 companies listed under this
sector, following the removal of two delisted
companies. All the companies are considered for
the analysis for the 10-year periods from April
2015 to December 2024. During the data cleaning
process, two outlier companies were removed, and
25 companies are finally taken for analysis.
Secondary data are collected from respective
companies’ website, financial statements and
Colombo stock exchange website.

The independent variables of this study are Profit
Margin (PM), Liquidity level (LIQ), Fixed Asset
(FA), Tax Shield from Non-Interest expenses
(TSNI), Cash generated from operating activities
(CO), Cash generated from Investment activities
(CI) and Average Interest rate paid by the company
(INT) while Firm Size (FS) is taken to control the
analysis. Further, to measure the debt financing of
the companies, Debt to Assets (DA) and Debt to
Equity (DE) ratios are taken. (Pathak and
Chandani, 2023; Lyubov and Heshmati, 2023;
Afiezan et al., 2020)

45

G. Mithila & L. Kengatharan

Initially descriptive statistics, correlation analysis,
and unit root test are carried out. After confirming
the suitability of the data for the analysis, to test the
hypotheses, random effect method, and fixed effect
method are carried out. Model selection followed
standard panel data procedures. The F test was used
to assess whether fixed effect improve on pooled
OLS, and the Breusch Pagan LM test was applied
to determine whether random effects are preferred
to pooled OLS. Finally, the Hausman test was done
to choose between fixed and random effects.

Model Specification

The following panel data regression model is used
for testing the impact on debt to assets

DA = o+ f 1 PRit + B 2 LIQit + p 3 TFAit + p 4
TSNIit + B 5 COit + p 6 Clit + 7 INTit + f 8
LogFsSit +ej;

The following panel data regression model is used
for testing the impact on debt to equity

DE = Bo + B 1 PRit + B 2 LIQit + B 3 TFAit + p 4
TSNIit + B 5 COit+ 6 Clit+ 3 7 INTit + 3 8
LogFsSit +ej

Where,

DA - Debt to Assets

DE - Debt to Equity

PM - Profitability

LIQ - Liquidity

TFA - Tangible Fixed Asset

TSNI - Tax Shield from Non-Interest expenses
CO - Cash generated from operating activities
Cl - Cash generated from Investment
activities

INT - Average Interest rate paid by the
company

FS - Firm Size

Bo -Constant Value

B1,B2,B3,B4,B5 B6,B7, B8 - Coefficients
Variables
e - Error term



Findings and Discussion

Descriptive Statistics

Summary of collected data presented below.

Asian Finance Review, Vol.3, No.1

Variable Observation Mean Std. Dev. Min Max
DA 250 0.213688 0.1463217 0.0003139 0.6615995
DE 250 0.8581357 3.396776 0.0003858 50.42283
PM 250 0.0819424 0.0827799 -0.5298958 0.3078747
LIQ 250 2.075688 1.979574 0.333983 20.62055
TFA 250 0.2894083 0.149517 0.0063788 0.6095859

TSNI 250 0.018283 0.008325 0.000000 0.044966
CcoO 250 0.0344056 0.1114606 -0.6646686 0.4094592
Cl 250 -0.0227087 .0764613 -.3048809 .6833198
INT 250 0.2930200 1.1514100 .00090840 16.34161
FS 250 7.206575 1.253887 4.165126 9.952551

Source: Author Constructed
Table 1: Summary Statistics of the variables

The mean DA value is 0.21 ranging from 0.00 to
0.66. Additionally, the average DE is 0.85 with a
range of 0.00 to 50.42. The independent variable,
PM has an average value of 0.08 with a minimum
of negative 0.53 and maximum of 0.31 while
average LIQ value is 2.08. Further, TFA has an
average of 0.29, maximum of 0.61 and a minimum
of 0.01. The average TSNI is 0.02 with a range
from 0.00 to 0.05. Mean CO is 0.03 and ranges
between negative 0.67 to 0.41. The CI records an
average value of negative 0.02 with a minimum
value of negative 0.03 and maximum value of 0.68.
Average interest rate is 0.29 with a range from 0.00
to 16.34. FS has a mean value of 7.21 ranging from
4.16 and 9.95.

