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Abstract:

Current study examines the Pecking Order Theorgagital structure by using firm level charactecstof

insurance companies of Pakistan over five yeans 2007 to 2011. The results of regression analysiigate

that size, profitability, tangibility, risk and ligdity are important determinants of capital stawetof insurance
companies of Pakistan. In addition, the results aidicate that profitable, more liquid, more tdngiand risky
insurance companies follow Pecking Order Hypothesis
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Introduction:

The real debate on the capital structure startied tfe publication of the pioneer paper of Modigliand Miller
(MM) in 1958. With the assumptions of perfect markad no tax world MM proposed that the selectiébn o
debt-equity was independent of the value of tha.fivlodigliani and Miller provided the base and galides for
the researchers to analyze the financing pattdrtteedirms and later on a considerable work haanbdone by
researchers to analyze the determinants of cegiitadture. Myers and Majluf (1984) made a valuaaldition

in corporate finance literature by proposing theley Order hypothesis. This theory came up assaltref
asymmetric information. According to their theocati framework, firm managers possess more infoomati
about the magnitude of investments, return on imvests and different characteristics of the firmartithe
outsiders or investors. Therefore, when informaisgmmetry exits between investors and managensstiors
prefer to purchase stocks only at a discount. Apgmding this problem, firms follow specific hieraycto
finance their assets. Initially, firms prefer taliné internally generated fund i.e. retained eagsi If retained
earnings are insufficient then firms raise addaiofunds through debt and as a last resort, fisaae equity if
more funds are required. Therefore, firms pred¢ained earnings to debt and debt to externalydtiiis paper
examine the Pecking Order Theory of capital stmecty using financial data of insurance companies o
Pakistan from 2007-2011.

The remainder of paper is as follows. Section tweiaws the literature regarding determinants ofitahp
structure. Section three explains the methodologgdufor estimate the relationship between dependedt
independent variables. Section four illustratesdia analysis and their results. Finally, condusif this study
is presented in Section five.

2.0 Literature Review:

Many academicians made a valuable addition by exagithe determinants of capital structure. Jereh

Meckling (1976) developed agency cost hypothesis igentifying the two types of conflicts i.e. bewve
shareholders and managers and debt holder andy dwplders. Agency cost hypothesis suggests that'dir
managers are mainly interested to maximize their banefits than to maximize shareholders wealtler&fore,

the stockholders of the firm try to discourage éhegerests by means of monitoring and controloastiwhich

also prospects cost i.e. agency cost. Titman anssée (1988) analyzed impact of firm level deteants on

capital structure. The result found that uniquensize and profitability were negatively relatedhwilebt ratio

whereas tangibility, volatility, growth and non-debx shield seemed to be ineffective to deterntigecapital

structure. Chiarella et al. (1991) indicated thabfipability, tangibility of assets and non debix tahield

negatively related with leverage while debt ratam tpositive relationship with size, growth oppoitieés and

cash holdings. Kjellman and Hansen (1995) investijahe pecking order and trade-off theories ofitahp
structure by using the financial data of 54 listiechs of Finland and showed majority of Finnishniis followed

the Static Trade-off pattern to finance their as$ieéin Pecking Order pattern.

Wiwattanakantang (1999) provided the empirical emitk that ownership concentration, non debt ta{dlaind
profitability were found negatively related withverage. Miguel and Pindado (2001) indicated thatatad non
debt tax shield have greater influence on debd rativorozhkin (2002) reported that tangibility apbfitability

had a negative relationship with leverage whiletdakio was positively related with size and grow@assar
and Holmes (2003) supported the Pecking Order a@aticSTrade-off hypothesis as size and growth pasit

and profitability negatively related with capitatscture.
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Yee Low and Chen (2004) analyzed the cross couatigcts of product diversification and internatibna
diversification on capital structure. The regressamalysis found inverse relationship between kyerand
international diversification while product diveisation was found positively related with debticaBuferna et
al. (2007) strongly supported the Pecking Order Static Trade-off theories of capital structure.aHg and
Song (2006) found that growth opportunities, pedfility, non-debt tax shield, managerial sharemgdiand
volatility had negative relationship with debt matConversely, leverage had positive relationship wize and
tangibility of Chinese listed firms.

