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Abstract: Capital structure is simply a mix of debt and equity. The best mix of debt and equity is considered 

as optimal capital structure, it reduces weighted average after tax cost of capital and maximizes firms’ 

financial performance. This research aimed to identify the effect of capital structure on financial 

performance among listed manufacturing firms of Pakistan from 2015 to 2020. This research also traces the 

intervening effect of divided policy decisions on the relationship between capital structure and financial 

performance. Therefore, a mediating mechanism is being inducted. This research collected longitudinal 

data from 333 listed manufacturing firms of Pakistan. The screening and transformation of data was 

performed through normality measures and proxy formulas. In addition, hypotheses were assessed through 

a robust statistical approach, Partial Least Square- Structural Equation modelling (PLS-SEM). The statistical 

outcomes revealed that there is significant positive relationship between capital structure and financial 

performance among listed manufacturing firms of Pakistan. Moreover, it was found that dividend policy 

decisions mediate between capital structural and financial performance. The results comprehensively guide 

financial managers to observe dividend policy decisions to gain better financial performance. 

Keywords: Capital Structure, Dividend policy decisions, financial performance, PLS-SEM, Mediation 

 
 

Introduction 

In modern era the goal of every business organization is to raise the optimal value of firm by utilizing 

available sources of financing. It is being the challenge for financial managers to evaluate investment 

projects with formal calculations of risk and return and to composite a best mix of capital structure to take 

financing decisions. The better choice to investment proposal and financings lead to a positive increase in 
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financial performance of firm (Woldemariam, 2016). However, decision to capital structure has no definite 

figure, it is a contentious element of balance sheet. The financial behavior of firms varies due to distinctions 

in business nature and financial markets, though, capital structure has no definiteness (Nazriet. Al, 

2016).Dividend policy reflects the aggregate capital structure of firm. However, capital structure includes 

both short and long-term ratio which reflects whole financial structure and Dividend policy depends on 

strong financial structure of firm (Husnan, 2000). The financial performance can be directly or indirectly 

related to the capital structure of firm (woldemariam, 2016). The numerous investigations have been 

conducted on capital structure and financial performance some recent contribution in literature is made by 

following researchers Yousef Shahwan, (2017), Woldemariam, (2016), Nazri et al. (2016), Zhang and Yu, 

(2016), Sagara (2015), Muhammad et al. (2014), Mwangi et al. (2014), Kajananthan and Nimathasan, 

(2013). Some old investigations are directed by Masulis, (1983), Barton et al. (1988), Booth et al. (2001). 

Until 1958, theory of capital structure entailed of loose declarations about investor behaviour moderately 

than cautiously built models that could be confirmed by formal statistical analysis. In literature of corporate 

finance one of the most influential set of financial papers revolutionised by Franco Modigliani and Merton 

Miller addressing related issues to capital structure in scientific and rigorous fashion, and it led a set of 

chain of investigations to narrow down that topic, however, this chain continues to this day. The famous 

contrary studies were conducted by Jensun&Meckling, (1976), Harris & Ravi, (1991), Khan, (2012) and 

Khalaf, (2013) and (Beck et al, 2008). Furthermore, Financial performance is explained as increase/decrease 

percentage of return on invested money after performing operational activities of business (Almazari, A.A, 

2014). The financial performance can be measured as return on assets (ROA), Earnings per share (EPS) and 

Return on equity (ROE) (Chashmsayadan et al, 2014). However, financial performance can be observed by 

financial statements which is drawn by a firm to examine aggregate corporate performance (Forghani et al, 

2013). Therefore, it helps to understand the strength and weakness of firm’s operations. 

Consequently, uniqueness of this study is exclusive to observe a direct effect of capital structure on 

financial performance of listed manufacturing firms of Pakistan and intervening effects of dividend policy 

decisions on the relationship between capital structure and financial performance of manufacturing firms 

which are listed in Pakistan Stock Exchange (PSX). The intervening effects of dividend policy decision is 

hardly studied in the context of manufacturing firms of Pakistan. 

Problem Statement 

This study explains problem statement as issue, ideal condition, practical reality, research gape, 

severity of threats and identifies research problem. 

Issue 

It is hard deal for financial managers to derive the target capital structure of firm. Although, firms are not 

identical in their respective financial and procedural theme. Primarily, financial managers worry to set an 

equilibrium point for optimal capital structure to increase their financial performance. Second, even the 

right decision to capital structure may not increase financial performance unless the dividend policy 

decisions are not managed significantly. The issues in variation of theoretical optimum of firm in corporate 

decisions like (Dividend Policy) may be resolved by driving actual capital structure to boost financial 

performance of firm. 
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Ideal Condition 

The ideal condition for financial managers is to observe investments risk & return and identifying a 

prudent level of capital structure in which manageable risk and financing flexibility keeps firm on track and 

appropriate dividend policies which enables investors’ confidence level to reinvest and this ideal 

functioning would lead a firm to better and smooth financial performance. 

Practical Reality 

However, the practical reality from a technical perspective, the choice to capital structure (whether debt or 

equity) cannot be best fitted to increase the financial performance of firm. Moreover, investors 

(Stockholders) demand dividends on time, and the choice that whether company has/hasn’t that potential 

to pay dividends from firm’s sufficient or insufficient retained earnings encourage or damage the minds of 

shareholders. Meanwhile, the reality to this issue is that it is too problematic for financial managers to 

manage capital structure and corporate decisions to have better financial performance of firm. 

Research Gap 

Until Modigliani & Miller, (1958) theorem of capital structure to this day, research scholars and 

academicians investigated several studies worldwide to identify the impact of capital structure on financial 

performance of firm. There are many studies performed to observe the impact of capital structure on firm 

performance particularly on financial sectors (Yousef Shahwan, 2018; Zeyad, 2016; Abdallah et al, 2013; 

Soumade&Hayaine, 2010; Zeitun&Tian, 2007; Siam et al., 2005). Meanwhile, it seems that the 

manufacturing sector is yet ignored universally. However, in Pakistan few studies have been investigated on 

capital structure and financial performance (Tariq Javed et al., 2014). In the study of Tariq Javed et al., 

(2014) the sample size was limited and they did not include intervening effects of corporate decisions on 

the relationship between capital structure and firm performance. Another study is conducted by SaadRiaz, 

(2015), he just only observed the chemical industry of Pakistan, however, other manufacturing sectors and 

intervening effects of corporate decisions were ignored. Moreover, Farida Khanam et al., (2014) investigated 

the relationship of capital structure and firm performance particularly in food sector of Pakistan, however, 

other manufacturing firms and intervening effects of corporate decisions were also ignored in that study. 

Furthermore, few studies find empirical results of Dividend Policy Decisions on firm performance but 

ignored the capital structure and intervening effects corporate decisions (Shahid et al., 2016; Daoud et al., 

2015; Zaher et al., 2014; Altarawneh, 2009; Ghadome, 2008). 

Therefore, it is observed that intervening effects of corporate decisions on the relationship between capital 

structure and financial performance is hardly studied on aggregate listed manufacturing firms of Pakistan. 

This study would effort to fill research gape in the existing literature of finance. Following research gapes 

are found and summarily explained in bullets. 

• The Impact of Capital Structure on financial performance is hardly studied on aggregate listed 

Manufacturing firms of Pakistan. (Tariq Javed et al., 2014; SaadRiaz, 2015; Farida Khanam et al., 

2014) 

• The intervening effects of Dividend Policy decision on the relationship between capital structure 

and financial performance of firms is not yet studied. (Tariq Javed et al., 2014; SaadRiaz, 2015; 

Farida Khanam et al., 2014; Zeyad, 2016; Abdallah et al, 2013; Soumade&Hayaine, 2010; 
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Zeitun&Tian, 2007; Siam et al., 2005; Shahid et al., 2016; Daoud et al., 2015; Zaher et al., 2014; 

Altarawneh, 2009; Ghadome, 2008). 

• This study would also fill the research gape in the study of Yousef Shahwan, (2018). He ignored 

Dividend Policy decision from the corporate decisions and he conducted this study on financial 

sector of Jordan. However, this study would contribute evidences from manufacturing firms of 

Pakistan. 