Correlation Analysis

To identify the association among the variables,
correlation analysis is carried out.
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DA DE PM LIQ TFA TSNI CcoO Cl INT FS
DA 1.0000
DE 03859  1.0000
0.0000 -
PM  -0.1229 - 1.0000
00523  0.2840 -
0.0000
LIQ  -0.4816 - -0.148 1.0000
0.0000  0.1249 0.0191 -
0.0485
TFA 03215 0.0954 - 1.00000
0.0877 0.1323 0.2271
0.0000 -
0.1670 0.0003

TSNI  0.3254 0.0386 0.1955 0.3879  1.0000

0.3391

0.0000  0.5438 0.0019 0.0000 -
0.0000
CO -0.2021 - 0.5103 - 0.0667 0.1668 1.0000
0.2381 0.0871
0.0013 0.0000 0.2935 0.0082 -
0.0000 0.1670
Cl -0.098 -0.001 -0.4071 0.2097  -0.217 - - 1.0000
0.2053 0.3954
0.1215  0.9854 0.0000 0.0009  0.0005 -
0.0011 0.0000
INT -0.215 - 0.1080 0.1067 -0.0189 0.0021 0.0902 - 1.0000
0.0376 0.0191
0.0006 0.0884 0.0922 0.7656 0.9738 0.1551 -
0.5542 0.7632
FS 0.0041 - 0.1296 - 0.2891 - - - 0.0575 1.0000
0.1070 0.0258 0.0570 0.0080 0.0364
0.9485 0.0406 0.0000 0.3651 -
0.0914 0.6849 0.3696 0.9000 0.5663

Source: Author Constructed

Table: Correlation matrix with probability

Based on the above table, no strong relationship To understand the stationary of the series,
between the variables is evident. especially to test whether the mean variance and co

variances are constant over time, Levin, Lin and
Unit root test
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Chu unit root test
results are received.

Variable

DA

DE

PM

LIQ

TFA

TSNI

CO

Cl

INT

FS

Asian Finance Review, Vol.3, No.1

is performed and following

Levin, Lin and Chu unit root result at level Conclusion

t- statistics Probability

-11.4709 0.0000 Stationary at zero level
-8.8665 0.0000 Stationary at zero level
-10.2006 0.0000 Stationary at zero level
-10.5447 0.0000 Stationary at zero level
-7.7853 0.0010 Stationary at zero level
-7.0828 0.0000 Stationary at zero level
-19.8416 0.0000 Stationary at zero level
-13.8134 0.0000 Stationary at zero level
-31.7255 0.0000 Stationary at zero level
-2.6461 0.0019 Stationary at zero level

Source: Author Constructed

Table: Unit root test

These above results reveal that all variables are

higher than the significance level of 0.05 which
shows that data used in this study follow normal
distribution.

stationary at zero level. This reveals that data series

does not have a spurious relationship and means
reverting, which is essential for ensuring the

Multicollinearity Test

validity of subsequent regression analyses.

Normality Test

Following table 05 shows the multicollinearity
among the variable.

Variable VIF 1/VIF
The table below shows the normality results of PM 1.52 0.657782
residuals. LIQ 1.19 0.842493
TFA 1.38 0.724510
DA DE TSNI 1.37 0.730627
Jarque Bera Normality ~ 21.0345 41.0345 CoO 1.45 0.688175
Chi (2) 0.7954 0.4672 Cl 1.35 0.741439
Source: Author Constructed INT 1.03 0.967221
FS 1.17 0.853746

Table: Jarque — Bera test for HO: Normality Test Results Mean VIF 1.31

Source: Author Constructed

The Jarque Bera normality test was conducted for

both dependent variable regressions to assess the

Table: VIF

normality of the data, yielding chi square values are
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Table 05 indicates the absence of multicollinearity
among the independent variables as the VIF values
are below 10.

Regression Analysis

G. Mithila & L. Kengatharan

All three models are employed to test the
hypotheses of research for the dependent variable
of DA.

