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ABSTRACT

Investment framework is one of the most significant componentsthat impact the com-
pany’svalue. Reliable funding choicesfor a companygenerally leadto a capital structure
that increaseghe firm’ s value (Abor, 2006).Early studiesprovide contradictory reviews
about a company’s capital structur e decisions. Thispaper investigatesthe partial adjust-
ment modelfor a company’starget capital structur e. The study alsoexploreshow compa-
nies operating in differ ent sectorsof Pakistani market adjust towards the target capital
structur e levels.The study alsorecognizeghat an unanticipated share price changealso
havean effecton the target capital structur e. The resultsindicate that companiesdo have
targetleverageandthat their adjustment speedvariesfr om sectorto sectorof the Pakistani
market. A typical sectorclosesmorethan 50% of the gap betweenits actual and its target

debtratios within oneyear.
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INTRODUCTION

CapitalStructurejn simpleterms informstheuseof debtand
equityby acompanyto raisetherequiredfundsoveracertain
period of time. According to Kundakchyan& Zulfakarova
(2014),the Optimal Capital Structurefor a companyis one
whichoffersabalancebetweertheidealdebt-to-equityratios
andminimizesthefirm's costof capital.In otherwords,it is
the mix of debtandequitythatmaximizesafirm's returnon
capital, thereby maximizing its value. The relationship
betweercapitalstructureandfirm valuehasbeenthe subject
of considerabledebate,both in theoreticaland empirical
research(Hatfield, 1994). As Optimal Capital Structure
influencesalmostevery aspectof the firm financial profile
fromrisk profileto expectedeturnsof thecompanyandthusit
is considere@soneof themostimportantdecisions. During
thelastfew decadegargetcapitalstructurenashecomeoneof
thekeyconcernsn theliteratureof moderncorporatdinance.
Many researchersavestudiedthecomplexsetof factorsthat
areusedby the companiego establishtheir optimal capital
structure Fewof thesefactorsincludesectotsleverageatio,
firm size, GDP growth, profitability, inflation and financial
risk. However Baltaci& Ayaydin(2014)suggestshatcapital
structureof financial aswell as non-financialcompaniess
ultimatelydeterminedy thesamedrivers.Manyresearchers

have also pointed out the influence of multiple factors whicrb

affect the capital structuredecisionsand many vary across
industries(Bevan& Danbolt,2002;Bancel& Mittoo, 2004;
Bhabraetal.,2009;Frank& Goyal,2009).Despiteextensive
academiaesearchand empiricalliterature,identification of

factors that are generically relevant to capital structure
decisionssstill anongoingtask.

Modigliani and Miller (1958) derived their theorem of

irrelevance between leverage and firm value through a set of

assumptionsSincethenvariousstudiestried to explainthe
capitalstructureandfirm valuein thecontextof taxesagency
costsjnsolvencycost,andinformationasymmetryTrade-of
theory PeckingOrdertheoryand Market-timinghypothesis
weredevelopedofind outthemechanisnbehindthechanges
in debt-equitystructureFama& French(2002)andHuang&
Ritter (2009) suggestthat all thesetheorieshave limited
validity in explainingfinancialbehavioof thecompanies.

Targetcapitalstructurénypothesihiasbeernestedextensively
in theliteratureof corporatefinance.Iln generalresearchers
oftenraisequestioraboutwhethercompaniefaveanoptimal
capital structureAnd if so, will companies choose to bridge
thegapbetweerthetamgetandactualor juststayin disequilib-
rium? Whenoptimal capitalstructure(target) andthe actual
capitalstructurearethesameit reflectsastateof equilibrium.

It wouldbeinterestingo examinehisissuewithin thecontext

f an emeging economy like Pakistan. This research
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investigateshe paneldataconsistingof 200 listed firms on

KarachiStock ExchanggKSE) of Pakistancoveringa time

spanspreadver 7 yearsfrom thefinancialyear2006to year
20121t wouldbeinterestingoinvestigatavhethethesample
companiesavelong term capital structuretargetsand how
rapidly they adjust towards the get structureWhile earlier
studiesthat have practical experimentalconditions didn't

identify the potentialfor partialmodificationbutaccordingo

Flannery and Rangan(2006), incomplete modification of

companiedeveragemodelspecifiesthatthey do havetarget
capitalstructures.

