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GENERAL & APPLIED ECONOMICS | RESEARCH ARTICLE

Corporate governance, financial constraints, and 
dividend policy: Evidence from Pakistan
M. Azeem1, Nisar Ahmad2*, Safyan Majid3, Jamshaid Ur Rehman4 and Bilal Nafees5

Abstract:  Information asymmetry between insiders and outsiders creates various 
issues for a firm, such as the agency problem where managers pursue their own 
interests even at the cost of the well-being of the firm’s shareholders, and probable 
external financial constraints where external investors discount risk by causing 
a surge in the cost of financing. Normally, a firm manages the issues of the agency 
problem and external financing constraints by omitting or initiating dividend pay-
ments. Therefore, this study investigated the impact of corporate governance on 
dividend policies in the presence of financial constraints using a sample of 139 non- 
financial firms listed on PSE, where a weak regulatory framework generates agency 
problems and the underdevelopment of the financial sector causes financing con-
straints for businesses. The results reveal that, in Pakistan, dividends are an 
Outcome of governance practices. As the quality of firm-level governance improves, 
shareholders are provided with the legal strength to ultimately force firm managers 
to pay dividends. Along with the agency problem, the availability of external finan-
cing is an important factor related to dividend payment decisions in Pakistan. When 
a company is confronted with agency problems and financial constraints simulta-
neously, managers try to avoid costly external financing rather than reducing the 
agency’s problem. The results of the study can be further refined by enhancing the 
study period and sample size. Furthermore, the work can be extended by classifying 
sample subjects to the nature of industry and group ownership.

Subjects: Finance; Business, Management and Accounting; Industry & Industrial Studies 

Keywords: Dividend Policy; Corporate Governance; Financial Constraints

JEL Classsification: G35; G34; G0

1. Introduction
Information asymmetry between corporate insiders and outsiders creates various issues for firms, 
such as the agency problem where managers pursue their own interests even at the cost of the 
well-being of the firm’s shareholders (Jensen, 1986). This give rise to agency problem. The agency 
problem can be minimized by converting funds into dividend payments (Hussain & Akbar, 2022; 
Weisbach & Stephens, 1998; Zwiebel, 1996). Additionally, information asymmetry among insiders 
and outsiders exhausts the climate of trust and consequently generates financial constraints for 
the firm (Chen & Wang, 2012; Myers & Majluf, 1984). However, giving higher dividend payouts in 
order to minimize the agency problem will also raise the firm’s dependence on external funds. If 
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the capital markets are less-developed and higher information asymmetry prevails, large dividends 
can also create a surge in external financing rates due to the reluctance of outside investors to 
provide funds to firms (Rozeff, 1982). When financing constraints prevail, firms have to retain cash 
in order to finance investment opportunities by avoiding costly external financing (Agca & 
Mozumda, 2008).

Normally, a firm manages the agency problem and financing constraints by omitting or initiating 
dividend payments because paying more cash as dividends reduces the chances of management 
expropriations of free cash flows (Easterbrook, 1984). Conversely, disgorging more cash as divi-
dends forces the firm to depend on external financing for future projects (Awwad & Hamdan,  
2018). Therefore, a firm designs its dividend policy by simultaneously considering financing con-
straints and the agency problem. This is particularly true in a country where financial markets are 
underdeveloped and where severe information asymmetry exists between firms’ managers and 
external fund providers. Most researchers have observed a straightforward relationship between 
firms “dividend policies and the probability of the agency problem, but they have done so without 
explicitly considering the influence that financing constraints have on dividend payment decisions. 
Most prominently, La Porta et al. (2000) argued that efficient corporate governance leads to 
curbing managers” expropriations through proper monitoring and shareholders’ protections. The 
study has developed two models, viz., Substitution and Outcome.

The Outcome-model expresses that organizations with effective corporate governance practices 
pay more profits to check supervisors’ confiscations (La Porta et al., 2000). Conversely, Substitution- 
model describes that dividends are the substitution for firms’ governance quality and weakly 
governed firms distribute higher dividends for establishing their fair repute in the market (La 
Porta et al., 2000). La Porta et al. (2000) and subsequent research on the topic have generally 
supported the Outcome model and have shown that firms that exercise good corporate govern-
ance practices usually pay more dividends to shareholders (Adjaoud & Ben-Amar, 2010; Jiraporn 
et al., 2011; Mitton, 2004). By following the agency theory, managers make fewer dividend cuts in 
cases of a strong corporate environment (Francis et al., 2011). In cross-country comparisons, 
dividends are found to be higher in common-law countries where firms employ good corporate 
governance practices (Swicki, 2009). Also, Wei et al. (2011) confirmed that strongly governed firms 
pay more dividends than weakly governed ones.

Furthermore, based on the findings of previous research, the agency problem has been categor-
ized into type one (between managers and owners) and type two (between major and minor 
shareholders). Conversely, Jiraporn and Ning (2006) found a negative association between firms 
dividend policies and their corporate governance by following the Substitution model. John and 
Knyazeva (2006) elaborated that better-governed firms pay lower dividends because such firms 
have fewer chances for expropriations. Harford et al. (2008) have also concluded that, in the USA, 
weakly governed firms pay higher dividends for the sake of repute-building. Lin and Hua (2012) 
investigated the influence of firms dividend policies on corporate governance in Taiwan; their study 
also supports the Substitution model and concludes that weakly governed firms pay higher 
dividends, particularly when they have more opportunities to invest La Porta et al. (1998). These 
studies have produced mixed results. The reason could be that they have not considered the role 
of financial constraints in exploring the relationship between a firm’s dividend policy and its 
respective corporate governance. Therefore, the present study has bridged this gap by introducing 
external financing constraints in the relationship between a firm’s dividend policy and corporate 
governance. Jiraporn and Ning (2006) explored administrative advantages and the substitute 
hypothesis following La Porta et al. (2000), using data from the USA. The study has confirmed 
the presence of the Substitution model, which opposed the findings of La Porta et al. (2000), which 
also used data from the USA. While La Porta et al. (2000) built up a cross-country reference; other 
scholars have applied their models to single-country settings by studying the relationship between 
national-level investor protections with firm-level corporate governance practices Bebczuk (2005).
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The current study investigated the impact of corporate governance on dividend policies by 
explicitly considering the role that financial constraints play in firms’ dividend payment decisions 
(Ibrahim (2005). It is an imperative concern for researchers to properly gauge firm-level corporate 
governance practices. In the existing literature, firm-level corporate governance has been mea-
sured either by a single firm-level characteristic or by constituting a multidimensional index that 
covers different dimensions of corporate governance mechanisms. However, most scholars have 
raised questions on the authenticity of single corporate governance proxies. In this study, a broad 
multidimensional index has been constituted which is specially designed with the corporate 
regulatory framework of Pakistan in mind. The index is unique in several ways, including the fact 
that it is free from the error of subjectivity, biases in sample selection, and inappropriate weighting 
criteria. The dividend policy of a firm varies with the level of corporate governance in a country; in 
countries where corporate governance practices are closely observed, firms pay higher dividends, 
and vice versa.

