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ABSTRACT

This study investigates that how investment in any company is sensitive to cash flow of

the company. Leverage, Tobin's Q, Asset Tangibility, and Dividend Payout Ratio are

used as control variables. Study comparcs the Cement, Chemical, Engineering,

Miscellaneous, Sugar and Textile Sectors. We have taken 268 non-financial dividend

paying firms that were collected from Balance sheet analysis of joint stock companies

listed on the Karachi Stock Exchange issued by the State Bank of Pakistan which were

investigated from the period of 2001 to 2008. The results indicate that there exists a

positive relationship between investrnents made by the companies and cash flows in

cement, chemical and sugar sectors and negative relationship in engineering,

miscellaneous and textile sectors.

Keywords: Cash flow, Investnent.
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1.1. Introduction

The relationship between investrnent and cash flow has had a confirsed history. It was

extensively studied in the 1950s and 1960s (Meyer and Kuh, 1957). However cash flow

after all has vanished from the investment literatue unt its restoration in the r9g0s

following the expansion of models of asymmetric information, and an observed

improvement in 1988 by Fazzai, Hubbard, and petersen. Due to agency problem and

asymmetric information rinked with the acquiring of extra extemal funds, A commonry held

belief is that the intemar funds avairabre to a firm is the most important determinant of its rear

investments' The conventional vision put forward by Fe*zqn g1ar. (r9gg, 2000) proposed

that investment accepted by the firms facing strict financing constraints are more sensitive to

its c€sh flows' This argument was supported by many paper but studies rike Kapran &
zingales (1997, 20oo) and creary (1999) find opposing finding: Firms that are reast

financially constrained show greater investment cash flow sensitivity.

Financing constraints firms have positive link with cash to cash flow sensitivity. If the

company expected that in future they will face financial constraints that wi[ hord more cash

in order to meet the invesunent needs in future. cash flow is likely to have a superior effect

on the investnent of firms more likely to face financiar constraints and understand this as

an indication for the survival of informationdriven capitar market limitation. But there is

still controversy, why cash flow issues for invesunent. several researchers have argues that

instead of being cause by financing constraints, the connection between cash flow and

investnent could stem from the association between cash flow and lost or mis-measured

invesfinent opportunities that are not confined by standard measures, mainry Tobin,s e.
Therefore, nume*)us efforts have been made at making substitute mqrsures of inveshnent

opportunities to check whether, once these opportunities are more sufficientry measured, cash



flow still plays an important resurt on firms' investrnent @rickson and whited, 2000; Bond

et a1.,2002).

Further researchers have re-scrutinized the indication in the originar FHp (r9gg) paper

and have re-deduced the consequences, According to (Kaplan and Zingales 1997) the

investrnent-cash flow sensitivity is not a suitable sign of financing constraints, though

their line of dispute is dissim ar. Kapran and Zingales first demonstate in an easy two-

period model that more constrained firms may not inevitabry show higher sensitivity of
investment to cash flow than less constrained ones. They also observe whether the firms

in the low dividend expenditure group of FHp are in fact constrained. Using quaritative

and quantitative data on the firms in this sample, cleary (1999) verifies the outcome by

indicating in a larger sanple that firms that appear to be constrained based on dividend

cuts have lower sensitivities. only some papers have required proof of financing

constraints using measures other than the investment-cash flow sensitivity. Lamont

(1997) observes the reaction of investrnent by non-oil subsidiaries of o companies to

1986 oil upset and discovers that these firms extensivery decreased their investrnent.

The use of robin's Q is stands on the proposar that investrnent opportunities, which are

onward looking' can be seized by equity market contributors, who are also onward rooking-

In particular, securities' prices and consequentry financiar markets, assessments of
investrnent predictions arE a source in papers supported on rhe e-theory. Though, in the

existence of information asymmetries in capital markets, a stress is dircctly introduced by the

use of robin's Q. In such situations providers of extemar funds are incapabre to exactly

evaluaie firms' investrnent opportunities, and it is somewhat possibre that there wi[ be spaces

in the information sets of the firm's insiders and outsiders. Tobin's e wi[ therefore onry

confine outsiders' estimate of opportunities. It is probable that cash flow extensively
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influences investrnent simpry because it is associated with the insiders, assessment of
opportunities' which are nor captured by Tobin's Q (carpentar and Guarigria, 2003). Tobin,s

Q model supposed to overcome the future growth opportunities. If in an investrnent

model cash flow variables are included with robin's e, these cash flow variables may

still be made up of opportunities not confined by Tobin's e. This may be difficurt to

sepa*te the effect of expectations from the one of liquidity cons*aints in the concem

estimate of the cash flow variabre (vogt, 1994). chirinko and scha,er (1995) show that

standard Tobin's q is imperfect as it replicates the average retum on a company,s total

capital whereas it is the marginar retum on capitar that is significant. Gugler, Mueller and

Yurtoglu (1999) deverop a method to measure subsidiary Tobin,s q and test the degree of
cash flow sensitivity to investrnent in different Tobin's q situation to distinguish between

cases with asymmetric information and agency problems.

cash flow has a strong effect on investnent expendinue in firms with lowdividend

payout policies. This result is consistent witb the concept that low-payout firms are cash

flow-constrained because of asymmetric information expenditure related with extemar

financing. The basis on these firms keeps dividends to a minimum to defend on cash flow

from which they can finance beneficial investrnent expendih'es. Fazzai aad,petersen

(1993) find that this same group of low-payout firms horizontar fluctuations in cash flow

with working capitar to keep preferred investrnent levers. This result is reriabre with the

Myers and Majluf (r98a) finding that liquid financiar assets (srack) can moderate the

underinvestnent problem beginning from asymmetric information. A substitute

clarification for the strong cash flovinvestrnent relationship is that managers deflect free

cash flow to unbeneficiar investment spending. The firms that come out less financiafly



constrained shows extensivery greater sensitivities than firms that come out more

financially constrained. By definition, the more constrained f*m has more limited

entrance to extemal financing and reaches this nominar investment period more quickry.

As a resurt, the less constrained firm is likely to exhibit greater investment-rash flow

sensitivity than the more cons'ained firm, when intemal cash flow are mostry low we
dispute that negative cash flow is a usefur proxy for distinguishing firms that are in such

financially concemed situations, and present evidence on firm characteristics such as

growth rates, debt ratios, and dividend changes, confirming the varidity of this substitute

(Allayannis and Mozumdar, 2004).

when market cannot diferentiate between high and low quarity invesfinent opportunities

than firms, with high quarity of opportunities is more possible to finance their projects

internally. The significant unfavorable choice increases the cost of extemal financing

compared to intema.l financing structuring a clear hierarchy for firm,s basis of financing

(Myers and Majluf, 1984). As the rrnancing hierarchy hypothesis investigated by Fazzari

et al, (1988)' they find that firms'invesfnent strategies are definitely sensitive to their

cash flow variations and that most financially constained firms have superior cash flow

sensitivity than least constrained firms. Investnent is sensitive to cash flow in the

frictionless standard because cash flow contains information about investrnent

opporhrnities. Additionalry the cash flow anticipation for each year (anticipation taken at

the beginning of the year) reflects information that is arready in the information set of the

firm, whereas the discrosure component of cash flow reflects new information acquired

within the year. As a resurt, investment is sensitive to both the exp€cted and the surprise

components ofcash flow (Alti, 2003).



