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ABSTRACT

The main purpose of this study is to find the relation between corporate
performance and cost of equity capital. The study contains past literature evidences
to build the relat}on between corporate performance and cost of equity capital while
corporate performance is taken as independent variable. Panel regression model is
used to investigate the relation while Hausman test is applied to check the fixed and
random effect. The study finds insignificant relation between corporate
performance and cost of equity capital. Moreover, random effect is selected which
states that some other factors hidden in error term have a great impact on the cost
of equity capital. The data include only eight years which can be enhanced for
further research in the market of Pakistan. In addition, other performance

indicators can also be looked into further investigation.
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CHAPTER-1

1. INTRODUCTION

1.1 BACKGROUND

Corporation is a lgrge business owned by shareholders but separate from owner and it can
sell its stock in public ( Meigs et al., 1996 ).Corporation is also an attractive form of the
business in the modern global world and the concept of limited liability causes to create
more worth for the stakeholders while the transfer of ownership is a big feature of
corporation (Brealey et al., 2006). Further, a core attention of a corporation is its
unlimited life (Brigham and Ehrhardt, 2001). .So the charisma of conglomerate is due to
its limited legal responsibility as well as unrestricted floatation of its shares in the stock

market.

Corporatiqn creates value for its stakeholders yet it does not break the trust of its
stakeholders. Public limited companies describe the information regarding what they are
doing in the benefit of its stakeholders (Horne, 2002). Moreover, corporation achieves its
social values as well as long term relation with stockholders by maximizing the value of
the stock and generating financial information. (Lougee and Wallace, 2008). In addition,
corporation proclaims different types of information to create the stock value and to build
the good relation with its respective stakeholders (Estallo et al., 2007). Corporation

makes financial decisions in the interest of its shareholders and also maximizes the price



of its share to increase the wealth of shareholder. It also produces financial information
to inform the stopkholders regarding its overall business decision (Damodaran, 2001).
Today corporations can not sustain without improving social values in its respective
community. Such social activities lead to boost the financial performance indicators
which also divert the perceptions of the capital providers regarding that business. (Dam,
2006). So information regarding businesses and maximization of the wealth of

shareholders are the main focal point of the corporation.

In modern corporate world, shareholders take keen interest to monitor the firm on
the basis of information presented by organization. Investors spend abundant amount of
money in getting the proper information through agent of the business which also shows
the importance of the information in the corporate era (Patibandla, 2006). Information
plays an important role when investors want to enter in any business unit. Stakeholders
buy the stock on the basis of financial disclosure level while it can also change the
expectation of output and profit level of the firm. In addition, if disclosure level is fully
described then it also increase the welfare level domestically (Hwang and Kirby, 2000).
Additionally, investors are more conscious now days as compare to previous two or three
decades regarding financial performance and information of relative company. It causes
to create the strong relation between investors as well as to create the opportunity to
finance the slake resources easily. Moreover, all the slake resources can not be availed
without creating social value of relative company and the value can not be .increased
without improving financial performance. Further, it is necessary for corporation to show
stable financial performance to achieve the opportunity of slake resources for the

betterment of businesses (Waddock and Graves, 1997). Now Investors scrutinize the
2



financial information as compared to past, present and future of a relative firm when
estimate or require the return on investment in the same firm (Majid and Sufian, 1999).
The current information and financial announcement has a great impact on the investor’s

perceptions as well as it indicates the financial performance of a relative business.

Since 20™ century, the advancement in corporate world, financial performance
has become the most relative issue and different techniques are used to asses the
corporate performance. For example, some investors use accounting base measures to
recognize the economic performance of an organization and some believe on market base
measures to account the performance of the corporation but both techniques reveals the
performance of a firm (Goetzmann and Garstka, 1999 ). Corporation shows financial
performance in qualitative as well as in quantitative manner to satisfy its shareholderi
(Richardson and Welker, 2001). Corporation also shows high performance to establish
the relation with §takeholders as well as to make more reputable business in the eye of its
shareholders. If an organization does not show better performance then it loses trust in
the market (Dempsey, 1996). In the modern corporate world even management follows
different performance models and also shows department vise performance to monitor
the business as well as to convince the sharholders (Oliveira and Neto, 2009).
Consequently, there is a strong relationship between corporate performance and
investor’s expectation. Firm performance also motivates the financiers to invest in those

firms whose performance is better as compare to low performing firm.

Capital providers charge the cost of capital according to the financial performance

of a relative corporation and its long term objectives. They do not invest the money in the



firm for short term basis but eventually for long term. Investors totally relay on ‘corporate
performance which causes to decrease or increase the cost of capital. Investors also
require low cost of capital on high corporate pefformance (Rappaport, 2006). Corporation
announces the financial information to magnetize the investors and it also improve the
image of the firm’s insubstantial assets as well as it is essential for the reputation of the
firm. Further it also reduces the risk and the corporation enjoys lower cost of capital if its
repﬁtation is better then other relative business unit (Wang and Smith, 2008). Thus better
corporate performance builds a positive perception for shareholders who provide capital
either through debt or equity. Although it also reduce the uncertainty level as well as risk

level of the relative corporation.

Capital providers or shareholders continually observe the relative corporate
performance. Public limited companies issue the financial information at the end of its
accounting cycle known as financial statements. On behalf of such information, investors
analyze the firm’s condition which reveals whether Corporation is performing good or
bad. Therefore required rate of return totally based on financial performance and it is
presented by organization at the end of its operating cycle (Luzi, 2002). Accordingly
financial statements play an important role in business decision making and also
determines the risk level of a relative firm. It is also a useful tool to find out the over all
cost of capital as well as the cost of equity. However, the strong financial statements
describe the strength of an organization that ihdicates as a good performing company in
front of its shareholders. Additionally better performance leads to build a trust between

shareholder and company as well as to reduce the cost of equity capital (Poshakwalea and



Courtisb, 2005). Financial performance indicates the better utilization of the resources

and it reduces the uncertainty level as a result it diminishes the cost of equity capital.

Financial statements are used to measure the financial performance of a relative
corporation and the existing state of affairs of a business unit. On behalf of financial
statements, financial analysts make a ratio analysis to measure the financial analysis
(Prahalad and Hamel, 1994,). Financial forecasters use different ratios to measure the
corporate performance while earning per share (EPS), price to earning ratio (P/E) and
return on assets (ROA) is taken as a proxy to show the financial performance in the
robust research. For example, Poshakwalea and Courtisb (2005) examine P/E ratio as
measure of corporate performance and find the relation of P/E with cost of equity capital.
On the other hand, Pugh et al., (2000) shows ROA as measure of corporate performance
in the corporate world. Consequently Tan et al., (2007) state earning per share (EPS) as a
proxy for financial performance of the corporation. In addition, Choi and Jung (2008) use
return on assets (ROA) as well as price to earﬁings (P/E) ratio as a proxy.to measure the
corporate performance. In this study ROA, EPS and P/E ratios are taken as an
independent variable with one controlled variable market risk (MR) as also used by Choi

and Jung (2008) in their study.

Capital Asset Pricing model (CAPM), a traditional method measures the cost of
equity capital as Daves et al., (2000) use in their study to find the cost of equity.
However, in order to measure the beta (three year monthly return) are used as.stated by

Daves et al., (2000) while the rate on defense saving certificate is treated as risk less rate

used in CAPM.



