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ABSTRACT

This study aimed to apply the survey instrument of Brounen et al., (2006) on Pakistani
public and private companies to assess their capital structure choices and application of
the theories. Low levered firms prefer to use internal funds available to pursue their new
projects on the other hand high levered firms use more debt financing to finance their
projects. High levered firms are significantly different from low levered firms for the
factors affecting the choice of debt. High levered firms are less significantly different
from low levered firms for the factors affecting firm’s debt policy. High levered firms are
significantly different from low levered firms in the choice of short term and long term
debt. Results of the study showed mixed evidences that Pakistani companies use pecking

order theory and static trade off theory.
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CHAPTER # 1



1.1 INTRODUCTION

Capital structure 1s the most important decision made by the management of a
firm. Management has different choices i.e external financing (debt and equity) and
intemal financing (retained earnings and existing equity). Financing is the process of
investing money in short term and long term assets. Company can arrange funds for
investment from different sources. Sources of funds can be external or internal; cxternal
sources include debt and newly issued shares. In case of debt financing a firm have
different options available, either firm can take cash loan from any financial institutions
or firm can issue debt securities i.e bonds, debentures ¢tc. Equity financing can be used
by issuing new shares (common shares) and a firm can use its internally generated funds
called retained earnings. Retained eamings are the portion of the profit which company
has to retain for the future investments. Firm have the option to issue preferred shares for
raising capital. Sometimes companies can issue hybrid securities which contain the
characteristics of both securities. Capital structure is the combination of these financing
sources. These financing sources can be categorized on the basis of time period i.e. short
maturities and long maturities depending upon the maturity time period of investments.
Debt financing generate value for the principles (shareholders) in the firms which facing
extreme agency costs. Debt financing will decrease company’s value where
management’s group control rights are separate from the investment providers. Firms
with overinvestment problem have this advantage of debt financing. (Harvey, Lins, &
Roper, 2004)

Capital structure researches have a very long history, which started with the work
of Lintner (1956), Hirshleifer (1958)and Modigliani & Miller (1938). Modigliani &
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Miller (1958) prove that under some assumptions in perfect financial market, company’s
value is irrelevant of its financing choices. Modigliani —Miller theorem assumed that
investors in perfect capital markets have zero transaction cost, symmetric information,
debt and equity choices become irrelevant and internally generated funds can be replaced
by external funds. Later on these assumptions came under different capital structure
theories. Three main capital structure theories came up subsequently are the pecking
order theory, trade-off theory, and the agency cost theory. In trade-off theory a
corporation set a debt to equity ratio and slowly moving in this direction (Myers, 1984).
This theory also assumes that optimal capital structure can exists in some form and it can
maximize the firm’s value while at the same time minimizing outside claims to the cash
flow stream. These outside claims comprise of agency cost, bankruptcy costs between
bondholders, shareholders and taxes. Company’s target debt ratio is the tradeofT between
tax shield benefit and bankruptcy cost. Bankruptcy cost has not received much
consideration; very limited research work has been done on the relevance of bankruptey
with the combination of the two sources equity and debt. With increase in the risk of
bankruptcy will increase the cost of the following factors such as interest cost, lost credit,
lost sales and inefficient operations(Indirect cost of bankruptcy) (Hill & Stone. 1980).
Baxter (1967) describes the direct cost of bankruptey that firm have to bear under the
head of administrative expenses. (legal fee, referee’s fee, trustee’s fee) . Kwansa & Cho
(1995) indirect cost of financial distress is significant so it’s beneficial for the firm to target
an optimal capital structure. That will make an appropriate balance between the tax saving
and indirect cost of financial distress. Stiglitz (1969) stated the firm behavior is strongly
affected by the possibility of the bankruptcy. In the result firm have to take decisions of

merger and takeovers.
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Dincergok & Yalciner (2011) investigated the factors that can have impact on the
capital structure decisions in four emerging countries (Turkey, Brazil, Argentina, and
Indonesia). Awan & Amin, (2014), Awan et al. (2011), Bas et al. (2009), Qureshi (2009),
de Jong, Kabir, & Nguyen, (2008) , Shah, Hijazi, & Javed, (2004), Shah and Khan (2007).
Hijazi and Tariq (2006), Baur (2004), Frydenberg (2004), Benito (2003) and a lot of
other researchers investigated the determinant of capital structure. Titman & Wessels
(1988) , Shyam-Sunder & C. Myers (1999), Rajan & Zingales, (1995), Benito (2003),
Brounen, Jong, & Koedijk (2006}, Ghosh & Cai (2011), Bessler, Drobetz, & Gruninger
(2010), Antoniou et al. (2002), (Chen, 2004), Gonzalez & Gonzilez (2012) worked on
pecking order theory in developed countries. Um (2001), Chen (2004), Ilyas (2008).
Qureshi (2009) , Sheikh et al. (2012), Booth et al. {2001), Javed & Imad (2012) worked
on POT in developing countries.

This research investigated the practical implications of the capital structure
theories in Pakistani firms. This study applied the survey instrument of Brounen et al.,
(2006) on Pakistani public and private companies to assess their capital structure choices
and application of the theories. Brounen et al., (2006) provided empirical analysis on
capital structure theories in four countries (Netherland, United Kingdom, Germany and
France) by taking a sample of 313 CFO’s. They included both public and private firms of
the four countries. They found presence of pecking order theory but that is not in result of
information asymmetry. Private companies are different in many aspects from public
listed companies. Agency problem is not significantly important. This study assessed

their conclusions either they are valid in Pakistani scenario or not.



Ilyas (2008), Shah and Khan (2007), Rafiq et al. (2008), Qureshi (2009), Javed & Imad,
(2012), and Qayyum (2013) studied the determining factors of capital structure in
different Pakistani industries by using secondary data. Raqeeb & Zaidi (2012) examined
the impact of credit rating on capital structure in nonfinancial firms. Earlier studies done
in Pakistan were on the capital structure determinants in different industries by using
secondary data. There is a need to analyze capital structure of the firms by using primary

data so, that practically we can see how Pakistani firms apply theoretical concepts.

1.2 OBJECTIVES OF THE STUDY

a. To evaluate application of theoretical concepts by the corporate
professionals in Pakistan
b. To explore the determinants of capital structure by using primary data

c. To make comparison based on leverage and debt ratios of firms

1.3 SIGNIFICANCE OF THE STUDY

Capital structure decisions are very important and significant for any firm. This
study will investigate the capital structure policies in Pakistan by using primary data.
Previous studies investigated the capital structure polices and theories in Pakistan by
using secondary data. This research adds a lot to the literature as this is the first primary
data based study of the capital structure in Pakistan.

The study provided an insight into how financial managers make their capital
structure decisions, whether they make conscious capital structure decisions following
specific theory or these decisions are impulsive. The results of the study are useful for

managers in devising capital structure policies in a better way. On the other hand, the
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findings are helpful for shareholders as they get to know about the capital structure

decisions being made by the firms.

1.4 PROBLEM STATEMENT

There is a need to analyze capital structure of the firms by using primary data so, that
practically we can sec how Pakistani firms apply theoretical concepts, how high levered
firms are different from low levered firms? What is the difference between the firms
having target debt ratio and the firms totally relying on equity financing? To fill the gap
in the literature, this study investigates the application of capital structure theories and the

factors affecting the capital structure choices based upon primary data.
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2.1 LITERATURE REVIEW

Modigliani & Miller (1958) investigated the link in the market value and capital
structure of the firm. According to their research, a firm using financial leverage and a
firm without financial leverage they have the same market value. Capital structure is
irelevant to the worth of the corporations in without taxes economies. Under some
assumptions, firm with financial leverage and a firm without financial leverage had equal
firm’s market value. Then they involved taxes in their model and found that if firm use
hundred percent debt, profits and firm’s market value will be maximum. Main
assumptions of their model were

“Business risk can be fairly assessed by the standard deviation of
operating income (EBIT) and that all present and future potential investors share
similar expectations about corporate earnings and the chances of variation in
those earnings. Another key assumption was they assumed the companies' stocks
and bonds were traded in a perfect market. Yet another important assumption was
that rate of interest on debt was a risk-free rate for firms as well as individuals.

