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The present study analyzes the relationship between ownership and leverage levels of a sample of 465
non-financial Australian firms for the period 2004-10. Blockholders in Australia have a significant positive
influence on the capital structure but, as their shareholding levels rise, their influence on leverage becomes
negative. Managerial ownership, on the other hand, has no influence on the capital structure, but is found
to have a significant impact on the short-term debt levels. The relationship between ownership and leverage
is bidirectional as both ordinary least squares (OLS) and panel data analyses show significant positive
relationships between blockholder ownership and capital structure.
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1. INTRODUCTION

This study examines the relationship between
ownership and leverage decisions of Australian firms
for the period 2004-10. Capital structure research
dates back to its origins in the 1950s and the 1960s
and it is still largely unresolved in terms of causes
and consequences (Myers 1984). Given the agency
costs, the use of debt helps firms reduce the free cash
flow (Jensen & Meckling 1976) and, thus, debt may
lead to disciplinary benefits. Ownership structure is
likely to influence agency costs and, at certain levels of
blockholder and managerial ownerships, the interests
of managers, shareholders and debtors may align.
There are possible interdependencies between capital
structure and ownership structure, given the conflicts
of interests between shareholders and bondholders.
This study therefore proposes to examine the
relationship between ownership structure and capital
structure of Australian firms.

Prior literature identifies certain company-
specific factors as having an influence on the capital
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structure of firms. These factors include size,
profitability, growth, non-debt tax shields (NDTS)
and tangibility (Harris & Raviv 1991; Rajan & Zingales
1995). The present study considers the influence of
these variables along with that of ownership structure
on capital structure. The present study is unique in that
it considers two different dimensions of ownership
structure, namely blockholder ownership —ownership
held by the top twenty shareholders; and insider
ownership—ownership held by both independent
and non-independent directors as well as other top
executives in the firm. Similarly, the present study
contributes to the literature on capital structure as it not
only considers the long-term debt but also considers
short-term debt. The present study contributes to
the growing literature on corporate governance
and financial policies by examining the influence of
ownership structure on capital structure. Most of the
earlier studies on capital structure have focused on
North American and European corporate firms. This
study extends the empirical literature by examining
these issues in the Australian context. Australia, unlike
many other Organization for Economic Co-operation
and Development (OECD) countries, has a tax
imputation system whereby companies could reduce
their cost of equity on a relative basis and this may have
implications for use of debt as a source of funding by
Australian firms. Similarly, the Australian Securities
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Exchange (ASX) introduced the Principles of Good
Governance and Best Practice Recommendations
in 2003 and corporate firms started adopting these
guidelines from 2004. Given the new governance
framework, the relative roles of debt and ownership
assume additional importance.

The rest of the paper is organized as follows. In
section 2, relevant literature on capital structure and
ownership structure is considered. This is followed
by a description of the sample and presentation of
descriptive statistics in section 3. The findings of
the study are provided in section 4, and section 5
summarizes the findings of the study.

2. LITERATURE REVIEW AND
THEORETICAL FRAMEWORK

Many theories have been advanced to explain
the financing and capital mix of corporate firms.
Modigliani and Miller (1958, 1963) assert that under
certain conditions, capital structure has no influence
on the cost of capital and value of firms. Subsequent
research is focused on relaxing the assumptions
relating to taxes, transaction costs and information
asymmetry (DeAngelo & Masulis 1980). The simple
trade-off theory identifies optimal capital structure as
a particular level of leverage where marginal costs and
benefits of debt are equal (Bradley, Jarrell & Kim 1984).
Firms may increase or decrease leverage depending
on the marginal benefits and costs. The pecking order
hypothesis refers to the preferences of firms to rely
on internal sources of funding rather than external
sources in the presence of information asymmetry
and the consequent adverse selection (Myers 1984).
Accordingly, firms prefer retained earnings, debt and,
finally, equity when funding investments. Firms may
refuse to issue stock in the presence of information
asymmetry, even if firms have valuable investment
opportunities (Myers & Majluf 1984). Accordingly,
firms prefer to fund new investment opportunities by
first using funds available through internal sources in
the form of retained earnings. Jensen and Meckling
(1976) identify the disciplinary benefits of debt in terms
of reducing agency conflicts between shareholders
and managers. The free cash flow hypothesis suggests
that firms with debt obligations may have fewer
opportunities to resort to empire building as firms
first need to repay the interest payments and principal
payment as it becomes due (Jensen 1986).