I.2. Objectives of the study

l. The primary objective of this study was to find the relationsh.ip between cash flow
and investrnent.

2' This study herps in determining which sector Investnent is sensitive to cash flow.

13. Significance of the Study

This study enhances the body ofknowredge at the academic lever. The study investigates

the relationship between investrnent and cash flow in a sector wise comparison in

developing country like pakistan. In addition, resu.rts generated by this study might help

the firm's regulators and policymakers to find certain gaps and place as this study can

facilitate them in expertise new and better policies for rhe future. This research provides

guidance to the professionals so that they can look into new dimersions ofthe cash flow

and Investrnent activities in pakistan.

1.4. Organization of the Study

chapter I contains the rntoduction, in chapter 2 we described in detail the work done by

scholars and practitioners in the past. 3rd chapter conrains Empiricar Moder, Data &
Methodology. In chapter 4 the main empirical results and findings shows the firms sector

wise relationship between cash flow and investment. chapter 5 contains concrusion &
Chapter 6 contains bibliography. And in the last section references are presented.



2. Literature Review

From last few decades a tight relationship exiss between intemar funds and investment.

This relationship leads to the broad expansion of neoclassical models of investrnent (HaIl

and Jorgenson, 1967). These models explain that real interest rate and taxes are the main

sources of investnent spending. The interest rates .re independent of firm,s financial

structure because they are position in centralized security markets. The e-theory of
investnent is consider to be a reformation of the neoclassicar theory, the ratio between

the market value of the firms capital stock and it substitute cost can be enlightened by

investnent demand. rn determining investrnent neither the e-theory nor the neocrassicar

acknowledged any task of financial variable. With the expansion of theoretical models of
asymmetric information the significance of how investsnent is financed was revitalized.

Akerlofs (1970) put a mire stone study on the position of asymmetric information by

demonstrating how markets break down when buyers and selers work under different

information sets in the market for "remons" insorvent with traditionar economic theory.

stiglitz and weiss (1984) also accepted that the firms obtaining funds from ;enders also face

related influences.

An important paper was pubrished by Fazzz.j- et ar., (l9gg) they scrutinized the differences in

sensitivity of investment to cash flow amongst the firms which face additional or fewer

financial constraints across the groups. This attitude permitted them .o differentiate amongst

the different possibre rores of cash flow. As internar finance is easiry avairable and cheaper

than extemal finance and capitar markets are inadequate, so cash flow courd consequence

investrnent. In this situation, a better rore ofcash flow can be expected on the investment of
the firms more possibly to face financial constraints. Fazza6 

"1 ^1.,( 
l ggg) separated the firms

according to the dividend policy, their finding demonstrared that low dividend firms are more
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likely to face financial constraints and high dividend firms are less likely to face financial

constraints. Their finding arso show that low dividend firms was effected by cash flow more

than that of high dividend firms, sustaining the hypothesis that because of capitar market

imperfections cash flow influence firms investrnent.

Instantly, research started on e as a determinant of investment opportunities. In the existence

offinancial constraints, the standard Euter equation is unspecific as financiar variable berong

in it and in the nonexistence of financiar constraints, derived under the hypothesis of perfect

capital markets the standard Euler equation shourd hord. whited (1992), Hubbard et ar.

(1995) anticipated that an Euler equation and standard Euler equation is increased with the

financial variables for various groups of firms. They found by using us data, that onry for

firms less probably to face financial constraints, the standard Eurer equation hords.

2.1. Cash Flowflnvestment Relationship

Most of the authors explains that intema y generate firnds are the main methods for firms

finance investrnent expenditure. Gordon Donaldson (196r) concludes that internal

generated funds are more important for the organization and extemal funds must be

excluded except for some special unavoidable need ofnew firnds. pinegar and wilbritch

(1989) also find from 176 corporate managers that they favor cash flow more than

extemal sources to finance new investment, about g4.3% of sampre respondent shows

positiveness for financing investrnent with cash flow. The conventionar perspective

initially put forward by F az'qi s1 ar. (l9gg) that firms that face tense financing

consraints, i'e., a larger cost discrepancy between intemal and extemal funds, have to

depend more on intemar cash for making investnents. They arso find that in firms with

low dividend pay out policies cash flow has a strong effect on investrnent expenditure.

They also argue that due to asymmetric information this outcome is dependable with the

7



perception that low pay out firms is cash flow constrained. These firms can finance

beneficial investrnent expenditure by keeping dividends to a minimum.

Fazzai axld Petersen (1993) find that to maintain preferred level of invesunent levels this

group of low payout firm's level variations in cash flow with working capital. This result

is reliable with the Myers and Majluf (l9ga) findings that riquid financial assets can

moderate the underinvestment problem occurring from asymmetric information. whited

(1992) finds that because of financial distress a firm can face debt financing constraints.

He also finds the indication of a strong relationship between cash flow and investrnent

expenditure for firms with high debt ratio. cash flow can strongly pers,ade both capital

and R & D expenses, Asymmetric information make extemal financing very expensive

effects linked with such firms because they compelring them to fund expenses intemalry

(Himmelberg and Petersen, 1994).

For strong cash flow investrnent relationship a substitute justification is that managers

avert free cash flow to unbeneficiar investrnent expendifures. oriner and Rudebusch

(1992) evaluated the comparative importance of agency probrem; they investigate some

firm features that may persuade the cash flow investment relationship. To enlighten the

influence that cash flow has on firm investrnent spending, owner ship structure and

insider share holders (agency problems proxy variables) to little. Insider stock trading

chatter shows a reasonably strong inlluence. And they also bring to a close that for the

explanation of asymmetric information a weak support has shown. For data limitation the

generality of these conclusions about ownership structue may restrict. To test the free

cash flow theory carpenter (1993) focuses on the intemctions among debt structure, debt

financing and investsnents pending. He a.lso explain that by replacing large amount of



extemal equity with debt financing the firms that recognize their investrnent spending

contrast to non-organized firms. He also includes that unpredictable result with free cash

flow performance, because cash flow dedicated to debt maintenance shourd be linked

with decreases in consequent investrnent spending.

For larger firms the impact of cash flow on inves'nent expenditure is greater. one

justification is that larger firms have more varied ownership structures, and further

influenced by sharehorders agency probrem @evereux and Schiantarelri r 990).

Approximatery most of the studies accept the belief advanced by Faz,-ri et al. (lggg) to

apply invesrnent - cash flow sensitivity in measuring a firm,s financiar constraints

position. These studies argue that financially constraints firms shows larger than average

investnent cash flow sensitiviry. Though numerous studies argument this interpretation.

Kaplan and Zingales ( 1997) demonstate that firms that come out ress financialry

constrained also show a considerably higher sensitivity than firms that come out more

constraints. cleary (1999) also examine that investrnents of the firms with less

creditworthhess are considerabry less sensitive to intemar funds than more creditworthy

firms. IGdapakkam et al. (1998) exhibit that sma er firms illustrate less investrnent cash

flow sensitivity and anticipated to have more financiar constraints. Allayanis and

Mozumdar (2004) explain that more financia.r constraints firms and less financial

constraints firms are not dissimilar from each other. Some of the studies also demonstrate

that significance of investrnent - cash flow sensitivity as a gauge of financiar consraints.