As acorollaryof theabovesharepriceperformanceés another
factor that companymanagersare likely to considerwhile
makingacapitalstructuredecisionBakerandWurgler(2002)
suggesthat by issuingequity when sharepricesincreases,
managersould minimize the costof capital implying that
market conditionsinfluence the Pecking Order However
Hovakimian(2001)showsthatthetiming of equityissuance
doesnot haveany significantlong-lastingimpacton capital
structure Consistentwith thepredictionof thePeckingOrder
theorythatmanagersssuesharesvhentheyareovervalued,
thenegativeandsignificanteffect of sharepriceperformance
on both marketand book leverageconfirms that managers
issueequityafteranincreasén themarketpriceof theirshares
(Antoniouetal., 2008).Hovakimianet al. (2004)alsoreport
an inverserelation betweentarget leverageand changesn
shareorice.

RESEARCH OBJECTIVES

This paperaimsto analyzepartial adjustmentowardstarget
capitalstructure adjustmenspeedandthe time to coverthe
gapbetweeractualandtamgetleverageratiosby usingpanel
dataandfocusingon financial behaviorof capital structure
from the perspectiveof emepging markets.It also aimsto
investigatevhethercompaniesdijusttheir leverageargetsat
arelatively lower speedowardstargetleveragen Pakistan.
The researchstudy would further explore how companies
operatingin different sectorsof Pakistani market adjust
towardsthe target capital structurelevels. Lastly, the paper
wouldascertairif anticipategricechangesaveanimpacton
companys targetcapitalstructureln all therefore the paper
wouldtry toempiricallyrespondotheabovespecifiedareas.

RESEARCH SIGNIFICANCE

This paperprimarily contributesin two waysto the existing
literature. Firstly, existing systematicempirical studiesare
basedon developedcountriesand thereare limited studies
focusingonthefinancingbehaviof capitalstructurédroman

emeging-markets perspective.Secondly with regard to

empiricalanalysis the studyadoptsthe dynamicpaneldata
methodologwvith asetof firm-level characteristicesteadf

static approachesThe findings provide insights behind
dynamicsof capital structureand determinethe factorsthat
helpto achievethe optimal capitalstructureduring the long-

termadjustmentowardsequilibrium.

LITERA TURE REVIEW

Theproblemof aknowncapitalstructurewhich canenhance
the shareholdewalue, is consideredo be one of the most
importantdebatesn the field of finance(Kayo & Kimura,
2011). Thework onthetopicof “capital structure”’in thefield

of corporatefinancewasfirst startedby the Modigliani and
Miller (1958) whoproposedhatnoimpactof debt-equitycan
be observedon the firm’s valuein a perfectcapital market.
Later, their propositionll theorystateghattherisk to equity
holdersincreasesvith leverage. Whin the TradeOff theory
conceptualizationstatic as well as dynamic perspective
describescapital structurebehavior The Static Trade Off

theory indicates that keeping the investment plans and assets

constant,optimal capital structurewould be establishedy
trading off betweenthe tax advantagesand the financial
distressostsof debtfinancing(ModiglianiandMiller, 1958).
Ontheotherhand,the DynamicTradeOff theorystateghat
actualcapitalstructuremightdiffer fromtheoptimalleveland
firm will rebalanceits financing activities to lead capital
structure back to the optimal level when the advantages
prevail over the costs of adjustment(Fisher Heinkle &
Zechner1989).

TheTradeOff theoryfocuseonthebenefitsandcostsof debt
andfindsthatacombinatiorof optimalleveragdevelhelpsto
maximizethefirm’ svalueandeveryfirm strugglego achieve
a target leverage ratio to capitalize a firm's value
(Gungoraydinogliand Oztekin,2011). RajanandZingales
(1995) and Titman and Wessels(1988), in their studies
employeda staticframeworkto determinghetargetfinancial
leveragebut they do not answerthe questionof whether
leveragetendsto revertto a target. As a result, increased
leveragaemovegheshareholdésconflict & agencycostsof
equity Ontheotherhand Myers(1984)PeckingOrdertheory
proposeghatfirms mostlikely preferto financenewinvest-
ments,first with internally raisedfunds (retainedearnings),
then with externalfunds (debt) and issueequity as a final
resort. He further aguesthat issuanceof debt securedby
collateralassistg¢o minimizeasymmetriganformationrelated
tocostoffinancing.

