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Abstract: This paper examines the regulation of corporate governance on leverage structure
decision-making in Bangladesh from 2003 to 2017. Appropriate panel methods are employed
to control the problems of serial correlation, heteroskedasticity, and the cross-sectional nature of
manufacturing companies. The study finds that corporate governance attributes such as board size,
managerial ownership, and duality are the dominant factors for leverage decision-making. The results
also indicate that control variables such as firm size and profitability have an influential role on
leverage decision-making in Bangladesh. Our findings substantiate the idea that political and family
connections to corporate governance structure greatly influence the leverage decision-making of
corporate firms in Bangladesh.

Keywords: board size; managerial ownership; duality; leverage structure; Bangladesh

JEL Classification: C22; C51; L16

1. Introduction

Corporate governance has been an imperative issue in corporate finance and a greatly discussed
matter in Bangladesh due to political exploitation. The impact of corporate governance on a
firm is enormous. The corporate governance system allocates the proper distribution of corporate
responsibilities to principles that regulate the traits of management and decisions in a firm. Therefore,
corporate governance variables, such as board size, board composition, managerial ownership, and
duality, might have a direct influence on setting the leverage structure in a firm. The separation of
ownership and control in a firm may result in managers’ overexerting a lacking workforce, indulging
in prerequisites, choosing inputs and outputs that suit their own preferences or otherwise failing
to maximize the firm’s value. Fair and free corporate governance practices may have a significant
influence on a strategic decision such as external financing or capital structure decision. In the
absence of the strong role of corporate governance, agency problems (conflicts of interest within the
firm) arise between shareholders and managers. This leads to a weak legal and regulatory system,
inconsistent accounting, and auditing standards and poor management practices. Hence, in this
situation, corporate governance plays a vital role in the necessary checks and balances between
shareholders and management to mitigate agency problems.

A literature review indicated that very few studies have been undertaken on the relationship
between corporate governance and leverage structure decision-making in Bangladeshi firms
(Haque et al. 2011). The study initially investigated secondary data of corporate variables in Bangladesh,
which mostly impede capital structure decision-making. Bangladeshi firms face many problems due to
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weak corporate governance, such as family issues, institutional issues, political affiliation, corruption,
and the lack of a sense of responsibility and accountability. In this circumstance, financial managers
cannot freely make optimal financial decisions in terms of firm value and sustainability. Weak financial
decision-making incurs a great deal of loss, which threatens sustainability. The previous studies also
consider only primary data, and, to the best of our knowledge, they did not consider the main corporate
governance attributes of board size, board composition, board independence, managerial ownership,
institutional shares, and CEO duality from secondary data. Hence, the relationship between corporate
governance and leverage structure decision-making in Bangladesh has not been fully explored. In this
respect, in Bangladesh, there is an urgent need to determine whether corporate governance has any
impact on leverage structure decision-making or not.

We have investigated the manufacturing sector for several reasons: First, past literature has been
primarily dedicated to the analysis of developed countries and there are very few studies focused on
developing countries such as Bangladesh. Second, Bangladesh has been experiencing embezzlement in
capital markets resulting from political weaponry and government intervention. These consequences
radically affect the financial decision-making of manufacturing companies in Bangladesh. Third, the
manufacturing sector provides the basic needs of people and fuels economic growth in Bangladesh,
and it is highly vulnerable due to a lack of high-quality corporate governance. Poor accounting and
auditing standards, bad accountability, low transparency, managerial inefficiency, and political turmoil
(Pontines and Siregar 2008) have led to the poor sustainable development of the sector.

The major contributions of the paper are designed to add new insights to the current literature:
(i) The previous literature on this subject in Bangladesh is few and partial. To the best of our knowledge,
research in this area was initiated by Haque et al. 2011 on the qualitative factors of corporate governance
in Bangladesh. The most influential variables for capital structure decision-making, such as board size,
board composition, managerial ownership, independence of directors, institutional shares and CEO
duality, are not considered in his study. The ownership structure in Bangladesh is formed by families,
institutions, and political leaders, whereas dispersed and professional shareholders hold ownership in
developed countries. Therefore, this study provides a new approach for corporate governance that will
overcome the lack of existing literature concerning Bangladesh. (ii) Important limitations of the existing
literature are in terms of either the scope or scale of the analysis. Our study investigated the political
and family impact on corporate affairs, which influences leverage decision-making in Bangladeshi
firms by using CEO duality and managerial ownership of 63 companies from 2003–2017. In this period,
corporate governance has greatly changed because democracy has given way to a dictatorship and all
economic power has been seized by activists and leaders of the ruling party. Using political power in
connection to government, millions of dollars have been corrupted by a group of people from banks
and stock market in Bangladesh. The chairman and CEO have become the same person as a result
of family, institution, and political shareholdings, which has resulted in conflict between CEOs and
financial managers in terms of leverage decision-making. In this situation, managers are not able to
make optimal leverage decision-making, which may lead to the collapse of the manufacturing sector
and economic decline. Therefore, this study is an attempt to determine who is responsible for the
decline of corporate governance in Bangladesh. (iii) An appropriate panel estimator is used that allows
us to control the problems of serial correlation, heteroskedasticity, and cross-sectional nature in the
model estimation, making the results more effective and robust. To the best of our knowledge, this is
the first study to consider the variables mentioned earlier for analysis of corporate governance, which
is linked to leverage structure decision-making in Bangladesh. Hence, the study aims to examine the
impact of leverage structure on firm value in Bangladesh.