Their model with corporate taxes showed that debt brings benefits due fo

availability of tax shield due to interest being treated as a tax deductible

expense.”

Brounen et al., (2006) investigated the corporate finance practices in firms from
four countries (UK, Netherland, Germany, France). Capital structure determinants in each
of the four countries and effect of public listing were also discussed in the study. They
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found presence of pecking order theory but that is not in result of information asymmetry.
Private companies are different in many aspects from public listed companies. Agency
problem is not significantly important. These four countrics moderately supported trade
off theory. The findings are compared with the study of Bancel & Mittoo (2004) with 87
firms from 16 different countries. Study showed a Strong evidence in US for the target
debt ratio and for the taxes. Tax actions are very significant for the firms under study. To
determine the accurate amount of corporate debt, financial flexibility is significant.
Findings showed that strong need for financing flexibility is not due to POT. Research
findings proved that for capital structure choices, German and France firms are less
apprehensive regarding valuing in capital markets. Publically listed companies more
concerned about the timing of issuing new instruments. Leverage is vital for the public
companies to become unappealing for the takeover target. Private firms do not consider
these factors important in their option for capital structure. Lastly, as compare to private
companies, registered companies are additional tending to indicate their projection to
markets via increasing leverage level. Financial markets have some impact on the capital
structure choices. Results are unexpected as compare to the findings of Bancel and
Mittoo concluded that agency problem and signaling are the key features in capital

structure choices.

Baskin (1989) analyzed the pecking order behavior empirically of 378 firms from
the year 1960-1972. Research findings in this study and in the earlier studies showed that
leverage change positively with past growth and negatively with the past profits, Findings

also showed that companies who paid higher dividends previously, they take more loans.



According to Pecking order theory firms borrow because they need funds. If capital
raised through issuing stocks is restricted due to asymmetric information, then leverage is
the major source of funding. Findings showed that financial instruments whose value is
driven by publically unknown future prospects are facing more problems due to

asymmetric information.

Benito (2003) discussed the capttal structure determination of the firms in UK and
Spain, and how do they use trade off and POT in their decisions? Under trade off theory
firms set their leverage levels at a point where marginal benefits of the leverage exactly
offset the marginal cost of leverage. These things are not important in context of POT.
Agents have more information than the outside investors; this is the main concern when
raising capital. Companies strictly ranked their sources of financing: internal funds and
external funds “debt and equity”. Findings of the study supported the POT, debt ratios are
anticipated to be considerably negatively related to the cash flow and profitability of the
company and changes positively with its investment. POT states corporations rarely go
for external financing if they earn high profits. Benito also analyzed various features of
the two different financial systems (bank based and market based). On the basis of the
findings Spanish financial system has been classified as bank based financial system and
UK has been classified as market based financial system. Findings of the study show that
bark can keep an eye on firms and surmount asymmetric information in a better way.

Pecking order theory might have less role in the bank based financial system.
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Qureshi (2009) analyzed the Pakistani manufacturing companies how they are
using debt as their source of financing. Tong & Green (2005) model is used to analyze

the pecking order theory in isolation by using time series data.

Ghosh & Cat (2011} analyzed capital structure of the firms either they are
following an optima] capital structure or pecking order theory by using Compustat data-
set from 1983-2003. Research result showed that companies will change their capital
structure to the industry average if it is above the average. If it is below the average
companies are unconcerned to the debt level. To make this concept easy they havc
developed a notion of the optimal capital structure range which a typically U.S firm will
be unconcerned to its leverage level. Findings of the study showed that companies can
use pecking order theory and optimal capital structure at the same time. When a company
uses high leverage level in their financing, cost of using leverage will be very high to cut
this cost company will use less debt. This is the reason for the company to adjust their

leverage levels down,

Seifert & Gonenc (2010) investigated the pecking order theory in 23 emerging
market countries with two main considerations of asymmetric information and agency
cost. The study investigated that whether pecking order theory is pertinent in the
emerging market countries or not. Findings of the study showed that pecking order
hypothesis is not pertinent to all emerging market companies. Companies in these
countries usually use more equity financing to finance their deficits than debt. Regression

analysis showed that equity serves firms’ deficit better than debt, Countries, which have
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Shah & Khan (2007) investigated the effect of seven variables on debt ratio of
companies, Textile industry showed higher leverage with negative profitability. Negative
profitability in textile is due the manipulation of figures to avoid taxes. Tangibility variable
confirms the tradeoff theory but the others (eaming volatility and depreciation) do not.
Growth variable approve the agency theory hypothesis while profitability confirms the
pecking order theory size variable do not confirm both the theories. Asymmetric information
problem does not have considerable impact on the leverage. Growth variable approves the
agency cost hypothesis. Earning volatility dees not show any impact on leverage.
de Jong et al. (2008) investigated different country specific factors that can determine
capital structure, Tangibility, size, risk, growth and profitability have considerabie
impact on the capital structure theories and consistent with the traditional capital structure

theories.

Bauer (2004) studied the determinants of the capital structure in Czech Republic
during 2000 to 2001. Leverage in terms of market value is higher as compared to in term
of book value. Leverage ratio is moving in the same direction as the taxes and size but
have negative impact on non-leverage tax shield, profitability, and tangibility. Market
value of debt ratio has inverse relationship with growth opportunities. (Udomsirikul,
Jumreornvong, & Jiraporn, 2011) analyzed the liquidity on capital structure decisions.
Higher liquidity decreases the cost of equity, and then equity becomes more attractive

than debt.

13



Strebulaev (2007) developed a model for the qualitative and quantitative prophecy
of capital structure concepts in vibrant economy with sporadic adjustment. Important
results of the study are

“(1) the properties of leverage in the cross section in true dynamics and in
comparative Statics at refinancing points differ dramatically, and (2} the model
gives rise to data that are consistent with a number of empirical results and thai,
using methodologies commonly emplayed in the literature, may lead to rejection

of the model. ™

Bancel & Mittoo (2004) surveyed the sixteen European countries on their capital
structure choices and their determinants. Results of the survey showed that managers,
while formulating the debt policies have to consider tax advantage of the debt, financial
flexibility, and credit rating, For equity financing eaming per share dilution is very
important. Interest rates and price per share are main considerations while managers want
to raise capital by using these two sources of financing. Findings of their study showed
that legal environment is one of the significant features in the capital structure choices of

the firms.

Frydenberg (2004) analyzed capital structure of Norwegian non listed firms.
Maturity structure of debt is significantly affected by the factors like size, asset
composition, return on investment and instability. Fixed assets shown economic
significance while measured their elasticity with the debt. Firms use debt on priority basis

when it is required to use external financing.
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Capital structure decisions are different in public sector and private sector because
of their governance structure. Public sector companies have more options of financing

available as compare to the private sector. (Qureshi & Azid, 2006)

Graham & Harvey (2001) conducted a survey about cost of capital, capital
budgeting and capital structure choices of the firms in US. There is a significant
difference between the small and large firms about the capital budgeting practices. Small
firms less likely to use NPV and CAPM. Their findings also showed that credit ratings
and financial flexibility are the imperative factors in determining the debt policy. Equity
issuance is affected by EPS dilution, stock price appreciation and equity undervaluation,
Their study showed reasonable support that firms use target debt ratio and trade off
theory. Their study showed a little support that signaling, bargaining with employees,
transaction costs, free cash flow concerns, underinvestment, , and product market

concems have mmpact on capital structure choices.