Giventhe abovebrief discussionit is questionablavhether
optimal capitalstructurereally exists.First, afirm’sleverage
ratio may not alwaysharmonizeto optimal capitalstructure.
Secondif firms’ currentleverageiffersfrom optimalcapital

structures, how would a firm adjust capital structure towards

the optimal leverage?To respondto this issue,a seriesof
papersvereproducedn the adjustmenbehaviorof compa-
niestowardsthe capital structure Jalilav and Harris (1984)
wereamonghefirst to analyzehedynamictargetbehaviorof
firms, using datafrom a limited sampleof manufacturing
firms from 1963to 1978.They employa partial adjustment
proces®ffirmstolong-runfinancialtargets.

FischerHeinkelandZechne(1989)in their studydeveloped
amodelof dynamiccapitalstructurechoice.The studyused
theobservedebtratiorangeof afirm asanempiricalmeasure
of capitalstructurerelevanceDataof 999firms wasselected
randomly from amongall COMPUSRAT-listed firms with

completequarterlydebtratio dataovertheperiodof 1977-85
andregressionvasused Theystronglysupporthetheoretical
modelof relevantapitalstructurechoicein adynamicsetting.

Otherempiricalwork doneby BakerandWurgler (2002)on
Market Timing theory explains that there is a negative
relationshipbetweenexternalfinance-weightedaverageof
historical market-to-bookratios with the current market
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leverage,and this evidenceis conceptualizedas market
timing. A numberof studiesconfirm that the issuanceof
securitiesdependsupon the history of firm’s marketvalue
(Hovakimian Olper& Titman,2001;Baker& Wurgler, 2002;
Welch, 2004;Flannery& Rangan2006;Kayhan& Titman,
2007).

Hovakimianet al. (2001),who also examinethe borrowing
choiceof all firms fromtheCompustatlatafrom 1979t0 1997
in adynamicframeworkandpoint out thatfirm, would seta
time-varyingratherthana constantargetdebtratiofor which
managermakefinancialdecisions.

Loof (2003)with asampleof the483listedfirmsin USfrom
1989to 1996investigatedheefficiencyof financialsystemnto
reallocateresourcegrom savingsto investmentsandfound
thattherewerelargecross-countrgifferencesn determinants
of optimal capitalstructureandobservedeveragewasoften
different from target in both equity and debt dominated
systemsMoreover Leary and Roberts(2005) conducteda
durationanalysisspecificallyon the rebalancingbehaviorof
non-financialand non-utility firms from annualCompustat
dataduringtheyear1962to year2000. Theyconcludedhat
firms within thesampleadjustatafrequencyof onceayearto
keep the actual debt ratio within aget range. Furthermore,
the persistenteffects of shock are actually generatedby
adjustmentosts.

FlanneryandRangar(2006)indicatecthatwhenfirms’ actual
leveragediffers from their optimal capital structure,firms
partially adjusttheirleverageaatiotowardstheirtargetcapital
structure SeveraktudiessuchasLemmoné& Zender(2008),
Huangand Ritter (2009), Elsasand Florysiak (2010) were
conductedo determinavhetheifirms convegeto theirtarget
capital structurefocusingon the estimationof the speedof
adjustment.

The findings specify that firms partially convege to their
target capital structure,but the speedsof adjustmentvary
acroscountriesandleverageroxy. (Giannetti,2003;Bancel
& Mittoo, 2004; Antoniou, 2008; Beck, 2009; Psillaki &
Daskalakis2009;Gropp& Heider 2010;Kayo andKimura,
2011; Oztekin& Flannery 2012; Joeveer2013). Moreover
most investigationsare basedon companiesin developed
countries,and rarely are companiesrooted in developing
countries, especially in Pakistan.The adjustmentspeeds
towardstamet capital structureare disagreedand still need
furtherstudiesDiversifiedresultsof estimatedpeedowards
optimaldebtratioarereportecy previouditerature.

