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ABSTRACT 

Diversification has become a popular practice for firm expansion and 

growth. When firms go for diversification strategy, they need extra capital and they 

have to manage cost of capital and other financial policies. This research examines 

the effect of corporate diversification, cost of capital and financial policies on 

firms’ financial performance.  

The population of the study is manufacturing firms of Pakistan, with the 

sample being from 2004 to 2017. Two-step dynamic estimation was used for the 

analysis. Data was collected from DataStream. Financial performance of firms is 

measured through Return on Assets (ROA), Return on Equity (ROE) and Tobin’s 

Q. First, overall analysis of manufacturing sector was done followed by sectoral 

analysis. In the first and second models, Product Diversification (PD) and 

Geographic Diversification (GD) were used to measure corporate diversification. 

In the third model, the combined effect of PD and GD was analyzed. Firms’ 

financial policies measured as capital structure decision, dividend policy, 

investment policy, corporate governance, and audit quality are included in firms’ 

financial policies.  

Overall analysis reveals that both measures of corporate diversification 

have a significant impact on ROE and Tobin’s Q. Cost of capital, capital structure 

and dividend policy have a significant effect on all three measures of financial 

performance. Investment policy has an insignificant effect on financial 

performance. Analysis reveals mixed findings regarding the impact of corporate 

governance and audit quality on ROA and ROE. However, these variables have 

significant impact on Tobin’s Q. Sectoral analysis reveals mixed results depending 

on the nature, features and policies of the sectors. It is recommended that firms 

may manage diversification strategy and financial policies to make rational 

decision to improve the firms’ financial performance.  

Key Words: Corporate diversification, cost of capital, financial policies, firms’ 

financial performance, manufacturing sector, GMM. 
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CHAPTER 1 

INTRODUCTION 

This chapter discusses the concepts of corporate diversification, cost of 

capital, financial policies and their role in financial performance of non-financial 

sector of Pakistan. The chapter also explains problem identification, research 

questions, research objectives and significance of the current research. 

1.1      BACKGROUND OF THE STUDY 

Corporate finance deals with the funds' sources and the firm’s structure of 

capital, and the manager’s actions that are being taken to maximize shareholders’ 

value. The main goal of corporate finance is to maximize the firm’s value. 

Financial performance of a firm very much depends on firm’s financial decisions 

(Zulkafli et al., 2014). Therefore, corporate finance is related to value maximizing 

for shareholders with the help of long and short term planning and their 

implementation. The important financial policies that the finance department of the 

firms uses include short and long-term issues and capital investment decisions. 

These policies play key roles in determining the financial performance of the firms. 

Gatchev et al. (2010) explain that corporate finance policies are interlinked. Capital 

investment decision is concerned with proposed investment decision. That is, 

whether the investment being proposed should be made. This involves deciding 

how a firm should pay against investment; whether with debt financing or equity 

financing or collective financing using both. What the ideal capital structure of firm 

should be which will maximize firms’ value and minimize its cost of capital; and 

whether or not the firm should pay a dividend to shareholders. Short-term issues 

include working capital management decisions. Investment and capital purchase 

are included in long-term issues. A capital decision includes leverage decision; that 

is, how much debt financing is needed in the capital structure of a firm. 

Sajid, Mehmood and Sabir (2016) argue that financial leverage and 

investment decisions have remained the area of interest among scholars and 

financial analysts for many years. However, firms have to decide about leverage by 

considering the bankruptcy cost which might occur due to none payment of debts. 

A firm which uses more leverage has more chances of bankruptcy during the 

downfall of business. On the other hand, a firm which uses less leverage might 
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survive in this situation because of having enough debt capacity. In the early days 

of finance, the use of leverage in firms’ capital structure was considered to be a 

great weakness of the firm. However, for the sake of competition and growth in the 

market, firms need to expand their business continuously. Due to the global 

competition for growth, huge investment in capital for infrastructure, modernized 

technology, promotion, and development of products is considered to be 

compulsory for the firms. Such expansion options require substantial investment in 

both the tangible and intangible fixed assets of the firms. Therefore, a firm needs to 

invest capital in such a project that can reduce its cost and increase return and 

ultimately will enhance growth of the firm. In this respect, leverage is an important 

factor which helps the management to take sound financial decisions in order to 

finance such investment projects.  

Diversification is a strategy which is becoming an imperative for the 

expansion and growth of firms in competitive and dynamic business environments 

in the world. The strategy is also adopted by for good financial output (Afza, 

Salahudin & Nazir, 2008). Regarding financial decisions like a leverage decision, 

firms having high growth, can use the leverage as it has enough cash flow to meet 

the risk arising from leverage. However, to avoid the bankruptcy risk, firms with 

low growth do not use more leverage. In the present complex organizational 

environment, management always tries to grow the business and takes such 

decisions which are needed in the present business environment. Corporate 

financial activities go side by side with other decisions of the management. For 

example, merger and acquisition decisions, and corporate diversification decisions 

in which management wants to grow business in terms of a different line of 

products and in geographical terms. These decisions change management strategy 

in regard to marketing, human resource and finance. The present study is based on 

the corporate diversification strategy’s impact on financial performance of the non-

financial firms and the impact of other financial foundations on firms’ financial 

performance, so it focuses on financial strategy when firms are diversified. Hence, 

performance of the firms is also analyzed as this is affected by the diversification 

strategy and other financial decisions like cost of capital and financial policies. 

Diversification, which is characterized by complex, multi-unit firm structure and is 



3 

 

involved in different industries, has become a popular practice for firm expansion 

and growth for the last seven decades and has become a dominant strategy 

throughout the world since the late 1990s (Li & Rwegasira, 2008). Corporate 

diversification is based on a desire for increased profitability, risk reduction, 

increase in market share, increase in debt capacity, increase in growth opportunity, 

and the need to use human and financial resources efficiently and an increase in life 

cycle of business (Afza, Salahudin & Nazir, 2008). Diversification, which consists 

of product or geographical form, has gained attention for the businesses and is 

becoming an important business strategy for management of risk and other benefits 

(Qureshi, Akhter & Imdadullah, 2012). Diversifying business into different lines of 

products or into same line of product is a current business strategy adopted by the 

management of firms.  

The diversification strategy of firms in their financial choices has received 

little attention in literature, but this strategy has large role in developing other 

strategies including financial strategies and performance enhancement. Today, with 

the increased internal and external environmental uncertainty, corporate 

diversification is used for reduction in the risk factor. Corporate diversification 

strategy is most commonly used by the firms to grow business operations either by 

adding a new product into the market, adding their business into new markets or 

adding new services to the existing services. Firms may diversify their business in 

the local market within their country or they may increase their market share into 

different countries. This is the geographical diversification strategy. Corporate 

diversification can be defined as a business policy that is adopted to reduce the risk 

and to add markets, new lines of products, new types of services, increase 

customers, and geographical area, adding these to the existing business operations 

(Penrose, 1959; Mughal & Saeed, 2014). Qureshi, Akhter and Imdadullah, (2012) 

classify the firms as diversified and specialized firms by considering their line of 

products whether firms deal in single product or multiple products, and whether 

firms operate their business in a single country or in different countries. If they 

operate their business in more than one country, they are geographically diversified 

and export oriented firms. In the past few decades, multi-segment business has 

been adopted by various firms. Diversification helps the development of business 
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between various firms by developing a multi-segment business strategy. The 

services and the products being produced by the firm are different from its main 

core competencies. This option of having different business segments through 

diversification is affected by the desire to develop businesses, improve earning 

ability, reduce the business risks, and improve profit generating opportunities and a 

more profitable way of allocating firm’s resources. The research discussions on the 

matter of corporate diversification, its impact on financial performance and 

existence in the firms continue to be studied (Christiningrum, 2015). 

Prahalad and Hamel (1990) show in their study that a firm which has a 

higher degree of corporate diversification normally does not perform well when 

compared to one which is focused on its core values and skills; however, this type 

of diversification remains very attractive. At the corporate level, managers are 

responsible and not the owners of the firm. This option allows managers to expand 

business through the addition of business segments as quickly as possible in order 

to remain in the market. Otherwise, survival in the market is difficult as in current 

competitive business environment, relying on a single business unit is risky. 

Although firms try to diversify their business in order to survive in the market and 

reduce risk, they still have to make policies for proper management of their 

business operations in order to run their business activities efficiently. When firms 

are diversified, they need extra capital. Firms address debt financing, as well as 

equity financing, by issuing additional stocks. However, there is need to adjust 

such a balanced proportion of equity and debt financing in capital structure. This 

balance of mix of equity financing and debt financing is called optimal 

combination of capital structure. This optimal structure of capital is a point where 

firms have minimized their cost and maximized their value. Minimizing cost is the 

main area of concern for firms. In the present business environment, it has become 

necessary to make such policies which can decrease the cost of financing for the 

firms. Such policies lead to maximization of the overall value of the firms. 

The cost which firms try to minimize while generating capital is called cost 

of capital. First, this study discusses the main concept of cost of capital and its 

importance in making major financial decisions by the managers of firms. Cost of 

capital is a concept that has always been considered by financial experts. It is an 
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effective variable in making financial decisions like investment and capital 

structure decisions (Pouraghajan et al., 2012). Cost of capital is a very important 

element while making major business decisions as firms have to bear cost on their 

financing. In this way, they have an effective variable in the decision making 

model of the firm. While decision making for the purpose of investment of any 

kind, it is necessary to know the concept of cost of capital. This concept has been 

defined in various ways, but one definition by Kordestani and Haddadi (2009) 

explains the concept of cost of capital as the maximum rate of return. Therefore, 

management in the way of determining the optimal resources should specify the 

cost of financial resources. Management should specify the cost which is incurred 

in using financial resources. While determining the optimal resources, management 

of the firm should specify the cost of their debts and the value of their equity and 

consider the impacts of this cost on the financial performance of the firm. An 

effective mix of capital may decrease its cost. As a result, decrease in cost of 

capital increases the value for a firm as well as economic profit. The idea of the 

cost of capital plays basic role in the decision making of the management; 

however, there is no proper and acceptable method of determining cost of capital, 

in particular the cost of equity financing (Chen, Jorgensen & Yoo, 2004). One 

method of calculating cost of capital is the weighted average cost of capital. In this 

method, cost of capital includes all financing cost of the business including the cost 

of debt financing which is interest cost, and cost of equity financing which is return 

to shareholders (Pouraghajan et al., 2012). So, the cost of capital is explained as the 

cost incurred on using long-term funds at a given time. 

The basic function of a firm’s cost of capital is to evaluate that firm has the 

capability to increase the business size and continue operating at large scale. The 

management always wants to decrease cost of capital in order to have the best 

financial resources. Corporate financial policies are very important in today’s 

complex world. Therefore, the objective of firms is to maximize their value by 

managing cost of capital and applying major financial policies effectively. For this, 

firms are keen to increase their financial performance. To increase a firm’s value, 

management should be careful while making decisions regarding financial policies. 

The effective management of financial structure leads to maximize the value of a 
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firm (Mehmood, Hunjra and Chani, 2019). There are three types of financial 

policies which are explained by finance theory to increase a firm’s value: 

investment policy, financing policy and dividend policy (Zulkafli et al., 2014). 

Leverage mainly refers to the debt financing in capital structure of the firms. 

Corporate governance and audit quality are also referred as to financial policies. 

According to Khan et al. (2016), firms make four important financial decisions like 

investment decision, financing decision, dividend payment decision and working 

capital decision. To make the financial structure strong, a firm has to manage the 

said financial matters well according to their needs and requirements. As the 

management of the financial matters leads to efficient allocation of resources, it 

helps firms to increase their financial performance; the ultimate objective of firms.  

Among financial policies, investment policy is the most important. Firms 

need to make investment decisions with care as these demand the estimation of the 

value of certain projects based on timing, size and estimation of cash flow of 

future. Cohen and Yagil (2007) investigate the significance of firms’ financial 

policies by using financing, investment, and dividend policy in an international 

survey which consists of five different countries US., UK., Canada, Germany and 

Japan. They find that investment policy is a very important financial policy adopted 

by business. The reason for the importance of investment policy is business 

activities and growth which are very closely connected with this financial policy.  

When firms diversity for their growth, they need to manage capital structure 

because the decision regarding composition of capital structure is very difficult for 

the firms and it is important issue for scholars of accounting and finance. Overall, 

the objective of the firms is to minimize the cost of financing and maximize value 

of the firms when making capital structure decisions (Younus et al., 2014). The 

main determinants of financing structure are short-term debt to total capital ratio, 

long-term debt to total capital ratio, then total debt to total capital ratio (Saeed, Gull 

& Rasheed, 2013). Firms try to keep the level of capital structure in a way which 

can earn more return on the investment provided to them. There is element of risk 

if firms opt for more debt financing rather than equity financing. There is no single 

or ultimate method of measuring an exact combination of capital structure; but it is 

necessary for the firms to keep a balance of equity financing and debt financing in 
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their capital structure formulation. When firms opt for diversification strategy, they 

need to pay regular dividend in order to increase the value of shareholders which 

ultimately increases size and profitability. Dividends are the rewards which are 

disseminated by firms to shareholders for the time and risks undertaken in making 

an investment with firm (Khan et al., 2016). Dividend payments are the guidelines 

and regulations that a firm follows in order to take the decision whether or not to 

pay a dividend to its shareholders. Dividend payment decisions of the firms are the 

primary elements of any firm policy; they are mainly the benefits to the 

shareholders in return for their investment in the firm (Enekwe, Nweze & Agu, 

2015).  

Dividend are important because they determine the amount of money paid 

to the shareholders and the amount of money retained by the firm for further 

investment purposes (Alobari et al., 2016; Morrison et al., 2016). Therefore, firms 

provide information to the stakeholders about the financial performance of the 

firm. Dividend payment by the firms is not only a way of making cash payments to 

their shareholders, but it also gives information about the firm’s present and future 

financial performance. Dividend policy is also important from the perspective of 

shareholders, consumers, employees, government, and regulatory bodies. Another 

important decision of the firms is corporate governance. Governance system of the 

firms needs to be well managed in order to improve management of control when 

they take business expansion decisions. In a competitive business environment, an 

effective system of corporate governance is key factor for the development of an 

economy (Boubaker & Nguyen, 2015). Corporate governance decisions of firms 

deal with the structure or mechanism employed mainly to preserve the rights of 

stakeholders of the firms. In addition to corporate governance decisions, 

characteristics of audit quality of the firms are also important in producing a 

valuable output. The concept of corporate governance is described as a managed 

structure and process through which managerial affairs are conducted to enhance 

business success and corporate responsibility. That ultimately increases the 

shareholders’ wealth and protects the interests of individuals and overall interests 

of the stakeholders. Corporate governance has also become an important success 

factor in national and international markets. In a competitive business environment, 
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an effective system of corporate governance is key factor for the development of an 

economy (Boubaker & Nguyen, 2015). Countries are keen to encourage good and 

sound corporate governance to ensure the sound working of firm, fairness, and 

answerability in the firm, and preserve the interest of all stakeholders (Hassan, 

Shaukat & Nawaz, 2014). Corporate governance is a strategy which deals with the 

situation in which the funds providers of the firms assure themselves of gaining an 

acceptable reward on their investment (Shleifer & Vishny, 1997). The basics of 

presenting a corporate governance concept are linked with a well managed and 

effective corporate governance policy being able to help to resolve agency 

problems. Investors want their investment to be utilized in a profitable venue. 

Hence, along with corporate diversification strategy, cost of capital and financial 

policies are also key factors which affect the financial performance of the firms. 

This area needs to be investigated because firms are meeting challenges of 

globalization by implementing corporate diversification strategy. 

An ultimate objective of a firm is to enhance financial performance in order 

to remain in the market. Financial decisions of the firms like corporate 

diversification decisions, cost of capital, and financial policies including dividend 

policy, capital structure policy, investment policy, and corporate governance are 

very important parts that can enhance a firm’s financial performance. Firm’ 

financial performance is a major area of concern for every firm. A firm tries to 

improve financial performance with the help of utilization of its valuable resources. 

Memon and Tahir (2012) explain that a modern business firm should be very 

efficient to provide a good financial output and to stay in the market. Current study 

relates to the financial output of the firms. Financial performance is the measure of 

a firm’s profits, earnings, increase in value as shown by the increase in firm’s share 

price (Mwangi & Murigu, 2015). Financial performance is judged in terms of 

different accounting variables. It can be taken as return on assets or return on 

equity. Some have used return on assets as a tool of the firms’ financial 

performance (Bettis & Mahajan, 1985; Inderst & Muller, 2003). While, Pandya and 

Rao (1998), and Khanna and Palepu (2000a, 2000b) use the return on equity as a 

tool of financial performance. Return on investment is also a measure of firm 

performance (Hsu and Liu, 2007). Financial performance can be achieved by 
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valuable financial results. For example, a firm having high return on assets ratio is 

said to be performing well, compared to a firm having low return on assets ratio. 

The current study is related to investigate financial performance of the firms in 

non-financial sector of Pakistan. Therefore, current study is significant as the 

survival of a firm is dependent upon how successfully it adapts to the changing 

environment and how it utilizes its resources. Considering the instabilities and 

highly complex markets in Pakistan, firms can improve their performance by 

allocating resources with the help of diversification strategies, proper management 

of cost of capital and financial policies. Performance of this sector in Pakistan has 

slightly improved in recent years (Pakistan Economic Survey, 2017-18). This 

shows improvement in implementation of financial decisions in this sector. 

Therefore, there is need to investigate the extent to which these policies are being 

implemented in non-financial sector of Pakistan. The area of factors affecting 

financial performance has been studied for a long time but still there is need of 

further studies in order to bring accurate measures for the improvement of firm’s 

financial performance as the option for improvement of performance is always 

there.  

1.2 PROBLEM IDENTIFICATION 

Corporate diversification has been an important strategy for every firm in 

the world for about the last half-century (Afza, Slahudin & Nazir, 2008). Many 

researchers have shown that corporate diversification has become a very successful 

business strategy in their research but different researchers have different points of 

views. Most of the research studies have been carried out on European economies 

and US but developing countries like Pakistan are not very widely studied with 

respect to diversification strategies and their impact on financial elements of the 

firms. Qureshi, Akhter and Imdadullah (2012) explain that diversification, both 

product and geographic, has become a very common strategy that leads to risk 

management of the firms as well as other benefits such as growth, increase in 

profitability, and increase in sales volume. There is research available relating to 

the diversification and the impact it has on financial performance of the firms. 

However, most of these research studies relate to developed countries and 

developing countries like Pakistan still need studies on diversification and other 
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financial elements of the firm. In Pakistan, firms diversify their business because of 

the factors like increase in market share, increase in profitability, increase in debt 

capacity, reduction in risk, and efficient utilization of human and financial 

resources (Afza, Slahudin & Nazir, 2008). Researchers have tried to explore those 

factors of diversified and non-diversified firms which affect the performance of 

these firms. Sindhu, Haq and Ali (2014) develop a study in which the factors which 

affect the financial performance of diversified and non-diversified firms. These 

factors include size, leverage, and risk affecting the financial performance. In the 

study, they propose to conduct further study of what affects the financial 

performance of diversified and non-diversified firms. They also analyze that 

diversification itself affects the financial performance of the firms.  

Need of additional funds and ultimately the management of cost of capital 

is the concern of the firms when making diversification decisions. Weston (1970) 

explains that resources could be utilized more efficiently within a firm rather than 

in capital markets. That is why diversification strategies are important as far as 

utilization of resources is concerned. There are number of studies on the effect of 

corporate diversification on financial performance and the effect of financial 

policies on financial performance (Hsu and Liu, 2007; Iqbal, Hameed and Qadeer, 

2012; and Ali, Hashmi and Mehmood, 2016). However, there are very few studies 

available which analyze the relationship among the factors like corporate 

diversification, cost of capital, financial policies, and firm’s financial performance, 

especially in the case of Pakistan. Most of these studies have been made in the 

context of developed nations. Adamu et al. (2011) analyze the impact of product 

diversification on performance in Nigeria. Iqbal, Hameed and Qadeer (2012); and 

Qureshi, Akhter and Imdadulla (2012) study the effect of corporate diversification 

decisions on financial performance in Pakistan but they remain very limited and do 

not consider financial policies of the firms while opting for diversification strategy.  

Hann, Ogneva and Ozbas (2013) conduct a study about the impact of 

corporate diversification on cost of capital in America, but that study suggest the 

need of future research in which the impact of corporate diversification on other 

financial elements could also be studied. Christiningrum (2015) studies the effects 

of diversification decisions of the firms, leverage and investment opportunity on 
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financial performance in Indonesia. Another study is conducted by Phung and 

Mishra (2016) on the effect of diversification on financial performance in 

Vietnamese listed firms which explain that lack of well managed corporate 

governance policies may encourage firms to opt for diversification strategy to 

improve performance. This shows that firm’s financial performance is a very broad 

area which is affected by managerial decisions. Controlling financial cost is the 

main concern of managers to increase financial performance. In the past, there have 

been studies which investigate the effects of cost of capital on firms’ financial 

performance. Mohamad and Saad (2012) in Malaysia conduct a study regarding 

cost of capital and financial performance. They propose that there is need of further 

study with inclusion of more variables and a larger sample size to gain more 

accurate results.  

The motivation for the current study is to fill the gap of past studies which 

suggest that there is need of detailed study of which different factors affect the 

financial performance of the firm. Corporate diversification and cost of capital are 

the factors which affect the performance but financial policies are also important as 

they affect firms’ financial performance. Proper management of financial policies 

is also necessary in order to achieve firm goals, as these policies include critical 

financial decisions which determine the financial performance of firms. 

Performance is increased if financial policies are managed well. According to 

Auerbach (2002), financial policy includes the decision regarding debt financing in 

capital structure; that is, leverage decision. The other financial policy includes the 

undistributed profit of the firm rather than that distributed among shareholders 

which is the dividend. Chechet and Olayiwola (2014) conduct a study in Nigeria 

where they use capital structure as financial policy and they aim to analyze the 

impact of this financial policy on financial performance of Nigerian quoted firms. 

M’rabet and Boujjat (2016) investigate the impact of dividend payment policy on 

firm’s financial performance in Morocco and suggest that there should be more 

studies considering classification of firms based on different sectors in order to 

have a detailed study and produce results that are more accurate.  

In today’s competitive business world, governance system also has much 

attention from researchers’ point of views. The concept of corporate governance 
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can be traced from the agency issue (Akbar, 2014). In agency issue, owners want 

management to work in their best interest, and management wants a good return 

which is in their best interest. This agency issue addresses the strong relationship 

between corporate governance and financial performance. This leads the attention 

of firm’s management to achieve a return which is in the best interest of 

management of the firm. In the modern structure of firms, corporate governance is 

a very important element because not only it is necessary in the legislation that 

every listed firm should deal with corporate governance code according to the rules 

and regulations of their countries, but also it is important as it improves the 

financial performance of the firms (Afza & Nazir, 2013). Many researchers agree 

in general that good and well organized corporate governance and its mechanisms 

improve the financial performance of firms (Brickley, Coles & Terry, 1994; 

Yermack, 1996; Hossain, Cahan & Adams, 2000).  

These elements help firms to control and monitor the management in the 

absence of proper and active monitoring by the principals of the management. 

Therefore, corporate governance mechanisms are important to be used in the firms 

so that management may bring its priorities with the interest of its principals up to 

that level which can achieve maximum output (Hill & Jones, 2004). In addition, 

when considering the effects of financial policies on financial performance of the 

firms, corporate governance elements should be considered to analyze their effect 

on firms’ financial performance. The current study is expected to fill the existing 

gap to help understand this concept in Pakistan. Furthermore, there is need to 

conduct a study where all three financial policies are considered in relation to the 

firm’s financial performance because diversification also requires management of 

operations with respect to financial structure of the firms. Singh, Davidson and 

Suchard (2003) suggest that there is need of further research on whether or not 

diversification is beneficial for a firm and its stockholders. In early studies, it is 

found that diversification was beneficial. A reading of the literature indicates that 

the diversification strategy has a significant relationship with financial 

performance. Although many studies have been conducted which investigate the 

relationship between diversification and other variables, there is need to conduct 

further study mainly with respect to Pakistan. In addition to evaluating the ultimate 
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effect of the presence of corporate diversification on the financial performance, it is 

also necessary to investigate the effect of capital structure and investment policy on 

firms’ financial performance (Christiningrum, 2015).  

As Pakistan is a poor economy, and globalization has affected non-financial 

firms in Pakistan, this sector has become more competitive and less profitable. So 

in this complex world, survival for this industry has become very much more 

challenging. Given the complex, globalized and challenging environment, there is 

need for continuous survival and better performance of the non-financial sector in 

Pakistan. This need has caused them to diversify their businesses into different 

products and different markets. In this context, this sector has become very 

important for growth of economy. This sector is increasingly opting for 

diversification strategy, which ultimately needs management of its operations with 

respect to financial activities and financial performance. Therefore, there is still 

need of detailed investigation of financial performance of non-financial sector of 

Pakistan. At present, there are very few studies which describe a broad view of the 

relationship of diversified and non-diversified firms, financial aspects like cost of 

capital and financial policies, and their impact on financial performance. Financial 

policies are also a broad area which includes corporate governance, audit quality 

and audit committee. There is also a need to enhance financial policies with 

inclusion of corporate governance and audit quality, and an audit committee which 

helps to identify more accurate relationships between financial policies and firms’ 

financial performance in the context of Pakistan. This study has also filled this gap. 

There are many studies available in other countries, especially developed countries, 

but there needs to be a detailed study on the impact of diversification, cost of 

capital and financial policies on firms’ performance focusing on Pakistan.   

According to the best of my knowledge and considering the studies 

conducted in Pakistan and other countries relating to diversification and financial 

performance, it is suggested that there is need of further study with respect to non-

financial sector of Pakistan. The non-financial sector plays key roles in growing the 

economy of Pakistan. The research on this sector requires in-depth analysis of the 

current area. The major non-financial industries of Pakistan are textiles, sugar, 

chemicals, food, and cement. The textile industry of Pakistan is the fourth largest 
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manufacturer of cotton in the world and makes a major contribution to the 

economy. Pakistan’s second largest industry based on agriculture is the sugar 

industry, which ranked ninth in sugar production globally. The chemical industry 

has gradually gained importance in modern economies of the world. It contributes 

in many industries like textiles, agriculture, environment, communications, 

infrastructure, transport, pharmaceuticals and housing as well as providing raw 

material for many products like soaps, perfumes, paper, plastic products, paint, 

dyes and pharmaceuticals. Pakistan’s cement industry has shown gradual growth 

over time. Currently, there are 21 cement firms operating in Pakistan. Growth in 

Cement industry is recorded as 7.19 percent (Survey of Pakistan, 2016-17). 

Keeping in view the importance of this sector and limited literature available which 

evaluates financial performance of non-financial sector of Pakistan, it needs 

detailed analysis. The current study fills this gap by conducting in-depth analysis 

with the inclusion of detailed financial policies, product diversification, geographic 

diversification and cost of capital to analyze accounting performance which 

includes ROA and ROE and market performance, which includes Tobin’s Q of 

non-financial sector of Pakistan. Sectoral analysis is also done in the current study. 

Corporate governance and audit quality mechanisms are also considered in the 

current study identifying how these mechanisms and other financial policies affect 

firms’ performance.  

1.3 PROBLEM STATEMENT 

A critical review of the studies indicates that corporate diversification 

strategies, cost of capital and financial policies are important determinants of 

financial performance, but there is lack of sufficient support to analyze the 

financial performance on the basis of all important factors including corporate 

diversification, cost of capital and financial policies as well as corporate 

governance and audit quality. Proper implementation of corporate diversification 

strategies, management of cost of capital, and financial policies leads to improve 

firms’ financial performance. However, these policies are not being practiced 

properly, leading to the decreasing financial performance of the firms in the non-

financial sector of Pakistan. The present research addresses this issue. 
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1.4  RESEARCH QUESTIONS 

The current study seeks to answer the seven questions below. 

RQ1.  What is the impact of corporate diversification on firms’ financial 

performance in the non-financial sector of Pakistan?  

RQ2.  What is the impact of cost of capital on firms’ financial performance in the 

non-financial sector of Pakistan?  

RQ3.  What is the impact of financial policies on firms’ financial performance in 

the non-financial sector of Pakistan? 

1.5 RESEARCH OBJECTIVES 

Current study investigates the impact of corporate diversification, cost of 

capital, financial policies including corporate governance and audit quality on the 

firm’s financial performance of non-financial firms in Pakistan. The objective is to 

analyze this relationship as how the financial performance of the firms is affected 

by identified factors. Major objectives of the current study are:  

1.  To analyze the impact of corporate diversification on firms’ financial 

performance in the non-financial sector of Pakistan.  

2.  To analyze the impact of cost of capital on firms’ financial performance in 

the non-financial sector of Pakistan.  

3.  To analyze the impact of financial policies on firms’ financial performance 

in the non-financial sector of Pakistan. 

1.6  SIGNIFICANCE OF THE STUDY 

The survival of a firm is dependent upon how successfully it adapts to the 

changing environment and how it utilizes its resources. There is need of strategic 

planning to manage in such an environment. The results from this study help the 

managers of the firms in Pakistan to analyze their skills for better corporate 

diversification strategies. Considering the instabilities and highly complex markets 

in Pakistan, firms can improve their performance by allocating resources with the 

help of diversification strategies, proper management of cost of capital and 

financial policies. Considering these situations, it is understood that this study has 

also provided a fresh and multidimensional framework for understanding the 

impact of corporate diversification, cost of capital, and financial policies on 

financial performance of non-financial sector of Pakistan. This study also makes 
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important contributions to the existing studies by adding more important financial 

elements in addition to corporate diversification which affect the financial 

performance of the firms. The study helps the managers of the firms who deal in 

challenges faced in business operations of lower developing countries like 

Pakistan. The study is helpful for the managers to understand the implementation 

of diversification strategy and financial decision and their impact on financial 

performance of the firms. Study also provides insight for the management that how 

to control the operations in different environments. The outputs of this study help 

the managers of the companies in Pakistan to analyze their skills for better 

corporate diversification strategies. 

The sectoral analysis is also helpful for the firms as they discover how the 

financial performance of different sectors is affected due to different financial 

policies of the firms. Financial policies in this research include capital structure, 

dividend policy and investment decision as well as audit quality and corporate 

governance. The current study improves the previous literature where not all of 

these factors are considered while determining the financial performance of the 

firms. Most of the firms in Pakistan are at growing stage and ultimately they have 

to face the competitive environment in markets so this study is useful to identify 

that a problem has the right solution to reduce market complexity. In current study, 

both successful and unsuccessful business cases are studied. This helps those 

managers who are willing to diversify their business because diversification 

strategy relates to the risk and financial performance of the firm. The present study 

is also helpful for the managers of the firms, showing the way that corporate 

governance also affects financial performance of the firms and the need for 

managers to utilize the resources in order to produce the best output. The current 

study also recommends future actions for those firms, which plan to diversify their 

business, and takes into account the implementation of diversification strategy.  

1.7 SCOPE OF THE STUDY 

This study is useful for the financial decision makers of the firms. Investors 

should look at the market performance of the firm whenever they decide to invest, 

as a diversification strategy decreases cost of capital and risk, and sometimes 

affects financial performance negatively. Therefore, it is very beneficial for an 
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investor to invest in that firm whose risk is low. Decision makers can benefit from 

this study in learning the way that proper diversification strategies decrease the cost 

of capital and ultimately increase revenue. Increased revenue also improves 

financial performance, and, proper financial policies also enhance the financial 

performance of the firm. There have been number of attempts to investigate the 

effect of diversification decisions on firms’ financial performance. Despite these, 

management research has been unable to find or establish a consistent relationship 

between corporate diversification and financial performance, and most of those 

attempts have no conclusion. The debate about diversification strategies, cost of 

capital, financial policies and financial performance is very much traditional but 

this is still controversial one. One of the points is that according to the majority of 

the research studies, there is a negative effect of corporate diversification on 

financial performance (Oyedijo, 2012). However, there are opposing viewpoints 

also. Abbas, Hayat and Saddiqui (2013) explain that a corporate diversification 

decision has a positive impact financial performance. These results do not give an 

accurate picture due to lack of detailed investigation in the study. So there is need 

to investigate the impact of corporate diversification strategy on firms’ financial 

performance mainly in Pakistan,  

This study is helpful for those non-financial sectors of Pakistan which use a 

diversification strategy. There is a need of such study in Pakistan to help in 

understanding the ultimate impacts of factors identified on firms’ financial 

performances. With the help of this study, management of the firms can gain 

benefits with respect to firms’ financial performance. As corporate performance is 

the major area where the management of the firm is concerned, the impact of 

identified factors on firm’s financial performance helps management of the firms to 

analyze the firms’ financial performance more accurately, as these are the major 

issues which need to be addressed regarding firms’ financial performance. 

1.8  STRUCTURE OF THE STUDY 

Present study consists of five sections. Section 1 relates to introduction 

followed by review of literature in section 2. Section 3 of the current study explains 

methodology. Empirical analyses of present study are explained in section 4 and 

section 5 deals with conclusion of the study. 
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CHAPTER 2 

REVIEW OF LITERATURE 

In this chapter, previous literature regarding diversification and different 

financial policies like cost of capital, leverage policy, dividend policy, corporate 

governance and audit quality is discussed; performance variables are also discussed 

and the relationship between performance variables and other variables are 

discussed in detail. The first section of the literature relates to introductory 

literature which presents a detailed description of each variable of this study, 

baseline theories of each variable, and dimensions and constructs of variables. 

2.1 CORPORATE DIVERSIFICATION 

In the current business world, business firms are being operated in 

environments that are very uncertain, competitive, risky, unpredictable, and 

complex (Ojo, 2009). Changes in the current business environment are very fast. 

Firms need to survive in this complex business world in order to remain relevant to 

their stakeholders. These factors also force business firms to rethink to meet these 

challenges and to seek new opportunities in order to compete in the business world. 

In order to survive in the market, firms are adopting various strategies to respond to 

the challenge of these factors. 

Diversification has been considered as a strategy which is very important 

for the firm’s financial performance and growth. Corporate diversification is a 

strategy which has remained one of the important elements for many firms 

worldwide for many years. It cannot be said that corporate diversification strategy 

is merely a trend towards expanding the business; it is on the basis of logical 

reasoning. The issue behind diversification strategy has been assumed to be 

universal in the management process.  

The diversification concept is still to be clearly defined and explained. 

There are many definitions of diversification but there needs to be a comprehensive 

definition of diversification which is theoretically valid and meaningful as far as 

managerial application. Reed and Luffman (1986) explain that the concept of 

diversification has different explanations, especially when research work is 

concerned. According to Ravichandran and Bhaduri (2015), corporate 

diversification is a strategy that includes structuring a firm’s business operation in a 
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way that leads a firm to produce more revenue. In general, diversification means 

the entry of a firm into a new market. That is, increase in the kinds of businesses in 

which the firm operates. It may relate to product, or geographical markets. Firms 

offering a single product are categorized as non-diversified firms and the firms 

offering more than one product are classified as diversified firms (Abbas, Hayat 

and Saddiqui, 2013). This confirms that diversification can relate to line of product 

or geographical region of business. In modern day business, firms operate in more 

than one line of product as well as in more than one country. This strategy also 

needs to be managed well in order to produce the required output of business. 

Diversification is the business strategy adopted by businesses to survive in 

the current competitive business environment. Su and Tsang (2015) explain that 

diversification strategy is concerned about that firm which deals in more than one 

product or more than one industry type. Park and Jang (2012) explain that 

diversification strategy refers to a firm operating into a number of different 

markets, which may include industries, sectors, or segments in which the firm has 

not been previously dealing. Corporate diversification has different types. 

According to Sindhu, Haq and Ali (2014), diversification is the way of entering in 

the other markets. It can be divided into product diversification and geographic 

diversification. This concept is related to the concept of Qureshi, Akhter and 

Imdadullah (2012). 

2.1.1 Product Diversification 

The concept of product diversification is one of the types of diversification. 

Regarding product diversification, Su and Tsang (2015) describe product 

diversification as the situation where firms are operating in more than one product 

market or more than one industry. Palepu (1985) explain that product 

diversification of a firm includes related diversification and unrelated 

diversification. Therefore, product diversification has different constructs which 

are used to calculate the value of diversification. These constructs are explained in 

the following sections.  

The best form of corporate diversification in terms of performance 

applications is that developed by Rumelt (1974, 1977). Rumelt argues that the 

extent of diversification is defined according to the percentage of revenue of a firm 
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earned from various products produced by the firm. These forms of diversification 

include single product, related product, dominant product, and unrelated product. 

Therefore, a diversified firm may have different business activities or can have 

multi-business activities in the form of industry. Two of the most important forms 

of diversification are related and unrelated diversification. Related diversification is 

also known as related product diversification and market of operations but is still 

within the value chain of the industry type in which the firm deals. Unrelated 

diversification, also known as unrelated product diversification, is also among the 

most important forms of diversification, and is the strategy where the firm moves 

beyond the value chain of its current industry.  

Ojo (2009) explains the concepts of both related and unrelated corporate 

diversification. Related corporate diversification occurs where the growth of the 

firm is into a new non-competing product or market which is related to the firm’s 

marketing skills and technology: and unrelated diversification is where the growth 

of the firm is into a new product or market which is unrelated to the firm’s present 

marketing skills or technology. This type of diversification is also known as 

conglomerate diversification. This concept is similar to the concept of the study 

conducted by Palepu (1985, p. 244), which argues that product diversification is 

further be categorized into two types: related product diversification, and unrelated 

product diversification.  

2.1.2  Geographic Diversification 

Another type of corporate diversification strategy is geographical 

diversification. When firms deal in more than one geographical area, it is said that 

the firm is geographically diversified. Lee and Kwok (1988) explain geographic 

diversification as the number of countries in which a firm is operating. Geographic 

diversification occurs when a firm deals in more than one country (Qureshi, Akhter 

& Imdadullah, 2012). The theoretical background of the corporate diversification 

strategy explains why firms diversify into different products and different markets. 

The first point of view is in favor of diversified firms and other view is in favor of 

focused firms. Amit and Livnat (1988) explain that both views are followed 

depending on two motives: financial motive and synergy motive. Nevertheless, 

implementing these strategies to increase financial performance would not 
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guarantee good output because debate over which of these strategies is good is 

continuing. The theoretical explanation is given here. 

2.1.3 Internal Capital Market Theory 

The work established about the internal capital market is considered as 

being the important aspect which leads firms to diversify. It allows firms to 

distribute capital in a more efficient manner compared to external market 

(Williamson, 1975). The concept explains that whether a firm has the ability to 

utilize its financial resources from one existing business unit to another, it is able to 

operate its business efficiently. The concept also explains that a firm has 

informational advantages in raising its capital while it can avoid the cost of 

financing from external capital market (Phung & Mishra, 2016). According to 

Matsusaka and Nanda (2002), the cost of a firm’s external source of capital is more 

than the cost of internal source of capital, so the internal distribution of capital 

gives benefits to the firms while not considering any cost of funds as compared to 

the external financing where firms have to bear the cost of financing. This benefit 

cannot be claimed in a standalone firm. 

2.1.4  Synergy Motive 

Synergy motive means firms follow a focused strategy rather than a 

diversification strategy. A diversification strategy into related business units may 

enhance market power of the firm which results in increase in its long term 

strategic position. Moreover, synergy can be created if business activities of single 

units match to one another. If firms have a synergy motive, they opt for a focused 

strategy (Amit & Livnat, 1988). In this case, firms focus on their central business 

for better output. The synergy motive is a concept which is shown in situations 

where cooperation exists when separate business units work as a single business 

firm (Ojo, 2009).  

The focused strategy of business is defined as an activity within a firm’s 

respective resources but business may offer different products or services (Johnson, 

Scholes & Whittington, 2006). In this way, focused strategy is better than 

diversified strategy, as focused strategy may be supposed to improve business 

performance as business activities relate to the present business. The researchers of 

developed countries support this school of thought (Denis, Denis & Yost, 2002; 
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Zook, Allen & Smith, 2000; Zook & Rogers, 2001). Researchers from developing 

countries also support this school of thought (Lins & Servaes, 2002; Mishra & 

Akbar, 2007). All of these researchers explain that focused firms have better 

financial performance than diversified firms as focused firms have the luxury to 

work more efficiently than diversified firms. These firms efficiently convert 

unutilized resources into utilization to achieve great performance.  

2.1.5  Agency Theory 

The concept of agency theory is presented by Jensen and Mackling (1976). 

From the perspective of diversification strategy, agency cost may occur when 

management does not act in the interests of firm’s shareholders. This problem is 

one of the reasons why firms opt for diversification strategy (Amit & Livnat, 

1988). There are various motives behind diversification strategy from an agency 

theory perspective that do not benefit the shareholders (the principals). The main 

reason for the separation between principals and agents is where the agents who are 

managers do not own any equity. Ojo (2009) explains that there are some main 

reasons why managers want to diversify. First, managers want to diversify so as to 

create an empire of their own. Second, managers diversify in other markets or 

products that will increase the demand for their skills and ability. This will lead to 

generating employment opportunities for themselves. Third is risk reduction in 

which managers want to diversify into different markets and products in order to 

reduce employment risk (Amit & Livnat, 1988). Fourth, according to free cash 

flow theory, instead of payment to shareholders, free cash flow should be spent on 

diversification strategy (Li & Rwegasira, 2008).  

Eisenhardt (1989) describes that agency theory is supposed to solve two 

main problems in the agent and principal relationship of agency theory. In the 

theoretical aspect of business, the agent is supposed to be a manager of the firm 

and the principal is supposed to be the shareholder or other affiliated person who 

has a financial interest in the matters of the firm. The first agency problem is faced 

when the objectives or desires of the agent and principal result in conflict between 

them. In this situation, it is very difficult for the principal to look after the working 

and behavior of the agent.   
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The second problem of agency theory is the attitude of agent and principal 

towards risk. The shareholders and managers may prefer different actions about the 

risk of the firm and this opposing preference for the risk by both principal and 

agent may lead to conflict between them. Aggarwal and Samwick (2003) analyze 

that managers of the firms tend to diversify to reduce idiosyncratic risk. The reason 

for this diversification may also be the personal benefit of the managers. This is the 

case where corporate diversification strategy helps in reducing agency conflicts by 

reducing managerial thinking towards risk. At the same time, corporate 

diversification strategy may also lead to increased agency conflict when managers 

opt for diversification strategy to gain personal benefits and ignore the interests of 

the principals and firm. According to agency costs theory, debt financing is used to 

reduce conflicts between shareholders and managers. Lee and Kwok (1988) report 

a higher agency cost in multinational firms relevant to domestic ones because it is 

difficult for managers to be monitored in an international context due to cultural 

differences, higher auditing costs, language differences and different laws and 

regulations. 

2.1.6 Resource Based Theory 

This theory has its basics presented by Penrose (1959). However, 

involuntarily Wernerfelt (1984) formerly presents this view of resource-based 

theory. The theory explains how a firm can utilize its resources to achieve its goals 

or to achieve a competitive advantage (Li & Rwegasira, 2008). A conventional 

view of resource-based theory suggests that larger firms control more resources and 

perform above average. This utilization of resources can help a firm to attain 

competitive advantage (Barney, 1991). This view gives the basis for understanding 

why firms opt for diversification strategy for growth and how they adopt 

diversification strategy.  

Thus, this view has helped to explain the type of major resources and 

competences that have led to the strategic advantage of firms which are diversified 

(Barney, 1991; Chatterjee & Wernerfelt, 1991; and Mahoney & Pandian, 1992). 

