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Three Corporate Finance Practices in Pakistan: A Review of

Previous Studies and the Way Forward 

Umar Farooq* and Bilal Haider Subhani 

School of Economics and Finance,
Xi'an Jiaotong University, Xi'an, Shaanxi, P.R. China

Abstract 

This study reviews the previous empirical studies about the Pakistani capital 

market and specifies the pattern of three corporate finance practices.  Various 

activities performed at firm level such as capital budgeting, capital structure, and 

dividend payout policy are analyzed in the field of corporate finance. The capital 

budgeting technique consists of six methods, that is, net present value, discounted 

cash flow, payback period, and internal rate of return. However, Pakistani firms 

are often interested in the net present value and the internal rate of return for 

capital investment evaluation. Similarly, the capital structure decision carries the 

debate regarding two options of financing, that is, debt financing and equity 

financing, although the literature shows that the Pakistani firms generally follow 

the pecking order theory and prefer debt financing. Similarly, as for concern 

dividend payout policy, the extant literature discusses different theories and 

determinants although it is still not possible to generalize the dividend payout 

trend on its basis, specifically in the Pakistani context. Corporate managers and 

policymakers can use the conclusion of this study for strategic purposes. 

Keywords: capital budgeting, capital structure, corporate finance, dividend 

policy 

JEL Codes: G30: G31: G32: G35 

Introduction 

Corporate finance is a study or channel of activities through which managers try 

to maximize the value of firm by balanced financial planning. It involves all those 

activities which directly or indirectly adhere to management of funds specifically 

at corporate level. Corporate managers try to mitigate the costs and risk to ensure 

the stability of firms. Other subjects of finance i.e., behavioral finance, 

international finance, personal finance, private finance, and public finance, etc. 

correlate with corporate finance to some extent. The discussion on corporate 

finance mainly starts from capital investment and moves forward as capital 

financing and dividend policy or return on capital. In capital investment, 
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managers search the beneficial sources of investment and are interested to 

diminish the attached risks. After deciding the investment projects, the need to 

finance these projects arises. Capital structure’s decision determines the financing 

pattern of these investment projects. This section further splits down as a way of 

investment and optimization of economic structure of financings. The firms 

decide about proportion of acquisition of different types of funds for investment. 

After that, the firms must decide about payback method. In short, corporate 

finance mainly involves the discussion of the following: where to invest, how to 

invest, how much to invest, and how much to pay back with specific return i.e., 

dividend or interest. 

 Different corporate finance practices in Pakistan have been discussed 

extensively in literature. Several studies discuss different issues including 

corporate governance Javid and Iqbal (2010) and ownership structure Shahid et al. 

(2018) in the context of Pakistani corporate perspectives. There are some firm-

specific components of financial nature that directly influence the corporate 

practices. Likewise, capital budgeting technique in Pakistan is based on the size of 

the firm, power distribution, investment outlay, financial leverage, and risk 

assessment (Zubairi & Amin, 2008). Similarly, capital structure decision or 

financing decision is based upon liquidity, size of firm, firm profitability, and 

sales growth ratio etc. The study of Qureshi et al. (2015) has suggested that 

pecking order theory is more relevant for deciding the capital structure in 

Pakistan. Different finance theories i.e., bird in hand theory, signaling theory, and 

pecking order theory try to discuss the dividend decision but it is still unknown 

how corporate firms decide their dividend policy. However, there exist some 

determinants of dividend payout policy i.e., corporate tax, leverage, profitability, 

firm size, and last year’s dividend payout ratio which have been discussed 

extensively in a number of studies found on the Pakistani financial market. 

The discussion on corporate finance started in 1950s and since its modern 

form, it has passed through different conversions. In Markowitz (1952) has given 

the concept of corporate finance by studying the different stages of portfolio 

selection for capital investment. He has argued that two stages of portfolio 

selection can be considered i.e. (1) analysis of experience and future performance 

(2) choices of portfolio. He has deeply discussed the pitfalls of risk and associated 

return. The most efficient technique to estimate where to invest is capital 

budgeting technique that uses the discounted cash flow (DCF) method to measure 

the net value of future cash flow of a project. The capital budgeting technique 

involves six steps i.e., discounted cash flow (DCF), net present value (NPV), 

payback period (PBP), internal rate of return (IRR), required rate of return (RRR), 
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and profitability index (PI). The discounted cash flow (DCF) measures the present 

value of future cash flow of investment. It uses the discounted rate or WACC 

(weighted average cost of capital) rate to discount back the budgeted cash flow. 

The net present value (NPV) suggests the actual value of future investment by 

using the interest rate. The payback period (PBP) estimates the time span of 

recovery of actual invested amount from the project.  