• This study would fill the research gape of latest Time Series which is not yet studied (Tariq Javed et 

al., 2014; SaadRiaz, 2015; Farida Khanam et al., 2014; Zeyad, 2016; Abdallah et al, 2013; 

Soumade&Hayaine, 2010; Zeitun&Tian, 2007; Siam et al., 2005; Shahid et al., 2016; Daoud et al., 

2015; Zaher et al., 2014; Altarawneh, 2009; Ghadome, 2008) 

Severity of Threat 

In response to this problem, this study proposes to fill the necessary research gape which is yet 

unnoticed by academicians and scholars. The capital structure is lifeblood of a firm to raise the firm 

performance it is difficult for financial managers to resolve this issue. One wrong decision in making any 

decision like decision to capital structure and dividends could give a big loss to a firm. However, Pakistan is 

under developing country and this country is not too rich in industries, though it is necessary to educate 

financial managers of firms to take good decisions regarding capital structure to improve their financial 

performance. 

Identified Research Problem 

This study proposes to resolve issues for financial managers of Pakistani listed Manufacturing firms by 

investigate the intervening effects of dividend policy decisions on the relationship between capital structure 

and financial performance of firm. This study would effort to eliminate hurdles for financial managers to 

take any decision regarding capital structure and Dividend Policies in boosting up their financial 

performance of firms. 

Significance of the Study 

The findings of this study would redound to the benefits for financial managers that decision to 

capital structure can’t be taken efficiently if corporate decisions (Dividend Policy) are not well managed. 

This study would suggest the better outcomes for financial managers to raise financial performance of firm. 

Therefore, the study topic includes Dividend Policy decision as mediators/intervening variables. However, 

Capital structure is taken as independent variable and on the other hand financial performance as 

dependent variable. The study will justify approaches of capital structure theorem and financial 

performance more effectively in the challenging financial environment. Thus, the recommended outcomes 

of this study will train financial managers better. Moreover, financial managers would be guided on what be 

emphasised on the capital structure theorem to raise financial performance. Furthermore, for researchers 

and academicians, this study would help them expose serious areas in the capital structure and financial 

performance that many researchers were not able to discover. Thus, this study would contribute and fill the 

research gape in the literature of corporate finance. 



937  

Sarfaraz Ahmed Bhutto, Dr. Hassan Jawad Soomro, Dr. Ikhtiar Ali Ghumro 

 

 

Scope of Study 

The financial managers face troubles to take appropriate decision whether to choose debt or equity, 

so called capital structure of firm. It is tough for them to make an optimal capital structure. However, the 

financial performance mainly depends on suitable setting of capital structure. The outcomes of this study 

will be very supportive for financial managers of listed manufacturing firms of Pakistan. Pakistan being a 

developing nation have strong need to expand industrialization. Although, firms can’t be expanded unless 

their financial performance not be increased. And better financial performance mainly depends on suitable 

decisions in capital structure of firm. This study is most important for financial managers of Pakistan as the 

outcomes would suggest that decisions to capital structure himself may not good enough to increase firm 

performance. However, the decisions to capital structure may not be successfully made unless managers not 

be able to drag appropriate picture regarding corporate decisions (Dividend Policy). 

Research Question 

This study intended to fill the research gap in the existing literature of corporate finance. 

Furthermore, the study would address the following research Question. 

• Does capital structure have a direct positive significant impact on financial performance of listed 

manufacturing firms of Pakistan? 

• Does the impact of capital structure on financial performance of listed manufacturing firms of 

Pakistan has an indirect effect and intervened by Dividend Policy decision? 

Research Objectives 

This study consists of following General and Specific objectives. 

General Objective 

The general objective of this study is to investigate the intervening effects of dividend policy 

decisions on the relationship between capital structure and financial performance of listed manufacturing 

firms of Pakistan. 

Specific Objectives 

• To explore direct effect of capital structure on financial performance of listed manufacturing firms 

of Pakistan. 

• To find the intervening effect of divided policy decision on the relationship between capital 

structure and financial performance of listed manufacturing firms of Pakistan. 

Literature Review & Hypotheses 

Capital Structure 

A chain contains several locks, however whole chain may shatter in the absence of a single lock. 

The nature of capital structure is same like a chain. Capital structure covers several components like long & 

short-term debt, common & preferred equity, hybrid equity and retained earnings. Therefore, it sometime 

denoted as multi-layered mixture of debt & equity. According to Gangeni, (2006) firm’s real investment 
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shall be financed with comprehensive structure of financing that do earn maximum return having minimal 

risk. However, firms evaluate both short and long run investment, the projects having higher NPVs, timely 

payback period and nominal required return considered to be financed time to time from internal & 

external source like debt, equity and retained earnings (Parmasivan & Subramanian, 2009). Choice in 

financing measured as tough for financial managers to make right plan for capital structure. Consequently, 

there shall be “optimal capital structure”. According to Gitman and Zutter, (2012) corporate finance mainly 

works to maximize value of firm and target to achieve optimal capital structure is from one of the crucial 

measures of firm’s value. A criterion to target capital structure in necessary for optimal financing (Brigham, 

2011). Moreover, decisions to target assortments of debt and equity, time frame of debt, situation of 

financial market, requirements to working capital, strategic investment (Short/long run) and dividends pay- 

out depend on firm’s level of capital structure (Brigham, 2011). In nutshell, capital structure is most 

significant element of balance sheet which is interconnected to several components of balance sheet. 

Therefore, whole financial performance of firm depends on right decision to capital structure. 

Furthermore, this study explains in brief some questions regarding capital structure like, what is optimal 

capital structure and how it would become valuable for firms? 

Optimal Capital Structure 

According to Parmasivan and Subramanian, (2009) firms consider a capital structure on optimal 

level when suitable mix of debt and equity reaps benefit to uplift intrinsic value or firm’s value. However, 

intrinsic value can only be increased while controlling the cost on acquired capital. Hence, firm’s weighted 

average after tax cost of capital referred as intrinsic measure to drive aggregate firm’s value. Certainly, firm’s 

value can be determined by good adjustments in capital structure and firm’s weighted average cost of capital 

(WACC), nonetheless firm’s vale also depends on availability of free cash flows (Asaf, 2004). Moreover, he 

revealed that big chunk of firm’s value can be achieved to have certain equilibrium among cost of capital, 

time to liquidity, sequential volatility of interest rates and debt maturities. According to Gitman and Zutter, 

(2012) present value of future stream of cash inflows can be increased by minimizing the cost of capital. 

They revealed that firm’s value is inversely proportionate with the cost of capital. Therefore, 1% decrease in 

cost of capital may achieve 1% increase in firm’s value and vice versa, by lowering the discounting rate, 

firms could achieve better outcomes in the present value of future cash inflows. Gitman and Zutter, (2012) 

had illustrated following equation to determine firm’s value. 

Equation-1 
 

 

𝑣 = 
𝐸𝐵𝐼𝑇(1−𝑇) 

= 
𝑊𝐴𝐶𝐶 

𝑁𝑂𝑃𝐴𝑇 
 

 

𝑊𝐴𝐶𝐶 

Where; EBIT = Earnings before interest and taxes, T= Percentage of tax, WACC= Weighted 

Average cost of capital, NOPAT = Net operating profit after tax 

Assume for a while that a firm has constant value of NOPAT or EBIT(1-T), in the intervening time 

by reducing 1% in WACC would tend to lift up firm’s value by same percentage. Although, weighted 

average cost of capital includes cost of debt, cost of preferred equity and cost of common equity. However, 

cost of debt has advantage of tax saving (Tax shield) which pushes downward pressure to aggregate WACC. 

Moreover, cost on preferred stock contains a fixed percentage of preferred dividends, firms offer lower rates 
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on preferred stock because they enjoy fixed percentage of return. The most expensive cost of capital is 

common dividend, as this stock is riskier over other securities so firms have to pay high yields to common 

stock holders. In nutshell, firms adopt strategies to reduce WACC to make an optimal capital structure and 

better financial performance. Furthermore, in the next heading Gitman’s value concept is interpreted by 

graphical manner. 