Although the empirical literature regarding the relationship between dividend policy and corpo-
rate governance was inconclusive, most of the existing studies have been done in the USA, the UK, 
and Canada, countries which are characterized by strong legal systems and low ownership con-
centration, and where the majority of the firms exhibit similar levels of corporate governance. 
However, few studies have been done in environments that are predominantly characterized by 
weak legal systems, high ownership concentration, and wide gaps between owners and managers 
Jiraporn et al. (2011). Therefore, this study has attempted to contribute to the existing literature by 
investigating the case of a developing country (i.e., Pakistan). Therefore, the study has investigated 
the impact of corporate governance on dividend policies in the presence of financial constraints in 
Pakistan. Because of the underdevelopment of the financial sector and the weak corporate 
regulatory framework, there is information asymmetry between parties. Consequently, firms 
have to face financial constraints and agency problems together.

Pakistan is a developing country in terms of its financial sector and corporate legal regulatory 
framework. It is ranked low in the country and firm’s level of investor protection (Mitton, 2004). 
Weak legal support suppresses shareholders’ voices and fuels agency problems. Entrenched 
managers take the support of the weak legal system and remain less intent towards disburse-
ments, and hoard more cash inside Ullah et al. (2012), Francis et al. (2012). During the last few 
years, corporate regulatory authorities have made extensive reforms for the development of the 
financial sector in Pakistan. Resultantly, the liquidity and depth in the financial markets have 
improved a lot. Business ventures are still complaining about the scarcity of the resources offered 
be external financial institutions and markets (Ahmed & Hamid, 2011). In recent times, different 
regulators in the corporate environment have made changes to improve their efficiency; hence, 
the study of the impact of these interventions is relevant. Previously, corporate regulatory institu-
tions took some inspiring steps to improve the standards of corporate governance locally, parti-
cularly, at the firm level Shehr and Javid (2014). The SECP has instigated the framework of 
corporate governance practices and bound all listed companies to operate in compliance with 
the best practices of corporate governance and to exercise the powers granted by sub-section (4) 
of section 34 of the Securities and Exchange Ordinance, 1969. In an encouraging step in the 
endeavor to improve corporate governance, a separate and autonomous institution, the PICG was 
founded in 2004. This institution principally amid of developing a podium for improving the firm- 
level governance practices in Pakistan. Secondly, firms’ ownership in Pakistan persists with a high 
level of concentration and the frequent use of dual-class shares. This not only generates a conflict 
of interest between internal and external shareholders but also enhances the expropriations of 
minority shareholders by controlling members.

The corporate vigilance and shareholders’ rights protections are very feeble in Pakistan and only 
allow holders who have shareholdings greater than 20% shareholdings to pursue courts for 
dividend right infringements, while minority shareholders, who are the real victims, can only 
complain to the SECP (Afza & Anwar, 2012; Afzal & Sehrish, 2011). Thirdly, the formal financing 
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sector is not adequate to manage the growing needs of firms; just 10% of financing needs are 
capped by it. Most of the time, growth opportunities are waived off by firms due to the unavail-
ability of attractive financing terms (Ahmed & Hamid, 2011). So, keeping the weak corporate 
regulatory environment, low shareholders’ rights and protections, and the underdevelopment of 
the financial sector in mind, the present study aims to investigate the role of corporate governance 
and financing in forming corporate dividend policies of firms operating in Pakistan.

However, most scholars have constraints raised questions on the authenticity of a single corpo-
rate governance proxy. In this study, a broad multidimensional index has been constituted which 
is specially designed with the corporate regulatory framework of Pakistan in mind. The index is 
unique in several ways, including the fact that it is free from the error of subjectivity, biases in 
sample selection, and inappropriate weighting criteria. The dividend policy of a firm varies with the 
level of corporate governance in a country; in countries where corporate governance practices are 
closely observed, firms pay higher dividends, and vice versa. A realm of research started after the 
above-mentioned events, and researchers have been keen to learn whether governance practices 
affect firm value Sohail et al. (2007). They have been especially inclined to learn of the extent to 
which firm-level governance practices affect firms’ financial decisions. Most prominently, La Porta 
et al. (2000) have studied the relationship between dividend policies and corporate governance in 
different countries across the globe. Their research concluded that governance practices signifi-
cantly affect firms’ distribution policies.

Following the study of La Porta et al. (2000), many scholars have focused on the direct relation-
ship between corporate governance and firms’ dividend policies. However, the results are largely 
inconclusive. Even within the same country, La Porta et al. (2000) have found evidence to support 
the Outcome model while other researchers have drawn contrary conclusions (Harford et al., 2008; 
Jiraporn & Ning, 2006; John & Knyazeva, 2006). Rozeff (1982) has pointed out the pros and cons of 
dividend payments. On the one hand, it can help to reduce the effects of the agency problem that 
result from information asymmetry, but on the other hand, frequent dividend payments can also 
create surges in a firm’s financing costs. This study has, thus, bridged this gap by introducing 
external financing constraints to the relationship between corporate governance and dividend 
policies.

Therefore, this study has attempted to contribute to the existing literature by investigating the 
case of a developing country (i.e., Pakistan).It is an imperative concern for researchers to properly 
gauge firm-level corporate governance practices. In the existing literature, firm-level corporate 
governance has been measured either by a single firm-level characteristic or by constituting 
a multidimensional index that covers different dimensions of corporate governance mechanisms. 
In this study, a broad multidimensional index has been constituted which is specially designed 
with the corporate regulatory framework of Pakistan in mind. The index is unique in several ways, 
including the fact that it is free from the error of subjectivity, biases in sample selection, and 
inappropriate weighting criteria. The dividend policy of a firm varies with the level of corporate 
governance in a country; in countries where corporate governance practices are closely observed, 
firms pay higher dividends, and vice versa. In order to access the varying effects of financial 
constraints on dividend policies in different corporate governance regimes, the present study has 
made use of the ESM model of Hu and Schiantarelli (1998) for calculating the quality of corporate 
governance and for ultimately classifying firms into two groups (i.e., strongly governed and weakly 
governed) based on stochastic threshold parameters.

2. Literature review

2.1. Corporate governance and dividend payout policy
The agency theory treats shareholders as the principles and managers as the agents. The princi-
ples act as owners and managers act as operational executives of the corporation (Awwad & 
Hamdan, 2018). The theory postulates the relationship between principle and agent and addresses 

Azeem et al., Cogent Economics & Finance (2023), 11: 2243709                                                                                                                                      
https://doi.org/10.1080/23322039.2023.2243709

Page 4 of 29



the issue between the aforesaid parties. The agents also act as insiders due to the execution 
nature of the job. The theory rewards these insiders for formulating investment strategies that can 
safeguard investors’ interests along with their own concerns without bothering to concede at the 
expense of the investors (Jensen, 1986). The application of the insiders’ definition also varies from 
country to country. The principles and insiders are different in the countries such as in UK, USA, and 
Canada where firms have diverse ownership structures. The principles appoint the directors to 
control the companies through a democratic form of the selection process. These shareholders use 
their voting right and select the management of their own choice. Contrarily, the firms are mostly 
family-owned in developing countries where insiders hold majority shareholdings. This generates 
a type-two agency problem (Salah & Jarboui, 2021; Wei et al., 2011).