The internal rate of return (IRR) is the rate at which the present value of future 

cash flow from investment becomes zero. This rate is also known as economic 

rate because it measures the minimum return on investment. It helps corporate 

managers to decide whether to proceed with a specific project or not. It predicts 

the status of investment and states whether it is worth investing or not. The 

required rate of return (RRR) is the rate required by the investors. They consider 

both market rate and associated risk rate. The firms normally use it to compare the 

two investment options. The study conducted by Sharpe (1964) gives the concept 

of systematic risk (β), the risk which cannot be diversified in any case. Other type 

of risk is unsystematic risk, a risk which can be reduced by following different 

portfolios. Total risk is a sum of systemic and unsystematic (idiosyncratic risk) 

risk. The profitability index (PI) compares the cost of investment and return on 

investment. The profitability index greater than 1 attracts corporate firms for 

investment.  

𝐷𝐶𝐹 =  
𝐶𝐹1

(1+𝑟)1
+

𝐶𝐹2

(1+𝑟)2
+

𝐶𝐹3

(1+𝑟)3
… … . .

𝐶𝐹𝑛

(1+𝑟)𝑛
                (1) 

𝑁𝑃𝑉 =  
𝐹𝑉

(1+𝑖)𝑛
        (2) 

𝑃𝐵𝑃 =  
𝑡𝑜𝑡𝑎𝑙 𝑖𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡

𝑎𝑛𝑢𝑢𝑎𝑙 𝑐𝑎𝑠ℎ 𝑓𝑙𝑜𝑤
                    (3) 

𝐼𝑅𝑅 = 𝑁𝑃𝑉 = ∑
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(1+𝑟)𝑡 − 𝐶0
𝑡
𝑡=1 = 0                 (4) 

𝑅𝑅𝑅 = 𝑅𝑚 + 𝛽(𝑅𝑚 − 𝑅𝑓)      (5) 

𝑃𝐼 =
𝑃𝑉 𝑜𝑓 𝑓𝑢𝑡𝑢𝑟𝑒 𝑐𝑎𝑠ℎ 𝑓𝑙𝑜𝑤

𝑖𝑛𝑖𝑡𝑖𝑎𝑙 𝑖𝑛𝑣𝑒𝑠𝑡𝑚𝑒𝑛𝑡
      (6) 

Where as  

DCF= discounted cash flow NPV= net present value PBP= payback period 

IRR= internal rate of return RRR= required rate of 

return 

PI= profitability index 

CF= cash flow R= discount rate (WACC) FV= future value 

Ct= net cash inflow in time 

t 

Co= Initial investment Rf = risk free rate of return 

Rm= market rate of return β = systematic risk 

unsystematic risk 
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Other basic model known as Fama and Fench model which determine the 

basic rate of return on assets are as 

𝑅𝑖𝑡 − 𝑅𝑓𝑡 = 𝛼𝑖𝑡 + 𝐵1(𝑅𝑚𝑡 − 𝑅𝑓𝑡) + 𝐵2𝑆𝑀𝐵𝑡 + 𝐵3𝐻𝑀𝐿𝑡

+ 𝐸𝑖𝑡                                 (𝑡ℎ𝑟𝑒𝑒 𝑓𝑎𝑐𝑡𝑜𝑟 𝑚𝑜𝑑𝑒𝑙) 

𝑅𝑖𝑡 − 𝑅𝑓𝑡 = 𝛼𝑖𝑡 + 𝐵1(𝑅𝑚𝑡 − 𝑅𝑓𝑡) + 𝐵2𝑆𝑀𝐵𝑡 + 𝐵3𝐻𝑀𝐿𝑡 + 𝐵4𝐻𝐸𝑀𝐿𝐸𝑡

+ 𝐸𝑖𝑡         (𝑓𝑜𝑢𝑟 𝑓𝑎𝑐𝑡𝑜𝑟 𝑚𝑜𝑑𝑒𝑙) 

𝑅𝑖𝑡 − 𝑅𝑓𝑡 = 𝛼𝑖𝑡 + 𝐵1(𝑅𝑚𝑡 − 𝑅𝑓𝑡) + 𝐵2𝑆𝑀𝐵𝑡 + 𝐵3𝐻𝑀𝐿𝑡 + 𝐵4𝑅𝑀𝑊𝑡 + 𝐵5𝐶𝑀𝐴𝑡

+ 𝐸𝑖𝑡            (𝑓𝑖𝑣𝑒 𝑓𝑎𝑐𝑡𝑜𝑟 𝑚𝑜𝑑𝑒𝑙 

Where as 

Rit = total return of the stock, I at time t Rft = risk-free rate of return at time t 

