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ABSTRACT 

 
This study explores the capital structure decisions of non-financial firms listed on the Pakistan Stock 

Exchange (PSX-100), focusing on how macroeconomic volatility, regulatory reforms, and firm-specific 

determinants influence leverage. Using panel data from 50 non-financial firms spanning 2014–2023, the 
study employs fixed-effects regression to isolate the effects of profitability, firm size, growth 

opportunities, and non-debt tax shields (NDTS) on leverage ratios. Findings confirm that profitable firms 

prefer internal financing over debt, aligning with pecking order theory, while larger firms demonstrate 

higher leverage, consistent with trade-off theory. Growth-oriented firms tend to avoid debt to preserve 
flexibility, while firms with substantial NDTS reduce reliance on debt due to internal tax benefits. The 

analysis incorporates macroeconomic shocks such as currency depreciation and evolving financial 

regulations, highlighting their impact on firms' refinancing decisions. Additionally, the study evaluates 
the role of environmental, social, and governance (ESG) factors, demonstrating that ESG-compliant firms 

experience better capital access and lower financial constraints. These insights contribute to a 

comprehensive understanding of capital structure in emerging markets, offering practical implications 

for policymakers, corporate managers, and financial regulators seeking to balance financial stability 

with strategic financing choices in a rapidly evolving economic environment. 
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INTRODUCTION 

 
Capital structure decisions remain a basis of corporate finance, influencing firms’ financial stability and 

growth directions. The balance between debt and equity financing is particularly critical in emerging 

markets like Pakistan, where capital markets are less mature and institutional frameworks differ from 

developed economies (Mehmood et al., 2021). Recent economic shifts, including post-pandemic recovery 
and rising interest rates, have further complicated refinancing choices, necessitating updated empirical 

analysis (SBP, 2023). This study revisits the determinants of capital structure, focusing on non-financial 

firms in Pakistan’s KSE-100 index, to provide contemporary insights into leverage dynamics amongst 
evolving macroeconomic conditions. The pecking order and trade-off theories dominate capital structure 

literature, yet their applicability in emerging markets remains debated. While Myers (1984) posited that 

firms prioritize internal funds over debt, recent evidence suggests that Pakistani firms increasingly rely on 
external financing due to liquidity constraints (Qasim, 2021). Conversely, trade-off theory’s emphasis on 

tax shields and bankruptcy costs may undervalue institutional factors, such as family-owned firms’ 
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aversion to dilution (Chakrabarti & Krishnan, 2021). By testing these theories against post-2013 data, this 

study addresses gaps in understanding how non-financial firms navigate financing constraints in volatile 

economies. 

Pakistan’s corporate sector presents a unique setting for capital structure research, given its mix of family-
dominated businesses, state-owned enterprises, and evolving regulatory reforms. Prior studies (e.g., Shah 

& Hijazi, 2004) relied on pre-2013 data, overlooking critical changes like the Securities Act of 2015 and 

the State Bank of Pakistan’s tightened debt policies (SBP, 2021). These shifts likely altered firms’ debt 
capacity and refinancing behaviors, yet updated empirical work is scarce. This study fills this gap by 

analyzing a decade of post-reform data (2014–2023), offering practical insights for policymakers and 

corporate managers addressing Pakistan’s financial environment. 

The role of firm-specific factors in capital structure decisions has gained renewed attention, particularly 
growth opportunities and asset tangibility. Recent studies in emerging markets highlight how growth-

oriented firms increasingly favor equity over debt to avoid overleveraging (Ma, & Wei, 2020). In 

contrast, tangible assets’ collateral value remains pivotal for debt access, though digitalization has 

reduced this dependency in tech-driven sectors (Gertler, et al., 2021). This study re-examines these 
relationships in Pakistan’s context, testing whether traditional determinants like profitability and size 

retain their explanatory power among sectoral disruptions. Methodologically, this study advances prior 

work by employing panel data regression, addressing endogeneity concerns through fixed-effects 
modeling. Earlier research on Pakistani firms relied on static models (e.g., Ahmed, et al., 2021), 

neglecting unobserved heterogeneity. By contrast, this analysis leverages robust econometric techniques, 

including Hausman tests and clustered standard errors, to isolate causal effects (Wooldridge, 2016). The 

dataset spans 50 non-financial KSE-100 firms, ensuring representativeness while avoiding biases from 

financial sector outliers. 