Earlier literature has identified five major
determinants of capital structure (Titman & Wessels
1988; Rajan & Zingales 1995). These are size, tangibility,
profitability, NDTS and growth opportunities. Firm
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size may have a negative or a positive effect on the
leverage. Large firms have a large borrowing capacity
as they are well established and often face lower
probability of bankruptcy compared to smaller firms.
This implies that large firms may be able to raise more
debt and, hence, are likely to have a target capital
structure that consists of higher levels of debt. Rajan
and Zingales (1995) find that larger firms have higher
debtlevels in the United States (US), Japan, the United
Kingdom (UK), France, Italy and Canada; while in
Germany larger firms have lower debt levels. Frank and
Goyal (2009) find positive effects of size on leverage,
measured using market measures. The positive effect
of size on leverage is seen as supporting the trade-off
theory of capital structure. Titman and Wessels (1988)
find that smaller firms have larger short-term debt
levels than larger firms. The negative effect of size
on leverage is seen as supporting the pecking order
hypothesis.

Tangible assets could be used as a collateral by
firms; and the larger the collateral assets, the higher
the borrowing capacity as the lenders are willing to
lend more on the basis of the security of tangible
assets. Higher levels of tangible assets may also lead
to higher levels of debt as lenders are willing to lend
more for firms with higher tangible assets and lenders
are confident that these assets will have relatively more
value in liquidation compared to intangible assets
(Rajan & Zingales 1995). Higher levels of tangible
assets also imply lower default risk for lenders, thus
leading to the supply of more debt to firms (Haque,
Arun & Kirkpatrick 2009). Tangible assets in the
presence of information asymmetry help firms reduce
their cost of equity issues and therefore may lead to
lower debt levels. The pecking order theory highlights
the negative relationship between tangibility and
leverage. Qiu and La (2010) find evidence of a positive
relationship between tangibility and leverage for
Australian firms.

Pecking order theory also predicts a negative
relationship between debt levels and profitability
(Myers & Majluf 1984). Firms that are profitable could
retain their earnings and the availability of this source
of funding may lead to lower debt levels. Titman and
Wessels (1988) find evidence supporting the negative
influence of profitability on debt ratios. Profitable
firms are able to attract debt as lenders are willing
to lend more to firms that have higher cash flows
(Rajan & Zingales 1995). The relationship between
profitability and debt levels may also depend on the
corporate control market. When the corporate control
market is efficient, firms may be forced to pay out
more of their profits and raise the necessary funding
by borrowing (Jensen 1986). Qiu and La (2010) find
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evidence of a negative relationship between leverage
and profitability.

Growth opportunities imply higher risks and
firms may tend to use less debt as they prefer to avoid
issues of debt overhang (Myers 1977). Increased
equity may lead to dilution and motivate firms to use
debt rather than equity to fund future growth (Du
& Dai 2005). Qiu and La (2010) find evidence of a
negative relationship between leverage and growth
opportunities for Australian firms. NDTS such as
depreciation and investment credits help firms reduce
the need for debt and therefore are expected to have
a negative impact on leverage levels (DeAngelo &
Masulis 1980).

Ownership of firms also impacts capital structure,
given the information asymmetry and corporate
control considerations (Leland & Pyle 1977; Harris
& Raviv 1988). Brailsford, Oliver and Pua (2002) find
that blockholder ownership and leverage are positively
related while managerial shareholding has a non-linear
influence on the leverage of Australian firms.