Rmt = total market portfolio returns at time t Rit-Rft = expected an excess return 

Rmt-Rft = excess return on the market 

portfolio 

SMBt = size premium (also known as small 

minus big) 

HMLt = value premium (also known as 

high minus low) 

 RMV= return factor 

CMA= investment factor B12345 is factor coefficients 
 

After deciding about investment options or projects, corporate managers 

search the sources of funds, volume of funds, and proportion of funds (percentage 

of debt and equity, etc.) to finance the investment projects. There exist two 

sources i.e., internal, and external. The capital reserve known as retained earnings 

is an internal source of financing. Mostly, the corporate firms first utilize it due to 

easy availability and no physical financing cost. When the internal funds do not 

meet complete investment requirements, companies move towards external 

financing. There are two options in the case of external financing i.e., debt 

financing and equity financing which are collectively known as capital structure. 

The concept of capital structure was first introduced by Modigliani and Miller  in 

1958. They have suggested that financing becomes costlier due to unbalanced 

distribution of debt and equity percentage in total financing. Firms approach the 

stock market for equity and issue the shares. For debt financing, the options are 

loans from banks and issuance of bonds etc. Dividend rate is the cost of equity 

while interest rate is the cost of debt. The Kd and Ki represent cost of debt and cost 

of equity collectively known as cost of capital or weighted average cost of capital 

rate (WACC). The WACC rate can be calculated as 

𝑊𝐴𝐶𝐶 =  𝑊𝑑𝐾𝑑(1 − 𝑡) + 𝑊𝑖𝐾𝑖 

Where as 

WACC= weighted average cost of 

capital 

Wd= percentage of debt Kd= cost of debt 

T= tax rate Wi= percentage of equity Ki= cost of equity 
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After attempting the two stages i.e., capital budgeting and capital structure, 

third stage is dividend payout policy. Corporate managers also decide about the 

interest rate which is used to pay the debt financing. Another cost known as 

opportunity cost is also used which companies bear in case of internal financing 

(retained earnings) and primary source of financing (trade credit). Mostly, the 

opportunity cost is ignored by the companies and focus is mainly on interest and 

dividend rate. The interest rate charged by the banks is normally pre-decided by 

them and comprises of two parts (1) basic profit rate (2) profit rate earned by the 

banks. The basic rate consists of rate paid by the banks to central banks and 

depositors of funds. The banks decide the profit rate based on transaction cost and 

miscellaneous charges which is handled by the banks to manage the funds. It also 

consists of profit rate earned by the banks themselves. Second cost is dividend 

rate which firms pay to shareholders.  Companies normally decide their dividend 

policy based on extended model of capital structure suggested by Modigliani and 

Miller in 1961. They have documented that the dividend policy of firms has no 

effect on firm market value if the tax rate and cash flow remain constant. They 

have argued that the increasing dividend was paid from the issuance or sale of 

new stock which alternatively reduces the worth of stocks held by the 

shareholders because the net value of company is assumed to be fixed. So, there 

exists trade-off for shareholders between the higher dividend and shares price.  

The third decision made at corporate level is dividend payout policy. The 

question arises that why do companies pay dividend or why the investors are 

interested in dividend instead of capital gain? The answer lies in the concept of 

“bird-in-hand”. It attracts the investor’s preference for current dividend instead of 

uncertain future capital gain. The companies pay dividends to maintain the 

investor’s confidence in the company and it also enhances the firm’s reputation. 

Moreover, prior research has proved a positive effect of dividend policy on stock 

prices. Sometimes, the companies repurchase their stock from the market. When 

the firms feel that their stock prices are undervalued in the market then they 

repurchase their shares to balance the share value. The repurchase decision of 

firms may also depend upon internal corporate strategies. It was a brief discussion 

on how the companies manage their financial activities. 

This study attempts to explore the three main corporate finance practices i.e., 

capital budgeting, capital structure, and dividend policy in Pakistan. By following 

this, we review the previous studies on the Pakistani capital market and present a 

brief outlook on these practices. There are a number of empirical studies which 

discuss different corporate finance practices, but no review study was found 

specifically in Pakistan which summarizes the findings of empirical studies. This 
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study can consider an early attempt that contributes to corporate finance literature. 

Another important contribution of this study is that it theorized the basic corporate 

finance theories in the Pakistani corporate environment and suggests which 

corporate finance theory is more relevant to it. It summarizes the wide empirical 

discussion. The researchers can utilize the current study to better understand the 

three main corporate finance practices in Pakistan. It also provides policy 

guidance to corporate managers specifically on capital budgeting, capital structure 

and dividend payout trends in Pakistan. These review findings can be generalized 

in other transitional economies which have same corporate environment such as 

Pakistan.  

