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The paper aims to provide an insight into underlying factors which a given mix of owners’ funds and 
outside funds have on the payout of KSE 30 Index. Capital structure comprises equity and borrowed 
funds (debt) that listed companies need to carry out their business operations. We have applied panel 
data methodology on twenty-one KSE-30 companies for the period of 2001-2011. Our results show that 
high proportion of owners’ capital in capital structure of the firm and Return on Equity results in higher 
payout.  Companies, depending on where they stand on the growth curve, likely use funds firstly for 
opportunities of capital investment required for growth and thereafter if sufficient funds permit make 
decision for a payout. As a result, payout can only emerge if out of the residual leftover there is a 
sufficient cash-flow to distribute as dividend. 
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INTRODUCTION 
 
This paper gives an insight as to whether capital structure 
has influence over dividend payment for the companies 
that fall within the purview of KSE-30 index.  In other 
words does capital structure of the company play any role 
in the payout by a company? The firms, by and large, 
depend on the combination of equity and debt financing 
to run operations. The paper seeks to draw conclusion: 
Of any influence of capital structure on payout of KSE-30 
index companies. 

We begin with the conjecture that shareholders invest 
and retain their investment in firms and while they do so 
their objective is to get a reward on their investment 
through dividend payment.  If they do not get any 
dividend on their investment or the dividend given by the 

company is poor compared to comparable investment 
opportunities they look for other investments avenues. 
Firms therefore need to reward shareholders if they seek 
to have shareholders investment in their firm, in other 
words equity financing. 

On the other hand, firms need outside capital (debt) 
also to finance their business expansion and other capital 
requirement needs.  Firms seek outside capital as in 
most regimes it gives a tax-shield.  Interest payments are 
tax deductible as such leveraging gives this advantage. 
So as a business decision the firm can lever to the extent 
that it does not run risk that might hit its ability in meeting 
its debt obligation. 

A firm capital structure need to be calibrated: a highly 
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leveraged firm may find it difficult to pay its obligations in 
recession. As borrowings mostly require fix payment, 
periodically, on count of interest payment, on the amount 
of borrowing, downturn in the business may bring a 
heavy toll (for highly leveraged firms) and as such a firm 
might have to stretch beyond capacity. Firms may likely 
seek outside funds for example when borrowing rates are 
attractive and when they are in high tax corporate tax 
bracket to secure a tax-shield. This helps improve the 
liquidity position of the firm, reducing cash outflow on 
account of tax payment. 

It therefore follows that each firm needs to set a capital 
structure, perhaps an optimal structure, so as not to lose 
on tax advantages and in the process also not over- lever 
to the extent of defaulting on its fixed commitments. 
Hence financial managers should plan to get maximum 
out of the capital resources that  need sustainability and 
result in market capitalization growth. 

Capital structure of cross-section of corporate depicts 
that firms cannot be only equity financed (a rare feat).  As 
such firms have to look also for outside funds to propel 
growth, and support its operational activities.  Firms with 
higher component of equity in the capital structure cannot 
be oblivious of the right of shareholders to receive 
dividends. Though dividends are not contractual obliga-
tion like payment on debts in order to retain the interest 
and hence investment of the shareholders, mangers have 
to provide a return to shareholders. This is crucial while 
deciding on retention vs payout.    As such right mix of 
debt and equity is tactical decision and an important part 
of financial planning. 

Market capitalization of the firms is low that have poor 
record on payout.  Gradually shareholders lose interest in 
continuing investment with such firm.  This can also 
impact their entity rating, and eventually cast doubt on 
the managerial ability to increase shareholders’ value. 
Similarly a firm that fails to keep its owners happy may 
not be the first choice of lenders.  

For examples if firm goes for bond financing, the 
instrument rating might be greatly impacted due to past 
performance with regard to past commitment (payment of 
debt and payment of dividends). Hence the firm may not 
get the desired funds, or may get it at a comparatively 
high cost. Thus payment of dividend is a critical factor in 
all decisions by the firm. 

“Once a company starts paying a cash dividend, it is a 
precedent,” says Chichester (2012). And declaring a 
dividend can put a company on the “treadmill” of wanting 
to increase the dividend year after year. “Once you start, 
it is painful to stop,” The Power of Paying Dividends 
Capital Markets | March 07, 2012 | CFO.com | US. 

Firms of big size can borrow at good rates compared to 
those that are smaller. This is for the reasons that 
lenders, particularly bankers, are comfortable on the 
asset size of the company that serves as security against 
borrowing.  In this respect smaller companies may be 
constrained to raise debt. 

 
 
 
 

On the equity side firms need to make a critical 
decision when to pay dividends, a regular low payout, an 
infrequent high payout or any other form of dividend 
payout, to retain and keep the interest of equity holders 
alive. Firms may not pay dividends if they find good 
opportunities to invest their earnings for further expansion 
of business or even to acquire some other businesses. 
Mangers have to work out priorities, so as to reward 
shareholders and keep the growth momentum. 

Free cash-flow also influences payouts; a firm with 
large cash-flow and limited investment opportunities may 
pay higher dividends or may take decision of buy-back of 
shares.  Hence cash-flow has more influence on payout 
than only profitability. 

Debt covenants on borrowing do restrict and influence 
payment of dividends according to the studies by Smith 
and Warner (1979) and Kalay (1982). Although cash-flow 
may permit a firm to pay dividends, conditions related to 
borrowing need compliance.  This is the case in Pakistan 
for bank borrowings and TFCs (similar to bonds, 
internationally), whereby cash availability may restrict 
payout owing to restrictive covenants. 