Cheema et al. (2003) provided an overview of the ownership structure and state of
the financial markets and summarized the corporate growth history of the country, They
investigated the prominent features of the ownership structure of top 40 listed Pakistani
companies. Country’s majority of the companies are family controlled business groups,
public companies, and affiliates of multinational companies (Cheema et al., 2003; Javid
& Igbal, 2008, Javid & Igbal, 2010). Underdevelopment of the financial markets and
concentration of ownership drives the firms to rely on retained eamnings and informal

sector borrowing (Javid & Igbal, 2007).
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Rageeb & Zaidi (2012) examined the effect of credit rating on the capital
structure decistons in Pakistani firms. Findings showed that credit ratings have greater
impact on the capital structure of the corporations. Firms depend fewer on debt financing
il they have higher credit ratings along with other factors (fixed to total asset ratio, ROA
and size). Firms with good credit ratings have good market repute so they avoid more

debts in capital structure to save them from any adverse situations.

Ooi (1999) analyzed the key factors which can affect the capital struciure choices
of the property companies in the UK. Findings showed that the property companies in
UK heavily rely on external financing to support their investment activities. Financial
risk is also vital consideration in capital structure decisions. Findings also showed that the
corporate performance and tax burden do not have any significant influence on the debt
equity choices of the companies. Corporate property managers also consider the
prevailing market sentiments and borrowing cost when making capital structure decisions.
Hatfield, Cheng, & Davidson, (1994) this study tested the DeAngelo & Masulis, (1980)
theory that a firm would seek an “optimum debt level” and that a change in debt level can
increase or decrease the firm value. But findings of the research do not support the
arguments. Research results showed the relationship between debt level and firm value
does not seem to be of concern to the market. Market does not consider industry average

for leverage as discriminators for the firms’ financial leverage.

Frank & Goyal (2003) investigated the leverage decisions of the U.S firms. Firm

leverage will increase by the presence of firm size and collateral. Literature supports that
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highly risky companies and companies having high market to book ratio have low debt
financing. Findings of study showed that leverage and net operational loss carry forwards
are inversely linked as projected by tradeoff theory. Findings also suggest that companies
not paying dividend have higher debt as compare to companies paying dividends, Due to
increase in leverage interest rate are high. They discussed the three forms of tradeoff
theory; agency costs and stakeholder combined investment tax affects, taxes versus

bankruptcy cost, are preferred.

Amidu (2007) investigated the determining factor of capital structure in Ghanaian
banks. Banks in Ghana have relatively high short maturity debt financing and banks’
leverage is inversely linked with operating investments. Operating investments and long
maturity loans are positively related as found in this study. Short maturity loans of banks
is positively related to bank size, growth and corporate tax and negatively linked to the
profitability, risk and asset structure. On the other side bank’s asset structure and
profitability are positively linked to long maturity loans and bank’s size, growth, risk and
corporate tax are negatively linked to the long term debt. Finding of the study showed
that except risk, in all the variable, short maturity loans and leverage seem to be
positively related. Capital structure of the banks’ is affected by banks’ profitability,

growth, size, corporate tax, and asseét structure.

Eriotis, Vasiliou, & Neokosmidi (2007) investigated that leverage percentage of
company is moving in the same direction as size which is measured by the sale figure.

Liquidity of company is inversely linked to its debt ratio. Capital structure of the firm and

17



interest coverage ratio are inversely associated. Firms with high growth potential service
low leverage in capital structure because it is inversely linked with growth. High growth
means high variations in the eamings which lead to high risk. It is difficult to raise debt
for high risky firm. Findings suggest that there is a capita] structure differences amony
the firms which heavily use debt financing and those that use less debt financing.
Homaifar, Zietz, & Benkato (1994) discussed that larger companies hold high level of
debts as compare to smaller companies, because they have high debt capacity. Frank &
Goyal (2003) also supported this study but from a different perspective that large firms
increase debt to make their dividend payments. On the other hand small firms reduce debt
for the payment of dividends. (Hovakimian, Hovakimian, & Tehranian, 2004) Firms with
High market to book ratio have little target leverage ratio and good growth opportunities.
Prospects of equity issue and of debt issue will decline with the market to book ratio.
High share retumns are linked to equity issue not with the debt issue. Hovakimian suggest
that profitability has no impact on target debt ratio. (Barclay & Smith, 1995} suggested a
strong relationship between loan maturity and company size. Large firm rely heavily on

long maturity loans as compare to small firms which rely heavily on short maturity loans.

(Shyam-Sunder & C. Myers, 1999) tested old capital structure theories as
substitute of POT on 157 companies from 1971 to 1989. They found that the POT , which
envisages leverage determined by insufficient retained financing , has larger time series
illustrative influence than a trade-off theory, which envisages that every company move
step by step towards an optimum leverage ratio. They showed that the investigations used

in this study have the power to accept substitute theories instead of POT. Chirinko &
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Singha (2000) commented on a new mode] of POT introduced by Shyam-Sunder & C.
Myers, (1999). Their results coupled with the power problem with static trade off mode!
documented by Shyam-Sunder and Myers; pointed out that the realistic evidence can
assess neither POT nor trade off theory. To discriminate among competing hypotheses

and to explore the capital structure determinants there is a need of alternative tests.

Bessler et al., (2010) conducted a test of the POT on 6000 international
companies during the time period of 1995 to 2005. Findings of thc study showed that
financing deficit and net equity issues are highly correlated. They have tested the main
supposition of the POT that information asymmetry is a vital cause of the capital

structure decisions, Firms with low information asymmetry issue large volumes of equity.

Shyam-Sunder and Myers (1994) reported more reliance in the POT as compare
to trade off model. Frank & Goyal, (2003) extended the literature by testing the POT of
on extensive cross-section of US publicly registered companies over the time period of
1971 to 1998, Findings showed that net equity issues find the shortage of capital more
carefully as compare to issued loans which is opposing to POT. While large corporations
show some facets of pecking order behavior, evidence is not strong to the presence of
typical leverage features. For smail and large firms, net debt issues are less signiticantly

explained by the financing deficit.

(Panday, 2001) The paper examined the factors of capital structure determination

of the Malaysian firms by using data from 1984 to 1999. Book value and market value
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ratios are calculated by using short maturity, long maturity and total loans. The results of
OLS regression showed that firm size has a significant positive association with all types
of debt ratios and profitability has a negative relationship with the profitability, Earning
volatility and short maturity leverage ratios are positively linked and negatively related to
the long maturity debt ratios. Profitability has a persistent negative association with all

types of debt ratios,

Qureshi {(2009) investigated the leverage behavior in Pakistani manufacturing
firm by using 34 years’ data. The results indicated that leverage has two extensive and
noteworthy relationships: first, negative association with current and past profitability:
and second, positive association with past dividends which provides strong empirical
support to POT in context of profitability and dividends. Furthermore his study also
provided empirical confirmation to present a reasonable support to pecking order theory
regarding growth whereas regarding size POT gets insignificant empirical support from
Pakistan, (Mazhar & Nasr, 2010} investigated the determinants which effect capital
structure decisions of companies registered in Isiamabad stock exchange. Tangibility, tax
provision, size, and profitability are positively or negatively linked to the financial leverage.
Moreover, publically owned and privately owned firms use different modes of financing.

Publically owned firms use higher level of debt financing as compare to private firms.