1.2  OBJECTIVES

Internationally a lot of work shows the impact of different factors to determine the
cost of equity capital. Traditionally, only market risk premium is used as an independent
factor which controls the return of relative stock. The main objective of my research
work is to explore the relationship between cofporate performance and cost of equity

capital. However, the main objectives of this research are;

i.  To explore the relationship between Corporate performance and cost of equity

capital
1.3 SIGNIFICANCE OF THE STUDY

Corporate performance produces positive financial information which helps the
investors in financial decision making as well as for the people who want to integrate
themselves in the‘ corporate world. This research provides guidance to the professionals
with new dimensions (ROA, P/E and EPS) as a measure of cost of equity related to the
corporate world of Pakistan. The corporate people can think over this new exploration
when make any strategy or policy regarding the business entity. This study examines how
corporate performance leads to change the attitude of the people regarding their demand
on invested capital. Moreover, the body of knowledge divulges what factors determine
the price of the stock and what the reasons behind this volatile phenomenon are? In
addition, the research also enhances the body of knowledge at academic level and
discusses the behavior of the investors as well as the movement in the prices of relative

stock when perfbrmance of the corporation is changed. The study also investigates
6 .



different factors those change the cost of stock. These factors also make a difference in
the current knowledge regarding the psyche of stakeholders. In so far as contribution of
this work is to explore the new dimensions that cause to transform the stock prices in the

context of Pakistani scenario.

In order to find the relationship of corporate performance and cost of equity, the
information related to textile spinning sector is taken which is playing an important role
in the Pakistani economy. Moreover, the spinning sector is the oldest sector of Pakistani
economy since at the time of independence. So this is one of the developed sector in the
subsector of the textile industry of Pakistan and it is the major source of foreign reserve
in the economy of the country. With the passage of time the growth in the spiring/yarn

production has positive trend as show below.

Table 1: Production of Yarn (Million Kg)’

Quantity Value Value Unit Value
Year 000 US
000 kgs $ 000 Rs $/Kg  Rs/Kg
1995-96 535889 1540259 52164188 2.87 97.34
1996-97 508188 1411519 55238949 2,78 108.7

1997-98 461919 1159542 49988086 2.51 108.22
1998-99 421481 945169 47420389 2.24 112.51
1999-00 512971 1071616 55485197 2.09 108.16
2000-01 545134 1076063 62914292 1.97 115.41
2001-02 544217 942359 57898536 1.73 106.39
2002-03 519329 928358 54314000 179 104.58
2003-04 499071 1126878 64874366 2.26 129.99
2004-05 504722 1056535 62985529 2.09 124.61
2005-06 671697 1382874 83345816 2.06 124.08
2006-07 665525 1428041 86582126 2.15 130.09
2007-08 562424 1294165 80863110 2.3 143.78

1'Trade Development Authority of Pakistan & Federal Bureau of Statistics, Govt. of Pakistan
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From 1995 to 2008, there is positive growth in yarn production and it also shows
the contribution of spinning sector in the national income. On the other hand, the
following information also shows the export figure of spinning products to the other
countries which also shows the importance of textile spinning sector. Moreover, spinning
sector is famous because of its equity share in the capital market and so many companies
are enlisted on the stock market and so many investors have invested in the same

spinning sectors.

Table 2: Export Of Cotton Yarn (Value Us $: 000)*

Cotton
Year Yarn Blended Total
1997-98 1151 390 1541
1998-99 1154 394 1548
1999-00 1276 402 1678
2000-01 1336 393 1729
2001-02 1385 433 1818
2002-03 1469 456 1925
2003-04 1473 466 1939
2004-05 1770 520 2290
2005-06 2006 550 2556
2006-07 2039 688 2727
2007-08 2156 690 2846

Following are the reason to choose the spinning sector:

i.  Spinning sector is the oldest developed sectors since independence
ii.  Data is easily available
iii. The spinning sector is playing an important role in the economy of Pakistan

iv.  The export and growth figures of spinning sector are much attractive

2 Textile Commissioner’s Organization, Govt. of Pakistan
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Prior to the current research, less work is done on relation between corporate
performance and cost of equity capital and less work is done in same dimensions related
to equity market of Pakistan. The research about the relation between corporate
performance and cost of equity capital fill the gap between past and recent knowledge by

introducing ROA, P/E and EPS ratios as measure of cost of equity capital related to the

market of Pakistan.

1.4 ARRANGEMENT OF THE STUDY

The rest of the study has been ordered as follows. Chapter two discusses the
previous literature in support of the current study to find the relation between corporate
performance and cost of equity capital. Chapter three discusses the research design and
methodology for the current research work. Chapter four explains the procedure of data
compilation as well as examines the results and discussion. The last chapter concludes the

summery of findings and results.



CHAPTER-2

2. LITERATURE REVIEW

Corporate financial information plays an important role to value the firm as well
as analyzes the reputation level of the relative firm (Lang, 2008). Corporation produces
financial information at the end of its operating cycle to show the financial strength of its
operations. It also motivates the shareholders of the corporation while improper and
unclear information can spoil the reputation of relative company in the market (Armitage
and Marston, 2008). Investors as well as shareholders require the financial information to
make financial decision regarding their capital (Majid and Sufian, 1999). In corporate
world accounting information about bad or good occurrence plays an important role to

evaluate the status at market level.

Higher level of corporate financial disclosure condenses the uncertain situation at
market and it leads to reduce the risk level of particular business unit. Therefore investors
rank the organization on the basis of risk perceived through released information by
corporatién (Richardson and Welker, 2001). Consequently, corp.orations show strong and
gradually improved financial information to attract the relative stakeholders. Moreover,
superior corporate financial information face less hurdles as compare to organizations
those are unable to show improved financial indicators. In addition, it also set the risk

level of a relative organization and also changes the stock prices as well as to build a

10



good image in the existing market phenomenon. (Bushee and Noe, 2000). Stakeholders
dislike firms those do not announce financial information regularly. They analyze earning
indicators of the corporation and investors badly react if corporation does not produce
financial information regarding earning indicators frequently (Lakhal, 2009). It is reality,
volatility in stock. earning totally based on the corporate financial information. Moreover,
such volatility generates good or bad signal of a relative firm and shareholders start
selling and buying of a relative stock of the same company (Asquith et al., 1986).
Investors also compare past corporate financial structure and earning with the current
financial environment of the same corporation. It leads to set the current risk level and
current scenario of the corporation to make the financial decision (Doff, 2008).
Informational risk is the most important factor for management, investors and
government agencies. Because management makes decision on the basis of financial
indicators while investors require same information to value their capital and government
institutes necessitate such information to check the validity of the af:counting
announcements. From one side such financial information reduces the risk level and on
the other side it helps to finance the slake resource for corporate usage (Habib, 2005).
That's why corporation announces more information in order to reduce the risk level as

well as to attract the concerned stakeholders.