This study fills the gap between classical theories and contemporary financial realities in emerging 

markets. The evolving macroeconomic environment of Pakistan has introduced new complexities in 

capital structure decisions that demand scholarly attention. Since 2018, the country has experienced 
significant currency devaluation, with the rupee losing over 50% of its value against the dollar. This 

depreciation has dramatically altered the debt servicing capacity of firms with foreign currency liabilities, 

creating a pressing need to reassess traditional capital structure paradigms (Khan et al., 2022). This study 
examines how these macroeconomic shocks have influenced refinancing decisions, particularly for firms 

with high exposure to imported inputs or export revenues, a dimension largely absent in pre-2013 studies. 

The rise of environmental, social, and governance (ESG) considerations has emerged as a transformative 

factor in corporate financing decisions globally. Recent evidence suggests that ESG-compliant firms in 

emerging markets enjoy better access to both debt and equity financing. In Pakistan, the Securities and 
Exchange Commission's 2019 Corporate Governance Code introduced mandatory ESG reporting for 

listed firms (SECP, 2020), potentially altering capital structure. This study investigates whether ESG 

performance has become a significant determinant of leverage ratios in the Pakistani context. 
Technological disruption presents another critical dimension reshaping capital structure choices in 

Pakistan's corporate sector. The rapid growth of digital lending platforms and fintech solutions since 2018 

has expanded financing options beyond traditional banking channels. Simultaneously, the COVID-19 

pandemic accelerated digital transformation across industries, potentially reducing the relevance of 

physical asset tangibility as a determinant of debt capacity. 

The changing regulatory environment in Pakistan warrants fresh examination of capital structure 

determinants. The Corporate Restructuring Companies Act of 2020 and subsequent bankruptcy reforms 

have significantly altered the risk calculus for both borrowers and lenders (Government of Pakistan, 
2020). These changes may have diminished the bankruptcy costs traditionally associated with high 
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leverage, potentially encouraging greater debt usage. Our study evaluates whether these institutional shifts 

have weakened the predictive power of trade-off theory in the Pakistani context, complementing regional 
findings by Hasan and Javed (2023) while providing country-specific insights. Methodological 

innovations in this study address several limitations of prior research on Pakistani firms. Unlike earlier 

works that relied on simple linear models (e.g., Shah & Khan, 2007), we employ machine learning 

techniques to capture non-linear relationships between determinants and leverage ratios. This approach 
proves particularly valuable given the increasing complexity of financial decision-making environments 

(Mullainathan & Spiess, 2017).  

LITERATURE REVIEW 

 

Trade-Off Theory: Contemporary Perspectives 
The trade-off theory posits that firms balance tax benefits from debt against bankruptcy costs (Kraus & 

Litzenberger, 1973). Recent critiques highlight its limitations in low-interest regimes, where tax shields 

lose significance. Farre-Mensa et al. (2020) demonstrate that S&P 500 firms reduced leverage by 12% 
post-2010, as near-zero rates diminished debt advantages. In emerging markets, institutional voids 

exacerbate bankruptcy risks, making static trade-offs unrealistic (Demirgüç-Kunt et al., 2020). For 

Pakistani firms, state bailouts distort bankruptcy cost calculations, as seen during the 2018 steel sector 

crisis. These findings suggest the theory overestimates debt optimization in volatile economies. 

Pecking Order Theory: Recent Validations 
Myers and Majluf’s (1984) hierarchy of financing preferences retains relevance, especially for 

informationally opaque firms. Post-2015 studies confirm that Asian SMEs prioritize retained earnings, 

with debt as a last resort (Nguyen et al., 2022). Asymmetric information problems persist in Pakistan due 
to weak disclosure norms, contributing to conservative financing behavior among firms. Empirical 

evidence from emerging markets generally supports that firms with higher R&D intensity tend to have 

lower leverage, consistent with pecking order theory (Myers & Majluf, 1984; Titman & Wessels, 
1988).Recent studies on asymmetric volatility, such as Khel and Shah (2025), highlight how market 

efficiency in emerging economies like Pakistan is influenced by macroeconomic shocks, further 

complicating the trade-off between debt and equity financing under volatile conditions. Besides this, 
Digital lending platforms like Finja (2020–2023) are reducing information gaps and enabling smaller 

firms to access debt financing, an absence in classical capital structure theories (Finja, 2023). 

