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Abstract 
This study investigates empirically the effect of dividend policy and investment decision on fi-
nancing decision. To obtain the objectives, the data required, ranging from 2004 to 2013, were 
collected from the financial statements of all the banking firms listed in Karachi Stock exchange. 
Investment opportunity and actual investment were used as proxies of investment decision. Prof-
itability and firm size were used as control variables. Multiple regression models were used to es-
timate the variables of interest. It was concluded that investment opportunity had significant ef-
fect on financing decision; however, the effects had no particular pattern. Furthermore, actual in-
vestment and dividend policy had no impact on financing decision. 
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1. Introduction 
The leverage irrelevant proposition has been widely discussed in finance literature. Production decision is admi-
nistrated exclusively by an objective standard with no regard to subjective preferences of individual that go into 
their expenditure (consumption) decisions in the given complete and perfect capital market (Copeland, Weston, 
Shastri, & Education) [1], Fisher separation theorem. This contention is consistent with Williams who has ob-
served firstly the financial policy irrelevant proposition in 1938 (Chen) [2]. The study of Modigliani & Miller [3] 
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also supports the financing irrelevant proposition. Miller [4], DeAngelo & Masulis [5] have also been supported 
the financing irrelevant proposition. 

Managers are having better information than the outside investors in the real world, which is known as 
asymmetry information (Brigham et al.) [6]. Asymmetry information is a cause of conflicting investor prefe-
rences and harmony will not acquire even between the final shareholders in incomplete market (Taggart) [7]. 
Asymmetry information involves different theories which support financial decision relevance proposal, just like 
balancing theory (DeAngelo & Masulis) [8], (Gardner & Trzcinka) [9], (Bayless & Diltz) [10], agency theory 
(Jensen & Meckling) [11], pecking order theory (Myers) [12], (Myers & Majluf) [13], trade off theory (Brigham 
et al.) [14], or signaling theory (Megginson, Megginson, & Meggison) [15]. 

The mix result among the different financing decision relevancy theories is shown by the empirical evidence. 
A few studies support the balancing theory, like (Crutchley & Hansen) [16], (Kale, Noe, & Ramirez) [17], and 
(Gardner & Trzcinka) [9]. Few studies support the pecking order theory, including (Carleton & Silberman) [18], 
(Baskin) [19], (Barton, Hill, & Sundaram) [20], (Bayless & Diltz) [10], (Adedeji; Shyam-Sunder & Myers) [21] 
[22]. Other theories support mixture of both two theories, such as (Jensen, Solberg, & Zorn) [23] and (Griner & 
Gordon) [24] support pecking order theory and agency theory both.  

1.1. Balancing Theory 
Brigham et al. [25] have examined the behavior of managers on the basis of business risk. They have predicted 
that in less risky conditions firms use more debts and in high risky conditions firms use fewer debts. Thus, in 
less risky conditions, there should be a positive influence of growth on financing decision, and in high risky 
conditions, there should be a negative influence of growth on financing decision. 

1.2. Agency Theory 
Jensen and Meckling [11] state that dividend minimizes the free cash flow, it also minimizes the interest con-
flicts among the principal and agent. Kalay [26] highlights that debt financed dividend can be paid by the 
stockholders, thereby maximizing the outstanding bonds risk. Harris and Raviv [27] argue that the disciplining 
device is debt because in case of default creditors will get the option to force the companies to close the business 
and produce useful information for investors. Easterbrook [28] also argues that for the equity holders the divi-
dends are beneficial because equity holders can force the managers to get new capital. Agency theory predicts 
that there is a positive impact of dividend on financing decision. 

1.3. Pecking Order Theory 
Myers and Majluf [13] have argued that the use of internal funds is the preference of firms. If there is a need of 
external funds, managers opt debt financing instead of issuance the new equity. It is supposed that profitability is 
constant relatively; the theory indicated that there is a positive influence of investments on the financing deci-
sion. If firms violate any financing order, it will lead to high investment risk or financial difficulties. 

1.4. Problem Statement 
Analyzing the effect of banks dividend policy and investment decision as a determinant of financing decision in 
banking sector of Pakistan is the core issue to be addressed. The center of attention of the study will be whether 
the effect of dividend policy and investment decision is going to define the financing decision or not. The nature 
of present research gap is quite difficult to understand as the said topic is critically analyzed by various re-
searchers in way of how the dividend policy and investment are going to define the financing decision for a 
business. In addition to the above problem, the said effect must be analyzed by controlling the effect of firm size 
and profitability. 

1.5. Objectives of the Study 
 To investigate whether dividend policy and investment decision influence financing decision. 
 To attempt to control the effect of firm size and profitability on financing decision. 
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1.6. Organization of the Study 
The rest part of the study is organized as: Section 2 is the review of the literature of the existing relationship 
among dividend policy, investment decision and financing decision; Section 3 includes the research methodolo-
gy and development of hypothesis; Section 4 explains the empirical results and discussions; Section 5 consists 
of conclusion and directions for the future studies. 