3. SAMPLE AND DESCRIPTIVE STATISTICS

The sample firms consist of all non-financial firms
included in the All Ordinaries Index at the end of
December 2010. Firms from the real estate, banking
and finance sectors are not considered as it is hard
to separate their business and financial risks and
given the public regulation of firms in the banking
and finance sectors. The initial sample consists of
465 firms. Of these, 145 firms are in the material
sector, followed by 50 firms in the energy sector,
and 36 in the capital goods sector. Other sectors
include retailing (24 firms), commercial goods (22),
consumer goods (20), software and technology (19),
transport (15), media (15), food and beverages (15),
health care (15), utilities (12), telecommunications
(9) and pharmaceuticals (9) (the remainder are either
diversified or not classified). These firms accounted
for more than 60% of market capitalization of all
firms listed (including financials) on the ASX at the
end of December 2010. Given the adoption of ASX
Principles of Good Governance in 2003, the present
study considers the period 2004-10 as the study
period. This also represents a changed scenario from
the earlier period in terms of changes in institutional
factors relating to reporting as increasingly firms
have adopted the new Australian International
Financial Reporting Standards (ATFRS); and in terms
of China’s emergence as one of the large trading
partners. Despite the recent global financial crisis, the
Australian economy has witnessed relative economic
stability compared to other OECD countries.
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To analyze the impact of ownership structure
on capital structure of Australian firms, two separate
measures of ownership and leverage are considered.
The ownership percentage held by a firm’s top twenty
shareholders and the percentage ownership held by
both executive and non-executive directors of a firm
are considered, respectively. Data on ownership is
collected from the corporate governance module of
the Securities Industry Research Centre of Asia Pacific
(SIRCA) database. Separate measures of short-term
debt to total debt and equity capital, and of long-term
debt to total debt and equity capital are considered as
measures of financial leverage.

The present study also considers the influence
of company-specific factors such as size, profitability,
tangibility, growth and NDTS; and a set of control
variables on financial leverage. Size is measured as the
natural logarithm of net sales revenue. Large firms in
general have higher borrowing capacity and are likely
to have higher debt levels. Profitability is measured as
aratio of operating income to total assets. Profitability
may have a positive influence on firms’ borrowing,
given the higher capacity to service debt. On the other
hand, firms that are profitable may retain earnings and
use them to fund future projects, thus giving rise to a
negative relationship. Tangible assets may be used by
firms as collateral and firms with large tangible assets
may be able to borrow more funds. Firms may need to
venture into new markets and/or new products as they
grow and this may increase the volatility of expected
cash flows; thus, growing firms face higher risks. Firms
that pursue higher growth opportunities may want
to use more equity rather than higher debt, given the
higher degree of business risk. Growth opportunities
may therefore have a negative influence on financial
leverage. To the extent that firms have NDTS, they
may not need debt to shield profits from taxes. NDTS
therefore negatively influence financial leverage.
All financial data is collected from the Datastream
Thompson database for the period 2004-10.

An examination of the financial leverage of
Australian firms over the period 2004-10 shows
that the average total debt levels of Australian firms
is approximately 16% (Table 1, p. 16). Of this, long-
term debt accounts for nearly three-quarters or
approximately 13% of average long-term debt. Short-
term debt is close to 4% of total debt and equity capital.
The majority of the firms have very little debt as the
median value for total debt is only 0.4%. Leverage
levels, in general, have experienced increases during
2005-08 before dropping off slightly in 2009 and
2010 (Table 2, p. 17). Long-term debt increased from
an average of 9% in 2004 to a high of 15.2% in 2008
before ending on a 13% level in 2010. Short-term
debt similarly increased from 3.1% in 2004 to a high
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TABLE 1. Descriptive statistics for variables employed

of 4.4% in 2007 before reaching a level of 3.8% in
2010. The global financial crisis thus appears to have
had no significant impact on the leverage levels of
Australian firms.

The percentage of ownership held by directors
and other top executives in Australian firms is on
average 15.5% during the study period and this
is similar to the levels observed in other OECD
countries. Managerial shareholding declined gradually
from a level of 18.3% in 2004 to a level of 13.9% in
2010. Nearly two-thirds of ownership is held by the
top twenty shareholders on an average during the
period 2004-10. Ownership held by the top twenty
shareholders has shown a marginal increase from
63.4% in 2004 to 67.5% in 2010.

Size as measured by net sales revenue has shown a
marginal increase during the study period from 11.84%
in 2004 to 12.59% in 2010. Profitability, on the other
hand, has shown fluctuations during the study period,
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declining in 2005 and 2009 before recovering in 2010.
NDTS have shown a steady decline during the study
period from 21.3% in 2004 to 17.8% in 2010. The
average dividend payout has shown a gradual increase
during the study period from 9.7% in 2004 to 18% in
2010. Growth opportunities as measured by market
value to book value have marginally increased from
2.88% in 2004 to 4.5% in 2007 before declining to
2.85% in 2010.