Firms diversify their business during the course of business to activate their 

resources which are not previously utilized. These resources include increased 

capacity, excess capital, lazy workers and infrastructure (Penrose, 1959; Mahoney 
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& Pandian, 1992). Performance of a firm may be more powerful than performance 

of competitors in such situations where firms combine separate business units and 

this permits to access to the strategic assets and competitive advantages (Markides 

& Williamson, 1996). If there are more particular resources, they need more 

diversification decisions to keep growth and full utilization of resources (Penrose, 

1959). These types of resources and fundamental knowledge of business and 

resources are more worth within the firms than sale in market, and they must be 

sustained if a firm is to compete in the market. Therefore, the diversification 

strategy helps a firm to profitably utilize its resources in order to achieve successful 

growth. 

2.2  COST OF CAPITAL 

The concept of cost of capital has been regarded as a very important 

financial element as far as investment is concerned. Further, cost of capital being 

among the most effective variables of the firms when decision making is concerned 

(Pouraghajan et al., 2012). The concept of cost of capital is defined in different 

ways but one of the most accepted definitions is the minimum expected return 

(Kordestani & Haddadi, 2009). Therefore, the capital cost is the minimum expected 

return through which the value of firms remains constant, and it is calculated 

through the capital suppliers' expected rate of return. Another definition of cost of 

capital explains that it is the minimum rate of return which a firm must achieve in 

order to meet the investors' expected return (Esmaeelzadeh et al., 2012). 

Cost of capital is explained from an investor’s perspective and from the 

perspective of a business. Required rate of return from an investor point of view or 

capital market is the same as the cost of capital from a business point of view. All 

investors want their capital to be invested in those firms where they can have 

maximum return otherwise they will not be able to retain the firm’s ownership. A 

firm should maintain its profit and try to increase it. The rate of return from a long 

term project should be more than cost of capital of the firms. However, if the 

internal rate of return of a firm is less than the cost of capital, the firm cannot 

sustain itself in the market and shareholders will move to another firm where they 

can gain maximum return on their investment.  
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Estimating the cost of capital of a firm is important to the managers who 

evaluate investment projects of the firm for capital budgeting purposes as well as to 

the investors who wish to evaluate the overall riskiness and expected return of their 

investment from a firm’s business activities. In corporate finance textbooks there 

are typically many chapters addressing the problems relating to capital budgeting, 

estimate of cash flow and the study relating to capital cost of the firms. However, it 

is difficult in practice to get reasonable estimates of the inputs required to perform 

capital budgeting process as mentioned in textbooks.   

These practical difficulties exist, as there is great uncertainty in assessing 

the capital cost of a firm or even an industry’s cost of capital. The major function 

of a firm’s cost of capital is to analyze whether the firm has the ability to operate its 

business on a large scale. Nonetheless, a firm is involved in some main decisions 

on different aspects like long term debts, assets management, retained earnings, 

and capital management. Considering all these important decisions, the 

management of the cost of capital has become very important and it demands 

proper business policies, mainly financial policies. Cost of capital is important as 

being where managers try to identify the appropriate level of cost of capital 

(Shadab & Sattar, 2015). 

When cost of capital is linked with investors, all investors want to invest 

their capital in that firm which can give them maximum return; otherwise they are 

not ready to retain their investment in that firm. Therefore, a firm should maintain 

its profit to give maximum return to the investors to retain them. It is necessary for 

a firm to make strategy which can increase profit margin in order to give maximum 

benefits to the shareholders to retain them. In firms, decision making, selecting 

optimal capital investment, and maintaining cost of capital are the major concerns 

in the finance literature in order to enhance the value of the firms. For this purpose, 

the financing issue is also an important matter of discussion but in particular, cost 

of capital is to be considered (Esmaeelzadeh et al., 2012). Financing in the firms 

comes from different sources and many factors are involved in finding the best 

financing options. In finance literature, the most important factor to be considered 

while investigating the best financing option is financing cost or expenses; the cost 

of capital. 
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All investors, including shareholders investing in the firms and creditors 

providing long term loans, are ready for the risk of not receiving their return. There 

is risk involved in the investment by shareholders and creditors while considering 

cost of capital. When investors invest their money in a firm in the form of shares or 

bond, they expect return for their investment while they admit the price of possible 

risks for their investment. Therefore, the cost of financing is the minimum rate of 

return which a firm must receive so as to provide return to the investors. Cost of 

capital has not any further type. In firms, cost of capital is measured as weighted 

average cost of capital (WACC).  

2.2.1  Weighted Average Cost of Capital (WACC) 

A study conducted by Nhleko and Musingwini (2016), which explains the 

concept of WACC as the discounted rate which is considered for cash flows with 

the same risk as of the firm’s overall risk. The WACC is the average cost of 

financing after tax and computed as the weighted sum of cost of equity and cost of 

debt financing. The explanation of cost of equity and cost of debt is as follow. 

2.2.2 Cost of Equity and Cost of Debt 

Nhleko and Musingwini (2016) explain the concept of cost of debt as being 

after the tax rate of interest, usually fixed for the time duration of the loan. 

However, cost of equity is measured through Capital Asset Pricing Model 

(CAPM), Gordon’s Dividend Growth Model or can also be calculated through the 

inverse of price to earnings ratio. The cost of equity is explained as the required 

return on firm’s common stock in a capital market (Witmer & Zorn, 2007). 

Regarding cost of equity, there is a risk regarding expected return. 

Therefore, the investors are supposed to take investment risk into consideration 

when while measuring the return they want from their investment. The cost of 

common equity financing and the cost of debts are based on finance theories which 

are explained below. 

2.2.3  Capital Asset Pricing Model (CAPM) 

The prices of securities are the result of different analysis of different 

investors under different conditions (Nhleko & Musingwini, 2016). Therefore, it is 

important to apply some standard principles while valuing prices of different 

securities. Sharpe (1964) and Lintner (1965) present Capital Assets Pricing Model 
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(CAPM), the pillar of finance while measuring the cost of capital for the selection 

of a project. There are criticisms in the academic studies on Capital Assets Pricing 

Model (CAPM), but still it is considered the best model in corporate finance 

courses and managers continuously use this approach. The CAPM explains the 

relationship between expected return from a stock and its risk given the efficient 

market where the market price of a security is an unbiased estimation of its 

intrinsic value. CAPM is considered to be the single factor model. It is assumed in 

CAPM that the relationship exists between a stock’s risk and its expected return on 

the basis of a single factor which is systematic risk. 

CAPM also indicates that the expected return of common stock or cost of 

capital is measured as the risk free rate of stock return plus the risk that 

shareholders demand because of their assumptions about a certain level of risk 

(Esmaeelzadeh et al., 2012). The systematic risk can be defined and measured as 

the historical change of firms’ share prices as opposed to the market and it is also 

used as proxy in CAPM for risk (Nhleko & Musingwini, 2016). The level of 

minimum required return for the investors is recognized when the expected return 

and actual return on a stock are equal. This return is risk free return. CAPM also 

supposes that the investors are only supposed to hold a market portfolio.  

As the principles of CAPM depend on historic data which is used to 

measure the value of systematic risk, this value is used to estimate forward looking 

returns. This concept is based on the assumption that the past performance of the 

firm is a good element which is used to estimate the expected future returns of the 

security. However, this concept is not completely correct, as there are time periods 

in the past when unexpected returns on the securities were realized because of 

those events which were not taken by the value of systematic risk. Therefore, the 

estimated value of systematic risk is not reliable and this problem has resulted in 

the need of exploring the usage of more reliable models. Gordon’s Dividend 

Growth Model is used in measuring more reliable figures of cost of equity (Nhleko 

& Musingwini, 2016).  

The capital structure theory and cost of capital of the firm are closely 

related. The main concern is that whether or not there is optimum capital structure 

and the effects of capital structure on cost of financing and firm’s value. This 
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concept is the main cause of debate in the finance field relating to capital structure 

and cost of financing. Those finance scholars who believe in optimal capital 

structure follow the traditional approach of capital structure. However, those 

finance scholars who do not rely on optimal capital structure follow the Modigliani 

and Miller (MM) approach of capital structure.  

2.2.4  Modigliani and Miller Theory 

The combination of both internal and external financing in a firm is one of 

the most important financial elements. The standard methodology for deriving an 

estimate of the cost of capital comes from the concept of Modigliani and Millar 

(1958). They make a very important contribution to capital structure theory, 

according to which financing policy of the firm does not have any impact on its 

market value while not taking taxes and transaction cost into account. But in reality 

this is not the case as there is no perfect capital market in the real world. 

Modigliani and Miller (1963) point out the important issues about financial 

decision like debt is a cheaper financing source for a firm than equity. 

According to their study, the increase in debt financing leads to increasing 

the chances of risk and the cost of equity. Increase in debt financing also leads to 

the benefits where taxes are paid. MM also suggest that with increase in taxes and 

deductible interest expenses, firm should use debt financing instead of equity 

financing. Krishanthi and Abeywardhana (2012) note in their study that the basic 

theories regarding cost of debt financing are agency theory, trade off theory and 

information asymmetry theory. The cost of debt of a firm is also based on the risk 

return trade off. That is, increase in risk leads to increase in the required interest 

rate. 

2.2.5  Net Income Approach Theory 

Durand (1952) presents the net income approach theory. This theory 

confirms that the usage of debt financing has a positive effect on the value of the 

firms. In this way, overall capital cost or weighted average cost of capital is 

increased or decreased by the changes in financing mix (Ayeni & Olaoye, 2015). 

According to Olowe (1998), this theory states that capital structure or leverage can 

have impact on firm value or cost of capital. If a firm adds the debt financing in its 

existing capital structure, the market value will increase with the decrease in 
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overall cost of capital. This concept is treated as the dependent hypothesis, because 

the value of a firm depends on the usage of debt financing in capital structure. This 

assumption explains that cost of equity financing is greater than the cost of debt 

financing and corporate income taxes do not exist (Pandey, 2009). However, this 

assumption has a problem in a sense that its hypothesis simply explains that there is 

one hundred percent debt finance and no equity financing in the capital structure of 

the firm. However, this assumption is not real and is artificial on the grounds that it 

is incomplete in practical aspects. In the real world, firms do not deal 100 percent 

in debt financing. 

2.2.6  Financial Distress and Bankruptcy Costs Theory 

This concept is related to the financial distress and bankruptcy cost arising 

from the interest charges on debt financing. According to the theory of financial 

distress and bankruptcy cost, there is financial distress in the existence of debt 

financing in capital mix which leads to bankruptcy. It explains that with increase in 

fixed interest expenses by debt financing, there is a probability of increase in 

financial distress and decrease in earnings (Harris & Raviv, 1991). Costs of 

financial distress include the administrative and legal costs, bankruptcy costs, 

moral hazard, subtler agency, and contracting and monitoring costs which could 

corrode value of a firm even if a formal default is ignored (Myers, 1984). 

2.3  FINANCIAL POLICIES 

 Corporate finance is applied in firms to achieve main goals like maximizing 

the value for a firm. The financial performance of the firm depends heavily on the 

financial decisions made by the management of the firm. Firms try to maximize the 

wealth of shareholders to increase the value of the firm to its maximum level. 

While maximizing shareholder’s wealth, managers of the firm are very cautious in 

their decision making in relation to the financial policies (Zulkafli et al., 2014). 

There are studies regarding financial policies such as those of Cohen and Yagil 

(2007); Tu et al. (2007) and Pindado, Rodriguesand and Torre (2006) who use 

financing policies, investment policies and dividend policy in their research as 

corporate financial policies. 

Doidge and Dyck (2015) explain that corporate financial policies include 

leverage policy, payout policy and cash holdings. Financial policies are shaped 
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with consideration for financial flexibility. They find that the firms for which 

financial flexibility is more valuable in the eyes of shareholders prefer share 

repurchases to dividend payments, hence they have lower dividend payments and 

have a lower level of leverage. These firms generate more cash. Zulkafli et al. 

(2014) use three financial policies in their study; investment, financing and 

dividend. How they explain the concepts of these financial policies are discussed in 

the following sections.  

2.3.1  Financing Policy/ Capital Structure Decision 

 Corporate investment decisions are very important and they need much care 

to finance these decisions (Zulkafli et al., 2014), so the investment decisions should 

be financed appropriately as to achieve the firms’ goal. When considering the value 

of the firm, financial policy plays important part. Financing policy involves capital 

structure (CS) decisions. According to Younus et al. (2014), capital structure policy 

is about the mixture of equity financing and debt financing of the firm which is 

used as the major source of the firm.  

According to Khan (2012), capital structure refers to the decisions about the 

composition of the sources of funds used to finance a firm’s business activities; 

whereas, capital investment relates to the decisions regarding the composition of 

the different sources that the firms use to finance their business activities and 

capital investments. The decision about capital structure is not very easily taken. 

Rather it is a hard decision for a firm and it is an important topic for the scholar of 

finance and accounting. Doidge and Dyck (2015) explain that taxes are important 

for a firm when making corporate financial decisions. These financial decisions 

include payouts, leverage, cash holdings and investment decisions and the found 

that these financial policies are affected by taxes. 

A capital structure decision is still a debated topic in finance. Capital 

structure should be examined while keeping in view how debt financing and equity 

financing of the firms affect their market value. Debt to equity ratio is important for 

the value of the firms and for the cost of capital. In maximizing value for 

shareholders, firms apply more value of debt finance in capital mixture because 

interest which is paid on debt financing is a tax deductible expense. The interest 

charges decrease the cost of debt. Furthermore, shareholders do not share their 
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profits with loan providers and the return of debt holders in the form of interest is 

fixed. If firms cannot pay a return to debt holders, they can claim against the firm 

for the payment of interest to them. However, the increase in debt financing is risky 

for the firms as this increase in debt financing also increases the cost of the capital 

of the firms. Therefore, it is essential to recognize all important constructs of 

capital structure so as to reach the best mix of capital structure.  

Overall objective of the firms is to minimize the financing cost and 

maximize the value of the firm. Firms try to keep a balance while considering the 

financing mix which is very important for their return due to the risk level of return 

if firms mix more debt financing instead of equity financing in their capital 

structure. The stockholders of the firm demand high returns in order to compensate 

risk of return. There is no single and exact way to conclude the optimal capital 

structure decision. In the case of developing countries, the benefit of equity and 

debt financing depends on the managers who are involved in managing the 

financial matters of the firm (Younus et al., 2014). In general, financing policy is 

determined in the form of capital structure. Auerbach (2002) uses capital structure 

decision as proxy for financing policy with retained earnings as other financial 

policy. 

While taking capital structure decision as a financing policy, there are many 

factors that determine the capital structure decision. A capital structure decision is 

the most common financial policy. There are some determinants which assist in 

evaluating the capital structure of the firm. There are some studies available which 

explain the capital structure determinants of the firms. Chen, Jorgensen and Yoo 

(2004) conduct a study on the major determinants of capital structure of the firms. 

The study focuses on finance theories on capital structure like pecking order theory 

and trade off theory. Profitability, size, age, and are determinants of capital 

structure. The results suggest that there are some modern theories of finance that 

are helpful in determining the capital structure decision making in China, but 

pecking order theory and trade off theory are not the relevant explanations for 

determining the capital structure decision in China. Ajay and Madhumathi (2012) 

propose in their study that size, age, non-debt tax shield, and tangibility are very 
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important elements which determine capital structure decisions in the Indian 

market.  

Kavitha (2014) examines different determinants of capital structure 

decisions in Indian-based pharmaceutical firms and found that size, debt service, 

earning rate, tangibility are the major elements that determine capital structure 

decisions of pharmaceutical firms of India. Lim (2012) explains that non-debt tax 

shield, earnings volatility, firm size, tangibility and non-circulating shares are the 

determinants of capital structure. Financing decisions like capital structure follow 

different finance theories. These finance theories of capital structure are explained 

below. 

2.3.1.1 Capital structure theory of Modigliani and Miller 

Modigliani and Miller (1958) present irrelevance theory of capital structure. 

The theory is supposed to be the basis of modern capital structure theories. This 

theory focused on the impact of capital structure (CS) on the value of the firm. 

Based on some assumptions relating to the behavior of capital market as well as the 

behavior of investors, the theory states that a firm’s capital structure does not 

determine its value. This theory is based on different assumptions which are not 

applied in a real sense. This theory states that there should be a perfect capital 

market where different securities are traded. All relevant information is readily 

available to inside managers and outside investors which means there is no 

asymmetry in information. Borrowing and lending are available for individual 

investors and firms at the same interest rate which leads to homemade leverage. 

Firms have similar risks and similar operating leverage, interest payable on debt 

financing does not save any taxes as the theory assumes that there are no taxes. 

There is 100 percent payout, there is no brokerage cost, no arbitrage opportunities 

and no transaction costs. 

In the presence of these assumptions, MM irrelevance theory of capital 

structure proves that there is no level of optimal capital structure. The theory 

further states that capital structure is irrelevant for the value of shareholders. The 

theory also states that the value of levered and unlevered firms is same. Therefore, 

MM suggest that managers of the firms should not bother about the mix of capital 

structure. The managers are free to select the composition of debt financing and 
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equity financing in capital structure. However, in a real sense, these situations do 

not exist. The underlying logic to this theory is that a firm’s value does not rely on 

how the assets of the firm, its cash flows, and growth opportunities are divided and 

offered to the investors of equity and debt, in the same way as the value of a pizza 

is irrelevant to the way it is sliced (Myers, 2001).  

Modigliani and Miller (1963) present a new proposition and indicate the 

important issues about financial decisions, as debt financing is a cheaper source of 

financing compared to equity financing. According to their study, when debt 

financing is increased, there is also increase in risk and cost of equity. The increase 

in leverage also leads to the benefits where taxes are paid. MM also suggest that 

with increase in taxes and deductible interest expenses, a firm should use debt 

financing instead of equity financing. An important contribution to the theory of 

MM is given by Stiglitz (1969) who argues that with an increase in leverage in 

capital structure, risk and cost of equity financing of the firm are also increased. At 

the same time, weighted average cost of capital (WACC) remains unchanged when 

leverage is increased. Further, debt financing leads to the possibility of bankruptcy 

cost. 

This possibility of bankruptcy is a more serious problem. Although the 

capital structure’s irrelevancy theory of MM is theoretically very sound, its 

assumptions are unrealistic. The assumptions do not relate to the real world. 

Therefore, the theory leads to a number of research studies on capital structure. 

Although the theory is theoretically sound, the assumption without taxes is 

unrealistic. In order to make it sound, Modigliani and Miller (1963) consider the 

impact of taxes on cost of capital and firm’s value by explaining that borrowing is 

beneficial, as it will increase the firm value equal to the capitalized value of tax 

advantage. Firms can gain benefits by including the element of tax deductibility of 

interest payments into the model of this theory. They further state that cost of 

capital has an impact on capital structure; therefore, it affects firm’s value by 

ignoring assumptions of the theory and explains that there existed taxes. This 

indicates that debt financing has tax advantage as interest deducted from tax is 

expected to have a tax shield. This also reduces cost of debt financing and 

maximized the firm’s value (Miller, 1977). 
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According to this theory, firm’s total value is maximized when it is totally 

debt financed. However, in practice, it is a rare case that a firm is entirely debt 

financed. Even if the theory is widely accepted (Myers, 2001), the theories that 

follow this theory prove that capital structure matters for firms’ value and attempt 

to find the level of optimal capital structure when there is no 100 percent  debt 

financing. It means there can be optimal capital structure without having 100 

percent value of debt financing in capital structure. The main reasons for this are 

the existence of transaction costs, taxes, agency costs, and information asymmetry 

in the real world. Many other theories on capital structure have been developed 

based on the MM theory. It is very difficult to make any one of the theories valid. 

There are few weak elements in MM theory which cannot be ignored.  

2.3.1.2 Agency theory of capital structure 

After the MM theory, there have been five major capital structure theories 

introduced by different researchers. Jensen and Meckling (1976) first introduced 

the theory of agency in the corporate world. This theory describes the relationship 

between the shareholders or the principals and the agent or the management of the 

firm. According to this theory, the principal gives the authority to agents or 

managers to run the matters of the firm so that the agents may work for the best 

interests of firms’ shareholders. However, in practice, managers work in a firm for 

their own interest rather than for the value maximization or the welfare of the firm, 

which may result in agency problems. In order to minimize the conflict between 

agent and principal, firms should give ownership to the agents or managers of the 

firms.  

This results in increase in equity financing and decrease in debt financing. 

The managers of the firm also avoid debt financing in order to minimize the firm's 

risk. According to the agency theory, there exist conflicts between equity providers 

and debt providers. These conflicts arise due to the risk of default on behalf of the 

firm. Equity investors take action in order to maximize their own wealth which 

damages the wealth of debt or bond investors. As equity is the residual claim for 

shareholders, so shareholders' investment is returned after bond or debt holders are 

paid. So, they have an interest to invest in riskier projects that would increase 

upside for shareholders and downside for debt investors.  
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Jensen and Meckling (1976) explain that risk shifting results in an agency 

problem. Another issue connected with debt financing is under-investment. The 

firm might accept to sacrifice the projects which give positive net present value 

(NPV) but the equity holders would only accept this if the firm is fully equity 

financed, and would reject these projects when the firm is partially equity financed 

and partially debt financed. However, the returns from the investment may be good 

enough to be profitable for the firm. So, the pay offs may not be sufficient for the 

bond investors. In this situation, the debt investors have the rights to receive 

positive returns and equity investors would get no return. According to Myers 

(2001), management of the firm can also raise more loans in order to pay out cash 

to the equity investors. 

Agency theory also explains that an agency cost is incurred when the 

interests of the firm’s financial managers and its equity investors are not perfectly 

matched. This conflict of interests affects the activities of the business. Jensen and 

Meckling (1976) develop, for the first time, the concept of agency conflicts 

between agent and principal within the firm and described these conflicts as being 

important factors of capital structure decision-making. They identify that firm has 

to bear bankruptcy and reorganization costs due to agency conflicts. By 

considering agency costs, the optimal capital structure of the firm may be obtained 

by trading off the agency cost incurred due to raising debt financing for the benefits 

received from debt financing. Jensen (1986) also argues that debt financing can 

play an important role in motivating the managers, as well as their firm, to be more 

efficient.  

2.3.1.3 Trade off theory 

Trade off theory of capital structure is one of the fundamental theories that 

have overcome the issues of the traditional capital structure theory. The theory 

argues that the optimal point of debt financing is one where the marginal benefit 

from debt financing is equal to its marginal cost. The theory further argues that 

there is link between the mix of capital structure and value of a firm. That is, with a 

proper mix of equity financing and debt financing in a capital structure of the firm, 

the value can be increased. In this way, the concept relates to optimal capital 
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structure where a firm has to trade-off between benefits in the form of tax due to 

debt financing and interest cost on the same source of financing.  

This model of trade off theory is presented by Modigliani and Miller (1963) 

and further argued by Robichek and Myers (1966), Kraus and Litzenberger (1973), 

and Scott (1977). They argue that the firms should opt for debt financing while 

considering its costs and benefits. One aspect of debt financing is decrease in profit 

and other aspect is saving in taxes. The optimal level of equity and debt financing 

is considered in capital structure. The basic concept behind trade off theory argues 

that the optimal level of the capital structure of the firm is determined in such a 

way that marginal benefits obtained by using financing are equal to its marginal 

cost. 

The benefits which can be achieved with debt financing are due to tax 

deductible interest expense on debts and the cost of debt financing is associated 

with bankruptcy cost or financial distress. Therefore, there is a trade-off between 

tax benefits due to tax deductible interest payments and bankruptcy cost or 

financial distress cost. Small and risky firms opts for less debt financing because 

they have more probability of bankruptcy and have more volatility than the large 

and less risky firms. Firms with large amounts of specialized assets, intangible 

assets and more growth opportunities opt for less debt financing because the assets 

of these firms are difficult to evaluate and they lose very large value in the case of 

bankruptcy. Myers (1977) argues that the mix of debt financing up to a reasonable 

level offsets financial distress cost and interest tax shield.  

2.3.1.4 Pecking order theory 

Myers and Majluf (1984) and Myers (1984) introduce this theory. The 

theory argues that the firms have not followed the required amount of debt. The 

theory argues that the value of the firm is affected positively if the hierarchy of the 

capital structure is followed. In this theory, the authors argue that as far as outside 

investors are concerned, equity financing is much more risky than debt as the 

source of financing. Therefore, the outside investors require higher return on their 

equity investment than on debt financing.  

That is why the firms prefer to opt for internal cash generated from earnings 

or its liquid funds when financing firm’s projects, as there is no adverse selection 
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problem in selecting internal cash funds for financing projects. In the case where 

internal cash funds, also known as retained earnings, are not sufficient to finance 

firm’s project, then the firm opts for debt financing as this a cheaper source of 

financing than equity financing because of tax benefits on interest on debts which 

are tax deductible expenses. However, more profitable and financially well 

performing firms should use a lower amount of debt financing and they should opt 

for an internal source of financing. 

Some previous empirical research show a weak support for the Pecking 

Order Theory. Goyal (2013) tests this theory in his study on a broad range of a 

cross section of American firms which are publicly traded and finds that an 

external source of funding is used in financing projects, but that debt financing is 

not preferred over equity financing. The study also shows that internally available 

funds are not enough to finance investment projects. 

Concluding this theory, Myers (2001) argues that none of the finance 

theories has a common explanation of financing development planning. These 

theories are not developed to be common, and the results may vary in all studies 

depending on the sample on which the theory is tested. Zulkafli et al. (2014) 

explain the pecking order theory in their study while considering the financial 

policy; a firm must determine the financing mix in order to have an impact on a 

firm’s market value. The pecking order theory suggests the best source of financing 

for the firms when they need extra financing. The preference of funding for a firm 

is mainly based on pecking order theory. Further, the theory states hierarchy level 

of capital structure formation. According to pecking order theory, first of all a firm 

uses an internal source of financing as this source is the cheaper source of finance.  

That is why a firm opts for an internal rather than an external source of 

financing which consists of debt and equity. Equity and debt financing bear the 

cost of capital so it is not a cheaper source of financing. A firm then opts for debt 

financing as it bears less cost compared to equity financing. Basically, a firm has to 

source financing other than internal funds. One is internal financing (equity) and 

the other is external financing (debt). When considering the risk in a financing 

project, the equity financing looks to be less risky in respect of cash flow 
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commitment, but when a firm uses debt as a source of financing, the firm has an 

obligation to deal with its debts.  

A highly levered firm is one which uses more debt as compared to equity as 

its source of financing. However, there is risk of bankruptcy in the case of a highly 

levered firm if it is unable to meet its debt obligations. As far as shareholders are 

concerned, financial leverage is also good for shareholders in a sense that the return 

on shareholders’ investment is increased due to the tax advantage which firm 

obtains from debt financing. Therefore, it is important to consider deeply the value 

of leverage which a firm uses. Debt ratio is a common measure of leverage to 

determine whether or not a firm depends heavily on debt financing. It explains that 

how a firm finances its asset, whether by using equity financing or debt financing, 

or both. Recent studies conducted by Pindado, Rodrigues and Torre (2006), Tu, Lai 

and Chou (2007), and Agrawal and Nasser (2012) consider debt ratio as their 

measurement of leverage. To measure leverage, they consider the market value of 

long term obligations, divided by market value of long term obligations plus 

equity. 

2.3.2 Investment Policy 

After obtaining financing, the companies have to bear extra cost on 

financing. This is why firms have to plan properly before starting any long term 

investment project. An investment decision should be made with care and accuracy 

as it involves estimating the values of those projects which comprise the timing, 

size and estimation of cash flows to be generated in the future. The process of 

estimating the values of projects with respect to size, timing and prediction of 

future cash flows is considered as capital budgeting process. This process is used to 

choose an appropriate and profitable investment project that can be used to 

maximize wealth for shareholders.  

Wang (2010) explain the financial decisions like investment decision, 

financing decision and dividend policy in his study. He also explains that 

investment policy can be measured as the percentage of the value of capital and 

research and development expenditures to total assets. Agrawal and Nasser (2012) 

use the same investment policy measures in their study. Investment is mainly 

categorized into real and financial investments. Real investment involves some 
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kinds of tangible assets such as land, machinery, factories, among others, while, 

financial investment involves contracts in paper or electronic form such as shares, 

bonds and debts, among others (Koroti, 2014). According to Sudiyatno, Puspitasari 

and Kartika (2012), capital expenditures are related to investment policy, where 

this policy is a part of the financial policies that have significance to increase the 

value of a firm. This policy is generally adopted when the firm wants to expand its 

business by building factories, adding production capacity, applying modernized 

technology and capital budgeting changes of business. 

Zvi et al. (2004) define investment as the activity in which a manufacturer 

purchases a physical asset, like production equipment or stock, and expects that it 

will help the business perform properly. Capital expenditure of a firm is incurred 

when it invests, and will create future return for the firm which gives benefit to 

shareholders (Zulkafli et al., 2014). A number of previous studies have used capital 

expenditure for measuring investment policy (Tu, Lai & Chou, 2007; Ghachem, 

2008). Capital expenditure investment has been treated as a part of the strategic 

investment decisions and it is considered to be an important financial decision that 

a firm makes to increase its size or value (Brailsford & Yeoh 2004; Akbar, Shah & 

Saadi, 2008). According to Woolridge and Snow (1990), strategic investment 

decisions are the major commitments of current resources made in order to 

generate future payoffs. The authors have treated capital expenditures as expansion 

of production capacity, modernization in plant, and capital expenditure changes. 

2.3.2.1 Neoclassical theory of investment 

 This theory is developed and argued by Modigliani and Miller (1958) and 

Jorgenson (1963, 1971). This theory of increasing capital may be formulated in two 

equivalent and alternative ways. The theory also assumes profit maximization with 

optimization of capital stock. First, a firm may be treated as accumulating its assets 

for supplying capital services to itself. The goal of firms is to maximize value 

subject to available technology. Secondly, a firm may rent assets for supply of 

capital formulation. Firms may rent assets from themselves or from other firms. 

The objective of a firm is to increase its profit; this is defined as the gross income 

less cost incurred on inputs and rental value of the capital provided. The theory also 

argues that internal financing and external financing are best alternates. 
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2.3.2.2 Miller and Modigliani theory 

Miller and Modigliani (1961) argue that dividend payment is irrelevant for 

a firm’s market value. This means that the share prices of the firm are not affected 

due to payment of dividend. The value of the firm is affected by the investment 

policy of the firm. Therefore, according to this theory, investment is also the 

determinant of a firm’s performance. The theory further argues that dividend 

payment is irrelevant because shareholders do not care whether firms pay a 

dividend or not. When firms do not decide as to make payment to their 

shareholders in the form of dividend, shareholders try to sell the shares at capital 

gain. According to the study conducted by Macas Nunes, Mendes and Serrasqueiro 

(2012), sales, growth, age and debts are also important factors for investment, 

mainly in case of small and medium enterprises. The study also explains that 

macroeconomic variables are also determinants of investment. Interest rate defines 

the cost of capital and decreases the market value of investment, so it is an 

important determinant of investment. 

Monetary policy is also an important determinant of corporate investment 

decision. According to Bernanke and Gertler (1995) and Gilchrist, Himmelberg 

and Huberman (2005), monetary policy is linked with cost of capital which affects 

investment. Increase in interest rate in monetary policy leads to a negative effect on 

investment, as an increase in interest rate of monetary policy decreases debt 

financing and cash flow of the firm. Decrease in debt financing also affects 

investment negatively. Firms with more debt financing are sensitive to interest rate 

changes as compared to the firms with less debt financing (Mills, Morling & Tease, 

1995). 

2.3.3 Dividend Policy 

The third financial policy is the dividend policy (DP) of the firms. A 

dividend decision is how a firm transfers its earnings to its shareholders. Dividends 

can be paid by the firms to their shareholders by way of cash or in the form of 

additional shares. When the firms pay dividend by way of shares, total number of 

outstanding shares increases and price per share decreases. In certain cases, firms 

give special dividends to shareholders on top of the regular dividend payouts 

(Hooi, Albaity & Ibrahimy, 2015). According to Kazman et al. (1998), dividends 
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are rewards which are disseminated to shareholders for the time and risks 

undertaken by them in making an investment with a firm. These distributions are 

mainly after tax and mandatory payments. Another definition of dividend is that 

dividends are rewards given to shareholders for their investment in a firm and these 

rewards can take the form of cash dividend or stock dividend, depending on the 

policy of a firm (Bushra & Mirza, 2015). 

Dividend policy is important for investors while determining the investment 

strategy. Investor may perform a better and accurate financial analysis about firm if 

he has information on dividend yield and dividend payout ratio. According to Hooi, 

Albaity and Ibrahimy (2015), dividend yield is explained as the sum of dividends 

paid in the form of cash to common shareholders of a firm and then this value is 

divided by the firm’s market value at year end. Payout ratio is defined as the sum 

of dividend paid to common shareholders of the firms in the form of cash divided 

by the net income after tax for the year. Claessens et al. (2000) and Tu, Lai and 

Chou (2007) define dividend policy as dividend payout ratio that consists of cash 

and stock. 

However, Mancinelli and Ozkan (2006) conducts a study and defines 

dividend policy as dividend payment over market capitalization and dividend 

payment divided by net income. Wang (2010) measures dividend policies the 

amount of the cash dividend per common share divided by earnings per common 

share. Another measure of dividend policy is presented by Pindado, Rodriguesand 

and Torre (2006) as a total dividend which also includes share repurchases that are 

also a part of total dividend payment out of net incomes. Dividend policy is based 

on finance theories which are explained in this section. 

2.3.3.1 Irrelevance proposition of dividend 

Irrelevance proposition of dividend argues that dividend in the form of cash 

is unimportant because it is not relevant and does not have an impact on 

shareholders’ wealth (Modigliani and Miller, 1961). According to this theory, 

dividend policy does not have any impact on the overall value of a firm. Therefore, 

managers of the firm cannot maximize wealth of shareholders merely by applying 

dividend policy. The only factor that affects the value of a firm is its earnings 

which results from a firm’s investment policy and future prospects. Therefore, if 
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the investor knows the information regarding investment policy, he does not need 

any additional input on the history of dividends of the firm. If an investor is in need 

of more money than the dividend he is expecting to receive, he can sell his 

investment to cover the difference.  

This theory assumes a perfect capital market; in a perfect capital market, a 

single purchaser or seller cannot affect the market prices, there are no taxes. The 

theory also assumes that the rates of taxes are same for both capital gains and 

dividends, the market information is available to everyone, there is no transaction 

cost, shares are fairly priced and managers perform as the agents of owners or 

shareholders of the firm and they are considered to work in the best interests of 

shareholders. It also means that there is no agency problem. This theory is also 

supported by Hooi, Albaity & Ibrahimy, (2015), and M’rabet & Boujjat (2016). 

2.3.3.2 Bird in hand theory 

Bird in hand theory about relevance of dividend is presented by Gordon 

(1963). This theory argues that there exists a relationship between a firm’s value 

and its dividend payments. The theory also argues dividends are less risky than 

capital gains as capital gains are not certain compared to dividends. Therefore, 

investors prefer to receive dividends rather than capital gains (Amidu, 2007). Due 

to less risk involved in dividends than capital gains, firms should pay more 

dividends to the shareholders to increase the value of the firm. The bird in hand 

theory also states that outside investors prefer a higher dividend payout.  

Therefore, investors very highly value those firms which pay more 

dividends. In addition to this, the firms paying more dividends achieve higher 

ratings from rating agencies than the firms paying fewer dividends. With an 

increase in rating, the firms obtain more finance easily as financial institutions 

think that the firms have the ability to meet their obligations since these firms pay 

regular dividends. There are several reasons why investors in the firms prefer 

dividends to capital gains. One may be that dividends payments are certain while 

capital gains are uncertain. This theory on dividend policy also states that a firm’s 

dividend payment policy and the relationship between its rate of return and the cost 

of capital affect the market price a firm’s share. This theory also assumes that there 

is no debt financing in the capital structure and all the financing comes from equity. 
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It also assumes that there is no debt financing and all capital structure consists of 

equity financing. 

2.3.3.3 Agency cost theory 

Jensen and Meckling (1976) explain agency issues between shareholders 

and management of the firm, which arise due to conflict of interests. The theory 

suggests the dividend policy is linked with agency costs which arise from the 

conflict of interests between the owners and the management of a firm. The theory 

also assumes that managers do not always adopt a dividend policy that is beneficial 

for shareholders as far as value maximizing of shareholders is concerned, rather 

managers adopt a dividend policy that maximizes their own interests. Shareholders 

also know that managers of the firm adopt dividend policy which is for their 

private benefit, so they develop means of controlling the behaviors of managers. 

One way of distributing income among shareholders is free cash flow which should 

be distributed among owners of the company as dividend in order to reduce agency 

cost. Dividend payments decrease the free cash flows available to the managers of 

the firm and, as a result, managers maximize the value of shareholders rather than 

using the free cash flow for their own benefits.  

2.3.3.4 Signaling theory 

Ross (1977) presents signaling theory. Regarding dividend payments, the 

theory suggests that managers of the firm use the dividend payments as a signal for 

shareholders about firm’s future prospects. Dividend distribution policy delivers 

information to the shareholders about the firm. The concept underlying this is the 

asymmetric information between managers of the firm who are insiders and 

investors who are outsiders. The asymmetric information is where managers of a 

firm have more inside information regarding the management of the firm than the 

outside investors. In the case of dividend distribution, managers are supposed to 

communicate the inside information to the outside investors. Bhattacharya (1979), 

and Miller and Rock (1985) argue that dividend decisions reduce conflicts between 

shareholders and management, and mitigate information asymmetry.  

Theoretical support suggests that dividend payments reveal private 

information regarding future profitability of firm when a firm pays dividends on 

regular basis. The most important element of the theory is that firms have to pay 
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dividends regularly. A dividend payment is taken as good news and share prices of 

the firm react favorably. At the same time, a firm paying fewer dividends is taken 

as bad news and the share price also reacts unfavorably. Only good quality firms 

can send signals to the market through payment of dividends. 

2.3.3.5 Walter model 

Walter (1963) argues that dividend payment policy is an important aspect 

while determining a firm’s value. The model argues that when dividends are paid 

to the shareholders, they reinvest the dividend to obtain a higher return. There is 

opportunity cost of capital attached to the dividend payments, since firms could use 

these dividend payments as their capital if they are not distributed to shareholders. 

This model also argues that if the internal rate of return of the firms is lower than 

their cost of capital, firms should pay dividends. If the internally earned rate of 

return of the firms is greater than their cost of capital, firms should not pay 

dividends. However, if the internally earned rate of return of the firms and their 

cost of capital are equal, dividend payment is irrelevant. 

Firms pay dividends to their shareholders in different forms: cash dividend, 

bonus share, stock dividend, and stock repurchase. The definitions and explanation 

of these forms are discussed in this section. These forms are explained by Enekwe, 

Nweze and Agu (2015). First form of dividend is cash dividend. A majority of the 

firms pay dividends in cash form. A firm should keep enough reserves of cash 

when it declares a dividend. Some firms are eager to hold their reserves in the form 

of marketable securities and cash. When firms declare a dividend, they sell the 

securities and convert them into cash in order to pay the dividend to the 

shareholders. Cash reserves of the firm are decreased when a dividend is paid, so, 

total assets and shareholders’ equity of the firm are also decreased when a dividend 

is paid. The market value of a share and firm’s value will be reduced equal to the 

amount of cash dividend distributed among shareholders. 

 A bonus share is also a type of dividend payment. Bonus shares are those 

which are issued free of cost by a firm to its existing shareholders. As a result of a 

bonus share, existing reserves of firm are reduced and share capital is increased by 

the amount of the bonus share. The bonus shares do not affect the total net worth of 

the firm. Thus, bonus share is simply a transfer funds from reserves of the firms to 
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their share capital without receiving an amount from shareholders. Stock dividend 

is a type of dividend payment where firms pay dividends in the form of issuing 

stocks instead of paying dividends in cash. There are times when firms want to 

retain their earnings in order to facilitate the growth opportunities and respond to 

firm needs. In this situation, a firm wants to pay dividends in the form of stock 

instead of cash. This does not change total capitalization as assets and liabilities of 

the firm remain the same but earnings per share will decrease. Market price and 

retained earnings are also decreased. Stock split is a type of dividend where the 

number of outstanding shares is increased and par value is decreased by the same 

percentage, but total shareholders’ funds remain the same.  

A firm issues stock split when it wants to make trading in shares attractive 

to investors; it also signals the possibility of higher profits in the future. The aim of 

firms to issue stock split is also to give a higher dividend to shareholders. Another 

type of dividend is a script dividend which is given to the shareholders in the form 

of promissory note. This form of dividend is aimed at paying the amount of 

dividend at some specific date in the future. The promissory note so issued is called 

Script or Dividend Certificate. A script certificate may or may not be interest 

bearing. When firms do not have sufficient funds to pay cash dividends to their 

shareholders, they may issue bonds for the amount of dividend. It has a longer 

maturity time than the script dividend. It carries an interest charge, so the bond 

holders get regular interest payments on their bonds in addition to the principal 

amount of their bonds on the due date. In the case of a property dividend, firms pay 

dividends to shareholders in the form of assets instead of cash. This may also be in 

a firm’s product form.  

Dividends are determined by different variables of the firms. It is important 

to know which factors are important, and which play an important role in 

developing and determining dividends. Gill et al. (2012) argue in their study that 

profit margin, sales growth, total debt to total equity ratio and market to book ratio 

were important determinants of dividend policy. Hunjra, Butt and Rehman (2011) 

determine that size, cash flow and earnings per share were the important factors for 

developing dividend policy. Bushra and Mirza (2015) use market to book ratio, 

ownership structure, size, growth and leverage as determinants of dividend policy. 
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2.4 CORPORATE GOVERNANCE AND AUDIT QUALITY 

Corporate governance is one of the major areas of business which enhances 

the interest of investors. The importance of corporate governance is realized by 

firms, investors and government for competing at domestic and international level. 

Irshad et al. (2015) argue that firms can decrease the risk of investors, generate 

more capital for investment, and improve their financial performance by applying 

good corporate governance practices. Shleifer and Vishny (1997) describe 

corporate governance as those practices which provide surety to the investors to 

gain more returns on their investment, help investors in obtaining their share of 

profit from the management of the firm, avoid mismanagement of their investment 

or irrational investment in projects, and ultimately enable capital providers to 

control management. The concept of corporate governance is defined by Mayer 

(1997) as dealing with the alignment of interests of both principal and agent in a 

way which ensures that the firms are being operated in the best interest of the 

owners.  

Brennan and Solomon (2008) define corporate governance as the process of 

confirming that the management of the firm is managing the matters relating to the 

firm in such a way that the stakeholders’ interest is protected and they accomplish 

this by controlling and supervising the acts of the management. In Pakistan, the 

Security and Exchange Commission of Pakistan (SECP) introduce the practice of 

corporate governance during early 2002. It is the major step towards reforms of the 

corporate governance system in Pakistan. The major areas of implementation of 

corporate governance include developments of firm’s board of directors to make it 

acceptable to all the shareholders of the firm and better exposure. Better exposure 

includes better internal and external audit work for all listed firms in Pakistan 

(Yasser, Entebang & Mansor, 2011).  

Broadly speaking, corporate governance is the concept that explains the 

relationship between shareholders, board of directors, management and other 

stakeholders of the firm. Now it is understood that the prime objective of a 

corporate governance system is to protect the interest of shareholders and 

stakeholders of a firm. There are different measures of corporate governance. Shah 

(2009) uses board size, board structure, board ownership, independence of audit 
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committee, independence of board, and CEO duality. Yasser, Entebang and 

Mansor (2011) have used board size, CEO duality or chairman duality, board 

structure, and audit committee as mechanisms of corporate governance in their 

study. Kamran and Shah (2014) use institutional ownership, ownership 

concentration, CEO duality, board size, audit quality, and managerial ownership. 