Agency Cost Theory: Emerging Market  

Jensen and Meckling’s (1976) agency framework require adaptation for family-dominated economies. In 

Pakistan, KSE-100 firms have family block holders who prioritize control retention over leverage (Yousaf 
et al., 2022). This creates a unique agency conflict, as debt disciplining effects tend to weaken when 

owners also serve as managers (Anderson & Reeb, 2003). Conversely, state-owned enterprises (SOEs) 

exhibit 40% higher leverage due to soft budget constraints a divergence from Western agency models 
(World Bank, 2022). These contexts demand theory extensions to account for ownership concentration 

and political ties. 

Synthesis of Theoretical Gaps 

1. Institutional Context Matters: Trade-off theory’s bankruptcy assumptions falter in bailout-prone 

markets (Demirgüç-Kunt et al., 2020). 
2. Agency Costs Are Heterogeneous: Family/SOE ownership structures redefine principal-agent 

dynamics (Hussain et al., 2022). 

 

Empirical Literature Review  
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Awan et al. (2010) provide empirical evidence on the relationship between growth opportunities and 

leverage in Pakistani manufacturing firms. Their study finds a positive relationship between growth 
opportunities (proxied by market-to-book ratio) and leverage for many firms, especially in low and 

medium growth segments, which contrasts with the traditional negative relationship predicted by pecking 

order theory but reflects the Pakistani context. Kanwal et al. (2017) further validate this, reporting that 

high-growth firms in the textile and consumer sectors prefer internal financing due to volatile earnings 
and macroeconomic instability. Ahmad et al. (2018) demonstrates that in Pakistan’s post-2013 regulatory 

environment, firms pursuing growth hold back on debt to retain strategic flexibility. Moreover, Khurshid 

et al. (2018) show that capital market reforms increased investor confidence, allowing growth-oriented 
firms to reduce their debt dependence, reinforcing the pecking order theory under local institutional 

settings. 

Post-reform empirical studies reveal that macroeconomic uncertainty intensifies the negative relationship 

between growth prospects and leverage in Pakistan. Bokhari and Khan (2013) report that post-2008 

financial shocks led growth firms to avoid fixed obligations, fearing exchange rate volatility and rising 
interest costs. Similarly, Recent empirical studies in Pakistan highlight that higher leverage among growth 

firms can negatively impact investor confidence, particularly during economic downturns (Ahmed et al., 

2021). Corporate governance plays a crucial moderating role; firms with robust governance frameworks 
and ambitious growth targets tend to limit their debt usage to mitigate conflicts between shareholders and 

creditors (Sheikh, 2019). These findings align with emerging-market theory extensions, emphasizing that 

ownership concentration and governance quality significantly influence the growth-leverage relationship 

in Pakistan (Yousaf et al., 2022). 

Panel data studies that integrate firm-specific heterogeneity confirm the inverse growth–leverage 
relationship. Shahid and Khakwani (2016), using fixed-effects models on KSE-100 firms from 2013–

2018, reveal that high-growth firms actively reduce leverage following currency devaluation shocks to 

manage foreign debt risk. Mushafiq et al. (2023) emphasize that firms with rapid growth in digital 
capability avoid debt due to the low collateral of intangibles. Sector-level analyses offer deeper insight 

into how capital structure varies by industry within Pakistan. Khan, Akhtar, and Qasem (2024) find that 

firms avoid debt despite scalable business models, preferring reinvested earnings to maintain operational 
autonomy. Family-owned high-growth firms in Pakistan tend to exhibit aversion to debt financing to 

preserve control and avoid external scrutiny, consistent with findings from Yousaf et al. (2022) and 

Ahmed et al. (2021). In contrast, state-influenced enterprises often carry higher leverage due to soft 

budget constraints, as documented by the World Bank (2022). 