(Riaz & Afzal, 2011) investigated Pakistan’s competitive performance in five
manufacturing sectors; i.e. Engineering, cement, textile, chemical and sugar. The study
showed that capital structure decisions can be different across the sectors as well as it can be

different among the individual firm with in the same sector. Findings of the survey showed
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3.1 THEORETICAL FRAME WORK

3.1.1 Pecking order theory (POT)

The POT of capital structure is utmost important theory. (Frank & Goyal, 2003).
This theory was developed by Stewart C. Myers in 1984 which is also known as pecking
order model of financial decisions (Fama and French, 2002). Initially Myers (1984)
describes POT which states companies do not have an optimum capital structure.
Companies have a preference in choosing retained profits to outside financing. If
companies have the only choice of external financing it will follow a hierarchy for
financing decisions and first they will issue the safest security. Debt securities are the
first priority for the firms, then hybrid securities such as convertibles and at the end firms
issue equity securities. Myers explains that lack of sharing accurate and timely
information amongst investors and management the companies are hesitant to issue
equity. Myers, (1984) pointed out that investors receive less information about firm’s
current and future return on assets that creates underpricing. According to this
information asymmetry, Investors would have the assumption that firms will only use
new equity financing when it’s overvalued. This issue can be avoided by using the
internal funds, such as retained earnings.

POT is based on two suppositions. First, managers are more informed than the
perspective investors about the company’s future predictions. Second, management will

act for existing shareholder’s wealth maximization. POT envisages that corporations use
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retained earnings if sufficient otherwise use debt or equity financing if outer funds are

necessary. (Sheikh & Wang, 2011)

The basic idea of the pecking order hypothesis is remarkably simple. Firms
borrow money because they require funds. Once asymmetric information places
limitations on equity financing, debt tends to become the primary incremental source of
funding. Bankruptcy costs do restrict borrowing, but it appears that the supply of debt
funds is more elastic than that of equity among our sample of large mature corporations.
The evidence is consistent with asymmetric mformation producing substantially greater
problems with those securities whose value is most dependent upen publically unknown
future prospects (Baskin, 1989). Asymmetric information between existing shareholders
and prospective shareholders, managers and shareholders provoke to signaling effect.
Issuance of new equity and debt provides a signal to the market about the financial
position of the company. Existing shareholders or management signal secret information
to the capital markets in order to accurate the investors’ perception {Frydenberg, 2004).
Myers (1984) propose that if equity is underpriced in the market firm will be hesitant to
issue new equity, Shareholders are inclined to respond pessimistically because they have

a perception of equity issue only when equity is fairly priced or overvalued.

Myers and Majluf (1984), first firms use internally generated earnings (retained
earnings) for financing their investments. If firms don’t have sufficient earnings available
internally then firm will go for external financing, first option which firm can use is the

cash loan applied from the bank, second option can be the public debt (issuance of debt
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securities) and as a last resort firms can avail the option of equity securities. Usually
firms are hesitant to use equity option because of information asymmetry between

managemernit and new shareholders.

Myers (1977) implied that firms with objective of shareholder’s wealth
maximization will be hesitant to issue shares because transfer of wealth from shareholder
to debt holders, while Myers and Majluf (1984) proposed that firms are hesitant to issue
shares because of problem of adverse selection. Stultz (1990) propose that firms may be

hesitant to issue stocks because of the associated costs.

Modigliani & Miller, (1958) presented the modern theory of capital structure.
They provided evidence that debt and equity financing has no impact on firm value.
Management of the firm should consider all combinations of debt and equity financing

are good for the companies.

Pakistani manufacturing firms have low growth and returns and they paid
dividends regularly for the said period. So, they have fewer profits to retain and prefer
external source of financing which is easily available. Pecking order theory exists in its

week form due to less developed capital markets. (Sheikh et al. 2012)

Ilyas (2008) studied the capital structure in Pakistani non-financial firms.
Pakistani firms prefer to use internal or equity financing instead of debt financing due to

the reason that bond market is not so developed here. Important source of external
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financing for Pakistani firms are the commercial bank lending. Commercial banks usually
provide secured and short term loans which are affordable for large firms only. Most of
the Pakistani firms are medium sized so they prefer to use internal financing and equity
financing. Another reason to use internal financing can be, these firms want to avoid legal

obligations and scrutiny procedures related to financial leverage.

(Javed & Imad, 2012) investigated the different components of capital structure
choices of 77 non-financial firms of Pakistan from 2008-2010. They analyzed capital
structure determinants depending upon short maturity and long maturity debt categories.
Findings showed that large scale firms have more access to long term debts as compare to
small firms. Firms which have adequate long term assets; they can easily use low cost
external funds by pledging their long term assets. The results are consistent with static
trade off theory. High eaming finrms depend on internally generated earnings for their

financing requirements which support pecking order theory.

(Marsh, 1982) analyzed that mostly companies choose debt and equity financing
due to the market conditions and past security prices. Secondly he found that companies
make their choices among financing options based upon their target debt ratios if they
have. Third thing which he analyzed is that target debt ratio is influence by size of the

company, nsk of bankruptcy, and asset profile of the company.
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3.1.2 Static Trade off theory

The static trade off model states that companies face trade off between costs and
the advantages of debt financing, when other things are constant. Before the development
of POT, static trade off theory was more popular and widely used. People feel
comfortable to use static trade off because it’s plausible and returns an interior optimum
leverage ratio and it also rationalizes "moderate" borrowing (Myers, 1984). By
considering the costs and advantages of an extra amount of debt, firms identify their
optimal leverage. Possible bankruptcy cosis and agency problems among stockholders
and debtholders are the costs of the debt and at the leverage; the advantage of the last
dollar of the debt just offsets the cost. The analogous prediction is made by trade off
theory about dividends which says that fion value can be maximized by selecting the
dividend payout ratio that is cost effective for the firm (Fama and French, 2002). The
static trade off theory entails a static approach to financing decisions whereas the POT
allow the firms to have an optimal debt to equity ratio for a specific point in time.
Pecking order theory also attempt to explains behavior of prudent financial managers
who attempts to maintain the financing flexibility and ensures the long-term survival of
their firms by retaining their earnings as existing equity and create cash reserves, hence
creating the financial slack that allows long term survival of the firm and financial
flexibility while the tradeoff theory doesn’t. It also elucidates stock market reactions to
increase in leverage and decrease in leverage, which the trade-off model doesn’t

(Modigliani & Miller, 1963)
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Advantages linked with the debt financing are the tax advantage. Green et al.
(2002) examined that tax policy has vital effect on capital structure decisions of the
comnpanies. Interest expenses are tax deductible expenses makes debt less expensive than
the other sources of financing. This tax advantage increased the use of debt by the firms.
(Modigliani & Miller, 1963; Miller, 1977). When debt financing is increased due to this
advantage, then the costs associated with debt financing (agency cost and bankruptcy
cost) will also increase. At the point, where company have default probability greater

than zero is called bankruptcy cost. (Sheikh & Wang, 2011)
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Figure I: The static-tradeoff thcory of capital structure (Source: Myers, 2001)
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Based upon the literature bankruptcy cost can be direct and indirect. Direct cost can be of
legal fees, other professional fee and the worth of time which management will spend in
managing the bankruptcy. Indirect cost can be; sales loss, decrease in earnings and firm

may not issue any securities to obtain credit.