The study is organized as follows: Section 2 presents a brief literature review. Section 3 discusses
the theoretical concepts and presents our hypotheses. Section 4 presents the data and methodology.
Section 5 interprets the empirical results based on theories as well as corporate governance rules
and regulations. The final section concludes with policy implications and recommendations for
further research.
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2. Literature Review

The literature review is carried out to further understanding the relationship between corporate
governance and capital structure of listed companies of Dhaka Stock Exchange (DSE) in Bangladesh.
Related empirical studies are reviewed to detect the current literature gap and adopted a new
methodology has been adopted for the new findings.

Financial literature on board size is studied based on different developed and developing countries.
The studies have presented diverse results; for instance, Abor (2007) examined the relationship between
corporate governance and capital structure decision of Ghanaian listed firm with the help of multiple
regression analysis. The result found that the board size is positively related to capital structure
decision because larger board size is inspired to adopt high debt policy. Diversified board size
combines the diversity in the knowledge that contributes to the positive role in capital structure
decision (Lipton and Lorsch 1992). Therefore, Jaradat (2015) also provided that board size is a
positive significant relationship with capital structure decision. Hart (1995) revealed that board size is
negatively associated with capital structure decision. The larger board size generates the complexity
in decision-making (Abor and Biekpe 2007; Uwuigbe 2014; Adegbile 2015). Achchuthan et al. (2013)
examine the relationship between board size and leverage structure from the 28 manufacturing
companies of the Colombo Stock Exchange. The result revealed that no relationship between board
size and a leverage ratio because the authors postulate that if the board size is bigger, they can provide
more pressure to the managers to keep the limited leverage and thus this result is also in line with the
findings of (Hewa Wellalage and Locke 2012).

Board composition is considered to be a significant and positive determinant for capital structure
decision (Abor 2007; Somathilake and Kumara 2015). Adegbile (2015) and Uwuigbe (2014) examines
the relationship between corporate governance attributes and capital structure decision and derives
the inverse connection between board composition and capital structure. Achchuthan et al. (2013)
revealed that board composition has no significant impact on capital structure decision.

However, Chen and Chen (2012) argued that managerial ownership makes the force of work
and professionalism in management that enhances the shareholders’ interest and reduce the agency
problem. Adegbile (2015) investigated the effect of corporate governance on the leverage structure of
Nigerian food and beverages industry for the period of 2003–2012. The study revealed that managerial
ownership has an inverse relationship with the leverage ratio. Joher et al. (2006) also provided evidence
of an inverse association between managerial ownership and leverage structure decision-making with
the help of data from 100 Malaysian composite index companies. By employing a two-stage least
square method and a data set between 1998 and 2003, Nyonna (2012) estimated the significant but
negative correlation between managerial ownership and capital structure. The authors explained that
both managerial ownership and capital structure are substituted with each other, and that could reduce
the agency cost.

The relationship between institutional ownership and capital structure has been given little
attention in previous literature. Crutchley et al. (1999) reported that there is a positive association
between institutional investors and capital structure that is statistically significant as well. Lev (1988)
argued that institutional investors have the perfect information which aids to make a stronger decision
than individual investors. The main fact is that they have easy access to any cell of information.

The relationship between board independence and debt ratio has been accepted in different
results from prior research, for example, Bokpin and Arko (2009) used regression analysis towards
a panel data set of Ghanaian firms from the period 2002–2007 to find out the relationship between
ownership and capital structure. The results established a positive significant correlation between
board independence and leverage ratio. The researchers explained that if the board members are
independent, they can choose the efficient leverage structure for the company. A positive insignificant
relationship between board independence and leverage ratio is indicated by (Kyereboah-Coleman and
Biekpe 2006). Meanwhile, Vakilifard et al. (2011) indicated that there is no relationship between board
independence and capital structure. Wen et al. (2002) discovered a negative association between board
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independence and capital structure decision. Erickson and Wang (2005) found that board independence
included on board does not have any positive relationship on capital structure decision. They further
argued that firms which poorly operate their performance requirements to increase the independent
directors in subsequent periods.