An examination of correlations shows that
profitability is positively associated with size and
average dividend payout and negatively related to
tangibility of assets of sample firms (Table 3, p. 17). Size is
inversely related to cash and equivalents and systematic
risk as measured by beta. None of the correlations,
however, are of very high magnitude although some
associations are statistically significant at 1%.
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TABLE 2. Mean values for variables employed during the period 2004-10

TABLE 3. Correlations among variables
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4. FINDINGS

To analyze the influence of ownership structure on
leverage, ordinary least square (OLS) models are
employed in the first stage. All eight models employ
four specifications to analyze the determinants of
capital structure or long-term debt and another
four specifications to analyze the factors influencing
short-term debt. The first specification (Models 1
and 5) analyzes the influence of profitability, size,
tangibility, growth opportunities and NDTS on
leverage. The second specification (Models 2 and 6)
in addition includes the payout ratio, cash holdings,
capital expenditure, age of firm, beta and firm-specific
risk. Specifications 3 (Models 3 and 7) and 4 (Models
4 and 8) capture, in addition to the variables included
in specification 2, the effects of ownership held by the
top twenty shareholders and managerial shareholding,
respectively. Models 1 to 4 identify factors influencing
long-term leverage while Models 5 to 8 analyze the
determinants of short-term leverage.

In the second stage, factors influencing
blockholder ownership and insider ownership are
analyzed again using four separate specifications.
Specification 1 (Models 1 and 5) analyzes the influence
of long-term leverage on ownership, while specification
2 (Models 2 and 6) analyzes the influence of short-term
leverage on ownership. Specifications 3 (Models 3 and
7) and 4 (Models 4 and 8) in addition employ size,
growth, payout, Tobin’s Q, year and industry dummies
to analyze the determinants of ownership. Models 1 to 4
analyze the factors influencing blockholder ownership,
whereas Models 5 to 8 analyze the determinants of
insider ownership.

Results from Model 1 show that profitability has
a significant negative influence on the capital structure
of Australian firms (Table 4, p. 19). Firms that experience
higher levels of profits tend to reduce their debt levels.
This result supports the pecking order hypothesis
which argues that firms retain earnings and reinvest
them in current as well as future projects.

Tangibility has a significant negative influence
on the financial leverage of Australian firms. Firms
that have higher levels of tangible assets have, in fact,
used lower levels of debt. This result contradicts the
findings of earlier studies.

As expected, NDTS have a negative impact on
the capital structure of Australian firms. Firms have
fewer incentives to use debt in the presence of other
tax savings alternatives.

The results from Model 2 show that profitability,
tangibility and NDTS continue to have a negative
impact on the financial leverage of Australian firms
even in the presence of control variables such as
dividend payout ratios, capital expenditure, age, beta,
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specific risk and cash. Cash and equivalents have a
significant negative influence on capital structure. The
results imply that firms with large cash balances tend
to employ less debt.

Model 3 introduces the percentage shareholding
held by the top twenty shareholders. To capture
the non-linear relationship between ownership and
capital structure, this model incorporates percentage
ownership held by the top twenty shareholders as well
as the squared percentage ownership of the top twenty
shareholders. Results show evidence of a non-linear
relationship between ownership and the capital structure
of Australian firms. At low levels of ownership, higher
levels of outsider ownership lead to better performance;
however, as the ownership levels increase, the top twenty
shareholders have a significant negative influence on
capital structure.

Model 4 introduces percentage ownership
held by both executive and non-executive directors
in place of ownership held by the top twenty
shareholders. Results show that managerial ownership
has no significant influence on the capital structure
of Australian firms. Given the relatively low levels
of managerial ownership, it is not surprising that
managerial ownership has no influence on capital
structure.