In the era of globalization, accounting information demonstrates the corporate
performance as well as the financial position of a particular company (Livne and
McNichols, 2009). Subsequently financial performance also determines the relative risk
of the stock and rﬁotivates the investors to provide more capital to the respectivg entity in

order to create more wealth in future (Nichols and Wahlen, 2004). Corporation also
11



changes its capital structure policy in order to achieve the better financial indicators. Such
change iﬁ capital structure also increases the performance ar;d it leads to attract the
capital provider (Seppa, 2008). High corporate performance catches the attention of the
investors in capital market and it also reduces the risk level. Low corporate performance
increases the risk level and it also decreases the market share of a relative company in the
capital market (Siddiqui, 2008). Accordingly variation in financial performance changes
the perception of the stockholders because of increase in uncertainty and capital providers

require more return due to increase in risk (Mahoney, 2008).

Legislative authority binds the corporate sector to show the financial information
at a specific time which shows the real picture as well as risk level of relative business
unit. Financial statements are the tool to asses the informational evidence of a firm. Clear
and purposeful financial information also cause to increase liquidity of the stock in the
capital market as well as to attract the shareholders (Bhattacharya, 2006). Financial
statements shows the financial information and stakeholders analyze the ratio analysis to
check the uncertainty level on the basis of such statements. However, variation in such
ratio not only finds out the risk level of relative firm but also exhibits the real picture of
the firm and it also helps the shareholders to settle on the cost of equity capital (Ryan,

1996).

Financial statements and corporate performance also generate a signal to its
shareholders regarding value creation of particular investment (Kaur and Narang, 2008).
In consequence, annual reports show the financial display of a relative company and

stakeholders measure financial performance by analyzing such financial reports. In

12



addition, financial statements also determine the risk level of a corporation to determine

the required rate of return on provided capital.

Financial statements depict the real picture of the corporation as well as it
generates a perception and risk level regarding (Livne and McNichols, 2009).
Corporations make performance strategy to build strategic relation with their
stockholders that shows the importance of financial performance. Mostly, capital
providers observe the return on assets of the firm as proxy to measure the corporate
performance (Berman et al., 1999). Another work discusses the importance of corporate
performance in the eye of shareholders and one of the best indicators to measure the
better corporate performance is to obtain the high results of return on assets (Pandya and
Rao, 1998). Financial statements point out different indication of financial performance
by financial ratios. Return on assets (ROA) is the best measure of corporate performance
and increase in the ratio of ROA reveals the positive financial performance of relative
business and vice verse (Siddiqui, 2008). Mostly financial analyst use ROA and Tobin’s
Q to measure the corporate performance. However, increasing trend in ROA and Tobin’s
Q shows the positive financial performance while negativity in such indicators shows low
performance of a relative corporation (Bﬁagat and Bolton, 2008). In so far as
stakeholders use different measures to observe the financial performance which is the

most important factors to check the trend of the organization.

Financial statement and economic information indicate the high or low. financial
performance that determines the cost of capital. However, the impact of disclosure on the

cost of capital varies according to the size of the firm. In addition, undersized firms face

13



high cost on behalf of more financial information while large firm bear low cost of
capital by providing more financial information. (Gomes et al., 2007). An organization
must show relative high performance in terms of different indicators to create good
relation with investors. For example, high ROA and big SIZE decrease the relative
implicit and explicit cost of an organization (Waddock and Graves, 1997). Accordingly,
financiers scrutinize the financial performance of relative company as well as they also
differentiate between high and low performance business entities. No doubt, due to
uncertainty with low performing companies, investors require more return on provided
capital and vice verse (Luzi, 2002). Financial performance comes through financial
information produced by corporation which denotes the reputation level of a company.
However, high performance indicates the low risk level which goes in front to reduce the
cost of capital and vice verse (Eccles et al., 2007). As a result corporate performance is a
tool to check the risk level of the relative organization and on behalf of such financial

result; stakeholders determine the overall cost of capital.

2.1 CORPORATE PERFORMANCE AND COST OF EQUITY

Investors do not invest in risky business dﬁe to uncertainty in the modern business
world. Protection of investment is the critical issue now days because stockholders do not
want to loose their investment at any cost. In such conditions investors observe relative
financial performance of those corporations where they want to invest. Better financial
performance also reduces the uncertainty as well as diminishes the cost of capital
(Botosan and Plumlee, 2002). Financial statements provide the best information to the

shareholders and it also helps the stockholders in the process of stock valuation (Nissim
14



and Penman, 2001). Financial analysts use financial statements to measure the financial
ratios because it shows the real trend as well as the performance of the corporation.
Financial ratios not only help to determine the price of the stock but also exhibit the risk
level of the stock (Majid and Sufian, 1999). Financial performance is not negligible
factor in the robust market phenomenon because positive earning attributes or high
performance cause to decrease the cost of equity capital. In so far as, investors look a
deep view of the firm’s earning and performance excellence in the process of financial
decision making (Francis, 2003). Theoretically, there is a strong relation between
disclosure level and cost of equity because high djsclosure level decreases the transaction
cost as well as ir;creases the demand of the stock. But practically, the eviden_ce shows
opposite result revealing insignificant relation between disclosure level and cost of equity
(Botosan, 1997). Consequently, investors do not bother about the financial information as
well as financial performance. Because neither it increases the level of risk nor it leads to
boost the cost of equity capital (Al-Shiab, 2008). Another study inspects the relation
between firm performance and the price of stock option by using the data of Taiwanese
companies from 1999 to 2001. The consequences illustrate positive relationship between
firm performance and equity based stock compensation (Guo et al., 2006). Subsequently,
Investors prefer the firm on the basis performance indicators of the company. However,
superior performance of the company brings the positive change in ROE, EPS and annual
return on stock. The investors observe the financial view of the firm to comprehend the
performance while the stakeholders also distinguish the relative firm on the basis of such
indicators. However, better performance cause to increase required rate of return on stock
(Tan et al., 2007). Contrary to this, financial performance not only set the risk level but

15



also leads to bring the movement in the cost of equity. In addition, there is significant
negative relation between cost of equity and firm performance (Richardson and Welker,
2001). Therefore, corporation shows high performance to secure its capital providers as
well as to reduce its risk level. By this strategy, organization not only reduces uncertainty
but also enjoy lov‘ver cost of equity capital (Faulkender et al., 2006). As a result, capital
providers analyze the real scenario then they visualize the risk level which also

determines the cost of equity capital of relevant corporation.

2.2 RETURN ON ASSETS (ROA) AND COST OF EQUITY

Asset management is the most important issue now days and it also shows the
corporate performance of the corporation. High asset management incorporates the high
corporate performance and it causes to change the cost of equity (Billett and Ryngaert,
1997). Shareholdc‘ars use performance indicators to decide the cost of equity and also use
ROA as a proxy to measure the corporate performance (Ely, 1995). Corporate people use
return on assets as a proxy to measure the corporate performance and required rate of
return on investment totally debends upon corporate performance. In addition, there is an
inverse relation between return on assets and cost of equity capital. Because return on
assets incorporates the level of risk about pertinent organization it can be the best
predictor to find the cost of equity (Vdzquez and Trombetta, 2007). Some equity holders
believe, there is no association between performance and equity. So internal and external
equity holders have insignificant relation with return on assets (ROA) and return of

equity (ROE) as a proxy the financial performance (Dalton et al., 2003). By analyzing
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return on assets, investors realize the utilization of resources which not only show the real

picture of the corporation but also point out the uncertainty related to that business.

