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Abstract

The purpose of the Study is to explore relationship between the capital structure and financial performance, evidence from
21 industries in Karachi stock exchange in Pakistan. The study has been analyzed capital structure and its impact on
financial performance during year 2004 to 2008. (5 years) financial years of 21 industries in KSE. The study will
empirically investigate the relationship between the capital structure and financial performance, by using correlation and
regression test on financial data which is collected from analysis reports of KSE, Balance sheet analysis and financial
statements of 21 sectors. The results have several Significant implications. The findings of the study show a positive
relationship between the Leverage, financial performance and Growth, Size, of the companies by accepting the alternate
hypothesis H

1 and Ho is rejected.
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INTRODUCTION

Capital is important factor in firm for its survival and growth and it has key role in the financial performance of the firm to
achieve the long term goals and objects of the firm. The capital structure refers to the proportion of finances provided to the
firm through different sources which may include internal and external financers. The capital structure of the companies
may include equity, the funds contributed by internal financers called owners or the shareholders of the company or debt or
hybrid securities provided by external financers called creditors to finance the assets of the company. The ratio of total debt
to total capital employed is referred as firm’s leverage. In reality, capital structure may be highly complex and include
several sources of funds. There are many researches which are conducted about the capital structure in different views.
Franco Modigliani and Merton Miller (1958) wrote a paper about the irrelevance of the capital structure that enthused
researchers to debate on this topic. They proposed that capital structure is not influenced the value of the firm in perfect
market. The reasons may include bankruptcy costs, agency costs, taxes and information asymmetry etc. The trade off theory
of capital structure states that a company should choose how much debt and equity financing while creating a balance
between costs and benefits. Kraus and Litzenberger (1973) observed a balance between costs of bankruptcy and the tax
shield provided by debt. Sometimes the costs of agency are also considered. the theory may illustrate the differences in debt
to equity ratios between different industries but no explanation is provided for the same industry. Stewart C. Myers and
Nicolas Majluf in 1984 proposed another theory of capital structure is called Pecking order hypothesis that provides an idea
of order in which companies use to prioritize their financing sources. They follow the law of least effort and resistance
while making the choice of funds. The sequence lists the internal financing first and ends up with equity as a means of last
resort. Pecking Order theory intends to consider the costs of asymmetric information. Myers (1984) advocates the reason for
equity being a less preferred source for raising funds. The investors perceive the managers to have better know how about
the operations of the firm. If they issue new, equity, the investors may believe the firm to be undervalued and managers are
benefiting from the situation. Ultimately the investors may opt a lower value for the new issue of equity. The market
timings hypothesis suggests an idea of how firms and corporations in the economy decide whether to finance their
investment with equity or with debt instruments by predicting the future price movements of debt and equity. Some
researchers have previously studied the determinants of capital structure while others have suggested various conclusions
for finding out the relationships of leverage with other variables. The issue is still debatable whether leverage affects the
financial performance or the financial performance leads to the choice of capital structure? This study aims at finding out
the relationship of leverage with financial performance of industries in Pakistan.
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SIGNIFICANCE OF STUDY

There is a general hypothesis that leverage increases the risk of the firm which in turn increases the proportionate returns
leading to the ultimate wealth maximization of the shareholders, which is to be tested in the study. If leverage brings returns
and ultimately the maximization of value to the company, the long term sustainable growth in industrial sector is possible. If
the sector is growing, new developments will be observed, it will lead towards the overall country’s economic growth.

So that the firms may be able to base their decisions by considering the relationship and impact of leverage on financial
performance another important factor is that the study not only weighs account the book measures of financial performance
but also the market performance variables like market to book value and Tobin’s Q. the research under discussion suggests
the basis for decision making not only for companies but for the other stakeholders who have got various concerns or
dealings with the company. For the required rate of return of the shareholders which they can expect from the company for
the increased risk etc. and the potential investors may be interested by keeping in view the relationship of various variables
under consideration. 21 industries listed on KSE are involved in the research. In short, the research study is to be carried out
on 21 diversified industrial sectors taken form the economy of Pakistan.