Market expectations of improved dividends may run 
high in future for firms retaining earnings and passing 
over payouts at present.  This decision is based on 
opportunities not necessarily on the composition of debt 
and equity.  As earnings are determined after payment of 
borrowing cost, in all fairness net earnings are for 
shareholders. If dividends are deferred, shareholders 
give a sacrifice.  They in turn expect more in the form of 
improved dividends not for their sacrifice but for expected 
improved earnings, while managers capitalize on growth 
and investment opportunities. 

Shareholders might not prefer regular dividend payout 
if there is visible gap between tax on payout and capital 
gains. Usually investors prefer lower tax on capital gains 
as opposed to higher tax on dividend payment.  As such 
firms have to see the clientele effect while deciding on 
policy of payout. Corporate taxes have also impact on 
dividend payout as countries tax regime differs.  Studies 
have shown that countries provide tax concession due to 
nature of their ownership and places where they establish 
businesses. 

In regimes where shareholders have more protection 
there is high probability of firms paying dividends as 
opposed to regime where protection of shareholders 
appears frail and insider ownership dominates the firm 
capital structure.  

Our study is confined to impact of internal factors on 
the performance of the companies.  As such we have 
excluded, in our study, the impact of GDP, interest rates, 
currency parity and other macro-economic variables. 

In the light of the above discussion we postulate that 
capital structure influences payout.  In this realm we have 
undertaken a study of KSE-30 to find if the postulate 
stands true for companies under study. The study is 
constructed thus: section 2 provides the  literature  review  



 
 
 
 
of the selected studies. In section 3, we present data, 
their source and construction. The methodology dis-
cussed in section 4. Section 5 presents the detailed 
empirical results. The last section 6, underlines the 
limitation of the paper. 
 
 
LITERATURE REVIEW 
 
While stating that dividend payout kind of remains a 
puzzle, Black (1976) is of the view that a high portion of 
companies earnings are paid in the form of dividends. 
Studies have shown that firm capital structure impacts 
dividends and cost of borrowing does influence dividend 
payout. Jalillv and Harris (1984)’s studies reveal inter-
dependence between financing decisions, mobilization of 
outside funds (categorized as current liabilities and long-
term sources of funds) liquidity level, and additional issue 
of equity and dividend payout. 

Mix of debt and equity impacts the cost of capital and 
hence value of a firm, according to Pagano (1993), Boyd 
and Smith (1998) and Hovakimian et al.(2001). As a 
corollary of this, firms need to strategize on the omix 
owners funds and outside funds while they build up their 
capital structure.  

Aivazian et al. (2003) have found out that firms in the 
emerging markets and in the USA portray same dividend 
trend.  However, emerging market firms rely more on 
external financing. Big firms in Korean corporate sector 
rely on debt financing as Gul and Kealey (1999)’s study 
of 411 giant firms reveals. Further their conclusion is that 
Korean Corporate sector growth options of firms depict 
sort of negative relation vis a vis payout and reliance on 
outside funds is negatively related to leverage and 
dividend. As such their conclusion reveals that Korean 
corporate sector behaves differently from those in the U. 
S., in matter of dividend payments. 

Other studies by Li and Zhao (2008), Amidu (2007) and 
Al-Kuwari (2010) reveal that leverage is negatively 
related to dividends. Zhang (2007)’s study of S&P 500 
study depicts that family firms have lower payout than 
non-family firms. Firms change, in consonance with stock 
price, their capital structure as study of Welch (2004) 
reveals and not countering mechanical impact of stock 
returns on capital profile, by issuing new securities. 

Debt policy and the relation between agency-principal 
problems have been tested by Kim and Sorensen (1986). 
They conclude and provide insight that firms having 
concentration of ownership go for more leverage. 
Conversely firms with spread ownership have low 
leverage.   

Marsh (1982)’s study reveals that smaller firm choose 
short-term financing while it is opposite in the case of 
large firms.  Further his study depicts that cost of issuing 
debt and equity is negatively related to firm’s size. 
According to Mahadwartha (2003), not all Indonesian 
quoted companies are in a position to keep a consistency  
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in their payouts. Studies have shown that firms with more 
equity in their capital structure pay more dividends.  

In the matter of capital structure there are marked 
differences between developing and developed countries. 
Study by Atkin and Glen (1992) depicts that G7 countries’ 
firms substantially rely more on internally generated 
funds. While in developing countries, there is mix of debt 
and equity, from an important part of the capital structure 
of the firms. Firms that are geared comparatively give 
more payout as others studies show positive relationship 
between payout and debt. 

Azhagaiah and Priya (2008)’s study shows that 
shareholder’s wealth is a factor of increase in sales, a 
healthy bottom line, capital decisions; both the structure 
and investment. Increase in shareholder value comes 
through payouts and improvement in market capitali-
zation. Pandey (2005) expresses that the company’s 
major objective is to create shareholders’ wealth.  

According to Grullon et al. (2002)’s study, firms 
increase dividends when they anticipate less desirable 
investment options. On the other hand, Lie (2000)’s 
findings reveal that firms increase dividends when their 
cash coffers are fuller than those compared to other firms 
in the same sector. 

Mizuno (2007) concurs, that firms need to give a 
payout else they have to justify investments in suitable 
projects that bring higher returns than expected by the 
firm shareholders. Ramamurti and Vernon (1991)’s study 
finds quite a significant distinction in debt and equity 
composition of listed companies. Owners’ funds are 
higher in comparison to outside funds in case of Brazil 
(75% equity) and Malaysia, but low in India and Pakistan 
(with around 30% equity). Studies have shown that there 
is significant relationship between debt and payout. 