Yanmin,QianYao, Tony andWirjanto (2009)investigatedhe
determinantof capital structurefor 650 Chinesepublicly

listed companiesover the period from 1999 to 2004 and
observedhattheChinesdirms adjusttowardsanequilibrium

levelof debtratioin agivenyearataveryslowrate.ln astudy
conductedo investigatehe determinant®f capitalstructure
of firms operatingn theAsiaPacificregion,overtheperiodof

1993-2001a sampleof all non-financialfirms listedin the
relevantnational stock exchangeswvas used. The findings
suggestedhat the capital structuredecisionof firms was
influenced by the environmentin which they operated
(DeesomsalRaudyak Pescetta?004)
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PARTIAL ADJUSTMENT MODELS

Unfortunately adjustmentostcant be observedtherefore,
speedfadjustmenactsasanimportantdeviceto measuréghe
unobserveadjustmentostsandto analyzeamgetbehaviorat
thesametime. Regularlyusedby existingliterature(Fama&

French,2002; Flannery& Rangan,2006; Huang& Ritter,

2009) thetypicalpartialadjustmeninodelis:

MDRI,t+1-MDRit=?1(MDRI,t* - MDRIi,t) + i, t+1
Where,

MDRitisfirm’sdebtratioattimet

MDRIit* isfirm i’ stargeteddebtratioattheendof periodt

Also, afirm mostlycomplete£1 of theannualgap(Flannery
and Rangan,2006). Putting MDRi,t* = Xit into above
equatiorgives

MDRIi,t+1- MDR it = ?113Xi,t- ?ZLMDRI,t + pi,t+1

From overhead equation estimating the target leverage
accordingto this regressiorstudy assumeshat firms reach
towardgheirtargetleveragewithin periodof time.Put?1=1,

weget

MDRI,t+1 =3Xi,t+ Wi, t+1

WhereMDR istheratioof debtandXi,t variablegdeterminea
firm’ slong-runtargetdebtratioasexplainedn Tablel.

Using OLS regressionwith Fama-MacBethtime-series
standarderrors,Famaand French(2002) measurecdadjust-
ment speedranging from 7% to 18% per yeat which is

suspiciouslyslow In China, Tong & Ning (2004) first

introducedthe dynamic adjustmentframework with panel
dataof 249listedfirms covering1997-2003He cameto the

conclusionthat Chinesecompaniesonducta partial adjust-
mentprocedureataspeedf 27.75% He alsoconcludedhat
in underdevelopedeconomy and financial system, listed

companiefacehigheradjustmentostswhichcouldaccount
fortheslowertargetingpace.

Flannery and Rangan(2006) reported different speed of
adjustmentsowardsthetargetcapitalstructuredependingn
various estimationtechniquesand they also demonstrated
thatby applyingfirm-specificeffects theestimatiorbecomes
muchhigher reachingapproximatel\88%peryearby market
valueof debtratio.Wang,ZhouandFang(2007)estimatedhe
speedof adjustmentowardstarget debtratio as27.3%and
41.4% with pooled OLS and firm-fixed effects in China,
focusingon 620 public listed companiesespectivelyQian,
TianandWirjanto (2009)choosea sampleof 3,900firm-year
observationgor 650 firms overthe periodof 1999to 2004.
They apply generalizedmethodsof moments(GMM) and
estimatedthat listed companiesin China rebalanceto the
equilibrium level of debt at a rate of 18.5%.Adoptingthe
GMM methodLemmon& Zender(2008)estimatedspeedf
adjustmentvith bookleverageandobtainamoderateateof
25%peryear

An incompleteadjustmenmodelhasbeenusedto locatethat
American and British firms are balancing their capital
structure again to tamet leverage ratios (Ozkan, 2001;
Flannery& Rangan2006).In the sameway, anasymmetric
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partial adjustmenmodelhasbeenemployedto estimatethe

capitalstructureof UK firms, resultingthatin orderto keep
away from the cost of insolvencyand liquidation; highly

leveragedirms are efficient towardsadjustingtheir capital

structure(Dang, Garrett& Nguyen,2011). A later study by

Huang and Ritter (2009), using long differencing OLS

regressiorwith firm-fixed effects, estimateghe adjustment
speedof 17% for book leverageand 23.2% for market
leverage Parkand Kim (2011) investigatedthe managerial
overconfidencerelationshipwith the firm leveragethat is

listedin the KoreanStockMarketoverthe periodof 1985to

2007. Their findings stated that overconfidenceof the

managemengeadtoincreas¢heleveragef thefirms.

