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APPLICATION OF FINANCE TECHNIQUES: AN EMPIRICAL
ANALYSIS OF PAKISTANI CORPORATE SECTOR

The study reviews the core areas of the finance functions and their level of applications in
Pakistani corporate sector. A total of 70 questionnaires were distributed in different companies, 53
were received and 49 were processed, the respondents were finance executives and financial ana-
lysts of the companies. The study concludes that respondents are well aware of finance functions; out
of these functions applications of capital structure decisions are being properly practiced while div-
idend policy is a major concern in most of the organizations. Investment appraisal techniques are
not followed systematically due to constraints on capital investment and availability of resources.
Working capital policy and financial performance assessment ratios are practiced in Pakistani cor-
porate sector at large.

Keywords: finance functions; corporate sector; finance executives and analysts.

Axmen Impan Xynmkpa, I'yasam 111a66ip Xan Hiasi,
Cyen Bakyap Ak6ap, Kamid Yp Peman

BUKOPUCTAHHA ®IHAHCIB: EMITIIPUYHUI AHAJII3
KOPITIOPATUBHOT'O CEKTOPY ITAKUCTAHY

Y cmammi poseasnymo ocnoeni ynxuii inancie ma pieenv ix euxopucmauna y
Kxopnopamuenomy cexmopi Ilaxucmarny. Y xomnanisx piznux eaayseii 6yao posnoecrooxcerno 70
anxem, 53 3 Hux Oyao noeepneno, 49 — onpauvosarno. Pecnondenmamu cmaau hinancoei
odupexmopu ma ¢hinancosi anasimuxu xKomnauii. 3podaeHo GUCHOGOK, W0 pecroHOeHmuU UiiKoM
3Hatiomi 3 ynkuiamu hinancie, 3 HUX HAUOGIABUWL GIHCUBAHOI) € CMPYKMYPYSAHHS Kanima.ty,
eaxcausoio 04a Oazamvox Komnawiii € makoxc ougioenona noaimurka. Ouinroéanus
Kanima.ao6Kaadenv npogooumMbCA HecucmeMamu4Ho 4epe3 HedocmamHicme pecypcie 0as
Kkanimaaoexaadens. Po3poOka noaimukxu pobomu 3 060pomMHUM Kanimaiom ma OUIHIOBAHHS
hinancoeoi disibnocmi npaxmuxyromucsa y kopnopamuernomy cexmopi Ilaxucmany doeoai wuporo.

Karwuosi caoea: pynxyii ¢inancie; xopnopamuenuii cekmop, @iHancosi dupexmopu ma
ananimukuy.

Taba. 3. Jlim. 42.

Axmen Umpan Xynmkpa, I'ynav [11a66up Xan Husizu,
Cyen Bakyap Akoap, Kanmd Yp Peman

MNPUMEHEHUE ®UHAHCOB: DMITUPUYECKUNI AHAJIN3
KOPITIOPATUBHOT'O CEKTOPA TTAKUCTAHA

B cmamve paccmompenst ocHognble (yHKUUU (DUHAHCO8 U YPOGEHb UX NPUMEHEHUS 6
Kopnopamuenom cexmope Ilakucmana. B pazauvnbix KoMRaumusx 6vlau pacnpocmpaneHvt 6
obweti caoxncnocmu 70 anxkem, 53 oviau éozepauenvt, u 49 us nux oopabomanst. Pecnonoenmamu
cmaau unancosvie oupexkmopa u unancogvie anasumuxu Komnanuii. Coeaan 61600, umo
PecnoHOeHmbL 6no.aHe 3HAKOMbL ¢ PYHKUUAMU (DUHAHCOB, U3 HUX HAUOO4ee HACMO NPUMEHACMON
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A6ASCMCA CMPYKMYPUPOBAHUE KANUMAAA, 8AXNCHOU 0451 MHO2UX KOMNAHUI A6ASeMCA MaKyce u
dueudenonas noaumura. QueHKa Kanuma.06.101¥ceHull nNPoGOOUMCs HeCUCMEMAMUYECKU 8 C6:3U
¢ He00Cmamo4HOCMbI0 pecypcoé 041 Kanumaaoeaoxcenuii. Pazpabomka noaumuxu pabomot ¢
000pomHbIM  KANUMAioM U OUeHKA (OUHAHCOBOU OeaAmeAbHOCHmU NPAKMUKYIOMCA 6
Kxopnopamusenom cexmope Ilaxucmana docmamouno wupoxo.