Future earnings and dividends and impact on cost of 
capital, according to Foong et al. (2007), are dependent 
upon firm’s investment. East Asian firms pay less 
dividends, according to Faccio et al. (2001); compared to 
Western Europe firms, that have better shareholders’ 
protection. 

Managers focus and carve dividend policy on the basis 
of stock prices, as Baker and Wurgler (2004)’s study 
shows that managers prefer no dividends when investors 
are for non-dividend paying stock. On the other hand 
dividends are paid when investors have more confidence 
in the company’s performance. In case where the share-
holding pattern shows more of shareholders preferring 
capital gains as opposed to dividends, the action of no 
dividends augurs well.   

Graham and Harvey (2001)’s paper suggests that 
dividend payouts and a given composition of debt and 
equity are correlated. Kasim and Rasheed (2014)’s study 
shows sales, liquidity and profitability influence dividends 
payment in the power and cement sector (listed 
companies in Pakistan). The power sector has a positive 
relationship with efficiency and profitability and payout. 
The study concludes that payout decision by a company 
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is not based only on capital structure but also revenue, 
cash-flows and net profit influence decision for a payout. 

In the study of six countries (USA,UK, Canada, 
Germany, France, Japan) Denis and Osobov (2008) 
found that size, profitability, and firm maturity influence 
the propensity to pay dividends. This corroborates with 
Kasim and Rasheed (2014)’s study. 

Higher equity/ownership in a firm by insider, institutions 
and foreigners has positive relationship with the dividend 
policy on KSE-100 index (Hamid ullah, 2012). The thrust 
of this study is in the context of agency theory. According 
to findings ownership structure plays important role in 
corporate dividend policy resulting in minimizing the 
agency cost related to the agency issue.  Reflecting 
managerial share ownership has negative relationship 
with payout. 

Studies have shown that big firms that demonstrate 
stable business and steady cash flow tend to pay high 
dividends. Li and Lie (2006)’s, Denis and Obsbove 
(2008)’s, DeAngelo et al. (2006)’s, Al-Kuwari (2010)’s 
studies corroborate that steady cash flows results in 
higher payout.  Companies in the growth stage do use 
more cash-flow to support their expansion and as such 
there is a negative relationship between growth and 
dividends.  This is also conclusion of the study by Anil 
and Kapoor (2008) and Lia et al. (2010).  

There is a significant positive impact on market value of 
KSE -30 index due to payout (Arsalan 2014). This study 
examines variables like earning per share, profitability 
ratio, return on equity, retention ratio and price earnings 
ratio. 

Profit Margin and Return on Equity have positive 
significant relationship (Qaier et.al 2011) on KSE -30 
index, due to good governance practices of firms. 

Research also indicates a positive correlation between 
debt and dividends.  Tong and Green (2005) in their stu-
dy of a cross-section of big Chinese (listed companies) 
have concluded that there exists a significant positive 
correlation between current debt financing and past 
dividends. 
 
 
Data and variables used 
 
We have taken companies that are part of KSE 30 index 
as on June 2013. KSE-30 Index comprises firms from a 
cross section of the economy. Hence firms will differ in 
their capital structure and payout. The selection of the 
companies is not based only on asset size and capital 
structure but predominately on the free float of their 
share, and as such firms getting into the list of KSE-30 
index need to demonstrate a sizeable activity in their 
share transaction at the Karachi Stock Exchange. 

KSE-30 Index: Serves as a yardstick against which the 
market prices of firms can be   compared over a period of 
time. As a result KSE-30 index underlines a mechanism 
by which investors can gauge equity market behavior and  

 
 
 
 
outlook.  In the matter of eligibility, the listed company 
must have an operational track record of at least one 
financial year;  should also  have minimum free-float 
shares of 5% of the paid-up capital and securities are 
traded for 75% of the total KSE trading days. The index is 
re-composed on semi-annual basis. 

All the data used in this research is taken from the 
publication “Financial Statements Analysis of Companies 
(Non-Financial) Listed in Karachi Stock Exchange” 
published by State Bank of Pakistan (SBP) for the period 
of 2006-2011. An earlier version of this publication, 
reported the data for the period of 2001-2005. The 
publication contains analysis of financial statements of 
non-financial institutions. Further, we have excluded 
financial and insurance companies from the KSE-30 
companies due to the fact that SBP publication does not 
provide data on these companies. We have consistently 
relied on this single source for the purpose of consistency 
of data and definition. Although the data was available in 
Annual Reports of the respective companies, we consider 
data published by State Bank of Pakistan (SBP) for the 
period of 2001-2011 as more appropriate as part of our 
research. Our sample consists of 21 companies and 
covering the period 2001-2011. Below is the description 
of the variables used in this report.  
 
 
Dividend per share 
 
Dividend per share is calculated as dividend paid for a 
given financial year divided by shares outstanding. 
 
Capital Structure 
 
Capital structure describes how a corporation finances its 
assets. The composition of debt is arrived by dividing 
Total Debt by Total Assets and composition of Equity by 
dividing Total Equity by Total Assets.   
 
Asset turnover (Efficiency) 
 
Efficiency is measure as the asset turnover of a firm, how 
much a firm uses its total assets in generating sales 
revenue or sales as a percentage of total assets. 
 
 
Profitability 
 
Profitability refers to net profit after tax as a percentage of 
total sales/revenue. 
 
 
Return on equity 
 
It is measured to ascertain the return on owners’ fund. 
ROE is obtained by dividing net profit after taxes with the 
total equity. We have taken net income before tax as well 



 
 
 
 
as net income after tax as a percentage of shareholders’ 
equity. 