The motive of this study is to explain the different activities regarding the 

financial decision at corporate level specifically in Pakistan and suggests relevant 

preferences regarding capital investment, capital structure and dividend policy 

regarding firms in Pakistan’s non-financial sector. In literature, many studies are 

available which empirically analyze the different activities of corporate finance. 

In Pakistan, there also exists voluminous literature which empirically discusses 

capital investment, capital structure, and dividend payout policy. But literature is 

scarce on the theoretical explanation of these activities. So, this study attempts to 

re-consider the previous research on corporate finance and briefly presents how 

different activities were handled by finance managers and the trend of firms 

relating to these activities. The literature review shows that Pakistani firms mostly 

use the net present value and internal rate of return to evaluate the investment 

projects. Similarly, the empirical findings of previous studies suggest that 

Pakistani firms are interested in more debt financing and follow the pecking order 

theory. But the issue of companies paying the dividend remains un-resolved in the 

Pakistani context. Most of the studies discuss the determinants of dividend but 

literature doesn’t generalize this trend, capital gain or repurchase of stock. So, this 

study recommends empirical studies which resolve these issues. The study is 

segmented into three parts i.e., introduction, literature review and conclusion. 

Objective of Study 

The main objective of this study is to review the empirical literature on three 

corporate finance practices i.e., capital budgeting, capital structure, and dividend 

policy and to offer the generalized trend specifically for Pakistani context.  

Problem Statement 

In Pakistan, most of the studies empirically investigate the performance of 

different functions at firm level that have resulted in different views. But no study 
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generalizes the trend of these activities. Moreover, theoretical discussion of these 

activities is also rare in literature. So, it is necessary to theoretically discuss these 

activities and to generalize these trends. 

Research Questions 

The research questions are: 

 Which technique of capital budgeting is more relevant in the Pakistani 

context? 

 Do Pakistani firms prefer more debt or more equity for financing purposes? 

 What is the payout policy adopted by firms in Pakistan’s non-financial 

sector? 

Literature Review 

Background 

The literature on corporate finance emerged after 1950s. The book written by 

Dewing (1953) on corporate finance discusses it theoretically but not 

systematically. This book narrates different theories relating to corporate finance 

and financial policies. Corporate finance focuses on three activities such as 

deciding about investment, making the investment and interest or dividend 

decision. Unlikely to all, the two decisions are extremely important i.e., 

economical financing and decision regarding the payment of interest or dividend 

(Brealey et al., 2012). These two decisions affirm the success of overall cycle of 

corporate firms. But the most crucial decision for managers is deciding about 

funds and investment of these funds (Baker, 2011). Another study arranged by 

Baker et al. (2011a) argued that the corporate valuation depends upon the 

alignment of three decisions i.e. budgeting of capital, structure of capital and cost 

of capital. This  was also confirmed in other studies (Andres et al., 2014; Graham, 

2001; Brounen et al., 2004). 

The existing literature on corporate finance can be split down into three 

activities. The discussion started from corporate investment which alternatively is 

known as capital budgeting. It was first discussed by Dean (1951) in his book 

named Capital Budgeting. He suggested that firms accept the capital investment 

options when internal rate of return is more than the current market cost of 

capital. Other studies (Lorie, 1955; Hirshleifer, 1958) focused on the internal rate 

of return (rate at which net present value become zero) and found some 

deficiencies on analysis made by (Fisher, 1907,1930; Lutz, 1969). After 

modification, they have suggested the net present value as benchmark to make the 
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investment decision. The positive net present value allows the managers to accept 

the investment option. The study by Lee and Park (2014) noted that CAPM model 

plays the key role in determining the investment target. They have documented 

that discounted cash flow; net present value and payback period were the most 

appropriate techniques for the evaluation of investment project. They have 

confirmed the findings of (Graham & Harvey, 2001; Brounen et al., 2004) for 

capital budgeting.  Another study arranged by Kim et al. (2005) argued that the 

positive reaction of market attracts the firm’s capital investment attentions. 

McConnell (1985) was also in the favor that the capital investment made result in 

high return for the companies.  

Corporate finance also includes the decision regarding the capital structure. 

The foundation was laid down by Modigliani and Miller (1958) in the field of 

capital structure decision. The firms consistently engaged to invest in sustaining 

their growth, the decision of capital structure is very important to meet with 

investing requirements (Mostafa, 2014). Two sources of financing can be 

discussed i.e. internal and external. Internal financing retains earnings or capital 

reserve and external financing is the issuance of equity or taking of the debt. But 

companies have faced different obstacles in the case of internal and external 

financing which is explained by capital structure theories. The discussion on 

capital structure in literature is abundant (Aggarwal, 1981; Bhaduri, 2002; Arsov, 

2016). The capital structure decision shows the financing preferences of firms for 

specific types of fund i.e., debt and equity. It not only changes the cost of 

financing but also affects the market value of firms (Hoque, 2014). The number of 

finance theories i.e. pecking order theory, agency cost theory and trade-off theory 

have explored the understanding of capital structure. The firms determine the total 

cost of funds by using the WACC rate.     