There are many kinds of literature are studied on the relationship between CEO duality and
capital structure that provided mixed results. Abor (2007) reported the evidence that CEO duality is
positively related to capital structure decision. The author mentioned when the CEO is also a member
of the board play a vital role to take an efficient decision. At that time, the CEO thinks that he/she is
not only an employee of the company but also a partner of it. The level of sincerity would become
higher and efficient. Uwuigbe (2014) also indicated the positive relationship between CEO duality
and leverage ratio. Fosberg (2004) found a significant inverse relationship between CEO duality
and the amount of corporate debt. Meanwhile, Jaradat (2015) mentioned that CEO duality has no
significant impact on capital structure and the researcher argues that no matter of holding dual position
is required for leverage structure decision-making. When any decision needs to make, the CEO must
think independently and efficiently without influenced by others.

However, Titman and Wessels (1988) revealed that bankruptcy cost is not generally considered by
large-scale firms to choose the leverage ratio. The larger firms tend to use a higher amount of debt in
the capital structure. (Friend and Lang 1988; Marsh 1982; Rajan and Zingales 1995) revealed that firm
size positively determine the debt level of the firm.

Moreover, the relationship between profitability and leverage has been recognized by several
previous literature proved mixed results. Petersen and Rajan (1994) tested the connection between
profitability and leverage level and found a significant positive relationship. The authors explained
that if the firm is in the profitable condition that could happen for good leverage structure and the
theory supports that statement and thus the same results are also related to the findings of (Aharon and
Yagil 2019; Titman and Wessels 1988; Rajan and Zingales 1995). Velnampy and Niresh (2012) examined
the relationship between profitability and leverage of Sri Lankan Bank over the period of 2002–2009.
The results evidence that there is an adverse relationship between profitability and capital structure
because most of their assets are covered by the debt, which is 89%.

Concisely, from the above-discussed literature, we found a research gap. Hence, there are still
critical issues for the policymakers, practitioners, and academician whether the corporate governance
impact on leverage structure. Most of the previous studies are done based on developed and developing
countries while very less attention given to Bangladesh, which is an emerging country. Therefore,
most of the past studies used just regression analysis, but in contrast, this study applies relatively
advanced appropriate statistical tools to generalize the results. Moreover, to fill the bridge gap of
previous studies, we used some additional variables that policymakers are always looking for.

3. Variables Definitions and Hypotheses Development

3.1. Variable Definitions and Their Evidence

Leverage structure is defined as total debt or current liabilities plus long-term debt over the
total assets (Fathi et al. 2014; Alagathurai 2013; Onaolapo and Kajola 2010; Taani 2013). Total debt
is used as leverage structure in the study. Board size consists of several directors on a board in the
company. The board should be constituted by at least five members and a maximum of 20 members
for diversity in accordance with Bangladesh Security and Exchange Commission. The relationship
between the board size and setting the leverage has been well recognized in prior accounting and
finance research (Bhagat and Black 2002; Berger et al. 1997; Lipton and Lorsch 1992; Eisenberg et al.
1998; Abor and Biekpe 2007). Board composition represents the ratio of non-functional directors on
board. It is calculated through non-functional directors divided by the total number of directors on
board. The presence of non-executive directors on board signals the strong monitoring system in the
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functional management of the company (Dalton et al. 1998; Adegbile 2015). Managerial ownership is
the proportionate number of shares held by chief executive, directors, and their family members.

The ownership design is considered an influential element in corporate governance. Managerial
ownership is a capable device of corporate governance as it aligns the interests of managers with those
of shareholders (Stulz 1988; La Porta et al. 2002; Beck and Levine 2004; Sanda et al. 2009). Institutional
investors have blocked shareholdings held by organizations, including insurance, banks, pension funds.
Institutional shareholders place specific seats on the board and the supervisory committee and thus
exercise rights to elect and eliminate the management team (Xu and Wang 1999). Independent directors
are outside directors who are basically appointed by considering relevant knowledge and experience.
They have excellent professionalism to put value in decision and operations in management. They are
entirely separated from ownership and control that helps them to raise their voice for free, fair and
efficient administration (Erickson and Wang 2005; Lefort and Urzúa 2008; Duchin et al. 2010).

CEO duality appears when the CEO assumes the dual responsibilities of managing the firm and
deals with the affairs of the board. Duality is a valid measure to help the organization to be faster in
decision-making (Jensen 1993; Fosberg 2004; Abor and Biekpe 2007). We include the control variables
such as firm size and profitability, resulting in a total of eight variables for measuring the effect of
corporate governance on capital structure decision in Bangladeshi firms. Firm size is measured as
the natural logarithmic transformation of total assets or sales of a firm (Gurarda et al. 2016). Board
size, board composition, and managerial ownership are variant with firm size (Titman and Wessels
1988; Wald 1999; Prasad et al. 2001; Castanias 1983). Return on asset measures the efficiency of total
assets employed in the companies. The ratio is estimated by the net income over the total assets
(Alagathurai 2013; Ehikioya 2009). According to Hsiao (2003), the panel data approach usages a data
set that monitors a specified sample over a period, providing a multiple regression model for each
variable in the sample. This approach upsurges the data due to combining the cross-sectional data
with time series data.