Karouesvie caosa: gynkuyuu uHancos; KopnopamuseHwlii cekmop; @QUHAHCOgble dupekmopa u
AHAAUMUKU.

1. Introduction. The corporate sector is responsible for production of goods and
services, investment decisions enhance the production capacity of the economy.
Corporate sector requires a continuous growth from both macro and micro view-
points; however, interest rates and exchange rates make difference through monetary
policy application. Finance strategies and investment moves are the key factors in the
performance of any corporation. Therefore, for maximization of shareholders wealth,
main focus is always on proper management of financing and investments strategies
(McConnel and Servaes, 1990).

Application of finance functions and their role in the development of corporate
sector have been discussed in financial literature and most of these studies are focused
on the developed countries. McCaffery et al. (1997) reviewed the application of these
practices in the UK retailing sector. Cowton and Pilz (1995) worked ae the topic of
investment appraisal in the retailing sector. Morgan and Tang (1992) covered one
aspect by focusing on the investment appraisal, both for financial services and the dis-
tribution. To ascertain the level of application and perception about these finance
functions in Pakistani corporate sector, a preliminary investigation has been carried
out during the visits to different companies. Finance managers, finance executives
and financial analysts believe that these practices are very important for the improve-
ment of organizational performance and thus can play a critical role in the success of
the organizations in Pakistani corporate sector if appropriately practiced.

In the last decade, Pakistani economy has shown a notable growth; however, there
is decline in the performance of corporate sector in the last part of this decade as com-
pared to the initial years whern the growth was satisfactory (Economic Survey, 2008-
2009). The investigation reveals that inappropriate application of finance functions is
one of the reasons for this downfall along with other issues faced by the economy.
Therefore, application of finance functions is critical for the performance of any
organization and can contribute to the growth of corporate sector. This also makes the
perception, level of commitment and application of finance functions in Pakistani cor-
porate sector an area for concern of researchers. It also raises the need to investigate the
extent to which Pakistani corporate sector is following these practices, especially in the
period when economic indicators are declining after steady growth in the last decade.

The study reviews the core areas of finance functions which are relevant to the
corporate sector in Pakistan. This study also examines the level of application and
perception aspects of finance functions within Pakistani corporate sector in the light
of theory and its application.

2. Literature Review. Financial literature suggests that the capital structure has
impact on on economic system (Myers and Majulf, 1984) and managers should iden-
tify the ideal corporate structure for a company. U.S industries' analysis conducted by
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Brigham and Ehrhardt (2001) indicated that among individual firms, within indus-
tries, and among those industries there exists a wide capital structure variation. Frank
and Goyal (2009) pointed out the industry median leverage as the single and most
important determinant regarding corporate leverage. The leverage impact regarding
real options was also studied by Morellec and Schurhoff (2008). Capital structure
decision is influenced by the economic condition of a country (Rajan and Zingale,
1995; Booth et al., 2001) and debt ratio of an organization is the function of rate of
economic growth and capital market development. Achy (2009) found a negative
relationship between asset tangibility and both aggregate leverage and short-term debt
ratio. Butt et al. (2010) found a positive and significant relationship between financial
management practices and organization performance in Pakistani corporate sector.

Asquith and Mullins (1983) and Michaely et al. (1995) found positive and sig-
nificant abnormal returns associated with the announcement of dividend increases.
Study conducted by Anderson (2009) indicates the separation of dividend signal from
the earnings signal. Studies conducted on Japanese firms failed to provide evidence of
a positive relationship between future earnings and dividend changes (Kato et al.,
2002). Fukuda (2000) documented a negative change in firm performance although
there appears to be a positive stock price reaction to the announcement of a dividend
increase. Corporate investments, dividends, compensation and financial policies are
interconnected, debt and equity substitute the governance structures rather than
financial structures. A firm with higher asset would find debt financing very costly
(Williamson, 1988). Capital investment is a reaction of management to profit process
(Dixit and Pindyck, 1994; Pindyck, 1988; Caballero, 1991; Aguerrevere, 2003).
Corporate takeovers do not have maximum effect on the firms' stock value, as
demonstrated by earlier work, and it is believed that after taking over a firm share-
holders witness a normal profit within a time span of 5 years (Jensen and Ruback,
1983; Jarrell and Poulson, 1989; and Peterson and Peterson, 1991). Magenheim and
Mueller (1988) and Agrawal et al. (1992) contradicted with this by observing the
shareholders dividend going down. On this series of evidence, many managers suggest
to keep the firm's size larger.

