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Abstract: since the development of the Pakistan stock market on 10 March 1949, corporations have been able to substitute equity for debt more freely. 
This research was conducted to know the effect of the debt and equity mix, as measured by financial choices, on a firm’s financial performance. It 
focuses on profitability, specifically in the Pakistan capital market. This study was developed to extend understandings in the literature that how financial 
choices operate in a stressed based financial system, and how it may affect financial performance. This research examined 15 publicly trading banks 
listed in the Pakistan stock market between 2015 and 2020. This study is centered on the data about firm financial choices that have been composed of 
the banking sector. We involved all firms of the banking sector, predominantly 15 banks listed at Pakistan stock exchange (PSX), in our analysis for the 
period of five years (2015-2020). This research explores that the Pakistani banks do have the possibility for the increment of their profitability while 
managing their behaviors about debt and equity. 
 
Index Terms: Financing Awareness, Banking Sector, Firm Profitability, Pakistan  

——————————      —————————— 

 

1 INTRODUCTION                                                                     

his study in the developing countries regarding the firm’s data 
to the operation of the financial market in their choices by 
using the dynamic penal methodology. It is evident from the 
result that equity financing over debt financing favors the 
development of the equity market of a firm.  We understood 
from the result that the firm’s equity financing is favored over 
the debt financing by the equity market development. While on 
the other hand the debt financing is favored over equity 
financing by the banks. As a result, the equity market showed 
stronger influence in the short run than over the long run. The 
logical report shows that both equity and debt develop 
together. And the debt-equity ratio will cover a stable value 
while it is rising in the long run. Financial awareness includes 
the use of new facts and publication technologies. There is 
large evidence that shows the public has not taken full benefit 
of the financial services presently on offer. Moreover, 
consumer wellbeing of those who took benefit of those 
services is cooperated due to dearth of awareness of how 
financial services activate, lack of thoughtful of financial facts, 
non-disclosure of financial services benefactors, and in some 
cases, disagreeable practices by market players.  
 
 
 
 
 
 
 
 

 

Lack of awareness of financial services and how they work 
delays diffusion of those services to a large sector of the 
population thereby decelerating down economic activities 
future to pay to poverty decrease. The condition worsens as 
individuals feel uncovered to workers of financial services due 
to a lack of awareness of their rights and options. Financial 
awareness is increasingly becoming significant, not only for 
stockholders but consumers as well. It offers the public the 
skills, knowledge, and self-confidence to accomplish their 
financial resources efficiently. It advances the beliefs of loan 
repayment and pays to the financial constancy of the system 
since the community is aware of the importance of loan 
repayment and the significances of default. Developing 
educational and preventive attitudes will help the public to 
make actual financial choices. Financial awareness is a 
gradually important part of the financial attachment program 
that has in recent years expanded interest, predominantly as a 
means of social comprehensiveness.         
 
Rationale of the study  
Marco P. (1993), discussed that the cost of capital, as well as 
the value of a firm, depends upon its debt-equity mix. 
Therefore, firm financing choices are critical. Anyway, 
significant differences are still there between both the 
developed economies and the developing countries. For 
example, Atkin and Glen (1992) noticed that internally 
generated funds controlled the firms in G7 countries and 
externally generated funds equity, bank loans, etc., are more 
vital for firms in developing countries. While Boyed (1996) 
discussed that in the developing countries the importance of 
external finance was increased and achieved maximum capital 
structure for a firm. It showed additional complications due to 
inefficiencies of the market and institutional constraints, for 
example, the banks are unable to firms. Especially where the 
private sector is crowded by the government credit demand or 
where the environment for long terms loan is very risky in 
macroeconomics and the financial liberalization has widened 
the range of financial instrument available to firms in the 
developing countries, taking benefit of this wider rang imposes 
new difficult challenges, Titman, (2001).   
 

T 

———————————————— 
 Abdul Rauf Kashif is working as Assistant Professor in Institute of 

Southern Punjab Multan, Pakistan, Paksitan, kashifrauf365@gmail.com 

 Shumaila bibi is working as Lecturer in Business Administration 
Department in IIU, Pakistan. shumaila.bibi@iiu.edu.pk 

 Muhammad Imran Farooq is working as Lecturer in in Institute of 
Southern Punjab Multan, Pakistan, imran_197@yahoo.com 