The origin of the legal system presents another dimension of this agency theory challenges. 
There are two types of countries according to legal origin namely; common and civil countries. The 
supremacy of law is stronger in countries practicing common law as compared to the countries 
following civil law jurisprudence. The latter advocates for transparent and widespread justice. 
Consequently, civil law jurisprudence provides active corporate vigilance and safeguards investors 
legally. Resultantly, the firms have better governance standards in civil law origin as compared to 
the firms operating in common law origin. The firms experience ownership concentrations, director 
interlocking and pyramidal ownership in common law countries. It gives managerial control to the 
few individuals who are not selected through proper scrutiny. The controlling shareholders and 
founding families mostly control the selection of management (Silanes & La Porta, 1999).

The family-owned firms are also growing all over the world. They are equally popular in both 
developed and developing countries. These firms embrace special features of control rights and 
pose different dimensions of agency problems. These include ineffective management by major 
shareholders, controlling position in decision-making by family members, and exploitation of 
minority shareholders (Jensen, 1986; Salah & Jarboui, 2021; Vishny & Shleifer, 1997). The financial 
impropriation of insiders keeps dividend disbursements at lower levels (Faccio et al., 2002). The 
dominant form of ownership structure in East Asia is family-owned businesses where family 
members are active players in corporate decisions. Most of the time, they want to keep funds 
inside the business and that is why they pay low dividends (Wei et al., 2011). However, in European 
region firms, they have a comparatively dispersed ownership structure and higher dividend pay-
ments than in the Asian region.

Managers may use the free cash flows of the company for their own ends instead of value 
maximization for shareholders. Hence, shareholders do not want to retain their money with the 
managers and prefer to dispose of it as dividends to them (Jensen, 1986, ; Lee et al., 2014). As 
Brailsford and Yeoh (2004) suggested, in a company with high free cash flows and operating in 
a low growth environment, the controlling managers prefer to pursue investment rather than to 
dispose of free cash flows in the form of dividend payments. Managers may pursue those projects 
which enhance their personal interests more than the overall shareholders’ wealth. According to 
Chang et al. (2011), insiders in a company which has high free cash flows along with low growth 
potential try to invest money in those projects which may accumulate personal finance and 
rewards for the managers even at the cost of the external shareholders. Hence, the amount of 
free cash flows in a company defines the probability of agency problems between insiders and 
outsiders. Dividend payments generally reduce the level of free cash flows in a company. By paying 
dividends, insiders would not be able to get extra benefits from corporate resources because cash 
flow depletion reduces the corporate assets under their control.

Shareholders also perceive present dividends like “a bird in the hand is worth two in a bush” that 
may be stopped from flying away. Alternatively, paying more cash as dividends reduces the free 
cash flows and exposes a firm to the need to go into the capital market for fund raising and thus, 
provides external investors to have control over the insiders (Easterbrook, 1984). Under an effec-
tive legal system or strong shareholders’ rights protection, shareholders can force the managers of 
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a company to disgorge cash flows as dividends. Particularly, in a company that is exercising strong 
corporate governance practices, shareholders can effectively force management to pay them their 
dividends (La Porta et al., 2000).

There are a number of ways by which these shareholders can protect their rights like using 
voting powers to select directors of their own choice, by transecting their shares with hostile 
raiders, and by suing a company for the infringements of their rights. Investors feel more secure in 
a country where the investors’ protection is strong and that makes it difficult for insiders to snub 
the voice of outsiders, which means that the greater the investors enjoy legal protection, the more 
dividends they can extract from the company (Unlu & Brockman, 2009). A company with agency 
problems pays higher dividends when it has good corporate governance. Because, efficient corpo-
rate governance performs an important part in dividend payment decisions which not only 
suppresses agency problems but also provides a solid platform for shareholders to force the 
company for paying dividends (Adjaoud & Ben-Amar, 2010; La Porta et al., 2000).

H1: A company with strong corporate governance pays higher dividends.

2.2. Moderating role of financial constraints, and dividend policy
An investment decision is one of the most important decisions that a firm ever makes. Mostly, 
scholars have focused on evaluating the effectiveness of investment decisions in their research 
because external and internal financing are no longer mutual substitutes, particularly in the 
existence of capital market imperfections (Agca & Mozumda, 2008). Therefore, a firm’s investment 
decision completely links with the financing decision because the mode of financing influences its 
cost and ultimately affects the investment that a firm can make. So, a firm is considered as being 
financially constrained when its investment spending depends on the availability of internal 
financing (Kadapakkam et al., 1998). Bird in hand theory: Shareholders also perceive present 
dividend like “a bird in hand” that may be stopped from flying away. Alternatively, paying more 
cash as a dividend reduces the free cash flows and exposes a firm to going into the capital market 
for fundraising and thus providing external investors to have control over insiders (Easterbrook,  
1984).

In the existing literature, there is an extensive debate among scholars concerning how the cost 
of internal financing differs from the cost of external financing. There are two streams of studies 
that have identified the probable causes of difference: in the former one, the scholars have argued 
that the existence of taxation, transaction and bankruptcy costs are the factors that may create 
differences in costs of internal and external financing, while other scholars have justified this 
difference by the existence of information asymmetry among outsiders and insiders. Information 
asymmetry induces external financing frictions for a firm and most of the time a firm has to forego 
attractive investment opportunities due to the unavailability of funds. Mostly, the managers of 
financially constrained firms retain funds instead of distributing these to shareholders, for the 
reason that external financing is more costly than internal funds (Myers & Majluf, 1984). In 
particular, in developing countries where capital and financial markets are underdeveloped, they 
are unable to cope with the growing needs of corporate ventures. External financial frictions 
ultimately create financial constraints for firms. The investment spending of firms function with 
the availability of funds. Due to information asymmetry between insiders and external fund 
providers, firms have to face underinvestment problems.

When external financing is expensive, then the internal funds investment outlays will be 
sensitive to liquidity, cash flows, and financial slack. As Fazzari et al. (1988) suggested, cash 
flows and investments are more sensitive for a firm that is facing external financial constraints. 
Hoshi et al. (1991) have further extended the model and conducted a study on Japanese manu-
facturing firms by differentiating into group and non-group firms. The group firms have a soft 
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relationship with banks and have easy availability of financing from banks. In these firms, invest-
ment cash flow sensitivity is low as compared to non-group firms. According to Whited (1992), 
a firm’s capability to avail of external financing determines its investment policy. Financial con-
straints faced by a firm distort its efficient allocation of funds towards its investment policy and 
ultimately disturb firm value. There are a number of factors that intensify external financing 
constraints for a firm like information asymmetry, agency problems, capital market imperfections, 
etc. The existence of agency problems linked with managerial control forces external funds 
providers to charge a higher rate of return as compensation for monitoring the cost (Hussain & 
Akbar, 2022). This constrains the managers’ ease to external funds and compels them to depend 
extensively on comparatively cheap internal funds (Stulz, 1990). Furthermore, managers may 
accumulate cash to increase their control and pursue their interests at the cost of the external 
shareholders, thus, they are also in a position to capitalize on investment opportunities as these 
arise without feeling the need to wait for external financing. In the existing literature, scholars 
have endorsed the association between cash flow sensitivity and investment with the cost of 
retained earnings and external financing, with two alternate narratives of the discrepancy. As 
Myers and Majluf (1984) envisaged that the prevalence of information asymmetry among man-
agers and external investors usually, creates potential financial constraints for a company because 
the investors may charge a premium for the information problem. The inflated cost of external 
funds squeezes a firm’s ability to make effective investments and leads to an underinvestment 
problem. On the other hand, managers also consider that internal funds are cheaper than external 
funds so, they try to spend internal funds so lavishly which creates an overinvestment problem for 
the firm.