The firms need not to show considerabre invesfinent cash - flow sensitivities if they are

facing financing constraints (Gomes 2001; Alti 2003). For testing firm,s financial



constraints Almeida et al. (2004) used a new measure of cash _ cash flow sensitivity

instead of investnent - cash flow sensitivity.

If firms face wedge between intemar and extemal costs of funds than they are said to be

financial constraint. Through this definition afl the firms are possibre to be crassified as

constrained but a little cost of raising extemal funds wourd be enough to put the firms

into this class. If the wedge between intemal and extemar cost of funds increases than this

firm is considered to be more financia,y constraint. And those firms with comparativery

large amount of liquid assets and net worth are less constrained or ress constrained firms

(Kaplan & Zing.les 1988). As both asymmetric information and free cash flow depend on

the statement that the cost of extemal financing go beyond the cost of intemalry

generated funds' we w r check that the pragnratic relationship can be credited to

liquidity constraints. The most liquidity constraints firms are those that condense their

dividends or desist from repurchasing their shares (Fazzari, Hubbard and petersen lggg).

Myers and Majluf (1984) discussed that due to asymmetric information a deficiency of
intemally created funds will guide to corporate underinvestrnent. This will arise when

firms have a smalrer amount of information about the correct Npv of the project and

when firms look inadequate firnds to finance an investrnent project. stilr for high value

projects, the average project qua.rity reveals because the less conversant financiar markets

requires a risk premium. This risk premium might be considered extremely high for

several projects that in fact do exceed the management's prob.rem which suitabry reveal

the project risk. Likewise, in the debt markets the firm may face credit rationing due to

the presence of information asymmetries (stiglitz and weiss lggl). Therefore, as a resurt

l0



of information asymmetric management may be enforced to over take some positive NPV

projects.

when the management of an or erse generar firm contrors a large equity stake than

underinvestrnent probrem is estimated to be more important (Hadlock r99g). with faling

levels of insider ownership the positive correlation between cash flow and corporate

investnent or by asymmetric information wirl reduce. Management intentionally will
invest in a negative *,V projects and also accept the too much risk premium of the

financial markets if they owns a smalr stake in an extensivery large seized firm (Hadrock

1998). The informational asymmetry among the institution and the firm decreases the

large block holding of a financial institution (Kahn and winton l99g). shleifer and

vishny (1986) also discussed that if the risk is adequately big than a shareholder has an

inducement to collect information about the flrm, block holding by financial institutions

is estimated to decrease information asymmetries among the firm and the capitar market

because of institutions capability and dynamic capital market contribution. h this

situation, the firm heavily depend on extemal sources of financing, whose cost will be

much nearer to the firms exact cost of capitar. The underinvestrnent problem is estimated

to be more for high growth companies with high robin's q if there are liquidity

constraints' when large amount of the firm's value can be credited to the growth

opportunities the information asymmetry is more ruthress (Myers and Majlufi lgg4).

2.2. Investment and Tobin's e
From the last few decades investment has been studied so broadry. It prays basic role in

explaining constant growth. For more than two decades the observed rerationship

between invesunent and q has been examined with unreliable degrees of success.
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Furstenberg (1977) basic empirical study built directry on Tobin's (1969) dispute that

invesunent is an increasing function ofg, and these studies simply regressed cumulative

investnent on 4. Mussa (1977) also derived that a description of the q theory can be

resulting thoroughly from a model of investrnent by a firm facing convex costs of
modification.

2.3. Leverage and Investment

Modigliani and Miller (195g) anticipated a theory conceming capitar structure they

declared that the value of the firm is independent of its capiar structure in a world with

no taxes, no default risks, no transaction cost and perfect and ftictionless market. with

adequately high leverage, the firms share holders don't want to issue new stock due to

debt extension' Due to this most projects with positive net present value (Npv) can go no

funded (Myers 1977). A negative relationship between invesunent and leverage is shown

by (Snrlz 1986). He expresses that investment is negatively related to fi,- investrnent and

profitability. As a result high profit firms should have a lower leverage. Lang et ar.

(1996) report negative relationship between leverage and firm investment, but its result is

stronger for small firms with row growth. A higher proportion of long term debt in total

debt extensively decreases the firm invesunent especialy in firms with high growth

opportunities. In difference no considerabre relation in debt maturity and firm invesfinent

for firm with low growth opportunities (Aviazion et al., 2005).

Mcconnel and Servaes ( r 995) find that for firms with low p/E ratio or row growth

opporhrnities value is positivery connected to the degree of leverage wh e for high p/E

ratio or high growth opportunities leverage is negatively connected with firm value. such

finding is also supported by Aggarwar and Kyaw (2006), they disclose that leverage is

12



positively and significantly linked to firm,s growth, for low fimr,s e ratios. some

researchers more propose that leverage is value making for f*ms with row growth

opportunities while it is value- faling for firms with high gowth opportunities.

Jo et al (1994) examined the relationship between financing decisions and investrnent

opportuaities set and reported a positive relationship between debt ratio and measure of
investnent opportunities. The srudy was accomplished in Japan; data was taken tom
Pacific - Basin capital Markets database for the period of five year fiom l9g6-1990. The

sample size was 1044 Japanese firms. He more argued that such relationship were

negative in USA due to agency conflicts which were alleviated in Japanese firm,s

because of their institutional provisions. Bank debt is positively connected to growth

opportunities and bond debt is inversely related to growth opportunities (Anderson and

Makhija 1999). Similarly a positive relationship between leverage and firm value was

found by Ahn et al., (2005) but it is weaker for firms with low growth opportunities and

stronger for firm with more growth opportunities.

2.4. Asset Tangibility and Investment

More tangible assets maintain additional extemal financing tangibility which alleviates

contractibility problems, the varue that can be recaled by the creditors in non payment

status would be increased by asset tangibility. In the tangibility of constrained firm,s

assets investment cash flow sensitivity will be increasing but in financialry unconstrained

firm's tangibility have no effect on investnent cash flow sensitivity (Almeida and

campello 2007). why investment cash flow sensitivities increase for some frnns with

asset tangibility and not for others? Kiyotaki and Moore (1997) shows that this variation

occurs from a credit murtiplier effect. The fiurdamental perception is simple. within a
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cross-section of financialry constrained firms consider investigating the impact of a cash

flow innovation on investrnent expenditure. i.e., firms that is incapable to tire out their

beneficial investnent opportunities due to credit market resistances. since it is most

favorable for constrained firms to re-invest their intemar funds, the direct colrision of the

income surprise on investnent is similar for all such firms. Though, there is also an

indirect cause linked with that surprise, which stems from an inside organization change

in bonowing ability. For a certain change in invesfiient, the change in bonowing

capability will be bigger for those firms whose assets generate the highest collateral

values that is, firms that invest in more tangible assets. This oblique enlargement effect

makes distinctions in investrnent---+ash flow sensitivities across financially constrained

firms. when assets have higher tangib ity than credit murtiplier will be rarger,

constrained firms that spend in more tangibre assets w r be more sensitive to cash flow

surprise. According to the sim ar reason, however, asset tangibility w l have no

consequence on the investrnent policy of firms that are capable to tire out their beneficial

investnents opportunities that is financia.lly unconsEained firms (Alrneida and campelro

20M).