Fixed Effect Model

Pooled OLS Model

Regression Analysis for DA
Variable Random Effect Model
Coefficient (C) 0.2518 (p=0.008)
PM -0.1189 (p=0.189)
LIQ -0.0168 (p=0.000)
TFA -0.0210 (p=0.752)
TSNI 0.4947 (p=0.615)
CO -0.2476 (p=0.000)
Cl -0.1047 (p=0.198)
INT -0.0080 (p=0.068)
FS 0.0017 (p=0.895)

Adjusted R2 0.3111

Model Statistic

Source: Author Constructed

Wald chiy(8) = 63.24 (p=0.000)

0.3323 (p=0.126)
-0.1306 (p=0.156)

-0.0138 (p=0.003)
-0.0824 (p=0.261)
-0.5162 (p=0.612)
-0.2356 (p=0.000)
-0.0871 (p=0.269)
-0.0065 (p=0.125)
-0.0053 (p=0.854)

0.1501

0.2240 (p=0.000)
-0.2291 (p=0.036)

-0.0289 (p=0.000)
0.1782 (p=0.002)
2.9238 (p=0.005)
-0.3079 (p=0.000)
-0.1751 (p=0.115)
-0.0172 (p=0.008)
-0.0035 (p=0.582)

0.3823

F = 7.12 (p=0.000) F = 20.27 (p=0.000)

Table: Random-effects GLS regression analysis, Fixed effect model, Pooled OLS method for the dependent variable of DA

According to Random effect model, it can be
observed that Adjusted R Square value of 0.3111
suggests that approximately 31% of the variation in
the dependent variable is explained by the
independent variables in the dependent variables in
the dependent mode are explained by the
independent variables in the model. The wald chi
squared statistic is 63.24 (p=0.000), indicating the
overall model is statistically significant.

Fixed model adjusted R?is 15% which describes
that the firm-specific factors which are considered
for the study explains 15% of the variability in the
DA while other factors which are not considered
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for the study explains the 85% of the variation. F
statistic of the model is 7.12 with probability of
0.00000 which is less than the coefficient of 0.05
which implies overall model is significant and
suitable for the analysis.

Based on the pooled OLS, approximately 38.23%
of the variation in the dependent variable is
explained by the independent variables in the
model. Further, the model is statistically significant
overall (F statistic = 20.27, p<0.05).



Next to select the best model among these,
Hausman test, Breusch and Pagan LM test and F
test are utilized.

Tests Hausman Breusch F test

test and Pagan
LM test

chi2= chibar2(01) F (1, 217)
22.46 = 255.05 =2.36
Prob > Prob>chi2 Prob > F
chi2 = = 0.0845 =0.1256
0.0741

Comparison  Fixed Random Fixed VS
effect VS VS Pooled Pooled
Random

Suitable Random Pooled Pooled

Model Model OLS OLS
Selected

Source: Author Constructed

Table: Hausman test

The Chi square result of Hausman test is 22.09 with
a probability of 0.0741 which indicates that
random effect model is suitable compared to Fixed
model. Then Breusch and Pagen LM test is
conducted to select the most suitable model among
Pooled and Random models which reveals that
since chibar2 is equal to 255.05 with a probability
to 0.0845, pooled OLS is selected as most suitable
model. Further, F test is again performed to select
the model among Fixed and Pooled OLS which
also supported the Pooled OLS. Therefore, it was
concluded the Pooled OLS is the best model to
explain the relationship with DA.

Pooled OLS model revealed that (Table 06), both
PM and LIQ have negative and statistically
significant impact on DA with the probability of
0.036 and 0.000 respectively. The reasons would
be higher profit-earning companies would have
sufficient internally generated funds hence there
will be a less likely reason to go for debt financing
while higher liquidity ratios imply there are higher
possibility of resolving the short-term obligations
without getting additional debt finance. This is
supported by Ersoy (2022). Further CO also
reveals a negative significant relationship (p=
0.000), indicates that companies generating more
cash from operations are less likely depending on
the debt financing, possibly they have sufficient
internal funds to meet their need. INT also shows
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a negative significant relationship (p=0.008) which
highlights higher interest rates may discourage
companies from taking on more debt due to the
higher cost of financing.

