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Abstract: The issue of corporate governance has been a growing area of management research especially
among large and listed firms. Companies need financial resources to promote their objectives. Therefore, factors
may affect the capital structure of companies should be considered carefully. The purpose of the present is to
investigate whether there is any relationship between some specific features of corporate governance and
capital structure of listed firms in Tehran Stock Exchange. To do so, 311 firms were selected from those which
were allowed in Tehran stock exchange during the 2005-2010. The ‘Ownership Concentration’, ‘Board
Independence’, ‘Board Size’, ‘Institutional share ratio’, ‘CEO duality’ and ‘Internal Auditor’ were considered
as independent variables whereas, ‘debt ratio’ (as a criterion for capital structure) as dependent variable. The
results indicate a positive relationship between ‘Ownership Concentration’, ‘Board Size’, ‘Internal Auditor’ and
capital structure but a negative relationship between ‘Institutional share ratio’ and capital structure. In addition,
no significant relationship was found between ‘Board Independence’, ‘CEO duality’ and ‘capital structure’.
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INTRODUCTION organizations, by opting for the best corporate

Mechanisms that protect the interests of the and acquisitions etc.
shareholders are known as Corporate Governance The corporate governance has been a growing area
mechanisms. Good corporate governance helps in of management research. A comprehensive review of
economic development. Last two decades has seen an literature reveals that empirical work is mostly focused on
increasing intensity of research on the subject of the impact of corporate governance on firm’s performance
corporate  governance.   Firms   having  weaker or examines the influence of ownership structure on firm
governance structures  face   more   agency   problems value. However relationship between corporate
and managers of those firm’s get more private benefits, governance and capital structure has not been fully
due to weak governance structures [1]. Corporate explored. Only few studies discuss the said relationship.
governance mechanisms help the organizations and Some studies discuss the influence of corporate
different national economies to attract more investments governance on the capital structure decisions of firms for
and they also strengthen the foundations for better developed and emerging markets [2-6]. But no such study
performance. It set the standards for transparency in has been conducted to investigate the relationship
corporate dealings  and  transactions,  procedures of between corporate governance and capital structure for
accounting and auditing, which protect organizations Iranian listed companies.
from evils like corruption. It helps in opting for those Prior research on the relationship between corporate
standards which create transparency in dealing with governance and capital structure has been done in the
creditors and investors. It  helps   the   financial   stake   of developed countries, but A few studies have been made
minority shareholders and builds faith in minority to examine this relationship in the emerging countries
shareholders. It helps in better management of the such as Iran.

governance mechanisms like board compositions, mergers
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The present study is important in the sense that it that there is no relationship between corporate
empirically provides evidence for managers, investors and governance and capital structure in the banking sector of
other decision makers that how effective Iranian firms' Pakistan. Furthermore, their findings show that all
board composition can be on their finance decisions. independent variables are positively related with capital

Background and Hypothesis Development: Corporate adversely to capital structure but overall there is an
governance in Iran: Corporate governance in Iran is not insignificant relationship between capital structure and
yet well developed, but in the last few decades the corporate governance. Jayesh Kumar (2006) [10] examines
government has taken some steps to make marginal the relationship between corporate firm’s ownership and
improvements. The Tehran Stock Exchange (TSE) was capital structure in context of an emerging market
established in early 1967. The process of instituting and economy, India. He used firm-level time series data of
controlling firms is briefly addressed in the Iranian Trade listed companies from 1994 through 2000 and analyzes the
Law, particularly in its April 1968 amendment. A modem firm’s corporate financing behavior in connection with its
concept of corporate governance was not recognized in corporate governance arrangements, specially its
Iran, however, until the government sought to improve shareholding pattern. Their results show that the debt
the competitive position of Iranian companies in the structure is non-linearly linked to the corporate
world’s capital markets in an attempt to attract foreign governance (ownership structure). They find that firms
investment [7]. with weaker corporate governance mechanisms, dispersed

Until recently, the Iranian government controlled the shareholding pattern, in particular measured by the
majority of businesses in Iran, either directly or indirectly entrenchment effects of group affiliation, tend to have a
and has made significant efforts to expand the capital higher debt level. Firms with higher foreign ownership or
market. Its actions indicate an interest in enhancing the with low institutional ownership tend to have lower debt
current system to include external governance structures. level. They do not find any significant relationship
For instance, the Third and the Fourth Economic between ownership of directors and corporate with the
Development Plans place a great deal of importance on capital structure. Joshua Abor and Nicholas Biekpe (2007)
the privatization of governmental organizations. Recent [2] explore the link between corporate governance and the
policies have also been aimed at increasing the number of capital structure decision of SMEs. The results show
external control mechanisms in place. Currently, Iranian negative association between capital structure and board
firms still have weak internal and external corporate size. Positive relationships between capital structure and
governance when compared to companies in board composition, board skills and CEO duality are,
industrialized nations. The capital market in Iran is new however, found. The control variables in the model show
and somewhat inefficient. Pension funds, mutual funds signs which are consistent with standard capital structure
and insurance companies now own more than half of the theories. The results generally suggest that SMEs pursue
share value of publicly traded stocks on the TSE. Major lower debt policy with larger board size. Interestingly,
shareholders, including institutional investors, exercise SMEs with higher percentage of outside directors, highly
their supervision by controlling management decisions qualified board members and one-tier board system rather
and by appointing executives according to their whims employ more debt. It is clear, from the study, that
and fancies. Unlike that of majority shareholders, minority corporate governance structures influence the financing
shareholders’ interests are not protected in contrast to decisions of Ghanaian SMEs. Hayat M. Awan et al. (2010)
other countries where non-controlling shareholders [3] find the relationship between corporate governance
sometimes exercise significant influence [8]. and capital structure and corporate governance and firm