These components are explained below.  

Board size, defined as the total number of members on board of directors, is 

among the major components of corporate governance (Panasian et al., 2003; 

Levrau & Van den Berghe, 2007). Another definition of board size presented by 

Afshan et al. (2016) is the members who act as directors in a firm. There should be 

an optimal board size in order to run firm efficiently. An optimal board size is one 

that includes both executive and non-executive directors (Ghosh, 2002). Board size 

may vary from country to country because every country has a different culture. 

Lipton and Lorsch (1992) argue that the number of members on board of directors 

should be from eight to nine. Ghosh (2002) argues that, on average, there should be 

sixteen members on a board which can be considered as optimal number. Boubaker 

and Nguyen (2012) explain that large size of board improves the utilization of a 

firm’s beneficial resources. 

Marn and Romuald (2012), and Yasser, Entebang & Mansor (2011) argue 

that board composition is the number of non-executive members on a firm’s board. 

This explanation of board size and board composition has ensured that these are 

independent and separate attributes. Most of the corporate boards are composed of 

some top managers of the firms as well as outside directors. Inside directors are the 

part of the firm, so they are more informed about the matters of firms and provide 

valuable information. 

The outside directors play a controlling role in evaluating decisions made 

by managers through their knowledge, skills and objectivity in order to reduce 

agency cost and safeguard the interest of stakeholders (Farinha, 2003). Board 

independence is explained by (Rehman & Shah, 2013) as the entrance of outside 

directors on a board. The board meeting is also considered as mechanism of 

corporate governance. A board meeting can be defined as the number of times all 

the members of a firm’s board sit together to take firms decisions at a strategic 
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level (Afshan et al., 2016). The Corporate Governance Code of Pakistan (2002) has 

identified that board meetings should be organized after equal and specified time 

periods by issuing a formal notice to every member of the board in which the 

purpose of the board meeting is also disclosed to intimate to all the members to 

prepare for the meeting. It is necessary; there should be at least one meeting in each 

quarter.  

Yasser (2011) explains that the meeting plan for the whole year should be 

disclosed to all the members at the start of the year, so that all the members have 

information about future activities containing timing of the meetings and the 

importance of attendance in meetings for all the directors. Frequency of meetings 

by the board of directors is a very important element to ensure the outcome of 

board performance in their duties, which include checking the behavior of 

managers. The Chief Executive Officer (CEO) is the highest rank in the 

management hierarchy. CEO duality means that this highest rank of firm’s 

hierarchy can further be divided if a single person is serving as a chairman and 

CEO of the firm (Afshan et al., 2016). 

CEO or board duality is an important component of corporate governance. 

According to AlManaseer et al. (2012), CEO duality is the concept which relates 

mainly to the situation where one person holds the two most powerful positions on 

the board namely, chairman and CEO. The code of corporate governance requires 

that the CEO and chairman positions be occupied by two different individuals 

which should ensure a stability of authority and power. Audit quality is another 

component of corporate governance. Audit is the activity which makes private and 

public firms responsible and accountable for their respective duties. Audit brings 

transparency, accountability, integrity, and equity in business operations.  

Audit quality is a critical issue in private and public sector firms of 

Pakistan. Audit quality is an important area in both public and private firms, but 

there is no single model which defines and operationalizes the audit quality. Audit 

quality is an important concept in both public and private sectors, but there is not a 

single model to define and operationalize audit quality. There is no proper 

definition of audit quality.  
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DeAngelo (1981) defines audit quality as having a joint probability that an 

audit will truly and fairly present the findings of audit in the accounting system of 

clients for the public interest. External audit quality and the audit committee play a 

very important part while improving the quality of financial reporting and financial 

performance of the firms by mitigating financial distress (Aryan, 2015). External 

audit quality is analyzed in terms of big audit firms. Previous research studies have 

explained that big audit firms give more time for auditing firms and charge higher 

fees than non-big firms. Moreover, big firms also face fewer lawsuits than non-big 

firms (DeAngelo, 1981: Palmrose, 1988). Large sized audit firms allocate their 

resources in a more profitable way to add value to the services provided by them 

(DeFond & Jiambalvo, 1993). This evidence is supported by Fuerman (2006) 

whose analysis of big four audit firms show that they perform high quality audit 

work. 

Some previous studies present evidence that the service qualities of big four 

audit firms are better than the service quality of non-big four firms (Bedard & 

Johnstone, 1998; Francis & Krishnan, 1999). Afza and Nazir (2013) use the big 

four audit firms to analyze audit quality. To achieve a good outcome, the audit 

committee of a firm prefers to have their accounts audited by big four audit firms. 

Prior studies of Choi et al. (2008), Craswell, Francis and Taylor (1995) and 

Simunic and Stein (1996) also conclude that the big four audit firms charge higher 

remuneration in terms of audit fee for a better audit quality. Because the big four 

audit firms are very careful about their service quality, they operate their services 

according to the changes in the firms and according to the environment of the 

firms, so they demand a higher reward as their audit fee. Hassan et al. (2014) 

explain that big four audit firms are Ernst and Young (Fordh Rodhes Sidat Haider 

& Co), KPMG (Taseer Hadi & Co.), Deloitee Touhee Toumatsu (M. Yousaf Adil 

Saleem & Co.) and PWC (A.F. Ferguson & Co.). 

An audit committee is also an important mechanism of corporate 

governance which further explains the concept of audit quality. The major work of 

the audit committee is to enhance the performance and quality of financial 

management system and the internal audit of firms. The audit committee size is 

determined as being the number of audit committee members (Aryan, 2015). An 
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audit committee's effectiveness is a mechanism of audit quality and corporate 

governance. An audit committee meets regularly to ensure that the process of 

financial reporting is functioning effectively.  

A major objective of an audit committee is to provide its members with 

reasonable time to perform their jobs of monitoring financial reporting process of 

their firm (Lin & Hwang, 2010). Audit committee activity is also a mechanism of 

corporate governance and audit quality. Audit committee activity is explained as 

the number of times an audit committee meets in a year (Menon & Williams, 1994; 

Soliman & Ragab, 2014). Menon and Williams (1994) define audit committee 

activity as the number of meetings held in a year by an audit committee. The 

impact of corporate governance on firms’ financial performance can be traced by 

the theories which give evidence about the strong connection between corporate 

governance elements and a firm’s financial performance. These theories are 

discussed in the following section. 

2.4.1 Agency Theory of Corporate Governance 

Corporate governance is connected with the concept of agency issue. 

Agency theory argues that in a firm’s setting, management has more power to 

make top level decisions and more information about internal matters of the firm 

than the shareholder. A stockholder has an interest in gaining a reward on his 

invested capital by way of dividend and capital gain while management tries to 

secure his job and his promotion etc. Jenson and Meckling (1976) present agency 

theory as the relationship between principals and agents. Principals include 

shareholders, and agents include managers and executives. According to this 

theory, agents are appointed by principals and these agents are supposed to act in 

the best interests of a firm’s owners. In this relationship, the agency problem arises 

as the agents exploit the rights of shareholders by focusing on their own interest 

and not the interest of shareholders.  

Jensen and Meckling (1976) further identify the presence of agency costs 

which arise because there is a conflict of interests between the owners of the firm 

and its management. This agency cost is known as agency cost of equity. This cost 

may also occur due to the conflict between debt providers and shareholders of the 

firm. This agency cost is known as agency cost of debt. Agency cost affects the 
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overall value of the firm negatively. According to the agency model, the separation 

of management and shareholders creates a conflict of interests between the 

shareholders and management (Aguilera et al., 2008). Managers are basically said 

to be rational, but they cannot be trusted to be fruitful by always performing in the 

best interest of the owners because they try to act in their own interest (Williamson, 

1975). Corporate governance minimizes the agency problem as individual and 

institutional investors prefer firms which are well governed. The function of a 

board of directors in corporate governance is to reduce the agency cost which arises 

due to conflict between agent and principal (Barnhart & Rosenstein, 1998). 

Outside directors also perform their job efficiently in order to reduce 

agency cost. Fama and Jensen (1983) explain agency theory and emphasize that 

independence of board and audit committee helps to reduce agency cost. Agency 

theory describes that a proper management of corporate governance helps to 

decrease agency cost and improve confidence of investors. This enhances the 

ability of a firm to get success to equity finance and reducing the amount of debt 

financing. On contrary, the controlling shareholders of bad governed firms are 

expected to prefer debt in order to maintain absolute ownership and control rights 

(Haque, Arun & Kirkpatrick, 2011). 

2.4.2 Stewardship Theory 

Stewardship theory is Donaldson and Davis (1991). This theory argues that 

managers of firms behave as trustworthy stewards of the firms. They focus only on 

the collective well-being of the firm regardless of the self-interest of the managers. 

The theory also argues that firms with CEO duality perform better and earn greater 

return on equity than the firms which operate these two top level functions 

separately. Combining CEO and a chairman enhances the coordination and speed 

in decision making because there will be no conflict of interest between chairman 

and CEO.  

The theory also suggests that if CEO and chairman are separate, it can 

cause delay in decision making and ineffective output. This theory contradicts 

agency theory in that the managers are supposed to act for the welfare of the 

shareholders and for overall financial output of a firm. This theory explains that 

managers work hard to attain the goals of the owners (Boyd, Haynes & Zona, 



52 

 

2011). So, based on stewardship theory, CEO duality creates unity of commands as 

the top level authority goes to one person. In this way, management can work well 

in the best interest of the owners.  

2.4.3  Stakeholder Theory 

Stakeholders theory is proposed by Jones and Wicks (1999) and argues that 

the view of corporate governance regarding the stakeholders is that the needs and 

interests of all stakeholders of the firm in order to generate good output. The 

concept of stakeholders is explained as a group or individuals who can affect, or be 

affected by, the way firms achieve their objectives (Freeman, 1984). It further 

suggests that a firm should serve all the individuals or groups who have a stake in 

the firm, including employees, suppliers, customers and local communities. In the 

context of stakeholder theory, firms cannot maximize the interest of shareholders at 

the cost of other stakeholders of the firm, because it is neither a moral act nor 

economically efficient (Alkhafaji, 1989). 

The theory argues that societies and firms are interdependent, therefore the 

firms serve a broad social purpose rather than its mere responsibilities to the 

shareholders (Kiel & Nicholson, 2003). Donaldson and Preston (1995) argue that 

stakeholder theory has three branches: descriptive, instrumental, and normative. 

The descriptive branch is concerned with how managers deal with stakeholders and 

how they represent stakeholder interest and how they think about managing a 

firm’s matters. The instrumental branch is concerned with the firms’ outcomes of 

taking into account the relationship between the management of stakeholders and 

achieving corporate goals in terms of profitability and growth. The normative 

branch deals with the purpose of the firm including the moral guidelines which are 

linked to the management of that firm.  

2.5  FIRMS’ FINANCIAL PERFORMANCE 

Although the evaluation of the business performance is a very old concept 

in finance research, still there is a charm in exploring more areas of research: it is 

an evergreen topic for research purposes (Abbasi & Malik, 2015). The main 

purpose of every business is to achieve maximized value for a shareholder. This 

objective can be achieved by reducing the cost of business and increasing the 

profitability. For this, firms have to utilize their resources efficiently which will 
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improve firm’s financial performance. Therefore, the business performance has its 

own significance for research purposes. 

A firm’s financial performance is the outcome of how well a firm can use 

its assets out of its basic mode of business to earn higher revenues. Evaluation of 

business performance allows its owners to judge the results of business strategies 

and objectives in monetary terms. This also allows them to make decisions 

regarding investment in the business. A firm nowadays is supposed to be efficient 

in order to perform better and survive in the market. Performance can be defined in 

different ways. Watkins (2007) describes performance as valuable output, 

contributions or accomplishments of an individual or a group or a firm. 

Enos (2007) defines performance as achieving tangible, measurable, 

specific, personally meaningful and worthwhile goals. Efficiency is another aspect 

of performance measurement of a firm. Efficiency relating to a business can be 

estimated with respect to maximizing output, minimizing cost, or maximizing 

profits of the firm. A firm is considered to run an efficient business if it is able to 

generate more outputs from available inputs. A firm is also considered to be 

efficient if it is able to minimize its inputs used in producing the output. 

Deshpande, Farley and Webster (1997) explain that a firm’s performance has 

different aspects: short and long term, relationship building, and financial and non-

financial. Different financial parameters are used to measure the performance of 

firms. These parameters include market share, sales growth and profitability. The 

aim of every business is to increase its performance. This is the area which is the 

important concern of every business. In a business environment, different decisions 

are taken and different changes are made to improve the performance of business. 

Different financial decisions like investment decisions, financing and assets 

management decisions are taken to compete in the market. The standard of 

businesses is judged on the basis of financial performance.  

Although the available definition of the corporate financial performance is 

not argued in the literature, there is discrepancy regarding a suitable and best way 

of measuring the financial performance of the firm (Cochran & Wood, 1984). 

According to the study of Orlitzky, Schmidt, and Rynes (2003), corporate financial 

performance is measured in three categories: market measurement, accounting 
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measurement, and survey measurement. That study further argues that the first 

approach of market measurement of performance relates to the degree of 

satisfaction of the shareholders of the firm. The second approach of accounting 

measurement of performance relates to an idea of the internal efficiency of the 

firm; and the last approach of survey measurement of performance relates to the 

subjective estimation of firm’s financial performance. 

According to Jadoon and Bjuri (2015), a firm’s financial performance is 

measured as accounting-based and market-based performance. Accounting-based 

performance is calculated in the form of accounting ratios like Return on Assets 

(ROA) and Return on Equity (ROE), while market-based performance is calculated 

in the form of market ratio of Tobin’s Q. These measures are the three main 

indicators of firms’ financial performance. According to Lang and Litzenberger 

(1989), Tobin’s Q can be used as growth of market measure of performance. Li and 

Rwegasira (2007) argue that the most frequently used performance indicators are 

ROA and ROE. ROA is calculated as the net income which is available to common 

stockholders of the firm divided by its total assets. ROE is calculated as the net 

income which is available to common stockholders of the firm divided by book 

value of shareholders’ investment.  

Pouraghajan et al. (2012) use ROA and ROE as a performance measure in 

their study. ROA is also used by Wiwattanakantang (2001) as measure of 

performance with sales to assets ratio. Karaca and Ekşi (2012) use ROA as an 

accounting measure of performance. Isik and Soykan (2013) use ROA for 

accounting measure of performance, and Tobin’s Q for market performance. 

Yasser, Entebang and Mansur (2011) use ROE and stock returns as a performance 

measure in their study. Gregg, Jewell and Tonks (2012) use shareholders’ return as 

a tool of financial performance. Tobin’s Q is also an important measurement of 

market based performance used by many studies (Himmelberg et al., 1999; Faccio 

& Lasfer, 1999; Demsetz & Villalonga, 2001; and Classens, Djankov & Lang, 

2002). 

Measuring the efficiency of a firm is essential as it is one of the prime 

characteristics of a firm’s financial performance. When firms try to compete with 

other firms operating in international market, business firms such as manufacturing 



55 

 

firms, private firms, and banks whether they are big or small firms must achieve 

their optimal level of financial output. This indicates that one of the main 

objectives in modern day’s complex business world is to enhance the performance 

of business (Mohamad & Said, 2010b). In the complex, dynamic and competing 

business environment of today, every country needs to improve the performance of 

their s with maximum productivity and efficiency. Therefore, it is the aim of all 

business firms to do this. 

Thus performance measurement of a firm and assessment of performance is 

one of the most important aspects in today’s complex business environment. If a 

firm fails to perform or to achieve some satisfactory level of performance target, 

this may damage a firm’s goodwill, which leads to customer loss, and shareholders 

of the firm may also be reduced due to decrease in performance. The concept of 

performance is not easy to define. It is closely related to efficiency and 

productivity. Efficiency is a broad and dynamic concept that involves a firm which 

is able to operate with the minimum level of inputs or resources such as material, 

labor and capital to produce outputs of the firm while remaining highly competitive 

over an extended period of time (Mayes, Harts & Lansbury, 1994). 

Researchers prefer accounting variables such ROA, ROE, Return on 

Investment (ROI) and Return on Sales (ROS) as performance measures. But there 

are problems with these measures. Accounting performance measures include 

inventory and depreciation costs which affect the true financial reporting. Also 

assets are valued at historical costs. Due to such conventions of accounting, these 

variables look unreliable. This leads financial economists to prefer a market 

measure of returns or discounted cash flows as indicators to measure performance 

(Pandya & Rao, 1998).  

As there is inconsistency in other measures of performance, ROA, ROE and 

Tobin’s Q are used as measure of performance in the current study. These 

indicators of a firm’s performance are very easy to understand and also the best 

available measures of firm’s performance. They also hold the information relating 

to the efficiency of management of the firms because these indicators explain that 

how efficiently management of the firm utilizes the resources of the business. 
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These indicators judge the performance of the business from different perspectives 

(Li & Rwegasira, 2007). 

Mughal and Saeed (2014) argue in their study that ROA is a sign of 

performance which shows how consistent and profitable a firm is relative to the 

total assets. ROA describes the efficiency of management in using a firm’s assets 

while generating earnings. This is an accounting ratio measure as a firm’s annual 

profit divided by its total assets. It is written in form of a percentage. The other 

indicator of performance is Return on Equity (ROE). It is also an indicator which 

measures a firm’s profitability from the investment of shareholders. The ratio is the 

amount of annual net income return of a firm as percentage of shareholders’ equity. 

2.5.1 Expense Preference Behavior Theory 

This theory is developed by Williamson (1965) and further studied by Rees 

(1974). It argues that expenses are the input which can have a negative impact on a 

firm, especially when managers of the firm prefer to spend more. However, the 

owners of the firm are definitely opposed to this. For example, a manager who is 

keen on spending more on staff and other utilities has an expense preference 

behavior. In this context, the expense preference theory assumes that staff expenses 

have an influence on sales rather than on production, and thus these expenses affect 

the level of profits (Furubotn & Richter, 2000).  

Gropper and Oswald (1996) explain two approaches to expense preference 

behavior which had been advanced. First, it is assumed that managers have 

different views regarding maximization of a firm’s true profits and true utility 

decisions. Accordingly, managers of the firm choose to maintain the firm’s output 

and some of its given inputs to achieve profit maximization level, but they spend 

on labor excessively. Second, it is assumed that managers treat profit earnings and 

utility decisions as single decision to achieve maximum utility. Edwards (1977) 

conducts empirical work for the expense preference theory, and argues that this 

theory better explained the concept of general behavior of managers in regulated 

firms than in a profit maximizing framework. 

2.5.2 Resource-Based Theory 

This theory is developed by Penrose (1959, 1980) and formally argued by 

Wernerfelt (1984). The theory argues that a firm is a collection of productive, 
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physical and human oriented resources. Proper utilization of the existing resources 

leads to improved firm performance as well as competitive advantage. A firm 

explores existing resources and develops new ones. It relates to a firm's specific 

resources which a firm uses to increase its financial performance. It makes two 

assumptions in analyzing sources of competitive advantage (Barney, 1991; Peteraf 

& Barney, 2003). The first assumption of the model is that firms within an industry 

or within a strategic group may be varied with respect to the various resources that 

they control. The second assumption is that resource heterogeneity may continue 

over time because resources which are used to implement a firm’s strategy are not 

perfectly moveable across firms.  

Resource uniqueness is considered a necessary condition for a resource 

bundle to have a competitive advantage. In case of dominant firms, firm specific 

factors matter more than market-based factors (Hawawini, Subramanian & Verdin, 

2003). Resource-based theory is widely accepted in strategic management as this 

theory emphasizes proper allocation of productive, physical and human resources 

(Powell, 2001). When it comes to financial performance, resources may enhance 

the firm’s capacity and power to apply high prices which contribute to high 

performance while helping the firms to achieve a competitive advantage. 

Moreover, resources of the firms can be utilized to employ entry barriers for other 

firms and to increase industry level performance (Newbert, 2007). 

2.6  EMPIRICAL LITERATURE 

This part of the research discusses the empirical studies conducts on the 

impact of corporate diversification, cost of capital, financial policies on firm’s 

performance. The discussion of the literature is in the following sections.  

2.6.1 Corporate Diversification and Financial Performance 

This section covers the literature on the impact of diversification on 

financial performance. There are various empirical studies regarding the 

relationship between diversification strategy and a firm’s financial performance 

with diverse outputs. Keeping in view the importance of diversification policy and 

its ultimate impact on financial output, the researchers have conducted many 

studies on this area. The studies regarding this relationship are described in this 

section. Rumelt (1974, 1982) studies the effects of product diversification on 
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financial performance of the firms. In that study, product diversification is 

categorized as related and unrelated. Unrelated diversification can lead a firm to a 

low level of performance while related diversification can lead a firm to a higher 

performance. So, according to Rumelt (1974), related diversification is better than 

unrelated diversification as far as financial performance of the firm is concerned. 

Therefore, the impact of related diversification on financial performance is positive 

according to Rumelt (1974, 1982) and the impact of unrelated diversification on 

financial performance is negative. Lang and Stulz (1994) use US data from 1970 to 

1980 in their study to investigate corporate diversification strategy and find that 

firms with diversification strategy have a lower market value compared to single 

segment firms. This shows a negative impact of corporate diversification on firms’ 

financial performance. Many other studies also find a negative relationship 

between diversification and financial performance (Berger & Ofek, 1995; Servaes, 

1996; and Campa & Kedia, 2002). 

Pandya and Rao (1998) argue that there is link between diversification 

strategy and financial performance. According to that study, on risk and return 

magnitudes, diversified firms show better financial performance compared to the 

performance of undiversified firms. The results of that study also suggest that the 

average financial output of highly diversified firms is better on a risk and return 

basis. The study uses accounting measures such as Return on Assets (ROA) and 

Return on Equity (ROE) in addition to market-based measures as performance 

magnitudes. Non-diversified firms do not perform better than diversified firms. 

This shows a positive significant relationship between corporate diversification and 

financial performance of the firms. Rajan, Servaes, and Zingales (2000) analyze a 

research on US based firms from 1980 to 1993 and find a negative relationship 

between diversification and financial performance. In addition, Campa and Kedia 

(2002) and Villalonga (2004) argue that firms do not randomly become diversified 

rather they endogenously choose to do so. Once they control for self-selection, the 

diversification discount (i.e., a negative diversification-performance linkage) 

disappears or even turns into a premium (i.e., a positive diversification-

performance link). Schoar (2002) and Maksimovie and Phillips (2002) find a 

positive link between diversification and financial performance. Elango and Ma 
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(2003) conducts a research in the insurance industry by analyzing the effects of 

diversification strategy on financial performance of property liability insurers.  

They use risk adjusted returns as performance measures by applying cross 

section as well as time series data for the years from 1992 to 2000. The study finds 

a U-shaped relationship between the product diversification and risk adjusted 

returns. Initially, the financial performance reduces due to the cost incurred on 

diversification strategy. This cost is more than the benefits of diversification. 

However, when firms expand further, their financial performance is also increased 

as the benefits of diversification are more than the cost of diversification. Further, 

Gomes and Livdan (2004) find a positive relationship between diversification and 

performance. Hsu and Liu (2007) study the characteristics of corporate 

diversification, a firm’s operating activities and the impact on financial 

performance by considering the contractual manufacturing model as a moderating 

role. The research analyzes that how a firm’s contractual manufacturing model has 

an impact on the relationship between corporate diversification strategy and firm’s 

financial performance. This study examines diversification strategy as product 

diversification and international diversification with the main focus on the 

relationship among customer diversification, product diversification, and 

geographic diversification with firm’s financial performance. The findings of the 

study suggest that product diversification and customer diversification are 

positively related to a firm’s financial performance, whereas, geographic 

diversification is negatively related with firm’s financial performance. The study 

further finds that the contractual manufacturing model has a positive impact on a 

firm’s financial performance as well as acting as a moderator between product 

diversification and the firm’s financial performance. 

Singh, Nejadmalayeri, and Mathur (2007) analyze the impact of corporate 

diversification decisions on financial performance on a sample size of 889 firms in 

India and find that the financial performance of diversified firms is significantly 

weaker than that of focused firms. The study also finds a significant negative 

impact of corporate diversification strategy on financial performance. Li and 

Rwegasira (2008) investigate the effects of diversification on financial performance 

of firms in China’s market. The study follows SR ratio to calculate product 
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diversification developed by Rumelt, (1974). This calculation suggests that highly 

diversified firms outperform the moderate diversified firms. The results suggest 

that specialized firms have better financial output than diversified firms. However, 

it is found that there is a U-shaped relationship between the diversification decision 

of firms and financial output. In general, there is a negative relationship between 

the diversification decision and performance of the firms. This conclusion has been 

documented for decades in most of the existing literature, mainly from developed 

countries. The relationship between a firm’s diversification decision and its 

financial performance is very common but the phenomena are still at growing stage 

in developing countries like Pakistan. However, these studies produce different 

results in respect of the countries. Afza, Slahudin and Nazir (2008) analyze an 

empirical research study on the impact of firms’ diversification on financial 

performance by applying a sample size of 65 firms in Pakistan. They apply 

regression analysis, the General Linear Multivariate Model (GLMM) test, and 

paired sample t-test for analysis. A reason for the interest in conducting research on 

the topic of diversification is that the element of diversification is thought to be the 

important factor for improving firms’ performance. Ojo (2009) conducts a study on 

selected Nigerian-based firms regarding the effects of corporate diversification on 

firms’ financial performance. The study is conducted on product diversification 

strategy and finds that there is positive relationship between corporate 

diversification and financial performance of the firms. This study also suggests that 

the firms should also opt for geographical diversification.  

Daud, Salamudi and Ahmed (2009) analyze the impact of corporate 

diversification decisions on the financial performance of 70 Malaysian firms from 

2001 to 2005 by applying regression estimation technique. Kahloul and Hallara 

(2010) examine the association between diversification and firm’s financial 

performance and corporate risk. The sample of the study consists of 69 French 

firms which are non-financial for time period from 1995 to 2005. They apply panel 

data regression analysis. Wiersema and Bowen (2011) conduct a study to check the 

effects of international diversification and financial output of US-based firms. As a 

result, they find that international diversification affects firm’s financial 

performance positively in US-based firms. Merinelli's (2011) investigates whether 



61 

 

there can be a causal relationship between firms’ diversification decisions and their 

financial performance. Study finds that there is no causal relationship. There is 

association between higher performance and unrelated diversification. Moreover, 

diversification creates shareholders value. Study further finds that a diversification 

decision has a negative impact on financial performance. Further, time-related 

diversification is associated with firms’ financial performance. Adamu et al. (2011) 

study the effects of product diversification on the financial performance of 

Nigerian construction firms. Rumelt Specialized Ratio is used to categorize firms. 

These categories are diversified firms, moderately diversified firms and 

undiversified firms. The outputs of the study show that undiversified firms has 

better performance than the firms which are highly diversified. This study also 

finds that firms with a moderate diversification strategy perform better than the 

firms with a high diversification strategy.  

The findings of the study suggest that there is a non-linear relationship 

between corporate diversification decision and financial performance. This shows 

negative effects of corporate diversification decision and financial performance. 

Iqbal, Hameed and Qadeer (2012) conduct a study by applying Rumelt's (1974) SR 

ratio to measure the diversification of the firms and find that all the firms whether 

they are highly diversified, moderately diversified or undiversified are performing 

equally with respect to their risk and return dimensions. Firms can be categorized 

as diversified or non-diversified in different ways. Different studies propose 

different methods to classify firms as diversified or non-diversified. Qureshi, 

Akhter and Imdadullah (2012) conduct a study in Pakistan by using a sample of the 

food sector and the chemical sector which are listed on Karachi Stock Exchange of 

Pakistan. They use regression analysis to derive outputs regarding the effects of 

corporate diversification on capital structure and profitability. They classify firms 

as diversified or non-diversified based on product line. It is difficult to classify 

firms as diversified or non-diversified on the basis of SR ratio because data is not 

easily available. For this purpose, they use data of the 10 years from 2000 to 2009 

of all food and chemical sectors listed on Karachi Stock Exchange. They use 

product and international diversification strategies. They categorize product 

diversification into related diversification and unrelated diversification. They find 
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positive effects of a diversification decision on firms’ profitability and their capital 

structure. 

Obinne et al. (2012) conduct a study on the effects of corporate 

diversification on the market value of banks in Nigeria. The sample of the study 

consists of 18 banks. They apply Ordinary Least Square (OLS) in their study 

regarding impact of a diversification decision on market value of the firm. The 

study finds that corporate diversification as operational diversification and 

geographical diversification have a significant impact on the market value of the 

banks in Nigeria. They conclude that diversified firms are supposed to be more 

profitable than non-diversified firms because of their ability to increase internal 

funds and utilize them properly. When these funds are allocated properly in 

diversified firms, they are supposed to impact firm value positively. Oyedijo (2012) 

investigates a study to analyze the effects of corporate diversification on firms’ 

financial performance and growth of the firms operating in Nigeria. Further, 

corporate diversification is categorized into two parts; one is product 

diversification and the other is market diversification. They also consider the 

diversification strategy as specialized, related, unrelated and mixed market. They 

use Rumelt's (1974) method to calculate diversification. The findings of the study 

show a positive effect of related diversification strategy on firms’ financial 

performance. Firms with related diversification have a higher financial 

performance than the firms with unrelated and mixed diversification. This shows 

the negative impact of unrelated diversification, mixed market (related and 

unrelated), and financial performance of firms.  

Pan and Tsai (2012) conduct a study regarding the impacts of country level 

and regional level diversification on the performance of the firms. They find that a 

low level of regional diversification strategy exhibits high performance because of 

the similarity of demands and culture. This similarity increases knowledge of the 

market and, as a result, performance also increases. Moreover, a low level of 

diversification also increases performance because of the standardization of 

products and synergy. This also results in a decrease in transaction costs and 

coordination costs. However, according to their study, in the case of country 

diversification, the performance is decreased due to difference in nations, taste, 
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behavior, and culture. This also leads to increase in cost of management teams. The 

study finds a positive effect of regional diversification strategy on firms’ financial 

performance, but a negative effect of country level diversification on firms’ 

financial performance.  

There are many factors which affect the performance of diversified and 

non-diversified firms. Sindhu, Haq and Ali (2014) analyze a research study on the 

effects of diversification on firms’ performance in Pakistan. They use a sample of 

16 firms which are listed on Karachi Stock Exchange of Pakistan: 8 diversified 

firms and 8 non-diversified firms. The researchers apply regression technique to 

test the effects of diversification on firms’ financial output with sample time 

periods from 2004 to 2009. The results of the research show that the firms, which 

follow diversification strategy, are more risky compared to the firms which are 

undiversified. The risk is attached to the level of debt financing required when 

firms go for diversification strategies.  

The results also reveal that undiversified firms earn greater returns than 

diversified firms because of less possibility of risk. Moreover, diversified firms 

require a larger amount of investment and there is slow return on particular 

investments. Another study is done on the Asian Hotel Industry by Ooi, Hooy and 

Som (2014) in which they work on 42 hotel firms from four Asian economies for 

the 12 years from 2001 to 2012. The results of the study are drawn from applying 

regression analysis. They find that unrelated industrial diversification has a positive 

relationship with firms’ financial performance. The results also find that unrelated 

international diversification has a negative relationship with performance of the 

firms in the Asian Hotel Industry. 

Group diversification is also an important strategy of firms. It also impacts 

the firms’ financial performance. Mughal and Saeed (2014) conduct a study to 

check the effects of group diversification strategy on the financial performance of 

the firms. The main purpose of this study is to analyze the need for corporate 

diversification and its effects on firms’ financial performance before and after 

diversification strategy. As the study also considers the risk factors attached with 

diversification strategies, so the results of the research show that diversification has 

positive impact on financial outputs of the group. So diversification strategy is 
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strongly related with performance of the group. Further findings of the study 

indicate that unrelated diversification policy increases the overall risk of the group 

while related diversification decreases overall risk of the Group.  

Su and Tsang (2015) study the effects of diversification on financial output 

by taking the moderating role of stakeholders. The study sample consists of the US 

Fortune 500 firms in the time period from 1996 to 2003. The study finds that 

secondary stakeholders of the firms play a positive moderating role in determining 

the relationship between diversification decisions and financial output. They also 

focus on related and unrelated product diversification. They find that stakeholders 

play a moderating positive role which is stronger for unrelated diversified firms 

than related diversified firms. They find a broad range of diversity of secondary 

stakeholders with a higher level of product diversification strategy results in 

improving financial performance, while firms with a lower level of product 

diversification tend to generate better output through engaging in a narrow scope of 

secondary stakeholders.  

Patrisia and Dastgir (2016) analyze the effects of corporate diversification 

on corporate social performance of the firms listed on Indonesia Stock Exchange. 

The study finds that there is no relationship between corporate diversification and 

firm social performance. However, they find that unrelated diversification policy 

has positive effect on firm social performance whereas related diversification 

policy has negative effect on firm social performance. Sajid, Mahmood and Sabir 

(2016) study the impacts of corporate diversification on firms’ financial 

performance. That study, uses a sample of 141 non-financial firms listed on 

Pakistani stock exchange market. The time period of the study is from 2003 to 

2013. The study divides corporate diversification into two categories: product 

diversification and geographic diversification.  

The results of the study show that product diversification is positively 

related with firms’ financial performance up to a certain level. However, when 

product diversification is increased above a certain level, the financial performance 

of the firms starts decreasing. This shows that there is inverted U-shaped 

relationship between product diversification policy and firms’ financial output. The 

same is the case with geographic diversification. The results show that firms’ 
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financial performance is increased with an increase in the level of geographic 

diversification. When geographic diversification increases above a certain level, the 

financial performance of the firms start decreasing. This shows that there is 

inverted U-shaped relationship between a firm’s geographic diversification policy 

and its financial output.  

Phung and Mishra (2016) conduct a study on the impact of corporate 

diversification on firms’ financial performance of Vietnamese listed firms. The 

data for the study consists of 2744 Vietnamese listed firms covering the years from 

2007 to 2012. As there is need of strong and efficient corporate governance system 

in order to achieve firm goals effectively. However, this research finds that there is 

a weak and inefficient corporate governance system which motivates firms to 

diversify their businesses. Therefore, corporate diversification impairs firms’ 

financial performance. Therefore, according to this study, corporate diversification 

and firms’ performance have a negative relationship. This negative relationship 

between corporate diversification and firms’ performance is a signal to the firms 

that are willing to diversify that corporate diversification policy should be applied 

carefully. This shows that weak governance system destroys the diversification 

strategies of the firms.  

Bhatia and Thakur (2018) conduct a study to investigate the causal 

relationship between corporate diversification and financial performance of Indian 

firms. They use Entropy index to calculate product diversification. They use both 

variables as endogeneous and find that there is strong positive two way association 

between corporate diversification and firms’ financial performance in their study. 

Mehmood, Hunjra and Chani (2019) explain the impact of corporate diversification 

and financial structure on financial performance of the firms. They find that both 

measures of corporate diversification significantly affect financial performance of 

the firms.  

Although there is vast range of literature on diversification and financial 

performance relationship in the developed countries, but these studies ignore the 

issue in developing countries. The current study takes this issue in Pakistan and 

explores in depth analysis by also considering financial structure of the firms. 
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Table 2.1: Trend of literature review between corporate diversification and 

financial performance 

Authors with +ve 

Relationships 

Authors with –ve 

Relationships 

Authors with 

Insignificant 

Relationships 

Rumelt (1974,1982), 

(related diversification and 

performance); Pandya and 

Rao (1998);  Rajan, 

Servaes, and Zingales 

(2000); Schoar (2002); 

Maksimovie and Phillips 

(2002); Gomes and Livdan 

(2004); Hsu and Liu (2007) 

(product and customer 

diversification and firm’s 

performance); Ojo (2009); 

Wiersema and Bowen 

(2011), Qureshi, Akhter 

and Imdadullah. (2012) and 

Oyedijo (2012) 

(related diversification and 

performance); Obinne et al. 

(2012); Pan and Tsai (2012) 

(Regional diversification 

and performance); Su and 

Tsang (2015) 

(moderating role of 

stakeholders), Mughal and 

Saeed (2014) 

Ooi, Hooy and Som (2014) 

(Unrelated industrial 

diversification and 

performance) 

Patrisia and Dastgir (2016) 

Lang and Stulz (1994); 

Rumelt (1974,1982), 

(unrelated diversification and 

performance);  Berger & 

Ofek (1995); Servaes (1996);  

Campa and Kedia (2002); 

Singh et al.(2007); Hsu and 

Liu (2007) 

(geographic diversification 

strategy and performance); 

Li & Rwegasira (2008)  

Merinelli (2011); 

Adamu et al. (2011) 

Oyedijo (2012) 

(unrelated diversification, 

mixed diversification and 

performance) 

Pan and Tsai (2012) 

(Country diversification and 

performance) 

Sindhu et al. (2014) and 

Ooi, Hooy and Som (2014) 

(Unrelated industrial 

diversification and 

performance) 

Patrisia and Dastgir(2016) 

(related and performance) 

Phung and Mishra (2016) 

 

Iqbal et al. (2012); 

Patrisia and Dastgir (2016) 

(diversification and 

corporate social 

performance) 
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2.6.2 Cost of Capital and Financial Performance 

This section of the research covers the area of finance where the capital cost 

of the firms affects their performance. It is noticed that profitability and value of 

the firms increase the size of the firms as well as GDP of the country. Hence, the 

people of the country get benefits from profitability of the firms (Shadab & Sattar, 

2015). Firms are involved in important decisions like managing long term debts, 

asset management, retained earning management and capital management. In 

managing these aspects, the cost of capital is considered to be one of the most 

important issues in the firms. 

 The magnitude of the cost of capital is not new in the field of finance 

research. There are many studies available which indicate that there is a significant 

link between a firm’s cost of capital and its financial performance. Following are 

discussions of some empirical studies on the effects of cost of capital on firms’ 

performance.  

Andrade and Kaplan (1998) explain the negative relationship between cost 

of debt and firms’ performance. Swanson (2006) examines the relationship 

between expected return of investors and a firm’s return on operating and financial 

assets. The results reveal that there are significant and positive effects of cost of 

capital on return on total assets of the firms. When return on total assets is divided 

into two further forms: operating and financial assets returns, the returns on both 

operating assets and financial assets have a positive and significant relationship 

with cost of capital. 

 Tashfeen and Liton (2010) conduct a study on the cost of capital and 

determinants of market performance of private commercial banks listed on the 

Dhaka Stock Exchange, Bangladesh. The study estimates the weighted average 

cost (WACC) of capital for twenty four commercial banks which are listed on 

Dhaka Stock Exchange, Bangladesh for a time period of three years ranging from 

2006 to 2008. One objective of the study is to analyze the nature of the relationship 

which exists between the cost of financing and stock market returns of private 

commercial banks operating in Bangladesh. The other objective is to analyze the 

extent to which the stock returns of commercial banks in Bangladesh can be 

described by their respective costs of capital for the same time period. The results 
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of the research showed that there is a significant and negative effect of cost of 

capital of commercial banks on their respective stock market returns. The results of 

that study also show that for most of the commercial banks that are listed on Dhaka 

Stock Exchange, variation in stock returns may be significantly described by the 

variation of banks’ respective costs of capital by the period ended 2008. The study 

also concludes that private commercial banks in Bangladesh should reduce cost of 

capital which can increase return to their shareholders. 

 Santosuosso (2014) investigates the relationship between a firm’s cost of 

debt financing and their profitability with sample of 3556 Italian firms which are 

unlisted, for five years from 2007 to 2011. The study applies correlation and 

logistic regression model for analysis. The study found that cost of debt, which is 

measured as percentage of interest expense to financial debts, has negative effects 

on different measures of a firm’s financial output.  

Hussain, Ullah and Islam (2012) conduct research on the effects of cost of 

capital on a firm’s profitability by taking a sample of Cement sector of Pakistan. 

The profitability is measured as return on equity (ROE) in the research. The results 

find a significant and negative effect of weighted average cost of capital (WACC) 

and return on equity.  

The results have a proportionate and quantified effect of cost of capital on 

firms’ return on equity in the Cement sector of Pakistan. The results are based on 

the assumptions that the scale of managerial and operational efficiency in all the 

firms operating in the Cement sector remains the same.  

The cost of capital affects corporate performance. For example, a study is 

conducted by Pouraghajan et al. (2012) to examine the impact of cost of capital on 

corporate performance from Tehran Stock Exchange. A sample of 350 firms is 

taken for five years from 2006 to 2010. In that research, return on assets and return 

on equity is taken as the accounting criteria of corporate performance measure, 

while WACC is taken as proxy for cost of capital. The results of the study show 

that WACC affects corporate performance positively. Moreover, the relationship 

between control variables of firm size and performance is also significantly 

positive. Mohamad and Saad (2012) conduct research to investigate the effects of 

cost of capital on profitability and firm value in Malaysia. The sample of the 
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research is 415 firms which are listed on the main market Bursa Malaysia for the 

period of six years from 2005 to 2010. Weighted average capital is used as proxy 

for cost of capital. Based on results generated by the study, the conclusion is drawn 

that cost of capital has significant impact on profitability and firm value in 

Malaysia. This significant impact has both positive and negative sides. 

Krishanthi and Abeywardhana (2012) conduct a study on financial 

decision-making, cost of debt financing and corporate financial output of non-

financial enterprises which are categorized as small and medium size in the UK. 

They used the Generalized Method of Moment (GMM) and two stage least square 

methodology for the estimation. Pouraghajan et al. (2012) study the impact of cost 

of financing on the financial performance of the firms listed at the Tehran Stock 

Exchange. The research apply a multivariate regression model for their analysis 

with fixed, random and common effect models. Larocque and Lyle (2013) conduct 

a study on the implied cost of equity financing and accounting returns by applying 

a regression analysis technique. 

Tabari et al. (2013) examine the effects of the overall cost of capital on the 

market measure of performance of the firms listed on the Tehran Stock Exchange 

by taking a sample size of 350 firms for five years from 2006 to 2010. In that 

study, the results show that weighted average cost of capital (WACC) and price to 

earnings ratio have a negative but significant relationship. The same relationship is 

found between weighted average cost of capital (WACC) and the ratio of market to 

book value.  

They also find a significant relationship between weighted average cost of 

capital and market measure of performance (Tobin’s Q), and that there is positive 

and significant relationship between firm size and Tobin’s Q and market to book 

value. However, they do not find any significant relationship between size and 

price to earnings ratio. Ayeni and Olaoye (2015) examine the cost of capital theory 

and firm value and the relationship between cost of capital and firm value was 

considered. The study is conducted on the basis of extant literature survey 

information, journals, and magazine articles.  

Cost of capital is important factor in small and medium enterprises (SMEs). 

SMEs play an important part in the growth and development of an economy. Given 
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the significance of SMEs in an economy, it is also important to analyze the factors 

which affect their performance. The cost of capital is one of these factors.  

A study by Ibrahim and Ibrahim (2015) investigates the effects of cost of 

financing on financial results of SMEs. The research is conducted on small sample 

of five SMEs out of total population of eleven SMEs listed on Alternative 

Securities Market of the Nigerian Stock Exchange Market. The time period of the 

study is five years from 2008 to 2012. The results of the study show an 

insignificant impact of cost of financing on financial outputs of SMEs in Nigeria. 

Financial performance is measured as return on assets. The results show that with 

increase in cost of financing, there is no change in financial performance. 

After the recent global financial crisis, regulatory authorities of different 

countries have imposed different capital requirements to ensure financial stability. 

