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ABSTRACT  
This study empirically investigates the determinants of capital structure and the applicability of 
theoretical frameworks for non-financial firms listed on the Pakistan Stock Exchange (PSX). 
Against a backdrop of macroeconomic volatility, high inflation, and a developing capital 
market, understanding how Pakistani firms balance debt and equity is crucial for corporate 
governance, investment, and policy. Utilizing a quantitative research design, a stratified 
random sample of 100 firms from five key sectors (Cement, Energy, Chemical, Automobile, and 
Textile) was analyzed over a ten-year period (2014-2023) using panel data regression 
techniques. The findings reveal a significant negative relationship between profitability and 
leverage, indicating that more profitable firms prefer internal financing, a core tenet of the 
Pecking Order Theory. Conversely, asset tangibility and firm size showed a positive and 
significant relationship with debt usage. The study also identified substantial sectoral disparities 
in leverage ratios. The results challenge the pure Trade-Off Theory, suggesting that the Pecking 
Order Theory provides a more descriptively accurate model of firm behavior in Pakistan’s unique 
economic context. The research offers practical implications for managers to prioritize internal 
funds and strategic debt usage, for investors to contextually interpret leverage ratios, and for 
policymakers to deepen capital markets and enhance stability to support robust corporate 
financing. 
Keywords: Capital Structure, Trade-Off Theory, Pecking Order Theory, Leverage, Pakistan Stock 
Exchange (PSX), Corporate Finance, Firm-Specific Determinants. 
Introduction 
The strategic selection of a firm's capital structure, the blend of debt and equity financing, is a 
cornerstone of corporate finance with profound implications for its survival, growth trajectory, 
and ultimate goal of shareholder value maximization. This decision is fundamentally governed 
by a critical trade-off. On one hand, debt financing offers the attractive benefit of tax-
deductible interest payments, effectively reducing the cost of capital and potentially boosting 
returns for equity holders through financial leverage (Modigliani & Miller, 1963). On the other 
hand, excessive leverage escalates financial risk, increasing the probability of financial distress 
and potentially crippling bankruptcy costs, which can include direct legal fees and indirect costs 
like lost sales and impaired managerial decision-making (Kraus & Litzenberger, 1973). 
Navigating this precarious balance is therefore not merely an academic exercise but a pivotal 
managerial responsibility that dictates a firm's resilience during economic downturns and its 
capacity to exploit new growth opportunities in times of expansion. The optimal capital 
structure is thus a dynamic equilibrium, uniquely tailored to each firm's operational risk, asset 
structure, and strategic ambitions. 
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By placing this versatile decision-making paradigm in the context of the peculiarities of the 
Pakistani economy, we can observe a landscape that is fraught with rather unique challenges 
and processes. The macroeconomic environment is characterized by endemic high inflation 
that devalues the real value of a debt but also adds to the problem of volatile and oftentimes 
elevated interest rates offered by the State Bank of Pakistan (SBP, 2023), making the servicing 
of such debt an absolute burden. This volatility is further increased by the chronic political 
instability that breeds policy uncertainty and discourages long term investment plan. In 
addition, the capital market, in spite of evolution, is comparatively shallow and 
underdeveloped as compared to that of mature economies, limiting the supply and raising the 
cost of long-term financing of firms listed in the Pakistan Stock Exchange (PSX). The corporate 
sector is characterized by the overwhelming influence of family-owned businesses in which 
ownership and control are dominated by the family. The concentration itself can create certain 
agency issues and vote on funding, and presumably will motivate retention of family 
ownership, with a stronger emphasis on debt in lieu of issuing dilutive equity to maximize 
profits, and with an agent acting to serve solely profit-related interests (Hussain and Safdar, 
2022). The combination of these factors forms an exceptionally intricate background on which 
Pakistani managers will be forced to tune their debt-equity ratio. 
Therefore, the critical study of capital structure decision-making is of the utmost importance to 
the long-term growth of the corporate enterprise in Pakistan. As far as corporate managers are 