3.2. Formal Hypotheses Development

Mugenda and Mugenda (2008) provides a structure of relationship between dependent and
independent variables in the study. Figure 1 demonstrates the relationship between the dependent
and independent variables regarding the connections which exist between corporate governance and
leverage structure. The model constructs a co-effect of independent and control variables on leverage
structure where independent variables such as board size, board composition, managerial ownership,
board independence, institutional ownership, and duality are used as proxies of corporate governance
and leverage used as a proxy of capital structure demonstrated below:
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H01. There is a positive relationship between board size and leverage structure decision-making.
H02. A positive relationship exists between board composition and leverage structure decision-making.
H03. Managerial ownership is positively related to leverage structure decision-making.
H04. There exists a positive relationship between institutional ownership and leverage structure
decision-making.
H05. There is an inverse relationship between board independence and leverage structure
decision-making.
H06. A positive relationship exists between CEO duality and leverage structure decision-making.

3.3. Model Specification and Measurements

The study has adopted an approach to test the relationship between leverage structure
decision-making and a set of corporate governance variables (see Table 1) by using a multiple
regression model (Chowdhury 2004). The study hypothesizes that the relationship between the
outcome variable and predictors to be linear and the residual error term is to be normally distributed.
As per the hypothetical relationship, the multiple regression model has been established below:

LR = B0 + B1BS + B2BC + B3IO + B4MNO + B5BI + B6FS + B7ROA + B8Duality + e

Table 1. Name of the variables and their descriptions.

Dependent
Variables

Variables Description Calculation Procedures Expected Sign

LEV Leverage Computed as the Ratio of Total External
Borrowings to Total Assets -

Independent
Variables

BS Board Size Calculate the sum of directors on the board Positive

BC Board
Composition

Board composition represents the proportion
of total non-functional directors on board,
and it is calculated as the number of total
non-functional directors divided by total
directors

Positive

MNO Managerial
ownership

The ratio of shares held by CEOs, directors,
and their immediate family members to total
outstanding shares

Positive

IO Institutional
owners

Institutional ownership measures as the
percentage of shares held by the institution Positive

BI Board
Independence

The ratio of number of only total
independent directors to the total number of
directors on board

Negative

FS Firm Size
(Control Variable) Size of Firm (as the logarithm of total assets) Negative

ROA Return on asset
(Control Variable)

Return on Assets (company’s net earnings
divided by its total assets) Negative

Duality CEO/Chair
The same person holds dual responsibility as
Chair and CEO (It is taken as 1 if the CEO is
chairman; otherwise it is taken as 0)

Positive

Source: Data have been compiled by the researcher using ratios.

4. Data and Methodology

4.1. Sample Design and Data Collection

The samples have been chosen in terms of data availability and active capital market participation
during the studied period. The optimal time scale of 2003–2017 is used based on information
available, which is consistent with the financial and non-financial data for the requirements of corporate
governance and leverage structure decision-making. The financial sector, including banks, insurance
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companies, and leasing companies, are totally different in terms of assets, functions, and regulatory
requirements of manufacturing sectors, which are excluded (Diamond and Rajan 2000). A fragment of
the manufacturing sectors is also diminished from the estimation because there is a shortage of data
cell on DSE. The manufacturing companies which did not start their operations before 2003 are also
excluded in sample size. The sample includes both financially sound and weak companies but the
companies which have found financial anomalies, are removed from sample size in order to avoid
survival bias, as the probability of bankruptcy which might have a significant impact on a firm’s
financing decisions. During the period of 2003–2017, democracy has been killed, and all sectors of the
economy have been seized by the power of the ruling party. The impact of evil politics has changed
the corporate governance structure in Bangladesh. Therefore, the aim of the study is urgently required
to test the impact of corporate governance on leverage structure in Bangladesh.

The data relevant to variables are collected from the reports of corporate governance, balance
sheets, notes of financial statement, management structure, the board of director’s reports, highlights of
financial performance from annual reports during 2003 to 2017. This information is publicly accessible
on the database of the Dhaka Stock Exchange and website of companies. The data were averaged over
the 15 years to smooth the leverage and explanatory variables. For inclusion in a sample of 15 years of
data, from 2003–2017 is used, resulting in a panel database of 945 cases for 63 companies. The study
has randomly included both companies, which are financially mixed (strong and weak) but those
companies have been removed to avoid survival bias, as the probability of bankruptcy which may
have a significant impact on a firm’s financing decisions.

4.2. Methodology

We used the panel data estimation for measuring the impact of corporate governance variables on
leverage structure in Bangladesh. To test the relationship, panel techniques such as fixed effects and
random effects methods have been subsequently tested to analyze the data (Gujarati 2004). Hausman
(1978) determined the fixed effects method between two approaches for panel dataset. The study has
subsequently tested the problems of endogeneity, unobservable heterogeneity, simultaneity where
have been found their significance connections on data set. In this typical panel data, (Arellano and
Bover 1995; Blundell and Bond 1998) suggested us to test the panel Generalized Method of Moments
(GMM) to make the data efficient for results. The study has also conducted the tests of serial correlation,
heteroskedasticity, and cross-section dependency problems and proved their connections. In this
typical data, Beck and Beck and Katz (1995) suggested that panel corrected standard error (PCSE)
needs to be used to find out reliable results. Therefore, the PCSE has been proved a popular empirical
testing of panel data (Reed and Ye 2011). The models have produced the differential results due to
successive filtering of data for greater acceptability. The two-stage findings have been asserted how
actually corporate governance explains the leverage structure decision-making in Bangladesh.