KSE 30 Index comprises listed companies from various 
sectors, a case of heterogeneity; the results therefore 
should be read with this in mind.  Certain companies 
require substantial funds to keep up with their expansion 
plans and as such need to plough back their earnings. 
Whilst other in the index comparatively do not require 
such magnitude of funds and have more free-cash 
availability. However the inventors’ interest in KSE 30 
Index is higher compared to other listed companies on 
the Karachi Stock Exchange.  Their turnover of shares is 
vibrant and important factor, to retain place in the index.  
In the process, KSE-30 turnover bench mark and market 
capitalization are attained (Tables 1 and 2).   
 
 
METHODOLOGY 
 
We postulate that capital structure influences the payouts in KSE-
30 index. The composition of companies in KSE-30 index 
represents cross-section nature of data. The data gathered for 
research comes from the publication of State Bank of Pakistan 
(SBP) for the period of 2001-2011 represent time-series properties 
(Table 1); therefore, we applied panel data analysis. Panel data 
models examine individual (company-specific) effects, time effects, 
or both in order to deal with heterogeneity or individual effect that 
may or may not be observed. We focus on panel regression 
models. In particular, we are interested in examining the impact of 
equity financing, profitability, asset turnover, etc. on dividend per 
share (Table 2). While using the assumption that all co-efficients 
are constant across time and individual companies, we assume that 
there is neither significant company nor significant temporal effects. 
The panel regression model is used in the following form: 
 

_ 	 	 	 _ 	 	
	 	 	 	
	 					____________________ 1  

 
In the above formulation i stands for the ith cross-sectional individual 
(i.e. company) and t for the tth time period. The dependent variable 
is the dividend per share. Our hypothesis is the dividend per share 
is a function of equity finance, key company-specific variables like 
profitability, efficiency and Zit other company specific variables, 
while εit is a stochastic error term. If individual company’s effect α1i 
(cross-sectional or time specific effect) does not exist, ordinary least 
square (OLS) produces efficient and consistent parameter 
estimates. OLS consists of five core assumptions (Greene, 2008), 
i.e. linearity, exogeniety, homoscedasticity, observations on the 
independent variable should be fixed over repeated sampling and 
full rank assumption. If company’s effect is not constant in 
longitudinal data, heterogeneity (company specific characteristics 
like (i.e. company size, etc...) may influence assumptions of 
exogeniety and homoscedasticity. The violation of assumptions 
produces biased estimators. Hence, the OLS estimator is no longer 
best unbiased linear estimator. Then panel data models provide a 
way to deal with these problems. The Fixed Effect model (FE), also 
referred to as the “Least-Squares Dummy Variable (LSDV) model” 
estimates the intercept as coefficient of dummy variables. This 
model allows intercept to vary for each cross-section and thus 
accounts for the individual effect. FE estimation controls for 
company-specific heterogeneity by eliminating (demeaning) all 
time-constant information for each company i from the data. It is 
termed the within estimator, since it depends on the variation within 
the  individual   (company).  It  does  not  matter  if  some  individual  
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(company) hase.g. very high y values and very high x values 
because it is only the within variation that will show up as 
explanatory power. If the assumption that unobserved hetero-
geneity is uncorrelated with the variables in the model a Random 
Effects (RE) estimation is used to assess the effects of the 
explanatory variables in the model. If the unobserved heterogeneity 
is correlated with the explanatory variables then the random effects 
model cannot be estimated consistently (Hsiao, 1986; Mundlak, 
1978).  

The orthogonality test for the RE and the independent variables 
is also examined. For this reason, a Hausman test is used in order 
to test for inconsistency in the RE estimate. The general idea of the 
Hausman test is the following: If two estimators are consistent 
under a given set of assumptions, their estimates should not differ 
significantly. Let us call this set of assumptions A. Under a different 
set of assumptions, say B, this may not be true. If, in this case, only 
one of the two estimators provides consistent estimates, then the 
estimates from both estimators should differ significantly. Hausman 
showed that the standard error of these differences is a simple 
function of the variance-covariance matrices of each estimator. In 
our case, A equals a panel model, in which unobserved hetero-
geneity is uncorrelated with the independent variables in the model. 
In this situation, both RE and FE estimates are consistent, with RE 
estimates being more efficient than FE estimates. B pertains to a 
model with correlated unobserved heterogeneity, in which RE 
estimation provides biased results, while FE estimation is still 
consistent. If there are no other statistical problems the FE model 
can be estimated consistently although the estimated parameters 
are conditional on the time effects in the selected sample of data 
(Hsiao, 1986). 
 
 
EMPIRICAL RESULTS AND DISCUSSION 
 
Our analysis starts with examination of panel unit root 
tests for the variables considered in the model formu-
lation. A graphical examination suggested that a constant 
term were to be included in the model formulation with 
the number of lags consider as zero, because data were 
collected for smaller time periods. Further, the data were 
unbalanced panel; the appropriate unit root test was 
Fisher-type test. The results of the tests applied to the 
variables involved are presented in Table 3. We can con-
clude from this table that neither all panels are stationary 
nor contain unit root. The period T of each company in 
this study is only 10 years (yearly observation); this is 
considerably short for many econometric studies, so it is 
not appropriate to get conclusive results for unit root tests 
(Baltagi, 2008). The unit root test is generally available 
for large N and large T. 

We have applied Panel Data Heteroscedasticity Wald 
Test using STATA. The null hypothesis Ho: Panel 
Homoscedasticity, and the alternate hypothesis Ha: 
Panel Heteroscedastic. The P-Value, 0.0071 (see 
Appendix 1) significantly rejects the null hypothesis of 
Panel Homoscedasticity.  