2.5. Dividend Payout and Investment

with constant expected retum, Gordon (1962) constant dividend growth model lustrates

that high dividend payout should be compensate by either a high p/E or low expected

eamings growth. Miller and Modigriani (1961) dividend irrelevance theorem forecasts

that with constant expected retum and unaffected investnents, higher dividend payout

will be pursued by lower growth (Ibbotson and chen 2003). Additionally, from the

perception of capitar strucnre, "pecking order theory" (Myers lgg4) assumes that
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companies with large grouth opportunities will favor intemally generate.d cash flows to

extemal resources of funds. These assumptions propose that companies with abundant

growth opportunities w I have low dividend payouts. observed studies on the

determinants ofdividend payout usually sustain the idea that dividend payout is inversely

associated with investnent opportunities @ama and French 2002; Rozeff l9g2).

Dividends are likery to be paid as they become mature, recognized firms, reasonabry

reflecting a financia.r life cycre in which immature firms face comparativery plentifirl

investment opportunities with limited resources so that retention contrors distribution,

while mature firms are superior candidates to pay dividends because they have higher

prosperity and less atractive investrnent opportunities. Fama and French (2001), Grullon

et al'' (2002)' and DeAngelo and DeAngelo (2006) ail proceed rife-cycle justifications for

dividends that rely, explicitly or impricitly, on the exchange between the compensation

(e'g', flotation cost savings) and the costs of retention (e.g., agency costs of free cash

flow). The trade-off between retention and circulation evolves over time as profits build

up and investrnent opportunities decrine, so that paying dividends becomes gradually

more advanfageous as firms mature. The literature suggests onry a rough empiricar

proposal of the characteristics that distinguish firms that pay dividends from those that do

not' Most remarkabry, Fama and French (2001) Iind that firms with recent high-

profitability and row-growth rates have a propensity to pay dividends, while low

profit/high-grourth firms have a propensity to keep profits.

2.6, Overuiew of Pakistan Cement Industry
In Pakistan economy cement industy parys an imporatant rore. The rast few years have

been a golden period for cement manufacnrers, when the govemment increased spending
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on infrastructue development. High commercial activity and rising demand for housing

on account ofhigher per capita income has kept cement off take growth in double digits.

Few years back pakistan cement industry entercd the export markets and has established

its status as a highauality product. During the financiat year-,7,cement sales rcgistered

a growth of 3l percent to 17.53 milrion tonnes as agairut 13.5 million tonnes sold last

year' The cement sales during Jury-February-,g showed an increase, both in domestic

and regional markets to rg.r7 million tonnes. The domestic sares registered an increase

of 7'2 percent to r4.4 m lion tonnes in the 200g period as compared to r3.5 m lion

tonnes last year whereas exports stood at 3.7 miflion tonnes as against r.g million tonnes

in the corresponding period last year, showing an increase of I l0 percent.

The cement sector is contributing Rs 30 billion to the govemment funds in the form of
taxes. This sector has invested about Rs r00 bilrion in capabirity growth over the last few

years' The listed companies on stock exchange are four foreigr companies, three armed

forces companies and 16 private companies listed. The industry is divided into two broad

regions, the northem region and the southem region. The northem region has over g7

perc€nt share in total cement dispatches while the units based in the southem region

contributes 13 percent to tlre annual cement sales.

2.7. Overview of pakistan Chemical Industry

The chemical sector is one of the five highest increase and worrdwide traded sectors.

During the last fiscal year 2006-07, the worrd market for chemicar sector remained at

$l'8 trillion and is mostry dominated by uSA, Europe and Japanese companies. During

2006'07 Pakistan imported chemica.ls varue nearly b lion of rupees that is 12 percent of
the total imports while exports were only $200 million that is 1.3 percent of the total
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Pakistan exports. The import was mostly concentrated in the, organic, inorganic

chemical, plastics and special chemicals etc. For the last few years the demand for
chemicar products was high, mainly the fertirizer inputs, chror-Alkali, pesticides and

plastic inputs for use in packing, auto, electronics, house hold items, cables, pipes and

fittings etc, besides the high use of chemicals in the processing of textile, reather, carpets

etc' The high spending of chemicars in a range ofsub sectors of the economy now speaks

of the high potentiar in the rocal manufacturing, value addition and formuration etc.

Due to absence of apparent policy frarnework on the development of chemical sector

with any road map and benchmarks has resurted into growth, which has been random and

on short-term need basis. The chemicar sector has no benchmarks at this moment in terms

of its total productive capacity, sales rumover, and contribution to GDp and taxes,

manpower employed value addition benchmarks in contrast to grobar trends and other

indicators of the sector.

2.8. Overview of pakistan Engineering Industry

Engineering industry in incorporated in year rg5r. Setup by an entrepreneur migrated

from India and was the pioneer light engineering products company listed on the stock

exchanges of the country in the name of Batala Engineering company (BECo). within a

period offifteen years it became leader in light engineering goods manufacturing with the

he'lp of European & American technology and their team of engineers to produce High

Quality Machine Tools, pumps, power Looms, Concrete Mixers, Cranes, power presses,

Electic Motors, Bicycres, Steel Rolled products, Erecticity Transmission Towers,

structure and Generar Fabrication. The industry w.rs set up at Badami Bagh, ord city of
Lahore on land area of 34 acres, and whore nearby area was subsequently converted into

17



ste€l c€nter of pakistan. Due to rapid addition of products, the land area became in-

sufficient for further expansion. In the same city of Lahore 247 acresland was acquired

in 1960 at Kot Lakhpat industrial zone, for further expansion.

After take over by the Govemment in the year lg72 under the economic improvements, it
was renamed as pakistan Engineering company (pECo). The areas focused after take

over \''ferre steel Making where three Erecric Are Fumaces of l0 tons each, Steel Ro ing

Mills to roll bigger size steel angles were added in line with future trends. Modem

laboratory for Mechanical, chemicals, Non-Destructive Tests etc. equipped wior

universal rens e Testing, Hardness Brielle & Rockwell, 32 channels Direct Emission

spectrometer for anarysis of Ferrous and Non-Ferrous base metals, Metalrographic,

Ultrasonic Flaw Detector, Magnetic particle Separator was also setup.

For improved accuracy' state of the art cNC machines for punching, Marking &
shearing of Steel angles of size up to 200 mm along with cNC machine for plate

punching up to thickness of40 mm and Hydrauric plate punching, shearing of Billet, Bars

of different shapes, steel angles of various sizes, cup cutting were also instalred in the

years 1983 and 2007.In the year 2003, the corporate Structure of the company was

changed' Some portion of the Government shares was olf roaded through stock

exchanges to have a Private - public partnenhip in order to manage the company

operations in more efficient manner. Thus private sharehording increased to 67yo and

Govemment share holding 33%. The private share horders elected directors therefore got

effective role, which has resurted in improving efficiency in a, areas. The company has

tumed aro'nd, and is not only eaming profits, but also continuously improving its
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profitability and financial health. The shareholders are being paid cash dividend much

higher than bank rates. The market price of its share is now highest in the engineering

sector companiss in pakistan. The Foundry is arso ava,abre in house to produce castings

of Pumps, Electric Motors and Machine Toors. It is in the process of up gradation to cater

for high quality castings for Tractors and Auto Sector.