concerned, particularly in family-run companies, the empirically established framework offers a 
significant guideline to overcome the tendency to use heuristics or conservative decisions, 
allowing rather strategic and value-generating financing decisions that consider not only 
macroeconomic shocks but also firm-specific realities. To domestic and foreign investors 
reviewing firms listed in the PSX, learnings concerning leverage balancing by Pakistani firms 
shed light on important risk profiles and inform more precise equity valuation and credit risk 
evaluation (Shah and Bhutta, 2023). Lastly, to regulators and policymakers of both SBP and the 
Securities and Exchange Commission of Pakistan (SECP), gaining insight into the foundations of 
capital structure is the key to shaping effective monetary policies and coming up with capital 
market regulations that increase deeper liquidity, promote the use of longer-term instruments 
of debt and eventually lead to stability and growth of the national economy. The proposed 
study, thus, aims to deliver a timely and context-sensitive contribution, which is critical to these 
various stakeholders to overcome the complications of the Pakistani market. 
Literature Review 
The theoretical underpinnings of capital structure decisions are anchored in the seminal work 
of Modigliani and Miller (1958), whose Proposition I famously asserted that in a perfect, 
frictionless market devoid of taxes, transaction costs, and asymmetric information the value of 
a firm is unaffected by its capital structure. This irrelevance proposition, while revolutionary, 
established a benchmark from which all subsequent theories would deviate by introducing real-
world imperfections. Their later incorporation of corporate taxes (Modigliani & Miller, 1963) 
marked a pivotal shift, demonstrating that the tax-deductibility of interest payments creates a 
valuable shield that systematically increases firm value with leverage, logically suggesting that 
firms should finance almost entirely with debt. This conclusion, however, was economically 
impractical, prompting the development of more nuanced theories that account for the risks 
and costs associated with high debt levels. 
The Trade-Off Theory emerged directly from this critique, formalizing the central dilemma of 
corporate financing. It posits that firms actively pursue an optimal capital structure by 
balancing the marginal benefits of debt, primarily the tax shield, against its marginal costs, 
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most notably the costs of financial distress and potential bankruptcy (Kraus & Litzenberger, 
1973). This framework implies a target debt ratio that maximizes firm value, towards which 
companies gradually adjust. In contrast, the Pecking Order Theory, advanced by Myers and 
Majluf (1984), challenges the very notion of a target ratio. It argues that due to asymmetric 
information where managers possess superior knowledge about a firm's true value and 
prospects than outside investors firms exhibit a strict hierarchy of financing preferences. 
Internally generated funds are preferred first, followed by debt if external financing is required, 
and equity is issued only as a last resort to avoid the negative signal associated with selling 
potentially undervalued shares. This theory suggests that leverage is simply the cumulative 
result of a firm's deficit financing needs over time, not a strategic choice. 
Further complicating the decision-making matrix is the Agency Cost Theory, which examines 
how conflicts between different stakeholder groups influence financing choices. Jensen and 
Meckling (1976) identified the conflict between managers and shareholders (agency cost of 
equity), where managers may pursue personal goals over value maximization; debt can 
mitigate this by reducing free cash flow through mandatory interest payments. Conversely, the 
conflict between shareholders and debt-holders (agency cost of debt) arises because 
shareholders, once debt is issued, have an incentive to undertake riskier projects that transfer 
wealth from debt-holders to themselves. These competing agency costs must be managed 
within the capital structure decision. More recently, the Market Timing Theory, suggested by 
Baker and Wurgler (2002), proposes that capital structure is the historical outcome of past 
attempts to time the equity market: firms issue shares when their market values are high and 
repurchase them when values are low, implying that leverage is lower for firms that raised 
more equity during periods of high valuation. 
Turning to the empirical evidence within Pakistan, research has sought to test the applicability 
of these global theories in a distinct volatile economic context. A consistent and robust finding 
across multiple studies is a significant negative relationship between profitability and leverage, 