Problem Statement

To study the relationship between “Financial Leverage and Financial Performance, firm size and growth” of companies
associated with different industrial groups of Pakistan.

Research Objectives

The research is aimed at achieving the following listed objectives;

-To find out whether a significant relationship exists between leverage and financial performance, firm size and growth.

-To provide a guideline for the companies operating in various sector to enhance their financial performance by the choice
of an improved or optimal capital structure via using leverage.

-To recommend the players of different industries whom and how can they progress at their market performance and
proportional returns out of increased risks by leverage.

Study Plan

The research study consists of five major parts. The first section consists of problem statement and objective while the next
chapter consists of review of literature previously done by various authors. It encounters the observations of relevant studies
found in literature history. Methodology and sources of data are given in the third chapter which states the contents of study
like hypothesis, theoretical framework, population and sample and analysis tools to be used. Immediately following section
is composed of all discussion and data analysis regarding the statistical findings of the study.

LITERATURE REVIEW

An extensive definition of stock leverage may be described as the ratio of total liabilities to total assets. It can be seemed as
an alternative for residual claim of shareholders when liquidation takes place. However, it does not provide an adequate
measure of looking at the firm’s risk of default in near future (Rajan and Zingales, 1995).

Leverage for each period remains the same if earnings of the firm are allocated in an independent and identical fashion
(Scott, 1976). According to Barnea, Haugen, and Talmo (1987), tax benefits of the firm are hurt if the firms have sufficient
earnings. Raymar (1991) find that “the leverage increases with the ratio of operating earnings to value.”

In view of Gibbs (1993), as the investment opportunities and initial financial leverage are unrelated, so the free cash flows
may divert to the smaller financial leverage. The returns may reduce proportional to the decreased risk of firm if the
mangers opt to finance the low profitable projects, ignoring the risk of capital market. On the other hand, Jensen (1986) low
financial leverage is one of the indicators of free cash flows. Degree of operating leverage also determines the capital
structure mix, as firm then exposed to industry influence at some scale and those having higher degree of operating leverage
may have less debt percentage and vice versa (Mandelker and Rhee,1984).

In view of Gibbs (1993), The returns may reduce proportional to the decreased risk of firm if the mangers opt to finance the
low profitable projects, ignoring the risk of capital market. On the other hand, Jensen (1986) low financial leverage is one of
the indicators of free cash flows. Haugen and Senbet (1998) suggest the future value of the firm is reduced by the
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implication of reduced future debt. They further elaborate that the default acts as the limitation to leverage in their model,
and default occurs primarily due to a depressed value of the firm; If the firms are having heterogeneous earning
processes[1], the relationship between the firm’s business risk and its debt usage may not be sufficiently taken into account
by using simple measures of earnings variability.Furthermore, the paper explores possible relationships between a firm's
capital structure and its industry category, variability in income, and operating leverage. They related the firm's
characteristics with the leverage class and found that the industry class is connected to the firm's leverage but in a less
noticeable behavior while the income variation to be measured in different ways can not be associated with the firm's
leverage. Modigliani and Miller (1958, 1963) support this judgment by concluding an insignificant relationship between the
financial leverage and the firm's value until and unless the firms are operating in a taxable environment where the tax
payments may affect the capital structure.

Weston's (1989) commentary on MM’s propositions affirms that a perfect, market equilibrium necessitate no change in
market value by its financing decisions and a linear raise in the required rate of return in equity with financial leverage will
result. The profitability change shows a negative correlation with change in leverage if the dividend and investments remain
fixed when main form of financing is debt financing in short run If the investment opportunities are provided to the smaller
firms, they may enhance their equity base by greater equity issues and the correlation of profitability and leverage may
reduce . (Rajan and Zingales, 1995). Whiting and Gilkison (2000) carried out a research with the conclusion that the
probability of dividend cuts decrease if the level of short term and total leverage is increased. They also found an asset level
and dividend cut more aggressively by poorly operating firms with high levels of leverage rather than that with lower
leverage levels. This shows that even if the firm is not able to payout its dividends from its profits, it may satisfy its owners
by paying out their dividends by the way of increasing leverage which may in turn be a source of attractive investment
opportunities in the firms for potential investors. But at the same time performance of the firm matters as it becomes the
question of sustainability and survival for the firms showing poor performance.