Another cost which can incur due to the use of debt is agency cost. Jensen and
Meckling (1976} introduced agency theory and discussed the relationship between agents
and principle. In the real world managers do not always make decisions in favor of the
principle, they have their own preferences. Management’s primary objective is not
maximizing shareholder’s wealth; instead they want to work for their own well-being,
This will create conflict of interest between management and shareholders, to resolve this
issue company have to bear agency cost. Jensen and Meckling differentiate between (1)
cost paid by the principles (shareholders) to evaluate the performance of the agents
(management) and to monitor their actions and to provoke the agents to act in their best
interest. (ii) Bonding expenses paid by the agents (management) to show that their
decisions are in the best interest of the principle. (iii) Remaining loss which is faced by
the conflict of interest between the two parties. Myers (2001) states shareholders and debt
holders have disagreements only when firm has probability of default. If default risk is
zero or minimum, debt holders have no concern with income and risk of the company. If
company has a clear possibility of default and management is acting in the best interest of
the principles, principles are getting benefits by using the money of lenders. Lenders can

have the perception of this opportunistic behavior of management and they can write debt

contracts accordingly.
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Gonzalez & Gonzalez (2012) investigated the validity of POT and static trade off
theory to describe the financing decisions varies with the size of the Spanish firms.
Findings are consistent with trade off theory; companies set a target leverage percentage
to which they adjust in each time period, using more debt due to tax advantage. Findings
are also consistent with POT, firm's debt ratio is absolutely linked to available
investment opportunities and the intangible asset’s percentage and profitability is linked
to the leverage ratio the other way round. Results also showed that prevalence of trade-
off mode] and POT varies across firm size. The direct relation of debt ratio with the
investment opportunities and intangible assets and inverse relation with profitability are
significant in small firms than in medium sized and large firms. (Myers, 1984) defines
financial distress cost consist of administrative and legal cost of bankruptcy and some
other costs which can deteriorate firm value may also be included in it i.e. contracting

cost, monitoring cost and moral hazard.

3.1.3 Agency Theory

Buferna et al. (2005) Agency theory states optimum capital structure may bc
determined by lowering conflict cost between ruanagement and the shareholders to
minimum level. Jenson and Meckling (1976) stated that due to this difference of opinion
among the parties (shareholders and bond holders) agency theory plays an important role
in financing decisions of the company. If corporations are facing financial distress,
management can be encouraged by the shareholders to use debt as source of financing.
Debt holders will demand a higher rate of interest on their loans, which may lessen the
agency conflict between the parties. If management is unable to make timely payments

of interest and principle, debt holders can take legal actions that may create a fear of job
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loss to the concerned manager. Due to this management will try to be more efflicient in
making interest payments, ultimately that will lead towards the shareholder’s wealth
maximization. Jensen and Meckling stated that financial policies can be used by the
managers to get monetary and non-monetary benefits in a firm. Manager behavior is
always influenced by the investment constraints. Theoretically, firms have to invest in the
projects which will maximize the shareholder’s wealth. Shareholder’s wealth can be
maximized by taking projects with positive Net Present Value. On the other hand,
management is not taking investment decisions by using only the discounted cash flow
technique (NPV). Management can use other arguments to make investment decisions

that can create a conflict of interest between management and shareholders.

Frank & Goyal (2007) found in their study that agency cost can be one of the
reasons for Pecking order, when conflict of interest is between the management/majority
owners and outside investors. If Qutside investors feel there is very less chances to get
fair return on investment, they may be reluctant to supply equity funds. La Porta et al.
(2002) found in their study that sometimes inside investors steal prolits in a way that they
can sell assets below the market prices to related companies, over paid themselves,

consume excessive perks, or they can do adverse selection of the employees.

Harris & Raviv (1991) if the investors prefer the liquidation of the firms,
managers assumed to continue the operations of the firm. Stulz (1990} if investors want
cash payouts, managers assumed to invest all the available cash in some projects. In the

previous two cases, conflict in operating decisions cannot be resolve by signing contracts
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based on investment plans and cash flow. In Harris and Reviv’s study, debt alleviates the
issue by allowing the debtholders (investors) to liquidate the assets if cash flows are
poor. In Jensen 1986 and Stulz (1990) free cash flows are lowered by debt payments.
These benefits and costs can be traded off to get an optimal capital structure. In Harris
and Reviv cost of debt in liquidation process is to issue prospectus about the firm. In
Stultz model cost of debt is use of free cash flows in the payments of debt that can be

used for investments.

3.1.4. Research Questions

* Are Low levered firms different from high levered finns?
* Are firms having target debt ratio different from the firms with zero debt level

(depending 100 percent upon equity financing)?

3.1.5. Hypothesis

» HI: There is a significant difference between low levered firms and high levered
firms.
» H2: There is a significant difference between firms with target debt ratio and with

zero debt level (depending 100 percent upon equity financing).
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4.1 RESEARCH METHOD AND DESIGN

This study investigated the capital structure practices in Pakistan. For this purpose,
primary data have been collected from different companies. Survey instrument is adopted
from the study of Brounen et al. (2006). Brounen et al. (2006) investigated the capital
structure choices of European companies from four different countries (UK, Netherlands,
Germany and France). Questionnaire includes the questions about the firm characteristics
like size, industry, payment of dividend and publicly listed/ private listed. It also includes
the characteristics particularly related to the capital structure: When company will issue
the equity, what factors will lead to equity financing. What is the target debt ratio of the
company, and how and when it will issue debt, convertible debt and foreign debt? Rest of
the questions will analyze the Financial Manager’s views about the capital structure
choices on a 5 likert scale (1 strongly disagree and 5 strongly agree). Data have been
collected from different financial and non-financial firms operating in federal and Punjab
province. Respondents for the questionnaires were the CFOs or the Financial Managers
in the companies. Questionnaire was sent to 200 companies, but 102 companies

responded by contacting them later on.

Data analysis in done by using SPSS and Stata. SPSS is used for descriptive

analysis for different items. Stata is used to apply t-test for differences of means high

levered and low levered firms and firms with debt ratio and no debt ratio.
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4.1.1 T-Test for Two Independent Samples

T-test can be used to determine if there are statistically significant differences between the
means of two samples or groups (Zikmund, 2003). T-test can be used for independent or

paired samples test that are normally distributed. (Pallant, 2008). The t-test for
independent samples compare the sample results (%:%3) with the condition specified

under the null h}"pOthCSiS(lul =) dividing the difference by the standard error  $%1-72.

The formula for t-test s

t =[xy~ %) — (g — #83))/54,-2,

t-test for differences of means for two independent samples applied on the high levered
firms and low levered firms. The same is applied on the firms having target debt ratio and
the firms totally relying on debt financing means with zero target debt ratio. For leverage,
company’s debt ratio less than 30% is defined as low levered companies and company’s
debt ratio more than 30% is defined as high levered company’s. the companies having
any target debt ratios considered as “firms with target debt ratio” and the companies

which have zero debt to equity ratio considered as “firm using equity financing”.
4.1.2 Reliability Test

Cronbach alpha is a measure of internal consistency. Internal consistency tells us
to which extent all the items are measuring the same construct. It ranges from 0 to 1.
(Tavakol, Dennick, 2011). All questions used in the study are in acceptable range of

Cronbach alpha, which shows reliability in the questionnaire.
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that we are very unlikely to reduce our sales” with a mean of 3.02 while considering the

amount of debt.

Table 3 (see in appendix) shows that financial managers of the companies
consider the other factors which can affect firm’s debt policy. The most important factor
financial managers consider is “we issue debt when our recent profits (intemal funds) are
not sufficient to fund our activities” with a mean score of 3.20. This finding showed that
companies are following POT while making their capital structure choices. Secondly 42.9
percent “firms consider changes in the price of our common stock” is also an important

factor with 3.21 means sore.