Banks have also criticized new regulations claiming that it leads to increased cost 

of funds for bank borrowers and decreased bank profitability. Keeping in view this 

aspect, Zheng et al. (2017) conduct a study on the effects of capital requirements 

on the cost of financial intermediation and profitability of banks by using sample of 

32 banks in Bangladesh with time period of 16 years from 2000 to 2015. The study 

applies a dynamic panel generalized method of moments (GMM) for estimation. 

The cost of financial intermediation of the banks is measured by banks’ 

annual net interest margins, while banks’ profitability is measured by their annual 

return on assets. The study does not find any adverse link between capital ratios 

and performance of banks; instead it found that with an increase in bank regulatory 

capital ratios, there is a decrease in the cost of financial intermediation and an 

increase in banks’ profitability. It means there was a direct and significant 

relationship between capital ratios and financial performance but an inverse 

relationship between cost of financial intermediation of banks and financial 

performance which suggests that when there is increase in capital ratio, there is 

decrease in financial performance of the banks.  

The existing literature is lacking with respect to developing countries. The 

current study considers the issue of cost of capital and financial performance 

relationship in non-financial sector of Pakistan as this concept is also required to be 

explored when firms take diversification decision.  
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Table 2.2: Trend of literature review between cost of capital and financial 
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2.6.3 Financial Policies and Financial Performance 

Every firm tries to improve its performance while managing financial 

policies well. These financial policies include financing policies, investment 

policies and dividend policies (Tu, Lai & Chou., 2007; Pindado, Rodrigues & 

Torre, 2006). These financial policies are strongly linked with the financial 

performance of the firms. There are many research studies available which ensure 

that there is link between these financial policies and firms’ performance. Some 

studies show a positive relation of these financial policies with firms’ performance 

and others show a negative relation. This section discusses the previous studies 

regarding the impact of financial policies on financial performance. As all of the 

financial policies play an important role while determining firms’ performance, in 

order to maximize value of a firm, it is necessary for the management of the firms 

to manage financial policies 

2.6.3.1 Dividend policy and financial performance 

 This section of the research covers those previous studies related to the 

impact of dividend policy on firms’ financial performance. The dividend policy is 

an important decision when a firm’s financial performance is considered. This 

policy is vital in all sectors of firms. Whether it is manufacturing, non-

manufacturing or service sector, dividend policy is beneficial for all the business 

sectors. Research studies have been conducted in different sectors regarding the 

effect of dividend policy on firms’ financial results. 

Amidu (2007) conducts research on the effects of dividend policy on firms’ 

performance in Ghana. The study is conducted by taking firms listed on the Ghana 

Stock Exchange. The time period of that study is of the eight most recent years. 

The analysis applies ordinary least square. Return on assets and return on equity 

are the tools to measure financial performance, while dividend policy and dividend 

payout ratio are used as measures of firm’s dividend policy. The findings of the 

study show that dividend policy and growth in sales have a positive impact on 

return on assets. The results show that bigger firms perform less with respect to 

return on assets. The results also show that dividend payout ratio and leverage have 

a significant negative impact on return on assets. Dividend policy has a positive 

impact on return on equity and dividend payout ratio had negative impact on return 
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on equity. Tobin’s Q is used as a tool to measure financial performance. Results 

regarding Tobin’s Q show that dividend policy has negative and significant effects 

on Tobin’s Q and firm’s size, while dividend payout ratio has a positive impact on 

Tobin’s Q, leverage and growth. 

Butt, Hunjra and Rehman (2010) analyze financial management practices in 

Pakistan by including capital mix decisions, dividend payment policy decisions, 

techniques of investment appraisals and management of firms’ working capital. 

The purpose of the research is to analyze the impact of these financial management 

practices on firms’ performance. They use a questionnaire for their analysis.  

Agyei and Yiadom (2011) conduct research on the relationship between 

dividend policy and financial performance of banks in Ghana. The study uses 

sample size of 16 commercial banks with time period of five years from 1999 to 

2003. The results show that performance of the banks is increased with an increase 

in dividend payments. This shows that dividend policy has significant and positive 

effects on financial performance of the banks. Hashemiyoo (2012) carries out 

research to investigate the effects on dividend policy on volatility of share prices in 

the Malaysian Stock Market, findings of the study show that there are negative and 

significant effects of both dividend yield and dividend payout ratio on volatility of 

share prices. 

Murekefu and Ouma (2012) conduct a study regarding the impact of 

dividend payout on performance of the firms listed on Nairobi Securities Exchange 

in Kenya by applying regression analysis and find that dividend policy has strong 

effect on financial performance. Salawu, Asaolu and Yinusa (2012) conduct a 

study regarding the impact of financial policy on firm’s financial performance of 

listed firms in Nigeria. The study investigates different financial policies and their 

impact on financial performance. Dividend policy is used as financial policy. Other 

financial policies are tangibility, long term debts, corporate tax rate, financial and 

stock market development. The results of the study show that all these financial 

policies, including dividend policy, has positive effects on firms’ financial 

performance measured in terms of return on assets. 

Khaled and Samer (2013) analyze the effects of the overall cost of capital, 

financial leverage decisions and the dividend growth rate on rate of return on 
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investment which is measure of financial performance. The study includes different 

independent variables: overall cost of financing, financial leverage and dividend 

growth rate. The dependent variable of the study is return on investment. Findings 

show that there was a negative and significant impact of growth rate of dividend on 

performance. The results also show that cost of capital and financial leverage have 

no effects on return on investment.  

A study is conducted in Sri Lanka by Priya and Nimalathasan (2013) 

relating to the effects of dividend policy ratio on financial performance of selected 

Hotels and Restaurants. They argue that dividend payment policy is one of the 

major and complex issues in finance. The purpose of dividend policy is more of an 

instrument of wealth distribution than it is an instrument of wealth creation. The 

results of the study show that dividend policy has a significant and positive impact 

on the financial performance of the selected firms in Sri Lanka. 

Hunjra et al. (2014) conduct a study on the effects of dividend payout ratio, 

dividend yield, earnings per share, return on equity and net profit after tax on share 

prices in Pakistan by applying OLS technique for their analysis. Yegon, Cheruiyot 

and Sang (2014) conduct research on the effect of dividend policy on firm’s 

performance of listed manufacturing firms in Kenya. The objective of the research 

is to analyze the relationship between dividend policy, and firm’s financial 

performance. Firm’s financial performance is measured as profitability, investment 

and earning per share. Data of the research considers nine manufacturing firms 

listed at the Nairobi Stock Exchange (NSE) from the financial year 2013. From the 

result of analysis, it is found that dividend has significant and positive relationship 

with profitability, investment and earnings per share of manufacturing sector in 

Kenya. Therefore, the study concludes that dividend policy of the firms is 

important in improving the profitability, investment and earnings per share of 

manufacturing sector in Kenya.  

A study on the impact of dividend policy on firm’s financial performance is 

made on Nigerian cement industry by Enekwe, Nweze and Agu (2015). The study 

argues that the matter regarding dividend payment is important in the current 

business environment, in particular on the performance evaluation of firms. Three 

accounting measures are used for performance evaluation: return on assets, return 
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on equity and return on capital employed. Dividend payout ratio is used to measure 

dividend policy. The findings of the research show that dividend payout ratio has a 

significant and positive relationship with performance variables; but dividend 

payout ratio is insignificantly and positively related to return on equity.  

Musyoka (2015) analyze the effects of dividend policy on firm’s financial 

performance of listed firms at Nairobi Security Exchange (NSE). The study 

analyzes the data from a sample of 20 firms listed on NSE 20 share index from 

2010 to 2014. The population of the study consists of all 64 firms listed in Kenya. 

The study argues that decision making regarding dividend payment is one of the 

most important decisions that firms have to make. The study explains that dividend 

policy is dependent on many factors: type of industry, trends of firms’ profits, 

liquidity, and taxation policy. The findings show that dividend policy improves the 

financial output of the firms listed on NSE. This means that dividend policy has a 

significant and positive effect on the financial performance of the firms. 

Dividend policy is a major determinant of firms’ performance when 

leverage is taken into consideration. Ali, Jan and Atta (2015) conduct a study 

regarding the effects of dividend payment policy on firms’ financial performance 

with a high or low level of leverage of all financial sectors listed on KSE of 

Pakistan. The study has a sample size of 122 firms and data is used from 2001 to 

2006. Tobin’s Q and return on equity are used as the measure of financial 

performance. Dividend payout ratio is used as proxy for dividend policy in the 

study. The results show that dividend has a positive significant impact on financial 

performance. These findings are analyzed under both high and low leverage. Hasan 

et al. (2015) examines the impact of dividend payout ratio on profitability of the 

firms by taking a sample of two main sectors of Pakistan; energy and textile. The 

study covers a time span of 13 years from 1996 to 2008. Firm’s financial 

performance is calculated by return on assets and earnings per share. The findings 

of the research show that there is a significant and negative relationship between 

dividend payout ratio and firm performance.  

M’rabet and Boujjat (2016) study payment of dividend and financial 

performance of the firms listed in Morocco. They apply panel data regression for 

the analysis. The study was based on bird-in-hand relevance theory and the 
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dividend irrelevance theory of Modigliani and Miller (MM). The findings of the 

study are supported with the bird-in-hand relevance theory of dividend. They find 

that dividend is an important factor while determining financial performance of the 

firms. They also find that dividend affects firm’s performance positively. This 

shows that dividend payment is relevant and management of the firms should work 

hard in designing dividend policy with the purpose of improving financial 

performance and enhancing the value for shareholders. Khan et al. (2016) also 

analyze the impact of dividend policy on firm’s financial performance. The study is 

conducted in Pakistan and data is taken from the Pakistan Stock Exchange. The 

findings show that there is a negative and significant relationship between dividend 

policy and firm’s financial output.  

The financial performance of the firm is measured by taking accounting 

ratios as return on assets and return on equity. Both the measures of financial 

performance show a negative relationship with dividend. Morrison and James 

(2017) investigate a study to analyze the impact of dividend policy on firms’ 

financial performance by selecting a sample of Nigerian firms from 2001 to 2015. 

They apply multiple regression model for their analysis. Net profit after tax, 

earnings per share and return on assets are taken as the measure of firms’ financial 

performance. The findings show mixed results: some show a negative relationship 

while in some cases, it is positive. In addition, Hunjra (2018) proves a significant 

role of dividend policy towards the firm’s financial performance and supports the 

relevancy school of thought. 

Dividend policy has always been the concern for researchers because 

whether management should go for dividend payments or not is still a question. In 

addition, current study mainly takes corporate diversification into consideration. 

For that reason, the study also aims to investigate the impact of dividend policy of 

the non-financial firms in Pakistan. Firms need to take effective decisions 

regarding payment or non-payment of dividend to shareholders when they diversify 

their business. Firms have to generate funds while expanding their business. 

Therefore, they have to be careful about payment of rewards to their owners. So, 

the study considers this financial policy along with corporate diversification 

strategy in order to analyze financial performance. 
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2.6.3.2 Capital structure as financial policy and financial performance 

The basic objective of all firms is to achieve an optimal capital mix that 

increases the value and financial performance of the firm and minimizes cost of 

capital that a firm has to pay to its lenders and equity holders. This section 

investigates previous studies regarding the various effects of capital structure on 

firms’ financial performance.  

Optimal capital structure is all about the selection between a balanced 

amount of debt financing and equity financing which increases overall value and 

decreases overall financing cost. Many studies show that a firm with high amount 

of debt financing can achieve an optimal amount of capital mix. Therefore, that 

optimal capital structure leads to good financial performance. However, Miller and 

Modigliani (1958) show that capital structure has no impact on the value of a firm. 

The significance and emergence of these aspects has driven researchers to analyze 

the link between capital structure and financial performance of the firms. 

A study conducted by Chiang, Chang and Hui (2002) tests the relationship 

between capital structure decision and financial performance of the firms in Hong 

Kong by considering the property and construction sector. The results show that 

capital structure decisions have a significant and negative effect on firms’ financial 

performance. Abor (2005) researches the effects of capital structure on financial 

performance of firms listed in Ghana. The findings show that total liabilities to 

total assets and short term liabilities to total assets positively affect a firm’s 

profitability measured as return on equity. Further findings show that long term 

liabilities to total assets affects financial performance negatively.  

Colombage (2005) makes a sectoral analysis of firms' capital structure 

decisions in Sri Lanka by using the regression and correlation techniques. 

Feidakisa and Rovolisb (2007) study the choice of capital structure in the European 

Union in the construction industry. They apply Ordinary Least Squares (OLS) for 

estimation. Rao et al. (2007) investigate a study by using sample of 93 non-

financial firms which are listed on Muscat Security Market in Oman. To determine 

the nature of relationship between a firm’s capital structure and a firm’s financial 

performance, they use total debts to total assets ratio as an explanatory variable and 
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return on assets as a dependent variable. Findings show a negative relationship 

between debt level and firms’ performance.  

In Egypt, Ebaid (2009) studies the relationship between capital structure 

decisions and firm’s financial outputs using three accounting magnitudes of 

performance: return on equity, return on assets, and gross profit margin. The 

sample is based on non-financial Egyptian firms for nine years from 1997 to 2005. 

Findings show that capital structure decisions, in general, reveal weak to no impact 

on firms’ financial performance. Regarding the same financial policy as capital 

structure, Siro (2011) researches the impact of capital structure decisions on 

financial performance of the firms listed on securities exchange of Kenya. 

Financial performance of the firms is measured as return on equity, while capital 

structure of the firms is measured as total debts to total assets ratio. The time period 

of the research is 2012. Findings show that there is a negative and significant 

relationship between capital structure and financial performance of the firms. It 

shows that increase in debt financing decreases return on equity. The results also 

shows that the benefits of using debt financing are less than the cost of debt 

financing. Therefore, firms should increase capital injection instead of debt 

financing. Pratheepkanth (2011) in Sri Lanka researches the relationship between 

capital structure and financial performance of the selected business firms listed on 

the Colombo Stock Exchange. The analysis is made on the capital structure 

decision and its effects on financial performance for the five years from years 2005 

to 2009. The capital structure decision is measured as debt financing while 

financial performance is measured as gross profit margin, net profit margin, return 

on investment or capital employed and return on assets. The findings of the study 

shows that capital structure and a firm’s financial performance have negative 

relationship.  

Simon-Oke and Afolabi (2011) conduct a study in Nigeria by using a 

sample size of five quoted firms within a time period of nine years from 1999 to 

2007. The study apply agency cost theory and static trade off theory of capital 

structure. Capital structure is measured as debt capital, equity capital and debt to 

equity ratio while profitability index is used as a measure of performance. They 

find a positive and significant impact of equity and debt financing on firm’s 
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financial performance. The study also finds a negative and significant effect of debt 

financing on firm’s performance due to high debt financing cost. Butt, Hunjra and 

Rehman (2010) conduct a study on determining the formation of capital structure 

decisions and dividend payment policy and also the level of their implementation 

in the corporate sector of Pakistan. The purpose is also to analyze the effects of 

capital structure choice and dividend payment policy on firm’s performance. The 

sample of the study is restricted to the firms listed on the Karachi Stock Exchange 

comprising ten different types of sectors. The findings show a significant and 

positive relationship between capital structure choice, dividend payment policy and 

firm’s financial performance.  

Harrison, Panasian and Seiler (2011) investigate the determinants of REITs 

capital structure decisions for nineteen years from 1990 to 2008 using a sample of 

2409 firms. They use descriptive statistics, correlation and regression analysis for 

their estimation. Capital structure remains an important financial policy in various 

parts of the world. Salim and Yadav (2012) analyze the impact of capital structure 

decisions on firm’s financial performance in Malaysia. They argue that the 

financial decision taken by the management of a firm is an important consideration 

while determining the optimal level of capital structure. The study is investigated 

by using a sample of 237 firms listed on the Bursa Malaysia Stock Exchange 

during the time period 1995 to 2011. Firm performance is used as dependent 

variable and is measured as return on equity, return on assets, Tobin’s Q and 

earnings per share. Capital structure is used as an independent variable. It is 

measured as short term debt, long term debt, total debt ratio and growth. The 

findings of the research reveal that capital structure has negative relationship with 

performance measures of return on equity, return on assets and earnings per share. 

Velnampy and Niresh (2012) investigate a research on the relationship 

between a capital structure decision and firm’s profitability of banking sector in Sri 

Lanka. They apply correlation analysis to analyze the effects of a capital structure 

decision on a firm’s profitability and find that there is a significant but negative 

relationship between profitability and capital structure but a positive relationship 

between debt to equity and return on equity. They show that 89 percent of total 

assets are represented by debt in this sector. Umar et al. (2012) conduct a study 
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regarding the effects of capital structure on firm’s financial performance in 

Pakistan. They apply least square regression in order to test the results. Khan 

(2012) conducts a study in Pakistan regarding the effects of the capital structure 

decision on firm’s performance. The study consists of 36 firms from the 

engineering sector listed on KSE of Pakistan. The time period of the study is seven 

years from 2003 to 2009. Short term debt to total assets and total debt to total assets 

are used as measures of capital structure. Firms’ financial performance is measured 

as gross profit margin, return on assets and Tobin’s Q. Results of the study show 

that all measures of capital structure have a significant and negative impact on 

financial performance. Firms in the engineering sector of Pakistan depend heavily 

on short term debts but debts are attached with strong covenants which ultimately 

affect firms’ performance. 

Multiple regression analysis is used in a research study conducted by Ebrati 

et al. (2013) to analyze the relationship between capital structure and financial 

performance of non-financial listed firms of Tehran Stock Exchange. Badar and 

Saeed (2013) investigate the effects of capital structure on the financial 

performance. The sample of the study consists of 10 firms from the food sectors of 

Pakistan listed on KSE from 2007 to 2011. They apply the Random Sampling 

Technique and Multiple Regression Models (Least Square Regression Model). 

Variables of the study consists of return on assets, assets turnover, long term debts 

to total assets, current liabilities to total assets and debt to equity ratio. Results of 

the study show that there is a significant positive impact of long term debts on 

firms’ financial performance. Results also reveal a significant negative impact of 

short term debts on firms’ financial performance.  

Goyal (2013) conducts a study on the effects of a capital structure decision 

on the financial performance of public sector banks in India which are listed on 

National Stock Exchange for five years from 2008 to 2012. The study uses return 

on assets, return on equity and earnings per share as a measure of financial 

performance. The findings of the study show mixed results. Short term debts show 

a positive impact on firms’ performance while long term debts and total debts show 

a negative impact on all measures of financial performance. The impact of capital 

structure decision on firms’ financial performance is analyzed by Javed, Younas 
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and Imran (2014) in Pakistan. The study investigates 63 firms listed on KSE; the 

data covers the five years from 2007 to 2011. The firms’ performance magnitudes 

are calculated as return on equity, return on assets, and return on sales. The study 

shows mixed results. Capital structure shows a positive impact on return on assets. 

Debt to assets ratio shows a positive impact on return on equity but equity over 

assets ratio and long term debts over total assets ratio show a negative impact on 

return on equity. Debt to assets ratio and equity to assets ratio show a negative 

impact while long term debts show a positive impact on return on sales. 

Capital structure policy not only affects firms’ financial performance but 

also affects firms’ value and shareholders' wealth. Although Modigliani and Millar 

(1958) shows that capital structure does not affect value and shareholders’ wealth, 

researchers and other finance theories later on show that there is link between the 

choice of the capital structure, firms’ value and shareholders’ wealth. Mujahid and 

Akhtar (2014) analyze the effects of the capital structure decision on firms’ 

financial performance and the wealth of shareholders. This study is conducted on 

the textile sector of Pakistan. The sample of the study consists of 155 textile firms 

for the six years from 2006 to 2011. Performance magnitudes of the firms include 

return on assets, return on equity and earnings per share. Outcomes of study are 

generated by applying multiple regression analysis. Overall results of the study 

show that capital structure has a significant positive impact on firms’ financial 

performance in the textile sector of Pakistan. 

The current study finds that most of the studies regarding the financial 

leverage and performance are sector focused. For example, Younus et al. (2014) 

conduct a study regarding the capital structure decision and financial performance 

of the firms. The research is conducted on the sugar sector listed on KSE of 

Pakistan for the time period of six years from 2006 to 2011. Financial performance 

is measured as return on assets, return on equity, return on capital employed, net 

profit margin and gross profit margin. The capital structure decision was measured 

as debt to equity ratio. The results of the study reveal an insignificant positive 

relationship between capital structure and firm’s financial performance.  

Agency cost also plays an important role while determining leverage as a 

financial policy of the firm. Chechet and Olayiwola (2014) develop a relationship 
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between capital structure as financial policy and profitability with respect to agency 

cost. They show that equity financing affects profitability of the firms positively 

while there is a negative relationship between debt and profitability which is 

against the evidence of agency cost theory. There have been various research 

studies regarding the impact of financial policy on firm’s financial performance in 

different countries of the world. Capital structure as financial policy remains the 

most common topic of finance for research purposes. Akeem et al. (2014) conduct 

research on the impact of capital structure on firms’ financial performance. The 

study is conducted with the objective of providing a critical evaluation of the need 

and importance of the capital structure decision of firms. The sample of the study is 

10 manufacturing firms of Nigeria for the 10 years from 2003 to 2012. Capital 

structure is measured as total debt and debt to equity ratio. Firms’ financial 

performance is measured as return on equity and return on assets. Findings of the 

research reveal that there is a negative and significant link between capital structure 

and firms’ financial performance.  

Mburu (2015) conducts a study in which the effect of capital structure on 

financial performance of non-financial firms listed on the NSE in Kenya is 

determined. The sample of the study consists of 40 firms for the period from 2009 

to 2013. The study applies a multiple regression model for the analysis. The capital 

structure variables consists of long term liabilities to total assets ratio, current 

liabilities to total assets ratio, and total liabilities to total assets ratio. Performance 

is measured as return on assets. The study finds that a capital structure decision has 

a significant and negative impact on firm’s financial performance. Vatavu (2015) 

selects 196 Romanian firms listed on Bucharest Stock Exchange to study the 

effects of capital structure on firms’ financial performance. The study is related to 

the firms which are operating in the manufacturing sector over a period of eight 

years from 2003 to 2010. Capital structure indicators include long term debt, short 

term debt, total debt and total equity. Return on equity and return on assets are 

indicators of financial performance.  

Results indicate that the financial performance of Romanian firms increases 

when they do not use debt financing and opt for equity financing. This shows that 

Romanian manufacturing firms prefer equity financing for debt financing. 
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Furthermore, the results show that short term debts, total debts have negative 

effects on return on equity and return on assets. However, due to missing data on 

long term debts, it shows insignificant effects on the financial outputs of the firms. 

Tauseef, Lohano and Khan (2015) conduct a study relating to the relationship 

between debt financing and financial performance of textile sector in Pakistan and 

apply multiple regression analysis technique in their study The results of the 

research show that there is nonlinear relationship between debt to asset ratio and 

return on equity ratio. Khan et al. (2016) conduct a study about the impact of 

capital structure and dividend policy on financial performance of the 

manufacturing sector listed in the Karachi Stock Exchange of Pakistan. Return on 

equity and return on assets are used as magnitudes of the firm’s performance. 

According to the results of the study, there is no relationship between leverage and 

return on assets. Short term leverage and long term leverage have a significant 

impact on return on assets. Results also show that the dividend has a significant 

effect on return on assets while it has an insignificant effect on return on equity. 

Only leverage policy shows a significant impact on return on equity.  

Sadiq and Sher (2016) in the automobile sector of Pakistan. Nineteen firms 

of the automobile sector of Pakistan are selected as sample. The time period of the 

data is the seven years from 2006 to 2012. Debt to equity is used as proxy for 

capital structure; while firm’s profitability is measured as return on equity, return 

on assets, return on total capital employed and net profit margin. The results of 

study show a negative relationship between a capital structure decision and a firm’s 

financial performance. This means that increase in debt financing decreases the 

financial performance of the firms. Awais et al. (2016) conduct a study in Pakistan 

using a sample of non-financial firms listed on the KSE for time period of nine 

years from 2004 to 2012. The aim of the study is to analyze the effects of a capital 

structure on financial performance and panel data regression is used in the study.  

Another study is conducted by Habib, Khan and Wazir (2016) on the effect 

of debt financing on firm’s profitability by taking a sample from the non-financial 

sector of Pakistan. They apply random effect model for the analysis. Return on 

assets is taken as a measure of financial performance while long term debts to total 

asset, short term debts to total assets, and total debts to total assets are used as a 
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measure of debt. Size, and growth opportunity are used as control variables. The 

findings of study show an insignificant and negative impact of long term debts, 

short term debts and total debts on the firm’s financial performance. The effect of 

capital structure on financial performance is the area of finance where researchers 

are always interested to explore new areas of research. Study gaps are always there 

in the area of capital structure.  

Basit and Hassan (2017) analyze the effect of capital structure on 

performance of the Pakistani firms listed in Chemical, Cement, Pharmaceutical, 

Food and Personal Care products, Automobile Assembler and Textile sectors. The 

research is conducted on 50 firms listed on the KSE and covered the five years 

from 2010 to 2014. The researchers apply descriptive statistics, Pearson correlation 

coefficient technique and multiple linear regressions. Findings of the study show 

that a capital structure decision, which is measured as debt to equity ratio, has a 

significant positive impact on financial performance measures such as return on 

equity, return on assets and earnings per share. Although the research consists of 

few important sectors of Pakistan, but sample size is very small as well as the 

research is limited to only capital structure and ignores other important factors 

affecting financial performance.  

The current study is comparatively very comprehensive in nature. Obuya 

(2017) conducts a research on debt financing choice and financial performance of 

micro- and small level enterprises. They use a review of different research studies, 

papers and relevant previous research. In addition, quantitative analysis, 

descriptive, associated and predicted analysis is applied in the study to analyze the 

effect of the debt financing option on firm’s financial performance. Long term 

loan, short term loan and trade credit are used as debt financing options while 

current ratio, return on assets and gross profit ratio are used as financial 

performance. Campbell and Rogers (2018) analyze a study in Europe and find that 

capital structure volatility leads to decrease financial performance. Nenu, Vintilă 

and Gherghina (2018) conduct a study by taking sample of the firms listed on the 

Bucharest Stock Exchange. Findings of the study reveal negative relationship 

between capital structure and firms’ financial performance. 
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Table 2.4:  Trend of literature review between capital structure and financial 

performance 

Authors with +ve 

relationship 

Authors with -ve relationship Authors with 

insignificant relationship 

Abor (2005); Hunjra et 

al. (2010); Simon-Oke 

and Afolabi (2011); 

Goyal (2013); Badar 

and Saeed (2013); 

Mujahid and Akhtar 

(2014); Javed, Younas 

and Imran (2014); 

Basit and Hassan 

(2017); Obuya (2017) 

Chiang et al.(2002); Abor (2005); Rao 

et al. (2007); Siro (2011); 

Pratheepkanth (2011); Khan (2012); 

Velnampy and Niresh (2012); Salim 

and Yadav (2012); Goyal (2013); 

Badar and Saeed (2013); Akeem et al. 

(2014); Javed, Younas and Imran 

(2014); Vatavu (2015); Mburu (2015); 

Tauseef et al. (2015); Sadiq and Sher 

(2016); Obuya (2017) 

Ebaid (2009); Khan 

(2012); Younus et al. 

(2014); Vatavu (2015) 

(long term debts and 

performance); Habib et al. 

(2016); Obuya (2017) 

 

 

 

 

 

 

 

 

 

 

 

 



87 

 

2.6.3.3 Investment policy and financial performance 

 Investment decision-making is another important financial policy of the 

firm. Capital budgeting or long term investment decisions are crucial decisions to 

the firms since they are supposed to determine their value by affecting financial 

performance and risk. Long term investment decisions of a firm are known as 

capital expenditure decisions or capital budgeting. Capital expenditures are related 

to investment policy that has significant impact on overall market value of the firm. 

This policy is normally adopted when the firm wants to expand its business by 

adding production capacity, like building factories (Sudiyatno, Puspitasari & 

Kartika, 2012). The purpose of every investment is to earn a return. Thus, 

investment decision-making directly affects the financial output of the firm. Many 

researchers have tried to investigate the effect of investment policy on firms’ 

financial output but still there is a need to explore detailed research to analyze this 

impact with respect to Pakistan. Some studies find significant impact of investment 

policy on financial performance. There are also research studies available which 

show that investment policy has no effect on performance. 

This section covers the previous studies regarding the impact of investment 

decisions on a firm’s performance. Chung, Wright and Charoenwong (1998) 

conduct a study which find that financial performance in terms of stock returns is 

positively affected by investment plans of the companies. Kim (2001) analyzes the 

financial performance of the US manufacturing firms by taking sample of 515 

observations per year during the period 1976 to 1989. The results find no 

significant impact of capital expenditure investment on future profitability. Jiang, 

Chen and Huang (2006) examine the impact of capital expenditure investment on 

firm profits for a total of 357 manufacturing firms listed on the Taiwan Stock 

Exchange over a time period of more than 10 years. The study finds a positive 

effect of capital expenditure investment on firm’s performance. Sudiyatno, 

Puspitasari and Kartika (2012) conduct another study about the impact of a firm’s 

policy on financial performance and overall value of the firms listed on the 

Indonesia Stock Exchange. They apply regression analysis to analyze the effects of 

a firm’s policies in the form of capital structure, capital expenditure investment on 

financial performance of firms in Indonesia. Results of the research show that 
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capital expenditures have a positive and significant impact on financial 

performance of the firms. A study on Chinese Listed IT firms is conducted by Zhu 

and Huang (2012) regarding the effect of research and development cost on firms’ 

financial performance. Research and development cost is taken as an independent 

variable and is measured as a percentage of research and development expenditures 

to firm’s revenue. Another measure of research and development expenditures is 

used as the percentage of research and development expenditures to total assets. 

Return on equity and return on assets are taken as a measure of firms’ financial 

performance. The study sample consists of 106 IT firms from 2007 to 2009. 

Results from study indicate that research and development investment positively 

affects firms’ financial performance. Ghaffar and Khan (2014) conduct a study on 

the impact of research and development cost on financial performance of 

pharmaceutical firms listed on KSE for the six years from 2007 to 2012. The 

dependent variables are return on assets, return on equity and earnings per share, 

while research and development expenditures is taken as the independent variable. 

Results from the study show a positive relationship between research and 

development and financial performance. By using a sample of listed firms at 

Istanbul Stock Market, Ayaydin and Karaaslan (2014) conduct a study on the 

impact of research and development cost on firms’ financial performance. Return 

on assets is used as a magnitude of financial performance. Liquidity, capital 

structure, efficiency, and firm size are also taken into account as factors 

determining financial performance. Findings of the study show a positive impact of 

research and development investment on firms’ financial performance. There are 

some studies which reveal that investment policy has negative impact on firms’ 

financial performance (Abarbanell & Bushee, 1997; Titman, Wei & Xie, 2004; 

Chen, Lin & Yi., 2008; Cooper, Gulen & Schill, 2008). Hall (2001) conducts a 

research study in South Africa to investigate the importance of risk with reference 

to capital investment projects and uses a questionnaire for the analysis. 

Fixed assets investment is not for short term, rather it is important for long 

term benefits that can get competitive edge for non-financial sector in Pakistan. 

Therefore, current study also takes this issue in order to analyze financial 

performance based on long term investment policy of the firms.  
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Table 2.5: Trend of literature review between investment policy and financial 

performance 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Authors with +ve relationship Authors with -ve 

relationship 

Authors with 

insignificant relationship 

Chung et al. (1998); Jiang, Chen 

and Huang  (2006); Sudiyatno et 

al. (2012); Zhu and Huang 

(2012); Ghaffar and Khan 

(2014); Ayaydin and Karaaslan 

(2014) 

Abarbanell and Bushee, 

1997; Titman et al. (2004; 

Chen et al. (2008); 

Cooper et al. (2008). 

Kim (2001) 
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2.6.4 Corporate Governance, Audit Quality and Financial Performance 

           The introduction of corporate governance structure arises from the basis of 

agency relations that a good and effective corporate governance mechanism can 

lead to solving agency problems. Investors want to ensure that their investment is 

being properly invested in a profitable way. This part of the research covers the 

details of previous work about the effects of corporate governance mechanisms on 

a firm’s financial performance. In a study, Yermack (1996) analyzes that firms 

with small board size perform better than the firms with large board size. The study 

finds a negative and significant impact of board size on financial performance of 

large firms of USA.  

Results of an analysis by Kathuria and Dash (1999) find that the board size 

and financial performance of the firm have a positive relationship. There are few 

studies which indicate negative relationship between board size and firm’s 

financial performance (Eisenberg, Sundgren and Wells, 1998; Carline, Linn and 

Yadav, 2002; Ali & Nasir, 2014). Moreover, with increase in board size, there is 

improvement in the monitoring role of board and it also increases economic 

performance (Joh, 2003; Maharaj, 2008). However, Weterings and Swagerman 

(2011) conduct a study on the impact of board size of a firm on its market value 

using a sample size of 155 firms relating to property and real estate investment 

trust listed on the exchanges of Singapore, Malaysia and Hong Kong. The result 

shows a positive and significant relationship between the board size of the firm and 

its market value.  

Another study conducted by Dar et al. (2011) investigates the effects of 

corporate governance on firms’ financial output by taking a sample of Oil and Gas 

firms listed on KSE from 2004 to 2010. Net profit margin and return on equity are 

taken as financial performance measures. The results show a significant positive 

impact of board size on ROE. Marn and Romuald (2012) find in their study that 

board size has a significant effect on financial performance of listed firms in 

Malaysia. Al-Matari, Al-Swidi and Faudziah (2014) find that there is a positive 

relationship between board size and ROA of listed firms of Muscat Security 

Market in Oman. Another study on CEO duality and firm’s financial performance 

by Sridharan and Marsinko (1997) uses a sample of the paper and forest products 
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industry of USA. The results of the study reveal that there is a positive relationship 

between CEO duality and the financial performance of a firm.  

The effect of CEO duality on firms’ financial performance is analyzed by 

Chen et al. (2008) after controlling the variables of firm characteristics and 

ownership structure. The results do not show any significant effect of CEO duality 

on firm’s financial performance. Yasser, Entebang  and Mansor (2011) conduct 

research on the impact of four corporate governance variables: CEO duality, board 

size, board composition and audit committee on firm’s financial performance in 

Pakistan on 30 listed firms from 2008 and 2009. The study finds a positive impact 

of board size and audit committee, and a negative impact of CEO duality on firms’ 

performance.  

Akbar (2014) conducts a study in Pakistan on the relationship between 

ownership concentration, board size, CEO duality and firms’ financial performance 

measured as return on assets and return on equity. The study finds a positive and 

significant impact of small board size return on assets and an insignificant impact 

of small size on return on equity. The study also finds a significant and positive 

effect of CEO duality on ROE and ROA.  

Ali and Nasir (2014) investigate the effects of board characteristics and 

audit committee on firm’s financial performance in the manufacturing sector of 

Pakistan. They apply panel data regression technique in their analysis. The study 

reveals that CEO duality has a significant and negative impact, while board size 

and audit committee have a positive and significant effect on financial 

performance.  

Bansal and Sharma (2016) conduct a research on the effects of corporate 

governance on financial performance of 235 non-financial public firms listed in 

NSE 500. The study concludes a positive effect of board size and CEO duality on 

firm’s financial performance. However, findings do not show any results regarding 

the effect of audit committee activity on firm’s financial performance. In addition, 

Coles et al. (2001), Ahmadu, Aminu and Taker (2005), Feng, Ghoshand and 

Sirmans (2005), and Bhagat and Bolton (2008) conclude that there is a negative 

and significant relationship between CEO duality and firm’s financial performance. 
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Audit quality is another mechanism of corporate governance policy. The 

size of audit firm is an important element in analyzing audit quality, and the impact 

of audit quality on firm’s financial performance is receiving attention from the 

researchers. Audit committee performs an important and monitoring part to ensure 

the quality of firm’s accountability and financial statements (Carcello & Neal, 

2003). Hsu (2007) indicates that audit committee activity and firm’s financial 

performance are positively related.  

 Bauer et al. (2009) find a positive impact of large audit committee size on 

financial performance of firms. There are various research studies relating to the 

relationship between the meeting frequency of audit committee and firms’ financial 

performance. Arshad et al. (2011) conduct research on the effect of an audit 

committee on the financial performance of cement sector in Pakistan. The study 

finds that audit committee has a positive impact on firm’s financial performance. 

Bouaziz (2012) analyze the effects of an audit committee on financial performance 

of Tunisian firms. The results of the study reveal a strong positive effect of audit 

committee on firm financial performance measured as return on equity and return 

on assets. 

 Afza and Nazir (2014) examine the effect of audit quality components on 

return on assets and Tobin’s Q in Pakistan. Four audit quality characteristics are 

used: audit committee, audit quality, audit independence, and audit activity, and 

apply panel data regression to analyze the results. The results show that external 

audit quality and audit committee size have a significant positive relationship with 

return on assets and Tobin’s Q. The study also shows that audit committee activity 

and audit committee independence have an insignificant impact on firm’s financial 

performance.  

 Farouk and Hassan (2014) conduct a study on the relationship between 

audit quality and financial output of cement firms in Nigeria and use multiple 

regression technique to test hypotheses. Findings of the study reveal a positive and 

significant relationship between audit quality and firms’ financial output.  

 Amer, Ragab and Shehata (2014) analyze a research regarding the effect of 

audit committee size on financial performance of 50 most active Egyptian firms 

listed on the Egyptian stock exchange. The financial performance is measured as 
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return on assets, return on equity and Tobin’ Q. They use regression technique to 

analyze the outputs. The study finds a negative relationship between audit 

committee size and financial performance of the firms. Arslan et al. (2014) analyze 

the relationship between corporate governance characteristics and firm’s financial 

performance by taking a sample of Oil and Gas firms in Pakistan, use regression 

technique for their analysis. They find a positive effect of audit committee while an 

insignificant effect of CEO duality on firms’ financial output. 

 Aryan (2015) studies audit committee characteristics, audit quality and 

financial performance of 69 listed firms in Jordan by applying a multiple regression 

model. The study finds a positive effect of audit committee meeting and audit 

committee size while an insignificant impact of audit quality on firm’s financial 

performance. Matoke and Omwenga (2016) analyze the effect of audit quality on 

financial performance of firms listed in Nairobi Securities Exchange (NSE). The 

results of the study find a positive significant effect of audit quality and audit size 

on financial performance of the firms.  

 Bansal and Sharma (2016) conduct a study in India regarding the impact of 

audit committee characteristics and other corporate governance mechanisms on 

financial outputs of non-financial public limited firms. They apply fixed effect 

panel regression model in their analysis. Outputs reveal significant and positive 

effects of board size and CEO duality on financial performance of firms. Further, 

findings reveal no significant effect of frequency of meetings and independence of 

audit committee on financial performance.  

 Afshan et al. (2016) investigate the relationship between corporate 

governance and financial performance of textile sector of Pakistan. They apply 

regression technique to analyze the results. Results of the study reveal mixed 

outputs based on different measures of corporate governance mechanisms. Study 

explains that size of board, non-executive directors and board meetings do not 

affect financial outputs in Pakistan. However, CEO duality hits financial 

performance. 

 

 



94 

 

Table 2.6: Trend of literature review between corporate governance and financial 

performance 

Relationship Authors with +vet 

relationship 

Authors with –ve 

relationship 

Authors with 

insignificant 

relationship 

Board size and 

firm  

performance 

Yasser et al.(2011);Watering’s 

and Swage 

man(2011);Katharina and 

Dash (1999); Al-Atariet 

al.(2014); Marne and Roald 

(2012); Maharaja (2008); John 

(2003); Banal and Sharma 

(2016); Dar et al. (2011) (with 

ROE); Ali and Nassir (2014) 

Yermack (1996); 

Eisenberg, Sundgren 

and Well (1998); 

Carline, Linn and 

Yadav (2002); Akbar 

(2014); (Small size 

and ROA); Ali and 

Nasir (2014) 

 

Akbar (2014) 

(small size 

and ROE); 

Dar et al. 

(2011) (with 

Profit Margin) 

CEO duality 

and firm 

performance 

Sridharan and Marsinko 

(1997); Amer, Ragab and 

Shehata (2014); Bansal and 

Sharma (2016);  

Yasser et al. (2011); 

Dar et al. (2011) 

(with ROE); Ali and 

Nasir (2014); 

Ahmadu, Aminu and 

Taker (2005); Bhagat 

and Bolton (2008); 

Coles et 

al. (2001); and Feng, 

Ghoshand and 

Sirmans (2005) 

Chen et 

al.(2008); 

Arslan et al. 

(2014) 

 

Audit quality 

and firm 

performance 

Afza and Nazir(2014); Matoke 

and Omwenga (2016); Farouk 

and Hassan (2014) 

 Aryan (2015) 

Audit 

committee and 

firm 

performance 

Bauer et al. (2009);Yasser et 

al. (2011); Arshad et al. 

(2011); Afza and Nazir (2014); 

Bouaziz (2012); Arslan et al. 

(2014); Ali and Nasir (2014); 

Aryan (2015); Matoke and 

Omwenga (2016) 

Dar et al. (2011) 

(with ROE); Amer,  

Ragab and Shehata 

(2014) 

Dar et al. 

(2011) (with 

Profit Margin) 

Audit 

committee 

activity and 

firm 

performance 

Aryan (2015); Hsu (2007); 

Vafeas and Theodorou (1998) 

 

 Afza and 

Nazir(2014); 

Bansal and 

Sharma 

(2016) 
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2.6.5 Control Variables and Financial Performance 

Besides independent variables which affect firms’ financial performance, 

there are some control variables which also affect the performance: size, age, 

growth, and tangibility. This section covers the literature in and beyond Pakistan 

regarding the effect of control variables on firms’ financial outputs. There are few 

studies which indicate a relationship between these control variables and financial 

performance. Aron (1988) conducts a study and finds that the size of firm has a 

positive impact on financial performance and argues that firms gain economies of 

scale more rapidly and manage return on assets efficiently by utilizing assets in a 

manageable way.  

Gedajlovic and Shapiro (1998) clarify that the effect of size and firms’ 

performance is positive one. Large firms perform better and they are also 

considered to be more diversified in terms of geography and product which make 

them less risky about bankruptcy (Titman & Wessels, 1988). But agency problems 

are also found in large sized firms. Lloyd and Jahera (1994) find that large sized 

firms with a strong portfolio have a positive effect on firms’ performance on risk 

return basis. Glancey (1998) uses firm related variables such as age, size, growth, 

and location in a study for Scottish-based firms and finds that size has no effect on 

the performance of the firms.  

According to a study conducted by Mayer and Whittington (2003), leverage 

and firm size have a negative effect on financial performance of the firms. Chi 

(2004) studies the relationship between firms’ size and financial performance and 

finds that the firms’ size has a significant positive impact on financial performance 

and on shareholders’ rights. Large sized firms may win a loan at lower rates 

because they have good creditworthiness as well as fewer chances of bankruptcy. 

Ozgulbas, Koyuncugil and Yilmaz (2006) study the effect of size on financial 

performance of firms listed at Istanbul Stoch Exchange for the six years from 2000 

to 2005. The results indicate that financial performance of large sized firms is 

better than that of small sized firms’. Inyiama and Victoria (2014) analyze the 

effect of firm size on financial performance of the brewery sector of Nigeria from 

2000 to 2013. The study shows that size has a positive impact on earnings per share 

measured as financial performance. Hunjra et al. (2014) conduct a study in 
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Pakistan on the impact of macro-economic variables on financial performance by 

taking a sample of 26 cement firms listed on the Karachi Stock Exchange. They 

find that firm size has a positive effect on financial performance. Sexton, Pricer and 

Nenide (2000) show an insignificant relationship between a firm’s sales growth and 

its profitability. Markman and Gartner (2002) reveal that growth has no impact on 

firms’ profitability while the age factor has a significant negative impact on 

financial performance of the firms.  