2. Review of Literature 
Fisher separation theorem argued that managers of a company made firstly the investment decision and secondly 
they made financing decision, but both the decisions were independently. However, if it is supposed that asym-
metry information exists, the separation cannot be held for the long period of time. To make the investment de-
cision, the behavior of the managers cannot directly observed by the outside investors. Hence, they always try to 
observe the behavior of managers in other side (financing decision) to access the decision of investment. 

Investment decision cannot observe directly. Myers [29] acquaints the term investment opportunity set which 
means the extent to which the firm value depends on future optional expenditures by the firm. There are a num-
ber of proxies in finance literature and accounting to capture Myers’ view of investment opportunity set (IOS), 
just like Gaver and Gaver [30], Smith Jr. and Watts [31]. There are three kinds of these proxies classified by 
Kallapur and Trombley [32]: investment-based proxies, price-based proxies and variance measures. They have 
observed that price-based proxies are better than other two proxies of investment opportunity set to be asso-
ciated to realize growth as benchmark. On the basis of Fisher separation theorem, investment decision effects 
financing decision but it is supposed that asymmetry information exists. 

Wang, Huang, and Wang [33] have explained that as regard to the lifecycle stage of a company, there was a 
negative impact of dividend on investment. They further observed that inconsistent impact of investment deci-
sion on borrowing and borrowing on investment decision at different levels,which means the capital market was 
imperfect.  

Kaaro [34] has demonstrated that the level of risk is the element which causes the effect of investment deci-
sion on financing decision. He further explains that in low risky conditions companies use more funds for in-
vestment and use low funds in high risky conditions. Balancing theory, pecking order theory and signaling 
theory explain that dividend policy has a negative effect on financing decision. 

Abbott [35] has indicated that there is negative correlation between the dividend policy and subsequent rea-
lized growth and a negative correlation between the market debt-to-equity ratios and investment opportunity set 
movements. Whereas book debt-to-equity ratios have positive correlation with investment opportunity set 
movements. 

Galeotti and Dieci [36] have stated that a firm does not pay dividends before the completion of the time hori-
zon. They further observe that firms practicing a purely accounting system, wants to maximize their retain earn-
ings. While considering random cash flow assumption the situation differs. They also narrate in their model that 
the rate of dividend can depend on the previous decision.  

Berkovitch and Narayanan [37] have narrated that if there is no perfect competition between the financial 
markets then there is a relationship between the financing decision and the investment decision. If the economic 
conditions getting better then the percentage of equity financing will be greater with respect to the debt. If the 
past economics conditions are on average lesser, the portion of equity financing and portion of types of financ-
ing will be greater. And the industry projects having low existence rate are highly financed by equity. 

Research Gap 
On the basis of Fisher separation theorem, investment decision effects financing decision but it is supposed that 
asymmetry information exists. Kallapur and Trombley [32] have investigated actual investment or (current) rea-
lized growth and future growth both to observe the investment decisions that affect the financing decision. But 
in above studies, it is not cleared that what is the relationship among dividend policy, investment decision and 
financing decision. This study will attempt to observe the association between said variables. 

3. Research Methodology 
The data from 2004 to 2010 is used in this study. To calculate the growth of total assets and sales growth, the 
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data of period 2003 is also used. The data consists of annual financial reports of all banking firms of Pakistan 
which are listed in Karachi Stock Exchange. 

3.1. Variables Description 
Three types of variables are used in this study and discussed below. 

3.1.1. Dependent Variable 
Financing decision (financial leverage) is to be considered as dependent variable measured in terms of total debt 
to total assets ratio. It is computed as: 

FL Total Debt Total Assets=  

3.1.2 Independent Variables 
The independent variables are dividend policy and investment decision. 

1) Dividend Policy 
Dividend policy is measured by dividend yield. 
Dividend Yield (DY) 
DY is the ratio of dividend per common share to market price per common share at the end of year. The divi-

dend yield depends on the dividend policy of the firm and the market price. Dividend yield is computed as fol-
low: 

DY Dividend per share Stock price of previous year=  

2) Investment Decision 
Investment decision includes two variables which are actual investment and investment opportunity. 
Actual Investment 
Actual investment is measured as total assets growth and sales growth of banks over a period of time. The 

formula of growth is as follows. 

( )t t 1 t 1Total assets growth TA TA TA− −= −  

( )t t 1 t 1Sales growth S S S− −= −  

Investment Opportunity 
Investment opportunity is measured by two variables of earnings per share to stock price (EPSSP) and capital 

intensiveness. 
EPSSP Earnings per share Stock price=  

Capital intensiveness Total equity Sales=  

3.1.3. Control Variables 
The control variables of the study are following. 

1) Firm Size (FS) 
It is the size of bank and measured as logarithm of total assets at the end of year. Firm size may influence the 

financing decision of banks. 
2) Return on Assets (ROA) 
Return on assets is measured in terms of profit after tax to total assets ratio at the end of financial year. It 

shows the ability of banks to create profits by utilizing its assets. 
ROA Profit after tax Total Assets=  

3.2. Development of Hypothesis 
On the basis of existing literature we can develop the following hypotheses: 

H1: There is a relation between dividend policy and financing decision. 
H2: There is an association between investment opportunity and financing decision. 
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H3: There is a linkage between realized growth (actual investment) and financing decision. 