Franco Modigliani & Merton Miller (1958) Theorem 

In 1958, the most influential paper “The Cost of Capital Structure, Corporate Finance & Theory 

of Investment” was written by Professor Franco Modigliani & Professor Merton Miller. It was considered 

two most persuasive propositions that had significant contribution in the literature of corporate finance. 

Therefore, in almost all books of finance it is being published to introduce this instigating concept of 

capital structure. They introduced two propositions. The first one is about no tax world it is somehow 

called as unrealistic proposition (Kajananthan & Nimalthasan, 2013). Second one refers to effects of taxes 

which was introduced right after five years by Modigliani & Miller, 1963 and titled as “Corporate Income 

Taxes and the Cost of Capital: A Correction”, and later on Miller alone (Without Modigliani) carried out a 

second research paper having specific effects of corporate and personal tax. In nutshell, MM capital 

structure theorem gave birth to a most crucial area of firm’s balance sheet which effects firm’s performance 

in positive/negative manner. A good decision in capital structure impacts positive financial performance 

and vice versa (Badar& Saeed, 2013). 

Capital Structure and Financial Performance 

According to Altman, (1984) there are to major benefits associated with debt financing. First one is tax 

advantage and second is minimum cost. Although, tax savings and less burden of cost increases the FCFs 

which results to simultaneous increase in the firm’s value, hence firms with debt financing could have 

better financial performance. Contrary, Karandenzin, (2009) argued that more leverage can put a firm in 

the insolvency risk. Therefore, financial managers of firm should have target debt ratio where they observe 

the breakeven point, however, over debt ratio reduces the confidence on investors and they consider firm at 

riskier part. Therefore, optimal level of leverage manages both ends of risk and return (Karadenzin, 2009). 

According to Myers, (1984) every firm has three stages of financing. First, financial managers prefer to 

finance from retained earnings (Internal Source). However, if firms have insufficient balance of retained 

earnings then they like to borrow from outside (External source) in shape of leverage, second stage. Lastly, a 

last resort for firm is to issue shares in stock market to collect funds from equity section (Shareholder’s 

fund) as third stage. According to Donaldson, (1961) in good financial performance firms give preference to 

internal financing (retained earnings) and after that they move for borrowings (External financing). 

Signalling theory suggests good/bad indicators at both ends of capital structure (Debt/Equity). Issuance of 

debt considered to be good among investors, it signals that firm’s financial position is strong. Consequently, 

it raises the confidence level among investors as they thing that firm would pay timely interest payments and 

redemptions as well (Berk & DeMarzo, 2007). However, issuance of fresh shares in IPO signal 

overvaluation of shares and it reduces the confidence level of shareholders (Berk & DeMarzo, 2007). 

Moreover, the literature shows significant evidences on capital structure and its impact on financial 

performance of firms. Moreover, the citations would also explain that what time frame, sample size and 

inferential tools researchers have used to proof the relationship of capital structure and financial 
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performance. However, reader can understand that this study kept uniqueness in time frame, sampling and 

the way this study has used the statistical techniques. Thou, this study has developed the hypothesis on 

capital structure on the basis of following empirical evidences. 

Reheman et al., (2007) conducted a panel study on manufacturing firms of Pakistan. They sample 94 firms 

listed at Islamabad Stock Exchange (ISE) and six years (1999-2004) data collected from the official websites 

of listed firms. A positive and significant relationship between capital structure and firm’s performance 

were observed. An enormous study was conducted in Iran by pouraghajan et al., (2012) considering the 

sample of 400 manufacturing firms from 12 different sectors. Moreover, that study collected data from 

Tehran Stock Exchange (TSE) and from official websites of sampled firms and investigated a positive and 

significant relationship between capital structure and firm’s performance. There is positive association 

between capital structure and financial performance, moreover, increase in debt could have more better 

impact on firm performance due to tax advantage or tax deductibility (Margaritis&Psillaki, 2007). That 

study also used panel data approach and analysed by inferential statistical techniques like correlation and 

multiple regression. According to Weill, (2007) a diverse study was conducted on renowned EU 

industrialist countries like Spain, Italy, Germany, France, Belgium, Norway and Portugal. The study results 

revealed a significant and positive relationship between capital structure and financial performance among 

Spain and Italy. However, a significant and negative relationship between capital structure and firm 

performance was observed in all other countries like Norway, Portugal, Germany, France, Belgium 

According to Campello, (2007) more of debt tend to build better tangibility in firm and strong tangibility 

helps firm to increase output which simultaneously increases financial performance of firm Another study 

has given the preference to debt in overall capital structure and suggested that firms should minimize their 

shareholders equity to achieve better firm performance (Jang et al., 2008) According to Morodgie & Erah, 

(2010) and Champion, (2010) there is a positive association between capital structure and firm performance 

and the study results are consistent with Margariti & psillaki, (2007). An empirical study was conducted in 

Dhaka including Dhaka Stock Exchange (DSE) and Chittagong Stock Exchange (CSE), a strong positive 

correlation between capital structure and firm performance among 77 sampled listed manufacturing was 

found (Chowdhury & Chowdhury, 2010). According to Shoaib and Siddiqui (2011) the firm’s capital 

structure has diverse situations to reap the maximum benefit and financial performance like ROA, ROE 

and ROS are mainly depends on firm’s optimal capital structure. The food sector of Pakistan was 

investigated by Amara & Aziz, (2014) and Khanam et al., (2014). The results of their studies depict increase 

in the degree of debt decreases firm’s financial performance which includes ROE and ROA Tang and Jang, 

(2007) it observed rigorously that in some cases the relationship between capital structure and firm 

performance is found Null and few studies investigated negative relationship between them and a large 

portion of studies revealed a significant and positive relationship between capital structure and financial 

performance of firms An increase in capital structure tend to have increase the firm’s performance and Vice 

versa (Aman, 2011). According to Park & Jang, (2013) there in positive relation between capital structure 

and firm performance. Moreover, a nominal use of debt financing controls firm’s free cash flows (FCFs) 

and it results to reasonable increase in financial performance of firms. 

Dividend Policy Decisions 

The term dividend refers to the reward for the shareholder (Owner). The term dividend contains common 

dividends (For common stockholders) and preferred dividends (For preferred stockholders). However, the 
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term dividend policy reveals the distribution process of dividends among shareholders from the available 

cash flows (Enekwe, et al., 2015). Dividend policy includes distribution ratio and pay-out ratio. Distribution 

ratio refers to cash dividends and repurchases and pay-out ratio just offers cash dividends (Uwuigbe, 2012). 

However, shareholders are willing to reap benefits of dividend yield and capital gain yield. The dividend 

policy give priority to distribution ratio rather pay-out ratio because it maximizes the wealth of shareholders 

(Uwuigbe, 2012). According to Priya & Nimalathasan, (2013) financial managers do invest in such projects 

whose cash flows are in long-run which results a smooth dividend policy and better financial performance. 

A nominal dividend policy represents stability in dividends pay-out, residual payments and must give 

opportunities to earn capital gains (Shisia et al., 2014). The concept of residual payments illustrates that a 

firm decides to pay dividends from that cash inflows which are generated from target revenues and the 

investment projects give opportunities to pay residual payments (Priya & Nimalathasan, 2013). A stable 

dividend policy is that one which give constant increase and stationarity in the percentage of dividend yield, 

simply this would also direct to a stable earning position of firm (Mayech, 2012). Furthermore, mostly firms 

offer bonus policy to the shareholders when there is high financial performance in the company, this type 

of policy increase the confidence level of investor to retain and increase the amount of investment in the 

firm (Shisia et al., 2014). Dividend policy holds good indicators to analyse strength of firm, a good dividend 

policy just not merely offers dividends but it also indicates the perpetual existence of firm’s operation 

(Enekwe, 2015). According to Turakpe & Fiiwe, (2017) the pay-out in dividend policy is an essential 

element which computes by dividends to earning per share ratio. The dividend decision in one of the 

integral parts of corporate decisions which reflects to firm performance and value of firm as well (Enekwe et 

al., 2015). The amount od dividend is considered as reward for shareholders with certain risk and cost for 

firm (Khan et al., 2016). Dividend policy and the going concern principle both are directly proportionate 

because smooth dividend policy refers to strength in company’s cash flows (Uwuigbe et al., 2012). MM, 

(1958) argued that in case of perfect market situation there will no effect of dividend pay-out policy on 

dividends earned by stockholders. An interesting argument which is termed as “Bird in the hand” suggests 

that valuation process of dividends is determined by individual preference level of dividend rather expected 

capital gains (Priya & Nimalathasan, 2013). 