Since our data contain unobserved heteroscedasticity, 
we should use fixed effect or random effect model of 
panel data analysis. 

Table 4 shows the results of four different variants of 
equation (1) above. The first variant of equation (1) does 
not have any Z variables (company characteristic). This 
shows the dependent variables is dividend per share, and 
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Table 1. Average value over the period 2001-2011. 
 

 Average value over the period 2001-2011 

Company Dividend per 
Share 

Equity 
financing 

Profitability Asset 
turnover 

Return on equity 
before tax 

Return on equity 
after tax 

Attock Refinery Ltd. 3.56 25.56 1.02 125.-8 19.57 8.55 
D.G. Khan Cement Co. Ltd. 0.65 52.11 11.65 22.38 9.94 8.9 
Dawood Hercules Chemicals Ltd. 5.86 72.28 50.84 20.42 25.47 19.74 
Engro Corporation Ltd. 7.41 41.40 18.28 44.69 40.16 29.54 
Fatima Fertilizer Co. Ltd. 0.50 34.23 39.40 0.06 8.13 7.2 
Fauji Cement Co. Ltd. 0.09 34.82 15.55 23.45 31.07 50.33 
Fauji Fertilizer  Bin Qasim Ltd. 2.57 27.58 18.91 19.78 49.7 42.98 
Fauji Fertilizer  Co. Ltd. 11.55 42.90 16.98 56.61 85.65 54.83 
Kot Addu Power Co. Ltd. 5.97 42.66 14.26 12.49 38.75 29.57 
Lucky Cement Ltd. 3.92 59.33 15.22 28.99 19.64 17.54 
Maple Leaf Cement Factory Ltd. 0.14 37.62 10.54 28 16.67 16.06 
Millat Tractors Ltd. 24.56 43.40 7.24 93.18 49.03 32.87 
National Refinery Ltd. 11.45 34.68 3.13 136.86 44.58 27.22 
Nishat Chunian Power Ltd. 2.00 17.91 7.92 0.41 19.12 16.55 
Nishat Mills Ltd. 1.80 55.42 8.89 37.61 11.48 9.45 
Oil & Gas Development Co. Ltd. 7.10 74.40 43.08 16.66 61.46 43.22 
Pakistan Oilfields Ltd. 18.73 70.53 38.93 34.18 47.11 34.98 
Pakistan Petroleum Ltd. 9.29 75.34 36.57 15.49 64.93 40.15 
Pakistan State Oil Co. Ltd. 17.18 28.15 1.89 250.17 50.62 34.62 
Pakistan Telecommunication Co. Ltd. 1.88 63.32 23.16 26.2 26.94 19.02 
The Hub Power Co. Ltd. 4.02 46.40 18.00 17.22 18.4 18.41 

 
 
 
the independent variables used in this variant are 
equity financing, profitability and asset turnover 
(efficiency), labeled as FE1. The second variant 
includes return on equity before tax (roe) labeled 
as FE2. The third variant includes return on equity 
after tax (roe_at) labeled as FE3. The fourth 
variant is roe_at and its square (roe_at2). All these 
four variants are also estimated as random effects 
model. 

The first line shows co-efficient, second line 
standard error and third line is p-value.  For 
detailed results please see appendix 2. 

To decide between fixed or random effects we 
run a Hausman test where the null hypothesis is 
that the preferred model is random effects vs. the 
alternative fixed effects (Green, 2008, chapter 9). 
The null hypothesis is that the preferred model is 
a random effects model and the alternative is the 
fixed effects model is preferred. We have applied 
Hausman test with sigmamore option, Hausman 
test base on both (co)variance matrices on 
disturbance variance estimate from efficient 
estimator. The result is shown in Table 5. Under 
the current specification, our initial hypothesis that 

the company-level effects are adequately 
modeled by a random-effects model is signifi-
cantly rejected. We may conclude that Fixed-
effects model is consistent and efficient. 

Further, we proceed with the estimation of FE 
with Driscoll-Kraay standard errors calculated 
using the formula by the Driscoll-Kraay (1998), 
which corrects the variance-covariance matrix for 
the    presence   of   serial1 as   well   as    spatial  

                                                            
1
 Due to insufficient number of observations serial correlations and 
cross‐sectional dependence in panel data models were not tested. 
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Table 2. Standard deviation over the period 2001-2011. 
 