5. Empirical Results and Discussion

This section provides empirical evidence from an analysis of panel data relevant to corporate
governance and leverage structure decision-making. The results are interpreted in the light of code and
concept of corporate governance in Bangladesh and finance theories. STATA version 13 and E-view 9
version are employed to test the model results. The rationale behind this interpretation is to identify
the influential factors of corporate governance to deal with capital structure decision in Bangladesh.
The results of the following tests have been presented and interpreted:

5.1. Descriptive Statistics

Table 2 provides descriptive statistics about all variables of corporate control and leverage structure
being studied. There are huge divergences between the maximum and minimum value of leverage,
board size, board composition, managerial ownership, firm size, and return on asset etc. This affords
the understanding of characteristics from discrepancies and heterogeneities of the sample firms. The
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average leverage size used by Bangladesh firms is 53.7%, which constitutes a more financial risk
as of more than 50%. The divergence of leverage between the maximum value and the minimum
value is so high, and the median value is 54.9%. The board size of companies is 7.39 which indicate
that the maximum companies are constituted with small board size and tend to be less effective in
the managerial decision followed by the code of corporate governance in Bangladesh. There are a
few companies where boards are constituted by less than five members, but regulation of corporate
governance code allows at least five members. The maximum boards limit to 15 members who are
allowed by rules of corporate governance of Bangladesh. The maximum board members shall be
consisted of 20 members as per the code of corporate governance of Bangladesh.

The average score of board composition is found less than one that indicates, management of
companies are active in operations as of holding least number of non-executive directors on board.
The maximum and minimum value of non-functional directors are from 90 to zero percent of total
directors indicating that there are a few companies which have 90% non-functional directors and some
companies contain zero percent of non-functional directors. These companies are suffering from poor
management. There is 24.3% of institutional shareholders of total shareholders, which explains the
largest and significant in numbers. Their role and control of the management are indispensable. It is
found that 98% shares of some companies are held by institutions which are fully regulated by them as
their own way. The standard deviation of institutional ownership is 21.9%. Managerial ownership
is explained by 33.1% on Board, which positively encourages the operational activities towards
shareholders but may negatively motivate the stakeholders’ compensation if they are irrational in their
activities. The maximum and minimum value of managerial ownership is so far distance indicating
that there is a high variation of managerial control on board. As per the rule of corporate governance,
at least one fifth but not more than two thirds of total directors shall have independent directors. It is
indicated that the ratio of independent directors is less than 10%, which is not followed by the code of
corporate governance. There are no independent directors in a few companies, but some companies
have had 60%, independent directors. Independent directors are professional and plays an active
monitoring role in the developing country. The two controlling variables are the firm size and return on
asset, and their mean value is the natural logarithm of assets as 20.06, and the average return is 5.18%
is not significant. Their maximum, minimum and median value of firm size and profitability are (24.28,
47.9%), (9.63, −0.41) and (20.41, 3.4%) respectively. The profitability of companies is highly volatile and
risky. The skewness and kurtosis are required to test the pre-assumptions of multiple regression model
whether the data are normally distributed or not. Most of the values for skewness and kurtosis are
limited to (±3), which indicate that data in the study are normally distributed (Kallamu 2016).

Table 2. Descriptive statistics.

Variable Obs Min. Max. Mean Median SD Skewness Kurtosis

Leverage 945 0.0759 0.978 0.537 0.549 0.226 −0.117 2.342
BS 945 3.000 15.00 7.39 7.00 2.092 0.364 2.861
BC 945 0.000 0.909 0.472 0.500 0.251 −0.187 1.870
IO 945 0.000 0.982 0.243 0.179 0.219 1.419 4.180

MNO 945 0.000 0.866 0.331 0.374 0.224 −0.078 2.141
BI 945 0.000 0.600 0.094 0.100 0.104 0.951 3.240
FS 945 9.634 24.284 20.066 20.41 2.159 −1.451 6.202

ROA 945 -0.410 0.479 0.0518 0.034 0.056 −0.588 11.90
Duality 945 0.00 1.000 0.271 0.000 0.445 1.830 2.062

Source: Data have been compiled by the researcher using Annual Reports (2003–2017).

5.2. Correlation Analysis

Table 3 demonstrates the estimated results obtained from the test of Pearson correlation for a
given panel data set. The result displays a significant negative correlation between board size and
leverage, board independence and leverage, and positive correlations between managerial ownership
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and leverage, and between duality and leverage. The co-efficient of significant variables is −0.18**,
0.072**, −0.35** and 0.13** respectively at 1% level of significance. Those explain that the higher
board tends to use less leverage. The more managerial shareholdings represent the use of a higher
amount of leverage in the capital structure. The firms with greater profitability indicate less debt in the
capital structure. The chairman separated from management deals with a larger amount of debt in the
capital structure.