2.9. Overview of pakistan Sugar Industry

In Pakistan the main industriar and cash crop is sugar cane. rn sugar producing countries

Pakistan is an important and ranked fifth in sugar curtivation in term of its area, r5u in
sugar production and 606 in field. After textiles it is the second rargest agro-industry in
which sugarcane is grown on over a million hectares and gives raw materiars for its sugar

milfs' In manufachring sugar sector com p.,o' 4.2%. sugar sector is equivalent to cement

sector in size and has an indirect socio economic colusion in overal terms which is

extensively larger than its direct role to GDp because of it,s backward (sugarcane

growers) and forward connections (food processors) in the economy (Raheman et al.,

2008).

2,10, Overuiew of the textile Industry

In the export of Pakistan textile sector plays an important rore as in Asia, pakistan is the

86 largest exporter of text e products. This industry contributes g.5%o to totar GDp.

About 15 Million people employment is provided by this industry which is arrnost 30%

of the co,ntry work force of about 49 M lion. The total worrd text e trade is US$lg
trillion annually which is increasing at 2.5%o in which pakistan shares is ress than r%.
The improvement of the Manufacturing sector has been given the key priority since

Pakistan's founding with main pressure on Agro-Based Industries. As pakistan is one of
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the leading producers of cotton in the worrd, so the improvement of a Textile Industry

making firll utirization of its prentiful reso,rces of cotton which has been a priority area

towards industriarization. pakistan is the worrd's 4th largest producer and 3rd largest

consumer of cotton. Currently, there are 1,221 ginning units,,t42 spinning units, 124

large spinning units and 425 smafl units which produce textire products. From the last 50

years the textile and clothing industry has been the major driver of the pakistani economy

in terms of jobs creations and foreign crurency. For future growth of the economy this

industry is so important because there is no substitute industry or service sector that has

the potential to advantrge the economy with foreign curency eamings and new job

creation. Pakistan's Textire Industry had proved its potency in intemational market

during the last four decades. It has proved its strength even in post quota p€riod by not

only sustaining its position but, arso showing growth during 2005 to 2007, but declined to

$l LI billion in 2008 due to financial and economic meltdown globally.
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3. Methodolory

3.1. Anelyticat Modet

we have used paner estimation technique for testing the relationship between investment

and cash flow. Baltagr (2008) recommended that there are different reasons for using

panel data techniques. By this technique, individual heterogeneity can be controlled as

suggested by paner data that individual units are heterogeneous. From panel data we

obtain two magnitudes of data, such as time series and cross sectional. Moreover, there is

less collinearity and data is more informative & efticient in panel data than in cross

sectional and time series data. wooldridge (2002) declared that through paner data we

can seems into vibrant relationships that cannot be observed with cross sectional or time

series data.

The model used in this study was used by (Hovakimian 2009);

(I/IC) 1=p6+ Fr (CF/K)i + B2 (Iobin's e)r, +Fs (Levh+ Fr (AT)r. +0s @pR);, + si.

Where: 1is the invesrnent, deflated by the beginning-of-period net fixed capital (rg
CF denotes cash flow, deflated by the beginning-of-period net fxed capital (K)
Tobin,er ofi frm in year t
Irvn represents leverage of i firm in year t
AT;, is the retum on equity of i firm in year t
DPR., is the dividend payout ratio offirm i in year t
€;, is the error term in year t
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3.2. Sample

This study contains a population of435 non financial firms that were listed on Karachi

Stock Exchange from the period 2001 to 200g. As the main focus of this srudy is to find

the relationship between investment and cash flow, as sampre only those firms were

selected for this study that satisfied the following criteria:

l. Firms that from time to time paid out dividends to their shareholders

2. Availabiliry of data

Based on the abovementioned criteria 313 fimrs were chosen because these f*ms paid

dividends to their stockhorders, thereforc satisfiing the lst criteria. After a through

inspection 45 more firms werc screened out because of unava ability of data. The final

sample of the snrdy that satisfied both the necessities of the study contains 26g non

financial firms representing 27 sectors. Because of setting out these rimitations, we wi

apply sampling methodology known as convenience sampling. we will select a rarge

enough and simplifrable samp.re because a sampre selected through convenience

sampling would be insufficiently representative of the whole population.

33. Data

Data were collected from "Balance sheet analysis ofjoint stock companies listed on the

Karachi stock Exchange" issued by the State bank of pakistan that includes nine years of
past financial data from the annuar reports of firms that are listed on KSE (Karachi stock

Exchange). Dara was colre*ed from the period of 2001 to 200g. Arthough the final

analysis was done from the period of 200r to 200g, data of the year 2000 was also

included in the study in order to find the lag value ofvarious financial inputs.
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3.4. Variables and Measurement

The main objective of this study is to find a rerationship between rnvestrnent and cash

flow' For this relationship finding we have taken investment as the dependent variabre

while cash flow is taken as the explanatory variable, along with rest of controlled

variables.

3.4,1. Investment

The basic point of this st'dy is also to check relationship between invesunent and cash

flow' we will use investrnenr as used by Lang et al. 1996, Aivazian et al. 2005 and odit
and chittoo 2008' the ratio of net investnent to ragged fixed assets. Net invesunent was

calculated as (capital expenditure _ depreciation).

I'f,.est ,,,etat = _ Cqttal e peftdttlllre - Deprtctatlon

3.4.2. Cash Flow

For stronger financialry constrained firms, Investrnent is positively correrated to inter

funds (Fazzari et al 1988). Investrnent ofa firm is more sensitive to cash flow; however

its etrect is smaller for row levered firms and greater for high revered firms (whited

1992). cash flow is the ratio of cash flow before extraordinary income to lagged fixed

assets, which is been used by (Odit and Chittoo 200g).

Cash flow =
Operating cash flow

Laggednat f ized asset

3.43. Controlled Variabtes

some researchers clarifi that there are certain other variabres that have a considerable

collision on investrnent and courd arso affect the resurt of the study @easne et al. 2000;

Laggedtct ftxed, ors ets
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Lee and choi, 2002; chen et ar. 2003). we have controlred the effect of the following
variables to avoid bias in our results.

. Tobin,s e

o Leverage

o Asset Tangibility

o Dividend payout Ratio

3.4.3.1. Tobin's e
Tobin's Q has a considerable impact on investrnent. Investrnent of the firm is very much

responsive to cash flow and Tobin,s e (Gomes 2001). Tobin,s e measures the

performance ofa firm and it is the ratio of (market capitalization of the firm + book value

of the debt) to book varue of the assets. In order to find out the ac{urate relationship

between cash flow and firm investnent we confolled for both robin's Q and leverage.

Tohbl s o - 
Narhet oalae of tocal asset of the f inn

Book oahrc of ti.e firzn

3.43.2. Leverage

with skipping the variabres that are associated with eaming management will create

severe problems. They acknowledged reverage as one of the variabre that should be

controlled while dealing with the eamings management studies @artov et al. 2000).

The calculation of leverage is given as:

Leoerd,se - Total Lidbilxies
- fota,l Assets



3.433. AssetTangibility

To find out exact relationship berween Investnent and cash flow we arso control asset

tangibility which can measure by (Almeida and Campello 2004).