Nwankwo & Osho (2010) stated that efficient working capital is a prerequisite for
growth and existence of corporate enterprises because it dictates the level of produc-
tion, inventory and sales. Working capital required for business is determined by a
number of factors (Arthur, 1992) including market conditions, conditions of supply,
seasonality of operations and nature of business. Importantly, Nwankwo (2007)
revealed that working capital possesses a high turnover rate than long-term assets. The
volume of current assets and current liabilities, that the company is ready to incorpo-
rate in its balance sheet, is the decision of management of the efficient working capi-
tal (Nwankwo, 2005). Financial managers usually spare more time on the working
capital management than on any other financial activity. Working capital manage-
ment is indeed a pre-requisite for growth and survival of a firm (Pandey, 2006).
Mismanagement and starvation of working capital is the important cause, if not the
major one, for business failure in many countries, both developed and developing
(Rafuse, 1996).

Arthur et al. (2010) completed the picture by considering the relationship
between disaggregated cash flows and subsequent earnings and provided information
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on management decisions to provide aggregate versus disaggregate cash flow disclo-
sures and contribute with the analysis of benefits to users. Working capital manage-
ment is really vital for financial health of business no matter what the size of a busi-
ness is. Deakin (1976) indicated that within specific groups of industry financial ratios
might, normally, be more distributed. Bahiraie et al. (2008) and Azhar and Robert
(2006) discussed some of the weaknesses in the usage of common ratios such as pro-
portionality, scaling, and symmetric effects. Muller et al. (2009) tested the effective-
ness of 4 different techniques used to predict financial distress and found that multi-
ple discriminate analysis and recursive partitioning have the highest prediction accu-
racy for predicting "failed” companies.

3. Method

3.1. Sampling and Instrument. Companies related to leading sectors (banking,
telecommunications, oil & gas, cement, insurance, sugar, edible ghee & oil, automo-
biles, textile and fertilizers) of the economy were chosen for this study. The potential
respondents were finance executives and financial analysts of the companies. Total of
70 questionnaires were distributed to different companies within the selected areas,
and 53 filled questionnaires were collected back, 49 were processed for this study. The
response rate of this study was approximately 76%. Previous studies by Cowton and
Pilz (1995) had the response rate of 63% and a single topic focused on the investment
appraisal in the retailing sector. A questionnaire of 48 items divided into 5 dimensions
(see Table 1) was used and it was adapted from the study of McCaffery et al. (1997).
The scale to measure the finance functions was Likert scale ranking (5-point) where
1 was the highest degree of agreement and 5 was the least degree of agreement.

The results in Table 1 show the reliability analysis test and the Cronbach's alpha for
the 48-item scale, 0.895 was above the general acceptable limit (0.70) described by Hair
et al. (1998). The Cronbach's alpha for the study constructs is given in the below table:

Table 1. Reliability of Measurements

Variables Items Cronbach alpha
Capital Structure Decision 9 0.779
Dividend Policy 14 0912
Investment Appraisal Techniques 12 0.734
Performance Assessment Financial Ratio 8 0.803
Working Capital 5 0.778
Total 48 0.895

3.2. Procedure. The questionnaires were personally distributed to collect the pri-
mary data in 70 companies in Islamabad, Rawalpindi and Lahore. The concerned
financial personnel was identified in each company through company profile, tele-
phone, and reference. The sample was limited to the listed with Karachi Stock
Exchange (KSE) companies of 10 different sectors operating in Pakistan. Convenient
sampling method was followed. After the data was collected from the companies, it
was coded and entered into SPSS sheet for analysis. The factor analysis was used to
summarize the variables, check the validity and reliability of the instrument, consis-
tency of items to each other and to find out the importance of each factor and each
item along with the mean score. By dividing the mean score of each item with the sum
of means for all 48 items, the relative importance was measured and the relative
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importance of each factor was calculated by adding the mean score of each items of
the variable.

