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Abstract

The current study investigates the relationship between financial leverage
(FL), profitability, and liquidity among non-financial firms listed on the
Karachi Stock Exchange (KSE) in Pakistan. Despite extensive research on
capital structure and profitability, limited studies exist on the debt structure
and liquidity exist, particularly in the developing economies where
concentrated ownership patterns are prevalent. The study used a panel
dataset of 305 firm-year observations from 50 non-financial firms for the
time period 2016-2022. The study applied a Random Effects Model (REM)
or Generalized Method of Moments (GMM) for empirical analysis and
found that profitability is positively related to financial leverage, as
profitable firms use more debt to maximize tax benefits, while liquidity is
negatively related, suggesting firms use lower debt to mitigate financial
distress costs. The study provides practical implications for companies,
investors, corporate managers, and policymakers to select the optimal
capital structure. This emphasizes the importance to understand liquidity
and the positive relationship between PROF and FL. It suggests that wise
debt use can maximize tax benefits and balance financial risks, particularly
in developing markets. Policymakers should create tax policies to promote
investments while mitigating risks. The study also highlights the need for
further research by incorporating more control variables and extending the
analysis across different markets and time periods.

Keywords: capital structure, financial leverage, liquidity, profitability
Introduction

The capital structure of a firm is a mix of debt and equity. It reveals the
manner in which a firm’s assets are financed using shareholders’ funds,
debt, or hybrid securities. Firms always want to secure their capital
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structure, which is less risky and costly, benefiting investors and debt
holders (Khoa & Thai, 2021). The capital structure helps a company to
optimize its capitalization and achieve long-term objectives (Brusov &
Filatova, 2023). By raising share prices and lowering capital costs,
businesses can maximize shareholder value (Hassan et al., 2023). Debt
financing offers many advantages for business operations including tax
deductions, more financial flexibility, and a steady interest rate (Tavares et
al., 2024). Tax-deductible interest on debt reduces loan costs, so companies
aim to maximize shareholder’s value by using more borrowed capital in
their capital structure. The optimal debt ratio is crucial for a companys
financial performance, as it minimizes capital costs while maximizing
company value, thereby maximizing profitability (PROF) (Akhtar et al.,
2022). This ratio is essential to establish an optimal capital structure.
Resultantly, it has become critical to examine the influence of financial
leverage (FL) on company’s financial performance (profitability and
liquidity) in order to help diverse stakeholders to understand how debt
affects financial performance.

Decisions regarding the of a firm are challenging to make. This is
because excessive leverage may expose a firm to the insolvency risk
(Amoa-Gyarteng & Dhliwayo, 2023). However, this is not conclusive to say
that debt always has negative impacts. Having financial leverage is an
advantage because it increases the return of stockholders in terms of the tax
benefit that comes with borrowing (Oko & Elemi, 2023). Hence, it is
necessary to use financial leverage is necessary, and a corporation may fund
its operations with a specific combo of debt and equity. Yoon and Jang
(2005) found financial leverage is a two-edged sword; if used wisely and in
control, it increases welfare. On the other hand, when used in excess and
indiscriminately, it may have tragic results.

Firms use debt to finance the businesses, generate shareholders’ returns,
and impact profitability (Daruwala, 2023) or liquidity. Profitability, as a key
determinant of a company’s valuation, reflects its operational efficiency and
financial health. Firms with high profitability attract investors due to
consistent returns (Sembiring et al., 2025), while liquidity allows assets to
be quickly converted into cash (Tamunotonye & Fred-Horsfall, 2023).
Companies prioritize liquidity management to meet their short-term debt
maturity obligations (Erawati et al., 2023), which include financial and
operating expenses, as it is crucial for them to meet their obligations
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effectively. The decision between equity and debt is crucial for managers as
it affects the companys value. Increased equity can reduce external cash
flow claims (Alhassan & Islam, 2021), while increased debt may increase
costs and financial distress associated with bankruptcy (Ugur et al., 2022).
Bahlous-Boldi (2022) suggests that high liquidity agency costs limit debt
financing, highlighting a negative relationship between liquidity and debt.
Trade-off theory suggests an optimal capital mixture is influenced by
exchanging debt cost against equity net cost, primarily determined by the
debt tax shield. This presents a dilemma for firms to decide whether to use
external sources or internal sources for financing new projects or meeting
financial requirements (Parrino et al., 2025).