Gschwandtner (2005) concludes a statistically insignificant relationship 

between growth and financial performance of American firms. Coad (2007) finds a 

negative relationship between growth and financial performance of firms in the 

study. The study also finds that younger firms perform better than older firms. 

Almajali et al. (2012) conduct a study on factors affecting the financial 

performance of Jordanian firms listed on the Amman Stock Exchange. Findings 

reveal that size, liquidity, leverage and management competence have a significant 

impact on the financial output of the firms whereas age has no effect on the firms’ 

financial output. Salawu, Asaolu and Yinusa (2012) conduct a study in Nigeria on 

70 firms with time period from 1990 to 2006 and conclude that size and growth 

have a negative impact on financial performance. Abbas, Hayat and Saddiqui 

(2013) conduct a study in Pakistan on determinants of financial performance by 

working on a sample of 139 firms in the textile sector from 2005 to 2010. 

Performance variables include return on equity, return on assets, and return on 

investment. Size, growth, short term leverage, risk and non-debt tax shield is taken 

as determinants of performance. The study finds that non-debt tax shield, size, tax, 

and risk has a positive impact on financial performance, while tangibility, growth 

and leverage has a negative impact on financial performance. 

Javed et al. (2015) analyze a study by taking a sample size of 154 textile 

firms in Pakistan to analyze the impact of financial leverage on firms’ financial 

performance. The study use size as a control variable and results show that size has 

a positive impact on financial performance. Asimakopoulos, Samitas and 

Papadogonas (2009) conduct a study on non-financial firms listed at the Athens 

Exchange in Greece. The study finds that firm profitability is positively and 

significantly affected by sales growth, size and investment. Coban (2014) does a 
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study on the relationship between growth and financial performance by taking a 

sample of 137 Turkish manufacturing firms. Outputs show that the firms’ growth 

has a significant and positive effect on financial performance. 

Lazar (2016) investigates a study on the determinants of financial 

performance of Romanian listed firms from 2000 to 2011. Results of the study 

show that tangibility, size and leverage have a negative and significant impact, 

while sales growth has a positive impact on financial performance. Tangibility of 

assets is supposed to be one of the main determinants of financial performance of 

the firms. Akintoye (2008) argues that a firm with a large amount of investment in 

tangible assets will have small financial distress cost compared to a firm that has a 

large amount of investment in intangible assets. Muritala (2012) conducts a study 

in Nigeria to analyze the effect of capital structure on financial performance by also 

considering control variables. Findings show that size, asset turnover, age of firm, 

and tangibility are positively related to financial performance of the firms. 

Tangibility has negative relationship with return on assets which is used as a 

measure of financial performance. Regarding the impact of firm specific factors on 

profitability, Bhutta and Hasan (2013) investigate research on the food sector listed 

at Karachi Stock Exchange of Pakistan from 2002 to 2006. The study finds that 

growth and tangibility have negative effects, while size has a positive effect on 

financial performance of the firms.  

Mule and Mukras (2015) conduct research on financial leverage and 

financial performance by taking assets tangibility as one of the control variables. 

The study is conducted by taking listed firms of Kenya from 2007 to 2011. Results 

of the study show that asset tangibility has a positive impact on financial 

performance. Malik (2011) investigates research in Pakistan and finds that age and 

financial performance are positively related. Habib, Khan and Wazir (2016) 

conduct a study on the non-financial sector of Pakistan by taking a sample of the 

ten years from 2003 to 2012, and find that size and growth have a positive impact 

on performance. Pervan, Pervan and Curak (2017) research a study on the impact 

of age on firms’ financial performance by taking sample of 956 firms which are 

operating in the Croatian food sector from 2005 to 2014. The study finds a negative 

relationship between age and financial performance. 
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Table 2.7: Trend of literature review between control variables and financial 

performance 

Relations

hip 

Authors with +ve relationship Authors with -

ve 

relationship 

Authors with 

insignificant 

relationship 

Size and 

performan

ce 

Aron (1988); Titman and Wessels 

(1988); Lloyd and Jahera (1994); Chi 

(2004); Ozgulbas et al. (2006); 

Asimakopoulos, Samitas and 

Papadogonas (2009); Almajali et al. 

(2012); Abbas, Hayat and Saddiqui 

(2013); Bhutta and Hasan (2013); 

Inyiama and Victoria (2014); Hunjra et 

al. (2014) Javed et al. (2015); Habib et 

al. (2016) 

Mayer and 

Whittington 

(2003);Salawu 

et 

al.(2012);Lazar 

(2016) 

Glancey (1998) 

Growth 

and 

performan

ce 

Sexton et al.(2000); Asimakopoulos, 

Samitas and Papadogonas (2009); 

Muritala (2012); Coban (2014); 

Nikolaus (2015); Lazar (2016) 

Coad (2007); 

Salawu et 

al.(2012); 

Abbas, Hayat 

and Saddiqui 

(2013); Bhutta 

and Hasan 

(2013) 

Markman and 

Gartner (2002); 

Gschwandtner 

(2005) 

Age and 

performan

ce 

Malik (2011); Muritala (2012); Habib et 

al. (2016) 

Pervan, Pervan 

and Curak 

(2017) 

Almajali et al. 

(2012) 

Tangibilit

y and 

performan

ce 

Akintoye (2008); Muritala (2012); Mule 

and Mukras (2015) 

Muritala 

(2012); Abbas, 

Hayat and 

Saddiqui 

(2013); Bhutta 

and Hasan 

(2013); Lazar 

(2016) 
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2.7 THEORETICAL FRAMEWORK 

Summing up the discussion above, it is concluded that there are many 

research studies on corporate financial performance and how it is affected by other 

factors. Past studies find varying outputs of financial performance. The literature 

suggests that diversification decisions, cost of capital and financial policies 

including corporate governance and audit quality mechanisms are important factors 

which can enhance financial performance of firms.  

Major financial policies include capital structure, dividend policy, and 

investment policy. Local and international literature suggests that although there 

has been research regarding the impact of corporate financial decision-making on 

financial performance, the area still needs to be studied in detail because survival 

of the non-financial sector of Pakistan has become more competitive and 

challenging. Therefore, this sector is expanding its business into different products 

and markets which ultimately needs management of its operations with respect to 

financial activities and financial performance.  

In addition, results of the past studies reveal mixed outputs. Some studies 

indicate that diversification has negative impact on financial performance, some 

suggest that there is negative relationship between diversification and financial 

performance. Further, there are some studies which explain there is no relationship 

between corporate diversification and firms’ financial performance. The results are 

still not conclusive. Most of the studies discussed above relate to developed 

countries but developing countries like Pakistan are still ignored with respect to 

research about diversification and financial structure of the firm. Therefore, in 

Pakistani context, there is still need to look at in depth research regarding the 

impact of corporate diversification strategy, cost of capital and other financial 

policies on financial performance of the firms. 

Furthermore, there is a gap in the literature with respect to overall analysis 

and sectoral analysis about the effects of corporate diversification strategy and 

other financial aspects on financial performance of non-financial firms in Pakistan. 

Firms need to manage financial activities while taking diversification decisions. On 

this basis, theoretical framework of current study is presented in the following 

section. 
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Figure 2.1: Theoretical Framework 
Note: ROA is Return on Assets, ROE is Return of Equity, TQ is the Market Return, PD is Product Diversification, 

GD is Geographic Diversification, COC is Cost of Capital, DP is Dividend Policy, CS is Capital Structure, IP is 

Investment Policy, ACA is Audit Committee Activity, ACSIZE is Audit Committee Size, AQ is Audit Quality, 

BSIZE is Board Size, CEOD is CEO Duality, AGE is Years of Active of the Firm, GRTH is Sales Growth, SIZE is 

Natural Log of Total Sales, TANG is Tangible Fixed Assets to Total Assets. 
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2.8 HYPOTHESES STATEMENTS 

After reading and analyzing different literature, hypotheses have been 

developed to investigate whether there would be a positive or negative impact of 

independent variables of the study on performance. The study addresses the 

following hypotheses. 

H1:  There is significant and positive impact of corporate diversification on firm 

performance. 

H2: There is significant and negative impact of cost of capital on firm performance. 

H3: There is significant and positive impact of dividend policy on firm 

performance. 

H4: There is significant and negative impact of capital structure on firm 

performance. 

H5: There is significant and positive impact of investment policy on firm 

performance. 

H6:   There is significant and positive impact of board size on firm performance. 

H7:   There is significant and negative impact of CEO duality on firm performance. 

H8:   There is significant and positive impact of audit quality on firm performance. 

H9: There is significant and positive impact of audit committee on firm 

performance. 

H10: There is significant and positive impact of audit committee activity on firm 

performance. 

H11: There is significant and positive impact of firm size on firm performance. 

H12: There is significant and positive impact of growth on firm performance. 

H13: There is significant and positive impact of age on firm performance. 

H14: There is significant and negative impact of tangibility on firm performance. 
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CHAPTER 3 

MATERIALS AND METHODS 

This chapter deals with methods and analysis of the research. It includes 

research design, and methodology. This section includes population, data and 

sample, sample technique, type of study, type of analysis, and measurement and 

explanation of variables of the study. 

3.1 RESEARCH DESIGN 

Research design is a thoughtful process that involves close attention and 

deep investigation. It relates to research and responds to research elements relating 

the study being conducted. Research design is the way a study is designed. It is an 

arrangement of the measures in a systematic way and also the arrangement of 

factors and tools which are to be applied in collection of data and analysis of 

collected data in order to achieve the objectives of the research in the most 

effective and efficient way (Musyoka, 2015). Research design directs a researcher 

with guidelines of collecting, analyzing and interpreting the data in a systematic 

way. 

3.2 POPULATION AND SAMPLE OF THE STUDY 

Population is defined as the complete collection of the study whereas 

sample is defined as a part of the population (Badar & Saeed, 2013). The 

population of the current study refers to non-financial sector firms listed on the 

Pakistan Stock Exchange (PSX). The sample of the current study consists of 

selected non-financial firms, listed on the Pakistan Stock Exchange (PSX).  

Pakistan’s economy heavily depends on this sector. The non-financial 

sector is one of the most important sectors and backbone of Pakistan’s economy. 

The contribution of this sector towards the growth of economy of Pakistan has got 

significant importance. During 2016-17, non-financial sector is considered the 

second largest sector of Pakistan’s economy with a contribution of 13.5 percent to 

Gross Domestic Product (GDP) and generating the biggest industrial employment 

opportunities with technology transfer. The study only considers non-financial 

sector and ignores financial sector because this study deals with corporate 

diversification which includes product diversification. In the non-financial sector, 
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the analysis of product diversification is possible while in the financial sector, the 

nature of diversification strategy is different. Nature of financial structure is also 

different in financial sector. 

The selection of sample time period in the study is based on the availability 

of the data required from various secondary sources. Compared to previous studies 

regarding the current topic, the sample time period of current study is more 

comprehensive. All the firms listed on Pakistan Stock Exchange are categorized 

into 35 different sectors. The current study covers 288 firms which are categorized 

into 8 sectors. The present study follows Campa and Kedia (2002) for the selection 

of sample while taking into consideration the product diversification. The study 

divides firms as specialized and diversified firms. Based on this assumption, the 

study categorizes firms as diversified when they operate in more than one products, 

while the firms as specialized when they operate in single product. In addition, out 

of 288 sample firms in the study, 239 are diversified firms whereas 49 are single 

product firms.  

Sectors are classified into eight groups based on similar activities being 

performed by each sector. This classification of sectors is shown in Table 3.1. 

Overall sectors include Automobile Parts and Accessories and Automobile 

Assembler, Engineering, Cable and Electrical Goods sector, Oil and Gas 

Exploration and Marketing, Refinery and Power/Energy sector, Food and Personal 

Care Products and Vanaspati, Sugar and Allied sector, Glass and Ceramics, 

Cement, Chemical and Pharmaceutical, Textile including Synthetic and Rayon, 

Leather and Tanneries, Woolen, and Fertilizer, Jute, Forestry (Paper and Board) 

and Tobacco sector. 

3.3  DATA 

For the purpose of analysis of the study, panel data is used and collected 

from DataStream and financial statements of respective firms. This is a descriptive 

research in which the researcher explores the effects of independent variables on 

dependent variable. Time period of the study is 14 years from 2004 to 2017. 

Further, those firms are not included in the sample that stopped their operations 

during the sample period of present study. 
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Table 3.1 List of companies in each sector 

Sr. 

No. 

Sectors Total 

Companies 

Companies 

Selected 

1. Automobile, Engineering, Cable and Electrical 

Goods 

49 35 

2. Chemical and Pharmaceuticals 37 35 

3. Cement, Glass and Ceramics 28 28 

4. Fertilizer, Jute, Forestry (Paper and Board) and 

Tobacco 

22 19 

5. Sugar and Allied 31 26 

6. Food PC Products and Vanaspati 24 19 

7. Oil and Gas, Refinery and Power and Energy Sector 34 23 

8. Textile  168 103 

 Total 393 288 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



105 

 

3.4  MODELS OF THE STUDY 

 The present study applies Generalized Method of Moments (GMM) for the 

analysis of results. The method executes consistent parameter estimation for the 

small time period and for a large cross-section. The GMM estimators enable 

asymptotically efficient inferences employing a comparatively negligible set of 

assumptions (Arellano and Bond, 1991; Blundell and Bond, 1998). The present 

study deals with the unobserved heterogeneity by applying a fixed effect or by 

taking the first or second difference. The ability of first or second difference to 

remove the unobserved heterogeneity is developed for two-step dynamic panel 

estimation. Further, these models cover one or more lagged dependent variables 

and allow modeling of a partial adjustment mechanism.  

This study categorizes Corporate Diversification into two parts; Product 

Diversification (PD) and Geographic Diversification (GD), so three models are 

used for each one of the dependent variable. In first model, the study analyzes the 

impact of independent variables on firms’ financial performance with PD. In 

second model, the study investigates the impact of independent variables on firms’ 

financial performance with GD. In addition, in third model, the study analyzes the 

impact of independent variables with PD as well as GD. As per the models of the 

study, α is constant, β1 to β15 are coefficients, ε is error term, i represents cross 

sections, while t represents time. Models of present study for estimation are 

discussed below.  

ROAi,t= α + β1PDi,t+ β2GDi,t + β3COCi,t+ β4CSi,t + β5DPi,t + β6IPi,t+β7ACAi,t +   

β8ACSIZEi,t + β9AQi,t + β10BSIZEi,t + β11CEODi,t + β12AGEi,t + β13GRTHi,t 

+ β14SIZEi,t + β15TANGi,t+ εi,t…………………………………………...(1) 

ROEi,t= α + β1PDi,t+ β2GDi,t + β3COCi,t+ β4CSi,t + β5DPi,t + β6IPi,t+β7ACAi,t + 

β8ACSIZEi,t + β9AQi,t + β10BSIZEi,t + β11CEODi,t + β12AGEi,t + β13GRTHi,t 

+ β14SIZEi,t + β15TANGi,t+ εi,t……………………………………..…….(2) 

TQi,t=  α + β1PDi,t+ β2GDi,t + β3COCi,t+ β4CSi,t + β5DPi,t + β6IPi,t+β7ACAi,t + 

β8ACSIZEi,t + β9AQi,t + β10BSIZEi,t + β11CEODi,t + β12AGEi,t + β13GRTHi,t 

+ β14SIZEi,t + β15TANGi,t+ εi,t……………………………………..….…(3) 

               Whereas, ROA is Return on Assets, PD is Product Diversification, GD is 

Geographic Diversification, COC is Cost of Capital, DP is Dividend Policy, CS is 
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Capital Structure, IP is Investment Policy, ACA is Audit Committee Activity, 

ACSIZE is Audit Committee Size, AQ is Audit Quality, BSIZE is Board Size, 

CEOD is CEO Duality, AGE is Years of Active of the Firm, GRTH is Sales 

Growth, SIZE is Natural Log of Total Assets, TANG is Assets Tangibility. 

3.5  EXPLANATION AND MEASUREMENT OF VARIABLES 

The variables of current study are explained as dependent variables and 

independent variables. Dependent variables of the study include firms’ financial 

performance, whereas, independent variables include corporate diversification, cost 

of capital, financial policies. In addition, control variables include age, growth, size 

and tangibility.  

3.5.1 Performance Variables 

Performance variables of the current study refer mainly to firms’ financial 

performance and include ROA, ROE and Tobin’s Q. ROA, and ROE are calculated 

in the same way as these were calculated by Basit and Hassan (2017). However, 

Tobin’s Q is calculated as the market value of a firm’s equity plus book value of 

debts and then divided by book value of total assets. Rehman and Shah (2013), and 

Ullah, Ali and Mehmood (2017) use the same measure of Tobin’s q in their study. 

ROA = Net Income Available to Common Shareholders 

 

ROE) =         Net Income______ 

 

Tobin’s Q = Market value of equity + Book value of liabilities 

               Book value of Total Assets 

3.5.2 Corporate Diversification 

After reading different literature, we classify corporate diversification as 

product diversification and geographic diversification. The explanation and 

measurement of both forms of corporate diversification are explained in the 

following section. 

3.5.2.1 Product diversification  

There are many methods available to calculate diversification. The first is 

Specialized Ratio (Rumelt, 1974). Other methods include Herfindhal index (HERF) 

and the Entropy index (ENTROP) methods which are used to measure 

Shareholders Equity 

Book Value of Total Assets 
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diversification. These methods were also used by Kahloul and Hallara (2010). The 

present study is based on Pakistani firms. Segment reporting data of all firms is not 

available and there is lack of any proper system to grade the level of corporate 

diversification of Pakistani firms. Therefore, the firms producing a single product 

are classified as specialized with value of 0. Firms producing more than one 

products are classified as diversified firms and these are given value of 1. The same 

criteria for classifying a firm as diversified and specialized has been used by Afza, 

Slahudin and Nazir (2008) and Qureshi, Akhtar and Imdadullah (2012). 

3.5.2.2 Geographic diversification 

Geographic diversification generally describes a firm which is operating in 

more than one country. Foreign sales represent the extent of geographic 

diversification for the firms. The proxy for geographic diversification is the 

proportion of foreign sales to total sales. Schmid and Walter (2012), and Ali, 

Hashmi & Mehmood (2016) also use the same measure of geographic 

diversification. 

3.5.3 Cost of Capital 

Cost of capital is the minimum expected rate of return. Simply, cost of 

capital is calculated as the weighted average cost of capital (WACC). WACC 

further consists of cost of debt and cost of equity (Frank & Shen, 2016). In this 

way the cost of all types of financing like debt and equity is calculated in the form 

of interest which is payable to debt holders and in the form of dividend which is 

payable to shareholders after assigning weights to each type of financing. Weighted 

average cost of capital is calculated on the basis of proportion of financing used in 

capital structure. The weighted average cost of capital is somewhere in between the 

cost of equity and the cost of debt. It is calculated as follows: 

WACC = (We) (re) + (Wd) (rd) (1 - t) 

Where, WACC = Weighted Average Cost of Capital, Weight of Equity 

(We) = E/D+E, Weight of Debts (Wd) = D/D+E, E = Market value of equity which 

is equal to the number of outstanding common shares issued multiplied by market 

price per share, D = Book value of a firm’s debt, Cost of Equity (re) is calculated 

with the help of inverse of price to earnings (P/E) ratio. Cost of debt financing 
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before tax (rd) is calculated as the percentage of interest cost on these debts to total 

interest bearing debts of last year. These debts include total interest bearing debts. 

rd =     Financing cost__________ 

 

t = corporate tax rate 

Actual Annual Rate of Tax is calculated as follow: 

t =     Tax Paid___________ 

 

3.5.4 Financial Policies 

Financial policies in current study include leverage policy, investment 

policy, dividend policy, corporate governance and audit quality. This study is also 

based on the said financial policies. These policies are explained and measured 

below.  

3.5.4.1 Capital structure 

Capital structure is measured by leverage ratio which is the ratio of total 

debts, including short term debts and long term debts, to total assets of the firm 

(Bhaduri, 2002; Khan, 2012). In this study, the same ratio is used in order to 

measure the value of leverage policy. 

3.5.4.2 Dividend policy 

According to Enekwe, Nweze and Agu (2015), dividend policy is the 

measure of payout ratio or dividend payout ratio. The other measure of dividend 

policy includes dividend per share which is the sum of dividends declared for every 

ordinary share issued. This measure is used in the current study as the proxy of 

dividend policy. The same measure of dividend policy is used in the current study 

was also used by Oloidi and Adeyeye (2014), and Enekwe, Nweze and Agu (2015). 

3.5.4.3 Investment policy 

 Investment policy is mainly related to the capital expenditures. Capital 

expenditures are incurred when a firm invests and creates future return for the firm 

for the benefit of its owners. A number of previous studies have used capital 

expenditures on fixed assets to measure the investment policies (Ghachem, 2008; 

and Agrawal & Nasser, 2012). Investment in fixed assets is also a measure of 

investment policy. This measure is used in current study as proxy for investment 

Net Income before Tax 

 

 

Total interest bearing debts 
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policy. The same measure of investment policy was used by Aivazian, Ge and Qui 

(2005). 

3.5.4.4 Corporate governance 

Corporate governance is the element on managerial level which is applied 

to ensure responsibility and accountability and a set of rules which should be 

applied everywhere in the firms. The major corporate governance elements include 

board size and CEO duality which are also used in the current study. The present 

study measures board size as number of members on board. This measure of boars 

size was also used by Bhagat and Bolton (2008).  

CEO Duality means when CEO of the firm also acts as the chairman of the 

board. For the calculation of CEO duality in preset study, the value 1 is used if the 

CEO is also a chairman of board of director of the firm, otherwise it is 0. Bhagat 

and Bolton (2008) and Akbar (2014) also used this calculation of CEO duality in 

their study.  

3.5.4.5 Audit quality 

Audit quality characteristics include Audit Quality (AQ), Audit Committee 

Size (ACSIZE) and Audit Committee Activity (ACA). Audit quality ensures the 

quality of the work of audit professionals. For the analysis of current study, audit 

quality is measured as dummy variable; it has value of 1 if the firms are audited by 

big four audit firms (Deloittee Touche Tohmatsu, PwC, Ernst & Young and 

KPMG), otherwise it has value of 0. 

This measure of audit quality was used by Kamran and Shah (2014). Audit 

committee size (ACSIZE) is generally calculated as the total number of members 

in audit committee (Aryan, 2015). The same measure of audit committee size is 

used in the current study. Audit committee activity (ACA) is measured in the 

current study in the same way as is measured by Afza and Nazir (2014). In the 

current study, audit committee activity is measured as the number of times audit 

committee meetings are held in a year. 

3.5.5  Control Variables 

Control variables are those which are held unchanged to assess or clarify 

the relationship among other variables. Control variables of this study are size, age, 
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growth, and tangibility. Explanations and measurements of control variables are 

given in the following section. 

3.5.5.1 Size 

The size of the firm shows how large business activities are being 

performed. Firm size affects the financial performance of a firm. It is evaluated in 

the form of number of employees, total assets scale and sales volume (Li & 

Rwegasira, 2008).  

It can also be calculated as natural log of firms’ total assets (Safarova, 

2010). In this study, size is measured as the natural log of total assets which is the 

same calculation as used by Muritala (2012) and Hunjra et al. (2014). 

3.5.5.2 Age 

The age of the firm indicates how long a firm has been operated in the 

market. In this study, it is measured as the difference between the year in which the 

firm was incorporated and the year in which firm is taken as a sample. This 

measure relates to the studies of Muritala (2012), Ajay and Madhumathi (2012), 

and Hunjra et al. (2014), in which they used the same measure of age.  

3.5.5.3 Growth 

Growth of a firm is taken as a control variable in the current study. 

Financial performance of firms also depends on growth opportunities for their 

business because firms always try to grow their business to survive in the market. 

Growth can be measured as percentage change in sales or percentage change in 

total assets. In present study, growth opportunity is calculated as percentage change 

in sales (Muritala, 2012; and Habib, Khan & Wazir, 2016).  

3.5.5.4 Tangibility 

Tangibility means investing funds in tangible fixed assets. Firms are keen to 

invest large portion of their financing in tangible fixed asset. Assets tangibility is 

taken as a control variable in present study which is measured as the percentage of 

fixed assets of a firm to its total assets. Muritala (2012) also applied this measure of 

tangibility.  
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Table 3.2: Tabular summary of definitions of variables 

Study Issue Variable/s Definition/Calculation Reference/s 

Firms’ 

Financial 

Performance 

Return on 

Assets (ROA) 

Net income Available to 

Common Shareholders/ Book 

value of assets 

Basit and Hassan (2017) 

Return on 

Equity 

Net income/ Shareholders 

equity 

Basit and Hassan (2017) 

Tobin’s Q Market value of equity  plus 

book value of liabilities divided 

by book value of Assets 

Rehman and Shah (2013)  

Corporate 

Diversificati

on 

Product 

Diversification 

Product diversification is 

measured as dummy variable 1, 

if a firm operates in more than 

one product, otherwise 0. 

Qureshi, Akhtar and 

Imdadullah (2012) 

Geographic 

Diversification 

Foreign sales divided by Total 

sales. 

Schmid and Walter 

(2012) 

Cost of 

Capital 

Weighted 

Average Cost 

of Capital 

(WACC) 

Weighted average cost of 

capital consists of cost of debt 

and cost of equity  

Pouraghajan  et al. (2012) 

Financial 

Policies 

Investment 

Policy 

Investment in Fixed Assets Aivazian, Ge and Qui 

(2005) 

Capital 

Structure/ 

Financing 

Policy 

Total debts divided by total 

assets 

Bhaduri (2002), and 

Khan (2012) 

Dividend per 

share 

Total dividends paid out in a 

year (including interim 

dividend but not special 

dividend) divided by number 

of outstanding shares. 

Oloidi and Adeyeye 

(2014), and Enekwe, 

Nweze and Agu (2015) 

Corporate 

Governance 

and Audit 

Quality 

Board Size Number of board members Bhagat and Bolton 

(2008) 

CEO duality Value as 1 is used if CEO 

also acts a director of the 

firm, otherwise it is 0.  

Akbar (2014) 

Audit quality Audit quality is measured as 

dummy variable 1, if the 

firms are audited by big four 

audit firms (Deloittee 

Touche Tohmatsu, PwC, 

Ernst & Young and KPMG), 

Aryan (2015). 
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otherwise 0. The same 

measure of audit quality was 

used by  

Audit 

Committee 

Size 

Total number of members in 

audit committee 

Azam (2015) 

Audit 

Committee 

Activity 

In this study, audit 

committee activity is 

measured as the frequency 

of audit committee meetings 

in a financial year. 

Afza and Nazir (2014) 

Control 

Variables 

Size Size is measured as Natural 

Log of Total Assets 
Hunjra et al. (2014) 

Growth Percentage change in sales Habib, Khan and Wazir 

(2016). 

Age Till the year of observations. Ajay and Madhumathi 

(2012) and Hujnra et al. 

(2014) 

Tangibility Percentage of fixed assets to 

total assets.  

Muritala(2012). 
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CHAPTER 4 

RESULTS AND DISCUSSION 

In this chapter, the impact of independent variables on dependent variables is 

discussed. Results are presented in the form of tables with correlation matrix, 

descriptive statistics and Generalized Method of Moments (GMM). An overall 

analysis of all non-financial sectors of Pakistan is also presented in the form of 

table which explains the overall impact of independent variables on dependent 

variables.  

4.1  RESULTS 

 The sector detail and overall detail using descriptive statistics, correlation 

matrix and Two-steps dynamic panel approach results are discussed in the 

following sections. 

4.2 DESCRIPTIVE ANALYSIS OF OVERALL NON-FINANCIAL SECTOR 

The mean, median, maximum and minimum values, standard deviation of 

each variable and total observations of the study are shown in Table 4.1. The 

values cover the time period ranging from 2004 to 2017 which consists of an 

unbalanced panel. The performance measures of the study are return on assets 

(ROA), Return on Equity (ROE) and Tobin’s Q (TQ). Average values of financial 

performance of non-financial firms listed on Pakistan Stock Exchange show the 

same trend with lesser variation in the values of financial performance which 

indicates that there is no outlier in the data of present study. Results further indicate 

that non-financial firms mostly rely on more than one product to survive in the 

competitive environment. However, average value also shows that they are less 

concerned about foreign sales, which is very low with less deviation in the values. 

Financial policies of the study consist of capital structure, dividend policy and 

investment policy along with corporate governance and audit quality. Capital 

structure shows that this sector depends more on debts as compared to equity 

financing. In addition, capital structure has also not much variation in the values 

because more than half of financing comes from debts in almost all firms. This 

sector is also growing in terms of fixed assets investment.  
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Table 4.1: Descriptive statistics of overall non-financial sector 

  Mean Median Maximum Minimum  Std. Dev.  Obs. 

ROA 0.038 0.033 1.063 -1.961 0.123 3514 

ROE 0.140 0.126 4.464 -3.718 0.451 3514 

TQ 1.364 0.973 42.140 0.109 1.602 3514 

PD 0.825 1.000 1.000 0.000 0.380 3514 

GD 0.149 0.005 1.019 0.000 0.254 3514 

COC 0.042 0.037 0.922 -0.817 0.099 3514 

CS 0.607 0.598 4.414 0.000 0.316 3514 

DP 5.257 0.215 606.920 0.000 23.971 3514 

IP 0.139 0.006 11.429 -1.000 0.566 3514 

ACA 4.175 4.000 10.000 1.000 0.616 3514 

ACSIZE 3.268 3.000 8.000 2.000 0.603 3514 

AQ 0.456 0.000 1.000 0.000 0.498 3514 

BSIZE 7.897 7.000 16.000 4.000 1.361 3514 

CEOD 0.278 0.000 1.000 0.000 0.448 3514 

AGE 34.410 30.000 157.000 0.000 19.007 3514 

GRTH 0.161 0.068 16.166 -1.000 0.722 3514 

SIZE 21.845 21.819 27.165 15.443 1.608 3514 

TANG 0.471 0.477 0.996 0.000 0.223 3514 
Note: ROA is Return on Assets, ROE is Return of Equity, TQ is the Market Return, PD is Product 

Diversification, GD is Geographic Diversification, COC is Cost of Capital, DP is Dividend Policy, CS is 

Capital Structure, IP is Investment Policy, ACA is Audit Committee Activity, ACSIZE is Audit Committee 

Size, AQ is Audit Quality, BSIZE is Board Size, CEOD is CEO Duality, AGE is Years of Active of the Firm, 

GRTH is Sales Growth, SIZE is Natural Log of Total Sales, TANG is Tangible Fixed Assets to Total Assets. 
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Among corporate governance variables used in study, results of audit 

committee activity implies that on average, four audit committee meetings are held 

per year in the non-financial sector of Pakistan. The mean values of audit 

committee size shows that, on average, an audit committee has three members. 

Average value of audit quality implies that on average more than one third times, 

firms get their account audited by big four audit firms. Board size and CEO duality 

explain that on average, most of the firms have eight board members and the CEO 

on average does not act as a chairman of the board. There is less deviation in the 

values of all corporate governance variables. Average age of the firms in non-

financial sector is almost 34 years with large amount of variation in age. This 

sector is also growing in terms of sales, whereas, value of tangibility shows that 

almost half of the financing is used in fixed assets. Median values of all variables 

are almost same as average values except for audit quality board size and CEO 

duality. Total observations of the study are 3514 from 2004 to 2017. 

4.3 CORRELATION ANALYSIS OF OVERALL NON-FINANCIAL 

SECTOR 

 The correlation matrix of all explanatory variables of the study is presented 

in Table 4.2, which is calculated based on data of 288 non-financial firms of 

Pakistan. Results of correlation matrix show that there is no highly correlation 

between explanatory variables, so there is no issue of multicollinearity.  

4.4 REGRESSION ANALYSIS 

 Table 4.3 shows the impact of corporate diversification, cost of capital and 

financial policies on ROA for non-financial sector of Pakistan by applying two-step 

system dynamic panel estimation. Corporate diversification is categorized as 

product diversification and geographic diversification. Three models are run for 

each of the dependent variable in the analysis. In the first model, the impact of 

independent variables on financial performance is analyzed with product 

diversification. In the second model, the impact of independent variables on 

performance is analyzed with geographic diversification. In the third model, the 

impact of independent variables on financial performance is analyzed with 

combined effects of product diversification and geographic diversification.  
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 Table 4.2: Correlation analysis of overall non-financial sector 

  ROA ROE TQ PD GD COC CS DP IP ACA ACSIZE AQ BSIZE CEOD AGE GRTH SIZE TANG 

ROA 1                                   

ROE 0.202 1                                 

TQ 0.151 0.114 1                               

PD 0.086 0.032 0.063 1                             

GD -0.029 -0.020 -0.128 0.057 1                           

COC 0.519 0.175 -0.034 0.046 0.043 1                         

CS -0.345 0.006 -0.024 -0.034 0.023 -0.231 1                       

DP 0.225 0.190 0.200 0.070 -0.050 0.030 -0.047 1                     

IP 0.025 0.021 0.000 0.030 0.000 0.006 -0.037 0.006 1                   

ACA -0.027 0.025 0.066 0.023 0.011 0.028 -0.036 0.009 -0.007 1                 

ACSIZE 0.198 0.052 0.135 -0.022 -0.130 0.045 -0.118 0.098 0.006 0.149 1               

AQ 0.304 0.065 0.173 0.081 -0.082 0.149 -0.245 0.170 0.035 0.091 0.306 1             

BSIZE 0.187 0.062 0.073 -0.064 -0.139 0.065 -0.117 0.068 0.024 0.105 0.469 0.273 1           

CEOD -0.143 0.004 -0.048 0.014 0.088 -0.082 0.134 -0.013 -0.023 -0.021 -0.144 -0.264 -0.190 1         

AGE 0.099 0.046 0.038 0.085 -0.056 0.025 -0.082 0.121 0.016 0.014 0.091 0.123 0.085 -0.048 1       

GRTH 0.067 -0.003 0.005 0.007 -0.013 0.057 -0.028 -0.010 0.218 -0.003 -0.001 0.002 0.000 -0.021 -0.028 1     

SIZE 0.220 0.108 0.045 0.063 0.108 0.094 -0.081 0.156 0.062 0.136 0.349 0.307 0.300 -0.134 0.065 -0.013 1   

TANG -0.266 -0.046 -0.128 0.010 0.031 -0.140 0.264 -0.131 0.048 -0.046 -0.086 -0.235 -0.135 0.092 -0.103 -0.026 -0.086 1 

 

 

Note: ROA is Return on Assets, ROE is Return of Equity, TQ is the Market Return, PD is Product Diversification, GD is Geographic Diversification, COC is Cost of Capital, DP is Dividend Policy, 

CS is Capital Structure, IP is Investment Policy, ACA is Audit Committee Activity, ACSIZE is Audit Committee Size, AQ is Audit Quality, BSIZE is Board Size, CEOD is CEO Duality, AGE is 

Years of Active of the Company, GRTH is Sales Growth, SIZE is Natural Log of Total Sales, TANG is Tangible Fixed Assets to Total Assets. 
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Table 4.3: Two-step system dynamic panel estimation with ROA 

 

Model 1 Model 2 Model 3 

Variables Coef. t-Stat Coef. t-Stat Coef. t-Stat 

L1. 0.175*** (21.340) 0.175*** (21.440) 0.175*** (21.340) 

L2. 0.079*** (19.740) 0.079*** (19.770) 0.079*** (19.760) 

PD -0.007 (-1.220)  --- --- -0.006 (-1.180) 

GD  --- --- 0.000 (0.080) 0.001 (0.190) 

COC 0.583*** (36.820) 0.581*** (36.810) 0.584*** (36.760) 

CS -0.051*** (-9.890) -0.050*** (-9.720) -0.052*** (-9.960) 

DP 0.000*** (5.230) 0.000*** (5.280) 0.000*** (5.310) 

IP -0.001 (-0.500) -0.001 (-0.440) -0.001 (-0.550) 

ACA -0.005*** (-2.600) -0.005** (-2.540) -0.005** (-2.570) 

ACSIZE 0.003 (1.470) 0.004 (1.530) 0.003 (1.470) 

AQ 0.003 (0.570) 0.004 (0.720) 0.003 (0.560) 

BSIZE 0.003** (2.220) 0.003** (2.170) 0.003** (2.190) 

CEOD -0.002 (-0.360) -0.001 (-0.270) -0.002 (-0.390) 

AGE 0.000 (0.750) 0.000 (0.740) 0.000 (0.760) 

GRTH 0.010*** (7.440) 0.010*** (7.300) 0.010*** (7.370) 

SIZE 0.015*** (7.600) 0.014*** (7.700) 0.015*** (7.670) 

TANG -0.076*** (-6.720) -0.075*** (-6.560) -0.075*** (-6.650) 

C -0.278*** (-7.000) -0.273*** (-7.050) -0.274*** (-7.040) 
Note: L1. is First Lag of dependent variable, L2. is second Lag of dependent variable, ROA is Return on 

Assets, PD is Product Diversification, GD is Geographic Diversification, COC is Cost of Capital, DP is 

Dividend Policy, CS is Capital Structure, IP is Investment Policy, ACA is Audit Committee Activity, ACSIZE 

is Audit Committee Size, AQ is Audit Quality, BSIZE is Board Size, CEOD is CEO Duality, AGE is Years of 

Active of the Firm, GRTH is Sales Growth, SIZE is Natural Log of Total Assets, TANG is Tangible Fixed 

Assets to Total Assets. ***, ** and * show significance level at 1%, 5% and 10%. 
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Table 4.4: Two-step system dynamic panel estimation with ROE 

 

Model 1 Model 2 Model 3 

Variables Coef. t-Stat Coef. t-Stat Coef. t-Stat 

L1. 0.086*** (10.570) 0.092*** (12.080) 0.087*** (10.640) 

L2. 0.091*** (11.280) 0.084*** (9.780) 0.086*** (10.170) 

PD 0.161*** (4.150)  --- --- 0.154*** (3.910) 

GD  --- --- 0.082*** (3.190) 0.068** (2.550) 

COC 0.780*** (8.680) 0.810*** (8.700) 0.757*** (8.560) 

CS 0.040** (2.010) 0.032* (1.660) 0.037* (1.840) 

DP 0.000** (-2.050) 0.000 (-1.490) 0.000** (-2.060) 

IP -0.001 (-0.210) 0.001 (0.100) -0.001 (-0.110) 

ACA 0.001 (0.200) 0.001 (0.120) 0.001 (0.140) 

ACSIZE 0.023* (1.860) 0.024** (1.970) 0.024* (1.900) 

AQ -0.082** (-2.510) -0.075** (-2.420) -0.080** (-2.420) 

BSIZE 0.005 (0.790) 0.009 (1.520) 0.006 (1.020) 

CEOD -0.002 (-0.100) -0.003 (-0.210) 0.000 (-0.020) 

AGE 0.000 (0.080) 0.001 (0.800) 0.000 (0.210) 

GRTH 0.014*** (2.840) 0.015*** (3.230) 0.013*** (2.710) 

SIZE 0.003 (0.250) 0.002 (0.240) 0.001 (0.100) 

TANG 0.082** (2.110) 0.084** (2.120) 0.078*** (2.020) 

C -0.258 (-1.230) -0.195 (-0.960) -0.243 (-1.150) 
Note: L1. is First Lag of dependent variable, L2. is second Lag of dependent variable, ROE is Return on 

Equity, PD is Product Diversification, GD is Geographic Diversification, COC is Cost of Capital, DP is 

Dividend Policy, CS is Capital Structure, IP is Investment Policy, ACA is Audit Committee Activity, ACSIZE 

is Audit Committee Size, AQ is Audit Quality, BSIZE is Board Size, CEOD is CEO Duality, AGE is Years of 

Active of the Firm, GRTH is Sales Growth, SIZE is Natural Log of Total Assets, TANG is Tangible Fixed 

Assets to Total Assets. ***, ** and * show significance level at 1%, 5% and 10%. 
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Table 4.5: Two-step system dynamic panel estimation with TQ 

Note: L1. is First Lag of dependent variable, L2. is second Lag of dependent variable, TQ is Tobin’s Q, PD is 

Product Diversification, GD is Geographic Diversification, COC is Cost of Capital, DP is Dividend Policy, CS 

is Capital Structure, IP is Investment Policy, ACA is Audit Committee Activity, ACSIZE is Audit Committee 

Size, AQ is Audit Quality, BSIZE is Board Size, CEOD is CEO Duality, AGE is Years of Active of the Firm, 

GRTH is Sales Growth, SIZE is Natural Log of Total Assets, TANG is Tangible Fixed Assets to Total Assets. 

***, ** and * show significance level at 1%, 5% and 10%. 

 

 

 

 

 

 

 

 

 

 

 

 

 

Model 1 Model 2 Model 3 

Variables Coef. t-Stat Coeff. t-Stat Coef. t-Stat 

L1. 0.613*** (131.570) 0.617*** (128.240) 0.611*** (124.870) 

L2. -0.083*** (-24.050) -0.081*** (-22.700) -0.083*** (-23.110) 

PD 0.566*** (4.830)  --- --- 0.698*** (5.940) 

GD  --- --- -0.451*** (-4.130) -0.571*** (-5.010) 

COC -0.753*** (-5.670) -0.625*** (-4.850) -0.707*** (-5.510) 

CS 0.291*** (5.390) 0.282*** (5.450) 0.281*** (5.220) 

DP 0.006*** (8.020) 0.006*** (8.710) 0.006*** (8.520) 

IP -0.038*** (-3.220) -0.015 (-1.170) -0.019 (-1.430) 

ACA 0.425*** (12.400) 0.430*** (11.310) 0.412*** (11.060) 

ACSIZE 0.185*** (6.710) 0.189*** (6.890) 0.188*** (6.760) 

AQ 1.275*** (13.690) 1.242*** (13.400) 1.217*** (12.800) 

BSIZE 0.113*** (5.870) 0.116*** (6.270) 0.120*** (6.310) 

CEOD -0.407*** (-7.800) -0.348*** (-6.540) -0.329*** (-6.010) 

AGE -0.004** (-1.970) -0.002 (-1.030) -0.003 (-1.330) 

GRTH 0.030*** (3.190) 0.026*** (2.950) 0.029*** (2.980) 

SIZE -0.221*** (-8.530) -0.181*** (-7.010) -0.212*** (-8.260) 

TANG -0.547*** (-5.980) -0.539*** (-5.950) -0.589*** (-6.410) 

C 1.544*** (2.790) 1.093* (1.910) 1.310*** (2.320) 



120 

 

Both product diversification and geographic diversification show 

insignificant impact on ROA. Insignificant relation suggests that highly diversified 

firms may not attract shareholders. The insignificant impact of corporate 

diversification might be because the extra expenses with respect to diversification 

offset the revenue from diversification (Hengartner, 2006). Cost of capital has a 

significant and positive impact on ROA. This implies that when there is increase in 

cost of capital, investors are more attracted towards investment that leads to 

increase in firm value. In addition, fixed interest charges also decreases taxes 

payable which is a positive sign for firms’ financial performance. Dividend policy 

is one of the financial policies of the study which is measured as dividend per share 

and shows a significant and positive impact on ROA with very small value of 

coefficient. The significant influence of dividend policy on corporate financial 

performance follows Bird in Hand Theory of Gordon (1963), which describes that 

paying dividend affects value of a firm. Capital structure is another financial policy 

used in the current study by applying total debts to total assets ratio.  