Theoretical Framework & Hypotheses 
 

Figure-1 
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H1:There is significant and positive effect of capital structure on financial performance among listed manufacturing 

firms of Pakistan from 2015 to 2020. (Huang & Song, 2018) 

H2:There is mediating effect of dividend policy decision on the relationship between capital structure and financial 

performance of listed manufacturing firms of Pakistan from 2015 to 2020. (Shahwan, 2018) 

Methodology 

This research has followed the research design criteria suggested by Emory (1985). The criteria is classified 

as degree of problem crystallization, method of data collection, researcher’s control of variables, purpose of 

study, time dimension, topical scope and research environment. Considering degree of problem 

crystallization, formal research was adopted as it tests the hypotheses or answer the research questions 

posed. This research is based on secondary data collection. In terms of control of variables, Ex post facto 

design was adopted as it has no control over the variables in sense of being able to manipulate them. Filling 

up the purpose of study, research is purely causal in nature and longitudinal in terms of time dimension. 

The topical scope contains statistical and case study. This research has statistical outcomes, hence, it has 

statistical topical scope. Lastly, this research is field study in considering research environment. This study 

has 6 years of time series (from 2015 to 2020) and 333 Cross sections. The longitudinal or panel data was 

collected from SBP Publication “Financial Statements Analysis Of Manufacturing Companies (Non- 

financial) Listed at Pakistan Stock Exchange (2020)” and official website of Pakistan stock exchange (2020). 

Initially, Descriptive statistics was used to check data structure. More specifically, Skewness and Kurtosis 

was being evaluated. Moreover, PLS-SEM were used to assess the research hypotheses. 

 

 
Data Transformation 

This unit examines features of data transformation with objects and methods of data transformation. 

Zikmund (1997, p.540) had defined the term data transformation as the course of changing data’s original 

form to a format that is more suitable to perform a data analysis that will achieve research objectives. 

Zikmund’s (1997) definition indicated the purpose of data transformation was to create a more suitable 

format for data analysis. MS Excel software has been used in the transformation process. Following tables 

represents proxy measure for each variable. 

Proxy Definition for Financial Performance (Dependent Variable) 

Table-1 

Variable Name Proxy Proxy Formula Citations 

 

 

 

 

 

 

Financial 

Return on Assets 

(ROA) 

𝑵𝒆𝒕 𝒊𝒏𝒄𝒐𝒎𝒆 𝒂𝒗𝒂𝒊𝒍𝒂𝒃𝒍𝒆 
𝒕𝒐 𝒄𝒐𝒎𝒎𝒐𝒏 𝒔𝒕𝒐𝒄𝒌𝒉𝒐𝒍𝒅𝒆𝒓𝒔 

𝑻𝒐𝒕𝒂𝒍 𝑨𝒔𝒔𝒆𝒕𝒔 

Yousef Shahwan, 2018; 

Joliet and Muller, (2013) 

Al-Taani, (2013) Visic, 

(2013) Mitani, (2014) 

Return on Equity 

(ROE) 

𝑵𝒆𝒕 𝒊𝒏𝒄𝒐𝒎𝒆 𝒂𝒗𝒂𝒊𝒍𝒂𝒃𝒍𝒆 
𝒕𝒐 𝒄𝒐𝒎𝒎𝒐𝒏 𝒔𝒕𝒐𝒄𝒌𝒉𝒐𝒍𝒅𝒆𝒓𝒔 
𝑻𝒐𝒕𝒂𝒍 𝒄𝒐𝒎𝒎𝒐𝒏 𝒆𝒒𝒖𝒊𝒕𝒚 

Yousef Shahwan, 

2018;Pouraghajan et al., 

(2012) Visic, (2013) 
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Performance   Nirajini&Priya, (2013) 

Return on Sales 

(ROS) 

𝑵𝒆𝒕 𝒊𝒏𝒄𝒐𝒎𝒆 𝒂𝒗𝒂𝒊𝒍𝒂𝒃𝒍𝒆 
𝒕𝒐 𝒄𝒐𝒎𝒎𝒐𝒏 𝒔𝒕𝒐𝒄𝒌𝒉𝒐𝒍𝒅𝒆𝒓𝒔 

𝑻𝒐𝒕𝒂𝒍 𝑵𝒆𝒕 𝑺𝒂𝒍𝒆𝒔 

Yousef Shahwan, 

2018;Kahle and Shastri, 

(2005) Voulgaris et al., 

(2010) Al-Taani, (2013) 

 

 

 

 

 

 

 

 
Capital Structure 

Total Equity Ratio 

(TER) 

 

𝑻𝒐𝒕𝒂𝒍 𝑪𝒐𝒎𝒎𝒐𝒏 𝑬𝒒𝒖𝒊𝒕𝒚 
 

𝑻𝒐𝒕𝒂𝒍 𝑨𝒔𝒔𝒆𝒕𝒔 

Yousef Shahwan, 2018; 

Wippern, 1966; Holz, 

2002; Ghosh, 2007 

Short Term Debt 

Ratio 

(STDR) 

 

𝑻𝒐𝒕𝒂𝒍 𝑺𝒉𝒐𝒓𝒕 𝑻𝒆𝒓𝒎 𝑫𝒆𝒃𝒕 
 

𝑻𝒐𝒕𝒂𝒍 𝑨𝒔𝒔𝒆𝒕𝒔 

Yousef Shahwan, 2018; 

Wippern, 1966; Holz, 

2002; Ghosh, 2007; 

Margrates&Psillaki, 2010; 

Efni, 2017 

Long Term Debt 

Ratio 

(LTDR) 

 

𝑻𝒐𝒕𝒂𝒍 𝑳𝒐𝒏𝒈 𝑻𝒆𝒓𝒎 𝒅𝒆𝒃𝒕 
 

𝑻𝒐𝒕𝒂𝒍 𝑨𝒔𝒔𝒆𝒕𝒔 

Yousef Shahwan, 

2018;Ghosh,  2007; 

Margrates&Psillaki, 2010; 

Efni, 2017 

 

 

 

 

 
Dividend Policy 

Decision 

Dividend Pay-out 

Ratio 

(DPR) 

 

𝑻𝒐𝒕𝒂𝒍 𝑫𝒊𝒗𝒊𝒅𝒆𝒏𝒅𝒔 
 

𝑻𝒐𝒕𝒂𝒍 𝑵𝒆𝒕 𝑰𝒏𝒄𝒐𝒎𝒆 

Farukh et al., (2017) walter, 

(1963), Khan &Shahid, 

2017 

Dividend Yield 

(DY) 

 

𝑫𝒊𝒗𝒊𝒅𝒆𝒏𝒅 𝑷𝒆𝒓 𝑺𝒉𝒂𝒓𝒆 
 

𝑴𝒂𝒓𝒌𝒆𝒕 𝑷𝒓𝒊𝒄𝒆 𝑷𝒆𝒓 𝑺𝒉𝒂𝒓𝒆 

Farukh et al., (2017) walter, 

(1963), Khan &Shahid, 

2017 

Retained Earnings 

(RE) 

 
 

𝒍𝒐𝒈(𝑹𝒆𝒕𝒂𝒊𝒏𝒆𝒅 𝑬𝒂𝒓𝒏𝒊𝒏𝒈𝒔) 

Farukh et al., (2017) walter, 

(1963), Khan &Shahid, 

2017 

 

 

Data Analysis & Interpretation of Results 

Descriptive Statistics 

In descriptive statistics, all study variables have been summarized collectively. Financial Performance 

(Dependent variable) is estimated with its’ proxies ROA (Return on Assets), ROE (Return on Equity), and 

ROS (Return on Sales). Moreover, Capital structure (Independent variable) is estimated with the proxies 

such as TER (Total Equity ratio), STDR (Short Term Debt ratio), and LTDR (Long term debt ratio). In 

addition, the theoretical/conceptual framework shows one intervening variable between the relationship of 

capital structure and financial performance. In this regard, Dividend policy decision (Mediator) is estimated 
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with its’ proxies such as DPR (Dividend Pay-out ratio), DY (Dividend Yield), and RE (Retained earnings). 