4. Results. This study reviews the application of finance functions in Pakistani
corporate sector and the perceived importance of these functions. The results of dif-
ferent practices of finance functions are analyzed by factor analysis and are summa-
rized below:

Table 2. Variable Loading and Factor Relative Loading

Capital Dividend | Investment | Financial | Working
Structure Policy Appraisal Ratios Capital

Decision Techniques Policy
Capital Structure Decision
The balance between long- 0.964
term debt and equity has a
significant ~ impact on a
company’s value
Companies should pursue a 0.962
target debt equity ratio
A company should leave 0.987

some of its debt financing
capacity unused to provide
financial slack

Companies experiencing 0.879
financial distress or
bankruptcy, do so because
of the past financing policy
which had an over-reliance
on the use of the long-term

debt capital
Short-term bank borrowings 0.965
Long-term debt 0.918
Equity rights issue 0.936
New equity issues 0.927
Retained earnings 0.945

Dividend Policy
Management have a target 0.941
pay-out ratio
Management should adjust 0.959
their annual pay-out ratio
towards the target
Historical long-term 0.943
eamings growth
Future long-term earnings 0.983
growth
Pattern of past dividends 0.940
Cash availability 0.964
Expectations of the stock 0.924
market
Concern over maintaining 0.973
share price
Access to capital markets 0.891
General economic 0.941
conditions
Management use dividend 0.943

policy to signal information
on future earnings
performance
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Continuation of Table 2

Capital
Structure
Decision

Dividend
Policy

Investment
Appraisal
Techniques

Financial
Ratios

Working
Capital
Policy

Cuts in dividends signal
negative information and

should be avoided

0.962

Dividend cuts signal
positive information in
terms of good investment
projects

0.905

Dividends are only one
means of signaling and their
importance should not be
overestimated

0.906

Investment Appraisal Technigues

Reflect the financial outlay
on a project

0.930

Be used where future cash
flows are very uncertain

0.839

Make a proper assessment
of risk

0.988

Investment appraisal is
crucial for long-term
profitability and survival

0.936

Short-term profitability

0.955

Short-term earnings growth

0.961

Long-term sales growth

0.918

Long-term earnings growth

0.953

Long-term growth in
shareholder wealth

0.904

Availability of finance

0.941

Lack of profitable
investment opportunities

0916

Attitude of senior
management

0.919

Financial Ratios

Price earnings (PE)

0.928

Return on equity (ROE)

0.930

Return on assets (ROA)

0.957

Return on capital employed
(RCE)

0.933

Profit margin total assets
(PMA)

0.930

Sales total assets (ATR)

0.940

Times interest eamned ratio
(TIE)

0.921

Cash ratio (CR)

0.987

Worki

g Capital Policy

More effort is needed to
synchronize short-term cash
inflows and outflows

0.948

It is important to have good
back-up lines of credit from
bankers

0.835

Cash management policy
should be developed on the
basis of formal cash
management models

0.834

ACTUAL PROBLEMS OF ECONOMICS, #9, 2011



400 HOBUHUN 3APYBIXXKHOI HAYKU

The End of Table 2

Capital Dividend | Investment | Financial | Working
Structure Policy Appraisal Ratios Capital
Decision Techniques Policy
It is important to grant 0.904
trade-credit terms to
customers
Companies which 0.940
experience financial distress
or ultimately bankruptcy
can initially trace their
problems in the poor
working capital policy
Eigen Values 11.702 6.923 4.782 3.821 3.047
% of the variance 24.096 14.25%6 9.848 7.867 6.274
Cumulative percentage of the 24.096 38.353 48.200 56.067 62.341
wariance
Factor relative importance 19.49% 33.35% 23.23% 14.08% 9.85%