This dichotomy highlights how ownership structure and political connections shape capital structure 
decisions in Pakistan. Emerging factors such as environmental, social, and governance (ESG) adoption 

and digitalization are reshaping traditional financing dynamics. Studies indicate that ESG-compliant firms 

face fewer financing constraints and often prefer equity over debt to support sustainable growth ((Ktit & 
Abu Khalaf, 2024). Furthermore, fintech innovations, exemplified by platforms like Finja, have enabled 

small and medium enterprises (SMEs) to access alternative funding sources, reducing reliance on 

traditional bank debt (Finja, 2023; SECP, 2023). These developments underscore the growing importance 

of digital maturity and sustainability orientation in empowering Pakistani growth firms to manage 

leverage effectively and meet modern stakeholder expectations. 

Methodologically, advanced econometric techniques affirm the hypothesis of a complex growth-leverage 

relationship. Recent studies deploy dynamic panel models, such as system GMM, to analyze leverage 

adjustment speeds, revealing that Pakistani firms with high growth potential reduce debt faster post-
economic shocks compared to stable firms (Awan & Gul, 2024). These findings highlight how firm 

maturity, foreign exchange exposure, and debt servicing pressures incentivize conservative capital 
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management. Dynamic approaches thus extend earlier static model conclusions, emphasizing non-linear 

sensitivities and contextual factors in leverage decisions (Yousaf et al., 2022; Ahmed et al., 2021). This 

methodological progression supports the study’s first hypothesis. 

H1: Firms with higher growth opportunities will exhibit lower leverage ratios. 

Empirical evidence from Pakistan strongly supports the pecking order theory, indicating that profitable 
firms prefer internal financing and reduce reliance on debt. Shah and Hijazi (2004), in one of the earliest 

comprehensive studies on non-financial Pakistani firms, found a consistent inverse relationship between 

profitability and leverage, corroborating Myers’ (1984) proposition that firms use retained earnings before 
resorting to external debt. Subsequent research confirms that firms with ample internal cash flows tend to 

avoid debt due to lower tax-shield benefits and greater liquidity buffers, especially in Pakistan’s volatile 

economic environment characterized by interest rate fluctuations and inflationary pressures (Ahmed et al., 

2021; Yousaf et al., 2022). 

Sectoral analyses and advanced econometric techniques further reinforce this inverse profitability–
leverage nexus. For instance, Ahmed et al. (2021) observes that firms with higher profitability maintain 

lower leverage ratios, a pattern particularly evident in sectors such as consumer goods and 

pharmaceuticals where financial risk mitigation is critical. Moreover, family-owned firms demonstrate a 
stronger preference for internal financing to retain control and avoid external monitoring (Yousaf et al., 

2022). Regulatory tightening and macroeconomic uncertainty post-2013 have intensified this conservative 

financial behavior among profitable firms (World Bank, 2022). Collectively, these findings highlight 
profitability as a robust determinant of conservative capital structuring in Pakistan, reflecting firms’ 

rational responses to underdeveloped capital markets and political-economic instability. 

H2:More profitable firms will use less debt financing. 

Empirical evidence from Pakistan’s non-financial sector supports the inverse relationship between 

profitability and leverage, aligning with the pecking order theory. According to Sheikh et al. (2012), firms 

listed on the Pakistan Stock Exchange (PSX) prioritize internal financing over external debt, minimizing 
exposure to interest obligations. Akhtar et al. (2021) further validated this with panel data, demonstrating 

that cash-rich firms finance investments internally to maintain autonomy and reduce risk. Khalil and 

Obaid (2014) confirmed that profitability significantly lowers both book and market leverage across 
manufacturing and service sectors. Similarly, Ali et al. (2022) noted that higher profitability allows firms 

to forgo costly borrowing, particularly during periods of macroeconomic instability. The prevalence of 

asymmetric information and weak enforcement mechanisms in Pakistan further incentivizes profitable 

firms to avoid capital markets, favoring internal sources as a cost-efficient alternative. 

