
Pakistan Journal of Social Sciences (PJSS) 

Vol. 35, No. 2 (2015), pp. 1051-1059 
 

Capital Structure Determinants of Non Financial Listed Firms 

in Service Sector: Evidence from Pakistan 
 

Nadeem Ahmed Sheikh, PhD 
Assistant Professor 

Institute of Management Sciences 

Bahauddin Zakariya University, Multan, Pakistan 

 

Abstract 
This paper identifies the important factors that affect the capital 

structure of non-financial listed firms in service sector. Empirical 

results indicate that profitability is inversely related to all measures of 

capital structure. Liquidity is negatively related to total leverage and 

short-term leverage. Firm size is positively related to all measures of 

capital structure with an exception that it is negatively related to short-

term leverage in the fixed effects method. More importantly, tangibility 

is inversely related to total leverage and short-term leverage. Finally, 

dividends are positively related to total leverage and short-term 

leverage. The positive and negative coefficients of different explanatory 

variables are found consistent with the implications of POT and TOT. 

Finally, results provide support to the managers of service sector firms 

in articulating a balanced capital structure.    

 

Keywords:  Capital structure, Pecking order theory (POT), Service sector, Trade-off 

theory (TOT).  

 

I. Introduction  
Modigliani & Miller (1963) suggests that firms should employ maximum debt to 

avail the benefits of tax deductible interest payments. Thus, tax savings connected with 

debt reduce the cost of capital. Thus, if cost of capital is affected due to change in 

proportion of debt and equity then capital structure management is clearly an important 

area of research. In general, finance managers attempt to choose the best combination of 

debt and equity on the basis of costs and benefits connected with each source of finance 

to create value for shareholders. Since seminal study of Modigliani & Miller (1958) 

several researchers have explored the impact of firm-related, industry-related and 

country-specific factors on debt. But unfortunately findings of these studies are mixed 

(see Kim & Sorensen, 1986; Titman & Wessels, 1988; Rajan & Zingales, 1995; Wald, 

1999; Booth et al., 2001; Baure, 2004; Chen, 2004; Huang & Song, 2006; Gill et al., 

2009; Karadeniz et al., 2009; Sheikh & Wang, 2011; Degryse et al., 2012; Chang et al., 

2014; Sheikh & Qureshi, 2014; Qureshi et al., 2015). Moreover findings of these studies 

are based on a data set representing all segments of an economy in order to understand 

the overall financing behavior of firms rather than to understand the financing behavior 

of a particular unit of an economy. Thus limited research to understand the financing 

behavior of a particular segment of an economy indicates a gap in the literature. In 

addition, to the author’s knowledge no significant study has yet explored the financing 

behavior of non-financial listed firms in service sector of Pakistan. I am sure that findings 

of this paper enrich the literature and provide some vision to the managers to articulate a 

balanced capital structure.  
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This paper is structured as follows. Section II presents review of literature. Data 

and methodology are presented in Section III. Results are presented in Section IV. Debate 

on findings is reported in Section V. Conclusions and recommendations for future 

research are presented in Section VI.      

  

II. Literature Review 
Several researchers have analyzed the financial data of companies in developed 

and developing economies to investigate the variables that influence the debt-equity 

choice however findings of these studies are mixed. For example, Modigliani & Miller 

(1958) suggests that the choice between debt and equity have no significant impact on the 

value of a firm when markets are perfect. In another study, Modigliani & Miller (1963) 

suggests that companies ought to use utmost amount of debt to gain the benefits of tax 

deductible interest payment.  

 

Kim & Sorensen (1986) observed that insider ownership is directly while growth 

is inversely related to debt ratios. However, they have observed firm size is unrelated to 

capital structure. Titman & Wessels (1988) empirically explored the variables that affect 

capital structure and to test implications of different theories of capital structure. They 

observed that profitability is inversely related to leverage and found their result consistent 

with POT. However they found no significant evidence that predicts that choice of capital 

structure is affected due to tangibility, volatility, non-debt tax shields and growth.  

 

Rajan & Zingales (1995) conducted a study on companies in G-7 countries to 

probe important variables that determine the capital structure and to test the predictions 

of different capital structure models. They found that capital structures of companies in 

G-7 countries are affected by similar variables as observed in the United States. 

However, deep analysis of data revealed that theoretical explanations of observed 

relationships are still unclear.  