3.3. Model Specification 
In order to test the hypothesis we use multiple regression models on the sample data of firms and following 
models are developed: 

0 1 2 3 4 5it it it it it it itFL DY TAG SG EPSSP CI eβ β β β β β= + + + + + +                 (1) 

0 1 2 3 4 5 6 7it it it it it it it it itFL DY TAG SG EPSSP CI FS ROA eβ β β β β β β β= + + + + + + + +        (2) 

0 1 2 3 4 5 6it it it it it it it itFL DY TAG SG EPSSP CI FS eβ β β β β β β= + + + + + + +            (3) 

0 1 2 3 4 5 6it it it it it it it itFL DY TAG SG EPSSP CI ROA eβ β β β β β β= + + + + + + +           (4) 

4. Empirical Results 
The study has explained the outcomes of panel data regression analysis to analyze the impact of dividend policy 
and investment decision on financing decision of banking firms in this section. 

4.1. Descriptive Statistics 
The descriptive statistics outcomes of annual data from 2004 to 2013 said that the mean value of financial leve-
rage in 2004 was 0.1299 but it decreased in 2005. In 2006 and 2007 the mean value of financial leverage was 
increased. In 2008 and 2009, there was diminishing growth in financial leverage, it was slightly increased in 
2010 and 2011 (11.95 and 14.36), but in 2012 and 2013, there was dramatically diminishing growth. There is 
one possible explanation with the results. Many banking firms have been lost of their profits during the period of 
global financial crisis. Global financial crisis showed their effect in the middle of 2007-2008, stock markets had 
fallen in all over the world and larger institutions had crashed. On the other side, the global financial crisis in-
fluenced the livelihood of everyone connected in the world. In 2009 the banking firms started the recovery of 
their profits. The internal funding reduced due to the lost of profits. Pecking order theory (Myers and Majluf) 
[13] gives preference of external debt over financing new equity. 

The mean value of DY is negative in 2008 (−0.0012), 2009 (−0.0730) and 2010 (−0.0288). There is declining 
growth in the DY from the period of 2004 to 2009, and increasing growth in 2010 and 2011 but slightly decrease 
in 2012 and 2013. The results show that dividend distribution is relatively lower in uncertainty conditions (eco-
nomic crisis) and relatively higher in certainty conditions (economic normal). The fluctuation in DY is relatively 
low. 

The mean value of TAG and SG is 0.3884 and 0.4804 respectively in 2004. The mean values of TAG and SG 
are increased in 2005 and decreased in 2006 and the value of TAG and SG increased in 2007, in 2009 and 2010, 
both the variables are decreased, but increased in 2011. In 2008 and 2012, the mean value of TAG increased but 
the mean value of SG decreased. In 2013 mean values of both variables are decreased. The variation of TAG 
and SG is greater. These variables represent the realized growth. 

EPSSP’s mean value as proxy of investment opportunity is positive in 2004 through 2007, but it is negative in 
2008 through 2010. It is also positive in 2011 and 2012 and again negative in 2013.The results report that be-
cause of economic crisis, the firms suffer losses, in 2011, the firms start the recovery of the losses and increase 
the performance. Another possibility of explanation can be based on compensation theory. This theory explains 
that if there is existence of upper and lower bonus plan, the managers of firms might prefer to opt take a bad in 
period of 2008, 2009 and 2010 to get high bonus in the period of 2011, 2012 and 2013 (Healy) [38]. The mean 
value of CI, which is also a proxy of investment opportunity, is higher in 2006 (2.8661) and lower in 2013 
(1.0274). The banking firms are more capital intensive in 2004 (2.4556), 2006 (2.8661) and 2007 (2.1199), 
which means in 2004, 2006, and 2007, banking firms are more capital intensive. The variations in CI are rela-
tively low. 

The mean value of ROA is negative in the periods of 2008 through 2010. Because of global financial crisis 
many banking firms suffer loss. In the period of 2010, many banking firms start recovery, improve the perfor-
mance and increase the ROA. This means that in the period of financial crisis the performance of firms affect 
badly. The maximum mean size of banking firms is in 2013 (8.4825) and the minimum in 2006 (7.8536). There 
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is increasing growth in the size of banking firms from 2006 to 2013. The FS is slightly decreased in the period 
of 2006. 