The results of the study show that capital structure has a significant but 

negative impact on ROA. Negative impact of capital structure implies that when 

firms increase debt financing, their return is decreased due to paying more interest 

to their creditors. This leads to decrease financial performance of the firms. This 

further signifies that when firms increase debt financing, they do not manage them 

in efficient way. The result is similar to the results of Habib, Khan and Wazir 

(2016). Investment policy, which is measured in terms of tangible fixed assets 

investment, shows an insignificant impact on ROA. The reason may be that fixed 

assets investment provides long term benefits to the firms, hence it does not affect 

current profitability. The analysis is also done to investigate the impact of corporate 

governance variables and audit quality characteristics. Regarding the impact of 

corporate governance on financial performance, the results show that not all the 

variables of corporate governance in the context of non-financial firms of Pakistan 

have a significant impact on ROA. Audit committee activity shows significant and 

negative effect on ROA while board size shows a significant and positive effect on 

ROA.  
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Board size reveals significant and positive effect on ROA. The results of 

board size are similar to the results of Ali and Nasir (2014). Audit committee size 

also shows insignificant impact on ROA. CEO duality shows an insignificant 

impact on ROA. The results regarding CEO duality on ROA are in line with the 

results of Chen et al. (2008). This means that in the context of the non-financial 

sector of Pakistan, CEO duality and number of members on an audit committee do 

not affect profitability in terms of ROA. CEO duality has an insignificant impact 

on financial performance is because of firm characteristics and ownership structure. 

Firms optimally and endogenously determine the choice of their dual or non-dual 

CEO (Chen et al., 2008). Inconsistent and mostly insignificant impact of corporate 

governance and audit quality indicates a weak and inefficient corporate governance 

system in non-financial sector of Pakistan. All control variables except age, have 

significant impact on ROA.  

Table 4.4 shows the impact of corporate diversification, cost of capital and 

financial policies on firms’ financial performance measured as ROE by applying 

two-step dynamic panel regression estimation. Findings of the analysis reveal that 

in the case of the financial performance measure of ROE, both measures of 

corporate diversification show significant impact on ROE. Results also show that 

cost of capital has significant and positive impact on ROE. The possible reasons of 

positive effects of cost of capital on firms’ financial performance may be that 

investors provide funds to the firms and demand expected return which is cost of 

funds. Firms provide expected return to the investors and use the funds in their 

business. This accomplishes firm’s requirements and that results in improving 

firm’s financial performance.  

This shows that cost of capital is a good determinant of firms’ financial 

performance. Financial policy measured as dividend policy reveals a significant 

and positive impact on ROE in first and third models with least amount of 

coefficient. However, it has insignificant impact on ROE in second model. Varying 

results of dividend policy are because firms do not implement regular pattern of 

paying dividends. In addition, they are also not concerning about maintaining share 

prices. However, when financial policy is measured as capital structure, it shows a 

significant and positive relationship between total debts to total assets and ROE. 
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This means that when a firm increases debt financing, its ROE is also increased due 

to payment of interest expenses, which is tax deductible. This also signifies that 

firms are maintaining their debt structure in an efficient way to enhance financial 

performance. 

Investment policy shows an insignificant impact on ROE. Most of the 

variables of corporate governance show an insignificant impact but audit 

committee size and audit quality have a significant impact on ROE in all three 

models. The insignificant impact of corporate governance shows that ROE is not 

affected by the way corporate governance of the firm is managed. Mostly the 

results regarding impact of corporate governance on financial performance are 

similar to the studies conducted by Dar et al. (2011); and Afza and Nazir (2014). 

Among control variables, only growth and tangibility show significant and positive 

effect on ROE. 

Table 4.5 shows the impact of corporate diversification, cost of capital and 

financial policies on financial performance measured as Tobin’s Q by applying 

two-step dynamic panel regression estimation. The results show that product 

diversification has a significant impact on Tobin’s Q which indicates that due to 

increase in the number of product lines, the market measure of performance is 

increased. Geographic diversification shows a significant and negative impact on 

financial performance. Overall results indicate that although corporate 

diversification has generally significant impact on Tobin’s Q but it shows mixed 

outputs. Varying outputs of corporate diversification strategy signify the ineffective 

utilization of resources (Gao & Chou, 2015).  

The cause of negative effect of geographic diversification on firm’s 

financial performance is that multinational firms have unproductive innovation as 

compared to local firms and this low level of innovation explains adverse impact of 

geographic diversification on market measure of firm’s financial performance (Gao 

& Chou, 2015). Another reason of inverse effect of geographic diversification on 

firms’ financial performance is that ineffective corporate governance system 

persuades managers to grow their business for their personal benefits that puts 

negative effect on financial performance of the firm (Phung & Mishra, 2016). This 

reason is in line with Agency Theory of Jensen and Meckling (1976). 
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The cost of capital shows a significant but negative impact on Tobin’s Q for 

all three models. This signifies that with increase in expected return on capital, 

there is decrease in market measure of performance. This might be because when 

the required rate of return is increased, the firms might start decreasing their equity 

investment, resulting in a decreased market measure of performance. The outputs 

are similar to the Net Income Approach that justifies negative effect of overall cost 

of capital on financial performance of the firms. 

When financial policy is measured in terms of capital structure, it shows a 

significant and positive impact on Tobin’s Q. It means that when firms increase 

equity and debt financing, their market performance is also increased. Significant 

and positive impact of capital structure on financial performance shows that firms 

implement capital structure properly, which enhances market performance. 

Financial policy measured as dividend policy also shows a significant and positive 

impact on the market measure of performance.  

However, when financial policy is measured as investment policy, it shows 

an insignificant and negative impact on Tobin’s Q in second and third models of 

the study. This financial policy shows significant impact on Tobin’s Q in first 

model with negative coefficient. The negative impact suggests that when firms 

invest in long term  assets, it decreases cash flow and daily operations of the firms 

are affected negatively. However, mixed and generally insignificant impact of 

investment policy means that when firms increase investment in fixed assets 

Tobin’s Q is not affected as fixed assets investment is long term investment and 

market measure of performance is not affected because of this long term 

investment. The insignificant effect of investment policy follows the results of 

Aryan (2015).  

The results also indicate that all measures of corporate governance show a 

significant impact on financial performance measured as Tobin’s Q. CEO Duality 

shows a negative impact on Tobin’s Q, while all other variables show a positive 

impact on Tobin’s Q. This negative relationship between CEO duality and Tobin’s 

Q is similar to the study conducted by Ehikioya (2009), and Iftikhar and Yasir 

(2013). It means that when the CEO of the firm acts as chairman of the board as 

well, the market measure of performance of the firm is decreased. This further 
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signifies that when CEO also acts as a chairman of the board, he may not be able to 

take effective decisions relating to market measure of financial performance of the 

firms.  

The significant impacts of corporate governance and audit quality on 

Tobin’s Q shows that governance system is efficiently contributing towards 

improving market measures of performance and there are good market related 

decisions at top level. In addition, results indicate that all measures of control 

variables are significantly affecting Tobin’s Q. Age, size and tangibility have 

significant and negative impact on Tobin’s Q while growth has significant and 

positive impact on Tobin’s Q.  

4.5 SECTORAL ANALYSIS 

The importance of efficient management of corporate diversification 

strategies and financial policies including corporate governance policies can not be 

ignored. If a firm manages its financial policies and diversification policy, it can 

improve financial performance. In this regard, the impact of corporate 

diversification cost of capital and financial policies on financial performance of 

non-financial firms at sectoral level is analyzed in the following section.  

4.5.1 Descriptive Statistics 

The sector wise mean values and standard deviation of each variable during 

2004 to 2017 are presented in Table 4.6. The figure shows that on an average, 

Food, Personal Care and Vanaspati sector has the highest return on assets followed 

by Fertilizer, Jute, Forestry and Tobacco and Oil and Gas, Refinery and Energy 

sectors. However, an average return on assets in Sugar Sector is negative which is 

the lowest return among all sectors. Textile sector has also lower return on equity. 

This may be because sugar and textile sectors have higher debt capacity which 

causes decrease in return on assets. In addition, results show that return on equity 

in all other sectors is comparatively higher than return on assets.  
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Table 4.6: Sector wise descriptive statistics 

Varaibles   Auto, Eng, Cable n Elect Chem & Phar  Cem n Cera Fert,Jute,For & Tob Sugar Sector Food,PC & Vanas Oil, Refin n Energy Textile 

  N 451 456 376 223 330 255 203 1222 

ROA 
Mean 0.053 0.056 0.042 0.083 -0.002 0.088 0.079 0.010 

S.D 0.108 0.135 0.108 0.120 0.157 0.165 0.116 0.097 

ROE 
Mean 0.153 0.112 0.098 0.165 0.172 0.296 0.199 0.100 

S.D 0.361 0.345 0.351 0.259 0.578 0.504 0.463 0.482 

TQ 
Mean 1.341 1.814 1.188 1.945 1.201 2.392 1.645 0.983 
S.D 0.901 2.835 0.664 2.738 1.250 2.343 1.118 0.727 

PD 
Mean 0.860 0.818 0.846 0.619 0.915 0.945 0.616 0.834 

S.D 0.347 0.386 0.362 0.487 0.279 0.228 0.488 0.372 

GD 
Mean 0.032 0.058 0.112 0.020 0.116 0.045 0.026 0.314 

S.D 0.099 0.144 0.140 0.082 0.174 0.110 0.051 0.337 

COC 
Mean 0.041 0.038 0.051 0.070 0.024 0.040 0.053 0.048 
S.D 0.065 0.091 0.108 0.099 0.101 0.053 0.102 0.208 

CS 
Mean 0.593 0.528 0.570 0.506 0.696 0.518 0.542 0.693 

S.D 0.387 0.276 0.281 0.316 0.378 0.248 0.262 0.393 

DP 
Mean 6.484 5.062 1.091 3.933 1.298 27.967 7.255 2.415 

S.D 16.921 18.211 2.367 5.412 3.011 76.019 11.161 8.054 

IP 
Mean 0.176 0.095 0.182 0.127 0.117 0.189 0.181 0.116 

S.D 0.659 0.431 0.579 0.459 0.410 0.726 0.492 0.595 

ACA 
Mean 4.237 4.140 4.138 4.188 4.127 4.082 4.394 4.170 

S.D 0.762 0.661 0.416 0.704 0.625 0.315 0.929 0.539 

ACSIZE 
Mean 3.481 3.279 3.375 3.691 3.055 3.251 3.803 3.052 

S.D 0.671 0.538 0.693 0.962 0.326 0.494 1.005 0.229 

AQ 
Mean 0.608 0.667 0.598 0.650 0.182 0.678 0.685 0.232 
S.D 0.489 0.472 0.491 0.478 0.386 0.468 0.466 0.422 

BSIZE 
Mean 8.213 7.770 7.846 8.848 7.830 7.808 9.562 7.435 

S.D 1.457 1.078 1.206 1.890 1.002 1.210 2.501 0.721 

CEOD 
Mean 0.169 0.239 0.165 0.184 0.397 0.180 0.222 0.379 

S.D 0.375 0.427 0.372 0.388 0.490 0.385 0.416 0.485 

AGE 
Mean 36.725 37.404 29.250 36.691 31.576 43.408 36.700 32.168 
S.D 16.856 22.641 14.672 17.942 13.997 31.222 22.121 15.557 

GRTH 
Mean 0.185 0.135 0.299 0.099 0.188 0.188 0.153 0.123 

S.D 0.618 0.552 1.139 0.293 0.637 0.748 0.472 0.765 

SIZE 
Mean 21.870 21.278 22.374 22.278 21.566 21.238 23.881 21.576 

S.D 1.306 1.659 1.405 2.334 1.048 1.671 1.804 1.313 

TANG 
Mean 0.338 0.417 0.643 0.425 0.558 0.370 0.320 0.521 
S.D 0.208 0.238 0.191 0.230 0.176 0.184 0.205 0.187 
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Food, Personal Care and Vanaspati sector has the highest return on equity, 

whereas, Cement, Glass and Ceramics has the lowest return on equity followed by 

Textile sector. The highest Tobin’s Q relates to Food and Personal Care products 

and Vanaspati sector, whereas the lowest Tobin’s Q relates to Textile sector. 

Higher returns of Food sector justify improvement in financial performance of this 

sector. In addition, share prices of few firms in this sector are very high which 

results in increase in market measure of performance. Other sectors also have 

higher Tobin’s Q with average values of more than one, which shows good market 

measure of performance. Standard deviation of return on assets and return on 

equity is low which shows same trend in the values. However, standard deviation 

of Tobin’s Q is relatively high for almost all sectors because of high fluctuation in 

share prices.  

Results indicate that all sectors on an average, deal in more than one 

product because of survival and growth in globalized and competitive business 

environment. Highest average value of product diversification is in Food, Personal 

Care and Vanaspati followed by Sugar sector. This indicates that nearly all the 

firms in Sugar Food sector of Pakistan deal in more than one product which is good 

sign for Pakistan. The lowest average value of product diversification relating to 

Oil and Gas, Refinery and Energy sector because nature of product in this sector is 

different in a way that few firms in this sector focus only on one nature of product. 

Still, more than half of the firms in this sector are operating in more than one 

product. The highest average value of geographic diversification relates to Textile 

sector which indicates that 31.4 percent of the total sales of this sector come from 

export. The lowest exports belong to Fertilizer, Jute, Forestry and Tobacco sector. 

Average value of geographic diversification also indicates that all the sectors are 

engaged in export activities but the portion of export to total sales is very low. 

However, Cemenet, Glass and Ceramics and Sugar sectors are improving their 

foreign sales. An average lowest cost of capital belongs to Sugar sector, while 

highest cost of capital relates to Fertilizer, Jute, Forestry and Tobacco sector. The 

average cost of capital of other sectors also shows the same trend with less standard 

deviation values. This shows that firms are not paying much amount of returns to 

their fund providers. 
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The highest dividend per share belongs to Food, Personal Care and 

Vanaspati sector followed by Oil and Gas, Refinery and Energy sector. Higher 

values of dividend per share of these sectors suggest that they are paying high 

amount of dividend to their shareholders. In addition, dividend per share is lowest 

for Cement, Glass and Ceramics sector. However, standard deviation of dividend 

per share is very high for all the sectors due to inconsistent and irregular pattern of 

paying dividend in all the sectors. Debt ratio is highest for Sugar sector followed by 

Textile sector. While on average, debt ratio for other sectors implies that all non-

financial sectors rely more on debt financing as compared to equity financing.  

Mean value of investment policy is highest for Food, Personal Care and 

Vanaspati sector which shows that this sector is investing more in fixed assets. In 

all other sectors, investment policy shows almost same trend meaning that all 

sectors are growing in terms of investment in fixed asset. Audit committee meets 

four times per year for all sectors, while Audit committee size is from 3 to 4 

members in all sectors. Mostly all sample firms get their accounts audited by big 

four audit firms except for Sugar sector and Textile sector. This signifies that Sugar 

and Textile sectors rely more on national audit professionals. Mean values of board 

size indicate that number of members on board is 7 to 8. However, highest average 

members on board are 9.5 for Oil and Gas, Refinery and Energy sector. Results 

show that CEO does not act as chairman of the board in all sectors. Board size has 

high deviation in the values because of highly fluctuation in the size of board. 

However, there is not much deviation in the values of other corporate governance 

and audit quality variables. Average age for all sectors is from 30 years to 43 years. 

However, highest average age is for Food, PC and Vanaspati sector which shows 

that firms in this sector are more old. Standard deviation of age is very high for all 

the sector because some firms are too old and others are too new. Highest sales 

growth is for Cement and Ceramics sector while lowest sales growth is for 

Fertilizer, Jute, Forestry and Tobacco sector. Assets tangibility has highest average 

value for Cement and Glass and Ceramics sector, whereas it is lowest for Oil and 

Gas, Refinery and Energy sector. For other sectors, average values of assets 

tangibility shows that firms are improving their investment in fixed assets 
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4.5.2 Sector Wise Regression Analysis with ROA 

         The sectoral results regarding the impact of corporate diversification (product 

diversification and geographic diversification), cost of capital and financial policies 

on financial performance are presented are analyzed in this section by taking 

Return on Assets (ROA) as dependent variable. Table 4.7 displays model 1 where 

the comparative two-step dynamic regression analysis of the model with product 

diversification representing corporate diversification is separately analyzed. Table 

4.8 represents model 2 where the comparative analysis of the model with 

geographic diversification representing corporate diversification is separately 

analyzed. However, Table 4.9 shows model 3 where comparative analysis of the 

model with combined effect of product diversification and geographic 

diversification is analyzed. 

Sectoral analysis of the study represents different results on the basis of 

features and business activities of each sector. Results indicate that in first and third 

models, product diversification has a significant and negative impact on ROA for 

Chemical and Pharmaceutical and Textile sectors. However, in third model, 

product diversification has significant and negative impact on ROA for Textile 

sector. For all other sectors, product diversification has an insignificant impact on 

ROA. The result shows that not all sectors utilize resources properly in order to 

improve financial performance measured as ROA. Geographic diversification has a 

significant and positive impact on ROA for the Food, Personal Care and Vanaspati; 

and Textile sector in first and third models. The positive and significant impact 

implies that financial performance of Textile sector improves with an increase in 

foreign sales and product lines. In addition, geographic diversification has 

significant and negative impact on ROA for Cement, Glass and Ceramics sector in 

first model. However, in third model of the study, geographic diversification has 

significant and negative impact on ROA for Chemical and Pharmaceutical and 

Cement, Glass and Ceramics sectors. For other sectors, geographic diversification 

does not play significant role in determining the financial performance of the firms. 

The insignificant impact signifies that there is need of improvement in export for 

other sectors to improve financial performance.  
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  Table 4.7: Sector wise two-step system dynamic panel estimation with ROA  

Variables   Auto, Eng, Cable n Elect Chem & Phar Cem & Cera Fert, Jute, For & Tob Sugar Sector Food, PC & Vanas Oil & Refin Textile 

L1. 
Coef. 0.273*** 0.130*** (0.122) -0.270 0.309*** 0.068 -0.066 0.162*** 

t-Stat (3.110) (9.760) (2.510) (-0.940) (17.510) (0.500) (-0.340) (61.800) 

L2. 
Coef. 0.156** -0.010 (0.022) -0.115 0.007 0.084* 0.201 0.032*** 

t-Stat (2.230) (-0.830) (0.290) (-0.550) (0.190) (1.750) (1.110) (13.400) 

PD 
Coef. 0.003 -0.077*** (-0.095) -0.002 0.003 0.006 -0.009 -0.038*** 

t-Stat (0.200) (-3.350) (-1.490) (-0.040) (0.010) (0.130) (0.130) (-12.880) 

COC 
Coef. 0.829*** 0.961*** (0.565) 0.745*** 0.843*** 0.878*** 0.279 0.253*** 

t-Stat (15.350) (52.550) (5.730) (3.160) (13.820) (10.110) (1.590) (35.210) 

CS 
Coef. 0.014 -0.123*** (-0.032) -0.075 -0.039*** 0.108*** -0.244*** -0.115*** 

t-Stat (1.370) (-5.720) (-3.350) (-0.870) (-2.820) (3.090) (-2.920) (-46.170) 

DP 
Coef. 0.001 0.000 (0.010) 0.008** 0.001 0.000*** 0.000 -0.002*** 

t-Stat (1.360) (-0.510) (4.420) (2.370) (0.510) (3.170) (-0.570) (-10.690) 

IP 
Coef. 0.006* 0.003 (-0.009) 0.061 0.005 -0.007*** 0.001 -0.013*** 

t-Stat (1.650) (0.920) (-1.240) (1080) (0.540) (-3.880) (0.150) (-11.650) 

ACA 
Coef. -0.004 -0.005 (0.008) 0.008 -0.101*** 0.002 -0.003 0.003*** 

t-Stat (-1.580) (-1.260) (1.120) (0.330) (-5.990) (0.140) (-0.730) (3.140) 

ACSIZE 
Coef. -0.001 0.001 (0.003) 0.002 0.038*** 0.007 0.005 -0.024*** 

t-Stat (-0.360) (0.130) (0.310) (0.170) (4.530) (0.880) (0.810) (-6.020) 

AQ 
Coef. 0.013 0.015 (-0.003) 0.116 -0.151 0.036 0.039 -0.014*** 

t-Stat (1.290) (0.890) (-0.300) (1.320) (-0.760) (1.430) (0.660) (-3.600) 

BSIZE 
Coef. -0.002 0.006* (0.009) -0.003 -0.011 -0.004 -0.011 0.006*** 

t-Stat (-0.710) (1.640) (1.200) (-0.280) (-0.590) (-0.890) (-1.360) (7.140) 

CEOD 
Coef. 0.001 -0.034*** (0.018) -0.004 0.037** -0.001 -0.035 0.018*** 

t-Stat (0.050) (-5.230) (2.450) (-0.130) (2.140) (-0.070) (-1.190) (10.680) 

AGE 
Coef. -0.001 0.004*** (0.000) -0.007 -0.004 0.003 -0.003 -0.004*** 

t-Stat (-0.700) (3.920) (-0.130) (-1.380) (-1.340) (0.810) (-1.190) (-21.820) 

GRTH 
Coef. 0.009 0.020*** (0.004) -0.062 0.011* 0.001 0.025** 0.016*** 

t-Stat (1.560) (3.920) (5.520) (-1.430) (1.740) (0.220) (2.590) (24.410) 

SIZE 
Coef. 0.038*** -0.017*** (-0.013) -0.001 0.039** -0.021 0.006 0.027*** 

t-Stat (6.070) (-3.900) (-1.420) (-0.050) (2.070) (-0.950) (0.280) (24.480) 

TANG 
Coef. -0.056 0.005 (-0.033) -0.522 0.056 0.014 0.001 -0.068*** 

t-Stat (-1.350) (0.310) (-1.070) (-1.100) (1.160) (0.210) (0.010) (-19.180) 

C 
Coef. -0.771*** 0.324*** (0.291) 0.481 -0.375 0.282 0.233 -0.307*** 

t-Stat (-6.660) (3.920) (1.500) (0.530) (-0.710) (0.810) (0.670) (-10.200) 
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Table 4.8: Sector wise two-step system dynamic panel estimation with ROA  

Variables   Auto, Eng, Cable n Elect Chem & Phar Cem & Cera Fert,Jute,For & Tob Sugar Sector Food,PC & Vanas Oil & Refin Textile 

L1. 
Coef. 0.210*** 0.105*** 0.253** -0.329 0.217*** -0.475 -0.011 0.164*** 

t-Stat (2.600) (5.470) (2.540) (-1.080) (2.680) (-1.500) (-0.070) (76.040) 

L2. 
Coef. 0.130** 0.020 0.069 -0.202* 0.013 0.040* 0.329* 0.031*** 

t-Stat (2.300) (0.640) (0.920) (-1.740) (0.290) (1.940) (1.890) (15.280) 

GD 
Coef. -0.027 -0.075 -0.090*** -0.066 -0.017 0.034*** 2.191* 0.005** 

t-Stat (-0.470) (-1.530) (-4.380) (-0.290) (-0.890) (2.830) (1.750) (2.110) 

COC 
Coef. 0.834*** 0.900*** 0.494*** 0.732*** 0.877*** 0.619*** 0.189 0.247*** 

t-Stat (17.520) (36.470) (4.650) (3.080) (17.580) (3.960) (1.050) (38.120) 

CS 
Coef. 0.013* -0.081*** -0.034 -0.098 -0.031*** 0.102*** -0.321*** -0.114*** 

t-Stat (1.860) (-3.130) (-4.830) (-1.020) (-2.810) (3.060) (-4.230) (-50.070) 

DP 
Coef. 0.000 0.000 0.008*** 0.008*** 0.000 0.000 0.000 -0.002*** 

t-Stat (-0.190) (0.140) (2.990) (2.720) (0.150) (-0.070) (-0.500) (-9.830) 

IP 
Coef. 0.012*** 0.000 -0.025*** 0.065 0.008 -0.006*** 0.019 -0.013*** 

t-Stat (4.450) (0.010) (-3.180) (0.990) (0.930) (-3.780) (1.280) (-11.850) 

ACA 
Coef. -0.004 -0.005 0.016*** 0.007 -0.107*** 0.035 -0.001 0.002** 

t-Stat (-1.570) (-1.370) (3.360) (0.350) (-9.920) (1.420) (-0.230) (2.050) 

ACSIZE 
Coef. -0.004 -0.010* -0.001 0.001 0.051*** -0.005 0.008 -0.023*** 

t-Stat (-1.270) (-1.750) (-0.060) (0.100) (5.140) (-0.470) (1.610) (-5.800) 

AQ 
Coef. 0.029*** -0.024 -0.006 0.128 0.010 0.052 0.154 -0.012*** 

t-Stat (2.840) (-1.500) (-0.660) (1.370) (0.210) (1.500) (0.830) (-3.900) 

BSIZE 
Coef. -0.002 0.006** 0.010* -0.002 -0.023 0.011 -0.005 0.005*** 

t-Stat (-0.910) (2.230) (1.730) (-0.230) (-1.340) (1.080) (-0.930) (4.890) 

CEOD 
Coef. -0.002 -0.030*** 0.017** 0.002 0.032** -0.006 -0.050* 0.017*** 

t-Stat (-0.210) (-4.170) (2.580) (0.030) (2.120) (-0.660) (-1.770) (10.050) 

AGE 
Coef. 0.001 0.002*** 0.000 -0.008 -0.003 0.003 0.005 -0.004*** 

t-Stat (1.060) (2.700) (-0.260) (-0.260) (-1.120) (1.140) (1.230) (-24.570) 

GRTH 
Coef. 0.008 0.021*** 0.005*** -0.069 0.014*** -0.007 0.039** 0.017*** 

t-Stat (1.550) (3.270) (6.230) (-1.200) (2.920) (-1.500) (2.530) (25.980) 

SIZE 
Coef. 0.037*** -0.016* -0.020* 0.003 0.035** 0.023 -0.040 0.025*** 

t-Stat (6.080) (-1.780) (-1.960) (0.130) (2.060) (0.670) (-1.180) (23.020) 

TANG 
Coef. -0.046** 0.004 -0.017 -0.546 0.057 -0.123 -0.082 -0.074*** 

t-Stat (-2.050) (0.180) (-0.730) (-0.930) (1.210) (-1.170) (-1.160) (-14.530) 

C 
Coef. -0.803*** 0.347* 0.347* 0.451 -0.270 -0.793 0.857 -0.282*** 

t-Stat -7.150) (1.940) (1.640) (0.460) (-0.610) (-1.100) (1.460) (-9.410) 
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Table 4.9: Sector wise two-step system dynamic panel estimation with ROA  

Variables   Auto, Eng, Cable n Elect Chem & Phar Cem & Cera Fert,Jute,For & Tob Sugar Sector Food,PC & Vanas Oil & Refin Textile 

L1. 
Coef. 0.298*** 0.097*** 0.250** -0.108 0.355*** -0.289 -0.073 0.158*** 

t-Stat (3.270) (4.040) (2.510) (-0.290) (5.490) (-1.000) (-0.500) (47.370) 

L2. 
Coef. 0.157** -0.052 0.070 0.197 0.016 0.063 0.185 0.029*** 

t-Stat (2.150) (-1.530) (0.920) (0.420) (0.380) (1.490) (0.910) (11.020) 

PD 
Coef. 0.008 -0.049 -0.019 0.009 0.148 -0.126 -0.032 -0.039*** 

t-Stat (0.620) (-1.360) (-0.190) (0.160) (0.360) (-0.040) (-0.350) (-17.910) 

GD 
Coef. -0.086 -0.096* -0.088*** 0.382 0.001 0.039*** 1.251 0.010*** 

t-Stat (-1.310) (-1.840) (-3.840) (0.710) (0.070) (3.320) (0.760) (3.630) 

COC 
Coef. 0.815*** 0.969*** 0.500*** 0.770*** 0.846*** 0.713*** 0.297 0.251*** 

t-Stat (15.280) (33.060) (4.480) (3.250) (13.630) (5.330) (1.590) (35.630) 

CS 
Coef. 0.019** -0.092*** -0.034*** -0.012 -0.048*** 0.107*** -0.297*** -0.112*** 

t-Stat (2.310) (-3.440) (-4.650) (-0.090) (-2.710) (2.920) (-3.910) (-36.170) 

DP 
Coef. 0.000 0.000 0.008*** 0.007 0.000 0.000 0.000 -0.002*** 

t-Stat (1.010) (-0.140) (3.000) (1.830) (0.010) (0.160) (-0.520) (-10.060) 

IP 
Coef. 0.006* -0.004 -0.024*** 0.039 0.008 -0.006*** 0.010 -0.013*** 

t-Stat (1.730) (-1.040) (-2.830) (0.590) (0.740) (-4.230) (0.690) (-11.590) 

ACA 
Coef. -0.004 -0.002 0.015*** 0.010 -0.106*** 0.027 0.000 0.003** 

t-Stat (-1.510) (-0.520) (2.990) (0.440) (-5.380) (1.080) (-0.020) (2.360) 

ACSIZE 
Coef. -0.003 -0.006 0.000 0.007 0.037*** -0.001 0.010 -0.022*** 

t-Stat (-0.870) (-1.280) (-0.030) (0.500) (4.480) (-0.080) (1.100) (-5.440) 

AQ 
Coef. 0.010 -0.021 -0.007 0.068 -0.166 0.049 0.064 -0.012*** 

t-Stat (1.020) (-1.340) (-0.680) (0.610) (-0.830) (1.130) (0.770) (-3.530) 

BSIZE 
Coef. 0.000 0.004 0.009 -0.003 -0.013 0.010 -0.010 0.005*** 

t-Stat (-0.150) (1.540) (1.460) (-0.310) (-0.670) (0.210) (-1.320) (6.630) 

CEOD 
Coef. 0.002 -0.039*** 0.017* 0.050 0.035** -0.002 -0.050* 0.018*** 

t-Stat (0.150) (-5.170) (2.590) (-0.700) (2.080) (-0.140) (-1.730) (10.840) 

AGE 
Coef. -0.001 0.003*** 0.000 -0.003 -0.002 0.004 0.001 -0.004*** 

t-Stat (-0.480) (3.140) (-0.220) (-0.340) (-0.640) (0.310) (0.150) (-27.710) 

GRTH 
Coef. 0.012** 0.024*** 0.005*** -0.024 0.012* -0.004 0.033 0.016*** 

t-Stat (2.540) (3.360) (6.150) (-0.340) (1.840) (-0.800) (1.630) (24.700) 

SIZE 
Coef. 0.035*** -0.007 -0.020* -0.007 0.032* 0.005 -0.007 0.026*** 

t-Stat (5.860) (-0.870) (-1.880) (-0.290) (1.960) (0.150) (-0.160) (21.610) 

TANG 
Coef. -0.062* 0.033** -0.017 -0.281 0.039 -0.066 -0.063 -0.071*** 

t-Stat (-1.720) (2.190) (-0.740) (-0.480) (0.750) (-0.670) (-0.800) (-15.960) 

C 
Coef. -0.741*** 0.115 0.358 0.282 -0.361 -0.340 0.325 -0.293*** 

t-Stat (-6.390) (0.750) (1.620) (0.290) (-0.770) (-0.160) (0.550) (-9.450) 
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The results show that cost of capital is the most important determinant of 

ROA. Findings reveal that cost of capital has a significant and positive impact on 

ROA for all sectors in all three models except for Oil and Gas, Refinery and 

Energy sector where cost of capital has insignificant impact on ROA. Regarding 

dividend policy, in first model of the study, it has a significant and positive impact 

on ROA for Fertilizer, Jute, Forestry and Tobacco; and Food, PC and Vanaspati 

sectors. In second model, dividend policy has significant and positive impact on 

ROA for Cement, Glass and Ceramics; Fertilizer, Jute, Forestry and Tobacco 

sectors. In third model of the study, dividend policy has significant and positive 

effect on ROA for Cement, Glass and Ceramics sector.  

In addition, in all three models, dividend policy has significant but negative 

impact on ROA for Textile sector. For other sectors, dividend policy has an 

insignificant impact on ROA. The result follows the irrelevance approach of Millar 

and Modigliani (1961). Further, firms do not adopt proper payment of dividends. 

The results of first model show that capital structure has significant and negative 

impact on ROA for Chemical and Pharmaceutical; Sugar and Allied; and Textile 

sector. However, it has significant and positive impact on ROA for Food, Personal 

Care and Vanaspati sectors. The analysis of second model shows the same outputs 

other than Automobile, Engineering, Cable and Electricity sector where capital 

structure has significant and positive impact on ROA. This implies that when firms 

in this engage in foreign sales activities, they utilize debt financing properly which 

increases firms’ financial performance.  

Investment policy has significant but negative effect on ROA for Food, 

Personal Care and Vanaspat; and Textile sectors for all three models of the study. 

In addition, investment policy has significant and positive impact on ROA for 

Automobile, Engineering, Cable and Electricity sector. This implies efficient 

management of fixed assets investment in this sector. Further, it has significant and 

negative effect on ROA for Cement, Glass and Ceramics sector in second and third 

models. For all other sectors, investment policy shows insignificant impact on 

ROA.  

 



133 

 

The negative impact may be because long term investment plans give 

benefits later in the future and the immediate impact is that they may reduce 

available funds which lead to a decrease in financial performance. Audit committee 

activity is a weak determinant of financial performance. It has significant and 

negative impact on ROA for Sugar and Allied sector, whereas, it has significant 

and positive impact on ROA for Textile sector in all three models. Negative impact 

of audit committee activity in Sugar sector explains that more number of meetings 

are not productive for this sector. They need to maintain number of audit 

committee meetings.  

However, positive impact of audit committee meetings explains that due to 

large volume of business, there is need of frequent and more meetings of audit 

committee to manage financial matters productively, so these meetings put positive 

impact on ROA in this sector. Further, audit committee activity has significant and 

positive effect on ROA for Cement, Glass and Ceramics sectors in second and third 

models. This shows that number of audit committee meetings is productive for this 

sector. Mostly insignificant impact of audit committee activity suggests that 

number of meetings of audit committee does not matter in enhancing the financial 

performance.  

 Audit committee size is insignificant for most of the sectors. However, it 

has significant and positive impact on ROA for Sugar and Allied sector in all three 

models. This signifies that increase in number of members in audit committee also 

increases financial performance. It means more number of members in  Sugar and 

Allied sector handles financial matters well. In addition, audit committee size 

decreases ROA for Textile sector in all three models. This shows that Textile sector 

should not increase number of members in audit committee. Further, audit 

committee size has also significant and negative impact on ROA for Chemical and 

Pharmaceutical sector in second model. For all other sectors, size of audit 

committee does not matter in determining firms’ return on assets. Audit quality 

generally does not affect ROA of all sectors other than Textile sector where it has 

significant and negative impact on ROA.  

Board size also shows general trend of insignificant impact on ROA for all 

sectors excluding Textile sector where it has significant and positive effect on 
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ROA. This confirms that for Textile sector, increase in number of board members 

leads to increase firms’ return on assets. CEO Duality is significant and negative 

only for the Chemical and Pharmaceuticals sector. This implies that when CEO 

acts as chairman of the board, he adversely affects firms’ return on assets for 

Chemical and Pharmaceuticals sector. However, CEO Duality has significant and 

positive impact on ROA for Sugar and Allied; and Textile sectors. This ensures 

that when CEO acts as chairman, he contributes to improve firms’ return on assets 

for Sugar and Allied; and Textile sectors. In addition, CEO Duality has significant 

and positive impact on ROA for Cement, Glass and Ceramics sector in third model 

only. For all other sectors, CEO Duality has an insignificant impact on ROA which 

indicates that firms’ return on assets remains same if CEO acts as chairman of the 

board or not. Among control variables, age affects ROA significantly and 

positively for Chemical and Pharmaceuticals, whereas, it has significant and 

negative effect on ROA for Textile sector. 

Growth shows significant and positive impact on ROA for Chemical and 

Pharmaceutical; Cement, Glass and Ceramics; Sugar and Allied; and Textile 

sectors. In addition, in third model, growth has also significant and positive impact 

on ROA for Automobile, Engineering, Cable and Electricity sector. Size is 

significant and positive for the Automobile, Engineering and Cable and Electricity; 

Sugar and Allied; and Textile sectors. In addition, size has significant and negative 

effect on ROA for Cement, Glass and Ceramics sector in second and third models. 

Further, size has significant and negative effect on ROA for Chemical and 

Pharmaceutical in first model only. Generally, size has mixed outputs for all 

sectors due to different nature of assets of each sector. Tangibility is also not good 

determinant of ROA because for most of the sectors, it has insignificant impact on 

ROA. However, for Textile sector, tangibility has significant and negative impact 

on ROA.  

4.5.3 Sector Wise Regression Analysis with ROE 

         This section explains the two-step system dynamic regression results of 

different sectors by taking Return on Equity (ROE) as the dependent variable. 
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Table 4.10: Sector wise two-step system dynamic panel estimation with ROE  

Variables   Auto, Eng, Cable n Elect Chem & Phar Cem & Cera Fert,Jute,For & Tob Sugar Sector Food,PC & Vanas Oil & Refin Textile 

L1. 
Coef. 0.268*** -0.027 0.189*** -1.244 0.040 0.171 -0.105 -0.043*** 

t-Stat (7.810) (-1.080) (2.810) (-1.470) (0.660) (0.370) (-0.380) (-20.120) 

L2. 
Coef. 0.062*** 0.286 0.037 0.067 0.046 0.108 0.077 0.031*** 

t-Stat (4.010) (13.890) (1.040) (0.240) (0.490) (0.420) (0.600) (22.360) 

PD 
Coef. 0.281 -0.167* 2.879 1.580 -1.316*** -0.010 -0.113 0.028*** 

t-Stat (1.260) (-1.710) (1.190) (0.390) (-3.050) (-0.030) (-0.350) (4.040) 

COC 
Coef. 2.584*** 0.011 1.126*** 1.265** 0.602 -3.347 0.439* 0.873*** 

t-Stat (11.320) (0.070) (3.460) (2.320) (1.230) (-0.790) (1.770) (31.020) 

CS 
Coef. 0.092*** 0.187 -0.148*** 0.115 0.061 -0.176 0.242 0.242*** 

t-Stat (8.220) (0.920) (-3.430) (0.840) (0860) (-0.650) (0.380) (23.780) 

DP 
Coef. -0.001*** 0.000 0.004 0.021* -0.016 0.000 0.002 -0.003*** 

t-Stat (-2.690) (0.510) (0.650) (1.820) (-1.310) (0.340) (0.440) (-11.530) 

IP 
Coef. 0.132*** -0.050*** -0.008 -0.099 0.053 -0.057 0.051 -0.064*** 

t-Stat (7.100) (-3.150) (-0.480) (-0.820) (1.150) (-1.170) (1.130) (-20.140) 

ACA 
Coef. 0.072*** 0.001 0.032 0.009 0.044 -0.091 0.020 -0.022*** 

t-Stat (3.320) (0.160) (1.290) (0.070) (0.750) (-0.880) (0.820) (-6.260) 

ACSIZE 
Coef. 0.031** 0.051** 0.034 -1.452 -0.154 0.802 0.024 0.067*** 

t-Stat (2.220) (2.140) (0.530) (-0.850) (-1.450) (1.160) (0.400) (3.440) 

AQ 
Coef. -0.167** -0.101* -0.097 0.083 -0.119 0.527 -0.289 -0.057*** 

t-Stat (-2.020) (-1.900) (-0.730) (0.680) (-0.390) (0.890) (-0.720) (-5.430) 

BSIZE 
Coef. -0.024** 0.043*** -0.028 0.100 0.059 -0.122* -0.010 0.066*** 

t-Stat (-2.260) (5.300) (-1.100) (1.010) (0.970) (-1.860) (-0.410) (17.810) 

CEOD 
Coef. 0.115*** 0.018 -0.159*** 0.744** -0.176** 0.054 -0.235* 0.091*** 

t-Stat (3.750) (0.540) (-2.790) (2.230) (-2.450) (0.250) (-1.700) (14.620) 

AGE 
Coef. 0.013*** 0.005*** -0.006* -0.004 0.007 -0.012 -0.006 -0.017*** 

t-Stat (4.160) (3.980) (-1.820) (-0.310) (0.770) (-0.550) (-0.790) (-21.330) 

GRTH 
Coef. -0.039*** 0.124*** 0.005* 0.080 0.052*** 0.051 0.001 -0.001 

t-Stat (-2.850) (3.540) (1.910) (0.780) (2.630) (1.120) (0.040) (-0.750) 

SIZE 
Coef. 0.009 -0.130*** -0.046 0.148* 0.069 -0.013 0.139 0.183*** 

t-Stat (0.680) (-8.960) (-0.840) (1.800) (0.550) (-0.130) (1.260) (32.860) 

TANG 
Coef. -0.566*** 0.102 -0.152** 0.438** 0.173 1.666 -0.379 (0.657) 

t-Stat (-10.060) (1.600) (-2.020) (2.130) (0.340) (1.360) (-0.550) (56.520) 

C 
Coef. -0.922*** 2.209*** -0.968 -3.451 -0.674 0.619 -2.613 -4.490*** 

t-Stat (-2.710) (6.670) (-0.350) (-0.920) (-0.230) (0.330) (-1.080) (-42.890) 
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Table 4.11: Sector wise two-step system dynamic panel estimation with ROE  

Variables   Auto, Eng, Cable n Elect Chem & Phar Cem & Cera Fert,Jute,For & Tob Sugar Sector Food,PC & Vanas Oil & Refin Textile 

L1. 
Coef. 0.227*** 0.047* 0.165*** -2.839* 0.412*** -0.577 -0.181 -0.040*** 

t-Stat (7.160) (1.700) (3.200) (-1.820) (2.900) (-0.750) (-0.630) (-21.890) 

L2. 
Coef. 0.055*** 0.301*** 0.079 0.918 0.364* -0.131 0.021 0.035*** 

t-Stat (2.680) (14.670) (1.540) (0.970) (1.750) (-0.580) (0.220) (22.130) 

GD 
Coef. 0.101 0.583** -1.207** -6.154 0.373* 25.632 -0.369 -0.073*** 

t-Stat (0.160) (2.070) (-2.510) (-1.310) (1.820) (1.460) (-0.360) (-9.600) 

COC 
Coef. 2.386*** 0.166 1.335*** 1.670*** 8.113** -0.193 0.446 0.893*** 

t-Stat (13.740) (1.530) (4.600) (3.040) (2.430) (-0.060) (1.510) (31.610) 

CS 
Coef. 0.094*** 0.162 -0.126** 0.530 0.746*** 0.345* 0.343 0.229*** 

t-Stat (7.400) (1.290) (-2.060) (1.480) (2.650) (1.920) (0.730) (20.210) 

DP 
Coef. -0.001* 0.000 0.001 0.023** 0.011 0.001 0.003 -0.003*** 

t-Stat (-1.760) (-0.090) (0.100) (2.130) (0.640) (1.530) (1.360) (-9.240) 

IP 
Coef. 0.154*** -0.062*** -0.001 -0.513 0.304** 0.047 0.057 -0.059*** 

t-Stat (11.580) (-4.590) (-0.030) (-1.570) (2.000) (0.980) (1.220) (-13.620) 

ACA 
Coef. 0.064** 0.004 0.043** 0.071* -0.135 -0.044 0.046* -0.017*** 

t-Stat (2.300) (0.650) (2.030) (1.830) (-1.110) (-0.490) (2.570) (-4.490) 

ACSIZE 
Coef. 0.045*** -0.015 0.018 0.076* 1.179 0.050 -0.030 0.079*** 

t-Stat (3.370) (-0.410) (0.380) (1.950) (1.160) (0.540) (-0.650) (4.600) 