The cost of external financing is linked with the level of asymmetry because investors feel 
insecure while providing funds, and if the legal system of a country ensures the protection of 
their rights, ultimately, they require a low cost for their funds. As Rajan and Zingales (1998) have 
found, firms that rely heavily on external financing attain substantial growth if they are operating 
in a country where the investors’ protection is strong. Whereas, Love (2003) suggested that a firm 
legal environment reduces investment cash flow sensitivity because firms will have easy avail-
ability to external financing. Financial developments and investors’ protection soften up the 
financial frictions for firms operating in a country (Khurana et al., 2006). Hence, the company’s 
ability to raise external financing with attractive terms depends on the investor’s confidence in the 
company (Xu et al., 2009). Therefore, strong corporate governance can suppress agency problems 
by monitoring from the shareholders’ monitoring and the company can retain cash to avoid costly 
external financing by squeezing dividends.

Overall, the level of corporate governance affects a firm’s optimal dividend policy (La Porta et al.,  
2000). The degree of influence depends upon the intensity of the financial constraints and the 
agency problem simultaneously faced by a firm. Dividend disbursement has dual outcomes for 
a firm. On the one hand, paying more cash as dividends reduces the chances of management 
expropriations of the free cash flows (Easterbrook, 1984). Conversely, disgorging more cash as 
dividends forces the firm to depend on external financing for future projects (Myers & Majluf,  
1984). Therefore, a firm decides its dividend policy by considering both financing constraints and 
agency problems, simultaneously, particularly in a country where the financial markets are under-
developed and severe information asymmetry exists between a firm’s managers and external 
funds providers. The level of corporate governance varies from country to country. Principally, 
significant differences exist in the corporate governance practices of common and civil law 
countries (La Porta et al., 2002). Additionally, with respect to corporate governance practices, 
developing countries are ranked lower as compared with developed countries (Kalcheva & Lins,  
2007).

In a good corporate governance regime, if dividend payout decreases the agency problem, the 
firm will increase the dividend payouts provided that the firm does not have to face external 
financing constraints (Adjaoud & Ben-Amar, 2010; Mitton, 2004). On the other hand, if the dividend 
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payouts increase the cost of external financing more than the decrease in the agency problems, 
the firms will decrease the dividend payments in strong corporate governance regimes (Myers & 
Majluf, 1984; Xu et al., 2009). Financial frictions have impacts on firms’ value creations by not 
letting them play liberally. The level of external financing constraints brings about the firm’s 
investment and distribution decisions; the higher the level of constraints, the lower the amount 
of investments and distributions in Pakistan (Haque et al., 2014; Mohsin, 2014). As the local firms 
are found to be hesitant in dividend payments, it could be due to exacerbating agency problems 
coupled with the prevalence of financial frictions. The research hypotheses of the study have been 
summarized in Figure 1:

H2: A company with strong corporate governance and external financing constraints pays less 
dividends.

3. Methodology
The sample of the current study is derived from the listed firms on the Karachi Stock Exchange 
(KSE). Different filters have been applied to derive sample firms from the population. Firstly, the 
firm should have been listed during the entire period of interest (from 2004 to 2012) in the KSE, 
because dividend policies of companies vary among listed and unlisted firms (Pindado et al., 2011). 
Secondly, a company should have declared dividends for more than four years during this study 
period because it is a requirement for companies to declare dividends once in five years. Therefore, 
in a period of eight years, two dividend declarations are compulsory, so the benchmark for sample 
selection has been set at four years. Thirdly, firms belonging to the financial and utilities sectors 
have not been considered because these industries follow different accounting and legal provi-
sions (Lin & Hua, 2012; Wei et al., 2011). Fourthly, firms with either missing corporate governance 
or financial data have been excluded from the sample. After applying the aforementioned filtering 
criteria, 139 firms have been selectedand reported in Appendix A.1 The period from which data was 
gathered starts in 2004 (the corporate governance code was introduced in Pakistan one year prior, 
and its effects started to emerge a year later) and ends in 2012 (the code of corporate governance 
was amended in this year). Different sources have been explored in the collection of data for the 
study, most prominently the State Bank of Pakistan (SBP), SECP, KSE, and websites of relevant 
companies.

3.1. External financing constraints
A central question in corporate finance is how financial frictions affect firms’ abilities to finance 
their projects. In the empirical literature, scholars have suggested several potential reasons why 
external fund providers’ abrasion may be considered a financial constraint. Information asymme-
try simply widens the gap between the cost of financial slack and external financing. To assess the 
effects of external financial constraints on corporate decision-making, external financial con-
straints must be defined. The level of external financial friction experienced by a firm is not directly 
observable. Therefore, in the empirical research, the level of financial constraints faced by a firm 
has been measured using either multidimensional indices (e.g., KP Index and WW Index) or by 
using shorting methods based on firms’ characteristics. Each of the aforementioned methods is 
based on empirical or procedural assumptions. As such, their use is suitable in particular environ-
ments but might not be appropriate in a global context. Furthermore, both indices rely heavily on 

Strong Corporate 
Governance

Financial 
Constraints

Dividend Policy

Figure 1. Conceptual 
Framework.
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endogenous financial alternatives which may not have linear relationships with financial con-
straints (Bell et al., 2012; Hadlock & Pierce, 2010).

The variables that appropriately categorize a firm as either financially constrained or uncon-
strained are the firm’s size and its age. Firm size and age consistently and accurately predict 
different states of business with respect to financing needs (Farre-Mensa & Ljungqvist, 2013; 
Hadlock & Pierce, 2010; Murillo et al., 2009; Silva & Carreira, 2012). A business can enhance its 
borrowing power by acquiring more assets, as this increases creditors’ willingness to finance the 
firm. Therefore, firms with many tangible assets can easily receive financing from creditors. 
Particularly, in economies that are bank-dependent and where other sources of credit creation 
are weak, firms have to maintain a healthy amount of assets to be used as collateral (Patha et al.,  
2014). Banking sector development plays an important role in forming asset mixes for ventures. 
A low level of banking sector development means that firms must heavily rely on secure borrowing 
through the use of solid collateral (Davydova & Sokolov, 2014). A firm’s borrowing capacity also 
depends on what level of assets can be offered as a guarantee against a loan. Hence, there are 
three measures for external financing constraints: age, size, and asset tangibility. These measures 
of external financing constraints are described in Appendix B.