4.2. Regression Analysis 
Table 1 shows the result of regression analysis without controlling variables of FL by using absolute dividend 
yield. Table 1 reports that the DY has significant negative impact on FL only in the period of 2011 (Coef. = 
−0.8646, t = −3.9024). So the dividend policy does not confirm the first hypothesis of the study. TAG signifi-
cantly negatively influences FL in the period of 2012 (Coef. = −0.2774, t = −5.7558) and 2013 (Coef. = 
−0.1673, t = −3.1137) at the significance level of 0.01. Table 1 represents that SG has significant positive effect 
on FL in the period of 2009 (Coef. = 0.4032, t = 3.2385) and 2013 (Coef. = 0.2159, t = 4.2681) at 0.01 level of 
significance. EPSSP as a proxy of investment opportunity significantly influences FL in the period of 2011 
(Coef. = 0.8972, t = 4.2335) at the significance level of 0.01. The positive influence is showing that there are 
more investment opportunities in 2011. Table 1 shows that only the CI consistently significantly influences FL 
in the period of 2008 through 2013. The periods of 2008 to 2013 represent normal (less uncertainty) condition in 
the economy. 

Table 2 reports the regression analysis results with two controlling variables (FS and ROA) of FL by using 
absolute dividend yield. After controlling the effect of controlling variables of the study, the impact of DY be-
comes significant in the period of 2007 (Coef. = −0.7607, t = −2.1886), 2008 (Coef. = 0.3698, t = 2.4119), 2011 
(Coef. = −0.5595, t = −2.3513) and 2012 (Coef. = −0.3087, t = −2.4185) at the significance level of 0.05. Re-
sults indicate that dividend policy, after controlling the effect of controlling variables, inconsistently influences 
FL. TAG is found to be significant in the period of 2012 (Coef. = −0.1691, t = −2.1193) and 2013 (Coef. = 
−0.1567, t = −2.6519). EPSSP as a proxy of investment opportunity is significant positive in 2011 and 2012 only. 
These periods represent economic normal indicating that there are more investment opportunities. CI becomes 
significant positive in all the years except 2005 after controlling the impact of controlling variables at the level  
 

Table 1. Regression analysis of total debt to total assets using absolute dividend yield (t-value in parenthesis) (Equation: (1)).                    

Variable 

Panel A 

Regression analysis without controlling variables 

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 

Constant 0.1102 0.1865 0.1695* 0.1108 −0.0193 −0.0645*** −0.0227 −0.0160 0.0044* 0.0000 

 (0.7711) (0.9601) (1.7592) (1.0032) (−1.1276) (−3.4305) (−0.7623) (−0.6346) (1.7365) (0.0062) 

DY 0.0670 −0.2015 −0.3275 −0.1519 0.1661 −0.3063 −0.3433 −0.8646*** −0.0836 0.0136 

 (0.0672) (−0.5934) (−0.8119) (−0.1027) (0.7197) (−1.510) (−0.9246) (−3.9024) (−0.6451) (0.0812) 

TAG 0.0145 −0.2173 0.2501 −0.2805 0.0037 −0.4305*** −0.1157 0.0187 −0.2774*** −0.1673*** 

 (0.0289) (−0.7056) (0.7507) (−0.6737) (0.0443) (−2.9580) (−0.7421) (0.2226) (−5.7558) (−3.1137) 

SG −0.0394 0.0831 −0.1259 0.2447 −0.1064 0.4032*** −0.0854 0.0577 −0.0044 0.2159*** 

 (−0.0801) (0.2423) (−0.3936) (0.5933) (−1.0100) (3.2385) (−0.5249) (0.8408) (−0.1199) (4.2681) 

EPSSP −0.1587 −0.1588 0.1823 0.1347 −0.2218 0.0711 0.1635 0.8972*** 0.0947 −0.0094 

 (−0.1590) (−0.4707) (0.4854) (0.0905) (−0.9763) (0.3473) (0.4448) (4.2335) (0.7399) (−0.0547) 

CI 0.1417 −0.1581 0.2548 0.2941 0.9874*** 1.1007*** 0.8897*** 0.8657*** 1.1398*** 1.0209*** 

 (0.3679) (−0.4380) (0.7188) (0.6431) (10.6514) (11.7316) (10.7504) (13.7739) (34.4702) (32.3259) 

R2 0.0350 0.0730 0.2479 0.0925 0.8874 0.9359 0.9081 0.9746 0.9919 0.9859 

Adjusted R2 −0.5011 −0.3133 0.0129 −0.1910 0.8542 0.9170 0.8811 0.9671 0.9896 0.9818 

F 0.0654 0.1889 1.0548 0.3263 26.7818*** 49.6074*** 33.6097*** 130.5283*** 418.4328*** 237.7983*** 

Note: *Significant at 0.1; **Significant at 0.05; ***Significant at 0.01. Notes: DY is dividend yield; TAG is total assets growth; SG is sales growth; EPSSP is 
earning per share to stock price; CI is capital intensiveness 
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Table 2. Regression analysis of total debt to total assets using absolute dividend yield (t-value in parenthesis) (Equation: (2)).                   