AQ 
Coef. -0.272*** -0.084** -0.251** 0.509 0.319 0.209 -0.609 -0.052*** 

t-Stat (-4.550) (-2.510) (-2.130) (1.530) (0.650) (0.330) (-0.900) (-5.250) 

BSIZE 
Coef. -0.025** 0.039*** 0.008 0.016 -0.280* -0.145** -0.013 0.063*** 

t-Stat (-2.140) (5.580) (0.370) (0.640) (-1.950) (-2.290) (-0.710) (21.170) 

CEOD 
Coef. 0.134*** -0.031 -0.195*** 1.569** -0.233** 0.272 -0.288*** 0.084*** 

t-Stat (4.790) (-0.690) (-2.860) (2.150) (-2.260) (0.920) (-2.910) (14.650) 

AGE 
Coef. 0.010*** 0.005*** -0.002 -0.094 0.058*** -0.089 0.003 -0.017*** 

t-Stat (4.130) (3.720) (-0.530) (-1.360) (2.900) (-1.250) (0.170) (-20.720) 

GRTH 
Coef. -0.036** 0.152*** 0.008 0.104 -0.124 -0.023 -0.010 -0.001 

t-Stat (-2.450) (5.530) (1.170) (1.060) (-1.460) (-0.770) (-0.410) (-0.890) 

SIZE 
Coef. 0.021 -0.119*** -0.073 0.792 -0.992** 0.166 0.025 0.184*** 

t-Stat (1.560) (-9.810) (-1.390) (1.530) (-2.290) (1.130) (0.180) (46.920) 

TANG 
Coef. -0.565*** 0.057 -0.324 0.288 -1.931* 1.005 -0.269 0.639*** 

t-Stat (-8.870) (0.650) (-0.690) (1.630) (-1.740) (1.330) (-0.600) (48.940) 

C 
Coef. -0.772** 2.040*** 2.021 -15.419 19.057** 0.032 -0.001 -4.457*** 

t-Stat (-2.220) (7.730) (1.510) (-1.630) (2.410) (0.020) (0.000) (-50.870) 
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Table 4.12: Sector wise two-step system dynamic panel estimation with ROE 

Variables   Auto, Eng, Cable n Elect Chem & Phar Cem & Cera Fert,Jute,For & Tob Sugar Sector Food,PC & Vanas Oil & Refin Textile 

L1. 
Coef. 0.265*** 0.036 0.133*** -5.469 0.000 -2.756 -0.264 -0.044*** 

t-Stat (8.420) (1.190) (2.760) (-1.560) (0.000) (-1.550) (-0.890) (-23.700) 

L2. 
Coef. 0.058*** 0.262*** 0.093* 3.334 -0.079 1.715 0.011 0.032*** 

t-Stat (3.780) (7.590) (1.690) (1.260) (-0.590) (1.260) (0.070) (20.400) 

PD 
Coef. 0.451* -0.026 0.742 -13.450 -0.307*** 20.770 -0.139 0.051*** 

t-Stat (1.850) (-0.260) (0.650) (-1.060) (-2.640) (1.270) (-0.450) (6.770) 

GD 
Coef. -0.704 0.685** -0.389 -16.740 0.456* 143.825* -1.746 -0.076*** 

t-Stat (-1.260) (2.280) (-0.530) (-1.240) (1.770) (1.670) (-0.630) (-10.170) 

COC 
Coef. 2.527*** 0.194 1.470*** 3.121** 0.376 -20.749 0.507* 0.875*** 

t-Stat (10.660) (1.290) (4.270) (1.970) (0.660) (-1.360) (1.860) (29.110) 

CS 
Coef. 0.096*** 0.432** -0.111* 1.089 0.001 1.450* 0.393 0.233*** 

t-Stat (8.700) (2.220) (-1.750) (1.360) (-0.020) (1.800) (0.520) (20.280) 

DP 
Coef. -0.001* 0.000 0.001 0.038** -0.008 -0.002 0.002 -0.003*** 

t-Stat (-1.650) (0.060) (0.150) (2.120) (-0.450) (-0.750) (0.650) (-10.300) 

IP 
Coef. 0.128*** -0.044*** 0.017 -1.211 0.119 0.130* 0.047 -0.061*** 

t-Stat (6.750) (-4.080) (0.390) (-1.340) (1.370) (1.730) (0.980) (-13.280) 

ACA 
Coef. 0.063*** -0.002 0.089** 0.574 0.006 -2.146 0.022 -0.017*** 

t-Stat (2.710) (-0.380) (2.300) (1.210) (0.060) (-1.560) (0.940) (-4.040) 

ACSIZE 
Coef. 0.029** -0.006 0.020 -0.866 0.220 2.527 0.044 0.072*** 

t-Stat (2.080) (-0.210) (0.310) (-0.490) (0.130) (1.560) (0.620) (4.070) 

AQ 
Coef. -0.197** -0.121*** -0.202 1.482 -0.179 -0.053 -0.032 -0.056*** 

t-Stat (-2.150) (-2.930) (-1.530) (1.310) (-0.610) (-0.080) (-0.060) (-5.320) 

BSIZE 
Coef. -0.020* 0.037*** -0.002 -0.287 -0.001 -5.973* -0.387 0.062*** 

t-Stat (-1.670) (4.450) (-0.090) (-0.880) (-0.010) (-1.710) (-0.540) (18.490) 

CEOD 
Coef. 0.108*** -0.011 -0.144* 3.248 -0.240* 2.006 -0.277** 0.091*** 

t-Stat (3.510) (-0.300) (-1.670) (1.580) (-1.700) (1.590) (-2.010) (12.180) 

AGE 
Coef. 0.012*** 0.008*** -0.003 -0.271 -0.004 -0.773 0.000 -0.018*** 

t-Stat (3.820) (3.780) (-0.630) (-1.260) (-0.100) (-1.540). (-0.010) (-20.540) 

GRTH 
Coef. -0.043*** 0.120 0.006 0.076 0.034 -0.080 -0.014 -0.001 

t-Stat (-3.380) (4.190) (0.800) (0.740) (0.610) (-1.540) (-0.310) (-0.560) 

SIZE 
Coef. 0.006 -0.131*** -0.092 1.937 -0.135 1.268 0.015 0.186*** 

t-Stat (0.390) (-7.070) (-1.290) (1.340) (-0.710) (1.560) (0.090) (40.600) 

TANG 
Coef. -0.594*** -0.012 -0.607 -0.182 -0.730 4.988* -0.495 0.630*** 

t-Stat (-9.230) (-0.170) (-1.030) (-0.340) (-0.890) (1.700) (-0.640) (46.970) 

C 
Coef. -0.885** 2.159 1.747 -25.007 4.152 -8.658 0.684 -4.505*** 

t-Stat (-2.440) (4.950) (0.860) (-1.400) (0.840) (-0.960)  (0.150) (-47.140) 
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          Table 4.10 represents model 1 where product diversification is analyzed 

separately; Table 4.11 represents model 2 where geographic diversification is 

separately analyzed; and Table 4.12 represents model where combined effect of 

product and geographic diversification is analyzed. Results indicate that product 

diversification has a significant and negative impact on ROE for the Sugar sector, 

while it has significant and positive impact on ROE for Textile sector. Further, 

product diversification has significant and negative effect on ROE for Chemical 

and Pharmaceutical sector in first model and it has significant and positive effect 

on ROE for Automobile, Engineering, Cable and Electricity Goods in third model. 

Negative and mostly insignificant impact of product diversification on ROE 

explains that when firms operate in more products, they incur extra expenses which 

results in loss of any benefit from addition of a product. In separate analysis, 

geographic diversification shows outputs that are more significant. Results show 

that geographic diversification has a significant and positive effect on ROE for 

Chemical and Pharmaceutical; and Sugar and Allied sector. This implies that other 

sectors of Pakistan need to further improve their export quality to increase financial 

performance. Further, geographic diversification has a significant and negative 

impact on ROE for the Textile sector. But it has significant and negative impact on 

ROE for Cement, Glass and Ceramics sector in second model only. However, it has 

significant and positive impact on ROE for Food, Personal Care and Vanaspati 

sector in third model. These mixed outputs may be because of fewer acceptances of 

Pakistan’s home products in foreign markets.  

In first and third models, cost of capital has significant and positive impact 

on ROE for Aumobile, Engineering, Cable and Electrical Goods; Cement; Glass 

and Ceramics; Fertilizer, Jute, Forestry and Tobacco; Oil and Gas; and Textile 

sectors. Results of second model are same except for Oil and Gas sector where cost 

of capital does not have significant impact on ROE. Further, in first model, cost of 

capital also has significant and positive impact on ROE for Sugar and Allied sector. 

For other sectors, cost of capital has insignificant impact on ROE. Significant and 

positive impact of cost of capital on ROE for most of the sectors confirms that they 

are much concerned about paying rewards to their investors which enhances the 

value of firms. Capital structure has significant and positive impact on ROE for 
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Automobile, Engineering, Cable and Electrical Goods; Food, PC and Vanaspati; 

and Textile sectors.  

However, in first model, capital structure significantly and negatively 

affects ROE for Cement, Glass, and Ceramics sector. Negative effect of capital 

structure means that more debt financing is decreasing their return on equity. 

Therefore, they should keep more focus on equity financing.  Whereas, it has 

significant and positive impact on ROE for Automobile, Engineering, Cable and 

Electrical Goods; and Textile sectors. In addition, capital structure significantly and 

positively affects ROE for Sugar and Allied sector in second model. Further, 

capital structure has significant and positive impact on ROE for Chemical and 

Pharmaceutical sector in third model. Another finding reveals that capital structure 

has significant and positive impact on ROE for Food, Personal Care and Vanaspati 

sector in second and third models. These results confirm that firms are more 

concerned about debt structure. Dividend policy significantly and positively affects 

ROE only for the Fertilizer, Jute, Forestry and Tobacco; and Food sector. In 

addition, it has strong negative impact on ROE for Automobile, Engineering, and 

Cable and Electrical Goods; and Textile sectors. For other sectors, dividend policy 

has insignificant impact on ROE which shows that management is not devoting 

adequate time in planning dividend policy. Investment policy significantly and 

negatively affects ROE in three sectors, including the Chemical and 

Pharmaceutical; and Textile sectors. Whereas, investment policy significantly and 

positively affects ROE for Food, Personal Care and Vanaspati sector in third 

model.  

Further, investment policy also significantly and positively affects ROE for 

Automobile, Engineering and Cable and Electrical Goods sector. However, 

investment policy has significant and positive impact on ROE for Sugar and Allied 

sector only when geographic diversification is separately analyzed. Individual 

analysis of sectors signifies that investment policy plays an important role for 

determining the financial performance measured as ROE if firms utilize their fixed 

asset properly. When product diversification is analyzed separately, audit 

committee activity shows significant and positive impact on ROE for Automobile, 

Engineering and Cable and Electrical Goods, whereas it has significant and 
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negative impact on ROE for Textile sector. However, when geographic 

diversification is separately analyzed, audit committee activity seems to be more 

important determinant of ROE. Analysis shows that audit committee activity has 

significant and positive effect on ROE for Automobile, Engineering and Cable and 

Electrical Goods; Cement, Glass and Ceramics, Fertilizer, Jute, Forestry and 

Tobacco; and Oil and Gas sectors. This is because geographic diversification also 

plays significant role in determining return on equity for most of the sectors.  

In combined model where both product diversification and geographic 

diversification are analyzed, audit committee activity significantly and positively 

affects ROE in the Automobile, Engineering and Cable and Electrical Goods; and 

Cement, Glass and Ceramics sectors only. However, it has significant and negative 

impact on ROE for Textile sector. Audit quality has a significant and negative 

impact on ROE for the Automobile, Engineering and Cable and Electrical Goods; 

Chemical and Pharmaceutical; and Textile sectors. However, in second model, 

audit quality also shows negative but significant impact on ROE for Cement, Glass 

and Ceramics sectors. For all other sectors, audit quality shows an insignificant 

impact on ROE. Size of board has not proved to be a good determinant of ROE for 

most of the sectors. It has a significant and positive impact on ROE for two sectors; 

Chemical and Pharmaceuticals and Textile sectors, whereas board size has 

significant and negative impact on ROE for Automobile, Engineering and Cable 

and Electrical Goods; and Food, Personal Care and Vanaspati sectors. Overall, 

general trend of board size confirms that size does not matter for most of the 

sectors in determining financial performance. CEO Duality has significant impact 

on ROE for most of the sectors which shows that when CEO also acts as a 

chairman of board, return on equity of the firms is affected. CEO Duality has 

significant and positive impact on ROE for the Automobile, Engineering and Cable 

and Electrical Goods; Fertilizer, Jute, Forestry and Tobacco; and Textile sectors. 

However, it has significant and negative impact on ROE for Cement, Glass and 

Ceramics, Sugar and Oil and Gas, Refinery and Energy sectors. In addition, CEO 

Duality has an insignificant impact on ROE for all other sectors. Age, growth, size 

and tangibility show mixed outputs in each sector depending on the nature and 

characteristics of business of each sector. Age shows significant and positive effect 
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on ROE for Automobile, Chemical and Pharmaceuticals; Cement, Glass and 

Ceramics; and Textile sectors. Further analysis shows that age has significant and 

negative effect on ROE for Textile sector. Growth and size of the firms show 

mixed outputs on ROE for all sectors due to different nature of sales and assets of 

each sector. However, when product diversification is analyzed separately, firms’ 

growth turns to be a good determinant of ROE for most of the sectors. In all three 

models of the study, cost of capital and dividend policy have proved to be the most 

important factors affecting firms’ financial performance. 

4.5.4 Sector Wise Regression Analysis with TQ 

This section explains the analysis by using Two-step dynamic regression 

model with dependent variable of Tobin’s Q. Table 4.13 explains the analysis with 

separate effect of product diversification. Table 4.14 explains the analysis where 

separate effect of geographic diversification is analyzed. However, Table 4.15 

explains the analysis with combined effect of product diversification and 

geographic diversification. The results show that product diversification has a 

significant and positive impact on Tobin’s Q only for the Textile sector. For all 

other sectors, it has an insignificant impact on Tobin’s Q in all three models. In 

separate analysis, geographic diversification has significant and positive effect on 

Tobin’s Q for Food, Personal Care Products and Vanaspati, while it has significant 

and negative effect on Tobin’s Q for Textile sector. In combined model, 

geographic diversification is insignificant for all sectors other than Sugar and 

Allied; and Textile sectors where it has strong negative effect on Tobin’s Q. For 

other sectors, it does not affect Tobin’s Q because most of the firms do not have a 

sound percentage of foreign sales to total sales. Inconsistency in foreign sales is 

also a reason of insignificant impact of geographic diversification on Tobin’s Q. In 

first model, cost of capital has negative but significant effect on Tobin’s Q for five 

sectors; Automobile, Engineering, Cable and Electrical Goods; Sugar and Allied; 

Food, Personal Care and Vanaspati; Oil and Gas; and Textile sectors. Cost of 

capital further shows significant and positive effect on Tobin’s Q for Cement, 

Glass and Ceramics sector. In second model, cost of capital has significant and 

negative impact on Tobin’s Q for Automobile, Engineering, Cable and Electrical 

Goods; Sugar and Allied and Textile sector.  
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Table 4.13: Sector wise two-step system dynamic panel estimation with TQ  

Variables   Auto, Eng, Cable n Elect Chem & Phar Cem & Cera Fert,Jute,For & Tob Sugar Sector Food,PC & Vanas Oil & Refin Textile 

L1. 
Coef. 0.315*** 0.388*** 0.561*** 0.569** 0.562*** 0.843*** 0.479*** 0.422*** 

t-Stat (4.170) (11.150) (9.840) (2.510) (8.330) (2.950) (3.880) (156.910) 

L2. 
Coef. -0.053* -0.142*** -0.129 -0.383 -0.047** 0.265 0.089** 0.160*** 

t-Stat (-1.760) (-5.910) (-1.600) (-1.480) (-2.260) (1.420) (2.280) (57.780) 

PD 
Coef. -0.211 1.367 -0.403 -0.424 -0.771 17.485 3.080 0.165*** 

t-Stat (-0.250) (1.000) (-0.650) (-0.110) (-0.300) (1.570) (1.440) (13.800) 

COC 
Coef. -3.549** -1.824 0.357* -1.797 -2.130*** -182.254** -1.643* -0.174*** 

t-Stat (-2.570) (-0.540) (1.700) (-0.950) (-3.450) (-2.230) (-1.860) (-9.800) 

CS 
Coef. 0.567*** 1.168 0.283** -5.022* -0.672*** 2.715 -2.577 0.638*** 

t-Stat (3.640) (0.790) (2.550) (-1.850) (-4.240) (1.190) (-0.870) (34.600) 

DP 
Coef. 0.007*** -0.008*** 0.117*** 0.004 0.002 -0.028** 0.009 0.010*** 

t-Stat (4.710) (-3.820) (7.560) (0.100) (0.560) (-2.260) (0.980) (39.930) 

IP 
Coef. -0.111* 0.290 0.048 1.239* 0.127 -0.262 -0.010 0.034*** 

t-Stat (-1.780) (0.960) (1.410) (1.710) (1.420) (-0.960) (-0.040) (13.530) 

ACA 
Coef. -0.283*** 0.573* -0.006 -0.058 0.197* -1.551 0.016 0.085*** 

t-Stat (-3.550) (1.770) (-0.150) (-0.190) (1.850) (-0.530) (0.180) (16.130) 

ACSIZE 
Coef. 0.358*** 0.667*** 0.160** -0.161 -0.303 0.735 0.051 -0.182*** 

t-Stat (4.570) (2.750) (2.400) (-0.300) (-0.900) (1.620) (0.500) (-23.500) 

AQ 
Coef. -0.362 -0.039 0.116 -0.341 -0.096 9.608** 4.711 0.282*** 

t-Stat (-0.740) (-0.080) (0.360) (-0.290) (-0.390) (2.230) (1.360) (17.590) 

BSIZE 
Coef. -0.024 -0.381** 0.085** -0.043 0.167*** -1.206 0.073 0.124*** 

t-Stat (-0.750) (-2.270) (2.490) (-0.460) (5.050) (-0.990) (0.730) (20.120) 

CEOD 
Coef. 0.305 -1.031** -0.442 0.294 0.196** 21.386** 2.273** -0.124*** 

t-Stat (0.720) (-2.200) (-0.990) (0.100) (2.040) (2.240) (2.040) (-10.300) 

AGE 
Coef. 0.048*** -0.208*** -0.006 0.222** 0.082*** -1.651* -0.177** 0.012*** 

t-Stat (4.780) (-7.900) (-0.610) (2.350) (4.190) (-1.870) (-2.180) (25.460) 

GRTH 
Coef. 0.193*** -0.679*** 0.001 -1.495* 0.130*** -1.064 0.027 -0.005* 

t-Stat (3.450) (-4.310) (0.070) (-1.680) (2.770) (-1.380) (0.310) (-1.880) 

SIZE 
Coef. -0.359*** 2.020*** -0.350** -1.715** -0.638*** 9.086* 1.123 -0.176*** 

t-Stat (-3.210) (4.670) (-2.510) (-2.350) (-3.390) (1.640) (1.600) (-27.850) 

TANG 
Coef. -0.667 -6.667** -0.411 -13.082* -0.769 -31.752* -5.514** -0.402*** 

t-Stat (-1.080) (-2.500) (-1.170) (-1.720) (-1.250) (-1.810) (-2.090) (-17.140) 

C 
Coef. 7.693*** -33.625*** 7.878** 41.766** 12.142*** -128.203 -23.390 2.685*** 

t-Stat (3.750) (-3.370) (2.410) (2.240) (2.790) (-1.590) (-1.260) (17.710) 



143 

 

Table 4.14: Sector wise two-step system dynamic panel estimation with TQ  

Variables   Auto, Eng, Cable n Elect Chem & Phar Cem & Cera Fert,Jute,For & Tob Sugar Sector Food,PC & Vanas Oil & Refin Textile 

L1. 
Coef. 0.226*** 0.341*** 0.553*** 0.003 0.622*** 0.295 0.543*** 0.419*** 

t-Stat (7.830) (16.500) (3.110) (0.000) (7.440) (1.130) (6.170) (132.010) 

L2. 
Coef. -0.102** -0.160*** -0.133* 0.155 -0.066** 0.175 0.120*** 0.155*** 

t-Stat (-2.450) (-9.270) (-1.930) (0.490) (-2.550) (0.710) (2.620) (54.780) 

GD 
Coef. -3.207 -0.220 -0.269 15.465 -0.086 19.238** 0.477 -0.129*** 

t-Stat (-1.620) (-0.150) (-0.300) (0.890) (-0.500) (2.490) (0.060) (-12.860) 

COC 
Coef. -2.309* -3.333 0.314 -13.910 -2.272*** -0.736 -0.671 -0.145*** 

t-Stat (-1.710) (-1.110) (1.460) (-1.310) (-3.310) (-0.020) (-0.940) (-8.830) 

CS 
Coef. 0.379*** 1.382 0.360*** -7.555** -0.344** 14.680*** -1.801 0.609*** 

t-Stat (3.340) (0.610) (2.680) (-2.380) (-2.030) (3.250) (-0.840) (33.860) 

DP 
Coef. 0.008*** -0.010*** 0.122*** 0.084 0.000 -0.002 0.011** 0.011*** 

t-Stat (5.680) (-5.110) (6.830) (1.320) (0.110) (-0.620) (2.190) (53.330) 

IP 
Coef. -0.157*** 0.341 0.054 1.270 0.091 -0.270* -0.356*** 0.033*** 

t-Stat (-2.860) (1.200) (0.700) (1.510) (0.890) (-1.830) (-3.230) (10.730) 

ACA 
Coef. -0.307*** 0.729*** -0.017 0.101 0.244** 5.911 0.188*** 0.091*** 

t-Stat (-3.380) (2.740) (-0.440) (0.410) (2.340) (1.240) (2.800) (16.330) 

ACSIZE 
Coef. 0.464*** 0.788*** 0.184* -8.330 -0.141 0.681 0.283** -0.192*** 

t-Stat (6.250) (3.370) (1.980) (-1.150) (-0.450) (1.050) (2.420) (-24.170) 

AQ 
Coef. -0.283 0.187 0.015 0.788 -0.900 2.764 -0.163 0.279*** 

t-Stat (-0.870) (0.310) (0.050) (0.430) (-0.690) (0.870) (-0.130) (14.270) 

BSIZE 
Coef. -0.026 -0.433*** 0.087* 0.320 0.232*** 2.137 -0.037 0.128*** 

t-Stat (-0.770) (-3.030) (1.860) (1.130) (4.050) (0.760) (-0.770) (28.290) 

CEOD 
Coef. 0.178 -1.163** -0.277 2.298 0.157 -10.340 -0.226 -0.129*** 

t-Stat (0.500) (-2.360) (-0.460) (0.720) (1.290) (-1.400) (-0.260) (-9.230) 

AGE 
Coef. 0.050*** -0.229*** -0.003 0.139 0.066*** -0.052 -0.041*** 0.010*** 

t-Stat (4.230) (-12.010) (-0.340) (1.020) (2.920) (-0.900) (-3.320) (22.410) 

RTH 
Coef. 0.132*** -0.597*** -0.001 0.119 0.056 0.010 -0.066 -0.010*** 

t-Stat (2.780) (-3.790) (-0.090) (0.150) (0.760) (0.040) (-0.490) (-4.730) 

SIZE 
Coef. -0.477*** 2.223*** -0.344*** -0.600 -0.669*** -3.121 0.207 -0.153*** 

t-Stat (-4.710) (6.140) (-2.670) (-0.770) (-3.330) (-1.410) (1.100) (-22.720) 

TANG 
Coef. -0.144 -7.462*** -0.574 -2.849 -0.597 12.256 -3.971** -0.399*** 

t-Stat (-0.300) (-2.830) (-0.650) (-0.460) (-0.880) (0.750) (-2.300) (19.600) 

C 
Coef. 9.768*** -36.219*** 7.406** 21.566 10.975*** 14.340 -2.154 2.450*** 

t-Stat (5.190) (-4.230) (2.020) (1.230) (2.650) (0.340) (-0.500) (17.360) 
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Table 4.15: Sector wise two-step system dynamic panel estimation with TQ 

Variables   Auto, Eng, Cable n Elect Chem & Phar Cem & Cera Fert,Jute,For & Tob Sugar Sector Food,PC & Vanas Oil & Refin Textile 

L1. 
Coef. 0.239*** 0.349*** 0.707*** -0.153 0.500*** -0.283 0.003 0.420*** 

t-Stat (4.420) (23.320) (3.570) (-0.230) (4.630) (-0.790) (0.010) (120.320) 

L2. 
Coef. -0.083** -0.162*** -0.097 -0.149 -0.082*** 0.369 -0.001 0.151*** 

t-Stat (-2.280) (-8.040) (-1.230) (-1.450) (-3.140) (1.300) (-0.010) (63.010) 

PD 
Coef. 0.552 -0.878 -0.551 2.692 -0.629 68.274 2.959 0.194*** 

t-Stat (0.930) (-0.480) (-1.170) (0.810) (-0.250) (0.950) (1.190) (16.250) 

GD 
Coef. -2.489 -0.655 -0.987 11.339 -1.088** 32.597 -19.828 -0.150*** 

t-Stat (-1.500) (-0.480) (-1.140) (0.660) (-2.080) (1.620) (-0.710) (-17.890) 

COC 
Coef. -3.112** -1.527 0.248 -11.047 -4.151*** 95.276** -0.823 -0.157*** 

t-Stat (-2.200) (-0.440) (1.130) (-1.060) (-3.210) (2.100) (-1.070) (-9.610) 

CS 
Coef. 0.405* 2.371** 0.287** -5.767* -0.748*** 1.411 -2.438** 0.623*** 

t-Stat (1.930) (1.770) (2.140) (-1.720) (-2.650) (0.620) (-2.160) (29.830) 

DP 
Coef. 0.008*** -0.009*** 0.094*** 0.079 -0.013 -0.004 0.018** 0.011*** 

t-Stat (6.680) (-3.970) (3.760) (1.120) (-1.610) (-1.290) (2.590) (48.000) 

IP 
Coef. -0.091 0.219 0.024 1.035 0.326** -0.204 -0.040 0.031*** 

t-Stat (-1.480) (0.650) (0.440) (1.550) (2.120) (-0.740) (-0.110) (8.730) 

ACA 
Coef. -0.361*** 0.878*** 0.011 -0.027 0.174 -19.140* -0.035 0.091*** 

t-Stat (-3.560) (2.830) (0.270) (-0.090) (1.570) (-1.890) (-0.250) (16.010) 

ACSIZE 
Coef. 0.345*** 0.871*** 0.126* 0.230 -0.584 6.293** 0.159 -0.180*** 

t-Stat (3.940) (3.700) (1.760) (0.380) (-1.550) (2.200) (1.370) (-14.650) 

AQ 
Coef. -0.596 0.453 1.036 1.339 -0.245 -7.264* -0.452 0.274*** 

t-Stat (-1.320) (0.220) (1.590) (0.790) (-0.990) (-1.730) (-0.490) (13.780) 

BSIZE 
Coef. -0.001 -0.543*** 0.071* 0.081 0.225*** -2.195 -0.083 0.118*** 

t-Stat (-0.050) (-4.130) (1.710) (0.490) (5.290) (-1.460) (-1.470) (15.650) 

CEOD 
Coef. -0.087 -1.204** -0.373 0.346 0.048 -18.867 0.542 -0.126*** 

t-Stat (-0.210) (-2.440) (-0.630) (0.070) (0.360) (-1.230) (0.580) (-9.900) 

AGE 
Coef. 0.044*** -0.240*** -0.005 0.105 0.115*** -0.005 -0.079 0.011*** 

t-Stat (4.730) (-10.580) (-0.440) (1.610) (3.720) (-0.070) (-1.160) (24.940) 

GRTH 
Coef. 0.146*** -0.601*** 0.011 -0.151 0.142 0.442 -0.135 -0.006* 

t-Stat (3.110) (-3.780) (1.050) (-0.170) (1.580) (0.940) (-0.660) (-1.770) 

SIZE 
Coef. -0.434*** 2.395*** -0.294** -0.487 -0.925*** -7.386* 0.068 -0.160*** 

t-Stat (-4.620) (5.680) (-2.400) (-0.430) (-4.280) (-1.820) (0.150) (-18.880) 

TANG 
Coef. -0.449 -6.766** -0.312 -4.635 -2.301** 53.033 -8.079** -0.408*** 

t-Stat (-0.660) (-2.090) (-0.540) (-0.940) (-2.160) (1.510) (-2.530) (-16.480) 

C 
Coef. 9.477*** -39.947*** 6.183** 10.563 18.763*** 152.629 6.061 2.438*** 

t-Stat (5.520) (-3.870) (1.990) (0.460) (3.140) (1.240) (0.650) (11.230) 
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Same result is found in third model in addition to the significant and 

positive effect of cost of capital for Food, Personal Care and Vanaspati sector. 

Capital structure plays vital role in affecting financial performance of the non-

financial sector of Pakistan. Firms are more concerned about mix of capital. 

Therefore, capital structure is the most important factor affecting Tobin’s Q. 

Analysis of first model indicates that capital structure has significant and positive 

impact on Tobin’s Q for Automobile, Engineering and Cable and Electrical Goods; 

Cement, Glass and Ceramics; and Textile sectors. Further, it has negative but 

significant effect on Tobin’s Q for Fertilizer, Jute, Forestry and Tobacco; and 

Sugar and Allied sectors.  The study finds same outputs in second model in 

addition to Food, PC and Allied sector where capital structure has significant and 

positive impact on Tobin’s Q. However, capital structure has significant effect on 

Tobin’s Q for all sectors other than Food, PC and Vanaspati sector. Further, 

analysis reveal that impact is negative in case of Fertilizer, Jute, Forestry and Sugar 

sector. These sectors still need to manage their capital structure in profitable way.  

In combined model of product diversification and geographic 

diversification, dividend policy shows a significant and positive impact only for 

Automobile, Engineering and Cable and Electrical Goods; Cement, Glass and 

Ceramics; Oil and Gas, Refinery and Energy; and Textile sectors. In addition, 

dividend policy has significant and negative effect on Tobin’s Q for Chemical and 

Pharmaceutical sector. Analysis reveals same findings of dividend policy for 

second model. However, in first model, dividend policy does not show any 

significant effect on Tobin’s Q for Oil and Gas sector, rather it shows significant 

and negative effect on Tobin’s Q for Food, PC and Vanaspati sector in addition to 

the outputs of other models.  

Investment policy has a weak effect on Tobin’s Q. Findings of first model 

reveal that investment policy has a significant and positive impact on Tobin’s Q 

only for Textile sectors while it has a significant and negative for Textile sector. In 

second model, investment policy shows significant but negative impact on Tobin’s 

Q for Automobile, Engineering and Cable and Electrical Goods; Food, Personal 

Product and Vanaspati; and Oil and Gas sector. However, in third model of 

analysis, investment policy shows significant and positive effect on Tobin’s Q for 
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Sugar and Allied; and Textile sectors only. Positive impact is a good outcome and 

shows that firms are much concerned about their fixed assets investment. For other 

sectors, findings show that investment policy does not have any effect on Tobin’s 

Q.  

These sectors need to utilize their assets in efficient ways in order to 

increase financial performance. This shows that long term investment in fixed 

assets most of the time does not affect current market measure of performance. All 

measures of corporate governance and audit quality show mixed outputs in all the 

sectors. In first model, audit committee activity has significant and positive effect 

on Tobin’s Q for Chemical and Pharmaceuticals; Sugar and Allied; and Textile 

sectors. Further, it has significant and negative impact on Tobin’s Q for 

Automobile, Engineering, Cable and Electrical Goods sector. In second model, 

audit committee activity has significant and positive effect on Tobin’s Q for 

Chemical and Pharmaceuticals; Sugar and Allied; Oil and Gas; and Textile sectors. 

Further, audit committee activity has significant but negative effect on Tobin’s Q 

for Automobile, Engineering, Cable and Electrical Goods. In combined model of 

product diversification and geographic diversification, audit committee activity has 

a significant and negative impact on Tobin’s Q only for two sectors; Automobile, 

Engineering, Cable and Electrical Goods, and Food sector. Whereas, for Chemical 

and Pharmaceuticals; and Textile sectors, audit committee activity shows 

significant and positive impact on Tobin’s Q. For all other sectors, it has an 

insignificant impact on Tobin’s Q. 

Audit committee size also has mixed outputs in all three models of the 

analysis. In all three models, audit committee size has significant and positive 

impact on Tobin’s Q for Automobile, Engineering, Cable and Electrical Goods; 

Chemical and Pharmaceutical; and Cement, Glass and Ceramics sectors. However, 

it has significant and negative effect on Tobin’s Q for Textile sector. In addition, in 

second model of the analysis, audit committee size also has significant and positive 

effect on Tobin’s Q for Oil and Gas sector. In third model, audit committee size has 

significant and positive effect on Tobin’s Q for Oil and Gas sector also. Results 

show that audit committee size matters in affecting financial performance if there is 

fluctuation in number of members in audit committee. Audit Quality has an 
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insignificant impact on Tobin’s Q for most of the sectors. For these sectors, it 

shows that the quality of audit firms does not affect the market measure of 

performance as it depends on many other factors. In first and third models, audit 

quality has significant impact on Tobin’s Q only for Food and Textile sectors.  

In second model, audit quality shows significant and positive effect only for 

Textile sector. Board size has significant and positive effect on Tobin’s Q for 

Cement, Glass and Ceramics; Sugar; and Textile sectors. This implies that increase 

in members of board contributes positively to market measure of performance. 

However, it shows a significant and negative impact on Tobin’s Q for Chemical 

and Pharmaceutical sector because a small board size performs better according to 

Agency Theory. For other sectors, board size has insignificant effect on Tobin’s Q. 

The insignificant impact of board size might also be due to poor 

communication and decision making in a large sized board (Emile, Ragab and 

Kyaw, 2014). In second and third models, CEO duality decreases market measure 

of performance significantly for Chemical and Pharmaceuticals; and Textile 

sectors. However, when product diversification is analyzed separately, there is 

significant effect of CEO duality on Tobin’s Q. Therefore, in this model, CEO 

duality has significant and positive effect on Tobin’s Q for Sugar and Allied; Food, 

Personal Care Product and Vanaspati; and Oil and Gas, Refinery and Energy 

sectors. In addition, CEO duality shows significant and negative effect on Tobin’s 

Q for  Chemical and Pharmaceuticals; and Textile sectors Firms need their CEO to 

perform well in order to improve financial performance when they also act as 

chairman of the board. Among control variables, findings are mixed. Size seems to 

be the most important factor that affects Tobin’s Q. In first model, age has 

significant effect on Tobin’s Q for all sectors other than Cement, Glass and 

Ceramics. In second model, age has significant effect on Tobin’s Q for all sectors 

other than Cement, Glass and Ceramics; Fertilizer, Jute, Forestry and Tobacco; and 

Food, Personal Care Producte and Vanaspati sectors.  

Further, in third model, age has significant effect on Tobin’s Q for 

Automobile, Engineering, Cable and Electricity Goods; Chemical and 

Pharmaceuticals; Sugar and Textile sectors. Growth in first model shows 

significant impact on Tobin’s Q for Automobile, Engineering, Cable and 
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Electricity Goods; Cement, Glass and Ceramics; Fertilizer, Jute, Forestry and 

Tobacco; Sugar and Textile sectors. In second and third models, growth has 

significant impact on Tobin’s Q only for Automobile, Engineering, Cable and 

Electricity Goods; Cement, Glass and Ceramics; and Textile sectors. In first model, 

size has significant impact on Tobin’s Q for all sectors other than Oil and Gas, 

Refinery and Energy sector. Only size seems to be the most important factor 

affecting market measure of performance for most of the sectors.  

4.6 DISCUSSION 

          The objective of the current study is to investigate the impact of corporate 

diversification (product and geographic diversification), cost of capital and 

financial policies (dividend policy, capital structure policy, investment policy, 

corporate governance and audit quality) on financial performance measured as 

ROA, ROE and Tobin’s Q of non-financial firms listed at Pakistan Stock 

Exchange. Overall analysis is made in the study followed by comparative analysis 

of all sectors. Two-step dynamic panel estimation is used for the analysis. The 

results of the study explain that financial performance is different based on sectoral 

analysis and overall analysis while considering different elements of financial 

performance. 

The behavior of financial performance and explanatory variables of the 

study is inconsistent in the analysis. In some sectors, an independent variable plays 

a vital role in affecting one financial performance measure while the same variable 

plays no role in predicting other financial performance measures in the same sector. 

So, varying results are found in the study. To analyze the impact of corporate 

diversification on firms’ financial performance is one of the major objectives of 

this study. Overall results of non-financial sector show that not both the variables 

of corporate diversification have a significant impact on all measures of 

performance giving mixed results. Product diversification and geographic 

diversification have insignificant impact on ROA. The insignificant results are 

similar to the studies of Adamu et al. (2011) and Iqbal, Hameed and Qadeer (2012).  

Whereas, both measures of corporate diversification have significant impact on 

ROE and Tobin’s Q. Significant results follows the study of Qureshi, Akhter and 

Imdadullah (2012).  
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          The results of geographic diversification are negative in case of Tobin’s Q 

used as measure of financial performance. The negative relationship of geographic 

diversification with financial performance supports Agency Theory where 

managers try to gain personal benefits which result in loss from diversification 

strategy. Therefore, higher costs and benefits are associated with diversification 

strategy (Ali, Hashmi & Mehmood, 2016).  

          The negative relationship of corporate diversification with firm performance 

may be due to there being a lack of well managed corporate governance, firms find 

it attractive to diversify their business which leads to their ultimate detriment 

(Phung & Mishra, 2016). The varying outputs are the results of different 

circumstances and economic conditions of the country as well as fluctuation in the 

Pakistan Stock Exchange during 2004-2017. This reason is supported by Iqbal, 

Hameed and Qadeer (2012). Overall findings of reveal that corporate 

diversification has significant and positive effect on financial performance of the 

firms. Another major objective of the current study is to analyze the impact of cost 

of capital on firms’ financial performance. Cost of capital has an overall positive 

and significant impact on ROA and ROE. The reason may be that investors and 

suppliers of financial resources of the firms expect to get the required return against 

financial resources for the firms. This return is called cost of capital and in turn, the 

investors expect the firms to provide the expected return. Firms then use these 

resources in their operational activities and fulfill the needs of investors which 

increase profitability (Pouraghajan et al., 2012). The positive impact of cost of 

capital on financial performance follows Modigliani and Miller (1963) theory of 

capital structure. The theory signifies that with increase in debt financing, there is 

increase in corporate financial performance because fixed interest charges decrease 

taxes. The negative impact of cost of capital on Tobin’s Q supports the study of 

Lopes and Alencar (2010).  

          To analyze the impact of financial policies on firms’ financial performance is 

another important objective of the current study. Among financial policies taken as 

determinants of performance in this study are dividend policy, capital structure, 

investment policy, corporate governance and audit quality. Bird in Hand Theory of 

dividend or Relevance Proposition of Dividend presented by Gordon (1963) 
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proposes that dividend payment affects financial performance of the firms. The 

current study supports this theory because for all measures of financial 

performance, dividend per share has a significant impact. Findings of current study 

are similar to the results of Amidu (2007); and Butt, Hunjra and Rehman (2010). 

Capital structure has an overall significant and positive impact on ROE and 

Tobin’s Q. These results are similar to the results of Javed, Younas and Imran 

(2014); and Basit and Hassan (2017). Most of the results of capital structure follow 

Millar and Modigliani's (1963) theory of capital structure, which explains that 

capital structure is an important factor that affects financial performance of the 

firms.  

            Investment Policy mainly refers to an increase in the financial performance 

of the firms. This policy is part of financial policy where the value of the firm 

increases (Sudiyatno, Puspitasari & Kartika, 2012). However, a school of thought 

presented by Abarbanell and Bushee (1997) argue that capital expenditure 

investment conveys negative signals for future profitability and concludes a 

negative impact of investment policy on future profitability. They argue that capital 

expenditures could be bad signals for future profitability if poor performing firms 

take on excessive projects. They further argue that industry adjusted capital 

expenditure investment is negatively associated with future profitability. Titman, 

Wei and Xie (2004) also report that there is an inverse relationship between capital 

expenditure investments and future stock returns of the firms. However, in current 

study, findings reveal that investment policy has insignificant impact on financial 

performance. This result is similar to the results of Kotsina and Hazak (2012). The 

reason of the insignificant effects is that firms adjust new sales prices of their 

products by taking into consideration the changes in variable cost and ignoring the 

fixed cost. There is also a general trend that firms manufacture their products in 

large quantities. As a result, there is decline in unit cost of producing the product. 

Because of this, any change in fixed assets investment does not impact firms’ 

financial performance.  

           Lastly, corporate governance variables and audit quality are important 

elements of firms’ financial performance. These variables are considered in this 

study as being financial policies. The analysis of current study helps to achieve the 
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objective concerning the impact of corporate governance and audit quality on 

firms’ financial performance of non-financial sector in Pakistan. Major findings 

regarding the impact of audit quality and corporate governance on firms’ financial 

performance show mixed results in this study. Audit Quality has, in general, a 

significant impact on firms’ performance measured as ROE and Tobin’s Q. The 

impact is negative in case of ROE, while positive in case of Tobin’s Q. The reason 

of negative findings may be that audit quality is measured in terms of big four audit 

firms; the audit profession is dominated by big and a few smaller national audit 

firms which results in decreasing financial performance of the firms (Shanikat & 

Abbadi, 2011). Results suggest that in Pakistan, audit work is also dominated by 

big four audit firms which results in decreasing financial performance of the firms. 

Audit committee activity represents the number of audit meetings held per 

year by the firms. Among other corporate governance variables, these reveal mixed 

results depending on the nature of performance measure and features and policies 

of sectors. Audit committee activity has insignificant impact on ROE. However, it 

has significant and negative impact on ROA as well as significant and positive 

impact on Tobin’s Q. In overall analysis, audit committee size has a significant and 

positive impact on Tobin’s Q, whereas it has significant and negative impact on 

ROA. The results of audit committee size have no impact on ROE. These findings 

support the result of Klein (1998), and Vafeas and Theodorou (1998). Another two 

variables of corporate governance which are used in the current study are CEO 

Duality and Board Size. These variables show mixed results based on different 

features and policies of sectors and their performance measures. CEO Duality has 

significant and negative impact on Tobin’s Q, while it has insignificant impact on 

ROA and ROE. The negative impact of CEO Duality is in line with the results of 

Ehikioya (2009). The insignificant impact of CEO Duality is similar to the results 

of Chen et al. (2008). Overall results show that board size has significant and 

positive impact on ROA and Tobin’s Q. 

4.7 RECOMMENDATIONS 

Based on the analysis and results, the study presents some 

recommendations to bring improvement to the financial performance by taking 

appropriate financial decisions in the non-financial sector of Pakistan. This sector 
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needs to improve its financial performance as the economy and Stock Exchange of 

Pakistan heavily depends on the non-financial sector of Pakistan. The finance 

managers and CEOs of non-financial firms should consider identified determinants 

of financial performance while making major financial decisions. There is need of 

proper management of diversification decisions as excessive diversification can 

also lead to decrease in financial performance. In addition, management needs to 

take diversification decision in such a way that helps to enhance the financial 

performance of the firm. As in case of this study, both product diversification and 

geographic diversification do not have significant impact on ROA. There is need of 

efficient management and use of strategy, the idle resources also need to be used in 

an efficient way in order to apply the strategies regarding diversification.  