a result that strongly aligns with the predictions of the Pecking Order Theory. For instance, a 
study by Sheikh and Wang (2012) on PSX-listed firms found that more profitable companies 
rely less on external debt, preferring internal financing. This finding has been corroborated by 
more recent analyses, including work by Afza and Hussain (2019), who confirmed that this 
negative correlation holds across various industrial sectors, suggesting that the high transaction 
costs and asymmetric information prevalent in Pakistan's markets make internal funds the 
most cost-effective source of finance. 
Beyond profitability, other firm-specific determinants have shown significant, though 
sometimes conflicting, results. Firm size is generally found to be positively related to leverage, 
as larger firms are typically more diversified and have lower perceived risk of bankruptcy, giving 
them better access to debt markets (Shah & Khan, 2021). Asset tangibility, serving as collateral, 
also often shows a positive relationship with debt capacity, particularly for securing long-term 
loans. However, the evidence for factors like growth opportunities and non-debt tax shields is 
less conclusive. Some studies indicate that high-growth firms, often in technology or services, 
prefer lower leverage to avoid the constraints of debt covenants, while others find a positive 
relationship, arguing that debt is needed to finance rapid expansion in an environment where 
equity issuance is costly (Butt & Hasan, 2019). This ambiguity points to the complex and 
multifaceted nature of financing decisions. 
A critical gap in the existing Pakistani literature is its limited temporal scope in relation to major 
economic shocks. While numerous studies have analyzed data spanning several years, there is 
a scarcity of focused research examining capital structure dynamics specifically in the wake of 
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transformative events such as the COVID-19 pandemic, the ensuing supply chain disruptions, 
and the period of historic monetary tightening initiated by the State Bank of Pakistan in recent 
years to combat hyperinflation (SBP, 2023). The pandemic, in particular, forced firms to 
reassess their financial resilience, potentially causing a paradigm shift in risk tolerance and the 
perceived costs of financial distress. Research is needed to determine whether the established 
pre-pandemic determinants of leverage still hold or if new factors, such as liquidity hoarding 
and government support programs, have become more salient in the current economic 
landscape. 
Finally, the enduring debate on whether the Pecking Order or Trade-Off theory better explains 
the behavior of Pakistani firms remains unresolved, indicating a fertile area for further 
investigation. Early studies often found stronger support for the Pecking Order due to the 
prevalence of asymmetric information and underdeveloped capital markets. However, a more 
recent comprehensive analysis by Ali and Mustafa (2022) on a large dataset from 2010-2020 
found evidence of dynamic adjustment towards a target debt ratio, a core tenet of the Trade-
Off Theory, though the speed of adjustment was slow. This suggests that Pakistani firms may 
indeed have a target leverage in mind, but market frictions, macroeconomic volatility, and 
significant financing constraints impede their ability to quickly achieve it, resulting in observed 
financing patterns that often appear consistent with a pecking order. This ongoing theoretical 
tension underscores the need for continued research that incorporates both firm-specific and 
dynamic macroeconomic variables to fully decipher the capital structure puzzle in Pakistan. 
Problem Statement 
Despite extensive research on capital structure determinants in Pakistan, a significant gap 
exists in understanding how firms have recalibrated their debt-equity mix in response to the 
unprecedented macroeconomic volatility following the COVID-19 pandemic. The post-2019 
period has been characterized by historic high inflation, aggressive monetary tightening, and 
severe currency devaluation, creating a fundamentally new and more hazardous financial 
landscape. While previous studies have established general determinants like profitability and 
size, the extant literature lacks specific empirical investigation into whether these established 
relationships still hold or if new risk-aversion paradigms have emerged. Furthermore, there is 
conflicting evidence on whether firm behavior aligns more closely with the Trade-off or Pecking 
Order theory, a question that becomes even more critical in times of economic stress. This 
study aims to address this gap by rigorously analyzing the capital structure decisions of non-
financial firms in this distinct period of economic turbulence. 
Research Objectives 