Finally, the firms devised a method to repay these funds. After a detailed 

discussion on capital structure in 1952, Modigliani and Miller widened their 

research analysis in 1961 on dividend policy and noted that the firm’s dividend 

policy remained fixed until there was no change in cash flow; also the tax rate 

remained ineffective. They suggested that the reason behind increment in 

dividend was the issuance of new equity. But the main research question 

regarding dividend policy is that why do firms pay the dividend or how are the 

dividends paid?  Black (1996) demonstrated the solution of this unresolved issue 

and tried to respond to different questions related to dividend’s decision. The 

Modigliani and Miller argued that the firms may either pay the dividend or capital 

gain or repurchase the stock from their equity holders. But the investors are 

usually interested in dividends due to “bird-in-hand” argument. Empirical 
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literature enlists some determinants that affect the dividend policy and argue why 

do firms pay the dividend (Charest, 1978; Brickley, 1983; Miller, 1961)? 

The first theory on dividend policy given by Modigliani (1963) was named as 

the “dividend irrelevance theory” in which he suggested that firm value remained 

unchanged by the dividend policy under certain assumptions. The firms may 

decide to repurchase their stocks instead of paying dividends to their shareholders.  

The decision to repurchase the stock depends on multiple reasons. The firms may 

repurchase the stock to control the excess cash flow (Jensen, 1986), to manage the 

undervalued stock prices (Vermaelen, 1981) or it may be due to other multiple 

motives discussed in prior studies (Bagwell, 1991; Hertzel, 1991; Fenn, 1998). 

Capital Budgeting in Pakistan 

The literature on capital budgeting has emerged in Pakistan since the last 

decade (Tahir, 2014; Farrukh et al., 2015; Mubashar, 2019; Mumtaz et al., 2018; 

Mubashar, 2019). The capital budgeting technique involves six different steps 

through which managers decide whether the proposed investment project is worth 

funding or not. The study arranged by Farrukh et al. (2015) documented that net 

present value (NPV) and internal rate of return (IRR) were the most appropriate 

techniques to decide about investment options. The payback period and 

discounted cash flow techniques were less favored by Pakistani firms. They have 

also proposed the areas which needed modification for capital investment in the 

case of Pakistani firms. Moreover, they have suggested that firms should practice 

more discounted cash flow technique because literature has favored it. The ideas 

of Farrukh et al. (2015) were also supported by Umair (2015). They have found 

that NPV and IRR are frequently used by Pakistani companies. Similarly, other 

studies which discuss capital budgeting in Pakistani context have shown results 

which may support NPV and IRR as best techniques to decide about capital 

investment (Mubasher, 2019). Gul and Haider (2018) extended the research on 

capital budgeting and argued that the net present value, internal rate of return, 

profitability index (PI) and payback period (PBP) were suitable techniques which 

firms used in Pakistan to judge the financial health of capital investment. 

The other well-known method which evaluates the associated risk and return 

of a project is capital asset pricing model (CAPM) introduced by (Sharpe, 1964). 

But, unfortunately, this evaluation method was found less applicable in terms of 

Pakistani firms (Bhatti, 2010; Wu et al., 2017). The Shaikh (2012) tested the 

CAPM on PSX listed firms and found that the CAPM failed to predict the return. 

Similarly, another study  by Shaikh et al. (2017) also noted that  CAPM model 
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weakely forcast the return from project specifically in the non-financial sector of 

Pakistan. This is the breif review of budgeting techniques specifically in Pakistan.  

Capital Structure in Pakistan  

The concept of capital structure was introduced by Modigiliani and Miller 

(1958) in which they  retreated on the cost of total capital associated with the 

percentage of debt and equity. The topic of capital structure decision has been 

discussed empirically  in the Pakistani context (Afza, 2011; Tauseef, 2017). But, 

only few studies were found in the literature which analyzed the  theory of capital 

structure and determined that it was more relevant in corporate sector of Pakistan 

and that the Pakistani firms prefer more debt or equity (Sheikh et al., 2012; Ali et 

al., 2016; Bhutta, 2017). The analysis of Sheikh et al. (2012) on pecking order 

theory argued that the corporate firms in Pakistan preferred more debt financing. 

Similarly, another study  by Bhutta (2017) has noted that the bigger firms prefer 

more debt over equity while the firms which were more diversified preferred 

more equity. 