Literature review: Muhammad Ateeq Ur Rehman and performance in Pakistani Textile sector. 100 manufacturing
Ramiz Ur Rehman (2010) [9] investigate the relationship companies listed at Karachi Stock Exchange (KSE) and
between corporate governance and capital structure of Lahore Stock Exchange (LSE) from Textile sector are
randomly selected 19 banks of Pakistan. The data was included in sample. Data on Corporate Governance
collected from financial statements issued by financial internal mechanisms is collected through self
institution and multiple regression model was applied to administrated survey, interviews etc. Data related to
find the relationship between the variables. Results show financial   part   of  the  study  is  collected  from   Annual

structure except ownership concentration which affects
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Reports and time horizon of the data is from 2005 to 2009. MATERIAL AND METHODS
Regression Analysis and Structural Equation Modeling
are used to determine the relationship between corporate
governance and capital structure and corporate
governance and firm performance. Corporate Governance
is measured by fourteen internal governance mechanisms.
Debt Ratio is used as measure of Capital Structure and
Return on Assets is used as measure of performance of
the firm. Results indicate that Corporate Governance
Mechanisms taken together impact Debt Ratio negatively
and Return on Assets positively. Maximiliano Gonzales
(2008) [11] evaluated the capital structure determinants of
Latin American firms using a comprehensive sample
covering seven countries. This study argues that
ownership-concentrated firms avoid issuing equity
because they do not want to share control rights. Latin
American firms have high ownership concentration, which
creates an ideal setting to study how ownership
concentration explains firms' capital structure. Consistent
with the control argument, that study finds a positive
relation between leverage and ownership concentration,
when losing control becomes an issue. Also, the study
shows a positive relation between leverage and growth.
In addition, the study reports that other determinants that
do not proxy for control rights are consistent with
previous findings. Firms that are larger, have more
tangible assets and are less profitable are also more
leveraged.

Hypotheses: The below hypothesis have suggested
based on theoretical framework and research objectives:

H : There is a significant relationship between ownership1

concentration and firms' capital structure.

H : There is a significant relationship between board2

independence and firms' capital structure.

H : There is a significant relationship between board size3

and firms' capital structure.

H : There is a significant relationship between4

Institutional share ratio and firms' capital structure.

H : There is a significant relationship between CEO5

duality and firms' capital structure.

H : There is a significant relationship between Internal6

Auditor and firms' capital structure.

Sample:  We  select  all  publicly-listed  companies in
Tehran  Stock  Exchange  (TSE)  over  the  entire duration
of  the  estimation time period (2005-2010) as initial
samples. Of these initial 2454 firm-year observations, firms
that are either missing financial variables or that have
insufficient data are eliminated. This gives a final sample
of  1866  firm-year  observations  from  the  fiscal  years
2005 to 2010.

Regression  Model:  A  linear-multiple regression analysis
was used to test the association between the dependent
variable  of  capital  structure  and  the  independent
variables of corporate governance. The following model
is estimated:

Cs =a +ß  OC +ß  BI +ß  BS +ß  I +ß  CEO +ß  IA  +Ui,t 1 i,t 2 i,t 3 i,t 4 i,t 5 i,t 6 i,t i,t

RESULTS AND DISCUSSION

Descriptive  Statistics:  Table  2  provides  a  summary  of
the descriptive statistics of the dependent and
explanatory variables. The mean debt ratio of the firms is
0.530381 with a maximum of 2.866667. About 65% of
shares belong to individual investors and large-block
shareholders. The proportion of non-executive directors
is 57.71%. Results reveal that average size of board in is
5.12. Institutional shareholding is 74.19% which is
reasonable for Iran’s economy. Slightly more than 7
percent of companies have CEO duality, indicating that
the phenomenon of CEO duality has improved gradually.
As reported in this table more than 52 percent of
companies use Internal Auditor.