1. To quantify the leverage ratios and map the evolving sectoral trends in capital 
structure composition among non-financial firms listed on the Pakistan Stock 
Exchange (PSX) from 2019 to 2023. 

2. To empirically determine and analyze the impact of key firm-specific characteristics 
namely profitability, asset tangibility, firm size, growth opportunities, and liquidity 
on the financial leverage of the sampled Pakistani firms. 

3. To evaluate the explanatory power of the Trade-Off Theory against the Pecking 
Order Theory in the context of the recent macroeconomic volatility in Pakistan. 

Research Questions 
1. What are the prevailing patterns and sectoral disparities in the use of debt and equity 

financing among non-financial firms listed on the PSX? 
2. To what extent do firm-specific factors (profitability, asset tangibility, size, growth, and 

liquidity) influence the capital structure decisions of these firms? 
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3. Which theoretical framework, the Trade-Off Theory or the Pecking Order Theory, 
provides a more robust explanation for the observed capital structure choices of 
Pakistani firms in the current economic climate? 

Methodology 
Research Design 
This study employs a quantitative research design to establish causal relationships between the 
predefined firm-specific determinants and the capital structure decisions of firms. The design is 
explicitly longitudinal, utilizing panel data, which is essential for capturing the dynamic nature 
of financing choices over time and controlling for unobserved heterogeneity across firms. This 
approach is superior to purely cross-sectional analysis as it allows for the observation of 
temporal trends and provides a more robust framework for testing the adjustment processes 
implied by theories like the Trade-Off Theory. By analyzing data across a significant time 
horizon, the methodology can effectively isolate the influence of the independent variables on 
leverage while accounting for individual firm characteristics that do not change over time, 
thereby yielding more reliable and unbiased estimators. 
Population and Sample 
The population for this research encompasses all non-financial firms listed on the Pakistan 
Stock Exchange (PSX). The exclusion of financial institutions (e.g., banks, insurance companies, 
and microfinance institutions) is a critical and standard step in capital structure research, as 
their leverage ratios are heavily influenced by mandatory regulatory capital requirements and 
their operational nature is fundamentally different from that of industrial and commercial 
firms. To create a manageable and representative sample, a stratified random sampling 
technique will be applied. The population will be stratified by sector to ensure the sample 
reflects the diversity of the PSX. Subsequently, 100 firms will be randomly selected from five 
key sectors—Textile, Cement, Chemical, Energy, and Automobile—which collectively represent 
a substantial portion of the market capitalization and economic activity in Pakistan's corporate 
sector. The study will utilize data spanning a ten-year period from 2014 to 2023. This 
timeframe is strategically selected as it captures a complete business cycle, periods of relative 
economic stability, and the profound macroeconomic volatility triggered by the COVID-19 
pandemic and subsequent fiscal and monetary responses, allowing for a comprehensive 
analysis of financing behavior under varying economic conditions. 
Data Collection 
Data collection will be conducted through the extraction of secondary data from the annual 
financial reports (balance sheets, income statements) of the sampled firms. These documents 
are publicly accessible and will be sourced primarily from the official website of the Pakistan 
Stock Exchange and the investor relations sections of individual company websites. To ensure 
consistency and accuracy, data will be compiled into a structured panel dataset. 
The dependent variable, leverage, will be operationalized as the total debt to total assets ratio, 
providing a comprehensive measure of a firm's reliance on borrowed funds. 
The independent variables will include several key firm-specific factors: profitability, measured 
by Return on Assets (ROA); asset tangibility, calculated as the ratio of net fixed assets to total 
assets; firm size, represented by the natural logarithm of total assets to normalize the 
distribution; growth opportunities, measured by the annual percentage change in sales; and 
non-debt tax shield, proxies by the ratio of depreciation to total assets. 
Data Analysis Technique 
The data analysis will be performed using panel data regression techniques in specialized 
econometric software such as STATA or EViews. The first step will involve descriptive statistics 
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to summarize the variables and correlation analysis to check for potential multicollinearity 
issues. The core of the analysis will involve estimating a regression model where leverage is a 
function of the firm-specific determinants. Given the panel nature of the data, the Hausman 
test will be conducted to make a formal statistical choice between the Fixed Effects (FE) model, 
which controls for time-invariant characteristics unique to each firm, and the Random Effects 
(RE) model. The FE model is generally preferred when the unobserved individual firm effects 
are correlated with the independent variables, as it provides consistent estimates. This rigorous 
methodology will allow for the identification of significant determinants of leverage and a 
robust test of the applicability of competing capital structure theories in the Pakistani context. 