 The Qureshi et al. (2015) made the companrison between the pecking order 

theory and trade-off theory on Pakistani non-financial sector firms. They have 

documented that the pecking order theory was more supportive as compared to 

trade-off-theory to formulate and to leverage a policy. The agency cost theory was 

also tested on the  non-financial sector of Pakistan Ahmed et al. (2014) and it was 

found that this theory was not applicable in the Pakistani corporate environment. 

Extensive literature was found on dynamic determinants of capital structure 

(Hijazi, 2006; Farrukh & Asad, 2017; Kabeer, 2018) but it doesn’t focus  to 

generalize the financing behavior of Pakistani corporate firms  strongly.  

Dividend Policy in Pakistan 

The dividend policy has remained a prominent issue for corporate firms at all 

stages. Researchers have tried to unfold the dividend payout policy in Pakistan 

through empirical studies (Ahmed, 2009; Khan, 2011). Corporate firms 

announced their dividend payout policy in accordance with signaling theory, 

agency theory, life cycle theory and catering theory respectively (Haleem et al., 

2011). But the study conducted by Khan and Baber (2018) noted that the 

irrelevance theory of dividend did not support the dividend payout behavior of 

firms. The study conducted by Khan (2017) on corporate dividend payout 

behavior of different sectors suggested that the earning per share and cash flow 

have a dynamic impact on the dividend payout policy. Similarly, khan (2011) has 

also suggested the positive impact of corporate cash flow, liquidity and ownership 
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concentration on dividend policy and negative impact of investment opportunities 

and leverage on dividend payout behavior of firms. These outcomes regarding the 

determinants of dividend payout policy were later supported by (Khan & Ahmad, 

2017). Both, studies were consulted on the non-financial sector of Pakistan 

regarding the firms listed at KSE. 

 The literature showed that the dividend payout behavior of corporate firms in 

Pakistan was in line with the developed countries i.e., U.S.A. Khan, (2011) 

however, there exists a difference in the corporate culture in both the markets. 

The study conducted by Mehar (2005) argued the dividend payout ratio from total 

profit. He has suggested that the corporate firms in Pakistan pay 23% of their total 

profit as dividends and remaining 77% as additional investment. Literature exists 

on determinants of dividend payout policy (Roomi et al., 2011; Nazir et al., 2012; 

Sindhu et al., 2016) but  no study  established the general trend that whether the 

Pakistani firms are interested to payout the dividend, capital gain or bonus share 

etc.  

Corporate Finance Practices in Developed Countries 

In order to seek  more information on corporate finance practices in Pakistan,  

comparison can be made with any developed country. The study  by Baker et al. 

(2011) documented  major corporate finance patterns in Canada. They have made 

the analysis on capital budgeting, capital structure, cost of capital and real 

options. Their study vowed that Canadian firms used net present value followed 

by internal rate of return and payback period method in capital budgeting 

technique, while Pakistani firms used only net present value and internal rate of 

return for capital budgeting assesment. Similarly, in adjusting the capital structure 

decision, Canadian firms followed the trade-off theory while Pakistani firms 

arranged their financing pattern in accordance with pecking order theory. Lastly, 

their study indicated that real options are less likey among Canadian firms. 

Furthermore, literature stressed upon some corporate finance practices in U.S. and 

Europe. Graham and Harvey (2001) noted that IRR is a popular method among 

U.S. firms. Similarly, corporate firms in Franace, Germany and U.K. frequently 

used pay back period (PBP) for their capital budgeting estimation (Brounen et al., 

2004). Another comprehensive theoratical study  by Kong and Xin (2019) 

highlighted  corporate finance practices in China. They  reviewd the articles 

published in China Finance Review International. They have provided  

significant evidences on firm financing behavior, merger and acquisition, R & D 

investment, firm financial performance and economic effects on China’s capital 

market.          
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Theories of Corporate Finance 

Efficient Market Theory 

The efficient market theory expresses the return on stocks or price fluctuation 

of shares and depends upon the available information of capital market (Fama, 

2021). This theory justifies the market value of firms and holds that if the capital 

market is purely efficient than current market value of firm is equal to present 

value of future cash flow of firm. The studies by (Samuelson, 1965; Mandelbrot, 

1966) noted that the sudden changes in stock prices of firms were due to the 

access of new information in the market. This new information cannot be derived 

from existing information. They have also suggested that in a highly competitive 

market, sudden prices changes should be treated as independent drawings. This 

theory has many implications such as it clears the firm’s objectives about value 

maximization of shares, degrades the biasness or manipulation in stock prices and 

suggests the stock returns as an indicator to quantify the firm’s performance.  