2.3 EARNING PER SHARE (EPS) AND COST OF EQUITY

Corporations demonstrate high financial earning in order to motivate the capital
provider. Capital suppliers analyze the value of corporate equity on the basis of its
proclaimed eaming indicators at the end of its operating cycle (Burgstahler and Dichev,
1997). Financial performance comes through posiﬁve financial indicators and EPS is the
best source to visualize the corporate performance (Moore, 2001). It generates z; signal to
predict the stock prices and market worth of equity depends upen the earning growth of
stock (for the next two years). So EPS is the most important factor to predict the cost of
equity because total market value of equity comes through present value of future EPS
(Kryzanowski and Rahman, 2009). Subsequently, EPS measure the -corporate
performance and plays an important role to determine the cost of equity capital (Chen,
2004). Thus disparity in earning on investment leads to divert the expectation level of the
investors regarding cost of equity (Bercel, 1994). Therefore, earning on stock is the most
important factor in the eye of investors and it also leads the occurrence of selling and
buying activities. Positive earning growth attributes also predict the price of relevant
stock as well as diminish the cost of overall capital and the cost of equity (Herbst and
Wu, 2004). Dramatic movement in financial earning also causes to change the cost of
equity capital and corporation try to stop such variation in earning because it can create
big hurdle for same unit. In addition, increases in eamning variation enhance the risk level

as well as causes to enlarge the cost of equity capital and vice verse (Mikhail et al.,
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2004). The investors also consider the relation of cost of equity with different factors
under the umbrella of corporate governance inciuding firm size, risk level and volatility
in return on stock. Further, such factors under corporate governance are negatively
correlated with cost of equity capital (Zhu, 2009). Capital providers analyze earning per
share to determine the price of the stock and most of the stock prices depend upon the
forecasted growth in earning per share of the next two year. Accordingly, upward trend in
earning per share leads to decrease the cost of equity. (Rahman, 2007 ). Contrary to this
another work investigates the relationship between earning per share and price of the
stock using data related to UK biotechnology séctor. The result clearly states there is no
connection between EPS and stock return. In addition, earning for the current year and
cumulative effect of that eaming both have no relationship with price of the stock. In so
far as, earning does not play an important role to determine the value of the stock
(Dedman et al., 2008). In confutation to this a work confers that EPS cause to change the
price of share but prejudiced factor to predict (Core et al., 2002). Another research finds
positive relationship between eaming indicators and cost of equity while the variation in
earning measure cause to change the price level of the stock (Ball et al., /993).
Consequently, investors charge on investment keeping in view the movement of EPS
indicators. The positive relation explains that increase in EPS showing the way to
increase the required rate of return on the share (Oha, 2006). In consequence, EPS
predicts the requii'ed rate of return on capital stock and corporat.ions declare high earning

per share to reduce the cost of equity.
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2.4 PRICE TO EARNINGS RATIO (P/E) AND COST OF EQUITY

Corporations present financial performance in quantitative manners to increase
the status of relevant business unit. Investors also feel confidence regarding same
organizations that shows better performance. Such corporations establish good repute in
markets and it lead to reduce the invulnerability in robust scenario. High performance
causes to reduce the ambiguity and risk level of relevant business as well as thé required
rate of return of shareholders (Poshakwalea and Courtisb, 2005). In present arena of
corporate finance, people observe market value based analysis of the business rather than
to analyze the book value based analysis of the business. Thus, stakeholders evaluate the
current stock price not to look the book value per share. Accounting return and growth in
book value per share is less important as compare to current market price per share in
financial decision making process. However, PEG ratio (P/E ratio divided by short term
growth rate) is the most important factor to measure the performance and also find the
expected rate of return on equity. In addition, PEG ratio that includes the effect of P/E
ratio in itself, examines highly negative corrélation with cost of equity (Easton, 2003).
Consequently, stakeholders keep in mind three things. First, the earning numbers
publicized by respective business unit and it shows the trend of same organization in the
marketplace. Second the growth and expansion strategy of business that informs the
future trend of the relative corporation. Third, the expectations regarding return on stock
while positive changes in such factors cause to increase the P/E ratio. Hence, high
earning per share reduce the cost of equity capital (Firer, 1993). In rebuttal, P/E ratio does
n‘ot predict the rate of return on stock because current high P/E ratio completely shows
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window dressing by management (Leibowitz and Kogelman, 1994). It has been clarified
that return on stock depends upon the firm performance while P/E ratio is used as a proxy
to measure the firm performance. However, the reliance of rate of return on corporate
performaﬁce depends upon the present stage of the corporation. For example; if
corporation is in growth or matured stage then positive relation exist between
performance and cost of equity (Danielson and Dowdell, 2001). On the other hand, the
relation between cost of equity and P/E ratio is due to a third factor known as efficiency.
Productive efficiency of corporation not only. increases P/E ratio but also decreases the
cost of equity capital (Chowdhry and Titman, 2001). Consequently, the investors use P/E
ratio as a predictor of cost of equity capitai perceiving inverse relation between both
variable (Peavy and Goodman, 1985). As a result high Price to earning ratio not only

attracts the investors but also decrease the cost of equity capital

2.5 MARKET RISK (MR) AND COST OF EQUITY

Smoothly financial performance causes to resolve the uncertain situation in the market
about relative companies. It also reduces precariousness in the prices of the stock and
examines low level of risk (Bushee and Noe, 2000). Variation in stock prices change the
earning expectation as well as risk level that change the cost of equity (Elton, 1981).
Hence, financial information regarding earning set the uncertainty level of the
corporation in the market which causes to determine the benchmark regarding risk. In
addition, variation in earning makes a ground to understand the relative market risk as
well as the image, related to relevant organizations (Ecker, 2005). High risk level

increases the illiquidity of stock as well as risk premium on investment at market
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(Chatterjee, et al., 1999). Volatility in return increases the market risk and it also increase
return predicted by financial information. However, there is a positive relation between
risk premium and stock return (Kim et al., 2004). Subsequently another work shows the
positive relation of market risk and cost of equity because of uncertainty (Reverte, 2009).
Level of risk also determines the performance of a relative corporation because volatility
in return itself indicates the uncertainty. In addition, low performing organization exhibits
greater volatility of return as compare to high performing firm (Shyu, 2006). At last,
Market uncertainty is also a factor to increase or decrease the risk level of relative
company. The risk level not only reduces the performance but also create liquidity

problem related to relevant stock.

The theoretical review clearly illustrates the relation between corporate
performance and cost of equity capital. Tentatively, different factors related to corporate
performance also demonstrate the relation with cost of equity capital and strongly

supports of the recent research to find the relation of corporate performance with cost of

equity.

The main objective of this research is to investigate the relationship between
corporate performance and cost of equity. The theoretical review clearly illustrates the
relation between corporate performance and cost of equity capital. Tentatively, different
factors related to corporate performance also demonstrate the relation with cost of equity
capital and strongly supports the current research to find the relation of corporate
performance with cost of equity. The current work includes four variables KE, ROA, P/E

and EPS of which KE is dependent variable while the rest of the variables are
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independent variable. The main purpose of the robust research is to identify the others
factors those can effect the cost of equity irrespective to market risk. Before this work,
less research has been conducted on this topic in Pakistan. So the current work will
enhance the body of knowledge and it will reason an opening statement toward this new
issue. Moreover, the existing study also discusses a new issue related cost of equity and it

also reveals the other variables having also an impact on the cost of equity capital.
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CHAPTER-3

3. RESEARCH METHODOLOGY

3.1 HYPOTHESIS DEVELOPMENT

The main objective of this research is to investigate the empirical relation between
corporate performance and cost of equity capital. The review of theoretical and anecdotal
substantiation advocates the relation between corporate performance and cost of equity.
Accordingly, Chan et al., (2009) also explore the significant relation between corporate
performance and.required rate of return. By incorporating such arguments and logical
facts, the formulation of hypothesis in the current part of the research is presented in the

following form.