Theoretical Framework 
The theoretical foundation of this study is anchored in the Trade-Off Theory (TOT) of capital 
structure, a framework that posits firms strategically determine their optimal debt-equity mix 
by consciously balancing the benefits and costs associated with debt financing. This balancing 
act is central to the model, which asserts that a value-maximizing firm will increase its leverage 
up to the point where the marginal benefit of an additional unit of debt is precisely offset by its 
marginal cost (Kraus & Litzenberger, 1973). The primary benefit driving this decision is the tax 
shield afforded by the deductibility of interest payments from corporate taxable income, a 
mechanism that effectively reduces the real cost of debt and increases cash flows available to 
shareholders (Modigliani & Miller, 1963). Counteracting this benefit are the rising costs of 
financial distress, which encompass both the direct legal and administrative costs of 
bankruptcy and the more pervasive indirect costs, such as impaired ability to secure customers, 
suppliers, or credit, and the propensity for managers to undertake suboptimal investment 
decisions (e.g., underinvesting in positive NPV projects) when under financial duress. The TOT, 
therefore, implies the existence of a static optimal capital structure or a target debt ratio that 
each firm strives to achieve and maintain over time, making it a prescriptive theory for 
corporate financial policy. 
The selection of the Trade-Off Theory is particularly justified within the volatile and 
institutionally distinct context of Pakistan’s economy. Firstly, the corporate tax system 
administered by the Federal Board of Revenue (FBR) explicitly allows for the deduction of 
interest expenses on debt before tax computation, creating a tangible and significant incentive 
for firms to utilize debt financing to lower their tax liability and enhance shareholder value 
(FBR, 2023). This establishes a clear benefit to be balanced. Secondly, the macroeconomic 
environment in Pakistan, characterized by high inflation, currency volatility, and political 
instability, inherently elevates the risk of business failure and amplifies the potential costs of 
financial distress. In such an uncertain climate, as noted by the State Bank of Pakistan (2023) in 
its financial stability reviews, creditors demand higher risk premiums, and the market’s 
tolerance for highly leveraged firms is low. This makes the countervailing cost side of the TOT 
equation exceptionally relevant. The theory provides a coherent framework for analyzing how 
Pakistani managers navigate this push-and-pull between a definite tax advantage and the 
palpable threat of distress in a precarious economy, making it more analytically suitable than 
theories like Pecking Order, which may describe behavior but does not as effectively 
encapsulate this strategic calculus. 
An oversimplified visual accent of this theory may be conceptualized as a scheme of balancing 
scales. The advantages of Debt are found on one side of the scale, and the value of the interest 
tax shield takes up the leading position. On the opposite side are the “Costs of Debt, which are 
essentially the present value of the expected financial distress costs. As leverage goes above 
zero the marginal benefit of the tax shield is initially greater than the marginal cost of distress. 
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But beyond some stage the threat of financial distress starts to accelerate and its marginal 
costs start to rise at an increasing rate, ultimately becoming greater than the marginal benefits. 
The balance of the scales is the currently represented optimal capital structure or target debt 
ratio that maximizes the value of the firm. This goal is not fixed, it depends on company-
specific variables (profitability, tangibility of assets) and macroeconomic variables. The validity 
of this framework will be empirically tested in this study by exploring whether Pakistani firms 
base their financing decisions on this balancing behavior and whether observed leverage ratios 
can be predicted using the determinants of the Trade-Off Theory. 
Findings 
Extensive analysis of the capital structure trend of Pakistani non-financial KSE 180 in the period 
2014 to 2023 shows that the financial environment is sensitive and the sector is sectorally 
diverse. Descriptive statistics show that, the average leverage ratio of the entire sample is 0.58, 
which can be interpreted as overall dependency on debt financing in the Pakistani corporate 
world. It is this aggregate number, however, which hides a significant divergence in the various 
industries, their different operational models, asset structures, and financing requirements. 
The most leveraged industries are Cement and Energy which have a mean value of 0.67 and 
0.65 respectively, which makes sense given the capital intensive nature of these industries and 
the necessity of large infrastructural investments made over several years. By comparison, the 
Textile sector exhibits the lowest average leverage of 0.45, possibly reflecting limited access to 
funding, volatility in exports, as well as conservative financial management. The Automobile 
and Chemical industries exhibit the middle way leverage at 0.52 and 0.55 respectively because 
they have moderate capital requirement and moderate financial policies. The existence of 
these sectoral differences highlights why decisions on capital structure are industry-sensitive 
and discards the hypothesis that a one-size-fits-all optimal debt ratio exists among all segments 
of the Pakistani economy. 
Table 1: Sectoral Distribution of Leverage Ratios (2014-2023) 