Variable 

Panel B 

Regression analysis two all controlling variables 

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 

Constant −0.1338 0.0387 0.3505 0.8270*** −0.0458 −0.6185** −0.7674*** −0.2767 0.1035*** −0.0231 

 (−0.6593) (0.0753) (1.0692) (3.0937) (−0.3384) (−2.2248) (−4.3901) (−1.4074) (3.0388) (−0.4142) 

DY 0.0310 0.0083 −0.1822 −0.7607** 0.3698** −0.3731 −0.0722 −0.5595** −0.3087** 0.1149 

 (0.3005) (0.0963) (−1.1812) (−2.1886) (2.4119) (−0.8267) (−0.2845) (−2.3513) (−2.4185) (0.4448) 

TAG −0.0712 0.0116 0.0642 −0.0757 0.0061 −0.1783 −0.0115 0.0137 −0.1691** −0.1567** 

 (−1.4404) (0.0795) (0.6629) (−0.7166) (0.1194) (−0.8443) (−0.1260) (0.1992) (−2.1193) (−2.6519) 

SG 0.0346 −0.0309 0.0039 −0.1466 0.0518 0.2551 0.0879 0.1241* −0.0450 0.1480 

 (0.6300) (−0.2968) (0.0381) (−1.3997) (0.7233) (1.5422) (0.9196) (1.8996) (−1.2918) (1.6448) 

EPSSP −0.6300 0.0595 −0.0994 −0.0638 0.1006 0.3547 0.3230 0.6232*** 0.3589** −0.0631 

 (−0.3289) (0.7296) (−0.7570) (−0.1728) (0.3950) (0.4969) (1.1973) (3.0426) (2.6943) (−0.2645) 

CI 0.2990*** 0.2211 0.4371*** 0.4627*** 0.7709*** 1.0561*** 0.7410*** 0.8055*** 1.0993*** 1.0538*** 

 (6.9591) (1.2747) (3.3193) (3.9691) (9.5417) (9.7669) (13.2327) (12.5762) (30.5890) (22.9165) 

FS 0.0909 −0.0056 −0.1062 −0.2322** 0.0202 0.2270* 0.2326*** 0.0735 −0.0997*** 0.0295 

 (0.9094) (−0.0220) (−0.7216) (−2.5203) (0.2630) (1.8230) (4.0248) (1.4111) (−2.8769) (0.4255) 

ROA 1.0557*** 1.1238*** 0.9469*** 0.9606*** −0.5862 −0.3020 −0.6737*** −0.2863*** 0.0602 −0.1033 

 (18.0157) (7.0826) (9.6106) (11.5889) (−0.5861) (−0.9045) (−5.6981) (−3.0790) (0.8759) (−1.1065) 

R2 0.9970 0.9677 0.9561 0.9636 0.9712 0.9538 0.9799 0.9880 0.9959 0.9880 

Adjusted R2 0.9916 0.9314 0.9232 0.9362 0.9513 0.9218 0.9660 0.9796 0.9930 0.9797 

F 185.3767*** 26.6546*** 29.0488*** 35.2652*** 48.7496*** 29.8049*** 70.5420*** 118.5317*** 349.7507*** 118.9112*** 

Note: *Significant at 0.1; **Significant at 0.05: ***Significant at 0.01. Notes: DY is dividend yield; TAG is total assets growth; SG is sales growth; EPSSP is 
earning per share to stock price; CI is capital intensiveness; FS is firm size; ROA is return on assets. 

 
of 0.01. Results show that in less uncertainty conditions the banking firms are more capital intensive as the values 
of t statistics are higher in the period of economic normal. The FS has inconsistent impact on FL. FS is mostly 
significant in economic normal but insignificant in economic crisis. ROA has significant impact on FL in the pe-
riod of 2004 through 2007, 2010 and 2011. The variation in coefficient of determination (R2) is relatively low. 

In order to test the analysis of sensitivity of the impact of each controlling variable on the models using divi-
dend yield variable of dividend policy, in each model (equation), each controlling variable is included. 

Table 3 interprets the results of regression analysis with FS controlling variable by using dividend yield. This 
table reports the sensitivity effect of FS controlling variable. The dividend yield is only significant in the period 
of 2011 (Coef. = −0.8804, t = −3.9838) and 2012 (Coef. = −0.2604, t = −2.2341) at the significance level of 0.01 
and 0.05 respectively. The results are different with the Panel A on Table 1. It suggests that absolute dividend 
yield is sensitive to FS. Other outcomes are relatively same with Table 1 and Table 2. The variation in the coef-
ficient of determination (R2) is relatively high. In high uncertainty conditions the R2 value is low but high in less 
uncertainty conditions. 

Table 4 reports the results of regression analysis with ROA controlling variable by using absolute dividend 
yield. This table shows the sensitivity effect of ROA controlling variable. The DY is significant in 2006 (Coef. = 
−0.3774, t = −3.5505), 2008 (Coef. = 0.3906, t = 3.0969) 2011 (Coef. = −0.5141, t = −1.9844) at the signific-
ance level of 0.01, 0.01 and 0.1 respectively. The results are relatively different with Panel A on Table 1. It 
shows that the absolute DY is also sensitive to ROA. TAG has significant negative impact on FL in 2009, 2012  
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Table 3. Regression analysis of total debt to total assets using absolute dividend yield (t-value in Parenthesis) (Equation: (3)).                      