3.2. Corporate governance
The dividend policy varies with the level of corporate governance in a region. For example, firms in 
a country with a strong corporate governance mechanism tend to release higher dividend payouts 
than firms in a country with a weak corporate governance mechanism Omran (2004). A systematic 
pattern may enable dividend payout ratios to differ among firms within a single country based on 
the relevant governance quality (La Porta et al., 2002; Lin & Hua, 2012). The firm’s quality of 
corporate governance is not directly observable. Therefore, scholars have developed different 
proxies to measure corporate governance quality, such as single observable firms’ characteristics 
or multidimensional dimensional indices. In most of the studies, scholars have tried to measure 
the effect of a firm’s corporate governance on their decision-making practices by using single 
attributes such as board composition, ownership structure, compensation regimes, etc (Afza & 
Hammad, 2011; Chen et al., 2010; Kinkki, 2008). However, one can argue that a single variable 
cannot measure corporate governance quality effectively since the quality of governance is based 
on multiple factors (Bebchuck & Hamdan, 2009; Bhagat et al., 2008). Moreover, a multifactor index 
that has been developed in a single country reflects a better measurement than cross-country 
indices because it closely covers the rules, practices, and procedures of that country (Khanna et al.,  
2008). There are three different ways to construct a corporate governance index: through 
a commercial services provider, the surveyed-based method, and the extracted method. Every 
method has its own merits and demerits. The survey-based methods may elicit an inappropriate 
response rate from companies. Proxy-advising institutions like the CLSA, Governance Metrics 
International (GMI), and Deminor Institutional Shareholder Services (DISS) usually cover big 
renowned companies from the sample country, which may lead to selection bias and make the 
inferences questionable. Additionally, the weighting criteria of rating agencies may be influenced 
by the subjectivity of analysts (Zheka, 2006); the academic indexes created by research scholars on 
the bases of their self-managed databases are equally weighted indexes in which each provision is 
measured on a binary scale. Therefore, these indexes are less subjective than proxy agency 
indexes (Bozec & Bozec, 2012).

The problem of subjectivity normally arises, however, due to prejudiced weighting criteria, 
though equal weighting criteria could soften the problem (Chang et al., 2011; Jiang et al., 2008). 
In order to gauge the vigor of firms’ levels of corporate governance, a broad multifactor index (i.e., 
board of directors, ownership, transparency and disclosure, and committees) has been used in 
Pakistan and has covered various dimensions that deal with policies, structures, and procedures 
that may form good corporate governance practices. All the information has been derived from the 
companies’ annual reports. All the factors are measured via binary criteria. Corporate governance 
scores were calculated by summing up all the points. The minimum a firm could score was 0 
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points, and the maximum was 25 points.2 In self-constructed indexes, researchers have the 
leverage to select relevant governance provisions that may fully comply with the legal and 
economic environment of that country. Javed and Iqbal (2006, 2007, 2008, 2010) have developed 
a corporate governance index known as G-Score 22; I have modified it slightly and converted it into 
G-Score 25 for the present study. The modified index includes relevant changes considering recent 
developments in academic and practical endeavors. There are four sub-groups of the index. The 
detail of corporate governance index is provided in Appendix B.

3.3. Estimations
In modern finance, particularly in corporate governance literature, ordinary least square (OLS) 
regression is one of the most commonly used statistical techniques in the investigation of the 
relationship between dependent and independent variables (Adjaoud & Ben-Amar, 2010; Gompers 
et al., 2003; Jiraporn & Ning, 2006). In this study, the same technique has been used to investigate 
the impact of corporate governance on the dividend-paying behavior of firms listed on the KSE. For 
better statistical estimations, certain diagnostic tests (e.g., the 1-sample Kolmogorov-Smirnov test 
to confirm the normality of response variables, an F-test to determine the goodness of fit of 
a model, and tolerance and variance inflation factors to check the multicollinearity between 
predictors, etc.) must be applied. The study also aims to investigate the impact of corporate 
governance on dividend policy by explicitly considering the role of financial constraints in dividend 
payment decisions. Dividend payments generate two types of effects. First, they raise a firm’s 
dependency on external financing by disgorging cash flows in favor of shareholders. Secondly, they 
reduce the chances that management will expropriate the firm’s resources by reducing cash flows 
in their procession.

Three different proxies of external financial constraints have been developed, viz., firm age, size 
and assets tangibility. These variables are then scaled based on binary coding, and new dummy 
variables (e.g., age dummy (DAGE), size dummy (DSIZE) and tangibility dummy (DTANG)) are 
generated. The regression equations for these variables are as follows: 

Whereas:

DIVit = Fours measures of dividend policy including Cash dividend scaled by, Earnings, Assets, 
Sales and Equity for firm i at time t; 

CGIit = CGI is a multifactor corporate governance index covering 25 CG provisions for firm i at 
time t; 

DAGEit = Value 1, if the age of firm is less than sample median otherwise 0 for firm i at time t; 
DSIZEit = Value 1, if the total assets of firm are less than sample median otherwise 0 for firm i at 
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time t; 
DTANGit = Value 1 if the tangible assets of firm are less than sample median otherwise 0 for firm 

i at time t; 
LEVit = Total Debt/total assets for firm i at time t; 
GROWTHit = Market to Book value ratio for firm i at time t; 
PROFTit = Earnings/book value of equity for firm i at time t; 
a0 ¼ Intercept for firm i at time t; 
εit ¼ Residual

4. Results
Table 1 of the said session presents a summary of the descriptive statistics of Pakistani firms listed 
on the KSE between 2004 and 2012. There are four different proxies of dividend policies which are 
developed in light of the existing literature. The mean value obtained for dividend payout ratio 
indicates that firms in Pakistan distribute relatively small portions of their income as dividends and 
retain foremost of their income for investment needs. The higher mean value of leverage implies 
that local firms are heavily indebted. Ahmed and Javid (2008) and Batool and Javid (2014) have 
confirmed that Pakistani firms are highly leveraged. In a country where the cost of financing 
remains in a surge phase, highly indebted firms utilize most of their income for interest payments 
that ultimately squeeze the size of dividends. However, the volatility in macroeconomic perspective 
affects the financial performance of corporate sectors in terms of their profitability. Pakistan is 
facing economic turmoil from last decade and as a result corporate distribution policy has 
redefined its myth. In most of the existing local studies, the scholars have confirmed that the 
profitability of a firm is an important determinant of dividend policy (Afza & Mirza, 2010; Afzal & 
Sehrish, 2011). De Angelo and De Angelo (2006) proposed that income is an indispensable factor in 
dividend payment decisions and that more profitable firms pay higher dividends.