Table 2 demonstrates the results of a principal component factor analysis for
each of 48 questionnaire items included in this analysis. There were 5 factors in
which the Eigen values were extracted more than 1 which is mentioned in the above
table. The variables of each factor were extracted and described as follows: accord-
ing to factor analysis, the practices of finance functions in Pakistani corporate sec-
tor were categorized into 5 groups and the first one was capital structure. This factor
had the highest Eigen value (11.702) among others. In addition, it explained
24.096% of the total variances of the variables. Dividend policy was the second
important factor. The Eigen value of this factor was 6.923, which explained 14.256%
of the total variances of the variables. The third factor was investment appraisal tech-
niques. It had Eigen value of 4.782 and explained 9.848% of the total variances of the
variables. Performance assessment financial ratios were the fourth factor and had
Eigen value of 3.828 and explained 7.867% of the total variances of the variables.
The last factor was working capital of financial management practices and had Eigen
value of 3.047 and explained 6.274% of the total variances of the variables. As shown
in Table 2, the above 5 factors explained about 62% of the total variance of the
research variables. In other words, 38% of the total variance that pertains to other
variables was not explained and these values have not come true in this analysis.

The above table also explained the factor relative importance of each variable.
Dividend policy is one of the most important factors for the finance functions which
are being practiced in Pakistan corporate sector (with relative importance of 33.35%),
whereas investment appraisal techniques is the second most important factor
(23.23%), capital structure decisions contributes almost 20%, the performance assess-
ment financial ratios have 14.08% of relative importance and the last factor of the
instrument, working capital, has approximately 10% of relative importance. On the
basis of the above results all the items for each variable have loading greater than 0.50.
Factor loadings above 0.50 can be retained in exploratory studies (Hair et al., 1987).

Table 3 shows the mean score and the relative importance of each variable that con-
tributes to measuring the financial management practices in Pakistani corporate sector.
In this 1 was the highest level of response rate, and 5 was the least level of response rate.
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Table 3. Determinants of Financial Management Practices (N=49)

Total Relative Factor
Mean Importance relative
score Importance

Capital Structure Decision 19.49%

Balance between long-term debt and equity has a 1.7139 0.01708

significant impact on a company’s value

Companies should pursue a target debt equity ratio 1.9048 0.01865

A company should leave some of its debt financing 1.7443 0.01679

capacity unused to provide financial slack

Companies which experience financial distress or 2.7729 0.02715

ultimately bankruptcy, do so because of the past

financing policy which had an overreliance on the

use of long-term debt capital

Short-term bank borrowings 1.9524 0.01912

Long-term debt 2.3810 0.02331

Equity rights issue 2.3333 0.02285

New equity issues 2.8095 0.02756

Retained earnings 2.2857 0.02238

Dividend Policy 33.35%

Management have a target pay-out ratio 2.2453 0.02199

Management should adjust their annual pay-out 22125 0.02166

ratio towards the target

Historical long-term earnings growth 2.6190 0.02565

Future long-term earnings growth 2.0476 0.02005

Pattern of past dividends 2.9048 0.02844

Availability of cash 2.0000 0.01958

Expectations of the stock market 2.6190 0.02565

Concern over maintaining share price 2.7619 0.02705

Access to capital markets 2.3333 0.02285

General economic conditions 1.6190 0.01585

Management use dividend policy to signal 2.3810 0.02331

information on future earnings performance

Cuts in dividends signal negative information and 2.6550 0.02600

should be avoided

Dividend cuts signal positive information in terms 3.0036 0.02941

of good investment projects

Dividends are only one means of signaling and their 2.6529 0.02598

importance should not be overestimated

Investment Appraisal Techniques 23.23%

Reflect the financial outlay on a project 1.9524 0.01912

Be used where future cash flows are very uncertain 2.7619 0.02705

Make a proper assessment of risk 1.5238 0.01492

Investment appraisal is crucial for long-term 1.6190 0.01585

profitability and survival

Short-term profitability 2.4762 0.02425

Short-term earnings growth 25714 0.02518

Long-term sales growth 1.5238 0.01492

Long-term earnings growth 1.4762 0.01445

Long-term growth in shareholder wealth 1.9048 0.01865

Availability of finance 1.7143 0.01679

Lack of profitable investment opportunities 2.2381 0.02192

Attitude of senior management 1.9524 0.01912

Financial Ratios 14.08%

Price carnings (PE) 1.6667 0.01632

Return on equity (ROE) 1.5714 0.01539

Return on assets (ROA) 1.6667 0.01632

Return on capital employed (RCE) 1.6190 0.01585
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The End of Table 3