 Anum shafiq is working as Lecturer  in PAIMS-UUAR, Rawalpindi, 
Pakistan,  

 Zaib un Nissa is a student at AIOU 

mailto:shumaila.bibi@iiu.edu.pk


INTERNATIONAL JOURNAL OF SCIENTIFIC & TECHNOLOGY RESEARCH VO`LUME 10, ISSUE 03, MARCH 2021  ISSN 2277-8616 

190 
IJSTR©2021 
www.ijstr.org 

Problem identification 
To overcome the problems, it’s highly important to identify and 
perform the needful. Since 2003 when the stock market of 
Pakistan was introduced, financial problems were rose in the 
economy. New banks have entered the economy. Financial 
market sources for loans and debt were increased. 
Corporations had a free hand for substitution of equity and 
debt and got more facilities for borrowing funds. But in 2006 
loans and funds experienced their crises and the stock market 
collapsed and lost approximately more than 65% of its values 
as well as lost its confidence as the source of funding. Much 
debate had been done in this regard to stable a firm’s 
performance and reduce the risk which is in association with 
the source of the funds. It’s vital to know the problems and to 
examine these points for the improvement of firm financial 
performance as a unit and as a whole, the economy, that how 
the country's economic environment under these financial 
crises influence the capital structure and financial performance 
of Pakistan. 
 
Problem statement 
To examine the impact of awareness of the financing choices 
in terms of debt to equity ratio and debt to assets ratio on a 
firm’s profitability belongs to the banking sector of Pakistan. 
 
1.5 Research Question 
This empirical study answers the following questions: 
1. Does the debt to equity ratio has a significant impact on 
profitability? 
2. What is the role of the debt to asset ratio on the profitability 
of the firm? 
These questions have become very significant regarding the 
fast growth of the stock market during the past twenty years 
particularly in the 1990s in the developing world. However, this 
growth slightly decreased in the current years. Now the stock 
markets of developing countries do have a central role than 
they did a decade earlier.  
Significance and scope 
Pakistan is an emerging market. It is getting the attraction of 
investors as well as the researchers. This market can grow 
economically rapidly. Which is expected to be higher than the 
developed economies. However, much research has been 
done on the direct relationship between the leverage level and 
the performance. The emerging markets, especially in south 
Asian countries still need more research. Firms in Pakistan are 
under high stress due to the increasingly high devaluation of 
the currency as well as the load-shedding of both electricity 
and natural gas. In this phenomenon, the economic growth is 
not that high as it ought to be. However, the capacity is still 
there, the manpower, the best organizational capabilities, and 
the skilled and highly qualified workforce as well as the tax 
relaxation. These facts motivating researchers to take into 
their account to study the government and private sector on 
the firm’s capital structure choices and its subsequent effects 
on their financial performance by using financial statement 
about the capital structure for publicity of the firms listed on the 
stock exchanges of Pakistan. Keeping all of the above facts 
and points in one’s mind just has to say that it has a highly 
significant and wider scope for research scholars for the future 
studies and research on the economy of Pakistan. 
 
Objective of the Study 
The requirements to study the financial choices of a firm are to 

investigate the effects of the debt and equity upon the 
performance of a firm and as a result to know the profitability it 
achieved, specifically in the Pakistan stock market. This 
debate extends in the literature to pinpoint the financial 
choices operation and highlight the impact it received from 
debt and equity in the stressed economic capital market and 
financial system of Pakistan. The importance of the study 
derives from the importance of the current environment of 
Pakistan’s economy, and capital market, and as a result the 
development of Pakistan’s banking system. Moreover, the 
importance also arose from considering the important 
elements of the economy, the debt and equity, and the effects 
they do upon the profitability of a firm in Pakistan’s unique 
economic environment, which can be used as a base for 
future studies and their relationship with other financial 
choices and the firm’s performance.                                           

 
2. LITERATURE REVIEW AND CONCEPTUAL 

FRAMEWORK 
According to the irrelevance theory Modiglani (1958), the cost 
of capital, corporation finance, and the theory of investment, 
the environment for a firm is different i.e. firm-specific factors, 
firm ownership factors, and country’s specific factors. 
Therefore, the environment is not possible to be generalizing 
for all. This theory was a preventive assumption and was 
under constant attention from other researchers. The 
developed countries formally started their research on the 
financing pattern, Baxter   (1967).  On the other hand, the way 
of corporate financing and the bankruptcy cost are not 
ignorable, Myers (1984). The capital structure is a tradeoff 
between the two corporate tax benefits and the bankruptcy 
cost. This was known as the trade-off theory. Baxter (1967) 
suggests that companies equate the benefit of additional debt 
against the bankruptcy cost and follow the level which is called 
the optimum level. It is also reasoned that firms for their need 
in financing follow the Pecking order theory. Grossman (1980) 
explains that the ownership structure has an impact on 
corporate financing as well. Joshua (2007) says that the firm’s 
financial decisions have very important effects on its 
performance. He considered the agency issues are the 
reasons for raising the level of debt resulting in poor 
performance. James Headlock(2002) described that the 
number of studies highlighted that firms use leverage for the 
improvement of their financial performance.       
 