Hypothesis: 1
HO:  Corporate performance has no relation with cost of equity capital
H1: Corporate performance has relation with the cost of equity capital

Return on assets measure the corporate performance and also has a significant impact on
the cost of equity: capital. In addition, (Ely, 1995) also scrutinize the significant relation
between return on assets and cost of equity. Another proposition in the light of

proceeding evidences as under.
Hypothesis: 2

HO:  Return on asset has no relation with cost of equity capital
23



H1: Return on asset has relation with the cost of equity capital

Another factor EPS also measures the corporate performance and it leads to predict the

cost of equity. Following (Rahman, 2007) hypothesis in an alternative form is as below,
Hypothesis: 3

HO Earning per share has no relation with cost of equity capital

H1:  Earning per share has relation with the cost of equity capital

Firer (1993) argues the inverse relation between price to earning ratio and cost of equity.
He states high P/E ratio reduces the risk level and it also reduces the required rate of

return. Therefore, following hypotheses states,

Hypothesis: 4
HO:  Price to earning ratio has no relation with cost of equity capital
HI1:  Price to eaming ratio has relation with the cost of equity capital

Return volatility also leads to increase the demand of the investors on provided capital.
Thus Kim et al., (2004) also examine the positive relation between risk level and cost of

equity. In the light of past substantiation the hypothesis is articulated as,
Hypothesis: 5
HO:  Market risk has no relation with cost of equity capital

H1:  Market risk has relation with the cost of equity capital
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.In rebuttal, null hypothesis negate the above claims and Pringle (1973) also argues that
the P/E and EPS are not the best predictors to determine the cost of equity while such
techniques are used when the management wants cheaper resource to finance the capital.
Consequently, Dalton et al., (2003) explore the insignificant relation between ROA and
cost of equity. In so far as, null hypothesis shows the opposite result to alternative and it

supports the Pringle’s and Dalton et al.’s argument in 1973 and 2003 respectively.

3.2 RESEARCH DESIGN

The thesis scrutinizes the empirical relation between corporate performance and
cost of equity capital. Additionally, the study also inspect whether or not the factors those
measure the corporate performance, individually leads to change the required rate of
return. Financial ratios have been taken up to measure the corporate performance while
traditional measure to estimate the cost of equity capital has been exercised known as
capital asset pricing model (CAPM). This section shows the variables and ways to
measure the variables as well as the model specification. The following are the research

approaches used in the current work.

3.2.1 LITERATURE REVIEW

First of all, for the support of robust research the previous literature is reviewed to
build a resourceful judgment and prove the relation between performance and cost of
equity capital. However, literature includes internet based articles and published books
accessed from multiple journal database provided by International Islamic University

digital library. Although, literature review is a standardized way to enhance the body of
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knowledge as well as find the evidences to the support of recent work. In so far as,
different measures used in research are derived from precedent literature and all the

techniques are also taken from the previous literature.

3.2.2 MEASUREMENT OF CORPORATE PERFORMANCE

In order to measure the corporate performance, literature provides different ratios
used as a proxy to measure the financial performance in this research. However the study
use three financial indicators to measure the corporate performance derived from
literature with one control variable. First market base return on assets (ROA) is used as a
proxy for corporate performance by means of Tobin’s Q technique and it is the best way
to find the market base return because investors rely on market base indicators as argued
by (Choi and Jung, 2008). Although, accounting rate of return as measure of corporate
performance does‘ not show the real and current scenario of the businesses. Thus, Tobin’s
q is the best technique which shows the performance on market base return on assets
(Wemnerfelt and Montgomery, 1988). The research includes the following way to
measure the market base performance of the assets while Choi and Jung (2008) use same
way to quantify the corporate performance rather than accounting base return on assets

because market base performance can reduce the uncertainty level of relative corporation.

70, = ¢, + MVE,, ]T 4,

ig

Where
TQ  =Tobin’s Q Ratio
L = Liability

MVE = Market Value of Equity
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T.A = Total Assets
i = Name of the Company

t = Number of the year

Why investors are interested to see the markef base indicators rather than accounting base
indicators? Because the stakeholders want to know the difference between actual
investment and ‘the value created by firm in current market (PetraviCius and
Tamogitniené, 2008). In addition, Francis (2008) also argues that Investors take a keen
observation to see the current scenario of the organization and market base value of the
return is stronger then book value of the asset’ s return. Literature shows the importance
of market base assets return using Tobin’s Q rather than accounting base return on assets
as shown by (Barzegar and Babu, 2008; Pham et al., ; Smirlock et al., 1984; Kaur and
Narang, 2008) in previous research work. Second EPS is used as a measure of corporate
performance and literature also shows EPS as an indicators of financial performance as
stated by (Kryzapowski and Rahman, 2009; Chen, 2004; Rahman, 2007 ; Core et al.,
2002 and Oha, 2006) in their previous work. However following way is adopted to

measure the earning per share,

EPS, =NI,,ITS,,
Where
EPS = Earning Per Share
NI = Net Income
T.S  =Total No. of Share
i = Name of the Company
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t = Number of the year

Thirdly, P/E ratio is used as a measure of corporate performance which is also brought up
by reviewing literature. However, a lot of research work discusses the importance of P/E
ratio and previous studies also use same ratio to measure of corporate performance as
Choi and Jung (2008) discuss the importance of P/E ratio and it determines the price of
stock while (Poshakwalea and Courtisb, 2005; Firer, 1993; Chowdhry and Titman, 2001)
also reveal the importance of P/E ratio in determining the cost of equity. Following

technique is taken on to formulate the P/E ratio.

P/E,=C.P,/EPS,,
Where
| P/E = Price to Earning Ratio
C.P = Current Price of the stock
EPS = Eaming Per Share
i = Name of the Company

t = Number of the year

Market risk is used as control variable because in panel regression there is problem of
endogeneity due to the other factors which lies in the error term of the model. Thus Kim
and Wu .(2006) also tell the problem of endogeneity in the model and it comes due to the
other factors irrespective of the variables included in model. Guo et al., (2006) also use

control variables to asses the effect on independent variables in the model.
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Conversely, market risk is used as a control variable in the existing study as Choi
and Jung (2008) use market risk as control variable and states the positive relation with
cost of equity as well as it also leads to change the firm performance level. Anecdotally
and rationally such measurements show the financial performance of the organization and
investors predict the cost of equity on the basis of such ratio. Barzegar and Babu (2008)
employee the risk level as a control variable because it also affects the financial

performance. The measurement regarding market risk is as follow,

MR, =<€COVE,Y, /v(’AR(X:, )
Where
MR  =Market Risk
cove,y ; = Co movement of market and variable return
VAR X = Change in market return

i = Name of the Company

t = Number of the year

Such measures incorporate the firm financial performance on the basis of previous

literature and also have importance regarding analytical point of view in the process of

stock valuation.