Overall, in majority of the findings, cost of capital has significant and 

positive impact on firms’ financial performance. Still in order to benefit from the 

cost of capital, the managers of the firms should also invest funds in those long-

term investment projects which give a higher internal rate of return. In addition, 

negative impact of cost of capital on Tobin’s Q also demands proper 

implementation of capital structure decision in order to efficiently manage cost of 

capital. Managers should know at what cost their financial resources will be 

generated. Therefore, there is also need of efficient mix of capital resources in 

order to decrease cost of capital, which would then increase the profitability, and 

value of the firms.  

From an investor's point of view, every investor wants the firms to invest 

his capital in the firm that will give them a maximize return; otherwise the 

investors are not able to retain their investment. If a firm’s internal rate of return is 

not greater than the cost of capital, it cannot survive and investors will switch to 

another firm where they can get maximum return. Firms should make such strategy 

where they can maximize their profit margin which help them to give maximum 

output to their stockholders in the form of dividends so that shareholders retain 

their investment in the same firm. Therefore, the firms should maintain their cost of 

capital to increase value and profitability. 

Regarding the investment policy, majority of the findings of the current 

study show insignificant impact on financial performance. Therefore, the firms 
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should manage investment policy in a way that decreases interest cost and 

increases financial performance. Financial managers of the firms should also focus 

on investment appraisal techniques. Dividend payment is a determinant of financial 

performance, which is an inconsistent policy of the non-financial firms in Pakistan. 

The inconsistent policy is the reason of mixed and mostly insignificant effects of 

dividend policy on firms’ financial performance. The findings of the study 

recommend that firms should adopt such policies regarding dividend payment that 

help them to follow a robust policy of dividend payment. This leads to improve 

their profitability and attract investors to provide equity funds.   

The management of the firm should also invest in projects that give positive 

Net Present Value. This helps to generate good earnings, part of which can be used 

to pay dividends to equity holders. The negative results of capital structure on 

performance measured as ROA recommend that the managers should manage their 

financing mix in order to improve return on assets. The negative results also 

suggest that the managers should follow Pecking Order Theory of capital structure 

presented by Myers and Majluf (1984). They should finance their projects with 

internal funds and use debt financing and equity financing if a need arises. The 

results of the study also recommend that the firms should manage corporate 

governance and audit quality characteristics in order to improve their financial 

performance. Nearly half of the firms rely on big four audit firms, which ultimately 

affect financial performance negatively because of dominance of audit work by big 

four audit professionals. However, more than half of the firms also get their 

accounts audited by national firms which signifies that audit professionals should 

improve their work capabilities in order to enhance firms’ financial performance. 

The mix of big four audit professionals and national audit firms leads to mix 

findings of audit quality. 

Findings show that although board size significantly and positively affects 

ROA and Tobin’s Q. At the same time, insignificant impact of board size on ROE 

suggests that still there is need to properly adjust size of the board. Results suggest 

that on average, there are eight members on the board. However, in some firms, 

there are more than ten members on the board. Therefore, the study suggests that 

there should be an optimal number of board size, on average seven members, in 
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order to discuss the issues in detail and gain good opinions instead of having too 

many opinions when there are more members on board. The results suggest the 

CEO and chairman of the board should be separate persons in order to make 

decisions. The application of separation of CEO and chairman enhances financial 

performance. Findings suggest that on average firms manage same number of audit 

committee members as well as audit committee meetings every year. This is the 

reason why mostly audit committee size and audit committee meetings show 

insignificant impact on financial performance of the firms. The results also suggest 

that firms should manage the number of audit meetings as well as audit committee 

members to discuss financial reporting matter more efficiently. 

4.8 PRACTICAL IMPLICATIONS 

The findings suggest that the current study is helpful for management of 

firms, creditors, shareholders and researchers. When it comes to internal 

management of the firms, the study provides insight for the management regarding 

taking major financial decisions. Agency based views suggest that management 

likes to take corporate diversification decision for personal benefits. This is the 

reason of declining in financial performance of the firms. However, the other view 

suggests that corporate diversification is beneficial strategy that helps to increase 

the value of a firm. Current study suggests that management should take 

diversification decision for the benefits of shareholders rather than their personal 

benefits. The insignificant impact of product diversification on return on assets in 

overall findings suggests that firms should manage cost incurred while taking 

diversification decision because cost incurred on diversification offsets benefits 

from this strategy. The implications of the study provide how foreign sales should 

be managed in order to improve financial performance. 

In present study, negative impact of geographic diversification on Tobin’s 

Q presents another policy implication. It shows that firms dealing in foreign sales 

should focus on the level of productive innovation as well as there is need of 

effective governance system. For creditors and equity investors, the study helps 

them to make the decision whether or not to invest in these firms. The study 

provides help for the management of the firms, showing that they should follow a 

proper consistent dividend policy and best mix of capital structure. This is because 
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outputs of present study explains that firms are mostly relying on debt financing 

which increases rewards to funds providers and ultimately that leads to affect 

financial performance negatively. 

 The study is also helpful for regulatory authorities preparing or assessing 

financial policies regarding the financial performance of the firms and their 

accounting records. This study also helps them to manage the issues regarding 

inappropriate policies and practices of financial decisions. The point of concern is 

how appropriately higher authorities of the firms make financial decisions as to 

enhance the financial performance of non-financial firms in Pakistan. The present 

study is concerned about this issue. Long-term investment does not have significant 

impact on financial performance, which follows that financial managers should be 

trained to make long term investment decisions and chose appropriate policies to 

gain more benefits for the funds providers.  

The study provides insight for management of the firms to manage 

corporate governance policies. The number of board members should be 

reasonable. As per guidelines of corporate governance, separate persons are 

required for CEO and for chairman of the board. However, some firms do not 

follow this guideline. A regulatory body should ensure that firms are following the 

guidelines of corporate governance practices. The study provides the insight that 

more audit firms should be in practice so that non-financial firms in Pakistan may 

get more services of national audit professionals. Further, national audit firms 

should also be well trained because more than half of the firms are getting their 

accounts audited by national audit professionals. The study raises the point that 

non-financial firms of Pakistan should pay regular dividend to the shareholders 

because results suggest that firms do not follow consistent pattern of dividend 

payments. In addition, effective management of corporate diversification with 

effective control of corporate governance and proper implication of financial 

structure can improve the financial performance of non-financial firms. 

4.9 LIMITATIONS AND FUTURE DIRECTIONS 

 The present study is the first comprehensive study regarding the 

relationship of corporate diversification strategy with other financial aspects 

including cost of capital, financial policies (dividend policy, capital structure 
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policy, investment policy, corporate governance and audit quality) and firms’ 

financial performance for different non-financial sectors of Pakistan. Overall and 

sectoral analysis is made in this study. This research has opened many avenues for 

future research work. The present study can be extended in the context of Pakistan 

by taking Rumelt’s (1974) Specialized Ratio (SR) for calculation of Product 

Diversification. Although SR ratio requires segment reporting, the sample size will 

be very small as very few firms of Pakistan present segment reporting, but it will 

give more understanding about Product Diversification.  

Secondly, this study can also be extended in the same area by collecting the 

primary data directly from the management of the firms of different sectors through 

questionnaire. This will provide more understanding of how the management of the 

firms manages the financial matters and diversification strategies. Thirdly, the 

study can be extended by considering both primary and secondary data to capture 

in depth outcomes regarding the impact of the determinants of current study on 

firms' financial performance by incorporating more measures of financial 

performance. Lastly, the same research can be done on the financial sector of 

Pakistan. 
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SUMMARY 

The non-financial sector has an important role in the economic growth of 

Pakistan. There is need of detailed analysis of the financial performance of this 

sector at industry level and at firm level. In the present competitive business 

environment, firms opt for the strategies which expand their business. 

Diversification is one strategy which firms adopt to survive in the market. When 

firms opt for diversification, they need extra financing, and they have to bear the 

cost of this financing. Meanwhile, they have to manage their financial policies 

which ultimately affect their financial performance.  

The impact of these factors on firms’ financial performance has been 

analyzed independently, but the combined analysis of these determinants and 

sectoral impact on financial performance of non-financial firms still needed to be 

analyzed. The present study also considers this issue by analyzing and identifying 

the major outcomes in the field of corporate finance. The main purpose of the study 

is to investigate the impact of corporate diversification, cost of capital and financial 

policies on the financial performance of non-financial firms listed at the Pakistan 

Stock Exchange. Another main purpose of the study is to analyze the results on a 

sectoral basis and to make a comparative analysis of the results. 

 This section summarizes the research objectives and findings of the study 

including an overall analysis and sectoral analysis. Generally, the results show that 

there is diverse financial performance among different sectors during 2004-2017 

and the financial performance of overall non-financial sector is also diverse. 

Overall analysis shows that corporate diversification, whether product or 

geographic, has a mixed impact on different measures of financial performance. 

Although the overall impact of product diversification and geographic 

diversification is significant on ROE and Tobin’s Q, but it has no significant 

impact on ROA. 

The study also investigates the impact of financing cost on firms’ financial 

performance because when firms finance their projects, they have to bear cost of 

this financing; as a result, their profit is affected either positively or negatively. 

Overall, cost of capital has significant and positive impact on financial 

performance including sectoral analysis. The reason may be that when firms 



158 

 

provide the required return to their funds providers and use these resources in their 

operational activities, the financial performance is increased. Financial policies are 

another important part of the study. Dividend also has a significant and positive 

impact on all measures of financial performance. But on a sectoral basis, the results 

are varying depending on the nature and policies of sectors. Sometimes firms pay 

very high amount of dividend, sometimes they pay very low dividend and at times 

they do not pay dividend to shareholders. Measure of capital structure used in the 

current study also has overall a significant impact on financial performance in most 

of the cases, including overall analysis and sectoral analysis.  

Investment policy in terms of capital expenditures in fixed assets shows 

insignificant impact on firms’ financial performance. Corporate governance 

variables and audit quality are also important factors affecting financial 

performance of the firms. Major findings regarding effect of corporate governance 

and audit quality on firms’ financial performance reveal mixed results in this study. 

The mixed findings are based on different features and policies of different sectors 

as well as different measures of financial performance used in current study. 

However, other than CEO Duality, corporate governance and audit quality 

variables significantly and positively affect Tobin’s Q. This signifies that 

governance system is contributing positively towards market measure of 

performance. The findings reveal that firms need to manage their corporate 

governance strategies and audit quality characteristics in order to improve financial 

decisions at upper levels and financial performance. To further strengthen the 

results, the study also considers some control variables: size, growth, age and 

tangibility. Age is measured as the number of active years of the firms. Size is 

taken as natural log of total assets. Growth is measured in terms of sales growth; 

and Tangibility is calculated as a percentage of fixed assets to total assets. These 

control variables also help to strengthen the effect of explanatory variables of the 

study on firms’ financial performance.  
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APPENDIX-1 TABULAR SUMMARY OF INTRODUCTORY AND 

METHODOLOGICAL LITERATURE 

Table 1: Tabular summary of corporate diversification 

Theories and Types Author/s Description 

Theories 

Internal capital 

market theory 

Williamson 

(1975) 

If a firm has the ability to allocate its 

capital generated in one business to 

another business unit, it can operate its 

business efficiently. 

Synergy Motive 

Amit & Livnat 

(1988) 

The synergy motive is the obvious 

motive shown in cases where synergy 

exists when individual business units 

are operated as a single firm. 

Agency Theory 

Jensen & 

Meckling 

(1976) 

Further 

studied for 

diversification 

by: 

Amit & Livnat 

(1988) 

Managers want to diversify as to create 

empire of their own. Second, managers 

diversify in other market or product 

that will increase the demand for their 

skills and ability.    Third, risk 

reduction motive where managers want 

to diversify into different markets and 

products in order to reduced 

employment risk 

Resource based 

theory 

Penrose 

(1959),  

Wernerfelt 

(1984). 

How a firm can utilize the resources to 

achieve its goals or to achieve a 

competitive advantage 

Types Product 

Diversification 

Su &Tsang 

(2015) 

Firms are operating in more than one 

industry or product market.  

Related 

Diversification 

Ojo (2009) Where the growth of the firm is into a 

new non competing product or market 

which is related to the firm’s marketing 

skills and technology.  

Unrelated 

Diversification 

Ojo (2009) Where the growth of the firm is into a 

new product or market which is 
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unrelated to the firm’s present 

marketing skills or technology. 

Geographic 

Diversification 

Qureshi, 

Akhter & 

Imdadullah 

(2012) 

Geographic diversification occurs 

when a firm deals in more than one 

country. 

 

Table 2: Tabular summary of cost of capital 

Theories and Constructs Author/s Description 

Theories Capital assets 

pricing model 

Sharpe (1964) & 

Lintner (1965) 

It explains the relationship between 

risk and expected return on a stock 

given the efficient market. 

Modigliani and 

Miller Theory 

Modigliani & 

Miller (1963) 

Debt financing is cheaper than 

equity financing as interest on debt 

financing is tax deductible expense. 

Trade off theory Robichek & Myers 

(1966); Kraus & 

Litzenberger 

(1973); Scott 

(1977) 

Marginal benefit of the source of 

financing is equal to the marginal 

cost of the same source. 

Financial 

distress and 

bankruptcy 

costs theory 

 

(Myers, 1984; 

Harris & Raviv, 

1991)  

According to the theory of financial 

distress and bankruptcy cost, there 

is financial distress in the presence 

of debt financing in capital structure 

which leads to bankruptcy. It 

explains that with increase in fixed 

interest charges by the use of debt 

financing, there is probability of 

decrease in earnings and increase in 

financial distress 

The net income 

approach theory 

 

Olowe, 1998; 

Pandey, 2009; 

Ayeni & Olaoye, 

2015;  

This theory confirms that the use of 

debt financing will affect positively 

the value of a firm indefinitely. 

That is, the overall cost of capital or 
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weighted average cost of capital can 

be increased or decreased through 

the changes in financing mix or 

capital structure 

Constructs Weighted 

average cost of 

capital 

Nhleko & 

Musingwini (2016) 

Weighted average cost of capital is 

the discount rate that is used for 

cash flows with the same risk as of 

the firm’s overall risk. 

Cost of Debt Nhleko & 

Musingwini(2016) 

It is the interest rate adjusted for the 

tax rate, usually fixed for the time 

duration of loan. 

Cost of Equity Witmer and Zorn 

(2007) 

It is the expected return on asset’s 

common stock in capital market. 

Table 3: Tabular summary of capital structure/ financing policy 

Theories, Parameters and 

Determinants 

Author/s Definition of each theory, 

parameter and determinant 

Theories Modigliani 

and Miller 

theory 

 

Modigliani & Miller 

(1958) 

Further studied by: 

Modigliani & Miller 

theory (1963); 

Stiglitz (1969);  

The theory stated that capital 

structure decision of the firms 

has no impact on market value 

of the firms. But in 1963, they 

explained that debt financing 

affects value due to tax benefits.  

Agency 

Theory 

Jensen & Meckling 

(1976) 

Further studied by: 

Myers (2001) 

Jensen (1986) 

 

According to this theory, the 

principal gives the authority to 

run the matters of the firms to 

agent or managers of the firms 

so that the agent may work in the 

best interest of the principal. 

Trade off 

Theory 

Robichek & Myers 

(1966); Kraus & 

Litzenberger (1973); 

Further studied by: 

Jensen & Meckling 

This theory explained that the 

firms should go for debt 

financing while considering both 

its costs and benefits. One aspect 

of debt financing is decrease in 
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(1976); Myers 

(1977); Scott (1977); 

Jensen (1986) 

profit and other aspect of debt 

financing is saving in taxes. 

Pecking 

Order Theory 

Myers & Majluf 

(1984) 

Further studied by: 

Myers (1984) 

Myers (2001) 

Zulkafli et al., 

(2014) 

 

This theory explained that as far 

as outside investors are 

concerned, equity financing is 

very much riskier than debt due 

to adverse selection problem. 

Therefore, the outside investors 

demand higher rate of return on 

equity investment than on debt 

financing. That is why, the firms 

prefer to go for internal cash 

generated from earnings or its 

liquid funds when financing 

firm’s projects. 

Parameters Debt 

Equity 

Free cash 

flow 

Myers (1986) 

Younus et al. (2014) 

Debt financing 

Equity financing 

Free cash flow = Internal funds 

of a firm 

Determinants Size 

Age 

Risk 

Profitability 

Tangibility 

Non 

circulating 

shares 

Earning 

volatility 

Debt service 

Non debt tax 

shield 

Chen, Jorgensen & 

Yoo (2004) 

Ajay & 

Madhumathi(2012) 

Lim (2012) 

Kavitha (2014) 

Size = Natural log of total assets 

or natural log of sales 

Age = Number of years of firm’s 

operation 

Non debt tax shield = 

Depreciation/total assets 

Non circulating shares = Non 

circulating shares/total shares 

Earning volatility = Standard 

deviation of return on assets 

Tangibility = Fixed assets/total 

assets 

Profitability = Return of Assets 
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Table 4: Tabular summary of investment policy 

Concept, Theories and 

Determinants 

Author/s Definition of each concept, theory 

and determinant 

Concept Investment 

Policy 

(Zulkafli et al., 

2014). 

Investment is mainly categorized 

into real and financial investments. 

Real investment involves some 

kinds of tangible assets such as 

land, machinery, factories among 

others. While, financial investment 

involves contracts in paper or 

electronic form such as shares, 

bonds and debts among others 

(Koroti, 2014). 

Capital 

Expenditures 

Brailsford & 

Yeoh (2004); 

Akbar, Shah & 

Saadi (2008) 

Capital expenditure investment has 

been treated as a part of the 

strategic investment decisions and it 

is considered to be an important 

financial decision that a firm makes 

to increase its size or value.  

Theories Neoclassical 

Theory of 

Investment 

Modigliani & 

Miller (1958); 

Jorgenson (1967 

& 1971) 

Theory relates to capital 

accumulation, objectives of the 

firms as to maximize profit and 

value.  

Miller and 

Modigliani 

Theory 

Miller & 

Modigliani 

(1961) 

Dividend payment does not affect 

value of the firms, but investment 

policy affects value or performance 

of the firms. 

Determinants Size 

Growth 

Age 

Internal and 

external 

financing 

Leverage 

Bernanke & 

Gertler (1995); 

Gilchrist, 

Himmelberg, 

and Huberman 

(2005)  

Size = Natural log of total asset or 

total sales 

Leverage = capital structure 

Monetary policy = interest rate 

policy which affects investment 
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Sales 

Monetary 

policy 

Table 5: Tabular summary of dividend policy 

Concept, Theories, Parameters 

Types and Determinants 

Author/s Definition of each 

Concept, Theory, 

Parameter, Type and 

Determinant 

Concept Dividend Policy Kazman et al., 

(1998) 

Dividends are rewards 

which are disseminated to 

shareholders for the time 

and risks undertaken by 

them in doing investment 

with a firm. 

Parameters Dividend yield Cash 

Dividend payout 

ratio 

Stock Dividend 

Payout Ratio 

Dividend over 

market capitalization 

Dividend over net 

income 

 

Claessens et al. 

(2000); 

Mancinelli and 

Ozkan (2006); 

Pindado 

Rodrigues&Torre 

(2006);Tu, Lai 

and Chou (2007); 

Wang (2010); 

Hooi, Albaity & 

Ibrahimy (2015) 

Dividend yield is the sum 

of cash dividends paid to 

common stockholders 

divided by the market 

value of the firm. Payout 

ratio is the sum of cash 

dividend paid to common 

stockholders divided by 

the net income after 

tax.Another measures 

include the value of the 

cash dividend per share 

divided by earnings per 

share and total dividend 

including share 

repurchases that derived 

from total amount of 

dividend on the basis of 

net income 
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Theories Irrelevance 

Proposition of 

dividend 

Modigliani & 

Miller (1961) 

Dividend does not have 

impact on shareholders’ 

wealth. The only factor 

that affects the value of a 

firm is its earnings. 

Relevance 

Proposition of 

dividend (Bird in 

Hand Theory) 

Gordon (1963) This theory states that 

there exists relationship 

between value of a firm 

and dividend payments. 

Agency Cost Theory Jensen & 

Meckling (1976) 

The theory suggests the 

dividend policy is 

determined by agency 

costs which arise from the 

conflict of interest 

between shareholders and 

the management. The 

theory also assumes that 

managers do not always 

adopt dividend policy that 

is beneficial for 

shareholders, rather 

managers adopt dividend 

policy that maximizes 

their own interests. 

Signaling Theory Ross (1977) 

Further studied 

by: 

Bhattacharya 

(1979); John & 

Williams 

(1985);and 

Miller & Rock 

(1985) 

Theory states that 

managers of the firm use 

the dividend payments as 

a signal for shareholders 

about firm’s future 

prospects. Dividend 

distribution policy delivers 

information to the 

shareholders about the 

firm. 

The Walter Model Walter (1963) This model explains that 
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dividend policy is relevant 

in determining the value 

of the firm. The model 

explains that when 

dividend is paid to the 

shareholders; they reinvest 

the dividend to get higher 

return. 

Types Cash dividend 

Bonus share 

Stock split 

Shares repurchase 

Uchechukwu & 

Ikechukwu 

(2015) 

Cash dividend=payment 

of dividend in cash form 

Bonus share=issuance of 

shares free of cost 

Stock split=increase in 

outstanding shares and 

decrease in par value 

Shares repurchase 

Determinants Size 

Growth  

Leverage 

Ownership structure 

Earnings per share 

Cash flow 

 

Gill et al. (2012) 

Bushra & Mirza 

(2015) 

Size (Natural log of sales 

or total assets) 

Leverage (capital 

structure) 

Ownership structure 

(inside, institutional and 

outside owners) 

Earnings per share (Net 

income/number of 

outstanding shares) 

Cash flow 

Table 6: Tabular summary of corporate governance 

Concepts/ Theories and Parameter Author/s Definition of each concept/ 

theory and parameter 
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Concept/s 

 

Corporate Governance Mayer (1997) Corporate governance deals 

with the alignment of interests 

of both principal and agent in a 

way which ensures that the 

firms are being operated in the 

best interest of owners.  

Brennan & 

Solomon 

(2008) 

Corporate governance means 

that management of the firm is 

managing the matters in such a 

way that the stakeholders’ 

interest is protected and they 

accomplish this by controlling 

and supervising the acts of the 

management. 

Audit Quality De Anglo 

(1981) 

A joint probability that audit 

will truly and fairly present the 

findings of audit in accounting 

system of clients for public 

interest 

Constructs Board Size Afshan et al. 

(2016) 

Board size means the members 

who act as directors in an firm. 

Board Composition and Yasser, 

Entebang  & 

Mansor (2011) 

Board composition is the 

number of non executive 

directors on a firm’s board 

Board independence Rehman & 

Shah (2013) 

Board independence is the 

entrance of outside directors on 

board.  
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Board meetings Afshan et al. 

(2016) 

Board meeting is the number of 

time all the members of an 

firm’s board sit together to take 

firms’ decisions at strategic 

level. 

CEO duality AlManaseer et 

al. (2012) 

CEO duality refers to the 

situation where one person 

holds two most powerful 

positions on the board; 

chairman and CEO. 

Audit Committee 

Activity 

Menon & 

Williams 

(1994) 

Audit committee activity is the 

frequency of audit committee 

meetings. 

Audit Committee Size Aryan (2015) Audit committee size isthe 

number of audit committee 

members. 

Audit Committee 

Meetings/effectiveness 

Menon & 

Williams 

(1994) and 

Soliman & 

Ragab(2014) 

Audit committee effectiveness 

is explained as the number of 

audit committee meetings. 

Theories Agency Theory of 

Corporate Governance 

Jenson & 

Meckling 

(1976) 

Further 

studied by: 

Fama & Jensen 

(1983) 

Theory explains that agents are 

supposed to act in the best 

interest of shareholders. Due to 

this relation, agency problem 

arises as the agents exploit the 

rights of shareholders by 

focusing their own interest. As 

a result performance of the firm 

is affected. 

 Stewardship Theory Donaldson & 

Davis (1991) 

 

Theory explains that 

management of the firm focus 

only on the collective well 
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 being of the firm regardless of 

the self interest of the managers 

which affects performance 

positively. 

 Stakeholder Theory Freeman (1984) The theory explains that how 

management can satisfy the 

interest of its stakeholders. The 

theory suggests that an firm 

should serve all the individuals 

or groups who have a stake in 

the firm, mainly including 

employees, suppliers, customers 

and local communities 

Table 7: Tabular summary of firms’ financial performance 

Concepts, Theories and Determinants Author/s Definition/s of each 

concept/ theory and 

determinant 

Concepts Firms’ Performance Watkins (2007) Performance is the 

valuable results, 

accomplishments or 

contributions of an 

individual or team or an 

firm, regardless of 

preferred or mandated 

processes.  

Enos (2007) Performance is the 

achievement of tangible, 

measurable, specific, 

worthwhile and 

personally meaningful 

goals 

 Market Measure 

of Performance; 

Schmidt, & Rynes 

(2003) 

Market measure of 

performance relates to 
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 Accounting 

Measure of 

Performance; 

 Survey Measure 

of Performance 

the degree of satisfaction 

of the shareholders of the 

firm. Accounting 

measure of performance 

relates to an idea of the 

internal efficiency of the 

firm. Survey measure of 

performance relates to 

the subjective estimation 

of firm’s financial 

performance.  

Theories Expense Preference 

Behavior Theory 

 

William (1965) 

Further studied 

by: 

Rees (1974) 

Expenses are the input 

which can have negative 

impact on firm, 

especially when 

managers of the firm 

prefer more to spend. 

However, the owners of 

the firm definitely 

opposes to it. For 

example, a manager who 

is keen in spending more 

on staff and other 

utilities, has expense 

preference behavior. In 

this context. Theory 

assumes that staff 

expenses have an 

influence on sale rather 

than on production, and 

thus these expenses 

affect the level of profits 

Resource based theory 

 

Penrose (1959, 

1980); Wernerfelt 

(1984) 

Theory explains that a 

firm is a collection of 

productive resources, 
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physical or human 

oriented resources. A 

firm explores existing 

resources and develops 

new ones. The resource-

based theory emphasizes 

a firm’s resources as the 

fundamental 

determinants of 

competitive advantage 

and performance. 

Determinants Accounting Profit Orlitzky, 

Schmidt, & Rynes 

(2003); 

Yasser,Entebang 

& Mansur (2011); 

Pratheepkanth 

(2011); 

Pouraghajan et al. 

(2012)  

Return on assets 

Return on equity 

Return on investment 

Return on sales 

Net profit margin 

Market measure of 

performance 

Himmelberg et 

al., 1999; Faccio 

& Lasfer, 1999; 

Demsetz & 

Villalonga, 2001; 

Classens., 

Djankov., & 

Lang, 2002; and 

Isik & Soykan 

(2013).  

Tobin’s Q 

Shareholder Return Gregg, Jewell & 

Tonks (2012) 

Annual share price plus 

dividend per share of the 

year 

Stock Return Berggren & 

Bergqvist (2014) 

(Stock price of current 

time-stock price of 
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previous time)/ stock 

price of previous time 

 

Table 8: Tabular summary of methodological literature 

Sr. 

# 

Author/s Research Objective and Country Techniques 

1. Daud, Salamudin 

and Ahmad (2009) 

To analyze the impact of corporate 

diversification on firm performance 

(Malaysia) 

Regression 

estimation 

technique 

2. Kahloul and 

Hallara  (2010) 

Corporate diversification, firm 

performance and risk (France) 

Panel Data 

Regression 

3.  Afza, Slahudin and 

Nazir (2008) 

Impact of Corporate Diversification and 

Performance (Pakistan) 

Regression 

Analysis, General 

Linear 

Multivariate 

Model (GLMM), 

Paired sample t-

test 

4. Obinne et al. 

(2012) 

Corporate diversification and 

performance (Nigeria) 

Ordinary Least 

Square (OLS) 

5.  Qureshi, Akhter 

and Imdadullah 

(2012) 

Impact of diversification on capital 

structure and profitability (Pakistan) 

Regression 

Analysis 

6. Sindhu, Haq and 

Ali (2014) 

Impact of Diversification on performance 

(Pakistan) 

Regression 

Analysis 

7. Ooi, Hooy and 

Som (2014) 

Impact of Diversification on performance 

(Asian Countries) 

Regression 

Analysis 

8. Colombage (2005) Sectorial analysis of corporate capital 

structure choice (Sri Lanka) 

Regression and 

correlation 

techniques 

9. Feidakisa and 

Rovolisb (2007) 

Choice of capital structure (European 

Union) 

Ordinary Least 

Square 
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10. Harrison, Panasian 

and Seiler(2011) 

Determinants of capital structure Correlation and 

regression 

analysis 

11. Hunjra, Butt and 

Rehman (2011) 

To determine the patterns of capital 

structure and impact of capital structure 

and dividend policy on firm’s 

performance (Pakistan) 

Questionnaire 

12. Velnampy and 

Niresh (2012) 

Capital Structure and Performance 

(Srilanka) 

Correlation 

Analysis  

13. Umar et al. (2012) Capital Structure and Performance 

(Pakistan) 

Least square 

regression 

14. Ebrati et al. (2013) To analyze the relationship between 

capital structure and performance 

(Tehran) 

Multiple 

regression 

analysis  

15. Badar and Saeed 

(2013) 

To analyze the impact of capital structure 

on performance.  

Random 

Sampling 

Technique and 

Multiple 

Regression 

Models (Least 

Square 

Regression 

Model). 

16. Awais et al. (2016) To determine the relationship between 

capital structure and performance 

(Pakistan) 

Panel data 

regression 

17. Mujahid and 

Akhtar (2014) 

Capital Structure and Performance 

(Pakistan) 

Multiple 

regression 

analysis 

18. Mburu (2015) Effects of Capital structure on financial 

performance (Kenya) 

Multiple 

regression 

20. Tauseef,  Lohano 

and Khan (2015) 

Debt financing impact on corporate 

financial performance (Pakistan) 

Multiple 

regression 

21. Habib, Khan and 

Wazir (2016) 

Impact of debt on profitability (Pakistan)  Regression 

analysis, random 
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effect model 

22. Basit and Hassan 

(2017) 

To analyze the impact of capital structure 

on firm’s performance (Pakistan) 

Descriptive 

statistics, Pearson 

correlation 

coefficient, 

multiple linear 

regression 

23. Obuya (2017) To investigate the impact of debt 

financing option on financial 

performance. 

Review of 

different 

researches, 

papers, relevant 

previous studies, 

quantitative, 

descriptive, 

associated and 

predicted analysis 

24. Amidu (2007) To investigate the impact of dividend 

policy on firms’ performance (Ghana) 

Ordinary Least 

Square 

25. Butt et al. (2010) To investigate relationship between 

financial management practices and 

organizational performance (Pakistan) 

Questionnaire 

26. Murekefu and 

Ouma (2012) 

To investigate the impact of dividend 

payout on performance (Kenya) 

Regression 

analysis 

27. Salawu, Asaolu 

And Yinusa (2012) 

To investigate the impact of financial 

policy and firm specific characteristics 

on corporate performance (Nigeria) 

Pooled OLS, 

fixed effect model 

and generalized 

method of 

moment panel 

model 

29. Hunjra et al. 

(2014) 

To investigate the effects of dividend 

yield, dividend payout ratio, return on 

equity, earning per share and profit after 

tax on stock prices (Pakistan) 

OLS technique 

30. M’rabet and 

Boujjat (2016) 

Impact of dividend policy on 

performance of the firms (Morocco) 

Panel data 

regression 
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31. Hall (2001) To investigate the importance of risk 

with reference to capital investment 

projects (South Africa) 

Questionnaire 

32. Sudiyatno, 

Puspitasari and 

Kartika (2012) 

To investigate the impact of company 

policies like capital structure, capital 

expenditure investment on firm’s 

performance (Indonesia) 

Regression 

analysis 

33. Ayaydin and 

Karaaslan (2014) 

To investigate the impact of research and 

development investment on firm’s 

performance (Turkey) 

Regression 

analysis 

34. Krishanthi and 

Abeywardhana  

(2012) 

Determinants on capital structure, cost of 

debt and corporate performance (UK)  

Generalized 

Method of 

Moment (GMM), 

Two stage least 

square 

methodology 

35. Pouraghajan et al. 

(2012) 

To study the impact of cost of capital on 

financial performance (Tehran) 

Multivariate 

regression model, 

fixed effect 

model, common 

effect model and 

random effect 

model 

36. Larocque and Lyle 

(2013) 

Implied cost of equity and accounting 

measure of performance  

Regression 

analysis 

37. Ayeni and Olaoye 

(2015) 

To examine cost of capital theory and 

firm value 

Extant literature 

survey 

information, 

journals and 

magazines 

articles. 

38. Santosuosso 

(2014) 

To investigate the relationship between 

cost of debt and firm profitability (Italy)  

Logistic 

regression model, 

correlation 

39. Zheng et al. (2017) To analyzed the impact of capital Dynamic panel 
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requirements on cost of financial 

intermediaries and bank profitability 

(Bangladesh)  

generalized 

method of 

moments (GMM) 

41. Dar et al. (2011) To investigate the effects of corporate 

governance on performance of Oil and 

Gas listed companies in Pakistan. 

T-test and 

multiple 

regression model 

42. Arshad et al. 

(2011) 

To examine the impact of audit 

committee on performance  cement 

sector of Pakistan. 

Regression 

analysis 

43. Afza and Nazir 

(2013) 

To examine the relationship between 

audit committee characteristics and firm 

performance  

Regression 

technique 

44. Ali and Nasir 

(2014) 

To investigate the impact of corporate 

governance on firm performance in 

Pakistan.  

Panel date 

regression 

technique 

45. Farouk and Hassan 

(2014) 

To analyze the impact of audit quality on 

firm performance in Nigeria. 

Multiple 

regression 

analysis 

46. Amer,  Ragab and 

Shehata (2014) 

To investigate the relationship between 

audit committee characteristics and firm 

performance (Egyptian)  

Regression 

equation 

47. Aryan (2015) To examine the impact of audit 

committee characteristics and audit 

quality on firm performance (Jordon) 

Multiple 

regression 

48. Bansal and Sharma 

(2016) 

To analyze the impact of audit committee 

characteristics and other corporate 

governance variables on firm 

performance (India) 

Fixed effect panel 

data regression 

model 

49. Afshan et al. 

(2016) 

To investigate the relationship between 

corporate governance and financial 

performance (Pakistan) 

Regression 

analysis 
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APPENDIX-II  LIST OF COMPANIES FROM NON-FINANCIAL SECTOR 

Automobile, Engineering, Cable and Electrical Goods 

S. No Companies S. No Companies 

1 Atlas Honda Ltd 19 Aisha Steel Mill 

2 Dewan Motors 20 Amreli Steels 

3 Ghani Automobile 21 Bolan Casting 

4 Ghandhara Ind. 22 Crescent Steel 

5 Ghand Nissan 23 Dadex Eternit 

6 Honda Atlas CarsXD 24 Huffaz Seamless 

7 Hinopak Motor 25 International Industries Ltd. 

8 Indus Motor Co 26 Inter.Steel Ltd 

9 Millat Tractors 27 K.S.B.Pumps 

10 Pak Suzuki 28 Mughal Steel (R) 

11 Sazgar Eng. 29 Pak Engineering 

12 Agriautos Industries. 30 EMCO Industries 

13 Atlas Battery 31 Johnson & Philips 

14 Bal.Wheels 32 Pakistan Cables 

15 Dewan Auto Engg 33 Siemens Pak. 

16 Exide (PAK) XD 34 Singer Pak. 

17 General Tyre 35 TPL Trakker Ltd 

18 Ados Pakistan     

Chemical and Pharmaceuticals 

S. No Companies S. No Companies 

1 Agritech Limited 19 Nimir Ind.Chem. 

2 Akzo Nobel Pak. 20 Nimir Resins 

3 Archroma Pak 21 Pak Gum & Chem. 

4 Bawany Air Products 22 Pak.P.V.C. 

5 Berger Paints 23 Sardar Chemical 

6 Biafo Ind. 24 Shaffi Chemical 

7 Buxly Paints 25 Sitara Chemical 

8 Colgate Palmolive 26 Sitara Peroxide 

9 Data Agro 27 Wah-Noble 

10 Descon Oxychem 28 
Abbot Laboatories (Pakistan) 

Ltd. 

11 Dynea Pakistan 29 
Ferozsons Laboratories 

Limited 

12 Engro Polymer 30 
GlaxoSmithKline (Pakistan) 

Ltd. 

13 Ghani Gases 31 
Highnoon Laboratories 

Limited 

14 ICI Pakistan 32 IBL HealthCare Limited 
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15 Ittehad Chem. 33 
Sanofi-Aventis Pakistan 

Limited 

16 Linde Pakistan 34 The Searle Company Limited 

17 Lotte Chemical 35 Wyeth Pakistan Limited 

18 Leiner Pak Gelat     

Cement, Glass and Ceramics 

S. No Companies S. No Companies 

1 Attock Cement 15 Lucky Cement 

2 Bestway Cement 16 MapleLeafCement 

3 Cherat Cement 17 Pioneer Cement 

4 Dadabhoy Cement 18 Power Cement 

5 Dewan Cement 19 Safe Mix Con.Ltd 

6 D.G.K.Cement 20 Thatta Cement 

7 Dandot Cement 21 Balochistan Glass 

8 Fauji Cement 22 Emco Industries Ltd 

9 Fecto Cement 23 Frontier Ceram 

10 Flying Cement 24 Ghani Glass Ltd 

11 Gharibwal Cement 25 Ghani Value Gla. 

12 Javedan Corp. 26 Karam Ceramics 

13 Kohat Cement 27 Shabbir Tiles 

14 Lafarge Pak Cement 28 Tariq Glass Ind. 

Fertilizer, Jute, Forestry (Paper and Board) and Tobacco 

S. No Companies S. No Companies 

1 Engro Fertilizer 11 Dadabhoy Sack Limited 

2 Fatima Fertilizer 12 Merit Packaging Limited 

3 Fauji Fert Bin 13 Packages Limited 

4 
Fauji Fertilizer 

14 
Pakistan Paper Prouducts 

Limited 

5 Crescent Jute 15 Security Paper Limited 

6 Baluchistan Particle Board Limited 16 Khyber Tobacco 

7 Century Paper and Board Mills Ltd. 17 Pak Tobacco 

8 Cherat Packaging Limited. 18 Philip Morris Pak. 

9 Arif Habib Corp 19 Engro Corp 

10 Dawood Hercules   

Sugar and Allied 

S. No Companies S. No Companies 

1 AL-Abbas Sugar 14 Khairpur Sugar 

2 Adam Sugar 15 Mirpurkhas Sugar 

3 AL-Noor Sugar 16 Mehran SugarXD 

4 Ansari Sugar 17 Mirza Sugar 

5 Baba Farid 18 Noon Sugar 
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6 Chashma Sugar 19 Premier Suger 

7 Dewan Sugar 20 Pangrio Sugar 

8 Faran Sugar 21 Sanghar Sugar 

9 Husein Sugar Mills 22 Shahtaj Sugar 

10 Haseeb Waqas Sugar 23 Shahmurad Sugar 

11 Imperial Sugar Ltd. 24 Sakrand Sugar 

12 J.D.W.Sugar 25 Shakarganj Limited 

13 Jauharabad Sug 26 Thal Ind.Corp. 

Food PC Products and Vanaspati 

S. No Companies S. No Companies 

1 Clover Pakistan 11 Rafhan MaizeXD 

2 Engro Foods Ltd. 12 Shield Corp. 

3 Goodluck Ind. 13 Shezan Inter. 

4 Gillette Pak 14 Treet Corp 

5 Ismail Ind 15 Unilever Foods 

6 MithchellsFruit 16 Unilever Pakistan Ltd. 

7 Murree Brewery 17 ZIL Limited 

8 National Foods 18 Punjab Oil 

9 Nestle Pakistan 19 S.S.Oil 

10 Quice Food     

Oil and Gas, Refinery and Power/Energy sector 

S. No Companies S. No Companies 

1 Mari Petroleum Company Limited 13 Lalpir Power Limited 

2 
Oil and Gas Development Company 

Limited 14 
Hub Power Company Ltd. 

3 Pakistan Oilfields Limited 15 
Engro Powergen Qadirpur 

Limited 

4 Pakistan Petrolium Limited 16 K-Electrics 

5 Attock Petroleum 17 Kohinoor Energy Limited 

6 Burshane LPG (Pakistan) Limited 18 
Kohinoor Power Company 

Limited 

7 Hascol Petroleum Limited 19 Byco Petroleum 

8 Shell Pakistan 20 National Refinery 

9 Sui Northern Gas Pipelines Limited 21 Pak Refinery 

10 Hi-Tech Lubricants Limited 22 PAKGEN Power Limited 

11 Arshad Energy Limited 23 Sitara Energy Limited 

12 Altern Energy Limited   

Textile 

S. No Companies S. No Companies 

1 Artistic Denim 53 Dewan Mushtaq 

2 Ahmed Hassan 54 D.S. Ind. Ltd. 

3 Azgard Nine 55 Dar-es-Salaam 
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4 Bhanero Tex. 56 Dewan Textile 

5 Blessed Tex. 57 Elahi Cotton 

6 Crescent Tex. 58 Ellcot Spinning 

7 Dawood Lawrencepur 59 Fazal Cloth 

8 Faisal Spinning 60 Gadoon Textile 

9 Gul Ahmed 61 Glamour Textile 

10 Ghazi Fabrics 62 H.M.Ismail 

11 Hala Enterprise 63 Idrees Textile 

12 Hamid Textile 64 Indus Dyeing 

13 Hussain Industries 65 J.A.Textile 

14 Internatinoal Knitwear 66 Janana De Malucho 

15 Ishaq Textiles 67 J.K.Spinning 

16 Jubilee Spinning 68 Kohat Textile 

17 Kohinoor Mills 69 Kohinoor Spining 

18 Mehmood Textile 70 Khalid Siraj 

19 Masood Textile 71 Maqbool Textile 

20 Mian Textile 72 Nagina Cotton 

21 Nishat (Chun.) 73 Nadeem Textile 

22 Nishat Mills Ltd 74 N. P. Spinning 

23 Paramount Sp 75 Olympia Spinning 

24 Quetta Textile 76 Reliance Cotton 

25 Redco Textile 77 Saif Textile 

26 Reliance Weaving 78 Salfi Textile 

27 Sapphire Tex. 79 Salman Noman 

28 Sapphire Fiber 80 Service Textile 

29 Shams Textile 81 Shadman Cotton 

30 Suraj Cotton 82 Shadab Textile 

31 Towellers Limited 83 Sajjad Tex. 

32 ZahidJee Tex. 84 Sally Textile 

33 Ali Asghar Textile 85 Sana Industries 

34 Amtex Limited 86 Sargoda Spinning 

35 Asim Textile 87 Shahzad Tex. 

36 Allawasaya Tex 88 Tata Textile 

37 Babri Cotton 89 Ashfaq Textile 

38 Bilal Fibres 90 Feroze 1888 Mills Ltd. 

39 Crescent Fibres 91 I.C.C.Textile 

40 Colony Tex.Mills Ltd 92 Prosperity Weaving 

41 Chakwal Spinning 93 Samin Textile 

42 Dewan Farooque Spinning 94 Shahtaj Textile 

43 Din Textile 95 Yousuf Weaving 

44 Dewan Khalid 96 Zephyr Textile 
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45 AL-Abid Silk Mills 97 Rupali Polyester 

46 Dewan Salman 98 Bata (Pak) 

47 Ibrahim Fibres 99 Service Ind.Ltd 

48 National Silk 100 Bannu Woollen 

49 Pak Synthetics   101  Fateh Industries 

50 Gatron Industries 102 Leather Up 

51 S. G. Fiber 103 Pak Leather 

52 Tri Star Polyester   