Variable 

Panel A 

Regression analysis with FS controlling variable 

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 

Constant 2.8803*** 2.8536*** 2.2135*** 2.6853*** −0.1257 −0.6211** −0.5982** −0.2527 0.0874*** 0.0215 

 (4.4427) (4.3634) (3.3622) (3.8534) (−0.5554) (−2.4530) (−2.1933) (−1.1434) (3.4448) (0.5858) 

DY 0.6957 0.1691 0.1630 −0.4753 0.1144 −0.0481 −0.2716 −0.8804*** −0.2604** 0.0612 

 (1.1638) (0.7091) (0.4526) (−0.4300) (0.4389) (−0.2214) (−0.7994) (−3.9838) (−2.2341) (0.3240) 

TAG −0.5444 0.2149 0.0638 −0.0187 0.0170 −0.1490 −0.1879 0.0271 −0.2303*** −0.1704*** 

 (−1.7064) (0.9510) (0.2325) (−0.0587) (0.1875) (−0.8126) (−1.2869) (0.3235) (−5.6124) (−3.0955) 

SG −0.1566 −0.2275 0.0367 −0.1139 −0.1008 0.2428* 0.0532 0.1032 −0.0234 0.2275*** 

 (−0.5454) (−0.9654) (0.1399) (−0.3540) (−0.9290) (1.8128) (0.3281) (1.2858) (−0.7775) (4.1204) 

EPSSP −0.5405 0.0171 0.2619 0.7386 −0.1887 −0.2185 0.0606 0.8900*** 0.2943** −0.0462 

 (−0.9197) (0.0765) (0.8645) (0.6598) (−0.7768) (−0.9636) (0.1791) (4.2171) (2.4783) (−0.2495) 

CI 0.0550 −0.4590* −0.0846 −0.0030 1.0174*** 1.0229*** 0.9267*** 0.9032*** 1.1062*** 1.0139*** 

 (0.2445) (−1.8655) (−0.2774) (−0.0085) (8.8986) (11.1436) (11.9788) (12.6200) (39.1196) (29.5422) 

FS −1.1516*** −1.1085*** −0.9090*** −0.8748*** 0.0592 0.2390** 0.1787** 0.0593 −0.0781*** −0.0232 

 (−4.3083) (−4.1568) (−3.1263) (−3.7204) (0.4715) (2.2029) (2.1206) (1.0781) (−3.2792) (−0.5882) 

R2 0.7094 0.6394 0.5446 0.5281 0.8889 0.9508 0.9283 0.9763 0.9952 0.9862 

Adjusted R2 0.4914 0.4427 0.3625 0.3393 0.8472 0.9323 0.9014 0.9675 0.9934 0.9810 

F 3.2543* 3.2508* 2.9900 2.7972 21.3343*** 51.5183*** 34.5195*** 110.0062*** 550.5495*** 190.6002*** 

Note: *Significant at 0.1; **Significant at 0.05; ***Significant at 0.01. Notes: DY is dividend yield; TAG is total assets growth; SG is sales growth; EPSSP is 
earning per share to stock price; CI is capital intensiveness; FS is firm size. 

 
and 2013 at the significance level of 0.01. EPSSP as investment opportunity proxy is negatively significant in 
2006 (Coef. = −0.2393, t = −2.3503) at the significance level of 0.05 and positively significant in 2011 (Coef. = 
0.6453, t = 2.8630) at the significance level of 0.01. The impact of ROA is significant in the period of 2004 
through 2008 at the level of 0.1 and in 2010 and 2011 at the level of 0.05. There is direct relationship between 
FL and CI as the CI is significant in the whole periods at the significance level of 0.01. 

4.3. Combined Analysis from 2004-2013 
The table mentioned below explains the regression outcomes for the selected set of variables in order to define 
the Financial Leverage of all banking firms of Pakistan listed in Karachi Stock Exchange from the period of 
2004 to 2013. 

Regression Analysis 
In order to move for further analysis, the study has considered the major assumptions which are very important 
in panel data analysis. Table 5 highlights the regression results with two controlling variables. 

Table 5 narrates in regression model capital intensiveness (CI) has significant positive relationship with fi-
nancing decision determined by FL (Coef. = 0.3217, t = 5.1243) at the significance level of 0.01, showing that 
the banking firms are more capital intensive. There is a negative interaction between the EPSSP (Coef. = 
−0.1617, t = −1.9765,) and FL at 0.10 level of significance. The negative value of EPSSP indicates investment 
risk. The effect of firm size (FS) on financial leverage (FL) is significant negative (Coef. = −0.2118, t = −2.8977) 
at the significance level of 0.01. Moreover, a direct correlation between the FL and the profitability of firm 
measured by ROA (Coef. = 0.4734, t = 7.4221) is found at 0.01 level of significance. As for TAG and SG con-
cern, both these variables have negative but insignificant effect on the FL of banking firms as showing (Coef. =  



S. H. Tahir et al. 
 

 
319 

Table 4. Regression analysis of total debt to total assets using absolute dividend yield (t-value in Parenthesis) (Equation: (4)).                       