Portfolio Theory 

The portfolio selection theory or portfolio theory was given by Markowitz 

(1952) in which he suggested that risk can be suppressed by formulating a 

portfolio of investment. He documented that the attributed risk which is a 

substantial part of investment can be reduced by dividing the total investment into 

multiple investment options. In his model, he clarified the efficient portfolio, 

which has minimum standard deviation and low variance of return. This theory 

specifies that a firm should select his portfolio of investment as individual 

investor’s selects his portfolio for investment. Later, Sharpe (1964 ) presents the 

concept of systematic risk, the risk which cannot be diversified in any option.  

Capital Asset Pricing Theory 

The capital asset pricing theory or CAPM shows the cost or minimum return 

which is required by the investors in case of capital or long-term investment. It 

suggests that expected return is equal to the market rate of return and risk-free rate 

of return. After the innovation of (Markowitz, 1952; Treynor, 1961; Sharpe, 1964; 

Budgt, 1965) attempted to investigate this model and introduced the prices of 

assets acquired by the company. They demonstrated that the price of security or 

assets is attributed to total risk which measured as covariance of security return 

and return of assets settled in accordance with market portfolio. They have given 

the name to this risk as “systematic risk” denoted by Beta (β). 
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Option Pricing Theory 

The Option Pricing Theory states that the price of assets in present depends 

upon the expected future payoff of these assets. In the literature of finance, it was 

crucial to estimate the price of an asset such as call options that derive their return 

from other assets. The problem was resolved by (Black & Scholes, 1973). They 

defined the call options as the option which has the condition of buyback by the 

seller even before the exercised date. They have also conducted an analysis on 

debt and equity and documented that the return on debt or equity is associated 

with the expected return on assets. They described the price fluctuation between 

debt and equity as when debt increases then the value of equity decreases because 

the claim of debt holders increases on firm’s assets and equity holders just claim 

the residual return.  

Value-Irrelevance Theory 

The first theory of capital structure decision which was given by (Modigliani 

& Miller, 1958) was value irrelevance proposition theory. According to this 

theory, the firm value is irrelevant to capital structure decision under certain 

assumptions. These assumptions are as  

 Having no transaction and bankruptcy cost in any case of debt or equity. 

 Flat tax rate no matter how much debt or equity. 

 No risks exist in both types of financing. 

 No problem of information, asymmetric in any case. 

 Cash flow is continuous and no option affects the growth of firms. 

 Managers are always in the effort to maximize the shareholder’s wealth. 

But in real world, these assumptions were strictly irrelevant. The un-favored 

assumptions of this theory were later incorporated by different research such as 

information asymmetric by Jensen (1986), benefits of tax by Modigliani and 

Miller (1963) and risk class by Stiglitz (1974).  

Trade-off Theory 

This theory was presented by Modigliani and Miller (1963). The traditional 

trade-off theory argued that the firms were always seeking the optimum ratio of 

debt and equity. Any deviation from debt may result in a move towards equity 

financing and vice versa. The decision of this ratio based on costs and benefits. 

The benefits are tax evasion and costs include the bankruptcy cost, increment in 

volatility and agency conflicts etc. However, theory has some basic concepts i.e., 

why firms follow moderation in issuance of debt and inspect tax advantage. The 
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firms with more intangible assets and more growth normally issue the less debt as 

debt may prevail the more financial distress cost and firms which preserve the 

more tax advantage issue the more debt. The trade-off theory efficiently explains 

the cost and benefits of leverage, but one factor was not included by trade-off 

theory which later provided the pecking order theory. This factor was the problem 

of asymmetric information which was incorporated by pecking order theory. 

Moreover, trade-off theory suggested the modified model of MM for the 

quantification of firm value. This model is. 

𝑉𝑎𝑙𝑢𝑒 𝑜𝑓 𝑓𝑖𝑟𝑚 (𝑉) = 𝑉 + 𝑃𝑉 (𝑖𝑛𝑡𝑒𝑟𝑒𝑠𝑡 𝑡𝑎𝑥 𝑠ℎ𝑒𝑖𝑙𝑑) −
𝑃𝑉 (𝑐𝑜𝑠𝑡 𝑜𝑓 𝑓𝑖𝑛𝑎𝑛𝑐𝑖𝑎𝑙 𝑑𝑖𝑠𝑡𝑟𝑒𝑠𝑠)  

Pecking Order Theory 

In contrast to trade-off theory, Myers and Majluf (1984) gave the concept of 

pecking order thus negating the concept of optimal debt financing of trade-off 

theory. They have asserted that the companies have no specific level of debt or 

equity but move towards external financing when internal financing becomes 

insufficient. They have defined the channel of financing as internal financing, 

debt financing and in last equity financing. The idea of pecking order theory was 

given by Shyam-Sunder and Myers (1999) and revealed that the pecking order 

theory was more relevenat for financing decision instead of trade-off theory. But, 

the study made by Fama and French (2002) resulted that no theory was irrelvent 

and that some firms follow the trade-off theory and others follow the pecking 

order theory to shape their financing. Morover, pecking order theory considers the 

cost of information asymmetric which may arise in case of high debt and 

companies should issue  more equity when cost of information asymmetric is 

high. 