Asset Tangibility is calculated as;

^, 
_ Fi*e d, Assets af tet dcdtrcting occtlrlmy'lated depreciatian

Total Assets

3.43.4. Dividend payout Ratio

In order to determine dividend policy it has been taken as proxy (Holder et al. l99g;

Lambert et al. 1989; Wang et al. 1993; Kato et al. 2002; Grullon et al. 2lL2;)Dividend

payout ratio is indicated as the percentage of income that is being paid out ro the

shareholders in the shape ofdividends. By the herp of dividend payout ratio, we can find

how well a firm's income can hord up the dividend payments that are being made to the

shareholders.

Dividend Payout ratio is calculated as:

DPR =
Dipidcnd. per share
Eanings per share
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4. Results and Analysis

ln this section we will discuss empirical evidence of the study in details. These empirical

evidences include descriptive statistics, correrations and fixed effect moder. we have

divided our data in sections like cement, chemical, Engineering, Miscellaneous, sugar,

and Textile sectors.

4.1. Descriptive Statistics

Descriptive statistics signifi the mean, standard deviation, maximum and minimum

values. In our study the numbers of observations for each variable are 2136 for the period

of200t ro 2008.

Table 4 summarize sunmary of descriptive statistics of the dependent and expranatory

variables used in the study. The whole study consists of 26g non financial firms which

were listed on Karachi Stock Exchange and each variable set contains 2136 observations

fiom the period of200r to 200g. From Table l it is deduced that mean of the investrnent

is (.0845309) while its standard deviation is (.1261399). The results explain that the firm

investrnent is positive and its standard deviation is arso high. This means that the

investment of Pakistanis firms move on positive directions. on the other side there is a

greater variation in investrnent with a minimum varue of (-2.0g7 r74) and a maximum

valw of (.769224). The mean value ofcash flow is (625.207r) with a standard deviation

of (3030.774). The minimum lever of cash flow is (-13435.73) whire the maximum rimit

is (53710.16). The mean ratio for leverage is (.6321217) with a srandard deviation of
('1414487)- The minimum ratio of reverage is (.013901g) while the maximum limit is

(5 '62069). The mean varue of robin's e which is (r.236372) signifies that there exist

growth and investnent opportunities for firms. Similarly there exists some variation in
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these opportunities between pakistanis firms. The resurt shows that investnent

opportnn'ities can move upward or downward with a standard deviation of (r.gg4737)

from the mean. The minimum value of robin's e is (.07gr04) while the maximum is

(42.93401). The mean varue of asset tangibility is (.4g5rr75) while its standard deviation

is ('2191082). The minimum varue of asset tangibility is (0) whire the maximum is

('9678799)' The mean of DpR is (.6112123) which is approximately equal to 63.1%,

which means that firms pud,63.r% dividend in relation to their eamings per share @ps).

The standard deviation of DpR is (.70g6g03) which is arso high. The serecred firms paid

dividend to their shareholders from time to time, the minimum value of DpR is (_

10.26667) and maximum vatue (12.66667). Here, 0 means that however firms in a
particular year had zero EpS but they still paid out dividends to the shareholders and on

the other side, 12.66667 describe that firms paid a very high amount of dividend in

relation to their eamings per share.

4.2. Correlation Matrix

Table 5 explains the correlation matrix which demonstrates the linear association of one

variable with other variables. correration coefficient basica y exprains the direction and

the magnitude of rerationship among variabres. Tabre5 shows that, Investrnent is

positively conelated to cash flow, Asset tangib ity and dividend payout ratio. It means

that investrnent, cash flow, Asset tangib ity and dividend payout ratio move in the same

direction' whereas leverage and robin's Q is moving in the opposite direction that of
investnent which means that, an increase in investnent would decrease leverage and

Tobin's Q' cash flow is negativery correlated with leverage, Asset tangibirity and

Dividend payout ratio. Leverage is positively rerated with robin's e, Asset tangibility
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and Dividend payout ratio. Tobin's e is negativery rerated with Asset tangibility and

Dividend payout ratio. Dividend payout ratio is positively related with Asset tangibirity.

After descriptive statistics and correlation matrix we converted the cross sectionar and

time series data into panel data by using the statistical package srATA v.10. for running

the panel data analytic moders. The panel data constructed to test for the relationship

between explained and the explanatory variabres is strongry balanced as the number of
years in each cross sectional unit is equal.

4.3. Cement Sector

According to Table 6, the varue ofR square is .1761 which means that 17% variations in

dependent variable are exprained by independent variabres. In panel form the value ofR-
Square being a bit low.

The primary objective of this study is to find rerationship between cash flow and

investrnent. Tabre 6 shows that there is sigrificant relationship between cash flow and

investrnent after controling for Leverage, Tobin's, Asset tangibirity and dividend payout

ratio as the t-value is greater than 2 and p value is ress than 0.05. As for as contor

variables are concemed, for Tobin's Q and asset tangib ity t value is geater than 2 and

P-value is less than 0.05 which shows that these variables are arso sigrificant and

infl uencing the dependent variable.

The coefficient of cash flow is 0.0000243 which shows a positive relationship between

cash flow and investment and represents the marginal change in independent variable that

would change the dependent variabre by 0.0000243. coefficient of reverage is -.071l90l

showing a negative rerationship between reverage and investment. Arso, the coefficient

characterizes that marginal increase in leverage would decrease investrnent by
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0'0711901' The coefticient of Tobin's e is 0.037066g which shows a positive

relationship between Tobin's Q and investnent and represents the marginar change in

independent variable that wourd change the dependent variable by .037066g. The

coefficient of asset tangibil ity is 0.29s4204 which shows a positive relationship between

asset tangibility and investrnent and represents the marginal change in independent

variable that would change the dependent variable by 0.2954204. coefficient ofdividend

payout ratio is '.0041329 showing a negative relationship between dividend payout ratio

and investment. Arso, the coefficient characterizes that margina.r increase in dividend

payout ratio would decrease investnent by O.OO4l32g.

4.4. Chemical Sector

According to Tabre 7, the varue of R square is .0g53 which shows g7o variations in

dependent variable are explained by independent variables. Table 7 shows that there is

significant relationship between cash flow and investnent after controlling for Leverage,

Tobin's, Asset tangibility and dividend payout ratio as the t-varue is greater than 2 and p

value is less than 0.05. As for as control variables are concerned, for reverage t value is

greater than 2 and P-value is less than 0.05 which shows that this variable is significant

and influencing the dependent variable.

The coefficient of cash flow is 0.0000154 which shows a positive rerationship between

cash flow and investrnent and rcpresents the marginar change in independent variabre that

would change the dependent variable by 0.0000154. coeffrcient of reverage is -
0'1507538 showing a negative relationship between leverage and investment. Also, the

coefficient characterizes that marginar increase in leverage wourd decrease inveshnent by

0'1507538' The coefficient of Tobin's e is -.005g242 which shows a negative
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relationship between Tobin's Q and investsnent and the coefficient characterizes the

marginal increase in Tobin's e would decrease investment by -.00sg242. The coefficient

of asset tangibility is 0.10710g3 which shows a positive relationship between asset

tangibility and invesunent and represents the margina.l change in independent variable

that would change the dependent variable by 0.r0710g3. coefticient of dividend payout

ntro is 
"0127722 showing a negative relationship between dividend payout ratio and

inveshnent. Also, the coefficient characterizes that marginal incrcase in dividend payout

ratio would decrease investment by 0.0121722.