Company 
Dividend per 

Share 
Equity 

financing 
Profitability 

Asset 
turnover 

Return on equity 
before tax 

Return on equity 
after tax 

Attock Refinery Ltd. 3.21 8.73 1.11 143.15 14.16 9.66 
D.G. Khan Cement Co. Ltd. 0.76 8.38 10.90 25.53 8.58 7.79 
Dawood Hercules Chemicals Ltd. 4.01 9.03 52.47 26.83 20.25 15.54 
Engro Corporation Ltd. (Engro Chemical P 1.37 12.81 22.04 52.57 25.47 21.78 
Fatima Fertilizer Co. Ltd. 0.87 2.93 0.00 0.11 13.11 11.8 
Fauji Cement Co. Ltd. 0.30 22.05 8.80 26.9 38.96 78.83 
Fauji Fertilizer Bin Qasim Ltd. 3.20 6.56 13.07 23.98 35.11 27.76 
Fauji Fertilizer Co. Ltd. 3.35 11.17 4.37 68.12 35.8 20.91 
Kot Addu Power Co. Ltd. 1.23 14.02 8.62 30.43 2.89 6.83 
Lucky Cement Ltd. 6.48 18.67 5.73 34.08 10.77 9.23 
Maple Leaf Cement Factory Ltd. 0.45 10.80 6.62 31.9 12.42 12.99 
Millat Tractors Ltd. 19.89 7.33 2.15 108.52 20.62 11.37 
National Refinery Ltd. 7.38 7.26 0.96 157.55 14.06 8.22 
Nishat Chunian Power Ltd. 0.00 2.59 0.00 0.58 26.79 23.19 
Nishat Mills Ltd. 0.84 15.45 7.87 43.62 4.53 5.09 
Oil & Gas Development Co. Ltd. (OGDC) 2.08 3.44 3.25 29.96 11.25 7.97 
Pakistan Oilfields Ltd. 6.72 6.57 6.36 39.7 13.85 9.02 
Pakistan Petroleum Ltd. 4.31 2.43 6.92 38.81 11.31 6 
Pakistan State Oil Co. Ltd. 8.78 9.90 0.39 285.99 15.02 10.05 
Pakistan Telecommunication Co. Ltd. 1.55 11.40 9.92 29.8 13.63 8.02 
The Hub Power Co. Ltd. 1.71 16.98 14.63 19.01 9.21 9.18 

 
 
 
correlation (Camarero et al., 2010). Appendix 3 
shows the adjusted result for fixed-effects model. 

Equity as a percentage of total assets (equity 
financing) is statistically significant at 5% 
significance level and directly related to dividend 
per share in all four variants of the fixed-effects 
models. The random effects model also gives the 
same results. A one-percentage increase in equity 
financing results in a corresponding increase in 
dividend per share by rupee 0.09-0.11. This 
shows that the companies having larger share of 
equity in their total assets have the propensity to 
pay dividend more. This is what we have hypothe- 

sized above.  
Firms with comparatively higher portion of 

equity in the capital structure have likelihood of 
paying more dividends. This is owing to the fact 
(ceteris paribus) that their lower financing cost will 
leave them with more free cash for payout.  But 
this may not stand true if high equity funds are not 
efficient in their overall operations and suffer to 
generate funds to make a payout.     

Studies by Li and Zhao (2008), Amidu (2007) 
and Al-Kuwari 2010 reveal that leverage is 
negatively related to dividends. According to 
Agrawal and Jayaraman (1994) dividend yields 

and payout ratios are comparatively higher in all-
equity firms, as opposed to companies having 
more composition of debt in the capital structure.  

Profitability of the firm and a better ROE do not 
automatically justify payout. This is due to the fact 
profits are retained for supporting growth through 
internally generated funds; as such this may leave 
little or nothing for distribution. 

Companies may resort to the residual dividend 
policy and therefore choose to rely on internally 
generated funds to finance any need for new 
projects or similar capital expenditure. As a result, 
payout  can   only  emerge  if  out  of  the  residual  
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Table 3. Fisher-type unit-root test, based on augmented Dickey-Fuller tests. 
 

  Inverse chi-squared(40) Inverse normal Inverse logit t(99) Modified inv. chi-squared 

Div_share 56.0698 -0.0338 -0.3049 1.7967 
  0.0472 0.4865 0.3805 0.0362 
Eq_Finance 59.7177 -1.3765 -1.6204 2.2045 
  0.0232 0.0843 0.0542 0.0137 
Profitability 99.7257 -4.1546 -4.9046 7.0804 
  0.0000 0.0000 0.0000 0.0000 
Asset turnover 159.8842 -2.1367 -7.7290 13.4035 
  0.0000 0.0163 0.0000 0.0000 
Roe 114.8099 -4.4818 -5.2947 8.3640 
  0.0000 0.0000 0.0000 0.0000 
roe_at 133.5790 -5.3914 -7.1910 10.4625 
  0.0000 0.0000 0.0000 0.0000 

 

Ho: All panels contain unit roots; Ha: At least one panel is stationary. 
 
 
 

Table 4. The results of four different variants of equation 1. 
 

  Fixed-effects Models Random-effects Models 

Variable FE FE1 FE2 FE3 RE RE1 RE2 RE3 

  

eq_finance 0.0720 0.1147 0.1016 0.1068 0.0585 0.1038 0.0905 0.0994 

  [0.0387] [0.0384] [0.0404] [0.0399] [0.0356] [0.0344] [0.037] [0.0359] 

  (0.0643) (0.0032) (0.0129) (0.0082) (0.0997) (0.0026) (0.0146) (0.0056) 

profitability 1.1318 -6.1913 -1.8146 -5.8048 0.3586 -8.2247 -3.4764 -9.0225 

  [2.992] [3.248] [3.2356] [3.5749] [2.9627] [3.1411] [3.2462] [3.4693] 

  (0.7057) (0.0583) (0.5756) (0.1062) (0.9037) (0.0088) (0.2842) (0.0093) 

asset_turn -0.0094 -0.0079 -0.0097 -0.0094 -0.0050 -0.0032 -0.0044 -0.0037 

  [0.0049] [0.0047] [0.0049] [0.0048] [0.0049] [0.0046] [0.0049] [0.0048] 

  (0.0561) (0.0919) (0.0477) (0.0519) (0.3153) (0.4933) (0.3705) (0.4369) 

Roe 0.1244 0.1449 

  [0.0255] [0.0237] 

  (0.0000) (0.0000) 

roe_at 0.0513 0.1721 0.0633 0.2365 

  [0.0228] [0.0538] [0.0231] [0.0504] 

  (0.0258) (0.0016) (0.0063) (0) 

roe_at2 -0.0006 -0.0008 

  [0.0002] [0.0002] 

  (0.0144) (0.0001) 

_cons 4.0476 -1.2633 1.7480 -0.3650 4.3904 -1.6102 1.7905 -1.3348 

  [1.9504] [2.1723] [2.1829] [2.3154] [2.0973] [2.1455] [2.2351] [2.2753] 

  (0.0394) (0.5616) (0.4244) (0.8749) (0.0363) (0.4529) (0.4231) (0.5574) 
 
 
 

Table 5. Hausman test results. 
 