The statistics for the standard deviation and mean value of return on equity (ROE) explain that 
the earnings of sample companies are not stable or certain. Consequently, the dividend policies of 
companies remain shaky. During the last few years, corporate regulatory institutions have devel-
oped governing laws, but their ineffective implementation hash indeed their effective utilization. 
Initially, in 2003, corporate governance rules were introduced to remove impurities in corporate 
culture such as ownership concentration, director interlocking, pyramid ownership, proxy director-
ship, etc. However, while the laws have only softened these impurities, the problem persists, and 
there are still plenty of problems to come.

A broad multifactor corporate governance index has been developed to gauge the extent of 
firm-level corporate governance quality. The mean value of the CGI index indicates that the quality 
of corporate governance is not very strong in Pakistan. Javed and Iqbal (2008) and Malik (2012) 
have also suggested this. The results of the corporate governance index’s sub-groups also reflect 
the feeble governance practices exhibited by local firms.

The results of the univariate analysis reported in Table 2 also reveal that financially constrained 
firms are less profitable than unconstrained firms. The average ROE of constrained firms is 13% 
and is 17% for unconstrained firms. In the existing literature, it has been established that profit-
ability is an important determinant of a firm’s dividend policy (Adjaoud & Ben-Amar, 2010; Ahmed 
& Javid, 2008; Swicki, 2009). Higher profitability also leads to the generation of higher returns for 
shareholders in the form of dividend payments. Normally, earning creates financial slack and 
reduces the need for external funds. Higher financing costs and the under-utilization of resources 
cause constrained firms to remain inefficient in their generation of healthy profitability (Adelegan 
& Ariyo, 2008). Therefore, in Pakistan, higher financing costs and lower operating efficiency also 
reduce the profitability of financially constrained firms.

Information asymmetry between insiders and external fund providers affects the cost of exter-
nal funds. In the presence of external financing constraints, firms have to retain cash in order to 

Azeem et al., Cogent Economics & Finance (2023), 11: 2243709                                                                                                                                      
https://doi.org/10.1080/23322039.2023.2243709                                                                                                                                                       

Page 11 of 29



finance investment opportunities by avoiding costly external financing (Agca & Mozumda, 2008). 
In such a case, firm-level corporate governance works to reduce information asymmetry between 
parties. Corporate governance is principally especially important in emerging countries with under-
developed financial markets where firms have few financing options (Francis et al., 2012). In 
Pakistan, companies exhibit good corporate governance when they have access to external 
funds with attractive terms. The management of a company ensures investors’ safety by assuring 
investors that the company is good at following corporate governance practices and that it will 
acknowledge investors’ rights in the future. Nevertheless, the adoption of fair corporate govern-
ance standards not only improves the functioning of a company but also enhances investors’ 
confidence (Daud et al., 2015).

The second objective of the study is to investigate the impact of corporate governance on 
dividend policies by explicitly considering the role of external financial constraints in dividend 
payment decisions. This is the main contribution of the study because researchers have focused on 
the direct association between a firm’s dividend policy and corporate governance in most of the 
existing literature. However, the payment of dividends poses two types of effects for a firm. First, it 
reduces the agency problem by converting funds to dividend payments. Second, it enhances 
dependency on external financing (Chen & Wang, 2012; Myers & Majluf, 1984; Weisbach & 
Stephens, 1998; Zwiebel, 1996). In that case, a firm has to make a tradeoff between agency 
costs and external financing costs when deciding its dividend policy.

A G-25 integrated index has been developed to observe firms’ levels of corporate governance 
practices, whereas the extent of external financing constraints faced by a firm has been measured 
via three different proxies, viz. firm age, firm size, and assets tangibility. Hence, there are three 
measures for external financing constraints. Three dummy variables have been created against 
each financial constraint proxy; these are denoted as a value of 1 if a firm is facing financing 
constraints and is otherwise denoted as 03. Generally, 1 represents the presence of financial 
constraints, which means it is probable that a firm will face external financing constraints in the 
future. A value of 0, conversely, implies the absence of financing constraints, meaning that a firm 
has a low probability of facing financial friction in the future. Generally, younger and smaller firms 
are less well-known by external investors; moreover, such firms do not possess an adequate level 
of resources to achieve efficient internal control and transparency. In this case, outside investors 
feel insecure and will probably charge a premium as part of their cost for financing. This pattern 
makes external financing unattractive for small and young firms (Davydova & Sokolov, 2014; 
Deshmukh, 2005Learya & Robert, 2010).

As per the existing literature, three dummy variables have been created for each proxy of 
financial constraint. A firm is said to be financially constrained if it is young, small, and holds 
few tangible assets. However, there is a need to caution against the interoperation of the 
coefficient of the interaction term between corporate governance and financing constraints. 
Because the natures of the aforementioned variables differ, the corporate governance index is 
a continuous variable, whereas financing constraints represent a binary state. Tables 3–9 report 
the results of how corporate governance affects dividend policies in the presence of external 
financing constraints. Equations 7 to 12 have been estimated to investigate the moderating role 
of financing constraints in the relationship between the firm’s dividend policy and corporate 
governance. In the first stage, only the corporate governance index and its interaction term with 
financial constraints have been used to investigate how the presence of financing constraints 
modifies the impact of corporate governance on dividend policies. In the second stage, control 
variables are also included to reduce variable bias.

The results of the study confirm that the presence of financing constraints modifies the relation-
ship between a firm’s corporate governance and its respective dividend policy. It implies that when 
a firm in Pakistan seems to face external financing constraints, it tries to reduce its dividend 
disbursements. However, all measures of financing constraints have changed the impact of 
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corporate governance on dividend policies, while firm age and size have produced significant 
results. This is consistent with the existing literature in which researchers have envisaged that 
firm size and age consistently and accurately predict different states of business with respect to 
financing needs (Farre-Mensa & Ljungqvist, 2013; Hadlock & Pierce, 2010; Murillo et al., 2009).

External financing constraints prove that a firm reduces the amount of dividends it pays when 
confronted with external financing frictions. At present, it is a matter of considerable attention 
because Pakistani firms prefer to remain in a condition of facing external financing fiction. 
Normally, inefficient fund allocation, capital market imperfections, and a high level of information 
asymmetry generate financing frictions for firms, particularly those operating in developing coun-
tries (Love, 2003; Wurgler, 2000). Pakistan is a developing country with respect to the liquidity, 
depth, and functionality of her financial markets. Corporate ventures rigorously complain about 
the suitability and availability of external financing.

4.1. Panel data estimation
The data of the study contains both time series and cross-sectional properties. There is hetero-
geneity among firms. Additionally, it is also assumed that the intercepts and coefficients are not 
the same all over. However, panel data estimation allows for heterogeneity or individuality among 
firms by having their own intercept value. Moreover, the aforementioned estimation also covers 
the properties of time-invariant intercepts. In fact, it is a matter of unobserved individual hetero-
geneity with respect to explanatory variables; either it is zero or non-zero. The results of the panel 
data estimations are presented in Table 5. The insignificance of the Hausman test confirms that 
the random effect model is appropriate. The model assumes that the unobserved individual effect 
is uncorrelated with the other covariates. The results of the panel data estimations confirm that 
the presence of financing constraints modifies the relationship between firms’ corporate govern-
ance and their respective dividend policies. This implies that when a firm in Pakistan seems to face 
external financing constraints, it tries to reduce its dividend disbursements. All measures of 
financing constraints have changed the impact of corporate governance on dividend policies, but 
firm age and size have produced significant results.