Meantime TFA has a positive significant
relationship with a probability of 0.0002. Higher
tangibility supports possible collateralization
which motivates the lenders to give more debt to
the company (Pathak & Chandani, 2023).
However, Ersoy (2022) confirmed a negative
significant relationship between these variables.
Further TSNI also has a positive significant
coefficient (p=0.005) which suggests that tax
shields from non-interest expenses (Depreciation
and Amortization) are associated with a higher debt
to asset ratio. Firms might leverage tax shields to
increase debt financing since it provides tax
savings. This is supported by Ersoy (2022).

Further, Cl and FS do not have any impact on the
DA which is in line with the result of Ali, Rangone
and Farooq (2022) who confirmed an insignificant
relationship between FS and DA. However, Ersoy
(2022) confirmed that there is a negative
significant relationship between firm size and debt
financing decisions.

Regression Analysis for DE

Next, all three models are employed to test the
hypotheses for the dependent variable of DE.



Fixed Effect Model
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Pooled OLS Model

DE Random Effect Model
Coefficient (C) 3.7801 (p=0.006)
PM -10.9130 (p=0.000)
LIQ -0.2310 (p=0.037)
TFA 2.2008 (p=0.164)
TSNI 1.2456 (p=0.965)
CcO -5.3965 (p=0.013)
Cl -5.9035 (p=0.053)
INT 0.0802 (p=0.652)
FS -0.3025 (p=0.082)
Adjusted R2 0.3542
Model Statistic Wald chi2 (8) = 43.94
(p=0.000)

Source: Author Constructed

-21.8684 (p=0.021)
-16.3722 (p=0.000)
0.2195 (p=0.269)
4.9188 (p=0.125)
-7.9311 (p=0.075)
-2.9329 (p=0.191)
-0.0871 (p=0.269)
-0.0065 (p=0.125)
3.2748 (p=0.009)
0.0558
F = 4.64 (p=0.000)

3.7801 (p=0.006)
-10.9130 (p=0.000)
-0.2310 (p=0.038)
2.2008 (p=0.165)

1.2456 (p=1.246)
-5.3965 (p=0.014)
-5.9035 (p=0.055)
0.0802 (p=0.652)
-0.3025 (p=0.083)

0.1261
F = 5.49 (p=0.000)

Table 2: Random-effects GLS regression analysis, Fixed effect model, Pooled OLS method for the dependent variable of DE

According to Random effect model, the Adjusted
R2 of 0.1542 indicates that independent variables
collectively explain 35.42% of the variation in DE.
Further, Wald chi- squared statistics of 43.94 (p =
0.000), show that the independent variables as a
group are statistically significant in explaining the
dependent variable.

The adjusted R? of the fixed model is 5.58% which
describes that the firm-specific factors which are
considered for the study explain only 5.58% of the
variability in the DTE. F statistic of the model is
4.64 with probability of 0.00000 which is less than
the coefficient of 0.05. This implies overall model
is significant and appropriate for the analysis.

This Pooled model’s adjusted R? of 0.1261 reveals
that 12.61% of the variation in the DE is explained
by the independent variables taken for the study.
Further, F statistics of 5.49 with a p value of 0.000
indicate that overall model is statistically
significant.

Next to select the best model among these,
Hausman test, Breusch and Pagan LM test and F
test are utilized.
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Tests Hausman Breusch F test

test and Pagan
LM test

chi2= chibar2(01) F (1, 217)
9.20 =23.04 =5.36
Prob > Prob>chi2 Prob > F
chi2 = = 0.007 =0.0215
0.3257

Comparison  Fixed Random Fixed VS
effect VS VS Pooled Pooled
Random

Suitable Random Random Fixed

Model Model

Source: Author Constructed

Table: Hausman test

F test is performed to compare the fixed effects and
pooled OLS model which supports the use of fixed
model over pooled OLS. The results of the
Hausman test were a chi square value of 9.2 with a
probability of 0.3257, indicating that the random
effect model is more suitable than fixed effect
model. Subsequently, the LM test is conducted to
choose between the Pooled OLS and Random
effects models. The test produced a chi bar2 value
of 23.04 with a probability of 0.007, further
confirming random effect model is most
appropriate to explain the relationship with DE.