This research has taken longitudinal/panel data approach (includes both time-series and cross-sectional) 

and chosen a data-wide approach where numbers of cross sections will be more than the structure of time- 

series. In this connection, this research has taken (N=333) listed manufacturing companies (Cross-sections, 

333) and (T= 2015 to 2020) six years of time-series structure. Descriptive statistics shows the columns of 

Skewness, Kurtosis, Minimum, Maximum, Mean/Average, and Std. Deviation. It should be noted that, 

firstly, descriptive statistics is separately observes for each economic sector listed under PSX, than, complete 

descriptive statistics will be examined for all listed economic sectors simultaneously. 

Table-2 

 
Variables 

 
Proxies 

 
Min 

 
Max 

 
Mean 

 

St. 

Dev. 

Skewness Kurtosis 

Stat. Std. 

Error 

Stat. Std. 

Error 

 
Capital Structure 

(CS) 

TER .44 .79 .65 1.30 2.38 .31 1.10 .28 

STDR .29 .65 .78 1.42 1.66 .31 1.29 .28 

LTDR .29 .88 .78 .92 2.10 .31 -1.12 .28 

 
Dividend Policy 

Decisions (DPDs) 

DPR .10 .24 .18 .78 -1.01 .31 1.31 .28 

DY .06 .17 .15 .39 1.58 .31 -1.90 .28 

RE .21 .38 .31 .75 1.27 .31 -1.03 .28 

Financial 

Performance (FP) 

ROA .14 .76 .64 1.55 2.10 .31 1.99 .28 

ROE .23 .89 .34 1.34 -1.83 .31 1.65 .28 

ROS .29 .92 .55 16.4 1.01 .31 1.91 .28 

TER=Total Equity Ratio, STDR= Short Term Debt Ratio, LTDR= Long Term Debt Ratio, DPR= Dividend Payout 

Ratio, DY= Dividend Yield, RE= Retained Earnings, ROA= Return on Assets, ROE = Return on Equity, ROS= 

Return on Sales. 

 

Table-2 shows the descriptive statistics for aggregate manufacturing sector listed in PSX. It is observed that 

these sectors are categorized as Textiles (Spinning, Weaving, Finishing and textiles, Made-up textiles articles, 

Other textiles), Sugar, Food, Chemicals, Chemical products and Pharmaceuticals , General Manufacturing, 

Mineral Products, Cement, Motor vehicles, trailers and auto parts, Fuel & Energy, Information, 

Communication & transport services, Coke and refined petroleum products, Paper, paperboard and 

products, Electrical machinery and apparatus, and Other services activities . Table-2 shows that capital 

structure contains the proxies TER, STDR, LTDR, Dividend policy decisions made-up with DPR, DY, RE 

and financial performance is estimated with proxies of ROA, ROE, and ROS. It should be noted here in 

each sector the same proxies for each variables will be used. The mean and Std. deviation of textile sector 

shows good relevancy. Actually, Std. deviation shows the data point with high and low std. dev. The 

deviation close to zero indicates the relevancy to the mean score and high std. deviations that the data is 

more spread out from the points. Low std. deviations reflects the clustering of data around the mean. Table- 

2 shows suitable mean and std. deviation score for each variables. Furthermore, construct is observed with 

indicator (proxy) and these indicators are also observed with the Skewness and Kurtosis. In this regard, 

Skewness is a metric for symmetry, or more specifically, for the absence thereof. If a distribution, or data 

set, is symmetric to the left and right of the center point, it is said to be symmetric. On the other side, 
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Kurtosis is a measure of how heavy-tailed or light-tailed data are in comparison to a typical distribution. The 

threshold for skewness and kurtosis, if data is skewed and peaked by +2 and -2 than it would be considered 

as normal (Hair et al., 2010). Therefore, Table-2 shows that data has suitable normality outcomes for 

skewness and kurtosis. 

Correlation Analysis 

Correlation Analysis: All Listed Manufacturing Firms of Pakistan 

Table-3 
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Sig. (2- 

tailed) 

     
.000 .000 .000 .000 .000 .000 

 

 
DPR 

Pearson 

Correlatio 

n 

        

1
 

.5
4

5
*
*
 

.6
2

2
*
*
 

Sig. (2- 

tailed) 

         
.000 .000 

 

 
DY 

Pearson 

Correlatio 

n 

         

1
 

.5
1

1
*
*
 

Sig. (2- 

tailed) 

          
.000 

 

 
RE 

Pearson 

Correlatio 

n 

          1 

Sig. (2- 

tailed) 

           

** 0.01 level (2-tailed). *0.05 level (2-tailed). 

TER=Total Equity Ratio, STDR= Short Term Debt Ratio, LTDR= Long Term Debt Ratio, DPR= Dividend 

Payout Ratio, DY= Dividend Yield, RE= Retained Earnings, ROA= Return on Assets, ROE = Return on 

Equity, ROS= Return on Sales. 

 

It is necessary to observe a collective figure of correlation analysis. In this connection, Table-3 shows that 

ROA has a positive correlation with ROE (r=.69, p<.001) and ROS (r=70, p<.001). Moreover, ROA has a 

significant and positive size of association with TER (r=.58, p<.001), STDR (r=.63, p<001), LTDR (r=.39, 

p<.05), DPR (r=.59, p<001), DY (r=.53, p<.001) and RE (r=.36, p<.05). Moreover, ROE has a positive 

association with ROS which means having increase ROE bring up a simultaneous positive change in ROS. 

The r-statistics shows .69 with .001 level of significance. In the same way ROE has positive association with 

TER (r=.43, p<.001), STDR (r=.54, p<001), LTDR (r=.34, p<.001), DPR (r=.54, p<05), DY (r=.55, p<.001) 

and RE (r=.41, p<.05). ROS has the r-static .40 with TER at .001 level of significance, hence there is 

positive Pearson movement between ROS and TER. ROS has also positive movement with STDR (r=.39, 

p<001), LTDR (r=.41, p<.05), DPR (r=.49, p<001), DY (r=.51, p<.001) and RE (r=.33, p<.05). Furthermore, 

it is observed that TER has also positive and significant association with STDR (r=.69, p<.001). The 

direction of TER association with other variables are also consistent as positive like LTDR (r=.53, p<.001), 

DPR (r=.41, p<.001), DY (r=.33, p<.001) and RE (r=.43, p<.05). The intensity of association between STDR 

and LTDR is positive (r=.54, p<.001). The STDR is representing the same positive association with other 

proxies like DPR (r=.55, p<.001), DY (r=.57, p<.001) and RE (r=.33, p<.05). In addition, LTDR has positive 

association with DPR (r=.59, p<.001), DY (r=.38, p<.001) and RE (r=.55, p<.05). Finally, Dividend yield 

(DY) has a positive association with retained earnings (RE). The r-static revealed .51 at .001 level of 

significance. 
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Partial Least Square-Structural Equation Modelling (PLS-SEM) 

This research has chosen PLS-SEM (or VB-SEM) as best fit to assess the hypotheses of this study. 

The robustness of PLS-SEM is famous because it gives easiness to understand the both measurement and 

structural part simultaneously. The conceptual/Theoretical framework (see chapter-2) shows four variables. 

These four variables are capital structure (independent variable), dividend policy decisions (mediating 

variable), and financial performance (outcome/dependent variable). The model shows mediating effect on 

the relationship between capital structure and financial performance. All these variables represent formative 

concept of constructs. Each variable is being formatively estimated with three measured proxies (see proxy 

details). Based on theoretical and conceptual groundings it was proposed that capital structure has 

significant and positive effect on the financial performance among listed manufacturing firms of Pakistan. 