Financial Choices 
 
Debt ratio 
The basic objective of modern researches for more than 50 
years is the debt performance in a firm as described by Rao, 
(2007). But this character is still a doubtful subject for many 
researchers (Berger, 2006; Paulo, 2015; Mazan, 2012; Baum, 
Schafer, and Talavera, 2007).          Explained as the one 
which decreases the cost of capital for a company, on the 
other hand, increases the value of a company. The optimal 
debt ratio increases the profitability of a company. Debt ratio is 
measurable in different ways total debt ratio or debt ratio in the 
short-medium and long term Weill, (2008). However, we 
explain the total debt ratio by dividing the sum of short and 
long terms debt by the total assets. 
 
Debt/Equity 
The international finance corporation and world scope 
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provided the corporate finance database containing both long 
and short terms debt/equity ratio of all countries for specific 
firms. This contains financial data of large firms trading on the 
stock exchange of these countries. Even though this data is 
accessible on the industrial stage, but an adjacent study 
enlightens us the impossibility to conduct a study at the 
industrial level. Because of the dissimilarity of the data of the 
firms in a given industry, from firm to firm and country to 
country, Psillaki Margaritis and Maria (2010). Therefore, to 
avoid these differences aggregate data for all firms, in an 
agreed country for a specific period is taken. Because the 
database also gives the data on both long and short terms 
debt-equity ratio in place of merging them to yield a composite 
debt-equity ratio. It is separately introduced which permits us 
to test if firms discriminate between banks and the stock 

market to financing short term as compared to long term 
needs, Baum, Schafer, and Talavera (2007).   
 
Profitability 
The word profitability originates from Latin meaning to make 
progress. It is defined by Huizinga (1998), ―Profit generally is 
the gain in business activity for the benefit of the owners of the 
business‖. It is also described in the business dictionary as 
―The ability of a firm to generate net income consistently which 
is calculated by price to earnings ratio‖. This is a list of income 
and expenses for the business for a limited time. It is 
calculated with an income statement and balance sheet etc. 
This depends upon external and internal factors while a firm 
can control the internal factors for example number of 
employees and investment etc. While on the other hand 
external factors are not controllable and the firm’s structure, for 
example, market shares competition, inflation, etc., is 
described by Masood, (2015). Macro-economic environmental 
factors get change very quickly and affect the profitability of a 
firm ever negatively or positively describe by Huizinga, (1998). 
Weill explains (2007) that macro-economic factors play 
important role in the profitability of a firm. Which examines the 
impact of environmental aspects in the banking sector 
situation of the applicable country Tong, (2005) describes a 
correlation between leverage and profitability when the debt 
increase if profitability increase. Therefore, a capital structure 
is established by trading off the cost and the benefit of debt 
financing such as tax saving Wessels, (1988). Perlman (1977) 
explains that a high firm’s profitability and high market 
attention concurrently occurs and is the result of the 
differences and productivity level. The determination of 
profitability was used for operating earnings which was before 
interest payment and income taxes. But according to Shah 
Hejaz, (2004), and Tariq (2006) explain that Firms are 
predisposed to have lower leverage to get higher profitability. 
G.Rajan and Zingales, ( 1995), and Booth et al (2000) and 
Jammed (2003), and frank and Goyal (2005) Peterson (1994) 
found a positive relationship between profitability and debt 
ratio anyway. Modigliani (1958), writes that following a perfect 
capital market condition, the value of a firm is depending upon 
its operating profitability rather than its capital structure or the 
high-level debt. The firm also has to take personal action like 
reformation assets and decreasing the employees when its 

performance deteriorates.  Nimalatasan and Valerio (2010) 
pointed out the impact of capital structure on profitability. The 
deep investigation of listed firms pointed out that the debt-
equity ratio is strong and positively connected to all profitability 
ratios either gross profit, operating profit, or net profit ratio. 
And Zou (2006) from the study of some Chinese firms 
modified that leverage reached a diverse conclusion which is 
due to the use of debt lead to negative leverage. Tang (2003) 
concluded that the firm’s profitability is positively associated 
with real GDP growth, inflation, and interest rate and 
consideration the factors of macro-economic. 
Conceptual framework 
 
Hypothesis 
H1:  Debt to equity ratio have a significant impact on the 
profitability of the Pakistani banking sector. 
H2: Debt to assets ratio has a significant impact on the 
profitability of the Pakistani banking sector.  

 
3. RESEARCH METHODOLOGY 
This segment considers the firms and variables comprised in 
the study. The dissemination patterns of data and functional 
statistical techniques examined the association between a 
firm’s financial choices and profitability.  
 
Data Set & Sample  
The study is centered on data about firm financial choices 
have composed from the banking sector. This study provides 
beneficial evidence on significant financial records of the 
financial statements of all listed firms of KSE. We involved all 
firms of the banking sector, predominantly 15 banks listed at 
the Karachi stock exchange in our analysis for the period of 
five years (2015-2020).  
 