A general perception is that the probability of default and the bankruptcy costs (the costs of financial distress) may increase
with higher levels of leverage and amplified risk of the firm. Rajan and Zingales (1995) wrote that they observe negative
correlation as the costs of financial distress increase in the firms with high market-to-book ratios. Meanwhile, other
potential reasons for negative correlation of leverage with market-to-book value ratio may be use of higher discounts rates
for the shares of highly levered firms in financial distress as the price of distress risk. Fama and French (1992) also provide
support. But in such case firms with low market-to-book value ratio should have a negative correlation but in reality, it
appears to be negative for firms operating with higher market-to-book value ratios which suggests that financial distress is
not the responsible factor for findings of Rajan and Zingales (1995).DeAngelo and Masulis (1980) examined that firms’
efforts to work out Optimal capital structure is determined by various agency costs bankruptcy or tax gain on losses
from leverage usage ,compensating for other tax shield instruments of depletion ,depreciation, amortization and investment
tax credits. More variations were observed for the firms using leverage than that preferring unlevered capital structure. A
study by Hall and Weiss (1967) explained the presence of significant relationship of greater equity/debt ratio with
profitability, but also an influence of reducing risk, resulting in an increased profitability is observed.

In leverage-increasing events, shareholders tender common shares whose aggregate market value and dividend are less than
the liquidation value and annual dividend of the preferred stock issued by the firm. Thus, the net effect on the firm is to
increase its fixed obligations. In our opinion, it may lead to the greater creditors’ influence and the representation in the
board of directors of the company which may lead the management to take risky projects for the company to maximize the
returns as returns are the function of proportionate risks. Moreover, since the common shares tendered generally have one
vote per share, the explicit voting rights of shareholders who participate in the offer are eliminated or reduced (Pinegar and
Lease, 1986). Furthermore the author examines that changes in leverage need not alter the pre-event tax status of initiating
firms to effect changes in firm value. Specifically, announcements of preferred-for-common exchange offers lead to positive
firm revaluations in almost all of the leverage-increasing events. A negative changein firm value is predicted by the
signaling hypothesis when leverage-decreasing preferred-for-common exchange offers are announced.

According to Bernanke and Gertler (2005) monetary policy creators use their leverage over short-time interest rates to
influence the cost of capital and accordingly expenditure on fixed investments. The authors argue that the credit channel is a
set of factors that increase and spread conventional interest rate effects. The direct effects of monetary policy on interest
rates are then improved by endogenous changes in the external finance premium. A research study used an approach of
instantaneous equation and concluded that leverage inversely measured by equity to assets ratio has got a significant
negative relationship (Baker, 1973). Abor (2005) found that the ratio of debt (short term) to total assets and return on equity
show a positive relationship. While on the other hand, a negative relationship exists between the long term debt and return
on equity. As far as the total debt is concerned, a significant positive relationship was found when its ratio was compared to
the return on equity.
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The pecking order theory has an over-bearing influence in the financing patterns of the Nigerian firms by keeping some
other variables constant. The research also depicts a highly significant negative relationship between profitability and
financial leverage. While on the other hand, firm age is significantly and positively associated with financial leverage
(Ezeoha, 2008). By making alterations in the level of debt, the value of the firm may increase or decrease to lead the firm
moving towards or far away from industry averages. The authors calculated the ratio of leverage based on equity market
values and book values but the observations stood the same. Negligible or not a significant relationship was seen to the
market when debt level of the firm and that of firm’s industry was observed. The study affirmed that the market is not that
much concerned about the relationship that exists between the firm’s debt level and that for the industry. The research
results confirm the finding of Modigliani and Miller (1958) considering the irrelevance of financial leverage and the firm’s
value (Hatfield, Cheng and Davidson, 1994).The research results confirm the finding of Modigliani and Miller (1958)
considering the irrelevance of financial leverage and the firm’s value (Hatfield, Cheng and Davidson, 1994).