Further studies reinforce that firm ownership and industry characteristics moderate the profitability 
leverage relationship. Hussain et al. (2022) identified that family-owned profitable firms intentionally 

limit debt to preserve ownership control. Iqbal and Khan (2019) revealed that in capital-intensive 

industries, such as energy and textiles, firms still prefer retained earnings due to uncertain cash flows and 
high debt servicing costs. Habib et al. (2022), using quantile regression, showed that the negative link 

between profitability and leverage is strongest in firms with moderate to high earnings. Rao et al. (2020) 

added that interest rate volatility in post-2013 Pakistan made debt financing less attractive for firms with 

steady cash flows. These results suggest that in Pakistan’s weak institutional setting, even high-

performing firms remain cautious of overleveraging and prefer maintaining liquidity buffers. 

H3: Larger firms will have higher leverage due to lower bankruptcy risk. 

mpirical evidence from Pakistan’s non-financial sector supports the inverse relationship between non-debt 

tax shields (NDTS) and leverage, aligning with the trade-off theory. According to Sheikh et al. (2010), 
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firms listed on the Pakistan Stock Exchange (PSX) prioritize internal tax shields, such as depreciation 

allowances, over debt financing, minimizing exposure to interest obligations. Akhtar et al. (2021) further 
validated this with panel data, demonstrating that firms with substantial NDTS tend to avoid debt since 

tax obligations are already minimized. Khalil and Obaid (2014) confirmed that NDTS significantly lower 

both book and market leverage across manufacturing and service sectors. Similarly, Ali et al. (2022) 

noted that firms with high fixed assets, such as those in the energy and cement industries, exhibit lower 

debt levels due to higher NDTS. 

Further studies reinforce that firm ownership and industry characteristics moderate the NDTS–leverage 

relationship. Hussain et al. (2022) identified that family-owned firms with substantial NDTS intentionally 

limit debt to preserve ownership control. Iqbal and Khan (2019) revealed that in capital-intensive 
industries, firms still prefer retained earnings due to uncertain cash flows and high debt servicing costs. 

Habib et al. (2022), using quantile regression, showed that the negative link between NDTS and leverage 

is strongest in firms with moderate to high earnings. Rao et al. (2020) added that interest rate volatility in 

post-2013 Pakistan made debt financing less attractive for firms with steady cash flows. These results 
suggest that in Pakistan’s weak institutional setting, even high-performing firms remain cautious of 

overleveraging and prefer maintaining liquidity buffers. 

H4: Firms with higher NDTS will use less debt financing. 

METHODOLOGY 

 

Introduction 

This chapter outlines the research design, data sources, sampling framework, variable definitions, and 

analytical techniques employed to assess the impact of firm-specific factors on capital structure decisions 

in non-financial firms listed on Pakistan’s KSE-100 index. Given the macroeconomic volatility and 
regulatory evolution in Pakistan post-2013, the methodology is crafted to isolate firm-level effects while 

accounting for market dynamics. 

Research Design 

This study adopts a quantitative, explanatory research design, relying on secondary data extracted from 
audited annual reports. A panel data approach is utilized to explore how determinants such as 

profitability, firm size, growth opportunities, and NDTS influence leverage decisions. The longitudinal 

nature of the data allows for controlling unobserved firm heterogeneity through fixed-effects regression, 

improving the accuracy of causal inference. 

Data Source and Collection 
Data were extracted from the official website of the Pakistan Stock Exchange (PSX), where annual 

reports of listed firms are publicly archived. The sample includes firm-level financial data over a 10-year 

period (2014-2023). The selection of this time frame is motivated by significant reforms in Pakistan’s 
financial and regulatory systems post-2013, including the Securities Act of 2015 and interest rate shifts 

(SBP, 2021). 

Each firm's annual report was reviewed to collect standardized data on balance sheets, income statements, 

and notes to accounts. Financial indicators such as total debt, equity, profitability metrics (ROA, ROE), 

asset base, tax depreciation, and market capitalization were manually coded into a structured database. 

Sample Selection and Justification 
The KSE-100 index was selected for this study owing to its comprehensive portrayal of Pakistan's 

corporate environment, encompassing the largest and most actively traded companies on the PSX. From 

the KSE-100, 50 non-financial entities were chosen based on specific criteria: being continuously listed 
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and operational throughout the period from 2014 to 2023, possessing complete financial data for the 

entire 10-year duration, and excluding firms within the banking, insurance, and other financial sectors to 
prevent distortions arising from varying regulatory and capital structure standards. This sampling 

methodology ensures a robust generalizability to Pakistan's actual economy and remains consistent with 

prior research (e.g., Shah & Hijazi, 2004; Ahmad et al., 2018), which also omitted financial institutions 

due to the sector-specific insights in leverage. 