Variable 

Panel B 

Regression analysis with ROA controlling variable 

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 

Constant −0.0431 −0.1836** 0.1357*** 0.0257 0.0006 −0.0619*** −0.0021 0.0005 0.0058** −0.0018 

 (−1.6742) (−2.3168) (5.3576) (0.6601) (0.0582) (−3.1095) (−0.0750) (0.0210) (2.1249) (−0.4624) 

DY −0.0586 −0.0544 −0.3774*** −0.5961 0.3906*** −0.4131 −0.2905 −0.5141* −0.0941 0.1825 

 (−0.3467) (−0.4502) (−3.5505) (−1.1633) (3.0969) (−1.4069) (−0.8720) (−1.9844) (−0.7373) (0.8638) 

TAG −0.0469 0.0395 0.1259 −0.0039 0.0006 −0.4630*** 0.0202 −0.0050 −0.3413*** −0.1604*** 

 (−0.5525) (0.3526) (1.5260) (−0.0268) (0.0124) (−2.8639) (0.1333) (−0.0648) (−4.9563) (−3.0233) 

SG 0.0833 0.0988 −0.0479 −0.0899 0.0374 0.4237*** −0.1131 0.0567 0.0031 0.1678** 

 (0.9967) (0.8176) (−0.6131) (−0.6174) (0.6286) (3.1760) (−0.7736) (0.9111) (0.0833) (2.6881) 

EPSSP −0.0083 −0.0430 −0.2393** 0.0308 0.0129 0.2773 0.4491 0.6453*** 0.1358 −0.1148 

 (−0.0490) (−0.3596) (−2.3503) (0.0598) (0.1031) (0.6124) (1.2758) (2.8630) (1.0466) (−0.6130) 

CI 0.4136*** 0.5206*** 0.5292*** 0.6012*** 0.7507*** 1.1085*** 0.7608*** 0.7951*** 1.1539*** 1.0392*** 

 (6.1628) (3.5455) (5.6119) (3.7479) (12.4659) (11.4150) (8.1698) (12.0700) (33.6311) (30.3811) 

ROA 1.0158*** 1.0745*** 0.9391*** 1.1000*** −0.5674*** −0.1257 −0.4002** −0.1941** −0.0694 −0.0976 

 (17.4666) (9.2542) (14.2698) (10.9159) (−6.7221) (−0.5136) (−2.2838) (−2.1479) (−1.2761) (−1.2721) 

R2 0.9753 0.8945 0.9399 0.8985 0.9705 0.9369 0.9307 0.9803 0.9927 0.9872 

Adjusted R2 0.9569 0.8369 0.9199 0.8580 0.9595 0.9132 0.9047 0.9729 0.9899 0.9824 

F 52.7418*** 15.5415*** 46.9551*** 22.1399*** 87.8595*** 39.5932*** 35.8237*** 132.6655*** 361.8560*** 205.6436*** 

Note: *Significant at 0.1; **Significant at 0.05; ***Significant at 0.01. Notes: DY is dividend yield; TAG is total assets growth; SG is sales growth; EPSSP is 
earning per share to stock price; CI is capital intensiveness; ROA is return on assets. 

 
Table 5. Regression results (Equation: (2)).                                                                                     

Dependent Variable: Financial Leverage (FL) 

Variables Coefficient t-statistics p-value 

(Constant) 
DY 

TAG 
SG 

EPSSP 
CI 
FS 

ROA 
R2 

Adjusted R2 

F-statistics 

0.575299 
−0.051996 
−0.015036 
−0.027459 
−0.161715 
0.321783 

−0.211868 
0.473427 
0.408636 
0.384444 

16.89123*** 

3.768812 
−0.640198 
−0.280124 
−0.473767 
−1.976521 
5.124365 

−2.897760 
7.422158 

 
 
 

0.000211*** 
0.522710 
0.779646 
0.636136 
0.049345* 

0.000001*** 
0.004138*** 
0.000000*** 

 
 
 

Note: *Sig. at 0.10; **Sig. at 0.05; ***Sig. at 0.01. 
 

−0.0150, t = −0.2801) and (Coef. = −0.0274, t = −0.4737) respectively. The dividend yield (DY) has no impact 
on firm’s financing decision (financial leverage). 

4.4. Discussion 
There is a negative effect of total assets growth on banks financing decision in economic normal (2012, 2013), 
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and there is no effect of total assets growth in the period of 2004 to 2011, it can be concluded that there is no 
impact of total assets growth on financing decision in high uncertainty conditions. The result does not confirm 
the balancing theory. Other proxy of actual investment, sales growth has inconsistent effect on financing deci-
sion. In general, the impact of realized growth on financing decision is less consistent. While in 2009 and 2013, 
sales growth has statistically significant positive effect on financing decision.  