 

Alternatively, Booth et al. (2001) analyzed the data of companies in developing 

countries to probe the factors that influence their capital structures and to understand 

whether capital structure models developed in Western world are only applicable to these 

markets or have some general applicability. Their findings indicate that similar variables 

affect capital structure in developing countries as observed in developed countries. 

However differences exist across countries and these differences also influence the 

choice of capital structure.  

 

In a study on Indian firms, Bahaduri (2002) observed that cash flow, size, growth 

and industry characteristics are some important variables that affect capital structure. 

Baure (2004) observed that profitability, tangibility, growth and non-debt tax shields are 

inversely while firm size and taxes are directly linked to the leverage. He concludes that 

debt-equity choice of Czech Republic firms is determined by the similar variables as 

observed in developed (i.e. G-7) countries.  

 

Chen (2004) conducted a study to probe the variables that influence capital 

structure choice of Chinese listed companies. He observed that similar variables affect 

the capital structure of Chinese listed firms as observed for companies in developed 

countries. Moreover he observed that capital structure models developed in Western 

world have limited explanatory power. Hovakimian et al. (2004) observed that market-to-
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book ratio is negatively related to target debt ratios. In addition, they observed that 

probability to issue equity increases due to high stock returns but have no impact on 

target debt ratios.  

 

In a study on capital structure choice of Chinese listed firm, Huang & Song (2006) 

observed that asset tangibility and firm size are positively while profitability, growth and 

non-debt tax shield are inversely related to leverage. Moreover, they have shown that 

Chinese firms heavily rely on short-term funds.   

 

Gill et al. (2009) have used the data of US firms in service sector to understand 

the variables that determine the capital structure. They observed that profitability is the 

only variable that is significant and negatively related to leverage. Karadeniz et al. (2009) 

used the data of listed lodging companies in Turkey to explore the variables that 

influence the capital structure. They found that profitability, tangibility and taxes are 

inversely related to leverage. Moreover they observed that POT partly explains the 

variations in capital structure of lodging firms.  

 

In a study on firms of manufacturing industry of Pakistan Sheikh & Wang (2011) 

observed that profitability, liquidity, tangibility and earnings volatility are inversely while 

firm size is directly related to capital structure. Moreover they observed that 

manufacturing firms primarily rely on short-term debt due to preferences of privatized 

commercial banks. Degryse et al. (2012) have analyzed the data of Dutch SMEs to 

understand the factors that influence the capital structure. They found that profitable 

firms have less need for funds however firms with growth opportunities borrow more. 

They found these results congruent with POT. In addition, they observed that debt ratios 

vary from industry to industry which is congruent with the predictions of TOT.  

 

Chang et al. (2014) have examined the data of Chinese firms to understand the 

core variables that affect capital structure. They observed that profitability, size, growth, 

tangibility, state control, and block holders ownership are some important variables that 

affect the book leverage. Sheikh & Qureshi (2014) have explored the impact of corporate 

income tax on capital structure using a long data set of non-financial listed companies in 

Pakistan. Their results indicate that taxes are positively linked to total and short-term 

debt. The positive association between taxes and capital structure is congruent with the 

implications of TOT. Alternatively, taxes are negatively linked to long-term debt. The 

negative association between taxes and capital structure refute the predictions of TOT. 

They have explained two reasons for negative relationship namely first, commercial 

banks a primary source of lending to firms hesitate to issue long-term loans due to 

precarious economic and political condition in the country. Secondly, benefits of taxes on 

non-debt items may be more significant.  

 

Qureshi et al. (2015) have examined the data of non-financial companies in 

Pakistan to test the implications of POT and TOT. Their results indicate that past 

profitability and current profitability are inversely while dividends are directly related to 

leverage. Firm size is also directly related to leverage. They found that POT and TOT 

partially explain the financing behavior of firms in Pakistan.  
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III. Data and Methodology   
This paper identifies the factors that influence the capital structure choice of non-

financial listed firms in service sector. This study used the data gathered by the State 

Bank of Pakistan during 2005-2013. Total 21 non-financial firms in service sector were 

found listed on KSE during the study period. Unbalanced panel data used for estimation 

purpose due to the reasons that some companies have started their operations and some 

companies have closed their operations during the study period. Moreover some firms 

included in the sample have shown excessive losses during the study period and due to 

this reason they have reported negative stockholders equity. In order to make the 

estimations more meaningful observations with negative stockholders equity were 

deleted from analysis. Owing to these reasons, final sample set consist of 157 firm-year 

observations for 21 firms over a period of 9 years. Consistent with earlier empirical 

studies such as Chen (2004), Baure (2004), Booth et al. (2001) and Rajan & Zingales 

(1995) panel econometric techniques namely ordinary least squares method, fixed effects 

method and random effects method used for estimations purpose. Moreover Hausman test 

performed to choose either it is better to use the estimates of fixed effects method or 

random effects method.  