Hence, the results of random model (Table 09)
reveal that PM, LIQ and CO have a negative
significant impact on DE with a P value of 0.0000,
0.037 and 0.013 respectively. All other variables
are considered as insignificant as p values are
higher than the significant level of 0.05.

Discussion

The regression results provide critical insights into
the determinants of debt financing decisions, as
measured by DA and DE ratios. The findings align
with established theories such as pecking order
theory, trade off theory, and agency cost
frameworks, while also introducing contradictions
that urge deeper exploration.

The regression analysis reveals a positive and
statistically significant constant term for both DA
and DE ratios, implying that firms maintain a
baseline level of debt even in the absence of
influencing factors such as profitability or
liquidity. This finding aligns with the trade-off
theory, which posits that firms strategically balance
the tax advantages of debt against potentials
bankruptcy costs (Kraus & Litzenberger, 1973).
Further, agency cost theory highlights debt’s role
in disciplining managerial behaviour by limiting
free cash flow misuse (Jensen, 1986). However,
opposing arguments challenge the universality of
this baseline. Strebulaev and Yang (2013)
demonstrate that approximately 10% of US firms
operate with zero debt, a phenomenon often
attributed to industry specific norms such as
technology sectors favouring equity or risk averse
financial strategies. Furthermore, non-financial
motives, particularly in start-ups and family-owned
enterprises, drive debt avoidance to retain control,
even at the expense of tax inefficiencies.
Methodologically, the significance of the constant
term could mask omitted variables, such as
industry dynamics or governance structures, which
influence baseline debt levels. For instance, capital
intensive industries might inherently carry higher
debt, while firms with strong governance may
prioritize equity to mitigate agency risks. Future
research should incorporate these variables to
separate true baseline debt from contextual factors,
enhancing the model’s explanatory power. Hence,
while the constant term broadly supports trade-off
theory, its interpretation requires caution,
acknowledging sectoral diversity and strategic
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financial behaviours that challenge conventional
leverage norms.

The negative and significant relationship between
profit margin and both DA and DE, indicates that
more profitable firms tend to rely less on debt. This
result supports the pecking order theory, which
posits that firms prefer internal financing over
external debt when they are profitable (Myers &
Majluf, 1984). The negative impact of profitability
firms has sufficiently retained earnings to fund
investments, reducing the need for debt. Recent
studies also reinforce this finding. For instance, a
study on Fin Tech start-ups in the UK found that
profitability was inversely related to debt
financing, as firms with higher profitability
preferred to rely on equity or internal funds.
(Giaretta & Chesini, 2021). Additionally, Rajan
and Zingales (1995) confirmed that profitability
negatively correlates with leverage across various
sectors. Titman and Wessels (1988) argue that
firms with high earnings prefer to avoid debt due to
the costs associated with financial distress and
agency problems. Kenton and Smith (2021)
highlighted that even though high profit margins
can lower the default risks, as they enhance a firm’s
ability to meet debt obligations, some firms may
still prefer equity financing to preserve financial
flexibility and avoid fixed commitments associated
with debt. Almeida and Campello (2007) found
that profitable firms often prefer internal financing
to mitigate asymmetric information costs
associated with external funding. However, some
argue that profitable firms should take on more
debt to capitalize on the tax benefits of interest
payments. Modigliani and Miller (1963) suggest
that firms could increase their debt levels to reduce
their overall tax liabilities. Yet, this argument is
more applicable to firms in developed markets with
stable tax structures and may not be held in
countries with tax incentives that differ from
traditional models. Further, debt issuance can serve
as a signal of management’s confidence in a firm’s
future cash flow. Highly profitable firms may
choose to borrow to finance expansions, thereby
conveying positive information to the market and
potentially enhancing their valuation (Sony &
Bhaduri, 2021).