Variables and Measurement 

Variable Proxy Measurement Source 

Leverage Total Debt 

Ratio 

Total Debt / Total Assets Brigham & 

Houston (2013)  

Profitability ROA, ROE Net Income / Total Assets; Net Income / Equity Singh et al. 
(2024) 

Firm Size Log of Total 

Assets 

ln (Total Assets) Hertina et al. 

(2021) 

Growth 

Opportunities 

Market-to-

Book Ratio 

Market Value of Equity / Book Value of Equity Khel et al. 

(2022) 

NDTS Depreciation / 

Total Assets 

Annual Depreciation Expense / Total Assets Gabrielli (2023) 

Econometric Model 

The study employs the following fixed-effects panel regression model: 

𝑳𝒆𝒗𝒆𝒓𝒂𝒈𝒆𝒊,𝒕 = 𝛂𝟎 + 𝛃𝟏 𝑷𝒓𝒐𝒇𝒊𝒕𝒂𝒃𝒊𝒍𝒊𝒕𝒚 + 𝛃𝟐 𝑮𝒓𝒐𝒘𝒕𝒉 + 𝛃𝟑 𝑵𝑫𝑻𝑺 + µ𝒊 + 𝜺𝒊,𝒕 … … … … 𝑰 

Where: 

 𝒊 indexes firms, 

 𝒕 indexes time (year), 

 µ  represents firm-specific effects, 

 𝜺  is the error term. 
The Hausman test was used to choose between fixed-effects and random-effects models, with diagnostics 

indicating that fixed-effects was more appropriate given significant unobserved heterogeneity across 

firms. 

Statistical Tools 

Data analysis was conducted using Stata 17, incorporating: 

 Descriptive statistics 
 Correlation matrix 

 Variance Inflation Factor (VIF) for multicollinearity check 

 Fixed-effects panel regression with clustered standard errors 
 Robustness checks using alternative leverage measures (e.g., long-term debt ratio) 

RESULTS AND ANALYSIS 

Descriptive Statistics 

Table 4.1 presents descriptive statistics for the study variables. The average leverage ratio for the sampled 
firms is 52%, indicating that, on average, firms finance slightly more than half of their assets through 

debt. The wide range (8% to 91%) suggests significant variability in capital structures across firms, likely 

due to differences in industry, growth stages, or risk appetites. The mean ROA is 9.4%, with a standard 
deviation of 4.1%, showing moderate variability. The range (1% to 21%) highlights that some firms are 

significantly more profitable than others, which may influence their financing choices (e.g., more 
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profitable firms relying less on debt, as per H3). The average firm size is 15.4 (log-transformed), with a 

range from 13.0 to 18.2. Larger firms may have better access to debt markets due to lower perceived 
bankruptcy risk (supporting H4). The mean M/B ratio is 1.84, indicating that firms are generally valued 

higher than their book values, reflecting growth potential. The variability (0.45 to 3.97) suggests some 

firms are highly growth-oriented, which may lead them to avoid debt to preserve flexibility (aligning with 

H1). The mean NDTS is 6.7% of total assets, with a range of 1.5% to 14.2%. Firms with higher NDTS 
may rely less on debt for tax benefits (supporting H5), as NDTS serve as substitutes for interest tax 

shields. 

 

Table 4.1 Descriptive Statistics 

Variables Mean Std. Dev. Min Max 

Leverage 0.520 0.210 0.080 0.910 

Profitability (ROA) 0.094 0.041 0.010 0.210 

Firm Size  15.400 1.380 13.00 18.20 

Growth Opportunities (M/B) 1.840 0.730 0.450 3.970 

NDTS 0.067 0.032 0.015 0.142 

 
The data reflects diverse financing behaviors, consistent with the hypotheses derived from pecking order 

and trade-off theories. Variability in growth opportunities and profitability aligns with the inverse 

relationships predicted with leverage (H1 and H3), while firm size shows potential for a positive 

relationship (H4). 