 

Definitions of capital structure measures and other explanatory variables are taken 

from existing literature for a reasonable comparison. Total leverage (TL) measured as 

total liabilities to total assets. Long-term leverage (LTL) measured as long-term liabilities 

to total assets. Short-term leverage (STL) measured as short-term liabilities to total assets. 

Profitability (PROF) measured as earnings before interest and taxes to total assets. Firm 

size (SIZE) measured by taking natural log of total assets. Tangibility (TANG) measured 

as fixed assets to total assets. Liquidity (LIQ) measured as current assets to current 

liabilities. Finally, Dividend dummy (DIV) measured by assigning value of 1 if cash 

dividend distributed by the company in a given year, 0 otherwise.  

  

IV. Results 
A. Summary statistics and correlation matrix of variables 

Table 1 presents the summary statistics of variables. Mean total leverage is 

44.60% which indicates the fraction of assets financed through debt by the sample firms. 

Long-term leverage represents 13.80% and short-term leverage represents 30.79%. These 

averages indicate that firms in service industry are less levered than firms in 

manufacturing industry as reported by Sheikh & Wang (2011). However service sector 

firms depend on short-term debt capital (i.e. 69% of total liabilities) similar to the 

manufacturing firms. The mean profitability is 4.55% which is quite low than 

manufacturing firms. The mean firm size is 15.427. The mean tangible assets are 60.86%. 

This proportion tangible assets in service sector firms is quite high than in manufacturing 

firms. This might be due to the reason that a number of sample firms are owned, 

controlled and managed by the government such as PIA, PTCL, PNSC etc. Mean 

liquidity is 1.84 times which indicates that service sector firms prefer to maintain positive 

net working capital to meet their operational needs as well as to satisfy their short-term 

contractual obligations on time and to take the benefits of unexpected opportunities. The 

mean value of dividend dummy indicate that in 43.31% cases sample firms have 

distributed cash dividend among shareholders during the study period.  
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Table 1: Summary Statistics 
Variable N Mean SD Min Max 

TL 157 0.4460 0.2427 0.0237 0.9987 

LTL 157 0.1380 0.1436 0.0000 0.5861 

STL 157 0.3079 0.1951 0.0168 0.8787 

PROF 157 0.0455 0.1891 -1.235 0.4717 

SIZE 157 15.427 2.224 9.105 19.302 

TANG 157 0.6086 0.2505 0.0005 0.9590 

LIQ 157 1.841 3.445 0.2525 42.137 

DIV 157 0.4331 0.4970 0.0000 1.0000 

 

Correlation of variables presented in Table 2 indicates that coefficients are fairly 

small and do not show the problem of multicollinearity. Firm size is positively linked to 

profitability and all proxies of leverage. Tangibility is positively linked to long-term 

leverage and firm size while negatively linked to short-term leverage. Liquidity is 

negatively related to profitability, size, tangibility and all proxies of leverage. Finally, 

dividend dummy is positively related to profitability, size and all proxies of leverage.  

 

Table 2: Correlation Matrix 
Variable TL LTL STL PROF SIZE TANG LIQ DIV 

TL 1        

LTL 0.59*** 1       

STL 0.80*** 0.003 1      

PROF 0.02 0.083 -0.02 1     

SIZE 0.43*** 0.45*** 0.20** 0.24** 1    

TANG -0.09 0.25*** -0.30*** 0.03 0.30*** 1   

LIQ -0.30*** -0.16** -0.26*** -0.47*** -0.16** -0.36*** 1  

DIV 0.22*** 0.19** 0.14* 0.32*** 0.32*** 0.05 -0.10 1 

*,**,*** indicates significance level 1%, 5% and 10% respectively 

 

B. Regression results 

Regression results presented in Table 3 indicates that profitability, tangibility and 

liquidity are negatively related to total leverage in all estimation methods. Firm size is 

positively related to total leverage in all regressions however it is found significant in 

OLS and random effects methods. Dividends are significant and positively related to total 

leverage in all methods. Hausman test results suggest that estimations of fixed effects 

method are better than random effects method.     