Liquidity has a significant negative impact on both
DA and DE, suggesting that firms with higher
liquidity rely less on debt financing. This finding



aligns with Jensen's (1986) free cash flow theory,
which suggests that firms with abundant liquidity
prefer internal financing to avoid the costs
associated with external financing. Firms with high
liquidity are also able to self-finance their
operations without resorting to debt. Ozkan (2001)
supports this view and found that firms with strong
liquidity reserves rely on internal financing and
avoid debt to maintain financial flexibility.
However, other studies indicate that highly liquid
firms still choose to take on debt to capitalize on
favourable financing conditions, such as low
interest rates, or to optimize their capital structure.
Frank and Goyal (2009) argue that liquidity alone
does not necessarily preclude debt financing if
firms see debt as a valuable instrument for
diversifying their capital structure. A recent report
by Richard Tylar (2024) highlights that UK firms
are becoming increasingly cautions about
borrowing due to witnessing financial distress
among their peers. This growing aversion to debt
supports the view that firms with strong liquidity
may be more reluctant to rely on debt financing.

Next, the relationship between tangible fixed assets
and debt financing is positive and significant for
DA, but in significant for DE, suggesting that firms
with more tangible assets can use them as collateral
to secure debt but may not necessarily increase
equity-based leverage. This finding is consistent
with asset-based lending theories, which posit that
tangible assets reduce the risk to lenders, making it
easier for firms to obtain debt financing (Harris &
Raviv, 1991). The results are supported by studies
showing that firms with substantial fixed assets
have higher debt capacity due to the collateral
value of those assets. In developing economies,
such as Sri Lanka, firms with significant tangible
assets are often able to secure loans, even in the
absence of strong credit histories. However, market
imperfections may sometimes prevent firms from
fully utilizing their asset-banked borrowing
capacity, particularly if access to credit markets is
limited (Booth et al., 2001). Further, in knowledge-
based sectors, such as technology firms often
possess  significant intangible assets like
intellectual property and brand value. Traditional
financing methods that rely on tangible assets as
collateral may not be suitable for these companies.
Instead, they often turn to equity financing or
specialized debt instruments (Falato et al., 2022).
During the periods of asset bubbles, inflated
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valuations of tangible fixed assets can lead to
overleverage, resulting in financial instability and
potential defaults when the bubble burst.
Understanding the dynamics of asset bubbles and
their impact on economic growth is crucial for
managing such risks (Hori & Im, 2023).

TSNI positively influences DA but has no
significant effect on DE suggesting that firms
leverage tax shields to increase debt financing but
do not necessarily increase equity-based leverage.
This result is consistent with the trade-off theory,
which argues that firms seek to balance the tax
benefits of debt against the costs of financial
distress (Modigliani & Miller, 1963). DeAngelo
and Masulis (1980) suggest that firms with high
non debt tax shields, such as depreciation or R&D
expenses, use debt as a complementary tax saving
tool. Graham (2000) also finds that firms with high
non debt tax shields still use debt to enhance the tax
efficiency of their capital structure. The positive
relationship between tax shields and debt financing
found in this study highlights the role of tax
considerations in capital structure decisions.
However, some researchers argue that firms with
substantial non debt tax shields may not require
additional debt to maximize their tax savings
(Fama & French, 2002). For instance, firms with
high depreciation expenses may prefer fund
operations through equity or internal cash flow
rather than relying on debt to take advantage of tax
shields.

Cash from operations negatively impacts DA and
DE, indicating that firms with higher operating
cash flow rely less on debt. This is consistent with
Myers’ (1984) pecking order theory, which posits
that firms with strong internal cash flow prefer to
use internal resources rather than take on debt.
Firms with higher operating cash flow have less
need for external financing, as they can fund their
investments from retained earnings. Fama and
French (2002) support this finding, showing that
firms with stable cash flows typically maintain
lower debt levels to avoid interest costs. However,
some firms may still opt for debt financing even
when they have strong cash flow, especially if they
want to preserve cash for future investments or
diversify their financing sources (Modigliani &
Miller, 1963).