Staking and Babbel (1995) found that the generalizations about market value of the firm are related to the management
decisions for a firm’s financial structure. The value of firm is affected by the way of financial management for interest rate
risk and the financial leverage as the market value of equity suddenly drops by enhancing the risk of interest rates. The
situation happens when the shareholders of the firm are unable to hedge the risk of interest rates or to realize the maximum
franchise value if the firm becomes riskier with enhanced interest rates. With an increase in financial leverage slightly above
the modest levels, franchise value of the firm increases but at a decreasing rate. (Tobin’s Q determines the franchise value).

The levered and unlevered profitability has a negative mean leverage effect but a little positive median effect for leverage.
The two parts of the operating liability leverage effect, the operating liability leverage and the operating liability leverage
spread have a positive relationship characterized by the positive correlation between operating liability leverage and return
on operating assets (i-e, levered profitability). On the other hand, a positive relationship exists between the two constituents
of the financial leverage effect. Such leverage effect is comparatively large at the median and mean. Due to a positive
relationship between the financial leverage and the borrowing rate, the Pearson correlation between financial leverage and
financial spread is negative and insignificant. The reason for positive relationship between financial leverage and borrowing
rate is that higher risk causes the interest rates charged by creditors to rise and usually the profitable firms are likely to have
low levels of financial leverage (Nissim and Penman, 2003). In a study conducted by Weill (2003), an evidence for the
positive relationship between financial leverage and the corporate performance is found. These are the institutional factors
that affect the leverage and performance relationship while the shield for shareholder rights does not explain the reasons for
deviation of such relationship Leverage has got an insignificant positive impact in high debt industries while in recession
periods; total leverage has an insignificant negative impact on firms operating in low debt industries (Campello and Fluck,
2006).

Research Design

The chapter provides the details of research methodology used to conduct the study. It serves as a base to analyze the
statistical data results. There is a general belief that the leverage is correlated and affects the financial performance of the
companies by using the coefficient correlation. This study will measure the relationship between leverage and the financial
performance by using the correlation on the data of 21 industries of KSE. Leverage is measured by employing debt to equity
and debt to total assets ratios. The financial performance will be measured by employing the key book measures or
indicators commonly used return on assets (times) and return on equity (%) while the market performance will be measured
by using Market to book-value ratios and Tobin’s Q

Measurement of Variable:

The Independent Variable is financial Leverage measured by using to indicators represented by total debt to total assets
ratios and debt to equity ratio of 21 industries .The formula used to calculate total debt to asset ratio is given as follows:

Total Debt to Total Assets = Total Debt / Total Assets (€))
Equation 2 represents the formula used to calculate debt to equity ratio of the industries is given as:
Debt-to-Equity Ratio = Debt / Common Equity ?2)

Financial performance is the Dependent Variable which is determined by using f Return on assets (ROA) Return
on equity (ROE) Market to book-value ratios (M/B) Tobin’s Q following ratios.
M/B =MVPS/BVPS 3)

Where, M/B represents market to book ratio. MVPS represents market value per share while BVPS represents book
value per share. The market values are taken for measuring the market performance at the end of the company’s financial
period as the other data comes from financial statements formulated at the end of the year
ROE (%) =EAT / CSEq “)

In the above equation, ROE determines return on equity ratio equals to NPAT showing net profit after tax to CSEq
representing common shareholders’ equity.
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BVEq+ BVdt

The tobin’s Q measures sum of the market values of Equity (MVEq) and market value of debt (MVdt) to the book
value of equity (BVEq) and book value of debt (BVdt). The total debt of the companies is used for study including the
long term and short term debts. The market value of debt is taken for the calculation of Tobin’s Q by assuming the
same value as the book value of debt where sufficient information is not provided.

ROA(x) =NPAT /T A *100 (6)
The equation 7 shows Return On Assets (ROA) ratio measured in times(x) the ratio illustrates NPAT net profit after tax as a
percentage of TA total assets

THE RESEARCH MODEL:
The results will evaluate whether a positive relationship exists between the leverage and financial performance or not? The
figure shows the research model used for determining the above relationship.