Sample Size: 
Sample and Sample Measures secondary data was collected 
from annual reports of 15 Pakistani listed banks of the financial 
sector had selected from 2015-2020. All these banks are listed 
in KSE Pakistan. The study is shown based on secondary data 
for the determination of data assortment annual reports are 
recycled. 
 
Data Collection technique 
Descriptive statistics, Regression analysis, and Correlation 
analysis are performed on the data using the SPSS tool. 

 
4. DATA ANALYSIS 
Descriptive Statistic 
Descriptive analysis in Table 1 illustrate that the average loss 
during a specific time is -0.23% and the variability is pointedly 
high.  The debt requirement in a firm is 163.3% of equity which 
means that 0.50% of assets are financed over debt.  
 

Table 1: Descriptive statistic for the year 2015-2020 

 Profitability Debt/equity  
Ratio 

Debt to Assets 
Ratio 

Mean 0231 163.3 0.50 
Median 0.50 100.0 0.61 
Std. 
Deviation 

2.447 160.10 0.29 

Correlation analysis in Table illustrated the profitability, which 
is related to the debt to equity ratio as well as debt profitability, 
which demonstrated significant moderate relation to debt 
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Table2: Correlation Analysis 

 Profitability 
Debt/equity  
Ratio 

Debt to Assets 
Ratio 

Profitability 1   
Debt/equity  
Ratio 

-0.0415 1  

Debt to 
Assets Ratio 

-0.1820 -0.0307 1 

 
Regression Analysis 
The familiar R2 method is the regression’s explanatory power. 
A familiar R2 of 1 specifies that the independent variables 
explain all of the variations in the dependent variable. A value 
of 0 specifies that no variation is clarified by the independent 
variables. The beta coefficients indicate the strength of the 
relationship. Significant value (P-value) must be less than or 
equal to 0.05 for acceptance of the hypothesis.   

 
Table 3: Regression Analysis 

I.V Beta S.E t-Stat p-value R2 (F-stats) 

Intercept 0.82 2.11 -3.16 0.08 0.65 
Debt/Equity 
Debt/assets 

-0.52 
-0.78 

0.14 
1.07 

-02.8 
-04.7 

0.04 
0.03 

(71.21) 

 
The above table shows that the value of F-stat is 71.291 
written in parentheses is evidence of model fitness. Moreover, 
the value of R2 0.65 which shows that both independent 
variables bring a 65 percent change in the profitability of the 
firm while the remaining 35 percent change is due to 
unobserved variables. Multiple regression analysis in Table 3: 
It expresses that the value of the coefficient for the causal 
relationship between debt to equity ratio and profitability is -
0.520, and this value represents the one unit change in debt to 
equity ratio increases the profitability by 0.52 units.  The value 
of t-stat for this relationship is -0.287 and the p-value is 
0.0406. These values show that there is a negative significant 
impact of debt to equity ratio on the profitability of a firm. 
Similarly, the debt to assets ratio is also showing a negative 
significant impact on the profitability of a firm where the 
significant value (p-value) is 0.03212, the value of t-statistics is 
-0.47203. 
 
Findings 
This study focused on the capital structure and profitability of 
listed firms in Pakistan intending to ascertain the relationship 
between the profitability of the listed firms. Having seen the 
results and the relationships existing between the variables on 
the regression table, this section of the chapter made 
conclusions based on the outlined objectives viz-a-viz the 
hypotheses formulated to test the said objectives. In this study, 
results show the negative significant impact of debt to equity 
ratio on the profitability of a firm. Generally, the risk for 
shareholders indeed increases with the increase in debt to 
equity ratio. Moreover, this study also finds a negative 
significant impact debt to asset ratio on the profitability of a 
firm. Thus profitability increases due to a decrease in debt to 
assets and debt to equity ratios. 
 

5. CONCLUSION 
The empirical study was conducted to test the impact of 
leverage ratios on firm’s profitability of Pakistan’s banking 
sector. The data was collected from 15 banks over the period 
2015 – 2020. The composition of the sample is from the listed 
banks of the Pakistan stock exchange (PSX).  This study 

contributes to the empirical literature regarding the 
significance of leverage ratios on the profitability of the 
banking sector in Pakistan. This study concluded that in the 
long term, the availability of stressed economic recessions, 
lower leverage levels tend to lead to more profit limitation and 
earnings on assets as well as on equity. It also indicates that 
the Pakistani firms could strive to recover their financial 
presentation by balancing the level of their liabilities and 
leverages in the normal circumstances of economic 
performance. More research is required to examine the debt 
and equity calculations and the effect which leaves on the 
firm’s capital structure and the society 
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