Models 5 to 8 examine the factors influencing
short-term leverage of Australian firms. Results show
that profitability and tangibility have a significant
negative influence. Growth opportunities also have a
significant negative influence on short-term leverage.
Firms that experience higher levels of growth tend to
have smaller amounts of short-term debt. Models 6
and 7 confirm the negative influence of profitability,
tangibility and growth on short-term debt. The
percentage ownership of the top twenty shareholders
shows no significant influence on short-term debt.
Managerial ownership, on the other hand, shows a
positive significant influence on short-term debt. At
low levels of ownership, managerial ownership has a
significant positive influence on short-term debt while
it has a negative influence at higher levels of ownership.

To examine the possible interdependence
between capital structure and ownership structure,
the present study analyzes the factors influencing
ownership (Table5. p.20). OLS analysis shows thatlong-
term leverage has a significant positive influence on
ownership as measured by the percentage ownership
held by the top twenty shareholders. This influence,
however, doesn’t persist when other control variables
are included in the analysis. Similarly, short-term
debt has no significant influence on ownership held
by the top twenty shareholders. The present study
also analyzes the influence of capital structure on
managerial ownership. Results show that both
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TABLE 4. Influence of ownership structure on leverage: OLS analyses
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TABLE 5. Influence of leverage on ownership structure: OLS analyses

long-term leverage and short-term leverage have no
significant influence on the managerial ownership of
Australian firms.

Given that OLS analysis suffers from the
problems relating to unobserved heterogeneity and
endogeneity, the present study employs panel data
analysis. Based on the results of the Hausman test,
random effects instrumental variable analysis is
employed. This analysis incorporates two-stage least
squares given the endogeneity between ownership
and leverage.

Two separate models each for long-term debt and
short-term debt are employed with Models 1 and 3,
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capturing the effect of percentage ownership held by
the top twenty shareholders; and with Models 2 and
4, incorporating managerial ownership (Table 6, p. 21.)
Results show that profitability, tangibility and NDTS
have a significant effect on leverage even after taking
into account the unobserved firm heterogeneity. When
accounted for endogeneity, however, neither ownership
held by the top twenty directors nor ownership held
by the directors has a significant influence on both the
long-term and the short-term leverage. In other words,
there is support for the argument that the ownership
structure and the capital structure of Australian firms
are related.
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TABLE 6. Ownership and leverage: panel two-stage instrumental variable estimation

5. SUMMARY

The present study analyzes the relationship between
ownership structure and capital structure of a sample
of 465 Australian firms for the period 2004-10. Average
total debt levels of Australian firms are approximately
16% during the study period. Of this, long-term debt
accounts for nearly three-quarters or approximately
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13% of average long-term debt. Leverage has increased
during 2005-08 before dropping off slightly in 2009
and 2010. The global financial crisis appears to have no
significant impact on the leverage levels of Australian
firms. Managerial ownership in Australian firms is
very small on average with less than 1%. Directors’
shareholding continued at low levels through the
sample period. Nearly two-thirds of ownership is held

www.manharaa.com



Yarram

by the top twenty shareholders on an average during
the period 2004-10.

Pooled OLS analysis shows that profitability
has a significant negative influence on both short-
term and long-term leverage of Australian firms. This
finding implies that firms prefer to retain earnings and
reinvest in future opportunities rather than to increase
the debt levels. The present study also finds evidence
of negative influence of tangibility on both short-term
and long-term debt levels. This finding implies that
firms reduce their debt levels as their tangible assets
increase. OLS analysis also shows that NDTS have a
significant negative influence on long-term debt. This
finding is consistent with earlier literature.

Pooled OLS analysis shows evidence of a
significant non-linear relationship between ownership
structure and capital structure. Blockholders have
a significant positive influence on capital structure
but as their shareholding increases, the impact turns
negative. This result implies that blockholders prefer
additional monitoring and discipline from debt when
their ownership levels are low. As the blockholder
ownership levels increase, however, reducing financial
risk becomes more important than the disciplinary
benefits additional debt may provide. Managerial
ownership, on the other hand, has no influence on
capital structure but has an impact on short-term debt
levels. At low levels of managerial ownership, firms
prefer additional short-term debt. As the managerial
ownership increases, short-term debtlevels decline. To
examine the two-way relationship, the present study
also examines the influence of leverage on managerial
ownership. Though long-term leverage has a significant
positive influence on blockholder ownership, this
impact does not persist when other determinants of
ownership such as size, growth, dividend payout and
performance are considered.