3.2.3 MEASUREMENT OF COST OF EQUITY CAPITAL
Cost of equity is the charge on investment by the capital provider because
financiers also take the risk on provided capital. In order to measure the cost of equity,

traditional model of capital asset valuation CAPM is used to determine the required rate
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of return. Although capital asset pricing model (CAPM) is the best technique to estimate
the price of the sock because it includes relative risk of the security when estimate the
cost of the stock (Ward, 1999). However, Tapon (1983) also argues that CAPM is the
best strategic tool to find the expected value of the stock as compare to the other tools.

The following equation shows the formulation of CAPM,

K,“ = Rf“ + (R,,,.J - Rfu )*f+¢,,
Where

= Cost of Equity

Rf“ = Risk Free Rate

R,  =Market Rate of Return
y/j = Risk level of the firm
&,  =Ermor Term

i = Name of the Company
t = Number of the year

Beta is used to m“easure the risk level of the company as Almisher and Kish (2‘000) also
use in its exploration. Consequently, Bellalah and Ellouz (2007) exercise the same
method to find the cost of equity capital and it also includes the additional premium in its
formulation. However, defense saving certificate is used as a proxy of risk free rate while
average market return is used to measure risk premium and cost of equity in their model.

In addition three year monthly prices are used to find the beta of the stock as Daves et
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al.,(2000) also employ the three year monthly prices to measure the beat of the relative

share.

3.3 STATISTICAL MODEL SPECIFICATION
3.3.1 THE DETERMINANT OF COST OF EQUITY CAPITAL

3.3.1.1 Panel regression model

In order to find the relation between corporate performance and cost of equity
capital, performance includes a number of variables like return on assets, price to earning
ratio, earning per share while market risk as a control variable in the overall respective
model. However, cost of equity is taken as a dependent variable using CAPM model. The

mathematical form of the model is as follow, |

K, =a,+pi0R ++7, Q04 ,+8@/E ,+p €PS |, +¢, (1)

Pool regression model is employed in order find an empirical relation between cost of
equity and corporate performance. In the above equation, MR shows the market risk of

the relative firm while ROA shows the return on assets measured using Tobin’s Q ratio.

In addition, P/E ratio illustrates price to earning ratio where as EPS demonstrates
the earning per share of the relative firm. In addition, a shows the constant term of the

model where ‘i’ show the name of the company from 1 to 30 and ‘¢’ shows the time from

2001,...., 2008.
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FIGURE 1 RELATIONAL MODEL OF CORPORATE PERFORMANCE AND COST OF
EQUITY

/ Return on \

Assets
Earning Per > Cost of Equity
Share Capital
Price to
Earning Ratio

K Market Risk J

Accordingly B, y and 8 exhibit the quotient of the relative factors even as ‘e’ reveal the

error term of the overall model formulated in equation (1). Figurel. shows the relational

model of cost of equity and corporate performance.

. 4

3.3.1.2. Fixed effect, Random Effect and Hausman test specification.

In order to find the fundamental relation between cost of equity and corporate
performance, the data of thirty companies from 2001 to 2008 has been used. However,
such panel data of various corporations leads in adoption of panel regression model to
find the relation between independent and dependent variable. Many factors affect the
cost of equity but the study contain only three variables related to corporate performance
with one control variable market risk while the companies were selected randomly KSE

(Karachi Stock Exchange) of Pakistan. In addition, random and fixed effect is also
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checked for the models given in equations 1 as proposed in the study of Snijders (2005)

while to check the effectiveness of both effect Hausman (1978) test was applied:
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CHAPTER-4

4. DATA COLLECTION AND DATA ANALYSIS

4.1 DATA AND SAMPLE

This segment illustrates the procedure related to the collection of the data used in
this current work. It also analyzes the proposition as well as the sample assortment
method employed in this study. In addition, 30 companies from Textile Spinning Sector
has been selected on convenience base. However, the data is obtained from KSE (Karachi
Stock Exchange) of Pakistan which is the biggest stock exchange among the other stock
exchanges in Pakistan. ‘Additionally, the study includes the data of Textile Spinning
Sector related to corporate performance indicators and it is taken from the SBP (Standard
Bank of Pakistan) website. However, both sources are reliable and authentic all around
the country for financial as well as for public information related to any sector of
Pakistani market. Although Siddiqui (2008) use only one year data to find the corporate
performance of the Islamic banking sector while the robust study includes 8 years in
order to measure the relation between corporate performance and cost of equity capital.

To choose the sample of the companies the following approaches are considered;
(a) The share of the company must be traded publicly

(b) Bahking and services related companies are not included in the sample
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(c) The study includes 30 companies out of 109 companies of the textile
spinning sector to generalize the relation between corporate performance
and cost of equity.

On the basis of such condition the work contains 30 companies from textile spinning
sector and it includes the years from 2001-2008 while sample includes 240 observations
on the basis of panel data. The determinants of corporate performance are taken on basis
of anecdotal evidence those are P/E ratio, ROA and EPS whereas MR is treated a control
variable. Because MR can be controlled by making economic policy on macro’level and
can also cause to decrease the cost of equity more tactically. Apart from this cost of
equity is measured by using CAPM which is the most well-known as well as important

tool to find the required rate of return.

In CAPM, B is used to measure the relative risk of the stock and monthly stock
prices are utilized to measure the return volaﬁlity. Pham et al., (2007) also use the same
technique to find the risk of the stock. However, Defense Saving Certificate (DSC) rate
reported by SBP is used as a proxy of risk free rate because it is one of the risk free rate
long term security among different securities issued by Government of Pakistan. In
addition, average market return from 2001 to 2008 is used to measure the market risk

premium,
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4.2 EMPIRICAL ANALYSIS AND RESULTS

4.2.1 FINDINGS AND ANALYSIS

This segment demonstrates the empirical relation between corporate performance
and cost of equity capital while the formulation of all models is discussed in the chapter
of methodology and it clearly shows the different relational equations individually and
collectively. However, Table 1 shows the descriptive statistics of the variable included in
this existing work from 2001 to 2008 of 240 observations. An average value of cost of
equity in 8 years is found 0.08 while maximum and minimum value of the same variable
is 0.36 and -0.03 respectively that shows average return on stock remains of “between”
0.36 to -0.03. However, the variation in the mean value of the cost of equity remains
0.045 from 2001 to 2008. Consequently, the descriptive statistic related to the factors of
corporate performance is also given in the next rows. As the mean value of return on
asset is 0.42 and it remains between 0.04 and 1.15 correspondingly while the variation of
such values from 2001 to 2008 is 0.22. Additionally, mean value of P/E and EPS is given
in the next two rows are 6.4 and 0.71 respectively while the variation in P/E and EPS is
27.19 and 8.52 respectively. In addition, the mean of market risk is 0.29 while variation

of market risk is 0.47 in the table below.