Table 4 (see in appendix) summarizes the results of “factors which can affect the
firm’s choices of long term and short term debt”. In choice of “long term and short term
debt” the most important factor which financial managers consider is “to issue long term
debt to minimize the risk of having to refinance in bad times” with a mean rank of 3.51.
Pakistani firms prefer to “issue long term debt due to the risk of refinancing of short term
debt”. Firm managers consider to “issue short term debt when short term rate are lower
than the long term interest rates™ is significant with the 3.39 means rank. 63.3 % firm
managers consider it important “we expect our credit rating to improve. So borrow short
term until it does” with 3.32 mean rank. “Borrowing short term reduces the chances that
our firm will want to take on risky projects” is important with 3.25 mean score. 56.9
percent managers believe on “maturity matching of debt with the life of assets” with 3.17
mean ranks. 54.4 % “managers issue short term debt when they are waiting for long term

market interest rates to decline” with 3,21 mean ranks.
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Table 5 (see in appendix) shows the factors which can affect the decision about
issuing common stock of the respondent firms. Over 83 % of the respondent “firms
seriously considered issuing common equity”. In issuing common equity the most
important factor is, “if our stock price has recently risen, the price at which we can issue
is high” with 3.39 mean scores. This result is different from the Bancel & Mittoo (2004)
and Graham & Harvey (2001) they found “earning per share dilution” is the highly
significant element while firms issue common equity. 45.5 % of firm mangers considered
“maintaining target debt to equity ratio™ is also significant with 3.32 mean score, This
finding is in line with the “static trade off theory” and also supported by Bancel & Mittoo
(2004). 42.1 percent managers think “stock 1s our least risky source of funds” (3.29 mean
scores). Over 38 percent firm managers “consider whether our recent profits have been
sufficient to fund our activities™ is significant with 3.27 mean score. Over 36 % managers
think undervalued or overvalued stock is important while considering issuing common
equity (3.22 mean ranks). 3.18 mean score shows that “issuing stock gives investors a
better impression of our firm’s prospects than using debt”. This outcome is in-line with
signaling theory. Over 40 percent managers consider earning per dilution is important
with 3.14 mean score. Over 72 % respondents think using a “similar amount of equity as
is issued by other firms in our industry” can be important with 3.03 mean score. A few
managers think “capital gain tax rates faced by our investors” are also important (3.18

mean) while considering issuing common equity.
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Table 6 (see in appendix) summarizes the results of issuing foreign debt by the
companies and the factors which can affect firm’s decision about foreign debt. Over 75 %
firms seriously considering issuing debt in foreign countries. 52.1 % firms “consider
favorable tax treatment relative to the home country name” is highly significant feature
with 3.42 average value while considering issuing foreign debt. Over 35 percent
managers agree with “keeping the sources of funds close to the uses of funds™ with 3.05
mean score. “Foreign interest rates may be lower than domestic interest rates” is an
important factor with 3.01 mean score. These findings are different from Bancel &
Mittoo (2004) and Graham & Harvey (2001). According to their studies “providing a

natural hedge is the most important variable that can affect the issuance of foreign debt”.

Table 7 (see in appendix) shows the findings of the factors which can affect firm’s
decisions about issuing convertible debts. Over 76 percent firms seriously considering
issuing convertible debt. Over 59 percent managers issue convertible debt only to avoid
short term equity dilution with 3.42 mean scores (most important factor). This finding 1s
inconsistent with the findings of Bancel & Mittoo (2004). 350% respondent firms
consider “other firms in or industry successfully use convertibles” as important variable
with 3.41 mean score. With 3.38 mean score, “protecting bondholders against
unfavorable actions by managers or stock holders™ is also important factors while issuing
convertible debts, Over 51% managers agree with “the ability to call or force conversion

of convertible debt if/fwhen we need” is important with 3.31 mean score. With 3.318
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mean score, “to attract investors unsure about the riskiness of our company™ is also a

significant factor while issuing convertible debt.

5.1.3 T-test results

Table 9 (see in appendix) shows for factor (a} Null hypothesis is rejected at all
conventional significance levels. So it is concluded that the low leverage companies’ and
high leverage companies’ are significantly different. Financial flexibility is different in
low leverage companies’ and high leverage companies’, means low leverage companies’
prefer to use intemal funds available to pursue new projects and use less debt financing.
On the other hand, high levered firms use more debt financing for financing of the
projects. For factor (b) null hypothesis is rejected at all conventional signtficance levels.
So it is concluded that the low leverage companies’ and high leverage companies™ are
significantly different. Credit rating is different in low leverage companies’ and high
leverage companies’. Credit rating is an important factor while companies choosc their
amount of debt financing. For factor (i) “Restrict borrowing so the profits can be captured
fully by shareholders™ null hypothesis is rejected at all conventional significant levels. So
it is concluded that the low leverage companies’ and high leverage companies’ are
significantly different. Low levered firms are more interested in restricting borrowings so
that profits are fully captured by the shareholders. For factor (j) null hypothesis is
rejected at all conventional significance levels. So it is concluded that the low Jeverage
companies’ and high leverage companies' are significantly different. According to the
Brounen et al. (2006) a,c,d,g. are significantly different factors in UK firms with high
financial leverage. b.f, are significantly important factors in Netherlands high levered
firms. In Germany and France, low levered firms and high levered firms are not
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significantly different in the factors which are important to choose amount of debt policy.
According to Graham and Harvey (2001) b,d,f,g,1,j,] factors are significantly important

for those firms with high financial leverage.

Table 10 (see in appendix) shows that there is no difference in the means of the
low levered firms and high levered firms for all the factors which can affect firm’s debt
policy for Pakistani firms. “We issue debt when our recent profit (internal funds) are not
sufficient to fund our activities” and “We delay retiring debt because of recapitalization
costs and fees™ are significant at 10 percent. According to Brounen et al. 2006, from all
these factors two factors are significantly different in their means of low levered firms
and high levered firms in UK; “firms issue debt when interest rate are particularly low”
and “we issue debt when our recent profits are not sufficient to fund our activities”™. In
Netherlands firms only two factors a,b,c,d,e,g are significantly important factors. In

Germany and France most of the factors are insignificant.

Table 11(see in appendix) shows that for factor (f} Hy is rejected at 1%,5% and
10% level. So it is concluded that means of the firm which have no debt ratio (means
relying totally on equity financing) and the mean of the firms which have a debt ratio are
significantly different. The debt level of other firms in the industry is affected by the
firms’ debt ratio. For factor (g) null hypothesis is rejected at all conventional
significance levels. So it is concluded that means of the companies’ which have no debt
ratio and the mean of the companies’ with a specific debt ratio are significantly different.

The potential cost of bankruptey, near bankruptcy and financial distress is different for
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both type of firms with a debt ratio and without a debt ratio. If company is using more
debt financing bankruptcy cost will be high as compare to the companies which are using
less debt financing. Initially when firms are using debt financing, firms will get reduction
in overall cost of capital due to cheaper source of financing. Later on when firm will
gradually rise its leverage ratio, firm have to face a trade-off between potential
advantages of using leverage and insolvency risk. For factor (j) null hypothesis is rejected
at all conventional significance levels. So it is con¢luded that means of the firm which
have no debt ratio and the average of the companies’ which have a debt ratio are
significantly different. For factor (m) null hypothesis is rejected at all conventional
significance levels. So it is concluded that averages of companies which have no debt
ratio and the mean of the firms which have set leverage ratio are significantly different.
Firms with set debt ratio consider this factors more important. For factor (n) null
hypothesis is rejected at all conventional significance levels. So it is concluded that
means of the companies’ which have no set leverage ratio and the mean of the
conipanies’ which have set leverage ratio are significantly different. This factor is
iruportant for the firms with set leverage ratio. According to Brounen et al. (2006) firms
with target debt ratio have “a, b,c,d.e,f,g.h,j” factors are significant and iniportant in UK
firms, fk,m are significant factors in Netherlands firms, b,c,fj are significant in German
firms, a,c.c are significant factors in France firm. Graham and Harvey (2001) found b.,f

and k are significant factors in companies™ have set leverage ratio

Table 12 (see in appendix) shows for factor (a} Ho is rejected at all conventional

levels. So it is concluded that mieans of the companies’ which have no debt ratio and
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leverage and the mean of firm which have high leverage are significantly different. This
factor is significantly important for those firms having high financial leverage. For factor
(¢) null hypothesis is rejected at all conventional level all conventional significance levels.
So it is concluded that mean of the firm which have low leverage and the mean of the
firn which have high leverage are significantly different. This factor is significantly
important for those firms having high financial leverage. According to Brounen et al.
(2006) in UK high levered firms have ab,d factors are significantly important. In
Germany a,b,g factors of high levered firms are significantly important. Graham and
Harvey (2001) found b,d,e,f factors of high levered firms are significantly important. In

this study there are mixed results.
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6.1 CONCLUSION