In addition, it was also hypothesized that dividend policy decisions intervene in the relationship between 

capital structure and financial performance. Which means to propose that capital structure has emphasizing 

effect on financial performance through dividend policy decisions. Therefore, assessment of these 

hypotheses have been observed by using the PLS-SEM. It should be noted here that mediation mechanism 

has been followed as suggested by Sobel (1982), where, mediation can be proved/disproved based on t- 

statistics and significance of total specific effect (Hairt et al., 2019). Furthermore, this study has used 

MIMIC (multiple indicators multiple causality) approach. This approach is very useful to assess the model 

based on panel/longitudinal data. This research has conclude the theoretical/conceptual model in three 

stages/phases. In the very first stage, the formative model using the concept of MIMIC to assess the direct 

effect (Capital structure → financial performance) as suggested by Sobel (1982). If the relationship between 

the variables found significant than the next phase will be performed which is to assess the intervening 

effect of dividend policy decisions separately. As a result, PLS-SEM evaluates the measurement model in 

order to ascertain the reliability and validity of all latent variables used in the structural model. To 

accurately estimate the measurement model's reliability and validity, a distinction must be made between 

formative and reflective indicators. When it comes to reflective indicators, it is essential to check item 

reliability, construct reliability, convergent validity, and discriminant validity. Although loadings are 

misleading in the case of formative indicators, since correlation between indicators within a construct is not 

necessary or considered when estimating the construct parameter, there is no need to check item reliability. 

Comparing loadings between indicators within a construct makes no sense, obviating the need for internal 

consistency. According to Rossiter (2002) and Diamantopoulos and Siguaw (2006), no dimensionality or 

reliability tests should be conducted on formative indicators since factorial unity and internal consistency 

are irrelevant, and therefore the composite reliability measure Cronbach's Alpha is not desirable. Although 

Andreev, Core, Maoz, and Pliskin (2009) conclude that construct reliability of formative indicators should 

be assessed using the Variance Inflation Factor (VIF) Multicollinearity test and indicator validity assessed 

using their statistical significance, The weight of each indicator should be considered when interpreting a 

construct with formative indicators (Chin, 1998). As with canonical correlation (multivariate statistical 

model), these weights allow comprehension of each indicator's contribution to the emergence of the 

construct. However, prior to running the structural model, the possibility for multicollinearity should be 

eliminated (Diamantopoulos and Winklhofer, 2001). 

Capital Structure and Financial Performance (CS→FP) 

Figure-2: Total Effect of CS and FP 
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Table-4: CS→ FP 

Structural Model 

Inner Model Original Sample (O) P-Value R-Square 

CS_2015 → CS_2016 0.550 0.000 0.621 

CS_2016 → CS_2017 0.561 0.000 0.633 

CS_2017 → CS_2018 0.575 0.000 0.642 

CS_2018 → CS_2019 0.588 0.000 0.654 

CS_2019 → CS_2020 0.602 0.000 0.660 

FP_2015 → FP_2016 0.382 0.000 0.438 

FP_2016 → FP_2017 0.394 0.000 0.452 

FP_2017 → FP_2018 0.408 0.000 0.469 

FP_2018 → FP_2019 0.415 0.000 0.489 

FP_2019 → FP_2020 0.422 0.000 0.551 

CS_2015 → FP_2015 0.721 0.000 0.422 

CS_2016 → FP_2016 0.729 0.000 0.438 

CS_2017 → FP_2017 0.742 0.000 0.452 

CS_2018 → FP_2018 0.750 0.000 0.469 

CS_2019 → FP_2019 0.759 0.000 0.489 

CS_2020 → FP_2020 0.768 0.000 0.551 
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Formative Measurement Model 

Outer Model Outer Weights P-Value 

LTDR_2015 → CS_2015 0.771 0.000 

STDR_2015 → CS_2015 0.821 0.000 

TER_2015 → CS_2015 0.690 0.000 

LTDR_2016 → CS_2016 0.760 0.000 

STDR_2016 → CS_2016 0.811 0.000 

TER_2016 → CS_2016 0.701 0.000 

LTDR_2017 → CS_2017 0.783 0.000 

STDR_2017 → CS_2017 0.840 0.000 

TER_2017 → CS_2017 0.711 0.000 

LTDR_2018 → CS_2018 0.792 0.000 

STDR_2018 → CS_2018 0.851 0.000 

TER_2018 → CS_2018 0.722 0.000 

LTDR_2019 → CS_2019 0.802 0.000 

STDR_2019 → CS_2019 0.871 0.000 

TER_2019 → CS_2019 0.742 0.000 

LTDR_2020 → CS_2020 0.821 0.000 

STDR_2020 → CS_2020 0.890 0.000 

TER_2020 → CS_2020 0.764 0.000 

ROA_2015 → FP_2015 0.702 0.000 

ROE_2015 → FP_2015 0.444 0.000 

ROS_2015 → FP_2015 0.521 0.000 

ROA_2016 → FP_2016 0.711 0.000 

ROE_2016 → FP_2016 0.452 0.000 

ROS_2016 → FP_2016 0.533 0.000 

ROA_2017 → FP_2017 0.719 0.000 

ROE_2017 → FP_2017 0.462 0.000 

ROS_2017 → FP_2017 0.472 0.000 

ROA_2018 → FP_2018 0.722 0.000 

ROE_2018 → FP_2018 0.477 0.000 

ROS_2018 → FP_2018 0.490 0.000 

ROA_2019 → FP_2019 0.734 0.000 

ROE_2019 → FP_2019 0.481 0.000 

ROS_2019 → FP_2019 0.511 0.000 

ROA_2020 → FP_2020 0.750 0.000 

ROE_2020 → FP_2020 0.492 0.000 

ROS_2020 → FP_2020 0.520 0.000 

Variance Inflated Factor (VIF) Statistics 

Formative Indicator VIF 

LTDR_2015 1.643 
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LTDR_2016 1.111 

LTDR_2017 1.018 

LTDR_2018 1.230 

LTDR_2019 1.991 

LTDR_2020 1.643 

STDR_2015 2.205 

STDR_2016 1.729 

STDR_2017 1.034 

STDR_2018 1.180 

STDR_2019 2.243 

STDR_2020 2.205 

TER_2015 1.913 

TER_2016 1.719 

TER_2017 1.027 

TER_2018 1.105 

TER_2019 1.218 

TER_2020 1.913 

ROA_2015 1.562 

ROA_2016 1.847 

ROA_2017 1.643 

ROA_2018 1.112 

ROA_2019 1.675 

ROA_2020 1.020 

ROE_2015 1.394 

ROE_2016 1.057 

ROE_2017 1.913 

ROE_2018 1.719 

ROE_2019 1.537 

ROE_2020 1.032 

ROS_2015 1.144 

ROS_2016 1.917 

ROS_2017 2.205 

ROS_2018 1.729 

ROS_2019 1.181 

ROS_2020 1.017 

Model Fit Indicators 

SRMR 0.021 

NFI 0.921 

SRMR should be less than 0.08 0r 0.10, NFI >.89 or >.90 (Henseler et al., 2014; Bentler and Bonett,1980), 

The above figure and table shows the total effect of capital structure on financial performance. The model 

formation was based on the concept of MTMM (Multi-trait multimethod modelling) and MIMIC (Multiple 
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indicatiors and multiple causality) as suggested by (Sarstedt and Mooi, 2019). This typle of modelling with 

secondary data can be handled and operationalized with PLS-SEM. Thus, the above figure shows the output 

of the model. In the PLS output, it can be obereved that capital structure and financial performance are 

obserevd at multiple points/traits/times and each latent construct has a formative measurment assessment. 

This multiple trait analysis is necessary to determine the consistency of data. This study is completely based 

on secondary data and collected a panel data which includes both times series and cross-sectional features. 