Table 3. Pearson Correlation Matrix of Variables.

LR BS BC IO MNO BI FS ROA Duality

LR 1.0
BS −0.18 ** 1.0000
BC 0.0403 0.231 ** 1.000
IO 0.0108 0.0655 * 0.0744 * 1.000

MNO 0.072 * −0.0063 0.0138 −0.28 ** 1.000
BI −0.0346 −0.0047 −0.53 ** −0.16 ** −0.0130 1.000
FS −0.0176 −0.0139 −0.0192 −0.09 ** 0.22 ** 0.21 ** 1.000

ROA −0.35 ** 0.23 ** −0.0202 0.0288 −0.12 ** 0.0018 −0.11 ** 1.000
Duality 0.13 ** −0.21 ** 0.18 ** 0.0469 0.0288 −0.18 ** −0.0461 −0.18 ** 1.000

Source: Data have been compiled by the researcher using Annual Reports (2003–2017). ** Significant level at 1%; *
Significant level at 5%.

The correlation analysis shows the substantial relationship among independent variables, which
can cause a problem of multicollinearity. However, the results from VIF calculation indicate that all
independent variables have that value, which is less than 2.0, indicating absolute nonexistence of
multicollinearity problem among all variables in the model. This value is estimated as 1

1−R2 where R2

is the co-efficient of determination of regression of independent variables and a VIF of 5 or 10 and
above shows a multicollinearity problem (O’brien 2007). This test was also used by (Huynh and Su
2010; Gill et al. 2010).

5.3. Test of Panel Generalized Method of Moments (GMM)

The GMM is a dynamic panel estimator that controls the heteroskedasticity and good alternative
to fixed effects or random effects model. Therefore, to identify the unobservable factors that could
affect the residual, we used instrumental variables. The tested results of panel dynamics have been
highlighted in the following Table 4.

Table 4. Panel Generalized Method of Moments.

Variable Panel Generalized Method of Moments

Co-efficient Std. Error t-Statistic p-Value

Constant 0.807857 0.070552 11.45056 0.0000
BS −0.016472 *** 0.003560 −4.627448 0.000
BC 0.059977 * 0.033680 1.780790 0.0753
IO 0.054142 * 0.032631 1.659185 0.0974

MNO 0.079740 ** 0.032532 2.451137 0.0144
BI 0.057765 0.081283 0.710663 0.4775
FS −0.008018 ** 0.03327 −2.410139 0.0161

ROA −1.161758 *** 0.126061 −9.215834 0.0000
Duality 0.012921 0.016217 0.796791 0.4258

R-square. 0.145730
Adjusted R-squared. 0.138429

Prob(J-statistic) 0.000000
Durbin-Watson stat 5.662

Source: Data have been compiled by the researcher using Annual Reports (2003–2017). * p < 0.1, ** p < 0.05,
*** p < 0.01.
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In the above Table 4 displays the multivariate analysis, the study presents that board size provides
a strong and inverse impact on the leverage structure of the firms in Bangladesh. If the members on
board are formed with the mix of general, independent, professional, and intuitional shareholders
then the board members request to borrow less for befitting the corporation. The board strategy is
to follow the pecking order theory when the firms have sufficient internal cash flow to cover the
capital deficit. Myers and Majluf (1984) predicted that firms seek the external source of finance at the
capital market until no internal cash flow is available. When members on board consist of only family,
institutions, and political leaders, they often suggest using more debt for realizing their personal
purpose. The finding implies that when board size becomes large by members, then chairman or CEO
could not use more debt for their individual purpose and vice-versa. In this situation, the board has
preferred the trade-off theory. Trade-off theory assumes that boards require the use of the optimal
level of debt when benefits of debt are equal to the marginal cost of debt (the financial distress and
agency costs). The member on board increases that put their voices for using the fewer borrowings.
Berger et al. (1997) contend that a bigger board enforces the managers to manage the low debt–equity
ratio to stimulate the performance of firms. Therefore, the hypothesis on the correlation between board
size and leverage structure is accepted.

Concerning the board composition, there is a positive and significant relationship between
board composition and leverage ratio. This means that the larger non-executive directors become
on board relates to the increase in the debt–equity ratio. Lower non-functional directors make the
easier decision regarding debt–equity ratio. The presence of non-executive directors on board seeks
the increased amount of debt because it is expected that non-executive directors are appointed by
families, governments, and institutions in Bangladesh. The non-executive directors would maximize
the profit by using the maximum debt which followed by trade-off theory. The finding is consistent
with (Jensen 1986). Berger et al. (1997) also found the identical result that the companies contain
larger non-executive directors can raise more leverage. Abor (2007) also provided an indication of the
positive relationship between board composition and the setting of leverage structure. The result is
contrary to the findings of Wen et al. (2002) and the incidence of outside directors’ guide to taking the
low leverage ratio. Hence the hypothesis on the relationship between board composition and leverage
structure is accepted.