4.5. Engineering Sector

According to Tabre 8, the varue of R square is .0761 which shows 7olo variations in

dependent variable are explained by independent variables. Table g shows that there is an

insignificant relationship between cash flow and investnent after controlring for

Leverage, Tobin's, Asset tangib ity and dividend payout ratio as the t-value is less than 2

and P value is greater than 0.05' As for as contror variabres are concemed, for asset

tangibility t value is greater than 2 and p-value is less than 0.05 which shows that this

variable is sigrificant and influencing the dependent variable.

The coefficient of cash flow is -2.r7e-07 showing a no rerationship between dividend

payout ratio and investnent. Also, the coefificient characterizes that marginar increase in

cash flow would decrease investrnent by 2.r7e-07. coefficient of leverage is -.003546g

also showing a negative relationship between leverage and investment. And, the

coefficient characterizes that marginar increase in reverage would decrease investment by

0'0035468. The coefficient of robin's e is 0.009579 which shows a positive relationship

between Tobin's Q and investrnent and represents the marginal change in independent
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variable that wourd change the dependent variable by o.oogslg.The coefficient of asset

tangibility is 0'0978017 which shows a positive relationship between asset tangibility and

investnent and represents the marginal change in independent variabre that would change

the dependent variable by 0.097g017. The coeflicient of dividend payout ratio is

0'00154495 which shows a positive relationship between dividend payout ratio and

investnent and represents the marginal change in independent variable that would change

the dependent variable by 0.0015,1495.

4.6. Miscellaneous Sector

Table 9 shows that there is no significant relationship between cash flow and investnent

after controlling for Leverage, Tobin's, Asset tangibility and dividend payout ratio as the

t-value is less than 2 and p value is greater than 0.05. As for as contol variabres are

concemed, for asset tangibirity t value is geater than 2 and p-varue is less than 0.05

which shows that this variabre is arso significant and influencing the dependent variabre.

The coefficient of cash flow is 0.000026g which shows a positive rerationship between

cash flow and investrnent and represents the marginal change in independent variabre that

would change the dependent variabre by 0.000026g. coefficient of reverage is .06525g3

showing a positive relationship between leverage and investrnent and represents the

marginal change in independent variabre that would change the dependent variable by

0'0652583. The coefficient of robin's e is -0.0029041 showing a negative rerationship

between Tobin's Q and investrnent. Also, the coefficient characterizes that marginal

increase in dividend payout ratio would decrease investrnent by 0.0029041. The

coefficient of asset tangibility is 0.t969926 which shows a positive relationship between

asset tangibility and investrnent and represents the marginal change in independent
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variable that would change the dependent variabre by 0.1969926. coefiicient ofdividend

payout ratio is -.00r6163 showing a negative relationship between dividend payout ratio

and investrnent. AIso, the coefficient characterizes that marginal increase in dividend

payout ratio would decrease investrnent by 0.0016163.

4.7. Sugar Sector

Table l0 shows that there is significant relationship between cash flow and investrnent

after controlling for Leverage, Tobin's, Asset tangibirity and dividend payout ratio as the

t-value is greater than 2 and p varue is less than 0.05. As for as control variables are

concemed, for reverage and asset tangibility t value is geater than 2 and p-varue is less

than 0.05 which shows that these variabres are also significant and influencing the

dependent variable.

The coeflicient of cash flow is 0.0000755 which shows a positive relationship between

cash flow and investnent and represents the marginal change in independent variabre that

would change the dependent variabre by 0.0000755. coefficient of reverage is -.0549g96

showing a negative rerationship between reverage and investnent. The coefficient

characterizes that marginal increase in reverage would decrease investrnent by

0'0549896. The coefficient of robin's e is -.000572 which shows a negative rerationship

between Tobin's e and investment. The coefficient characterizes that marginar increase

in leverage would decrease investrnent by 0.000572. The coefiicient of asset tangibility

is 0'2694765 which shows a positive rerationship between asset tangibility and

investrnent and represents the marginar change in independent variable that would change

the dependent variabre by 0.26g4765. coefficient of dividend payout ratio is 0.106374

showing a positive relationship between dividend payout ratio and investrnent, represents
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the marginal change in independent variable that wourd change the dependent variable by

0.106374.

4.8. Textile Sector

Table I I shows that there is no significant relationship between cash flow and investrnent

after conftolling for Leverage, Tobin's, Asset tangibirity and dividend payout mtio as the

t-value is less than 2 and P value is greater than 0.05. All control variables have also no

significant relationship with dependent variable because t varue is less than 2 and p-value

is greater than 0.05. The coefficient of cash flow is 9.45e-07 which shows a positive

relationship between cash flow and investnent and represents the marginar change in

independent variabre that would change the dependent variabre by 9.45e-07. coefficient

ofleverage is -.007092 showing a negative relationship between .reverage and investrnent.

The coefficient characterizes that marginar increase in leverage wourd decrease

investrnent by 0.007092. The coefficient of robin's e is -.0043g42 which shows a

negative relationship between Tobin's e and investrnent. The coefficient characterizes

that marginal increase in leverage wourd decrease invesfnent by 0.0043g42. The

coefficient of asset tangibility is -.004g452 which shows a negative rerationship between

asset tangibility and investrnent. The coefticient characterizes that marginal increase in

leverage would decrease investment by 0.004g4s2. coefficient of dividend payout ratio

is 0'0087681 showing a positive relationship between dividend payout ratio and

investnent, represents the marginal change in independent variabre that would change the

dependent variable by 0.00g76g 1 .
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4.9. All Sectors combined Cash flow

Tab.le 12 is the combination of a[ sectors cash flow in which cement sector coefficient of
cash flow is 0.0000243 which shows sensitivity between cash flow and invesunent and

represents the marginal change in independent variabre that would change the dependent

variable by 0.0000243. In chemical secror coemcient of cash flow is 0.00001 54 which

shows sensitivity between cash flow and investrnent and represents the marginar change

in independent variable that would change the dependent variable by 0.0000154. In

engineering sector coefficient of cash flow is -2.17e-07 showing no sensitivity between

dividend payout ratio and investrnent. Also, the coefficient characterizes that marginal

increase in cash flow wourd decrease investnent by 2.r7e-07.In miscellaneous sector

coefficient of cash flow is 0.000026g showing no sensitivity between cash flow and

investnent and represents the marginal change in independent variabre that would change

the dependent variable by 0.000026g. ln sugar sector coefficient of cash flow is
0'0000755 which shows sensitivity between cash flow and investrnent and represents the

marginal change in independent variable that would change the dependent variable by

0.0000755. In text e sector coefticient of cash flow is 9.45e-07 showing no sensitivity

between cash flow and investrnent and represents the marginar change in independent

variable that would change the dependent variable by 9.45e-07.
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5.1. Conclusion

we examine the relationship between cash flow and investrnent, and found indication of
cash flow and investrnent practices in pakistan. It means that there is a significant impact

ofcash flow on the investrnent. As we have taken sector wise comparison so in our study

there is high sensitivity between cash flow and rnvestnent in cement, chemical and

Sugar sectors and low sensitivity in Engineering, Miscellaneous and rextile sectors. This

relationship was found after contolling the effects of leverage, Tobin,s e, Asset

tangibility and dividend payout ratio.