This study uniquely combines the aspects of liquidity and profitability
in analyze the dynamics of capital structure, contrasting with previous
studies that focused solely on the direct effects of leverage on profitability
or liquidity. It contributes to the current theoretical debate by providing a
perspective on the manner in which firms balance the potential liquidity
risks with the tax benefits of debt, particularly in markets with concentrated
ownership. Although, prior literature has examined a direct effect of capital
structure on profitability (Eshwari & Baby, 2023; Nguyen & Pham, 2023),
suggesting that an appropriate level of debt enhances profitability. However,
excessive leverage leads to increased bankruptcy risk (Amoa-Gyarteng &
Dhliwayo, 2023), especially when firms have to make regular interest
payments. This may reduce their available cash and weaken their liquidity.

The relationship between liquidity and financial leverage remains
underexplored, particularly in developing economies where concentrated
ownership patterns are prevalent (Ghasemi & Razak, 2016). Limited studies
exist on the debt structure and liquidity in the developing economies
(Rosana, 2024). Therefore, an empirical examination is required to examine
both profitability and liquidity in leverage decisions within the distinct
institutional context of Pakistan. Hence, the current study investigated this
relationship in a developing economy, Pakistan, where concentrated
ownership patterns and information asymmetry are more prominent than in
developed markets (Nadarajah et al., 2021). Developing markets have
higher information asymmetry, less advanced financial markets, and a
regulatory environment (Jansky, 2023).
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Research Questions
The current study aimed to answer the following research questions:

o What is the effect of financial leverage on the profitability of non-
financial enterprises in Pakistan?

o What impact does financial leverage have on these companies'
liquidity position?

o How do profitability and liquidity together affect businesses' decisions
about financial leverage in Pakistan?

Research Objectives

The current study attempted to address the following research
objectives:

e To examine how financial leverage affects Pakistani firms'
profitability.

o To investigate the relationship between liquidity and profitability in
non-financial enterprises of Pakistan.

e To shed light on how businesses decide how much debt to use in
emerging economies while managing concerns about liquidity and
profitability.

This study enhances the comprehension of capital structure theory by
incorporating both profitability and liquidity aspects into the examination
of leverage. It enhances the trade-off theory by providing empirical data on
how enterprises in emerging economies weigh the advantages of debt
financing against the inherent dangers of liquidity shortages. Pakistan offers
a distinctive environment to examine these processes, characterized by
developing market traits, such as concentrated family ownership,
underdeveloped financial markets, elevated information asymmetry, and
economic instability (Jansky, 2023; Nadarajah et al., 2021).
Comprehending financial leverage decisions in this context may provide
significant insights for regulators, investors, and business executives.

Theoretical Background and Hypotheses

The current study investigated the effect of gearing on the financial
health (profitability, liquidity) of non-financial firms, grounded in key
financial theories. Modigliani and Miller (1958) initially presented a theory
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termed “Capital Structure Irrelevance”. This theory is also known as MM.
According to MM theory, leverage does not impact the value of a firm in a
tax-free environment, however, in a taxed environment, debt financing may
lead towards tax shields that increase the firm performance. Tarmidi and
Okto (2022) support the assumption that higher leverage reduces tax
burdens. Furthermore, Ross (1977), the inventor of signaling theory, argued
that signals are crucial to raise company funds, as high-quality enterprises
utilize increased debt and leverage to signal bright prospects. So, there is a
positive correlation between leverage and profitability. However, some
argue that sending wrong signals could lead towards moral hazards, as
shareholders bear the risk as compared to managers (Rahman et al., 2020).
In Pakistan, characterized by higher corporate tax rates and weak financial
markets, companies frequently depend on debt to leverage tax shields,
consistent with Modigliani and Millers theory in a taxed setting.