Models Chi2 P-value 

FE1 and RE1 11.18 0.0246 
FE2 and RE2 16.68 0.0022 
FE3 and RE3 15.44 0.0039 

leftover there is a sufficient cash-flow to give a payout. 
Companies calibrate debt and equity proportions before 
deciding on payout.  As a corollary, firms decide on 
dividends only if there is enough cash-flow available after 
attaining expansion and capital expenditure need of the 
firm.  The need to support growth from internally generate  



 
 
 
 
funds will take precedence over payout. 

Firms having a good ROE may not show good payout 
track record. This again reflects on The Pecking Order 
theory which underlines that equity is a less preferred 
means of raising new capital. When the decision is 
regarding utilization of funds for growth is concern-
ed, companies will prefer internal financing, debt and 
then issuing new equity.  As such with good ROE, firms 
resort to internal financing and defer payouts in order to 
avoid cost of new debt. Firms relatively and compara-
tively with lower profitability may give a payout as there 
might be no expansion project and need for plough back 
and therefore firms can use such free cash-flow for 
payout. 

Firms usually prefer a stable payout as compared to 
volatile payout. This may be due to clientele theory 
postulated.  Shareholders many a times prefer stable and 
regular dividends as opposed to volatile payouts.  As 
such an increase in equity will not result in increased 
payout because firms based on their clientele need to 
maintain a fixed rupee amount or fixed percentage of 
profit as a payout. Raghunathan and Dass (1999)’s study 
shows that top-100 companies in India with over-
whelmingly equity base (high net-worth companies) have 
a stable payout policy.  Payout trends as some studies 
show are industry specific. A study by Michel (1979) and 
Baker (1988) depicts what they call industry classification 
and dividend policy. Rozeff (1982) concludes in a study 
that payout is not industry specific; his study excluded 
regulated companies like utilities. 

All equity firms’, according to Agrawal and Jayaraman 
(1994), dividend yields and payout ratios are compara-
tively higher as opposed to companies having more 
composition of debt in the capital structure.  

Bhat and Pandey (1994) are of the view that firms do 
not necessarily have targeted dividend ratio as their 
survey finds that management of the firms believes 
dividend changes are due to increased level of earnings 
by firm. Also Mohanty (1999)’s paper shows that Indian 
companies’ payout reflects that companies do maintain 
constant payout but have fluctuating payout ratio as a 
result of level of profits. 

Profitability (the percentage of sales realized as net 
income after taxes) in all the variants of the model is 
statistically insignificant. Also when we added more 
explanatory variables its impact on dividend per share 
alters their signs. It seems that managers do not consider 
this as an important indicator when paying dividend.   
Payout depends not only on the profitability but also on the 
need to redeploy profitability for growth of firm and also firm 
requires free-cash-flow to make a payout.  Managers are 
also aware of signaling impact while they decide to pay 
higher payouts. 

Asset turnover (gross sales as a percentage of total 
assets) in all the variants of the model is statistically 
significant at varying range of significance (5-10%). A 
higher asset turnover (efficiency) does not result in higher 
payout. Kasim and Rasheed (2014)’s study indicates that  
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Cement and in Power sector payout is influenced by 
sales, liquidity and profitability. 

Firms are very considerate when increasing payout. As 
this signals to the market that firm growth is discernible 
and hence the promise of better payout. Koch and 
Shenoy (1999)’s study demonstrate that there is 
considerable interaction of capital structure and firm’s 
dividend policy that lead to provide significant signaling 
as regard to future free cash-flow of the firm. 

A linear relationship of Return on Equity has direct 
impact on dividend per share in all four variants of the 
model. Higher return on equity whether taken as before 
tax or after tax has increased the dividend per share.  
When the firms have free cash-flow they are likely to 
reward the shareholder in the form of dividend payout.  
Hence ROE coupled with adequate cash-flow, with no 
investment opportunity for deployment of cash-flow 
should naturally result in payout.  

According to Michaely and Swaminathan (2002)’s 
study, firms increase dividends when they anticipate less 
desirable investment options. On the other hand Lie 
(2000)’s findings reveal that firms increase dividends 
when their cash coffers are fuller than those compared to 
other firms in the same sector.  As such dividend is 
influenced by free cash-flow of the firm.  Profitability has 
positive impact on cash-flow.  In the study of six countries 
(USA, UK, Canada, Germany, France, Japan) Denis and 
Osobov (2008) found that size, profitability, and firm 
maturity, influence the propensity to pay dividends.  This 
is also supported by the studies in case of UK by Benito 
and Young (2001).  Von et al (2008) report similar 
findings for firms with European Union. 

A non-linear relationship (quadratic term) of return on 
equity is also statistically significant at 5% level of 
significance. This indicates the increase in return on 
equity does not have a linear impact on dividend per 
share at every level. However, the impact on dividend per 
share diminishes as “return on equity’’ increases. 
 
 
Conclusion and limitations 
 
Our results show that KSE-30 index firms that have 
significant portion of financing through equity and those  
generating effective Return on Equity have high 
propensity for payout.  KSE-30 Index firms, being in the 
limelight maintiain dividiend payouts to gain investors’ 
confidence and in the process improve over their market 
capitlization. Hence they focus on effective utlilization of 
resources in order to sustain a payout. Companies 
depending on their growth curve may resort to the 
residual dividend policy and therefore choose to rely on 
internally generated funds to finance capital expansion or 
new projects. As a result, payout can be the residue after 
meeting the capital need for growth and expansion. 