The study has investigated the capital structure practices of Pakistani firms of
different industries. Low levered firms prefer to use internal funds available to pursue
their new projects on the other hand high levered firms use more debt financing to
finance their projects. High levered firms are significantly different from low levered
firms for the factors affecting the choice of debt. High levered firms are less significantly
different from low levered firms for the factors affecting firm’s debt policy. High levered
firms are significantly different from low levered firms in the choice of short term and
long term debt. Firms with a specific debt ratio are significantly different from firms
without any debt ratio in some factors. But for majority of the factors firms with a
specific debt ratio are not significantly different from firms totally relying on equity
financing. Interest rates have significant impact on firms with a specific debt ratio and
firms fully relying on equity financing. Findings showed that financial managers
considered “target debt to equity ratio maintained by the firms” an important factor while
issuing common stock that support static trade off theory. Agency cost is not considered
an important factor by the financial managers. “Potential cost of bankruptcy. near
bankruptcy, or financial distress” is significant for the firms using debt financing as
compare to the firms totally relying on equity financing. Bankruptcy costs are the part of
the static trade off theory. Financial flexibility is a significant for high fevered firms that
supports pecking order theory. Firms considered “we issue debt when our recent profits
are not sufficient to fund our activities” an important factor which supports pecking order
theory of capital structure. Results of the study showed mixed evidences that Pakistani
companies use pecking order theory and static trade off theory.
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6.2 PRACTICAL IMPLICATIONS

* The results of the study are useful for managers in devising capital structure
policies in a better way.
* Findings will be helpful for shareholders as they will get to know about the capital

structure decisions being made by the firms.
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APPENDIX



Table 1

62

Sales Volume

1,000,000-50,0:00,000 48.3%
50,000,001-100,000,000 5.6%
100,000,001-150,000,000 4.5%
150,000,001-200,000,000 1.1%
>200,000,000 40.4%
Industry Retail and Wholesale 15.2%
Minning and Construction 3.0%
Manufacturing 39.4%
Transportation and Energy 4.0%
Communication and Media 4.0%
Technology(software, biotech,etc) 1.0%
Others 33.3%
Public or Private Publicly listed 37.2%
Private listed 62.8%
Dividend payments NO 51.0%
YES 49.0%
Debt ratio 0% 10.9%
1-9% 23.9%
10-19% 18.5%
20-29% 20.7%
30-39% 8.7%
40-49% 12.0;
>40% 5.4%




Table 2

What factors affect how you can choose the appropriate amount of debt

for your firm? Importance Mean
Financial flexibility (we restrict debt so we have enough internal funds 52.2% 3.54
available to pursue new projects when they come along)

Our credit rating {as assigned by rating agencies) 40.3% 3.04
The volatility of our earnings and cash flows 49% in
The tax advantage of interest deductibility 37.5% 3.09
The transaction costs and fees for issuing debt 39.2% 3.33
The debt level of other firms in our industry 23.2% 286
The potential cost of bankmptcy, near bankruptey, or financial distress 47.3% 323

We limit our debt so our customers/suppliers are not worried about our firm 56.3% 3.45
going out of business

We restrict our borrowing so that profits from new/future projects can be 44.8% 3.19
captured fully by shareholders and do not have to be paid out as interest to debt

holders

We try to have enough debt that we are not an attractive takeover target 44% 3.09
The personal tax cost our investors face when they receive interest income 49% 3.20

If we issue debt our competitors know that we are very unlikely to reduce our 34.1% 3.02
output/sales

To ensure that upper management works hard and efficiently, we issue 35.1% 293
sufficient debt to make sure that a large portion of our cash flow is committed

to interest payments

A high debt ratio helps us bargain for concession from our employees 13.9% 2.39
Table 3

What other factors affect your firm’s debt policy? Importance | Mean
We issue debt when interest rates are particularly low 23.2% 241
We use debt when our equity is undervalued by the market 40% 2.85
We issue debt when our recent profit (internal funds) are not sufficient to fund our 48.9% 3.20
activities

Changes in the price of our common stock 42.9% 3.21
We delay issuing debt because of transaction costs and fees 42.5% 2.99
We delay retiring debt because of recapitalization costs and fees 34.1% 2.94
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Table 11

What factors affect how you can choose the appropriate amount of debt for your

firm?

Mean (Debt ratio}

S.no.

Variables

H,

No

Yes

t-stat

P value

a}

Financial flexibility (we
restrict debt so we have
ensugh internal funds
available to pursue new
projects when they come
along)

W-Ha=0

3.69

351

0.46

0.6496

b)

Our credit rating {as
assigned by rating
agencies}

pi-p2=0

312

3.03

0.23

0.8169

The volatility of our
eamings and cash flows

Ri-p2=0

2.82

3.13

0.99

0.3329

d)

The tax advantage of
interest deductibility

pi=pz=0

335

3.04

0.87

0.3933

€)

The transaction ¢osts and

fees for issuing debt

Wi-p2=0

3.63

326

1.19

0.2485

The debt level of other

firms in our industry

pi-p=0

299

291"

0.0084

g)

The potential cost of
bankruptcy, near

bankruptcy, or financial
distress

pi-pz=0

3.12

27

0.0110

h)

We limit our debt so our
customers/suppliers are not
worried about our firm

going out of business

Hi-p2=0

3.63

3.41

0.87

0.3912

We restrict our borrowing
so that profits from
new/future projects can be
captured fully by
shareholders and do not
have to be paid out as

interest to debt holders

Hi-p=0

313

3.20

0.7992




Y

We try to have enough debt
that we are not an attractive
take over target

MPa-pz=0

2.63

39

2.14%

0.0407

k)

The personal tax cost our
investors face when they
receive interest income

Mi-p2=0

3.06

3.23

0.54

0.5965

)

If we isswe debt our
competitors know that we
are very unlikely to reduce
our cutput/sales

Bi-p=0

3.00

3.03

0.09

0.9254

Tao ensure that upper
management works hard
and efficiently, we issue
sufficient debt to make sure
that a large portion of our
cash flow is committed to
interest payments

Hy-p2=0

2.06

3.06.t¥

0.6058

n)

A high debt ratio help us
bargain for concession
from our employees

wi-p2=0

1.81

2.51

246

0.0225

(***) represents level of significance at 1%, 5% and 10%. {**) represents level of significance at 5% and
10%. (* ) represents level of significance at 10% and null hypothesis is rejected af these level.







Table 13
What other factors affect your firm’s choice hetween short term and long term

debit?

Mean (Leverage)

8.no.

Variables

Ho

Low

High

t-stat

P value

a)

Matching maturity of our
debt with the life of our
assets

Hy=p2=0

3.48

2.52

257"

0.0135

b)

We issue long-term debt to
minimize the risk of having
to refinance in **bad times™’

Mi-p2=0

341

3.7

0.3028

€)

We issue short-term when
short-term interest rates are
low compared to long-term
rates

H=Hz=0

3.29

3.62

0.99

0.3269

d)

We issue short-term when
we are waiting for long-term
market interest rates to
decline

Wi-p2=0

343

1.94°

0.0625

€)

We borrow short-term so
that returns from new
projects can be captured
more fully by shareholders.
rather than committing to
pay long-term profits as
interest to debt holders

pHy-pr=0

3.38

2.36

216"

0,0358

We expect our credit rating
to improve. So we borrow
short-term until it does

Hi-pz=0

3.53

2.357

0.0250

g

Borrowing short-term
reduces the chance that our
firm will want to take on
risky projects

Wi-p2=0

3.20

0.50

06213

J

{***) represents level of significance at 1%, 5% and 10%. (**) represents ievel of significance at 5% and

[0%. (* } represents level of significance at 10% and muli hypothesis is rejected at these level.