Financial Performance
Financial Leverage

Total Debt to Total Assets
+  Dylarket tobook value

Returm on ecpity (350
Tobin's Q)
Beturn on assetsix)

*+  Debt-to-Equty Ratio

Figure 3.1: Research Model

HYPOTHESIS:

Hy: “Leverage has no relationship with financial performance, firm size and growth of the companies operating in various
sectors.”
H;: “Leverage has a relationship with financial performance, firm size and growth of the companies operating in various
sectors.”

Sample and Data Collection

The sample selected for the study is based on the data collected from 21 sectors with public limited companies registered at
KSE (Karachi Stock Exchange), Pakistan. The data required to determine the variables of the study is collected by using the
data analysis reports of KSE, business recorder and balance sheet analysis database developed by State Bank of Pakistan
from year 2004 to 2008. Diversified industrial groups are selected for study with different type and size so that the results of
the study may be generalizable. The sample is both purposive and convenient. Published papers and articles, Trade and
Commerce Research Journals, business newspapers, magazines and publications are used to collect data.The descriptive
statistics and Coefficient of correlation is used to analyze the data. The Coefficient of correlation will help to determine the
relationship of financial leverage with financial performance.

The limitation of study is frequent ins and outs of defaulter companies in period of five years selected for data collection.
Another factor that may limit the study is changing market values of different companies stocks. To avoid the effect of
outliers, the average of daily market price is not taken for the year end but the market values are taken at the end of financial
period. The issue may limit the study because market anomalies may affect the market price of stocks.

RESULTS AND DISCUSSION
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There are different capital structure theories and various studies that observe the relationship of leverage with the several
others like size of the company, investment opportunities, market value of firms and the growth. The studies review under
literature review measures the required relationships in isolation for analysis. This study determines the relationship of
financial leverage with financial performance but also considers the relationship of other important variables like market
capitalization or size, the sales growth. The capital structure is very important for the firms not only to decide about their
need for funding but also for making the significant decisions about levering their returns. The capital structure provides the
base for the financing decisions and the risk management strategies can be formulated on such basis. Returns are the
proportionate function of the level of risk the firm employs. The studies review under literature review measures the
required relationships in isolation for analysis. This study measures the relationship of financial leverage with financial
performance. The statistical analysis illustrates the observations.

Data Analysis and Interpretation

The data analysis shows the statistical results regarding leverage and the financial performance. Most commonly used
measure of leverage is calculation of financial ratios, of which debt to equity and total debt to total assets ratios are being
analyzed. As per the data summary shown in table 4.1, the debt to equity ratio of all the sectors demonstrates the mean of
1.27 interpreting an average ratio for the whole participants from period 2004 to 2008. The median for all the industry
players is 1.11 showing the middle value of debt to equity ratio. Standard deviation for debt to equity illustrates the degree
of divergence from mean having a value of +13.76. It measures that the debt to equity changes by 13.76 positive or negative
from mean. Sample Variance, the square of standard deviation measuring the disparity from mean is 189.31 on both positive
and negative sides of number line.

TABLE 4.1: Descriptive Statistics of Variables

Debt to Debt to
Equity ROE After Assets Log (market Growth in

ratios(X) Tax(%) ratio(X) Tobin’s' Q  capitalization) Sales(%)
Mean 1.12 15.60 2.80 2.81 2.89 56.47
Median 1.01 11.35 0.65 1.012 2.79 11.28
Standard
Deviation 13.80 107.12 18.30 16.00 1.97 421.88

Table 4.2

Correlation between ‘debt to equity’ ratio and ‘return on equity’ along with the other variables