About the institutional shareholdings, they have a strong influence on the role of setting a leverage
ratio at 10% level of significance. The result shows that proportionate of institutional shareholdings
upturned on board tends to increase the leverage ratio in the capital structure. Crutchley et al. (1999)
indicated that a large trend of institutional shareholdings places the votes for using a higher ratio of
debt. The hypothesis on the relationship between institutional shareholdings and leverage structure
is accepted.

Regarding the managerial ownership, the percentage of managerial ownership has been playing
the positive and active role for using more leverage. The increase of managerial ownership leads
to upturn the debt ratio to the fact of maximizing the firm value. Managerial ownership has been
entrusted to professionally experienced persons who are responsible for maximizing the firm value.
They use more debt to increase the firm value because the cost of debt is the cheapest cost of capital
due to the tax shield. The managerial ownership has given preference to use the trade-off theory for
setting leverage structure. Sanda et al. (2009) find a positive and significant relationship between
managerial ownership and leverage structure. Hence the hypothesis on the relationship between
managerial ownership and leverage structure is accepted.

The study reveals that there is no basic role of board independence in setting the leverage structure
in Bangladeshi firms. Therefore, the hypothesis on the relationship between board independence and
leverage structure is rejected.

Regarding the firm size, there is a negative and significant relationship between firm size and
leverage structure. Larger firms are more diversified in producing services and making the sources of
internal financing available. They prefer internal sources to external borrowing that substantiates the
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pecking order theory. The hypothesis on the relationship between firm size and leverage structure
is accepted.

About the profitability, the study indicates that return on assets is negative and significantly
related to leverage structure. The highly profitable firms are intended to borrow less because of
using the retained earnings, which is the counter of trade-off theory. Therefore, the hypothesis on the
relationship between profitability and leverage structure is accepted.

Regarding the duality, the finding reveals that duality has no significant impact on leverage
decision. The findings are supported by (Fosberg 2004; Siromi and Chandrapala 2017). Abor and
Biekpe (2007) discover a positive but insignificant association between CEO duality and leverage.
Hence the more than five predictors out of eight variables are found significant at 5% or 10%. Since
the model is nicely accepted for assessing the impact of corporate governance on leverage structure
in Bangladesh.

5.4. Panel Corrected Standard Error (PCSE)

The PCSE estimator has become very popular, as demonstrated by approximately 2000 citations
on Web of Science. All of these have opened up numerous choices for pragmatic researchers when
they would like to use a panel data estimator. The panel correlated standard error is more appropriate
for panel data analysis and estimated results are given below:

The above Table 5 provides efficient results using the PCSE estimator. We observe that there is the
same line of direction between board size and leverage ratio, but the relationship is not substantial,
signifying a relatively low insistence with capital structure decision which is consistent to Abor (2007).
The result is not relevant to the empirical result of Wen et al. (2002). Hence the research hypothesis on
the significant relationship between board size and capital structure decision is rejected.

Table 5. Estimated Results of Panel Corrected Standard Error (PCSE).

Variable Panel Corrected Standard Error (PCSE)

Co-Efficient Std. Error z-Statistic p-Value

Constant 0.7005454 0.0834679 8.39 0.0000
BS 0.0012002 0.0050451 0.24 0.812
BC 0.0111372 0.0259417 0.43 0.668
IO 0.0071896 0.0246439 0.29 0.770

MNO 0.0746545 * 0.041951 1.78 0.075
BI −0.0443308 0.0666469 −0.67 0.506
FS −0.0086535 ** 0.003804 −2.27 0.023

ROA −0.6459502 *** 0.1089191 −5.93 0.000
Duality 0.0296891 ** 0.0132562 2.24 0.025

R-square. 0.6426
Wald statistic 66.36

Prob(F-statistic) 0.000000

Source: Data have been compiled by the researcher using Annual Reports (2003–2017). * p < 0.1, ** p < 0.05,
*** p < 0.01.

Regarding the board composition, the ratio of non-executive directors on total directors revealed
a positive and minor relationship with debt–equity ratio alike to board size. This relationship is
convergence to the test of Achchuthan et al. (2013) and followed by the opposite direction to the code
of corporate governance in Bangladesh. This evidence rejects the existence of developing hypotheses
such as the positive substantial association between board composition and leverage structure.

The estimated result confirms that the relationship between institutional shareholdings and
debt–equity is statistically insignificant and positive. Therefore, the research hypothesis on a positive
significant relationship between institutional shareholdings and capital structure decision is not
accepted. The result is consistent with the findings of (Crutchley et al. 1999).
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Concerning the managerial ownership, the ratio of shares held by CEOs, directors, and their
family members on total shareholdings revealed the statistically substantial and positive correlation
with the debt–equity ratio at 10% level of significance. More precisely, the finding reconciles to the
family and political intervene in corporate governance in the context of Bangladesh. Consequently, our
hypothesis on the inverse relationship between managerial ownership and capital structure is rejected.
The result is contrary to the findings of (Nyonna 2012).