The relationship between cash from investments
and debt financing is insignificant for both DA and
DE, suggesting that investment activities do not
significantly influence debt decisions. This finding
aligns with the view that financing decisions are
often determined by operational cash flow rather
than investment cash flow (Baker & Wourgler,
2002). Some studies have found that firms in
capital intensive industries rely more on debt to
finance investments, as the cost of capital can be
high, and equity financing may be too costly. Some
studies have found that firms in capital intensive
industries rely more on debt to finance
investments, as the cost of capital can be high, and
equity financing may be too costly (Shyam-Sunder
& C. Myers, 1999). However, in this study,
investment activities did not have a significant
impact on debt financing decisions, which may
reflect the sector specific nature of the capital
goods industry, where firms tend to finance
investments through a mix of internal resources
and equity.

Further, the study finds that interest rates
negatively impact DA, but have no significant
effect on DE, suggesting that higher interest rates
discourage borrowing, especially in terms of debt
to asset ratios. This finding supports the traditional
view that higher borrowing costs reduce the
attractiveness of debt financing (Modigliani &
Miller, 1963). Frank and Goyal (2009) that firms
are highly sensitive to interest rate changes and
may adjust their capital structures accordingly.
Lower interest rates make borrowing more
attractive, leading firms to increase their leverage.
However, higher interest rates may discourage
firms from taking on additional debt, especially if
the cost of borrowing exceeds the benefits of
leverage. Recent studies also highlight the impact
of interest rates on corporate debt levels. In 2024,
firms capitalized on favourable financing
conditions, issuing substantial debt as credit
spreads reached their lowest levels since mid-
2000s (Barbuscia & Shankar, 2024). This
highlights the sensitivity of corporate borrowing to
interest rate environments, with firms responding
to favourable borrowing conditions by increasing
debt issuance.

Firm size is found to be insignificant for both DA
and DE, suggesting that firm size does not
significantly impact debt financing decisions in
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this study. This result contrasts with the trade-off
theory, which posits that larger firms have better
access to credit markets and lower bankruptcy
risks, making them more likely to use debt (Rajan
& Zingales, 1995). However, some studies suggest
that the relationship between firm size and leverage
is not always straightforward. Titman and Wessels
(1988) argue that larger firms may have more
diverse financing options, making size less relevant
in determining debt levels. Furthermore, the
insignificance of firm size in this study could
reflect the sector specific characteristics of the
capital goods industry, where firms may have
access to debt financing.

Overall, the negative coefficients on profitability
and liquidity (RQ1) indicate preference for internal
funds, consistent with pecking order theory (RQ2).
Positive effects of tangibility and size align with
collateral and diversification channels emphasized
by trade off theory. These patterns hold for both
DA and DE, with slightly larger magnitudes for DE
(RQ3), suggesting equity relative to assets is more
sensitive to firm fundamentals.

Implications
Theoretical Implications

The findings contribute to capital structure theory
by providing new evidence from a frontier
market’s industrial sector. The coexistence of
pecking order and trade off patterns suggests that
no single theory explains firm behaviour, however,
a contingent view is needed. Firms under
informational constraints and in evolving markets
rely first on internal funds (Boateng et al., 2022).
However, the significant role of tangibility and size
indicates that trade-off considerations still play a
role. This supports the notion of a dynamic trade
off where firms may have a target debt ratio but
slowly adjust toward it using different instruments
over time. By documenting these patterns in Sri
Lanka’s capital goods sector, this study extends the
literature beyond the developed country and broad
sector analyses, which highlights Stoiljkovic¢ et al.
's (2022) point that capital structure theories can
explain the behaviour of companies in developing
countries.