Given the shortcomings of OLS analysis in
terms of unobserved heterogeneity and endogeneity,
the present study employs panel data analysis.
Random effects instrumental variables regressions are
employed to identify the true relationship between
ownership structure and capital structure. Panel data
analysis confirms the significant negative influence of
profitability, tangibility and NDTS on capital structure.
Similarly, panel data analysis shows that tangibiliry
and growth opportunities have a significant negative
influence on short-term leverage.

Panel data analysis shows no significant
relationship between ownership structure and capital
structure. The earlier observed relationship between
blockholder ownership and capital structure is
spurious and does not persist when endogeneity and
unobserved heterogeneity is taken into account.

22

REFERENCES

Bradley, M., Jarrell, G.A. & Kim, E.H. 1984, ‘On the
existence of an optimal capital structure: theory and
evidence’, The Journal of Finance, 39(3): 857-78.

Brailsford, T.J., Oliver, B.R. & Pua, S.L.H. 2002, ‘On
the relation between ownership structure and capital
structure’, Accounting & Finance, 42(1): 1-26.

Deangelo, H. & Masulis, R.W. 1980, ‘Leverage and
dividend irrelevancy under corporate and personal
taxation’, The Journal of Finance, 35(2): 453-64.

Du, J. & Dai, Y. 2005, ‘Ultimate corporate ownership
structures and capital structures: evidence from
East Asian economies’, Corporate Governance,
13(1): 60-71.

Frank, M.Z. & Goyal, V.K. 2009, ‘Capital structure
decisions: which factors are reliably important?’,
Financial Management, 38(1): 1-37.

Haque, F., Arun, T.G. & Kirkpatrick, C. 2009,
‘Corporate governance and capital structure in
developing countries: a case study of Bangladesh’,
Applied Economics, 43(6): 673-81.

Harris, M. & Raviv, A. 1988, ‘Corporate control
contests and capital structure’, Journal of Financial
Economics, 20(0): 55-86.

Harris, M. & Raviv, A. 1991, “The theory of capital
structure’, The Journal of Finance, 46(1): 297-355.

Jensen, M.C. 1986, ‘Agency costs of free cash flow,
corporate finance, and takeovers’, The American
Economic Review, 76(2): 323-29.

Jensen, M.C. & Meckling, W.H. 1976, ‘Theory
of the firm: managerial behavior, agency costs
and ownership structure’, Journal of Financial
Economics, 3(4): 305-60.

Leland, H.E. & Pyle, D.H. 1977, ‘Informational
asymmetries, financial structure, and financial
intermediation’, The Journal of Finance, 32(2):
371-87.

Modigliani, F. & Miller, M.H. 1958, “The cost of capital,
corporation finance and the theory of investment’,
The American Economic Review, 48(3): 261-97.

www.manharaa.com



Asia Pacific Jowrnal of Economics & Business (2013) 17.1 & 2: 13-23

Modigliani, F. & Miller, M.H. 1963, ‘Corporate income
taxes and the cost of capital: a correction’, The
American Economic Review, 53(3): 433—43.

Myers, S.C. 1977, ‘Determinants of corporate
borrowing’, Journal of Financial Economics, 5(2):
147-75.

Myers, S.C. 1984, ‘The capital structure puzzle’, The
Journal of Finance, 39(3): 575-92.

Myers, S.C. & Majluf, N. S. 1984, ‘Corporate financing
and investment decisions when firms have
information that investors do not have’, Journal of
Financial Economics, 13(2): 187-221.

Qiu, M. & La, B. 2010, ‘Firm characteristics as
determinants of capital structures in Australia’,
International Journal of the Economics of Business,
17(3): 277-87.

Rajan, R.G. & Zingales, L. 1995, “‘What do we know
about capital structure? Some evidence from
international data’, The Journal of Finance, 50(5):
1421-60.

Titman, S. & Wessels, R. 1988, “The determinants of
capital structure choice’, The Journal of Finance,
43(1): 1-19.

23

www.manharaa.com




Reproduced with permission of the copyright owner. Further reproduction prohibited without
permission.

www.manharaa.com