As investment is strongry cash flow sensitive these decisions w l be either the agency

costs of cash flow when managers with excessively much prudence overinvest or of

asymmetric information when managers owning equity are under investing if the market

insist too high a risk premium, casmow dependent investrnent policy outcome mostly

from agency problems sigrificantly positive investnent-cash flow sensitivity and verifu

that this sensitivity depends on insider ownership. For companies in which insider power

rises, cash flow sensitivity is reduced. If inside ownership is at reasonable levels, cash

flow sensitivity increases which might be explicate by a high revel of entrenchment

which permits for the ut ization of a high rever of classified settlement. on other side in

higher inside ownerships when management adopts huge changes in the firm,s varues,

investrnent cash flow sensitivity decreases. For high insider ownersh.ip levels, that is,

when management internalizes a rarge fi:action of the changes in the firm,s value

resulting from their actions, the investrnent-cash flow sensitivity decreases. There is also

impact of outsiders' like the govemment, financial institutions, industrial and commercial

corporations which reduces the sensitivity ofcash flow and investment. stiglitz (1g74) &
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Jenson and Meckling (1976) consider the situation ofan entrepreneur who has an access

to an investnent project, but doesn't have the ftmds to finance it. If the entrepreneur

raises the funds by issuing equity, than since he will have a ress than r00 % interest in the

project' he w l not manage it as carefully as he should from the point of view of a,
owne*' The findings of this study arc consistent with the study of pawlina and

Renneboog (2005) who investigated the same relationship in London stock Exchange.

They have also found a significant relationship between cash flow and Investnent. Alti
(2003) arso shows that for alr firms there is a positive and statisticalry significant

investrnent - cash flow sensitivity. Gilchrist and Himmerberg (r 995) indicate no

relationship between cash flow and investment.

cash flow is a major determinant of investrnent because cash flow basis companies uses

intemal funds for further investrnent not relying on market, In our study Cement,

chemical and Sugar sectors can go for more investrnent due to their high cash flow and

Engineering, Miscelraneous and rextire sectors cannot go for more investment due their

low cash flow. The primary objective of this study was to find sensitivity between cash

flow and investnent in pakistan. The basic idea behind conducting this research was to

test for cash flow as an active driver of lnvestnent practices in pakistan.
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Table 3 Number of firms selected from each sector

NUMBEROF
FIRMS

CEMENT t2
TOBACCO 3

WOOLEN 3

REFINERY 3
SYNTHETIC and RAYON 9

ENGINEERING 7
TEXTILE SPINNING 71

TEXTILE WEAVING 5

TEXTILE COMPOSITE 35
POWER GENERATION and DISTRIBUTION 6

OIL and GAS MARKETING COMPANIES 5

OIL and GAS EXPLORATION COMPANIES 2
SUGAR aTTd ALLIED INDUSTRIES 25

TRANSPORT 2
AUTOMOBILE PARTS and ACCESSORJES 6

CABLE and ELECTRICAL GOODS 5

AUTOMOBILE ASSEMBLER 7
TECHNOLOGY and COMMLJNICATION 5

FERTILIZER 4
LEATHER and TANNERIES 3

FOOD and PERSONAL CARE-PRUDUCTS l1
GLASS and CERAMICS 5

MISCELLANEOUS ll
PHARMACEUTICALS 7

CHEMICALS l2
PAPER and BOARD 4

VANASPATI and ALLIED INDUSTRIES )
TOTAL NTJMBER OF FIRMS 268
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Table 4 Statistics
Variables Obserrations Mean Std. Dev Min

Table 5

Variables INV

.0845309
625.2071
.6321217
1.236372
.4951175
.63t2323

Correlation Matrix

INV
CFO
LR
TQ
AT
DPR

2136
2r36
2r36
2136
2r36
2136

.1261399
3030.774
.3414487
t.984737
.2191082
.7086803

-2.087174
-1343s.73
.0139018
.078104

0
-10.26667

I
.0643

Max

.769224
s3710.16
5.62069

42.9340r
.9678799
12.66667

LRCFO
INV
cFo
LR
TQ
AT

DRP

I
0.0413

-0.0334
-0.0415

0.t92r
0.0094

I
-0.0573

0.002t
-0.0129
-0.0366

I
-0.0290
-0.0660

I
0. t 038

0.2188

0.0591

Cement SectorTable 6

Variable Description Coef,icients T statistics P-Value
Intercept

cFo
LR
TQ
AT

DPR

-.1 I I 1808

.0000243

-.071l90l
.0370668

.2954204
-.0041329

-1.30

2.64
-1.2t

2.24

3.31

-0.46

.r95

.010

.230

.027

.001

.644

F Statistics
R-Square

Adjusted R-Square

.0033

.t761

.1303
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Table 7

Table 8

Table 9

Chemical Sector

Miscellaneous Sector

Variable Description Coeflicieuts T Statistics P-Value

Intercept
cFo
LR
TQ
AT

DPR

.0863459
.0000154

-.1507538
-.00s8242
.1071083
-.0127722

1.98

3.43
-2.08
-r.10
l.8l

-0.45

.049

.001

.039

.272

.07t

.653

F Statistics
R-Square

Adjusted R-Square

0051

0853

0607

ineering Sector
Variable Description Coellicients T Statistics P-Value

lntercept
CFO
LR
TQ
AT

DPR

.0154495
-2.17e-07
-.003s468

.009579
.0978017

.0015,1495

0.92
-0.r6
-0.16

1.06

4.76
0.81

.3s8

.873

.875

.290

.000

.417

F Statistics
R-Square

Adjused R-Square

0002
0761
0606

Variable Description Coellicients T Statistics P-Value
Intercept

CFO
LR
TQ
AT

DPR

-.0227184
.0000268
.0652583
-.0029Mr
.1969926
-.0016163

-1.05

l.9r
2.r5

-1.58

7.72
-0.30

.293

.057

.032

.l l5

.000

.765

F Statistics
R-Square

Adjusted R-Square

.0000

.2316

.2t57

5l



Table l0

Table ll

Table 12

Tertile Sector

AII Sectors Combined Cash Flow

''.L

Sector

Variable Description Coellicients T Statistics P-Value
Intercept

CFO
LR
TQ
AT

DPR

-.0359899
.0000755

-.0549896
-.000572
.2694765
.106374

-1.7t
4.46

-3.86
-0.26

6.46
0.60

089

000
000
796
000
522

F Statistics
R-Square

Adjusted R-Square

.0000

.2432

.2237

Variable Description Coellicients T Statfutics P-Value
Intercept

cFo
LR
TQ
AT

DPR

.09284U
9.45e-07
-.007092

-.0M3842
-.0u8452
.0087681

3.28
0.14
-0.37

-0.55
-0.20

0.39

.001

.885

.709

.582

.838

.700

F Statistics
R-Square

Adjusted R-Square

.7921

.0025
-.002't

Variable Description Coellicients
CFO ofCement sector 

-CFO of Chemical sector
CFO of Engineering sector
CFO of Miscellaneous sector
CFO of Sugar sector
CFO of Textile sector

.0000243

.0000154
-2.17e-07
.0000268
.0000755
9.45e-07

52