 

Table 3: Effects of Explanatory Variables on Total Leverage (TL) 
Variable OLS Fixed effects Random effects 

Coefficient t-Statistic Coefficient t-Statistic Coefficient t-Statistic 

C -0.1227 -1.16 0.0206 0.06 -0.1850 -0.89 

PROF -0.5106*** -5.47 -0.2488*** -2.86 -0.3122*** -3.87 

SIZE 0.0582*** 8.00 0.0370 1.51 0.0548*** 3.90 

TANG -0.4388*** -6.69 -0.1886* -1.97 -0.2568*** -3.06 

LIQ -0.0390*** -7.58 -0.0234*** -5.88 -0.0257*** -6.67 

DIV 0.0741** 2.33 0.0546*** 2.26 0.0529** 2.23 
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N 157 157 157 

R-Sq 0.4702 0.2689 0.2656 

F-Statistic 26.80 9.64  

Prob. 0.0000 0.0000  

Wald Chi-Sq  66.75 

Prob.   0.0000 

Hausman test 11.08**  
*,**,*** indicates significance level 1%, 5% and 10% respectively 

 

Result reported in Table 4 indicates that profitability is negatively related to long-

term leverage in all estimation methods but found significant in fixed effects method 

only. Firm size is positively related to long-term leverage in all regressions. Tangibility, 

liquidity and dividends have no significant relationship with long-term leverage. Results 

of Hausman test indicates that estimates of fixed effects method are better than the 

estimates of random effects.     

 

Table 4: Effects of Explanatory Variables on Long-term Leverage (LTL) 
Variable OLS Fixed effects Random effects 

Coefficient t-Statistic Coefficient t-Statistic Coefficient t-Statistic 

C -0.3032*** -4.01 -1.1672*** -4.33 -0. 6354*** -4.06 

PROF -0.0709 -1.07 -0.1218* -1.88 -0.0911 -1.50 

SIZE 0.0267*** 5.15 0.0864*** 4.74 0.0508*** 4.81 

TANG 0.0502 1.08 -0.0329 -0.46 0.0090 0.14 

LIQ -0. 0041 -1.13 -0.0002 -0.07 -0.0005 -0.18 

DIV 0.0216 0.96 -0.0041 -0.23 -0.0032 -0.18 

N 157 157 157 

R-Sq 0.2344 0.1594 0.2121 

F-Statistic 9.24 4.97  

Prob. 0.0000 0.0003  

Wald Chi-Sq  27.34 

Prob.   0.0000 

Hausman test 27.77***  

*,**,*** indicates significance level 1%, 5% and 10% respectively 
 

Results presented in Table 5 indicate that profitability is negatively related to 

short-term leverage in all regressions. Firm size is positively related to short-term 

leverage in OLS and random effect method whereas it is negatively related to short-term 

leverage in fixed effects method. Tangibility and liquidity are negatively while dividends 

are positively related to short-term leverage in all estimations methods. Results of 

Hausman test recommend the use of estimations under the fixed effects method.  

 

Table 5: Effects of Explanatory Variables on Short-term Leverage (STL) 
Variable OLS Fixed effects Random effects 

Coefficient t-Statistic Coefficient t-Statistic Coefficient t-Statistic 

C 0.1804** 2.09 1.1878*** 2.99 0.2694* 1.69 

PROF -0.4397*** -5.79 -0.1270 -1.33 -0.2869*** -3.44 

SIZE 0.0315*** 5.32 -0.0493* -1.84 0.0191* 1.75 

TANG -0.4890*** -9.16 -0.1556 -1.48 -0.3434*** -4.31 
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LIQ -0.0349*** -8.33 -0.0232*** -5.31 -0.0274*** -6.66 

DIV 0.0525** 2.03 0.0588** 2.22 0.0528** 2.05 

N 157 157 157 

R-Sq 0.4575 0.0144 0.4467 

F-Statistic 25.47 8.66  

Prob. 0.0000 0.0000  

Wald Chi-Sq  53.47 

Prob.   0.0000 

Hausman test 12.36**  
*,**,*** indicates significance level 1%, 5% and 10% respectively 

 

In sum, regression results indicate that profitability is negatively while firm size is 

positively related to all proxies of leverage with an exception that firm size is found 

significant and negatively related to short-term leverage in the fixed effects method. 

Tangibility and liquidity are negatively while dividends are positively related to total 

leverage and short-term leverage.     