ROE % Debt to log(market Sales Growth%
after tax equity capitalization) age

ROE % after tax 1

Debt to equity -0.69662 1

log(market capitalization) 0.05024 0.031114 1

Sales Growth% age 0.000617 0.008031 0.037334 1

The statistical analysis show a negative relationship of Debt to equity ratio with the return on equity by showing a
Coefficient of Correlation equal to -0.69662. The relationship is significantly negative 69.66% correlated. It proves the
hypothesis that a relationship exists between leverage and financial performance in companies operating Pakistan while
considering the given sample. As the debt is increased, the risk of the firm increases with increased costs of financial
distress and financial expenses may increase, decreasing the return in turn. The creditors may increase the costs of debt to
avoid the problem of asset substitution and underinvestment. An important reason for negative relationship may be
explained as the local market lenders may be sensitive to protect their loan repayments. The creditors may put restrictions
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on the companies not to take the risky projects because their money is on risk. If the companies are not taking risky projects
bringing maximum chances of proportionate returns, their return on equity may squeeze. Sometimes the creditors put their
representative in the board of directors of the companies to examine the companies’ activities and have greater influence if
the amount loan is greater. They don’t let the firm’s earnings grow to the desired extent and the firms make conservative
investments earning lower returns. Another important factor that might be contributed towards the negative relationship
may be the time period of the data taken. In such time horizon, a lot of volatility in the country markets took place. The
returns of the companies are also affected overall. The importance of the study is that it does not include and takes into
account the relationship of two variables under discussion in isolation but also measures the effect of moderating variables
i-e the firm size, sales growth. The correlation of variables is shown in figure 4.1.
Figure 4.1
Correlation for ‘debt to equity’ ratio and ‘return on equity’ along with the other variables

log(market = ROE 2% after tax

capitalization) = Debt to equity

Debt to equity log(market capitalization)

B sales Growth%sage

Total debt to total assets measures the contribution of external financers for assets investment. The average shown in table
4.3 for debt to total assets is 2.16 for the firms lying in all the industries deviating from mean by 18.30 and may vary by
334.71 on both sides of the mean in normal distribution curve.
TABLE 4.4
Correlation between total Debts to total Assets and Tobin’s Q with firm size and growth

total Debt to
total assets Tobin’s' Q Firm size Growth%
Debt to total assets 1
Tobin’s' Q 0.859723 1
Log(market capitalization) -0.16456 -0.11787 1
Sales Growth% age -0.01716 -0.01091 0.037334 1

The statistical results reveal a positive relationship between the total debt to total assets and the Tobin’s Q. The coefficient
of correlation stands to be 0.86 which is highly significant positive relationship. It shows that if the leverage is increased,
Tobin’s Q also increases. The phemonema is shown in figure 4.2.

Figure 4.2
Correlation between ‘debt to total assets’ ratio and market performance ratio ‘Tobin’s Q’ along with other variables

sales Grolnscage #
M total Debt to total assets

log(market capitalization)

= tobins' Q
obins' log(market capitalization)

- o
total Debt to total ass s S‘a les Growth%age

-0.5 o O.5 1 1.5 2

The debt to equity show a positive correlation but not significant. Its negligible coefficient of correlatrion equal to .29 %
with return on total assets. The coefficient of correlation shown between debt to equity ratio and Tobin’s Q is also highly
insignificant providing the value of -1.36%. the negative value also indicate the inverse but negilible relationship of debt to
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equity ratio with Tobin’s Q. the linkage between debt to equity ratio and market to book value is positive but highly
insignificant demonstrating a value of 0.90%. the debt to equity ratio is negligibly correlated with EPS by 1.67%.

The total debt to total assets ratio is negatively correlated with return on equity and reveal insignificant statistical results
having a value of -2.24. the market to book value of the companies included in all the sample industries has a highly
insignificant negative correlation -4.27% with total debt to total assets. The total debt to total assets has a negative
correlation -4.23% with EPS but insignificant.

DISCUSSION AND CONCLUSIONS:

The research examined the relationship between leverage and financial performance along with the effect of size, growth
and industry. The relationship between debt to equity ratio and return on equity is found to be significantly negative with
confidence interval more than 95%. The relationship of total debt to total assets is found to be highly significant and
positive relationship with Tobin’s Q. Null hypothesis rejected that assumes no relationship of leverage with financial
performance. H; hypothesis accepted as the results of research indicate that leverage has a relationship with financial
performance which is positive with Tobin’s Q while negative with return on equity after tax. The growth of the companies
does not make a considerable impact. On the other hand, size of the firm makes a significant impact in making a choice of
capital structure for maximizing the returns. The industry impact analysis show that the sugar, automobile assembling,
accessories and parts, engineering, pharmaceutical industry and miscellaneous sectors including tobacco, paper and board,
food and personal care, vegetable oil, food and personal care and glass and ceramics industries have a significant impact of
leverage on financial performance of the companies.