Table 14
What factors affect your firm’s choice between short and long term debt?

T Mean (Debt ratio)
S.no. Variables He No | Yes t-stat P value
a) Matching maturity of our H-pr=0 313 3.18 012 0.9083
debt with the life of our
assets
b) We issue long-term debt to Hi-p2=0 3.13 3.63 i.19 0.2502

minimize the risk of having
to refinance in “*bad times™

c) We issue short-term when wi-p2=0 2.93 3.53 [.48 0.1560
short-term interest rates are
low compared 1o long-term
rates

d) We issue short-term when wrpr=0 | 3.07 325 0.55 0.5848
we are waijting for long-term
market interest rates to
decline

€) We borrow short-term so Wi-p2=0 3.6 311 1.46 0.1602
that retums from new
projects can be captured
morte fully by shargholders.
rather than committing to
pay long-term profits as
interest to debt holders

fy We expect our credit rating | p-p,=0 3.33 332 0.04 0.9692
to improve. So we borrow
short-term until it does

E) Borrowing short-term ui-ue=0 | 3.47 318 0.51 0.3701
reduces the chance that our
firm will want to take on
risky projects

(***) represents level of significance at 1%, 5% and 10%. (**) represents Jevel of significance at 5% and

10%. (* } represents level of significance at 10% and null hypothesis is rejected at these level
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!

| Strongly Disagree | Disagree | Neutral Agree Strongly Agree

2 I3 4 5

Please Bold the letter vou want to choose in the options,

[}

2)

4)

3)

6)

Industry

a) Retail and wholesale

b) Mining, construction

¢) Manvfacturing (Name of industry...............cooc i, )
d) Transportation, energy

e} Communication, media

f} Tech (software, biotech, et¢.)

g) Others

Publicly listed or Private listed

Your company is paying regular Dividends?
YES /NO

Long term debt ratio
0% 1-9% 10-19% 20-29% 30-39% 40-49% >49%

Annual sales volume in Rupees

What factors affect how you choose the appropriate amount of debt (Bank loans, bonds,

debentures etc.) for your lirm?

a) Financial flexibility (we restrict debt so we have enough intemmal funds available to pursue new
projects when they come along)

1 2 3 4 5

b) Qur credit rating (as assigned by rating agencies) 1 2 3 4 5

¢) The fluctuations in our earnings and cash flows 1 2 3 4 5

d) The tax advantage due to the interest expense I 2 3 4 b
(More interest payments will reduce taxable income}

e) The transactions costs and fees for issuing debt | 2 3 4 5

f) The debt levels of other firms in our industry 1 2 3 4 5

g} The potential costs of bankruptcy, near-bankruptey, or financial distress

1 2 3 4 5



)  We limit debt so our customers/suppliers are not worried about our firm going out of business
1 2 3 4 5

i)  We restrict our borrowing so that profits from new/future projects can be captured fully by
shareholders (inform of dividends) and do not have to be paid out as interest to debt holders

! 2 3 4 $

j)  We try to have enough debt that we are not an attractive takeover target {no other company can
take over our company)
1 2 3 4 5

k) The personal tax cost our investors face when they receive interest income
1 2 3 4 $

1) If we issue debt our competitors know that we are very unlikely to reduce our output/sales (by
using loans we can increase our output)
! 2 3 4 3

m) To ensure that upper management works hard and efficiently, we issue sufficient debt to make
sure that a targe portion of our cash flow is committed to interest payments

1 2 3 4 5
n} A high debt ratio helps us bargain for concessions from our employees

1 2 3 4 3
What other factors affect your firm’s debt policy?
a) We issue debt when interest rates are particularly low . :

! 2 3

b) We use debt when our equity is undervalued by the market
i 2 3 4 5

¢) We issue debt when our recent profits (internal funds) are not sufficient to fund our activities
1 2 3 4 5

d) Changes in the price of our common stock
L 2 3 4 5

e) We delay issuing debt because of transactions costs and fees

1 2 3 4 5
f We delay retiring debt because of recapitalization costs and fees
1 2 3 4 5

g) Using debt gives investors a better impression of our firm’s praspects than issuing stock
1 2 3 4 5

h) We issue debt when we have accumulaled substantial profits
[ 2 3 4 5



8) Has your firm seriously considered issuing common stock? If “‘yes”’, what factors affect your
firm’s decisions about issuing common stock?

a) Earnings per share dilution ! 2 3 4 5

b) The amount by which our stock is undervaiued or overvalued by the market

] 2 3 4 5
¢} If our stock price has recently risen, the price at which we can issve is **high™

1 2 3 4 5
d) Providing shares fo employee bonus/stock option plans

1 2 3 4 5
e) Maintaining target debt-to-equity ratio

1 2 3 4 S
f) Diluting the holdings of certain shareholders

I 2 3 4 5
g) Stock is our ““least risky”” source of funds

| 2 3 4 5
h) Whether our recent profits have been sufficient to fund our activities

] 2 3 4 N
i} Using a similar amount of equity as is used by other firms in our industry

1 2 3 4 5
i) Issuing stock gives investors a better impression of our firm’s prospects than using debt

1 2 3 4 5
k} Inability to obtain funds using debt, convertibles, or other sources

1 2 3 4 5

I} Common stock is our cheapest source of funds
] 2 3 4 5

m} The capital gains tax rates faced by our investors (relative 1o tax rates on dividends)
1 2 3 4 5

9) Has your firm seriously considered issuing debt in foreign countries? If ‘*yes’’, what factors
affect your firm’s decisions about issuing foreign debt?

a) Providing a **natural hedge’’ (e.g.: if the foreign currency devalues, we are not obligated to pay

interest in Owmn cUrrency)
1 2 3 4 5

b} Keeping the “*source of funds’’ close to the *“use of funds’”
1 2 3 4 5



¢} Favorable tax treatment relative to the home country name (e.g.: different corporate tax rates)

] 2 3 4 5
d)} Foreign interest rates may be lower than domestic interest rates

1 2 3 4 5
e) Foreign regulations require us to issue debt abroad

1 2 3 4 5

10} Has your (irm seriously considered issuing convertible debt? If “‘yes’’, what factors affect your
firm’s decisions about issuing convertible debt?

a) Convertibles are an inexpensive way to issue ‘‘delayed’’ common stock
I 2 3 4 5
b) Our stock is currently undervalued

! 2 3 4 5

¢) Ability to *‘call’” or force conversion of convertible debt if/when we need to
I 2 3 4 5

d) Avoiding short-term equity dilution

1 2 5 4 5
e) To attract investors unsure about the riskiness of our company

] 2 3 4 5
f) Convertibles are less expensive than straight debt

1 2 3 4 5
g) Other firms in our industry successfully use convertibles

l 2 3 4 5

h) Protecting bondholders against unfavorable actions by managers or stockholders
1 2 3 4 5

I 1) What factors affect your firm’s choice between short- and long-term debt

a) Matching the maturity of our debt with the life of our assets
1 2 3 4 5

b) We issue long-term debt to minimize the risk of having to refinance in “‘bad times’
1 2 3 4 5

c) We issue short-term when short-term interest rates are low compared to long-term rates
I 2 3 4 5

d) We issue short-term when we are waiting for long-term market interest rates to decline
1 2 3 4 5



e)

2)

We borrow short-term so that returns from new projects can be captured more fully by
shareholders. rather than committing to pay long-term profits as interest to debt holders
1 2 3 4

We expect our credit rating to improve. So we borrow short-term until it does
1 2 3 4

Borrowing short-term reduces the chance that our firm will want to take on risky projects
1 2 ] 4

5

5