Getzmanretal., (2010)investigatedhe capitalstructureand
speedowardstheratio of targetcapitalstructureadjustments
in Asia, UnitedStatesandEuropewith thehelpof largepanel
datasetof 2,706companieshroughGMM estimationsThey
indicatethatTradeOff theoryhaslargeexplanatorypowerfor
thecapitalstructurechoicef largefirms in Asia, Europeand
the U.S.A. Additionally, their resultsprovide evidencethat
industry-fixedeffectsinfluencecapital structurechoicesand
adjustmentspeedsacrossthesemajor regionsof the world
economy

Smith, Chen,andAnderson(2010)investigatechow quickly
New Zealandfirms within industriesadjusttowardstarget
debt ratios between 1984 and 2009.Industriesthat have
relatively high risk are morelikely to havehigherlevels of
debt,and alsoto revertmore quickly to a targetratio from
which they have deviated. On the other hand, firms in
industrieghathaverelativelylow risk aremorelikely to have
lower levelsof debt,andto feellessurgencyto moverapidly
backtoatargetratio.

Monteforte& Raffaelle (2014)examinedhe diversification
of geographyand productsthat are relatedto the capital
structure individually, this diversification increased in

leveragean theltalian firms. Findingsof the studystatedthat
whenfirms engageén thesaliversificationstrategiesjebtcost
of agencyand problem of asymmetricinformation may
increaseit helpsthecompanyto reducetheircapacityof debt.
Ovtchinnikov (2010) examined deregulations impact

significantly at the operating environmentand leverage
decisionsof the firms. Exogenousshocksaffect on capital
structurethat responsdo the changein operatingenviron-
ment. Dang, Garrett,and Nguyen (2011) in their research

work in France, Germanyapan, UK and US concluded that

firms that adjusttheir target leveragequickly have lower
growthandprofitabilityopportunities.

A more recentpaperby Hovakimian, Opler & & Titman
(2011) reportedheresultsof afull-sampleOL S regressiomnf
35.7%and13.2%with andwithoutfirm-fixed effectfor target
adjustmentgespectivelyTuckerandStoja(2011) examined
the impact of industry membershipon the capital structure
dynamicsof UK quotedfirms overthe period1968to 2006.
They found that adjustmentowardsa given targetis rapid,
taking on averagaeno morethanfour years.ChungandShen
(2011) examinedhePeckingOrderhypothesiandsuggested
that firms associatedvith higher information asymmetries
should have higher incentivesto issue debt. Information

asymmetrycreateswo effectson capitalstructuredecisions
and found a positive relationship between information
asymmetnanddebtfinancing.

Issler (2013) investigatedthe Trade Off theory of capital
structurefirms issueshort-termdebtwhenthetermspreads

positive and they increase maturity as the term spread
decreases:irmsoptimallyissueshort-terndebtto reducethe

chanceof bankruptcy Findingspredictthat debt maturities
decreaswith firm risk, payoutatio,andcreditrating.

Izani Ibrahim and Ruzita Abdul-Rahim (2013) found that
Malaysianfirms areadjustingtheir capitalstructureataslow
speedof 12.7%towardsthe target capital structurebut over
leveragedfirms adjustfaster(29.4%)towardsthe target as
comparedto underleveragedfirms (13.1%). They also
investigatedhatfirms needto adjustfaster(17.5%)thatare
beyonaheirtargetascomparedo thosefirms thatarecloseto
thetarget (adjustat only 2.3%). Thefindingsinvolve thatto
reducethe costof leverageadjustmentfirm shouldremain
closetothetargetcapitalstructure.