Firms that have surplus operating cash-flow, with no 
opportunity for use of cash-flow, decide to distribute in 
the  shape  of  payout.  They  also  consider  buy-back  of 
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shares, when they have free cash-flow. The buyback of 
shares results in relatively lower equity and thus earning 
per share improves and hence as a result also the market 
capitalization. 

Studies have indicated that free-cash flow also impact 
firm’s ability for a payout.  We have not meausred the 
impact of free-cash flow on payout, due to the reason that 
State Bank of Pakistan has changed its definition of cash-
flow components from the year 2009 and onwards. Our 
study covers period 2001-2011, as such this change in 
the components of cash-flow was not taken.   

This paper provides an independent study of Pakistan 
Market (Pakistan is developing economy).  We have no 
found any significant studies in line with the conclusion 
drawn in this paper. Our study is an extension of work 
done on impact of capital structure on payout. We have 
selected KSE-30 index, it underlines a mechanism by 
which investors can gauge equity market behaviour and 
outlook; in turn finding out as to how these companies 
strategize on capital structure, and use their asset 
efficiently, earn profit, and able to make payouts.  Based 
on SBP as source of data we deemed appropriate to 
include:  Asset turnover (efficiency), profitability, Return 
on equity and dividend per share as variables.  
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Appendix 
 
Appendix 1 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 

------------------------------------------------------------------------------
- Wald Test:         LogE2 = X          =   7.2382   P-Value > Chi2(1)  0.0071

  Ho: Panel Homoscedasticity - Ha: Panel Heteroscedasticity
==============================================================================
*** Panel Data Heteroscedasticity Wald Test
==============================================================================

                                                                              
        _cons     4.261869   1.816477     2.35   0.020      .679289    7.844448
   asset_turn     .0139046   .0061139     2.27   0.024     .0018463     .025963
profitability     .6837319   3.646353     0.19   0.851    -6.507852    7.875315
   eq_finance     .0433393   .0371995     1.17   0.245    -.0300281    .1167067
                                                                              
    div_share        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]
                                                                              
- R2v= 0.0309   R2v Adj= 0.0159  F-Test =    2.06 P-Value > F(3 , 194) 0.1064
- R2h= 0.0309   R2h Adj= 0.0159  F-Test =    2.06 P-Value > F(3 , 194) 0.1064
------------------------------------------------------------------------------
  Root MSE (Sigma)  =      8.9466   |   Log Likelihood Function =   -712.8025
 (Buse 1973) R2 Adj =      0.0159   |   Raw Moments R2 Adj      =      0.4025
 (Buse 1973) R2     =      0.0309   |   Raw Moments R2          =      0.4116
 F-Test             =      2.0634   |   P-Value > F(3 , 194)    =      0.1064
 Wald Test          =      6.1902   |   P-Value > Chi2(3)       =      0.1027
  Sample Size       =         198   |   Cross Sections Number   =          21
                                                                              
  div_share = eq_finance + profitability + asset_turn
==============================================================================
* Ordinary Least Squares (OLS) Regression
==============================================================================

. lmhwaldxt div_share eq_finance profitability asset_turn, id(cid) it(year)
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Appendix 2 
 

 
 
 
 
Appendix 3 
 

 

F test that all u_i=0:     F(20, 174) =     8.44             Prob > F = 0.0000
                                                                               
          rho     .5170737   (fraction of variance due to u_i)
      sigma_e    5.9726076
      sigma_u    6.1801608
                                                                               
        _cons     -.365015   2.315443    -0.16   0.875    -4.934985    4.204955
      roe_at2    -.0005567   .0002253    -2.47   0.014    -.0010014    -.000112
       roe_at     .1720532   .0537936     3.20   0.002     .0658812    .2782252
   asset_turn    -.0093697   .0047872    -1.96   0.052    -.0188181    .0000788
profitability    -5.804808   3.574895    -1.62   0.106    -12.86055    1.250932
   eq_finance      .106844   .0399193     2.68   0.008     .0280556    .1856325
                                                                               
    div_share        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]
                                                                               

corr(u_i, Xb)  = 0.0437                         Prob > F           =    0.0035
                                                F(5,174)           =      3.67

       overall = 0.1127                                        max =        11
       between = 0.1446                                        avg =       9.5
R-sq:  within  = 0.0954                         Obs per group: min =         1

Group variable: cid                             Number of groups   =        21
Fixed-effects (within) regression               Number of obs      =       200

                                                                               
        _cons     -.365015   1.915665    -0.19   0.853    -4.633383    3.903353
      roe_at2    -.0005567   .0001585    -3.51   0.006    -.0009098   -.0002036
       roe_at     .1720532     .04791     3.59   0.005     .0653031    .2788033
   asset_turn    -.0093697   .0038631    -2.43   0.036    -.0179773    -.000762
profitability    -5.804808    1.28724    -4.51   0.001    -8.672957   -2.936658
   eq_finance      .106844    .032146     3.32   0.008     .0352183    .1784698
                                                                               
    div_share        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]
                            Drisc/Kraay
                                                                               

                                                 within R-squared  =    0.0954
maximum lag: 2                                   Prob > F          =    0.0165
Group variable (i): cid                          F(  5,    10)     =      4.84
Method: Fixed-effects regression                 Number of groups  =        21
Regression with Driscoll-Kraay standard errors   Number of obs     =       200