 

V. Discussion on Results 
Results presented in Section IV indicate that profitability is inversely linked to 

different measures of leverage. A negative relationship between profitability and leverage 

corroborates the predictions of POT which suggests that profitable firms have less need 

for external finance. However, descriptive statistics presented in Table 1 indicates that 

mean profitability of service sector firms is less than the mean profitability of 

manufacturing firms as reported by Sheikh & Wang (2011). Thus low profitability is an 

important factor due to which service sector firms raise funds using debt capital to meet 

their needs. It is important to note that service sector firms heavily depend on short-term 

debt as it represents 69% of total liabilities. Low cost, fast processing and soft conditions 

on short-term loans are few reasons that encourage the managers to rely on short-term 

debt. More importantly, banks extend short-term debt against personal guarantees or at 

the most they may grant loans by pledging stock-in-trade.  

 

The negative relationship between profitability and leverage found consistent with 

findings of several studies such as Qureshi et al. (2015), Sheikh & Qureshi (2014), Chang 

et al. (2014), Degryse et al. (2012), Sheikh & Wang (2011), Gill et al. (2009), Chen 

(2004), Baure (2004), Booth et al. (2001), Wald (1999), Rajan & Zingales (1995) and 

Titman & Wessels (1988). Firm size is positively linked to leverage. The positive 

association between size and leverage validates the predictions of TOT which suggests 

that larger firms can procure funds easily and they can manage risk conveniently than 

smaller firms. Moreover these firms have fewer tendencies to become bankrupt. The 

positive association between firm size and leverage found consistent to the findings of 

Sheikh & Qureshi (2014), Bahaduri (2002), Booth et al. (2001), Wald (1999) and Rajan 

& Zingales (1995).  

 

Tangibility is negatively linked to leverage. The negative association between 

tangibility and leverage refute the predictions of TOT. As explained earlier that service 

sector firms mainly depend on short-term debt due to easy access, fast processing and 

low cost. Moreover managers of privatized commercial banks hesitate while funding 

long-term projects due to probability of default. More importantly, short-term loans are 

extended even on personal guarantees which may reduce the need for tangible assets as a 
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mode of collateral. An inverse relationship between tangibility and leverage is congruent 

with the findings of Sheikh & Wang (2011) Karadeniz et al. (2009) and Baure (2004).  

 

Liquidity is negatively linked to leverage. The negative relationship indicates that 

firms having sufficient liquid resources tend to borrow less. Moreover summary statistics 

presented in Table 1 shows that mean liquidity is 1.84 times which indicates that sample 

firms prefers to maintain positive net working capital that may restrict the firms to rely on 

external finance. The negative relationship between liquidity and leverage found 

consistent to the findings of Sheikh & Wang (2011). Dividends are positively linked to 

leverage. A positive association between dividends and leverage indicates that 

distribution of cash dividend among shareholders reduces the level of retained earnings 

and hence originates need to raise funds using external source. The positive relationship 

validates the implications of POT and found congruent with the results of Qureshi et al. 

(2015).  

 

VI. Conclusions and Suggestions for Future Research 
This paper identifies the important factors that affect the capital structure of 

service sector non-financial listed firms in Pakistan. The notable findings of the study are 

as follows. First, empirical results indicate that firms in service sector are less levered 

than firms in manufacturing industry as reported by Sheikh & Wang (2011). Secondly, 

service sector firms mainly rely on short-term debt similar to the manufacturing firms. 

Lenders preference to extend short-term loans on soft terms and low cost of short-term 

loans are few factors that motivate the managers of service sector firms to primarily rely 

on short-term debt. Third, summary statistics presented in Table 1 indicate that mean 

tangible assets are 60.86 percent. This proportion is quite high than firms in 

manufacturing industry due to the fact that a number of sample firms are owned, 

managed and controlled by the government such as PIA, PTC, PNSC etc. Fourth, 

consistent with POT profitability and liquidity are negatively while dividends are 

positively linked to different measures of capital structure. Consistent with TOT firm size 

is positively linked to different measures of capital structure. Finally, tangibility is 

negative related to capital structure which is incongruent with the prophecy of TOT. In 

summary, findings of this study provide new insights to the managers of service sector 

firms regarding how they can articulate a balanced capital structure. Since this paper has 

explored important variables that affect leverage of service sector firms however there is 

a dire need to explore the variables that affect capital structure of non-financial listed 

trading firms in Pakistan. Moreover I strongly recommend that the impact of country-

specific and corporate governance variables on debt structure of service sector firms may 

also be examined.   
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