Hypothesis1: Small companiesin Pakistanadjust their
leveragetargets at a relatively lower speedtowardstarget
leverageandlargecompanie$ Pakistaradjustheirleverage
targetsatarelativelyhigherspeedowardgargetleverage.

Share price performanceis anotherfactor that company
managersare likely to considerwhile making a capital
structuredecisionA firm’ sdebtratiochangegitherduetothe
manageriakctionsor simply dueto the changein its share
price. Baker and Wurgler (2002) suggestedhat by issuing
equitywhensharepricesincreasesnanagersouldminimize
the costof capitalimplying thatmarketconditionsinfluence
the PeckingOrder Accordingto Welch (2004),overthelong
time horizons, the resultsof stock prices are much more
importantin explainingdebtto equityratios.A surveyresult
showsthat a tamget rangeor a tarmget debtratio is judgedby
almost 81% of firms when building their debt decisions
(Graham& Harvey's, 2001).Morellec(2004)statedby using
the dynamicmodel target leverageeffect by the changein
stockgeturnsHoweverHovakimianOpler& Titman(2011)
showsthat the timing of equity issuancedoesnot haveany
significantiong-lastingmpactoncapitalstructureConsistent
with thepredictionof thePeckingOrdertheorythatmanagers
issue shareswhen they are overvalued,the negativeand
significanteffect of shareprice performanceon both market
andbookleverageconfirmsthatmanagersssueequity after
anincreasen themarketpriceof theirsharegAntoniouetal.,
2008). Hovakimian,Opler & Titman (2011) alsoreportan
inverserelationbetweertamgetleverageandchangesn share
price.

Masulis (1980), Asquith and Mullins (1986), and Smith,
Jianguo & Hamish (2010) found that stock prices act
favorably towards announcementsf leverage-increasing
transactionsbut unfavorably towards announcementf
leverage-decreasingtransactions.These results are not
consistentwith the hypothesighat firms adjusttowardsthe
optimal (from the shareholders'point of view) capital
structurevhentheyreduceheirleverageNeverthelesghese
resultscanbe reconciledwith the targetleveragehypothesis
oncewe recognizethatthe manageriatargetdebtratio may



22 Rafay Javed and ljaz

deviatefrom the shareholdersdptimum level. In addition,

firms prior to issuing equity when stock prices increases,
Masulis& Korwar (1986)indicatethatfirms whenperforms
wellwhentheyreduceheirleverage.

MDR ijt+1 - MDR it = ?1Xit+?2SURP + p i, t+1

WhereMKR is theratio of marketdebt, SURPmeasureshe
impact of unanticipatedshare prices on MKR and Xi,t
variablesdeterminea firm’s long-runratio of tamget debtas
explainedn Tablel.

Hypothesi®: Anticipatedsharepricechangesaveapositive
effectoncompanystargetedeverage.

RESEARCH METHODOLOGY
Researcibata:

The sampledatafor this studyis drawnfrom the companies
presentandlistedonthe KarachiStockExchanggKSE) 100
index for the financial years2006 to 2012. Following the

TABLE -1: Independent Variables

Variable Definition Expected Effects on Target Debt Ratio

Firms with higher earnings prefer to operate with
either lower or higher leverage. Lower leverage might
occur as higher earnings mechanically reduce
leverage. Higher leverage might reflect the firm's
ability to meet debt payments out of its relatively
high earnings cash flow.

Earnings before interest and taxes,

EBIT_TA )
as a proportion of total assets

MB Book value of liabilities plus market
value of equity divided by book
value of total assets

A higher MB ratio is generally taken as a sign of more
attractive future growth options.

Firms with more depreciation expenses have less
need for the interest deductions associated with debt
financing.

Depreciation as a proportion of

DEP_TA
total assets

Larger firms tend to have more leverage, perhaps
because they are more transparent, have lower asset
volatility, or naturally sell large enough debt issues
that the fixed costs of public borrowing are not
prohibitive.

InTA Log of asset size

Firms operating with greater tangible assets have a

FATA higher debt capacity.