Therefore, MTMM modelling offers to understand the data consistency at each point of time. In this 

regard, it is seen that the path coeffiecient from CS_2015 to 2020 are consistent and increased with a 

trending point from 2015_2020. In addition, same output is oberved for financial perforamnce from 

2015_2020. Therefore, it can be concluded from the consistency of path coeffient among the different 

traits that data is normal (staitionary) and has not effected with any sudden economic shock 

(internal/external). Moreover, the impact of capital structure on financial performance is also obsereved 

following the multiple trait and causility approach. It is observed that there is a consistent positive effect of 

capital structure on financial perfomance from 2015 to 2020 among the manufacturing firms of Pakistan. 

Each indicators is formatively estimated, and its is discussed in the chapter four that when assessing the 

formative constructs using secondary data so it is neccearry to have multicollinearity assessment. In this 

connection, the mesured variables for capital structure like LTDR, STDR, and TER is oberved with VIF 

statistics where we come to know that there is no issue of multicollinearity. In addition, th measured 

variables of financial performance such as ROA, ROE and ROS were also observed with no 

multicollinearity. As we know that these measured variables show the outer model, so it is seen the each of 

these measured variables has suitable outer weights which brings greater ability to explain the model with 

the help of R square. Last but not least, the model fit indicators like SRMR (Standardized Root Mean 

Square) and NFI (Normed fit index) shows goodness of fit of the mode. The values of SRMR was 0.021 and 

NFI 0.921. Hence, it was a good model fit, based on these statistical outcomes the HYPOTHESIS 1 (H1) 

has been retained and consistent with previous literature. 

Figure-3: Total Effect Estimation of CS and FP (Averaging the Proxies) 
 

 

Table 4: Average Total Effect CS→ FP 
 

Structural Model 

Inner Model Original Sample (O) P-Value 

CS 2015_2020 → FP 

2015_2020 

 
0.780 

 
0.000 

Formative Measurement Model 

Outer Model T- Statistics P-Value 
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LTDR_2015_2020 

CS_2015_2020 

→  
8.751 

 
0.000 

STDR_2015_2020 

CS_2015_2020 

→  
7.954 

 
0.000 

TER_2015_2020 

CS_2015_2020 

→  
8.988 

 
0.000 

ROA_2015_2020 

FP_2015_2020 

→  
7.762 

 
0.000 

ROE_2015_2020 

FP_2015_2020 

→  
8.910 

 
0.000 

ROS_2-15_2020 

FP_2015_2020 

→  
7.866 

 
0.000 

Model Fit Indicators 

SRMR 0.036 

NFI 0.951 

SRMR should be less than 0.08 0r 0.10, NFI >.89 or >.90 (Henseler et al., 2014; Bentler and Bonett,1980), 

The same model was again assessed to test the statistical significance. The statistical significance was 

checked by operationalizing PLS bootstrapping. After running bootstrapping, total effect shows that capital 

structure has .780 positive and significant (0.001 level) effect on financial performance. Moreover, the outer 

weights of capital structure is now observed with their t-value like LTDR, STDR, and TER shows 8.75, 

7.95, 8.98 respectively. The t-values for ROA, ROE, and ROS were 7.762, 8.910, 7.86 respectively. The 

outcomes for measurement model shows the immense statistical significance. The model fit indicators have 

shown a good model fit, SRMR (0.036) and NFI (0.951). This results finally conclude that the optimal level 

of capital structure, means appropriate mix of debt and equity help financial managers to increase the 

financial performance. Simply, if they target a suitable level of capital structure and utilized that source 

efficiently so it brings more prosperity in the firm and the performance indicators like return on assets, 

return on equity, and return on sales will be greatly increased. Hence, based on these statistical outcomes 

the HYPOTHESIS 1 (H1) has been retained and is consistent with previous literature. 

Capital Structure, Dividend Policy Decisions, Financial Performance 

Figure-4: Multiple Specific Indirect and Direct Effects 
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Table-5: Indirect and Direct Effects 

Structural Model 

Inner Model Original Sample (O) P-Value R-Square 

CS_2015 → CS_2016 0.543 0.000 0.623 

CS_2016 → CS_2017 0.564 0.000 0.635 

CS_2017 → CS_2018 0.579 0.000 0.644 

CS_2018 → CS_2019 0.591 0.000 0.654 

CS_2019 → CS_2020 0.608 0.000 0.652 

FP_2015 → FP_2016 0.417 0.000 0.455 

FP_2016 → FP_2017 0.443 0.000 0.466 

FP_2017 → FP_2018 0.449 0.000 0.485 

FP_2018 → FP_2019 0.454 0.000 0.499 

FP_2019 → FP_2020 0.462 0.000 0.526 

DPDs_2015→ DPDs_2016 0.622 0.000 0.525 

DPDs_2016→ DPDs_2017 0.626 0.000 0.535 

DPDs_2017→ DPDs_2018 0.637 0.000 0.549 

DPDs_2018→ DPDs_2019 0.642 0.000 0.562 

DPDs_2019→ DPDs_2020 0.656 0.000 0.574 

CS_2015 → DPDs_2015 0.724 0.000 0.522 

CS_2016 → DPDs_2016 0.729 0.000 0.525 

CS_2017 → DPDs_2017 0.734 0.000 0.535 

CS_2018 → DPDs_2018 0.739 0.000 0.549 

CS_2019 → DPDs_2019 0.744 0.000 0.562 

CS_2020 → DPDs_2020 0.751 0.000 0.574 

DPDs_2015 → FP_2015 0.663 0.000 0.431 

DPDs_2016 → FP_2016 0.668 0.000 0.455 

DPDs_2017 → FP_2017 0.672 0.000 0.466 

DPDs_2018 → FP_2018 0.688 0.000 0.485 
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DPDs_2019 → FP_2019 0.691 0.000 0.499 

DPDs_2020 → FP_2020 0.703 0.000 0.526 

CS_2015 → DPDs_2015 → 

FP_2016 

0.587 0.000 N/A 

CS_2016 → DPDs_2016 → 

FP_2017 

0.594 0.000 N/A 

CS_2017 → DPDs_2017 → 

FP_2018 

0.499 0.000 N/A 

CS_2018 → DPDs_2018 → 

FP_2019 

0.509 0.000 N/A 

CS_2019 → DPDs_2019 → 

FP_2020 

0.515 0.000 N/A 

CS_2015 → DPDs_2015 → 

FP_2020 

0.587 0.000 N/A 

Formative Measurement Model 

Outer Model Outer Weights P-Value 

LTDR_2015 → CS_2015 0.772 0.000 

STDR_2015 → CS_2015 0.821 0.000 

TER_2015 → CS_2015 0.702 0.000 

LTDR_2016 → CS_2016 0.760 0.000 

STDR_2016 → CS_2016 0.811 0.000 

TER_2016 → CS_2016 0.710 0.000 

LTDR_2017 → CS_2017 0.784 0.000 

STDR_2017 → CS_2017 0.841 0.000 

TER_2017 → CS_2017 0.721 0.000 

LTDR_2018 → CS_2018 0.792 0.000 

STDR_2018 → CS_2018 0.850 0.000 

TER_2018 → CS_2018 0.722 0.000 

LTDR_2019 → CS_2019 0.804 0.000 

STDR_2019 → CS_2019 0.872 0.000 

TER_2019 → CS_2019 0.742 0.000 

LTDR_2020 → CS_2020 0.822 0.000 

STDR_2020 → CS_2020 0.891 0.000 

TER_2020 → CS_2020 0.764 0.000 

ROA_2015 → FP_2015 0.705 0.000 

ROE_2015 → FP_2015 0.486 0.000 

ROS_2015 → FP_2015 0.524 0.000 

ROA_2016 → FP_2016 0.712 0.000 

ROE_2016 → FP_2016 0.490 0.000 

ROS_2016 → FP_2016 0.532 0.000 

ROA_2017 → FP_2017 0.720 0.000 
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ROE_2017 → FP_2017 0.464 0.000 