Total Relative Factor
Mean Importance relative
score Importance

Profit margin total assets (PMA) 2.1429 0.02098

Sales total assets (ATR) 2.0952 0.02052

Times interest eamed ratio (TIE) 1.9048 0.01865

Cash ratio (CR) 1.7143 0.01679

Working Capital Policy 9.85%

More effort is needed to synchronize short-term 1.8895 0.01850

cash inflows and outflows

It is important to have good back-up lines of credit 1.7493 0.01713

from bankers

Cash management policy should be developed on 2.0997 0.02056

the basis of formal cash management models

It is important to grant trade-credit terms to 21227 0.02079

customers

Companies which experience financial distress or 2.1950 0.02149

ultimately bankruptcy can initially trace their

problems to the poor working capital policy

Dividend policy is the important factor with the highest relative importance
(33.35%) in the financial management practices in Pakistani corporate sector. It is
determined by 14 items, which 3 statements had the highest level of agreement, they
are "general economic conditions"”, "availability of cash", and "future long-term earn-
ings growth" with a total mean score of 1.6190, 2.0000 and 2.0476 respectively. In
contrast, "dividend cuts signal positive information in terms of good investment proj-
ects" was the least important criterion with total mean score of 3.0036.

Investment appraisal techniques were the second most important factor (23.23%)
in the financial management practices of Pakistani corporate sector. There were 12
items used to indentify the variable. The response rate of the respondents revealed that
all the items are important for the financial management practices in Pakistani corpo-
rate sector. The third ranked factor was capital structure decision (19.49%) measured by
9 items. Among these 9 "the balance between long-term debt and equity has a signifi-
cant impact on a company's value" was found to be the most affective item, with a total
mean score of 1.7139. Being the fourth in terms of relative importance (14.08%) the
performance assessment financial ratios factor was determined by 8 statements. All the
items were responded very important and are being practiced in Pakistani corporate
sector. "Return on equity (ROE)" was found to be the most important item with total
mean score of 1.5714. Working capital was the last factor which contributes only 10%
in Pakistani corporate sector and was presented by 5 items. The mean value depicts that
respondents agreed that working capital practice is being performed in Pakistani corpo-
rate sector. Among these 5 items "It is important to have good back-up lines of credit
from the bankers" was found most important statement with mean score of 1.7443.

5. Conclusion, Recommendations and Future Implications. This study focuses on
the application of finance functions in Pakistani corporate sector. Proper assessment
is being made in most of the organizations regarding capital structure decision. Short-
term borrowings are used as an alternate source of financing. Dividend policy is the
major concern in most of the organizations, since no proper tools are followed, and
in the absence of that majority of companies can not achieve the target. Investment
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appraisal techniques are not being followed extensively as majority of the companies'
finance executives responded that they were not performing investment appraisal
techniques due to constraints on capital investment and resources availability.
Working capital policy and financial performance assessment ratios are practiced in
Pakistani corporate sector at large. There are few areas where respondents do not
agree or consider unimportant like pattern of past dividends, concern over maintain-
ing share price and dividend cuts stand for favorable information on good investment
projects. It is also concluded that availability of finance and attitude of senior man-
agement are the major constrains for capital investment. Corporate managers are well
aware of the investment appraisal techniques for project risks assessment and consider
these techniques important for the long-term profitability and survival of a company.

Efforts should be made to promote this culture in the sector. Companies should hire
new employees or train the existing ones to exercise high value financial management prac-
tices, especially the application of qualitative and quantitative investment appraisal tech-
niques and optimal capital structure decisions. It is recommended that financial managers
should also focus on dividend policy and investment appraisal techniques along with other
practices because constructive dividend policy contributes towards shareholders wealth
and get attention of investors that ultimately effect the organizational performance.

For future research more practices can be used, these practices can be checked
in more sectors and sample size of a study can be enhanced. Potential trends in the
sector, financial implications in restructuring, treasury operations management and
use of secondary data in various financial practices in terms of profit, revenue, pro-
ductivity and market value, can be analyzed in future research.
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