Fixed asset proportion

To modelatamgetdebtratio, asetof firm characteristic§Xi,t)
thatappeaiin the early literature(Hovakimian,2003; Fama

earlier studies, financial companies and regulated companiesd French,2002; Flannery and Rangan,2006). Table 1

arenotincludedin theanalysisThisis becausefthefacttheir
capitaldecisionamaytakeinto consideratiorspecialfactors
and they have completelydifferent regulatoryframeworks
when comparedwith the non-financial companies.The
companiesvith lessthanthreeyearsof financialdataarealso
excluded as regression specifications include a lagged
dependentariable.

Finally we areleft with 344 listed companiewith complete
informationfor 2,064firm-yearobservationsDueto thetime
constraintstudy had collectedsampleof 202 firms for the
years2006to 2012 by applying Slovin's Formulal(Galero-
Tejero, 2011). Someearlierstudiesgnoresmallercompanies
from their analysis, becausetheir cost of adjustmentis
unusuallyhigh or theirdeterminantsf leveragesignificantly
differ. Thisresearclstudyincludesall typesof thefirms and
alsoreportestimatesfthemainregressiomodelfor various
firm sizeclassesThe researclevaluate? sectorssampled
listed companieson KSE-100 (Appendix — 1). Sample

definesthe variablesusedin this studywith their expected
effectsonthetamgetdebtratio.

RESULTS AND FINDINGS

Textile SectorTheGMM analysidor thetextile sectorshows
thatthe MDRIt coeficient indicatesan adjustmenspeedof
35.44% (t value = 6.50) annually from the current debt
structure Also, theinclusionof SURPvariableincreaseshe
annual speed adjustment from 35.44% to 41.39%, indicating
anincrementof almost6% in the adjustmenspeedowards
thetargetcapitalstructureor thetextilesector

Food Sector:The GMM analysisfor the food sectorshows
thatthe MDRIt coeficient indicatesan adjustmenspeedof
93.62% (t value = -18.57) annually from the currentdebt
structureThe SURPvariable addition in the previous GMM
methodalsoincreasesheannualspeedadjustmenbf almost
3%towardghetametcapitalstructurdor thefoodsector

ChemicalSector,TheGMM analysidor the Chemicakector

companies use a range of companies at the end of fiscal yeg{owsthat the MDRit coeficient indicatesan adjustment

andhencestudy statesobservationannually asopposedo
calendatime.

Secondarydata is collected for addressingthe research
problemsfulfilling the objectivesof the study The Karachi
StockExchangd€KSE)website StateBankof Pakistar(SBP)
five yearreporton FinancialAnalysisof non-financialfirms
for the period2006-2012andcompaniesannualreports are
used extensively for secondarydata to gather relevant
financialdata.

DATA AND VARIABLES:

Thevariablesusedin this studyarecomprisedf two groups,
dependen(predicted)andindependenfpredictor)variables.
MarketDebtRatioandPrice-AdjustedMarketDebtRatioare
takenasapredictedvariablesyhile independentariablesare
shownin the table below Most of the presentvariablesare
plannedaccordingo thevariableghatwereusedn anearlier
researcldoneby FlanneryandRangan(2006)onthe“Partial

Adjustment toward Target Capital Structure”. For data
analysisMS Excel2007andStatal 6areused.

speedof 78.87%(t value= 9.64)annuallyfrom the current
debtstructure.The SURPvariableadditionin the previous
GMM method also increases the annual speed adjustment of
almost%towardshetargetcapitalstructurefor thechemical
sector

Manufacturing Sector: The GMM analysis for the
Manufacturing sector shows that the MDRIit coeficient
indicatesan adjustmentspeedof 35.44% (t value = 6.50)
annuallyfromthecurrentdebtstructureAlso, theinclusionof
SURPvariableincreaseghe annualspeedadjustmentfrom
35.44%to 41.39%,indicatinganincrementof almost6% in
the adjustmenspeedowardsthe target capital structurefor
themanufacturingector

NonMetallic SectorTheGMM analysifor theNonMetallic
sectorshowsthatthe MDRit coeficient indicatesan adjust-
mentspeedof 93.23%(t value = -9.68) annuallyfrom the
currentdebtstructure. Alsotheinclusionof SURPvariable
increasesthe annual speed adjustmentfrom 93.23% to
99.66%,indicatinganincrementof almost6% in the adjust-