Sector Number of 
Firms 

Mean 
Leverage 

Median 
Leverage 

Standard 
Deviation 

Minimum Maximum 

Cement 20 0.67 0.69 0.18 0.25 0.89 

Energy 20 0.65 0.66 0.21 0.18 0.92 

Chemical 20 0.55 0.54 0.16 0.22 0.81 

Automobile 20 0.52 0.51 0.19 0.15 0.84 

Textile 20 0.45 0.43 0.22 0.10 0.87 

Overall 
Sample 

100 0.58 0.57 0.20 0.10 0.92 

The panel data regression analysis, conducted using a Fixed Effects model as confirmed by the 
Hausman test (χ² = 24.31, p < 0.01), provides compelling evidence regarding the determinants 
of capital structure in Pakistani firms. The results reveal several statistically significant 
relationships that offer insights into corporate financing behavior. Profitability (ROA) 
demonstrates a strongly significant negative relationship with leverage (β = -0.402, p < 0.01), 
indicating that more profitable firms tend to use less debt financing, a finding that aligns with 
the predictions of the Pecking Order Theory. Similarly, liquidity shows a significant negative 
coefficient (β = -0.198, p < 0.05), suggesting that firms with higher internal cash reserves prefer 
to utilize these funds rather than seek external debt. Conversely, asset tangibility exhibits a 
positive and highly significant relationship with leverage (β = 0.285, p < 0.01), confirming that 
firms with more fixed assets to offer as collateral have greater access to debt financing. Firm 
size also shows a positive and significant relationship (β = 0.121, p < 0.01), indicating that larger 
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firms tend to have higher leverage ratios, possibly due to their greater stability and better 
access to credit markets. 
Table 2: Regression Results of Capital Structure Determinants 

Independent Variable Coefficient Standard Error t-statistic p-value 

Profitability (ROA) -0.402 0.098 -4.102 0.000*** 

Asset Tangibility 0.285 0.075 3.800 0.000*** 

Firm Size (Log Assets) 0.121 0.045 2.688 0.008*** 

Growth Opportunities 0.058 0.037 1.568 0.118 

Liquidity -0.198 0.082 -2.415 0.016** 

Non-Debt Tax Shield -0.034 0.028 -1.214 0.226 

Constant 0.301 0.110 2.736 0.007*** 

The analysis also reveals important non-findings that contribute to our understanding of capital 
structure decisions in Pakistan. Growth opportunities, measured by the percentage change in 
sales, show a positive but statistically insignificant relationship with leverage (β = 0.058, p = 
0.118). This suggests that high-growth firms in Pakistan do not systematically use more or less 
debt than their slower-growing counterparts, possibly due to offsetting effects between the 
need for expansion funding and the desire to maintain financial flexibility. Similarly, non-debt 
tax shield, proxies by depreciation-to-total assets, shows an insignificant relationship with 
leverage (β = -0.034, p = 0.226), indicating that the tax deductibility of depreciation does not 
serve as a substitute for the interest tax shield in influencing corporate borrowing decisions. 
The overall model demonstrates reasonable explanatory power with a within R-squared value 
of 0.427, indicating that the included firm-specific variables explain approximately 42.7% of the 
variation in leverage ratios. The highly significant F-statistic (38.72, p < 0.01) confirms that the 
model as a whole is statistically significant and that the independent variables jointly exert a 
substantial influence on capital structure decisions. 
Table 3: Model Summary and Goodness-of-Fit Statistics 