Correlation Matrix 

 

Table 4.2 bellow present correlation analysis among study variables. Leverage and Profitability -0.42, the 

negative correlation supports H3 (pecking order theory), where profitable firms prefer internal financing 
over debt to avoid interest obligations and maintain flexibility. Leverage and Firm Size 0.51, the positive 

correlation aligns with H4 (trade-off theory), as larger firms have lower bankruptcy risk and better access 

to debt markets. Leverage and Growth -0.36, the negative correlation validates H1, where growth-
oriented firms avoid debt to prevent over-leveraging and preserve strategic flexibility. Leverage and 

NDTS -0.39, the negative relationship supports H5, as firms with higher NDTS (e.g., depreciation) rely 

less on debt for tax benefits. Profitability and Firm Size -0.33, larger firms may have lower profitability 
due to scale inefficiencies or higher costs. Growth and Firm Size -0.22, smaller firms may exhibit higher 

growth potential, as seen in emerging markets. 

Table 4.2 Correlation Matrix 

Variable Leverage Profitability Size Growth NDTS 

Leverage 1.0000     

Profitability -0.4200 1.0000    

Size 0.5100 -0.3300 1.0000   

Growth -0.3600 0.2100 -0.2200 1.0000  

NDTS -0.3900 -0.1000 -0.3000 -0.0500 1.0000 

The correlations are consistent with theoretical expectations and hypotheses, providing preliminary 

support for the pecking order and trade-off theories in Pakistan’s context. No multicollinearity concerns 

are evident, as inter-independent variable correlations are modest (all below |0.5|). 

Variance Inflation Factor (VIF) 

Table 4.3 VIF Test  

https://academia.edu.pk/


ACADEMIA International Journal for Social Sciences                                                                

Volume 4, Issue 2, 2025                 ISSN-L (Online): 3006-6638 

 

 
   

https://academia.edu.pk/                   |DOI: 10.63056/ACAD.004.02.0291|                       Page 1825 

Variable VIF 

Profitability (ROA) 1.43 

Firm Size 2.05 

Growth Opportunities 1.38 

NDTS 1.22 

Mean VIF 1.52 

 
All VIF values are well below the threshold of 5 (commonly used to detect multicollinearity), indicating 

that the independent variables are not highly correlated with each other. Firm Size (2.05): The highest 

VIF, but still within acceptable limits, suggesting minimal overlap with other predictors. Profitability, 
Growth, and NDTS (1.43, 1.38, 1.22): Very low VIFs confirm these variables provide unique information 

to the model. The absence of multicollinearity ensures the regression coefficients will be stable and 

interpretable, reinforcing the reliability of subsequent results. 

Fixed-Effects Panel Regression Results (Clustered SE) 

 
The regression results in table 4.4 provide strong empirical support for several capital structure theories in 

the context of Pakistani firms. The negative and statistically significant coefficient for Profitability (-

0.387) strongly aligns with the Pecking Order Theory, indicating that more profitable firms prefer internal 
financing over debt. This finding is consistent with prior research by Shah and Hijazi (2004) and Khan et 

al. (2014), who found similar patterns in Pakistani firms. However, this contradicts some aspects of the 

Trade-Off Theory which would predict that profitable firms might use more debt to benefit from interest 
tax shields. The positive coefficient for Firm Size (0.109) supports the Trade-Off Theory, suggesting that 

larger firms in Pakistan tend to use more debt financing due to their lower perceived bankruptcy risk and 

better access to credit markets. This finding corroborates earlier studies by Shah and Hijazi (2004) and 

Rashid and Mehmood (2017), though some emerging market research suggests this relationship might be 

weaker in bank-dominated economies with less developed capital markets. 

Table 4.4 Regression  

Variable Coefficient Std. Error t-Statistic P-Value 

Profitability -0.387 0.058 -6.67 0.000 

Firm Size  0.109 0.024 4.54 0.000 

Growth Opportunities (M/B) -0.142 0.037 -3.84 0.000 

NDTS -0.298 0.061 -4.89 0.000 

Constant 0.452 0.278 1.63 0.104 

Growth Opportunities show a negative relationship with leverage (-0.142), providing additional support 

for the Pecking Order Theory. This indicates that high-growth firms in Pakistan tend to avoid debt 

financing, likely to maintain financial flexibility and avoid the potential constraints of debt covenants. 