Table 1. Descriptive Statistics (Complete Sample)
Variables N Minimum Maximum Mean Std. Deviation
DIV/EARNINGS 1231 −289.107 661.910 39.08618 77.105031

DIV/SALES 1231 0.000 108.906 3.67525 8.276876

DIV/ASSETS 1231 0.000 196.427 4.17778 9.876600

DIV/EQUITY 1231 0.000 254.059 8.29385 16.353728

LEVERAGE 1231 3.072 87.328 51.88827 18.758542

MBV 1231 0.036 14.626 1.49233 1.544765

ROE 1231 −378.509 308.796 15.59133 32.772358

CGI 1231 5 22 12.12 3.464

BOD 1231 2 9 4.03 1.330

OWN 1231 0 5 2.31 1.696

TDI 1231 2 8 5.46 1.297

COMS 1231 0 2 0.32 0.530

TOTAL ASSETS 1231 15900 338321073 11009897 2.746

DIV/EARNINGS (%) is dividend divided by earnings. DIV/ASSETS (%) is a dividend divided by total assets. DIV/EQUITY 
(%) is dividend divided by equity. DIV/SALES (%) is dividend divided by sales. MBV is market to book value ratio. 
LEVERAGE is total debt divided by total assets asset. ROE (%) is earnings divided by equity. TOTAL ASSETS is the book 
value of total assets in thousands. CGI is a score of multifactor Corporate Governance Index and BOD is the board of 
directors score, OWN stands for ownership score, TDI is Transparency & Disclosure Index score and COMS denotes the 
committees score as the sub-groups of the main index. 
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The interaction term coefficients confirm that the existence of financial constraints affects dividend 
policies in Pakistan. The inverse relationship among dividend policies, interaction terms of corporate 
governance, and external financing constraints proves that a firm reduces the amount of dividends it 
pays when it is confronted by external financing frictions. In the former case, substantial cash gives 
financial flexibility to a firm, which is an especially valuable resource when the external capital market 
is underdeveloped. As far as the results of control variables are concerned, there is a positive relation-
ship among a firm’s dividend policy and its size entails that large, mature firms exercise good 
governance practices and have better access to external funds; as a result, they offer higher dividends 
to their shareholders (Adjaoud & Ben-Amar, 2010; Batool & Javid, 2014; Iqbal, 2013).

Normally, large firms become efficient in resource utilization so that they can easily achieve an 
economy of scale and generate higher returns than small firms. Therefore, higher returns lead to 
higher dividend disbursements. There is a significant inverse relationship between leverage and all 
four measures of dividend policy in Pakistan. Higher leverage increases the financial risk faced by 
firms and discourages further disbursements, thus boosting financial distress. The negative coeffi-
cients of growth opportunities with all dividend payouts indicate that, in Pakistan, firms try to 
finance investment opportunities via internal funds because local financial markets are under-
developed and insufficient to cope with the growing needs of firms. The robustness of the results 
has also been confirmed by applying panel regression and clustering of error terms with different 
parameters, such as firm and years, respectively. The results of the aforementioned estimations 
are in compliance with the outcomes derived in existing studies.

5. Conclusion
Effective supervision and monitoring can reduce managerial opportunism and thereby lessen the 
informational gap between internal managers and external investors. Information asymmetry 
generates various issues for a firm, such as the agency problem by which managers pursue their 
own interests at the cost of the firm’s shareholders. Normally, a firm manages the issues of the 
agency problem and external financing constraints by omitting or reducing dividend payments. 
The current study intends to investigate the impact of corporate governance on dividend policy by 
explicitly considering the role of external financing constraints faced by firms on a sample of 139 
firms listed in the KSE. The period from which data was gathered starts in 2004 and ends in 2012. 
The findings of the present study suggest that effective corporate governance makes a significant 
contribution to defining the dividend policies of firms operating in Pakistan. Firms pay higher 
dividends when they exhibit strong corporate governance practices.

Additionally, the availability of external financing is an important determinant of dividend payment 
decisions. In most of the existing studies, researchers have focused on the direct relationship between 
firms’ dividend policies and their corporate governance. However, they have not considered the role of 
external financing constraints in dividend-payment decisions even though a firm decides its optimal 
dividend policy by simultaneously considering both the costs of external financing and the agency 
problem. The results of the present study confirm that when a company is confronted with the agency 
problem and financial constraints simultaneously, managers prefer to avoid costly external financing 
over reducing the agency problem. They do this by reducing the size of dividend payments and 
accumulating funds to finance investment opportunities. Normally, managers try to avoid external 
financing due because the cost of external financing is higher than internal financing and because 
external financing involves the firm’s monitoring by investors. Based on its findings, the present study 
proposes certain recommendations.

Pakistan is a developing country, and in the last few years, her economy has grown at a fine 
pace. The corporate sector always corresponds to the growth of a country’s economy. In order to 
explore investment opportunities, firms require external financial assistance. Generally, the formal 
financing sector (e.g., the banking system) and platforms of money and capital markets are 
approached. Due to a number of functional, legal, infrastructural, and political issues, the financial 
sector of Pakistan is unable to efficiently fulfill the ever-growing needs of firms. Consequently, 
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firms have to face external financing constraints. In order to reduce the effects of financial 
frictions, firms manipulate their distribution policy, and this move ultimately hinders the value- 
creation process. There is a need to revisit our plans of financial sector liberalization because the 
sector is not adequately serving all its stakeholders. Owing to several procedural and methodolo-
gical issues, the scope of the study remains confined to a nine-year window (i.e., 2004–2012) and 
is relevant only to non-financial listed companies that make regular dividend payments.
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Appendices  
Appendix-A: Names of Companies

Sr. No. Names Sr. No. Names
1 Abbot Laboratories. 71 Mehran Sugar Mills Ltd.