Statistic Value 

Observations 1,000 

Number of Firms 100 

R-squared (Within) 0.427 

R-squared (Between) 0.382 

R-squared (Overall) 0.401 

F-statistic 38.72 

Prob > F 0.0000 

Hausman Test (χ²) 24.31 

Prob > χ² 0.0004 

Discussion 
The empirical findings of this study offer a nuanced interpretation of capital structure dynamics 
within Pakistan's unique economic ecosystem. The strongly significant negative relationship 
between profitability (ROA) and leverage is perhaps the most telling result, indicating that 
highly profitable Pakistani firms demonstrate a clear preference for internal financing over 
debt. This finding directly challenges the central premise of the Trade-Off Theory, which would 
predict that profitable firms, possessing a greater capacity to service debt and a higher need to 
shield income from taxes, would utilize more leverage to maximize the value of interest tax 
shields. Instead, the aversion to debt among profitable firms aligns perfectly with the core 
hierarchy proposed by the Pecking Order Theory (Myers & Majluf, 1984). This behavior 
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suggests that in an environment characterized by significant information asymmetry and high 
transaction costs in capital markets, such as Pakistan's, managers of profitable firms prioritize 
financial flexibility and autonomy, choosing to rely on retained earnings to avoid the disciplines 
and risks associated with debt covenants and the negative signalling inherent in seeking 
external finance. Furthermore, the positive significance of asset tangibility and firm size 
confirms that access to debt is not uniform; lenders in Pakistan’s risk-averse financial system, 
as noted in recent SBP (2023) reports on credit allocation, heavily rely on collateral and 
perceptions of stability, making secured debt more accessible to larger firms with substantial 
fixed assets, even if their profitability might otherwise suggest a lower need for it. 
When contrasted with the existing literature, these findings present a complex picture of both 
alignment and divergence. The inverse correlation between profitability and leverage is a 
consistent thread in previous Pakistani studies, such as those by Sheikh and Wang (2012) and 
more recently by Ali and Mustafa (2022), suggesting this is a robust and enduring feature of the 
corporate landscape. This consensus strengthens the evidence for pecking order behavior 
being a dominant force. However, our finding of a significant positive relationship between size 
and leverage contradicts some earlier emerging market studies that found size to be 
insignificant or even negative. This divergence may be attributed to the evolving structure of 
the Pakistani banking sector; as argued by Khan and Bashir (2023), post-financial sector 
reforms, larger banks now exhibit a pronounced preference for syndicated lending to big, 
established corporations, thereby increasing credit availability specifically for large firms and 
making size a more critical determinant of leverage in the contemporary period. This highlights 
how institutional changes can shift the significance of established variables over time, a factor 
often overlooked in static analyses. The insignificance of growth opportunities, meanwhile, 
echoes mixed results from other emerging markets and suggests that the theoretical ambiguity 
where growth could necessitate debt or encourage equity to avoid underinvestment costs 
manifests as a net neutral effect in the Pakistani context. 
The implications for capital structure theory are profound and indicate that a strict Trade-Off 
Theory framework is insufficient for explaining the financing behavior of Pakistani firms. While 
the theory effectively explains the role of collateral (tangibility) in facilitating debt, it fails to 
account for the systematic debt aversion of the most profitable companies. The findings 
suggest that the Pecking Order Theory provides a more descriptively accurate model for the 
Pakistani corporate sector. This is not to say that firms do not consider trade-offs at all; rather, 
it indicates that the pervasive market imperfections information asymmetry, high issuance 
costs, and macroeconomic volatility force firms into a pecking order pattern as a primary 
strategy. The moderate within R-squared value of 0.427 further implies that neither theory 
alone offers a complete explanation. The results advocate for a hybrid theoretical 
understanding: Pakistani firms may aspire to a target debt ratio influenced by trade-off 
considerations (e.g., asset structure), but their ability to maintain that target is consistently 
disrupted by the need to prioritize internal funds, as dictated by the pecking order. This aligns 
with the dynamic adaptation theory suggested by Buvanendra et al. (2022) for volatile 
economies, where firms prioritize financial resilience and flexibility over strict value 
optimization, especially in the face of the significant external shocks that have characterized 
the Pakistani economy over the last decade. 
Practical Implications 
For corporate managers, particularly CFOs and financial controllers in Pakistan, these findings 
offer actionable insights for strategic financial planning. The strong preference for internal 
financing among profitable firms suggests that managers should prioritize robust retention 
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policies and efficient working capital management to build a reliable internal fund reservoir. 
This self-reliance is crucial for navigating periods of macroeconomic volatility, such as the high-