Daskalakis and Psillaki (2007) supported both Regkdrder and Static Trade-off theories. In a subsef
study conducted by Mitton (2007) showed that sizmgibility, credit market development and finahcia
openness were positively related with leverage ewtiébt ratio was negatively related with profitépilmarket
to book ratios and stock market development. Bhaimd Lucey (2008) reported that leverage had pesiti
relationship with size and provisions of collaterahile age and ownership structure was found negati
relationship with leverage. Mittoo and Zhang (20fi8)nd positive relationship was found betweenléverage
and firms which had access in international bondkats.

Vasiliou and Daskalakis (2011) indicated that martiming, financial distress and competitivenessreve
significantly affected on capital structure. In erdo refine the findings of Titman and Wessels88)9 a
subsequent study was conducted by Chang et all)20hey found that debt ratio tended to increaih the
increase in growth opportunities, non debt tax ldbiefixed assets and firm’s size and decreasetl thi¢
decrease of volatility, profitability and uniquerexf the product. Akhtar and Oliver (2011) empiticanalyzed
the capital structure determinants of domestic mdtinational firms and showed that MNCs were iigéy
less leveraged than domestic firms. Cespedes €Gil1) found that tangibility, growth opportungiand size
positively related with the firm’s leverage.

3. Resear ch M ethodology:
3.1 Sample size and Sour ces of Data:

Currently twenty eight non-life and five life ingnce companies are working in Pakistan and allethes
companies are selected for this study over thegei five years from 2007 to 2011. Various soutltage been
used for data collection. The book value basedlydarancial data has been collected from the fegiah
statements (Balance Sheet & Profit and Loss A/dhsifirance companies and various “Insurance Yeak80
published by Insurance Association of Pakistan.

3.2 Regression Model:
Leverage =0 + Bl (Size) + p2 (Profitability) + B3 (Tangibility) + p4 (Liquidity)
+ B5 (Risk) + ¢

Leverage is dependent variable while size, pradfitgbtangibility, liquidity and risk are selecteas independent
variables. Debt ratio or leverage is determinedatip of total debts to total assets. Natural Ibgremiums is a
proxy of firms Size. Ratio of net income beforeeirgist and tax divided by total assets chooses éaisoring the
profitability. In addition, ratio of current assdtscurrent liabilities and standard deviation atig of total claims
to total premiums are proxies of liquidity and risk

4.3 Statistical Analysis

4.3.1 Descriptive Statistics

Table 4.1 provides the descriptive statistics ekfage, size, risk, tangibility, liquidity and pitability. The
average value of leverage is approximately 0.57 &ive years of all insurance companies in Pakistar2009
leverage reaches at maximum level i.e. 0.60 whidws the aggressive behavior of insurers aboutatiibn of
large portion of debt. On the other hand variatioselection of debt capital also seems to be atrmim level
in 2008 i.e. 0.54 as compare to other years. Siegplanatory variable which is proxy by log ofalgpremiums.
Statistics show that on average premium revengensinuously increasing of insurance companies fB7
to 2011. which predicts that in Pakistan, peoptdearto transfer their risk by getting insurancéqyo

Profitability of entire insurance sector is giventhird column of Table 4.1. An increasing treneh ¢ seen in
mean values of profitability from the minimum val0ed5 in 2007 to a maximum value 0.12 in 2011.Hae t
same manner variation in profitability is havingili@asing trend from 2007 to 2011. Table 4.1 alssqmts the
descriptive statistics for independent variablesgitaility, liquidity and risk of entire insuranceegor. As
insurance companies face uncertainty for settlesnehtlaims, so these companies are preferredep lerge
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portion of current assets than fixed assets. Tiezage values of Table 4.1 also shows minor powiofixed
assets of insurers and depicts consistency in malales from 2007 to 2011 approximately 0.12. Tlaadard
deviation of tangibility is around 0.21 over fivears.

Table 4.1 shows insurance companies, on averagénaously improving their liquidity position thrgh out
five years. This trend shows that life and non-lifisurers keep large portion of funds in liquid nfoffor
settlement of claims. The highest mean value aididy is observed in 2011 which is 3.84. But ie tame year
the value of standard deviation is at maximum level 1.61 among all the years which also predicts
inconsistency in liquidity position. Standard déiia of ratio of total claims to total premiums used as a
proxy to measure the risk of insurance companitgisBcs of Table 4.1 describes that in 2007, tfean value

of risk seems at minimum level with the ratio a3 4 which reaches at 7.55 in 2011. On the other han2D08,
the value of standard deviation is 10.1 which eshifghest value over five years.