2 Adam Sugar Mills Ltd. 72 Mirpurkhas Sugar Mills 
Ltd.

3 Al- Abbas Sugar Mills Ltd. 73 Mitchell’s Fruit Farms Ltd.

4 Al-Ghazi Tractors Ltd. 74 Murree Brewery Ltd.

5 Al-Abid Silk Mills Ltd. 75 N. P. Spinning Mills Ltd.

6 Allawasaya Textile Ltd. 76 Nagina Cotton Mills

7 Al-Noor Sugar Mills Ltd. 77 National Refinery Ltd.

8 Artistic Dynim Mills Ltd. 78 Nestle Pakistan Ltd.

9 Atlas Battery Ltd. 79 Nishat Chunian Ltd.

10 Atlas Honda Ltd. 80 Nishat Mills Ltd.

11 Attock Cement Ltd. 81 Noon Sugar Mills Ltd.

12 Attock Petroleum Ltd. 82 OGDCL Ltd.

13 Attock Refinery Ltd. 83 Packages Pakistan Ltd.

14 Baluchistan Wheels Ltd. 84 Pak Data-Com Ltd.

15 Bata Pakistan Ltd. 85 Pak Suzuki Ltd.

16 Berger Paints Pakistan 
Ltd.

86 Pakistan Cables Ltd.

17 Bhanero Textile Ltd. 87 Pakistan Gum & 
Chemicals Ltd.

19 Biafo Pakistan Ltd. 88 Pakistan Inter-Container 
Ltd.

20 Blessed Textile Ltd. 89 Pakistan National 
Shipping Ltd.

21 BOC Pakistan Ltd. 90 Pakistan Oilfield Ltd.

22 Cherat Cement Ltd. 91 Pakistan Paper Products 
Ltd.

23 Cherat Packaging Ltd. 92 Pakistan Petroleum Ltd.

24 Clariant Pakistan Ltd. 93 Pakistan 
Telecommunication Ltd.

25 Clover Pakistan Ltd. 94 Pakistan Tobacco 
Company Ltd.

26 Colgate—Palmolive Ltd. 95 Philip Morris Pakistan Ltd.

27 Crescent Steel & Allied 
Products Ltd.

96 Premium Textile Ltd.

28 D.G Khan Cement Ltd. 97 Prosperity Waving Ltd.

29 DadexEternit Ltd. 98 Punjab Oil Mills Ltd.

30 Dawood Hercules 
Corporation Ltd.

99 Quality Textile Mills Ltd.

31 DawoodLawrencepur Ltd. 100 Quetta Textile Mills Ltd.

32 Din Textile Mills Ltd. 101 Rafhan Maize Ltd.
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Sr. No. Names Sr. No. Names

33 Dyne Pakistan Ltd. 102 Reliance Cotton Mills Ltd.

34 Ellcot Spinning Mills Ltd. 103 Resham Textile Industries 
Ltd.

35 Engro Chemical Pakistan 
Ltd.

104 Rupali Polyester Ltd.

36 Exide Pakistan Ltd. 105 Saif Textile Mills Ltd.

37 Faisal Spinning Mills Ltd. 106 Salfi Textile Mills Ltd.

38 Faran Sugar Mills Ltd. 107 Sana Industries Ltd.

39 Fauji Fertilizer Bin Qasim 
Ltd.

108 Sapphire Fibers Ltd.

40 Fauji Fertilizer Company 
Ltd.

109 Sapphire Textile Ltd.

41 Fazal Cloth Mills Ltd. 110 Sazgar Engineering Ltd.

42 Feroze1888 Mills Ltd. 111 Sddiqsons Tin Plats Ltd.

42 Ferozsons Laboratories 
Ltd.

112 Security Paper Ltd.

43 Gadoon Textile Mills Ltd. 113 Serearl Pakistan Ltd.

44 Gatron (Industries) Ltd. 114 Service Industries Ltd.

45 Ghani Glass Ltd. 115 Shadab Textile Mills Ltd.

46 GlaxoSmithKline Pakistan 
Ltd.

116 Shahmurad Sugar Mills 
Ltd.

47 Good-luck Industries Ltd. 117 Shams Textile Mills Ltd.

48 Grays of Cambridge 
(Pakistan) Ltd.

118 Shataj Sugar Mills Ltd.

49 Habib Sugar Mills Ltd. 119 Shataj Textile Mills Ltd.

50 High-noon Laboratories 
Ltd.

120 Sheezan Pakistan Ltd.

51 Hino-Pak Motors Ltd. 121 Shell Pakistan Ltd.

52 Hira Textile Mills Ltd. 122 Shield Pakistan Ltd.

53 Huffaz Seamless Pipe 
Industries Ltd.

123 Shifa Int- Hospital Ltd.

54 Ibrahim Fibres Ltd. 124 Siemens Pakistan Ltd.

55 ICI Pakistan Ltd. 125 Sitara Chemical Industries 
Ltd.

56 Indus Dyeing & 
Manufacturing Ltd.

126 Snofi-Aventic Pakistan

57 Indus Motor Company 
Ltd.

127 Sunrays Textile Ltd.

58 Ishaq Textile Mills Ltd. 128 Suraj Cotton Mills Ltd.

59 Island Textile Mills Ltd. 129 Tariq Glass Ltd.

60 Ismail Industries Ltd. 130 Tata Textile Ltd.

61 Etehad Chemicals Ltd. 131 Thal Ltd. (Industries 
Corporation)

(Continued)
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Appendix-B: List of Variables

(Continued) 

Sr. No. Names Sr. No. Names

62 JDW Sugar Mills Ltd. 132 The General Tires Ltd.

63 Karam Ceramics Ltd. 133 Treet Corporation Ltd.

64 KSB Pumps Ltd. 134 Tri-Pak Ltd.

65 Leiner- Pak -Gelatin Ltd. 135 Unilever Foods Pakistan 
Ltd.

66 Lucky Cement Ltd. 136 Unilever Pakistan Ltd.

67 Maqbool Textile Mills Ltd. 137 Wah Noble Chemicals 
Ltd.

68 Mari Gas Company Ltd. 138 Wyth Pakistan Ltd.

69 Masood Textile Mills Ltd. 139 Zulfiquar Industries Ltd.

70 Mehmood Textile Ltd.

Panel A: Dividend Policy

Div/Equity Dividend divided by Equity

Div/Earnings Dividend divided by Earnings

Div/Sales Dividend divided by Sales

Div/Assets Dividend divided by Total Assets

Panel B: Financial Constraints

DAGE Dummy variable with the value of one if firm age is less than median or zero generally

DSIZE Dummy variable with the value of one if total assets are less than median or zero 
generally

DTANG Dummy variable with the value of one if tangible assets are less than the median or zero 
generally

Panel C: Corporate Governance

Board of Directors

1 Board Size (number of directors) no less than 6 not more than 15

2 CEO duality

3 Executive directors are not more than of 75% as proportion of total directors

4 Attended at least 75% of meetings by all directors

5 Description about directors’ educations

6 At least single independent director in board

7 Job description of all board members

8 Board diversity with respect to gender

9 Board diversity with respect to nationality

(Continued)
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Panel C: Corporate Governance

Ownership

10 Directors’ ownership procession as block holdings

11 Either CEO own shares or not

12 Existence of outsiders’ block holdings

13 Existence of Family’s block holding

14 CEO or Chairman is Block Holder

Transparency & Disclosures

15 Does the corporation properly disclose how much it paid to its auditor for consulting and 
other work

16 Does the corporation disclose biographies of board members

17 Remuneration disclosure of executive staff members’ and board of directors

18 Internal audit committee disclosure

19 Audit committee comprises exclusively of independent directors

20 A company follows formal policy of auditor rotation

21 All directors remain present in 75% of meetings organized by audit committee

22 Either the auditor is from big six or not

Committees

23 Compensation committee existence

24 Compensation committee should be free from directors interlocking

25 Nomination committee existence

Panel D: Control Variables

LEVERAGE Total Debt divided by Total assets

ROE Earnings divided by equity

MBV Market to Book value ratio
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