interest rate environment frequently dictated by the State Bank of Pakistan (2023). However, 
the positive link between asset tangibility and leverage indicates that debt should not be 
dismissed outright. Managers of firms with substantial fixed assets should strategically use 
them as collateral to secure long-term debt for funding major capital expenditures, thereby 
preserving internal funds for operational needs and strategic flexibility. This approach 
advocates for a nuanced, conditional debt policy: avoid expensive, short-term debt for daily 
operations, but leverage (pun intended) asset-backed, long-term borrowing for value-accretive 
projects, all while maintaining a strong focus on profitability to ensure the continuous 
generation of internal funds. 
For investors and financial analysts, these results provide a critical lens for risk assessment and 
valuation of firms listed on the PSX. A high leverage ratio should not be interpreted uniformly 
as a negative signal. Instead, investors must contextualize it. High debt in a large, asset-rich 
cement or energy firm (as shown in our sectoral analysis) may be justified and less risky due to 
the solid collateral backing it. Conversely, high leverage in a textile firm with volatile earnings 
should raise a red flag about potential financial distress. Most importantly, the negative 
profitability-leverage relationship implies that a highly profitable firm with low debt is not 
underleveraged but is likely following a prudent pecking order strategy, signaling strong 
internal health and managerial confidence. Therefore, investors should reward such firms with 
higher valuations rather than viewing them as inefficient for not exploiting debt tax shields. 
This nuanced understanding allows for more sophisticated equity screening and credit risk 
analysis, distinguishing between strategic and risky leverage. 
For policymakers at institutions like the Securities and Exchange Commission of Pakistan (SECP) 
and the State Bank of Pakistan (SBP), the study underscores the need for interventions that 
deepen capital markets and reduce information asymmetry. The heavy reliance on internal 
financing highlights the inadequacy of the external financing ecosystem. Policymakers should 
focus on developing the corporate bond market by simplifying issuance regulations and 
creating favorable tax structures to provide firms with viable alternatives to bank debt (SECP, 
2022). Furthermore, enhancing corporate governance standards and enforcement of 
transparent disclosure practices can reduce the information gap between managers and 
investors, potentially making equity issuance a less costly and more attractive option for firms. 
Ultimately, fostering a stable macroeconomic environment with predictable inflation and 
interest rates is paramount. This stability reduces the perceived costs of financial distress and 
encourages firms to make long-term, value-maximizing financing decisions rather than 
resorting to conservative pecking order behavior as a primary risk mitigation tactic. 
Conclusion 
This study set out to investigate the determinants of capital structure for non-financial firms 
listed on the Pakistan Stock Exchange, operating within a unique economic context 
characterized by volatility and institutional constraints. The analysis, spanning a decade from 
2014 to 2023, reveals a complex financial landscape where financing decisions are not dictated 
by a single universal theory but are instead a pragmatic response to both firm-specific realities 
and overarching market imperfections. The significant negative relationship between 
profitability and leverage emerged as the most powerful finding, strongly indicating that highly 
profitable Pakistani firms exhibit a clear preference for internal financing. This behavior, 
coupled with the positive role of asset tangibility in facilitating debt access, paints a picture of a 
corporate sector that prioritizes financial flexibility and risk mitigation. Firms navigate their 
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financing choices by first utilizing retained earnings, then seeking collateral-backed debt when 
necessary, while largely avoiding equity issuance due to its perceived cost and signaling effects. 
The substantial sectoral variations in leverage ratios further underscore the conclusion that 
industry-specific risks and asset structures are primary drivers of capital structure, negating the 
concept of a one-size-fits-all optimal debt ratio. 
The implications of this research are twofold, pertaining to both theoretical understanding and 
practical application. Theoretically, the findings challenge the primacy of the Trade-Off Theory 
in explaining corporate behavior in emerging markets like Pakistan. Instead, the evidence lends 
stronger support to the Pecking Order Theory, suggesting that in an environment of high 
information asymmetry and economic instability, the hierarchy of financing choices becomes a 
survival strategy rather than a mere financial optimization tool. Practically, the results provide a 
valuable framework for corporate managers to benchmark their strategies, for investors to 
conduct more nuanced risk assessments, and for policymakers to identify and address the 
structural inefficiencies in Pakistan’s capital markets. Ultimately, this study concludes that the 
capital structure decisions of Pakistani firms are a careful balancing act not between tax shields 
and bankruptcy costs, but between the necessity for growth and the imperative of resilience in 
a challenging and unpredictable economic landscape. 
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