ROS_2017 → FP_2017 0.484 0.000 

ROA_2018 → FP_2018 0.722 0.000 

ROE_2018 → FP_2018 0.478 0.000 

ROS_2018 → FP_2018 0.492 0.000 

ROA_2019 → FP_2019 0.735 0.000 

ROE_2019 → FP_2019 0.484 0.000 

ROS_2019 → FP_2019 0.502 0.000 

ROA_2020 → FP_2020 0.752 0.000 

ROE_2020 → FP_2020 0.531 0.000 

ROS_2020 → FP_2020 0.542 0.000 

DPR_2015 → DPDs_2015 0.881 0.000 

DY_2015 → DPDs_2015 0.770 0.000 

RE_2015 → DPDs_2015 0.688 0.000 

DPR_2016 → DPDs_2016 0.957 0.000 

DY_2016 → DPDs_2016 0,798 0.000 

RE_2016 → DPDs_2016 0.690 0.000 

DPR_2017 → DPDs_2017 0.930 0.000 

DY_2017 → DPDs_2017 0.801 0.000 

RE_2017 → DPDs_2017 0.711 0.000 

DPR_2018 → DPDs_2018 0.936 0.000 

DY_2018 → DPDs_2018 0.815 0.000 

RE_2018 → DPDs_2018 0.718 0.000 

DPR_2019 → DPDs_2019 0.940 0.000 

DY_2019 → DPDs_2019 0.826 0.000 

RE_2019 → DPDs_2019 0.724 0.000 

DPR_2020 → DPDs_2020 0.948 0.000 

DY_2020 → DPDs_2020 0.849 0.000 

RE_2020 → DPDs_2020 0.731 0.000 

Variance Inflated Factor (VIF) Statistics 

Indicator VIF 

LTDR_2015 1.643 

LTDR_2016 1.111 

LTDR_2017 1.018 

LTDR_2018 1.230 

LTDR_2019 1.991 

LTDR_2020 1.643 

STDR_2015 2.205 

STDR_2016 1.729 

STDR_2017 1.034 

STDR_2018 1.180 
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STDR_2019 2.243 

STDR_2020 2.205 

TER_2015 1.913 

TER_2016 1.719 

TER_2017 1.027 

TER_2018 1.105 

TER_2019 1.218 

TER_2020 1.913 

ROA_2015 1.562 

ROA_2016 1.847 

ROA_2017 1.643 

ROA_2018 1.112 

ROA_2019 1.675 

ROA_2020 1.020 

ROE_2015 1.394 

ROE_2016 1.057 

ROE_2017 1.913 

ROE_2018 1.719 

ROE_2019 1.537 

ROE_2020 1.032 

ROS_2015 1.144 

ROS_2016 1.917 

ROS_2017 2.205 

ROS_2018 1.729 

ROS_2019 1.181 

ROS_2020 1.017 

DPR_2015 1.719 

DPR_2016 1.027 

DPR_2017 1.105 

DPR_2018 1.218 

DPR_2019 1.913 

DPR_2020 1.719 

DY_2015 1.729 

DY_2016 1.034 

DY_2017 1.180 

DY_2018 2.243 

DY_2019 2.205 

DY_2020 1.729 

RE_2015 1.562 

RE_2016 1.991 

RE_2017 1.643 
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RE_2018 1.987 

RE_2019 1.643 

RE_2020 1.230 

Model Fit Indicators 

SRMR 0.071 

NFI 0.925 

SRMR should be less than 0.08 0r 0.10, NFI >.89 or >.90 (Henseler et al., 2014; Bentler and Bonett,1980), 

The above figure and table shows the output of MIMIC and MTMM modelling. The PLS outcome shows 

both inner and outer model. Inner model considered the structural part and outer model shows the 

formative measurement part. It was discussed previously that data is long in nature and considered multiple 

traits at 6 points (2015 to 2020) which shows that time-series of 6 years. Formerly, study has assessed the 

total effect (CS→ FP) following the MIMIC and MTMM approach, now, the mediating effect of dividend 

policy decisions (DPDs) on the relationship between Capital structure and financial performance is 

observed following the same analytical approaches. The inner part of the model shows that capital structure 

has consistent positive effect from 2015 to 2020. In this regard, it was observed that CS_2015 has a positive 

.543 effect on CS_2016, CS_2016 has a positive .564 effect on CS_2017, CS_2017 has a positive .579 

effect on CS_2018, CS_2018 has a positive .591 effect on CS_2019, and CS_2019 has a positive .608 effect 

on CS_2020. This trending position of CS from 2015 to 2020 reflects that data has stability and not 

effected by any uncertain shock. In the same manner, the consistency of relationship in financial 

performance from 2015 to 2020 is also observed and the output shows that FP_2015 has 0.417 positive 

effect on FP_2016, FP_2016 has 0.443 positive effect on FP_2017, FP_2017 has 0.449 positive effect on 

FP_2018, FP_2018 has 0.454 positive effect on FP_2019, and FP_2019 has 0.462 positive effect on 

FP_2020. The dividend policy decision is taken as mediating variable and observed at multiple points. The 

consistency of DPDs from 2015 to 2020 is also observed. In this regard, DPDs_2015 has 0.622 positive 

effect on DPDs_2016, DPDs_2016 has 0.626 positive effect on DPDs_2017, DPDs _2017 has 0.637 

positive effect on DPDs_2018, DPDs_2018 has 0.642 positive effect on DPDs _2019, and DPDs _2019 has 

0.656 positive effect on DPDs _2020. After assessing the data stability from 2015 to 2020, now the 

multiple-mediating effects of DPDs on the relationship between CS and FP is observed from 2015 to 2020. 

It is necessary to assess the multiple mediating effect as there are different time intervals. It is determined 

that the direct effects (effect in the presence of mediator) have been reduced after introducing the mediator 

and but yet they are significant, the level of significance can be seen in the next model, bootstrapping has 

been used to examine the statistical significance. However, the final effect which is generated from 

CS_2015→ FP_2020 regressing all the multiple mediating effect has become insignificant in its direct 

effect. Moreover, the indirect effect (effect through mediator) has been assessed as the specific effect 

generated by SmartPLS. From the specific effects we can point the mark that whether Dividend policy 

decisions works as mediator or not. In this regard, CS_2015→DPDs_2015 → FP_2016 has specific effect 

of 0.587 (0.000), CS_2016→ DPDs _2016 → FP_2017 has specific effect of 0.594 (0.000), CS_2017 → 

DPDs _2017 → FP_2018 0.499(0.000), CS_2018 → DPDs_2018 → FP_2019 0.509 (0.000), CS_2019 → 

DPDs _2019 → FP_2020 0.525 (0.000), and finally CS_2015 → IDs_2015 → FP_2020 has 0.491(0.000) 

specific effect which reflects that dividend policy decisions mediates the relationship between Capital 

structure and financial performance among listed manufacturing firms of Pakistan from 2015 to 2020. 

Hence, HYPOTHESE 2 (H2) has been retained. Moreover, the VIF statistics of each measured variables is 
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under the minimum suggested threshold (<3). The goodness of fit of the model is also observed with the 

help of SRMR and NFI. The value of SRMR shows 0.071 and NFI with 0.952. 

Conclusion 

Capital structure is one of the prevailing issue in the financial environment. Companies give more focus on 

capital structure because it is the ultimate source which provide financing to firm’s operation. Financial 

mangers devote best of their efforts to reach on the optimal level of capital structure where a firm can 

minimize weighted average cost of capital and maximizes financial performance. This research has 

investigated 333 listed manufacturing of Pakistan to assess the effect of capital structure on financial 

performance. In this regard, a 6 years of timer series (2015 to 2020) were chosen for data collection. The 

research was explanatory and quantitative. The study outcomes have uniquely contributed in the M&M 

(1958) capital structure and use of MIMIC modelling as statistical approach in corporate finance. The 

results confirmed that dividend policy decisions has intervening effect on the relationship between capital 

structure and financial performance which was previously ignored in the M&M (1958) theory. The 

comprehensive outcomes of MIMIC modelling shows that by using this statistical approach in corporate 

finance one can simultaneously determines the path coefficient and stability of data set (Stationary). 

Consequently, results of this research would be very helpful for corporate financial managers to make 

strategic financial policy. 
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