36



Table 3. Descriptive Statistics

variable 0bs Mean  Std. Dev. Min Max
costofequity 240  .0814125  .0456928 -.0329 .3672
returnonas~t 240 4251613  .2239951 0479 1.1515
pricetoear~o 240  6.440444  27.18665 -130 255
earningper~e 240 7141667  8.523875 -45.4 .8
marketrisk 240  .2933304  .4776623  -3.1811 1.4446

The pragmatic findings are alienated into three parts. Firstly, by doing panel
regression analysis, the overall effectiveness of corporate performance on the cost of
equity capital is presented using panel regression model. The equation (1) reveals the
model formulation regarding overall relation of corporate performance and cost of equity
capital. Secondly, the relation of corporate performance and cost of equity is analyzed on
the basis of fixed regression analysis. Thirdly, the analysis of random effect panel
regress‘ion model using STATA has also been checked. To check the efficacy of the
random or fixed effect, Hausman test is used. The criteria to choose the fixed or random,
the probability of relative model is considered, if P>y’ is less than 0.05 or significant then

fixed effect will be selected and vice versa. In addition,

Table-2 shows the results of correlation matrix in which cost of equity is positively
correlated with ROA (0.022) and P/E (0.065) ratio while negatively (-0.05) correlated
with EPS. Additionally, EPS is positively correlated with ROA (0.03) and P/E (0.06)

while P/E ratio moves positively with ROA (0.02). However, MR move negatively with

KE, ROA and P/E while positively with EPS.
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Table 4. Table 2 Correlation Matrix (2001-2008)

costof~y retumst pricet~o earnin~e market~k

costofequity |  1.0000

returnonas~t |  0.0218 1.0000

pricetoear~o | 0.0659 0.0172 1.0000

earningper~e | -0.0475 0.0330 0.0574 1.0000
marketrisk | -0.9005 -0.0502 -0.0863 0.0791 1.0000

4.2.2 PANEL REGRESSION ANALYSIS

In this section, the overall relation between corporate performance and cost of
equity is discussed using OLS panel regression model. Table-3 shows the regression
analysis of the corporate performance and cost of equity capital. However, the model is
explained by 81% while 19% is unexplained by the other variables. In addition, overall
model is significant because F-value is (0.000). Conversely, individual indicators are

insignificant with cost of equity capital except market risk because P-value is greater than

(0.05).

Table 5. Simple Pooled Regresslon Analysns (2001-2008)

Source SS df Number of obs = 240

F( 4, 235) = 254.03

Model .405265827 4 .101316457 Prob > F = 0.0000
Residual .093726067 235 .000398834 R-squared = 0.8122

- Adj R-squared = 0.8090

Total .498991894 239 .002087832 RoOt MSE = .01997
costofequity Coef. std. Err. T P>t [95% Conf. Interval)
returnonas~t -.0049374  .0057787 -0.85 0.394 -.0163221 .0064472
pricetoear~o ~-.0000223 .0000478 -0.47 0.641 -.0001165 .0000718
earningper~e .0001378 .0001524 0.90 0.367 -.0001625 .0004381
marketrisk -.0865583 .002728 -31.73 0.000 ~-.0919327 -.0811838
.cons .1089474  .0029392 37.07 0.000 .1031569 .1147379

4.2.3 REGRESSION ANALYSIS OF RANDOM AND FIXED EFFECT
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In this part, random and fixed regression analysis is used due to the panel data of
30 companies’ form 2001 to 2008. In order to check the significance of random or fixed
effect, Hausman fixed test is applied and it specify which effect is significant as Snijders

(2005) also use the same test to investigate the effectiveness of random or fixed effect.

Table-4 exemplifies the fixed effect on the model and it also incorporates the
significant relation of cost of equity with corporate performance because the F-value is
less than (0.05) while individually P-values as well as t-values describe the insignificance

of the model with corporate performance except market risk. Moreover, overall the value

of R-Square is 0.81.

Table 6. Fixed Effect Regression Analysis (2001-2008)

Fixed-effects (within) regression Number of obs = 240
Group variable: company Number of groups = 30
R-sq: within =.0.7541 Obs per group: min = 8
between = 0.9673 avg = 8.0
overall = 0.8113 max = 8
F(4,206) =  157.94
corr(u_i, xb) = -0.1721 ) Prob > F - 0.0000
costofequity Coef. std. Err. t P>ltl [95% Conf. Interval]
returnonas~t -.0092647 .0092957 -1.00 0.320 -.0275915 .0090621
pricetoear~o -.0000297 .0000581 -0.51 0.610 -.0001442 .0000849
earningper~e .0002604 .0001931 1.35 0.179 -.0001203 .000641
marketrisk -.0882812 . 0035522 -24.85 0.000 -.0952846 -.0812778
—cons .1112522 . 0044899 24,78 0.000 .1024002 .1201042
sigma_u .00456264
sigma_e .02084088
rho .0457371 (fraction of variance due to u_ij)
F test that all u_i=0: F(29, 206) = 0.34 Prob > F = 0.9995

Apart from this, Table-S exhibits the random effect on the model variables even as
corporate performance has no impact on cost of equity at individual level. Consequently,

market risk has significant positive relation with cost of equity capital.

39



Table 7. Random Effect Regression Analysis (2001-2008)

rRandom-effects GLS regression Number of obs = 240
Group variable: company Number of groups = 30
R-sq: within = 0.7534 obs per group: min = 8
between = 0.9717 avg = 8.0
overall = 0.8122 max = 8
Random effects u_i ~ Gaussian wald chi2(4) = 1016.13
corrCu_i, x) = 0 (assumed) Prob > chi2 - 0.0000
costofequity Coef. std. Err. z P>1z) [95% Conf. Intervall]
returnonas~t -.0049374 .0057787 -0.8S5 0.393 -.0162635 .0063886
pricetoear~o -.0000223 .0000478 -0.47 0.640 -.000116 .0000713
earningper~e .0001378 .0001524 0.90 0.366 ~.000161 .0004366
marketrisk -.0865583 .002728 -31.73 0.000 -~.091905 ~.0812115
~cons .1089474 .0029392 37.07 0.000 .1031867 .1147081
sigma_u 0
sigma_e .02084088
rho 0 (fraction of variance due to u_i)

Findings of Hausman test in Table-6 specify that random effect is significant because the
p>chi’ (0.80) which is greater than (0.05). The model shows that there are some other

unobservable factors hidden in error term those also have an impact on the cost of equity

capital.

Table 8. Hausman Test Effect

—— coefficients —
(b (8) (b-B) sqrt(diag(v_b-v_8))
fixed random Difference S.E.
returnonas~t -.0092647 -.0049374 ~.0043273 .0072812
pricetoear~o -.0000297 -.0000223 -7.32e-06 .000033
earningper~e .0002604 .0001378 .0001226 .0001185
marketrisk -.0882812 ~.0865583 -.0017229 .0022752

. ] b = consistent under Ho and Ha; obtained from xtreg
B = inconsistent under Ha, efficient under Ho; obtained from xtreg

Test: Ho: difference in coefficients not systematic

chi2(4) = (b-B)'[ (Vv BIAC-D] (b-8)
Prob>chi2 = 0.8051

In addition, ARCH model explain the significance at individual level because of lagged

effect of ‘period one’ and by applying the ARCH model the P-value of ROA and P/E is
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0.000 and 0.001 respectively which shows the significance of the both variable while the

P-value of EPS is 0.49 which show the insignificance of the same variable.