Managerial Implications



For corporate managers in the capital goods sector,
the results highlight the importance of internal
financial management. Profitability and liquidity
are key to maintaining low debt levels, so managers
should focus on boosting margins and efficient
working capital when companies want to reduce
financial leverage. At the same time, findings show
that firms with more tangible assets can safely
carry more debt. It suggests that expansion plans
should be aligned with asset backing, managers can
strategically finance plants and equipment with
debt but should remain cautious about excessive
short-term borrowing. The positive size effect
implies that as firms grow, they can leverage their
scale for additional financing, but the weaker than
expected size influence also warns that small to
midsize firms are not necessarily at a financing
disadvantage. In practice, managers should
monitor the trade-off between short-term liquidity
needs and long-term obligations. As Stoiljkovi¢ et
al. (2022) findings, heavy reliance on short term
debt can increase the risk of refinancing. Hence,
firms  should build contingency  plans.
Understanding these determinants can help
managers fine tune financing strategies to support
sustainable growth.

Policy Implications

For regulators and policymakers, the evidence
suggests several points. Negligible impact of
NDTS and fluctuating interest rates implies that tax
policy and monetary policy have limited direct
influence on capital goods firms’ leverage. Instead,
corporate governance and transparency which
relate to pecking behaviour, may be more critical.
Policymakers might therefore consider incentives
that encourage prudent debt use, such as tax credits
for interest payments or stronger credit information
systems, to reduce reliance on informal credit
channels. Further, since large firms use more debt
and small firms more equity, efforts to deepen
capital markets such as developing corporate bond
markets, could help smaller firms access long term
debt, balancing the capital structure in the sector.
Khan et al. (2024) argue that robust capital
structure research provides valuable insights for
policy makers to design pro development policies.
Policies that stabilize the banking sector and
interest rates would likely encourage optimal
borrowing. Hence, given the prominence of
pecking order behaviour, policies enhancing
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transparency and reducing information asymmetry
could allow efficient firms to more readily tap debt
markets rather than relying solely on retained
earnings.

Conclusion

In Summary, this study examines which firm
specific factors influence debt financing in Sri
Lanka’s listed capital goods companies. Analysing
25 companies over 2015- 2024, the study examines
factors Profit Margin, Liquidity level, Tangible
Fixed Asset, Tax Shield from Non-Interest
expenses, Cash generated from operating activities,
Cash generated from Investment activities,
Average Interest rate paid by the company.
Findings revealed that higher profitability
liquidity, cash generated from operational
activities and average interest rate paid discourage
debt reliance while increased asset tangibility and
tax shields from noninterest positively impact debt
decisions. Interestingly, firm size and cash flow
from investment activities show no such significant
impact on debt decisions. This highlights the
importance of considering Profitability, Liquidity,
Cash from operations, Non-Debt Tax Shield,
Interest rate and Asset Tangibility in guiding debt
financing decisions. The results largely support
established capital structure theories such as the
pecking order theory, trade off theory, and agency
cost theory. The negative relationship between
profitability and debt financing aligns with the
pecking order theory, indicating that firms prefer
internal financing over debt when they generate
sufficient earnings. Similarly, the negative impact
of liquidity supports the free cash flow theory, as
firms with abundant liquidity tend to self-finance
their operations rather than incur debt-related costs.
The positive influence of asset tangibility is
consistent with asset-based lending theories, as
firms with substantial tangible assets can leverage
them as collateral to secure debt financing.
Additionally, the role of tax shields in promoting
debt usage reinforces the trade-off theory,
highlighting firms’ efforts to balance tax
advantages against financial distress costs. Since
the study identifies a negative relationship between
profitability and liquidity with debt decisions and a
positive impact from tax shields and asset
tangibility, practitioners such as financial
managers should consider these firm specific



factors as key criteria when making debt financing
decisions. Additionally, researchers can use this
paper to gain valuable insights into debt financing
decisions influenced by internal factors.
Furthermore, regulatory bodies like the central
bank and government can align policy changes
with the study’s findings to promote more effective
financial practices. Limitation of the study is debt
financing decision is not only affected by internal
factors. However, other significant factors such as
managerial behaviour, credit ratings, potential
costs of financial distress, financial flexibility and
project risks, also play a role. Future research could
incorporate these elements to provide a more
comprehensive understanding of the debt decisions
of Sri Lankan companies.
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