Modigliani and Miller (1958, 1963) conclude an insignificant relationship between the financial leverage and the firm's
value until and unless the firms are operating in a taxable environment where the tax payments may affect the capital
structure. The study results may not agree to some extent with the findings of authors as the leverage and market
capitalization of the firms may have significant impact in two cases i-e return on equity and Tobin’s Q. One factor
responsible for the inconsistent results with the findings of Modigiliani and Miller may be the tax effect. The research also
depicts a highly significant negative relationship between profitability and financial leverage. Weill (2003) illustrates a
positive relationship between financial leverage and the corporate performance. On the other hand, the impact of debt to
equity ratio on return on equity is negative and significant. In short, the results of the study support the existance of
significant relationship between leverage and financial performance. The study results are more consistant with the opnion
of Staking and Babbel (1995), who states that with an increase in financial leverage slightly above the modest levels,
franchise value of the firm increases but at a decreasing rate. (Tobin’s Q determines the franchise value). The study
examines a positive relationship and impact of leverage ratio on Tobin’s Q.

Ferri and Jones (1979) has observed the connection between size of the firm and leverage as it is a general perception that
larger firms may be more diversified as they take the benefit of an easy access to the capital markets. Such firms also enjoy
higher credit ratings for the issuance of their debt while paying a lower rate of interest on borrowed capital. The study
indicates that the increase in size of the firms may bring improved financial performance. It may infer that such firms have
room to absorb enhanced risks due to leverage and also can employ higher levels of leverage. Abor (2007) suggests that
financial performance is affected by the capital structure but not extensively. The research proves the impact of leverage on
financial performance of the companies but significantly.

Rajan and Zingales (1995) found that the change in profitability shows a negative correlation with change in leverage if the

dividend and investments remain fixed when main form of financing is debt financing in short run. Harris and Raviv (1991)
distinguished that there are corresponding leverage ratios commonly accepted by the firm in a given industry whereas
leverage ratios vary across industries. The consequences proved by the study analysis as the return on equity has a negative
correlation with debt to equity ratio and a negative coefficient when tested for regression results.
Haugen and Senbet (1998) related the firm's characteristics with the leverage class and found that the industry class is
connected to the firm's leverage but in a less noticeable behavior. The research proves that the impact of leverage on most of
industries is not significant except a few mentioned above. Weston's (1989) commentary on MM’s propositions affirms that
a perfect market equilibrium necessitate no change in market value by its financing decisions and a linear raise in the
required rate of return in equity with financial leverage will result. The authors’ conclusion is supported by the statistical
results as the market to book value is not significantly related to the leverage when tested along with other variables.

In short, the discussion can be concluded by summing up the results that alternate hypothesis is accepted. The hypothesis is
proved by the study that leverage has a significant relationship with financial performance. By considering the impact of
size, growth and industry, leverage has also a significant impact on the financial performance of the companies and may
provide them a base for decision making.
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DIRECTION FOR FUTURE RESEARCH

The relationship between the leverage and the financial performance is determined; a further study to measure the
significance of operating leverage for various sectors can be carried out. An emerging issue of further studies can be the
determination of impact of financial performance on choice of capital structure. By employing various levels of financial
leverage as the firms may enjoy high credit ratings etc. Role and Relationship of leverage with future investment
opportunities as the risk of firm increases via increased financial leverage may prove a significant contribution to future
research studies. A number of questions can be asked while considering the above issues. These are some questions which
may be answered in several studies for the different important sectors like Fuel and energy, Cement sector and Textile
sector in Pakistan, engineering and automobile sector to lead towards the sustainable future growth.
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