Table 9: Arch Application on Corporate Performance and Cost of Equity

ARCH family regression

sample: 2001 - 2008, but with gaps Number of obs = 240
wald chi2(4) = 7253.12
Log Tikelihood = 660.3902 Prob > chi2 = 0.0000
OoPG
costofequity coef. std. Err, z P>|z| [95% conf. Interval]
castofequity
returnonas~t -.0109366 .0030636 -3.57 0.000 -.0169411 -.004932
pricetoear~o -.000077 .0000235 -3.28 0.001 -.000123 -.000031
earningper~e -.0000402 .0000592 -0.68 0.498 ~.0001563 .000076
marketrisk -.0869107 .0011026 -78.83 0.000 -.0890717 -.0847497
_cons .1054779  .0015521 67.96 0.000 .1024359 .1085199
ARCH
arch
L1. 1.200672 .2134834 5.62 0.000 .7822518 1.619091
_cons .000057 5.95e-06 9.58 0.000 .0000453 .0000687

4.3 DISCUSSION

The main objective of this thesis is to investigate the relation of corporate
performance with cost of equity capital. However, all the equation (1) clearly shows the
mathematical explanation of relation between independent and dependent variable.
Moreover, the relation is insignificant in the entire model individually with the cost of
equity capital except the market risk which has significant relation with cost of equity as
Botosan (1997) also reveals that theoretically, the relation can be created between cost of
equity and corporate performance while practically the relation does not exist and it
support the results of the existing work. The study use the CAPM to measure the cost of

equity and it can be possible that CAPM is not applicable on KSE of Pakistan as Green et
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al., (2003) also state that conventional models to measure the cost of equity do not
include economic changes. In so far as, if CAPM does not contain the other changes then

result can be insignificant to the other’s performance indicators.

On the other hand, individually performance indicators (ROA, P/E and EPS) are
also insignificant with cost of equity capital. Dalton et al.(2003) also find the same
relation and discuss ROA is not significant predicator of the cost of equity. Moreover,
Leibowitz and Kogelman (1994) divulge that P/E ratio is not a predictor of required rate
of return which also supports the robust resul_t of the study. Consequently, Pringle (1973)
also argues that the P/E is not the best predictors to determine the cost of equity used
when the management wants cheaper resource to finance the capital. In addition, the
result clearly show the insignificant relation between EPS and cost of equity while
Dedman et al., (2008) also show the same result in their study. Therefore, it is clear that
corporate performance has insignificant relation with cost of equity capital and such
factors are not gdod predicators of the rate of return. As Rappaport (2005) also reveals,
earning means cannot be the perfect measure to value the stock. Shen (2000) :;lso states
that historical factors can not be the good predicator because in every moment economy
has changing behaviors. For example, investors can predict on behalf of P/E ratio but
result can differ from historical data. Consequently, Mclnnis (2009) also investigate

insignificant relation between earning and cost of equity.

As far as the choice of random effect and fixed effect is concerned, the random
effect is preferred due to the insignificance of the p-value which is greater than 0.05 in

overall model specification as well as in factors analysis and pair vise analysis. The
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random effect diVulges that contrary to the explained variables there are some other
factors which are also mention in error term ‘£, ’ change the value of the cost of equity
capital. As a result of discussion, the objectives of the work are to find the relation

between cost of equity capital and corporate performance. In so far as the research

investigates insignificant relation between cost of equity and corporate performance.

Contrary to this, if ARCH model is applied then it removes all the effect due to
legged period 1 and ROA and P/E become significant at individual level while EPS

remain insignificant.
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CHAPTER-5

5. CONCLUSION, FURTHER RESEARCH AND LIMITATION

5.1 CONCLUSION

In this research, I tentatively and analytically appraised the topic of *“‘corporate
performance and cost of equity”. I employed different analysis to find such relation
between cost of equity and corporate financial performance. A many of ratios were
employed to measure the corporate performance and familiar technique was adopted to
find the cost of equity capital. The different notions, associations, evidences were
introduced with the support of past literature and it also supports the relation of current
research proposition. However, corporate performance is insignificantly associated with
the cost of equity capital because financial performance does not state the real picture of
the firm and there are others hidden factors which change the cost of equity capital.
Qualitative and quantitative up to date process to investigate the relation between cost of
equity and corporate performance clearly enhance the body of knowledge in the corporate
world. It also states that in Pakistan corporate performance does not change the cost of

equity capital except market risk.

5.2 FINDINGS

To answer the research hypothesis whether there is a relation between cost of

equity capital and corporate performance. A data of the number of 30 companies from
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Textile Spinning Sectors from 2001 to 2008 was analyzed and the robust study found the

following key findings related to my research objective

e Corporate performance has an insignificant relation with the cost of
equity capital.

e ROA has an insignificant relation with the cost of equity capital.

o EPS has an insignificant relation with the cost of equity capital.

o PJE ratio has insignificant relation with the cost of equity capital.

e MR has significant relation with the cost of equity.

As a result the relation of the all determinants of the corporate financial
performance is insignificantly associated with the cost of equity capital. It clearly
supports the research objectives as well as the previous studies also ropes the same

relation that the current study investigates.

5.3 FURTHER RESEARCH AND LIMITATIONS

Though the literature describes the importance of the relation of corporate
performance with cost of equity but less work is found on the recent study. However, |
contributed that in Pakistani market corporate performance has insignificant impact on
the cost of equity which also enhance the body of academic knowledge Further, it is an
opening issue in the context of Pakistani market scenario and supplementary work on this
topic can create a prized worth for the corporate oriented research areas. In so far as the

future research may be:
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e Impact of macroeconomic variables on the relation of corporate performance with
the cost of equity capital related to Pakistani scenario.

e Impact of social factors on the relation of corporate performance with the cost of
equity capital related to Pakistani scenario.

¢ Impact of other corporate performance indicators that ¢an also be the reason to

change the cost of equity i-e; Return on equity, Firm size etc.

Lead-Lagged effect of the corporate performance on the cost of equity capital.
Finally corporate performance and cost of equity are not limited or small issues

because day by day advance technology and scandals lead to this as a more specific topic

for the research point of view. In order to attract the shareholders, corporate adopt

different technique to show the corporate performance.

Therefore the research must observe those factors which predict the value of the share for

the betterment of the investors and stakeholders.
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LIST OF THE COMPANIES

O RN R W=

Accord Textiles Ltd.

Adil Textile Mills Ltd.
Al-Azhar Textile Mills Ltd.
Ali Asghar Textile Mills Ltd
Asim Textile Mills Ltd.
Nagina Cotton Mills Ltd.
Globe Textile Mills Ltd.
Sunrays Textile Mills Ltd.
N. P. Spinning Mills Ltd.

. Babri Cotton Mills Ltd.

. Crescent Spinning Mills Ltd.

. Dewan Mushtaq Textile Mills Ltd.
. Bilal Fibres Ltd.

. Tata Textile Mills Ltd.

. Din Textile Mills Ltd.

. Data Textiles Ltd.

. Gadoon Textile Mills Ltd.

. Mehr Dastagir Textile Mills Ltd.

. Nadeem Textile Mills Ltd.

. Ideal Spinning Mills Ltd.

. J. A. Textile Mills Ltd.

. Kohat Textile Mills Ltd.

. Quality Textile Mills Ltd.

24,
25.
26.
27.
28.
29,
30.

Fawad Textile Mills Ltd.

Fazal Textile Mills Ltd.

Glamour Textile Mills Ltd.
Gulistan Spinning Mills Ltd.
Ellcot Spinning Mills Ltd.

Haji Muhammad Ismail Mills Ltd.
Fazal Cloth Mills Ltd.
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