The negative and insignificant association between board independence and debt–equity ratio
indicates that the presence of independent director on board makes the pressure to the board meeting
to use less debt in capital structure and to follow the code of corporate governance in Bangladesh.
Therefore, our research hypothesis on a positive relationship between board independence and capital
structure decision is rejected (Wen et al. 2002).

Regarding the firm size, there is an inverse and important relationship between firm size and
debt–equity ratio. The study revealed that the more diversified firms tend to use less debt–equity ratio
because the larger firms prefer to use the internal to external sources as this trend is supported by
pecking order theory. Meanwhile, our research hypothesis on the positive relationship between firm
size and capital structure decision is rejected.

About the profitability, the result established that there is a negative and significant relationship
between profitability and capital structure. This implies that firms with high profitable tend to employ
the more retained earnings in the capital structure than external capital of debt, which is in accordance
with the pecking order theory. Hence the hypothesis on the positive significant relationship between
profitability and leverage structure is rejected (Barton et al. 1989).

Regarding the CEO duality, the finding confirmed that the CEO duality is positively significant
related to the debt–equity ratio. This suggests that the CEO holding dual responsibility performs faster
than the one separated from the management and to be exact from chairman. When the CEO and
chairman become the same person as the firm is led by family or political intervention, the CEO or
chairman exerts the pressure to the board to use the higher leverage ratio in the capital structure that
violates the code of corporate governance in Bangladesh. In this situation, CEO duality designs the
leverage structure based on trade-off theory to maximize the benefits of the tax. The result indicates
that ownership of manufacturing companies is held by families and political leaders who control
the firms as their own way. When the chairman and CEO are the same person, he/she tends to use
boundless debt from banks or issuing debt security, which is beyond the disposition of financial
managers. The roles of the board of directors or family members or political leaders intrude the
functional approach of organization which creates agency problems. It may be lack of corporate
governance. Therefore, the main reason for declining corporate governance is the ownership of firms
led by family or political leaders in Bangladesh. Henceforth, our research hypothesis on the positive
relationship between CEO duality and capital structure decision is accepted. The finding congregates
the result of (Uwuigbe 2014).

In the study, it is indicated that 50% of explanatory variables are found significant. Therefore, the
model is nicely established. 64.26% of capital structure (debt–equity ratio) has been influenced by the
explanatory variables set in the model, and the residual of 35.74% in the capital structure is explained
by other factors for which further research may be undertaken. The overall p-value also confirmed the
fitness of the model.

6. Conclusions and Policy Implications

The study is intended to evaluate the impact of corporate governance on leverage structure
decision-making in Bangladesh. The study reveals that managerial ownership and CEO duality are
the main determinants of corporate governance on leverage decision-making in Bangladesh using
PCSE, but board size, board composition, institutional shareholdings, managerial ownership, firm
size, and profitability are the main influential determinants for leverage decision at 5% or 10% level of
significance. Concerning the managerial ownership variable, the finding shows that a greater portion
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of shares held by CEOs, directors, and their family members with a great portion of shares govern
the firm protecting their own interest ignoring the minority interest. Regarding the CEO duality, this
is the critical findings from the results which are highly dominating in leverage decision-making in
Bangladesh. The family leads most of the firms, and the pressure of managerial shareholdings generally
pursues political sustenance in Bangladesh and their ill-motives as well as using the power of CEO
duality. The study also finds that contrary to prior research, the main corporate governance variables
such as board size, board composition, and institutional owners are found a significant relationship
with leverage decision using GMM. The study demonstrates that control variables such as firm size
and profitability cause a significant and negative effect on capital structure decision. This finding
substantiates the findings of prior research work of (Somathilake and Kumara 2015). From this result,
it can be concluded that the firms that have more assets and generating more profits tend to use less
outside borrowing.

Several policy implications result from these conclusions. First, better legislation for improving
the internal and external of the corporate governance system need to be developed. The companies in
Bangladesh are working with tremendously family and political ownership, which allow the managers
to protect their interests only and to seize the minority shareholders. Sophisticated prosecution of law
and code of good corporate governance practices might support to improve these problems. Second,
additional measures such as an effective audit committee and professional board independence with
accountability might help to improve the corporate governance in Bangladesh. Independent directors
in Bangladesh are politically appointed, and they normally work for the enforcement of political
agenda. Thirdly, the regulatory agencies such as Bangladesh Security and Exchange Commission and
Stock Exchanges must enhance the monitoring of the cell for the enforcement of the law as well as
the code of corporate governance practice. Removal of these problems are expected to enhance the
attributes of corporate governance and positively influence the capital structure decision in Bangladesh.
Further research may be investigated using qualitative factors such as ownership and regulatory
behavior influences the financing decisions in Bangladesh.
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