Earnings per share to stock price positively influences financing decision in the less uncertainty conditions 
(2011) and negatively influences financing decision in high uncertainty conditions (2009, 2010). The results 
suggest that in less risky conditions, banking firms use higher debt to finance their growth of future. In high 
risky conditions, banking firms use lesser debt to finance their growth of future. The outcomes are the same as 
the balancing theory. The impact of earning per share to stock price is sensitive to the controlling variables. 
Another proxy of investment opportunity, capital intensiveness (total equity to sales) positively influences fi-
nancing decision in less risky conditions.  

The effect of dividend policy on financing decision is insignificant and inconsistent. The sign of coefficient 
parameter is also not consistent. However, the negative sign of coefficient is not consistent with the prediction of 
the agency theory. This study tries to describe an empirical evidence outcome on the basis of capital structure 
theories combination. The assumption of pecking order theory is “dividend is sticky”. Any change in the divi-
dend indicates a firm’s managers try to convey specific information. Thus, on the basis of this theory, signaling 
theory indicates that growing (increasing) dividend is good signal (Miller and Rock) [39] and decreasing divi-
dend is bad news. 

The negative impact of dividend on the banks financing decision suggests that banking firms reduce debt fi-
nancing and payment of dividend. When a firm forecasts that there are high risky conditions in the near future, 
firms decrease the debt financing (balancing theory). Thus, on the basis of three theories combination, it can be 
concluded that in 2004, firm’s managers have forecasted that firm’s prospect in the following next years 
(2005-2009) is bad. Hence, managers of the firms decrease the payment of dividend to convey a bad signal of 
information to the investors, and to reduce the risk of bankruptcy in the near future high risky conditions, they 
reduce the debt financing. 

While considering the regression results of whole period from 2004 through 2013. From the Table 5, it can be 
seen that there is an inverse association between actual investment measured in terms of earning per share to 
stock price (EPSSP) and financing decision. The outcomes are consistent with Fisher separation theorem and 
Berkovitch and Narayanan [37]. But the outcomes are not consistent with Myers and Majluf [13] and Galeotti 
and Dieci [36]. The results are also inconsistent with Smirlock and Marshall [40]. Other investment opportunity, 
capital intensiveness measured in terms of total equity to sales has direct interaction with financing decision. 
The results are consistent with Myers and Majluf [13] and Galeotti and Dieci [36]. Dividend policy has no im-
pact on financing decision. The outcomes of dividend policy are different with agency theory which predicts that 
there is a positive impact of dividend policy on financing decision. Moreover, controlling variable firm size has 
significant negative linkage with financing decision and return on assets has positive relationship with financing 
decision. 

5. Conclusions 
This study investigates empirically the effect of dividend policy and investment decision on financing decision. 
To obtain the objectives, the data required, ranging from 2004 to 2013, is collected from the financial statements 
of all the banking firms listed in Karachi Stock exchange. Two proxies, which are used in this research to 
represent investment decision, are investment opportunity and actual investment. The effects of profitability and 
size effect are controlled in this research. Regression analysis is used in this research to estimate the coefficients 
of interest.  

Findings of research do not support the balancing theory which suggests that there should be a positive effect 
of growth in less risky conditions and negative effect in high risky conditions on financing decision. But there is 
a negative effect of total assets growth on banks financing decision in economic normal (less uncertainty condi-
tions) and no impact of total assets growth on financing decision is found in high uncertainty conditions. The 
impact of investment decision on firms financing decision depends on the risk level. The empirical evidence 
shows that firms use more debt in less risky conditions to finance their investment and use less debt in high risky 
conditions to finance their investment. The present research shows that investment opportunity (future growth) 
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influences financing decision more powerfully than actual investment (realized growth).  
Research results also show that no single theory is there that can explain the impact of dividend policy on 

firms financing decision. This study argues that by the combination of three theories: balancing theory, pecking 
order theory and signaling theory the impact of dividend policy on financing decision can be explained. But the 
effect of dividend policy on financing decision is insignificant and inconsistent, which is not consistent with the 
prediction of the theories. 

While considering the regression results of the whole period from 2004 to 2013, research findings show that 
there is an inverse association between actual investment (EPSSP) and financing decision. Other investment 
opportunity, capital intensiveness has direct interaction with financing decision. The association between size 
and financing decision is negative and between return on assets and financing decision is positive.  

5.1. Policy Implications  
The findings of this empirical study are beneficial for bankers and academic researchers. Results are also bene-
ficial for internal and external investors while taking decision of investment in respective capital market. The 
research might be helpful for the mangers of commercial banks in order to concentrate on the factors which ac-
tually determine the financing policy of banks; it will make them able to take more strategic approach to add 
value in the organization.   

5.2. Limitations and Future Directions 
1) This paper only focuses on the dividend policy and investment decision as determinants of financing deci-

sion. Further studies can examine the interdependency among the financial policies. By developing the simulta-
neous equation model, further studies can develop the model. 

2) This study uses only year-by-year data. Hence the future researcher can use the average values of data in 
order to avoid the discretionary accrual effect, which can be made by the firm’s managers. 

3) The present research does not use the risk variable, such as beta, variance or standard deviation of return, 
or any other method in order to measure the risk explicitly. Further studies can include this variable as control-
ling variable. 
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