Multivariate Hypothesis Test: Regression analysis is
used to investigate the relationship between measures of
corporate governance and leverage. The ordinary least
squares (OLS) panel was found to be the most robust
after testing for various options of the panel data
regression such as Fixed Effects and Random Effects. The
OLS regression results are presented in Table 3. The
results from the regression model denote that the
independent variables explain the debt ratio determination
of the firms at 92.79%. The F-statistics prove the validity
of the estimated models. The results indicate that there are
statistically significant relationships in the case of
Ownership Concentration, Board Size, Internal Auditor
and Institutional share ratio.
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Table 1: Definition and Measurement of Variables

Variable Definition Measurement

CS Capital Structure Long-term debt divided by total assets

OC Ownership Concentration the amount of stock owned by individual investors and large-block shareholders divided by total share

BI Board Independence the number of non-executive directors divided by total number of directors

BS Board Size the number of board members

I Institutional share ratio the amount of stock owned by Institutional shareholders divided by total share

CEO CEO duality 1 if the CEO is also chairman of the board, 0 otherwise

IA Internal Auditor 1 if the company have Internal Auditor, 0 otherwise

Source: Authors calculations

Table 2: Descriptive Statistics of Variables

Variables Observations Mean Median Minimum Maximum Std. Deviation

CS 1866 0.530381 0.341583 0.000000 2.866667 0.511248

OC 1866 0.647399 0.700000 0.000000 1.000000 0.245373

BI 1866 0.577114 0.600000 0.000000 1.000000 0.213574

BS 1866 5.120579 5.000000 5.000000 7.000000 0.459554

I 1866 0.741921 0.850000 0.000000 1.000000 0.270156

CEO 1866 0.070241 0.000000 0.000000 1.000000 0.255622

IA 1866 0.525723 1.000000 0.000000 1.000000 0.499472

Source: Authors calculations

Table 3: Multiple Regression Results

Variable Coefficient Std. Error t-Statistic Prob.

OC 0.101770 0.020824 4.887093 0.0000

BI 0.000483 0.006804 0.070953 0.9434

BS 0.051179 0.023950 2.136878 0.0328

I -0.141268 0.024299 -5.813831 0.0000

CEO 0.003910 0.005754 0.679527 0.4969

IA 0.013140 0.003042 4.319350 0.0000

R-squared 0.927863

S.E. of regression 0.299456

F-statistic 63.01001

Prob(F-statistics) 0.000000

Source: Authors calculations

The H1 state that there is a significant relationship relationship between board size and firms' capital
between ownership concentration and firms' capital structure. As reported in this table, the coefficient of BS
structure. As reported in this table, the coefficient of OC in the Model is positive and is significant at the 0.05 level.
in the Model is positive and is significant at the 0.05 level. This result indicates a significantly positive relationship
This result indicates a significantly positive relationship between board size and firms' capital structure. The H4
between ownership concentration and firms' capital predicts that there is a significant relationship between
structure. The H2 predicts that there is a significant Institutional share ratio and firms' capital structure. As
relationship between board independence and firms' presented in Table 3, the I coefficient is negative and
capital structure. As shown in Table 3, the coefficient of statistically significant at the 0.05 level, which indicates a
BI is not statistically significant, this indicates that the significant negative relationship between Institutional
percentage of board independence has no significant share ratio and firms' capital structure. The H5 state that
effect on capital structure; thus this hypothesis is not there  is   a   significant  relationship  between  CEO
supported. The H3 state that there is a significant duality  and firms' capital structure. As shown in Table 3,
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the coefficient of CEO is not statistically significant, this 2. Abor, Joshua and Biekpe and Nicholas, 2007. Does
indicates that the percentage of CEO duality has no
significant effect on capital structure; thus this
hypothesis is not supported. The H6 predicts there is a
significant relationship between Internal Auditor and
firms' capital structure. As reported in this table, the
coefficient of IA in the Model is positive and is significant
at the 0.05 level. This result indicates a significantly
positive relationship between Internal Auditor and firms'
capital structure.

CONCLUSION

'Capital structure decisions' is one of most
fundamental issues managers of firms have to face. Based
on the new theories of capital structure, such decisions
can be affected by different factors, one of which is
Corporate Governance. Therefore, in the present study,
six hypotheses were used to test the relationship between
mechanism of Corporate Governance and firms' capital
structure. In each of these hypotheses, debt ratio (the
criterion for capital structure) was used as dependent
variable; however, 'Ownership Concentration', 'Board
Independence', 'Board Size', 'Institutional share ratio', 'CEO
duality' and 'Internal Auditor' were utilized as independent
variables.

The results obtained from testing the research
hypotheses indicate that there is a positive relationship
between ‘Ownership Concentration’, ‘Board Size’,
‘Internal Auditor’ and capital structure. This means that
by increasing each of these variables, the capital structure
increases. Also there is a negative relationship between
‘Institutional share ratio’ and capital structure. However,
no significant relationship was found between ‘Board
Independence’, ‘CEO duality’ and ‘capital structure’.

There are two main limitations identified in this study.
Firstly, the sample only covers six years of Iranian data
and an external validity problem exists that the results may
not be transportable over different time periods and
locations. Secondly, only three corporate governance
variables were considered. Many more variables could be
considered. Future research should include the
examination of the association that managerial ownership
may have on capital structure decisions.
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