4.3.2 Correlation

Table 4.2 depicts the correlation analysis by ushgdata of entire insurance sector (both life aod-life) of
Pakistan. The maximum correlation value exists betwrisk and tangibility i.e. (43%), shows that pneblem
of multi co-linearity is not existed among all tinelependent variables.

4.3.3 Regression Analysis

Table 4.3 of shows that coefficient of variableesig positive and statistically significant at 1%vel. This
predicts that large size insurance companies (fliis non-life) in Pakistan are preferred to utilimere debt in
formation of capital. Thus, shows a positive relaship between the debt ratio and size of insuraacer over
five years. These results also confirm the impiicabf Static trade- off Theory on insurance sectoPakistan
from 2007 to 2011. Shah and Khan (2007) also fopoditive relationship between leverage and size in
Pakistani non financial firms whereas Rafiq et24l08) also depicts the same relationship in chdrmdastry

of Pakistan.

The coefficient sign of control variable profitahjlis found to be negative and statistically sfgaint at 5%
level. This negative sign shows the negative matatiip between leverage and profitability and prsdihat, in
Pakistan, profitable insurance companies (bothdiie non-life) discourage to employ debt capitatrofive
years. This result confirms the notion that Pakistasurance companies follow the Pecking Ordetepati.e.
preferred to employ internal source of financingrtidebt.

Table 4.3 depicts that the beta value of explagatariable tangibility of assets is 0.185 with tpesitive
coefficient sign. This positive relationship shaotwat Pakistani insurance companies (both life andlife) with
large portion of fixed assets discourage to emmleipt capital. Al-Bahsh and Sentis (2008) also fotimel
negative relationship between tangibility and leger by taking the sample of less developed ecorsomie
Various studies like Joeveer (2006) and Daskalakid Psillaki (2007) also predict the same negative
relationship between debt ratio and tangibility.

The results of regression model indicate that throl variable liquidity with the negative coefint value —
0.017 is statistically significant at 10% level.eFafore, Pakistani insurance companies with highidiity ratios

or more liquid assets are preferred to utilize ¢hassets to finance their investments and disceuragaise
external funds over five years from 2007 to 2012k (2001) and Mashharawe (2003) also show thersev
relationship between liquidity and debt ratio. TaBl3 also shows that the coefficient of variaidk is negative
and statistically significant at 5% level. This aége sign shows that as claim ratio of insuranomganies
increases, ratio of debt decreases in formatiarapital.

Therefore, results indicate that at the time of destruction or loss of the subject matter, rislgkiBtani
insurance companies do not acquire external soofrdmancing for settlement of claims. Pandey(20@hy
Delcour(2007) are also found the negative relatigndetween risk and leverage of the firms. (bd#hand
non-life) with large portion of fixed assets discage to employ debt capital. Al-Bahsh and Sent®®® also
found the negative relationship between tangibibtyd leverage by taking the sample of less devdlope
economies. Various studies like Joeveer (2006) Badkalakis and Psillaki (2007) also predict the sam
negative relationship between debt ratio and talitgib

The results of regression model indicate that tharol variable liquidity with the negative coefint value —
0.017 is statistically significant at 10% level.eFafore, Pakistani insurance companies with higidiity ratios
or more liquid assets are preferred to utilizesthassets to finance their investments and disgeuo raise
external funds over five years from 2007 to 201ka&Dz(2001) and Mashharawe (2003) also show theseve
relationship between liquidity and debt ratio. Ta#lalso shows that the coefficient of variabl& rssnegative
and statistically significant at 5% level. This aége sign shows that as claim ratio of insuranomganies
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increases, ratio of debt decreases in formatiowagpital. Therefore, results indicate that at thmetiof the
destruction or loss of the subject matter, riskkigtani insurance companies do not acquire extesoaice of
financing for settlement of claims. Pandey(20019l &elcour(2007) are also found the negative rahatiiqp
between risk and leverage of the firms.