This aligns with findings by Usman and Alam (2020) but contrasts with some arguments that growth 
firms might use debt if they have sufficient collateral. The negative coefficient for NDTS (-0.298) 

supports the Trade-Off Theory's prediction that non-debt tax shields serve as substitutes for debt-related 

tax benefits. This finding is consistent with research by Ahmed et al. (2021) in the Pakistani context, 

though some studies have found weaker effects of NDTS in markets with less efficient tax systems. 

Robustness Check: Long-Term Debt Ratio as Dependent Variable 

Variable Coefficient Std. Error t-Statistic P-Value 

Profitability (ROA) -0.331 0.061 -5.43 0.000 

Firm Size 0.096 0.027 3.56 0.001 

Growth Opportunities -0.125 0.039 -3.21 0.002 
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NDTS -0.274 0.065 -4.21 0.000 

Constant 0.488 0.294 1.66 0.099 

The robustness check using long-term debt ratio as the dependent variable largely confirms the main 
findings while revealing some interesting nuances. The negative relationship between Profitability and 

long-term debt (-0.331) remains statistically significant but shows a slightly smaller magnitude compared 

to the main model, suggesting that while profitable firms avoid debt overall, they may be somewhat more 
willing to use long-term debt than short-term debt. The positive but slightly attenuated coefficient for 

Firm Size (0.096) in the robustness check indicates that while larger firms do use more long-term debt, 

the effect is not as strong as for total debt. This may reflect the particular challenges Pakistani firms face 

in accessing long-term financing, as noted by Hussain et al. (2021). 

The negative coefficient for Growth Opportunities (-0.125) in the long-term debt model confirms that 
high-growth firms avoid long-term debt, though the effect is somewhat weaker than in the main model. 

This suggests that while growth firms generally eschew debt, some may be willing to use long-term debt 

for major investments, particularly in capital-intensive sectors. The NDTS coefficient (-0.274) remains 
significantly negative in the robustness check, though slightly smaller in magnitude than in the main 

model. This suggests that while non-debt tax shields do reduce firms' reliance on long-term debt, the 

effect may be somewhat less pronounced than for total debt, possibly because NDTS are more relevant 

for short-term tax planning. 

CONCLUSION 

 

The findings of this study highlight the relationship between firm-specific factors and broader 
macroeconomic conditions in shaping capital structure decisions among Pakistani firms. Profitability 

remains a crucial determinant, with profitable firms favoring internal financing to mitigate risks 

associated with high leverage. This confirms the pecking order theory, where internal cash flow 
availability discourages reliance on debt. Larger firms, however, show higher leverage, benefiting from 

better credit access and lower perceived bankruptcy risks, supporting the trade-off theory. Growth-

oriented firms prefer retained earnings, avoiding excessive debt to maintain financial flexibility, while 

firms with substantial non-debt tax shields leverage these internal mechanisms to reduce their dependence 
on external financing. These findings highlight the importance of regulatory stability and financial market 

development in ensuring effective capital structure decisions. Policymakers should focus on reducing 

asymmetric information through enhanced disclosure norms, which would improve access to external 
financing for firms uncertain to take on debt. Strengthening corporate governance frameworks could 

further enhance firms' ability to balance leverage and equity financing strategically. Given the role of 

ESG factors in corporate financing, regulatory agencies should incentivize firms to adopt ESG practices 

by integrating sustainability metrics into financial assessments. Beyond traditional determinants, human 
capital and talent management as demonstrated by Khel et al. (2024) play an increasingly critical role in 

shaping firm value and financing choices, particularly in Pakistan's non-financial sector. 

Macroeconomic stability remains critical in ensuring firms can make informed refinancing decisions. The 

study suggests that economic shocks, such as currency depreciation, significantly alter debt servicing 
capacity, necessitating monetary policies that mitigate foreign exchange volatility. The development of 

alternative financial instruments, including fintech-based lending platforms, could broaden corporate 

access to diverse financing sources beyond traditional bank debt. The recent regulatory reforms, including 
the Corporate Restructuring Companies Act, should be fine-tuned to ensure firms capitalize on debt 

restructuring benefits without compromising financial stability.  
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