Agency Theory 

Agency theory of capital structure explains the cost that arises due to conflict 

of interest between shareholders and managers. When managers perform for self-

advantage instead of to make the struggle for value maximization of shareholders 

for which they were appointed then the cost of agency arises which makes the 

financing costlier. Normally, this conflict arises due to low incentives to managers 

and low dividend payout ratio. The managers are in the favor of low dividends 

because high dividends may reduce their power.  Jensen (1986) noted that this 

conflict became severe during the time of cash flow generation. 
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Conclusion 

Empirical studies in the field of corporate finance are extant but studies on the 

theoretical explanation/relationships among the various constructs of corporate 

finance are rare in the literature. This study strives to theoretically explain the 

different activities performed under the head of corporate finance and to 

generalize the trend of corporate finance, specifically in Pakistan. The discussion 

on corporate finance started with capital budgeting in which firms evaluate the 

available investment options for making investments. They use different 

techniques such as discounted cash flow, net present value, and internal rate of 

return and payback period to judge the suitability of investment options. 

Unfortunately, two techniques that is, net present value and internal rate of return 

were found relevant in the case of Pakistan. The CAPM model quantifies the 

actual cost of investment by recognizing the market rate of return, risk free rate of 

return and systematic risk. However, Pakistani firms do not follow this model. 

Once the investment option has decided, then companies decide the capital 

structure. Companies borrow funds either from banks or issue equities to finance 

their investment projects. The literature suggests that corporate firms in Pakistan 

prefer debt financing and follow the pecking order theory. The theories on capital 

structure such as pecking order theory, trade-off theory, and agency cost theory 

theorize the financing behavior of firms.  

Corporate firms have also made the decision regarding the payment of 

dividends or interest rate. The firms are usually interested in paying the dividend 

because it enhances the firm’s reputation in capital market. It also encourages the 

investors to invest in company equity. The studies made in different countries 

have significantly improved the positive relationship between the firm dividend 

policy and profitability. Inspect of this, the companies may repurchase their 

shares to maintain the firm cash flow and stock prices. In literature, studies 

usually discuss the determinants of dividends and its impact on corporate 

strategies and outcomes in Pakistani context. But literature failed to generalize the 

trend of corporate firms. There were three activities which have been mainly 

discussed in the literature of corporate finance. The firms should align these three 

activities. This study theoretically exemplifies the brief review of literature on 

corporate finance and answered the research questions. It fulfills the research 

objective and resolves the statement of problem. In future, the studies can be 

arranged empirically to test that either these three activities aligned with each 

other and what is the impact of this on the firm’s performance. In future, studies 

can also be arranged to empirically check the corporate finance strategies of 

different sectors individually.  
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Way Forward 

The empirical findings on capital budgeting technique exemplify that the net 

present value and internal rate of return were the techniques which have been 

used by the Pakistani firms but implication of CAPM fails in the Pakistani 

context. So, it needed to search theoretical reasoning behind this fact and conduct 

more empirical studies which come up with the answer to this question. Similarly, 

the findings of studies on non-financial sector of Pakistan resulted that Pakistani 

firms focus more on debt financing but the vast literature in financial economics 

is in the favor that companies should structure their financing needs both with 

debt and equity. More studies should be conducted to find out the reason behind 

this trend and highlight the factors which compel the firms to prefer more debt. 

The major gap regarding the dividend policy is that Pakistani firms have no 

general trend towards dividend payment, capital gain, or repurchase of stock. Its 

major area is corporate finance which should be considered by researchers.  

Detailed empirical studies should be conducted which test the hypothesis of 

payout policy in Pakistan. 

Practical Implications 

This study has following practical Implications. 

 Corporate managers can utilize the findings of study to briefly understand 

the corporate financial culture in Pakistan. 

 It presents the brief review of massive empirical studies which will enhance 

the understandings of researchers on different corporate finance practices in 

Pakistan. 

 Policy makers can use this study in their decision of policy formulation. 

Study provides a brief outlook on past corporate finance practices in 

Pakistan. 

 Corporate trends on capital budgeting, capital structure and dividend policy 

which can be generalized in other transitional economies having same 

corporate environment.   
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