Conclusion

This study examines Pecking Order Theory of Cap8flicture by using the financial data of insurance
companies of Pakistan over the period of five ydeom 2007 to 2011. Empirical results indicate tkate,
profitability, liquidity tangibility and risk aremportant determinants of capital structure of iagge companies
of Pakistan. In addition, Pakistani insurers follBecking Order pattern in terms of profitabilitigk; tangibility
and liquidity as leverage has a negative relatignstith profitability, risk, tangibility and liquidy while
positive relationship between leverage and sizevshoonsistency with the Trade-off theory. Moreovibe
results also indicate that the management of jtaft more liquid, more tangible and risky non-lifisurance
companies emphasize on retained earnings or eipaitydebt financing.
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TABLE 4.1: Descriptive Statisticsfor Study Variables

Years Leverage Size Profitability

Mean | SD Min | Max | Mean | SD Min | Max | Mean | SD Min | Max
2007

0.56| 0.26| 0.04| 0.95 5.43| 1.30| 1.26| 8.99 0.05| 0.05| -0.20| 0.22
2008

0.54] 0.31] 0.08| 0.95 6.56| 1.35| 1.33| 9.17 0.07] 0.04| -0.16| 0.26
2009

0.60| 0.24| 0.04| 0.91 6.73] 1.31| 1.22| 9.28 0.06| 0.06| -0.17| 0.28
2010

0.59| 0.26| 0.09| 0.88 7.29| 1.59| 1.84| 9.33 0.08]| 0.09| -0.04| 0.23
2011

0.58| 0.21| 0.13] 0.95 766 1.78| 1.19| 9.55 0.12| 0.07| 0.01| 0.41

TABLE 4.1 (Continued): Descriptive Statisticsfor Study Variables

Years Tangibility Liquidity Risk

Mean | SD | Min | Max | Mean | SD Min | Max | Mean | SD Min | Max
2007

0.13| 0.22| 0.00] 0.91 259| 152| 041] 8.64 437 511 0.23| 22.21
2008

0.12] 0.17| 0.01| 0.94 2.77| 1.36| 0.63| 8.47 5.03| 6.50| 0.03| 32.74
2009

0.13| 0.19| 0.00] 0.90 2.82| 0.56| 0.52| 3.87 6.44| 4.82| 0.06]| 21.14
2010

0.11] 0.21| 0.03] 0.92 3.68| 1.27| 0.38| 5.14 7.18| 10.1| 0.00| 71.04
2011

0.12| 0.18| 0.02| 0.85 3.84| 1.61| -0.82| 7.25 7.55| 9.22| 0.01| 64.47
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Table 4.2: Results of Correlation
Leverage Size Profitability | Tangibility | Liquidity Risk
Leverage Pearson Correlation
Sig. (2-tailed)
Size Pearson Correlation 632"
Sig. (2-tailed) .00d
Profitability JPearson Correlation -.469" .064
Sig. (2-tailed) .00d .254
Tangibility |Pearson Correlation -.294" -.256" =277
Sig. (2-tailed) .00d .00d .00d
Liquidity Pearson Correlation -.364" -.346" .04 -.037
Sig. (2-tailed) .00d .00d 421 .532
Risk Pearson Correlation 374 -.295 .044 435" .03
Sig. (2-tailed) .00d .003 375 .00d 479
Table: 4.3 (a) Regression Model Summary
R R Square | Adjusted R Std. Error of
Square the Estimate
.869 734 728 .11230
Table: 4.3 (b) ANOVA
M odel Sum of df Mean Square F Sig.
Squares
Regression 7.669 5 1.534 121.632 .000°
Residual 2.497 198 .013
Total 10.166 203
Table: 4.3 (c) Regression Coefficients & Significance level
M odel Unstandar dized Standardized t Sig.
Coefficients Coefficients
B Std. Error Beta
(Constant) 341 .033 10.388 .000
Size .080 .005 .639 16.098 .000*
Profitability -.827 .068 -.561 -12.499 .03**
Tangibility -.185 .047 -.164 -3.556 .000*
Liquidity -.017 .007 -.248 -6.526 .09***
Risk -.006 .004 -.116 -3.156 .025**

*Significant at 1% level
**Sjgnificant at 5% level
***Sjgnificant at 10% level
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