Conversely, trade-off theory suggests that businesses should evaluate
the benefits of debt financing rather than the bankruptcy risk or financial
distress to maximize value through capital structure optimization
(Eleftheriadis, 2018). High business risk may be mitigated by adjusting
financial leverage, as firms with lower business risk typically have higher
optimal debt ratios (Pohan et al., 2022). A firms optimal capital structure
represents a trade-off among personal taxes, corporate taxes, bankruptcy
costs, and agency costs. The theory suggests that there is a positive
correlation between a firms debt level and its profitability, based on
empirical evidence that supports this claim. Resultantly, all the above-
mentioned theories add to the current research by defining how firms use
financial leverage to increase company’s profitability while maintaining
liquidity. In Pakistan, due to elevated bankruptcy costs and information
asymmetry, enterprises carefully balance the trade-off between the tax
advantages of debt and the expenses associated with financial hazards.

Ngatno and Youlianto (2021) found that capital structure financing
decisions positively impact financial performance in micro-financial
institutions by using moderated regression analysis. Another study
disclosed a strong positive correlation between capital structure and
profitability in 50 enterprises (Singh & Bagga, 2019). Dakua (2019) found
profitability to be highly positively correlated with debt ratio and significant
correlations among determinants including profitability, asset structure,
size, growth opportunities, non-debt tax shield, liquidity, and risk in the
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Indian steel industry for the time period 2010-2017. These studies highlight
the importance of capital structure in financial performance. Additionally,
the findings of Habibniya et al. (2022) suggest that debt finance may lead
towards financial risk but could also increase profitability in normal
business scenario. A study using yearly data from 2012-2020 of the telecom
sectors found that the total liability-to-total-assets ratio (TLsTAs) and total
equity-to-total-assets (TETASs) ratio significantly impact the profitability of
firms in the telco sector. The study emphasized the significance to
understand the impact of debt finance on profitability in the
telecommunication sector. Moreover, Mehzabin et al. (2023) studied the
impact of capitalization, including debt ratio, long-term debt, and non-
interest revenue, on the profitability of financial sector. They used a fixed
effect regression model and panel data from 492 banks from 2004-2018.
Results showed that a rise in the overall debt ratio increased bank profit
margins. Resultantly, the following hypothesis was constructed:

H1: Profitability has a positive impact on financial leverage

Liquidity takes into account how easily business entities may handle
their short-term obligations (Boateng et al., 2022). Researchers have
confirmed the association between capital structure and liquidity, with
mixed results. For instance, some experts (e.g., Giiner, 2016; Kahya et al.,
2020) showed a negative correlation between liquidity and leverage,
however, others (Kaur et al., 2020; Rani et al., 2020) represented a direct
relationship. Fau and Gohae (2022) used capital structure (DER) as an
intervening variable to investigate how profitability (ROE) and liquidity
(CR) affect the value of the business (PBV). The findings show that capital
structure significantly and negatively affects liquidity (CR). Suhartono
(2022) claims that company’s liquidity negatively affects the debt-equity
ratio. A study examining 103 Indonesian manufacturing companies from
2011 to 2017 found that liquidity was negatively correlated with capital
structure (Mardani & Indrawati, 2023). Another study investigated the role
of capital structure in influencing profitability, enterprise size, and liquidity
in the value of manufacturing firms listed on the Indonesia Stock Exchange.
The study used secondary data from 2017-2020 financial statements and
purposive sampling for data collection. Results showed that liquidity
negatively impacts capital structure (Pertiwi et al., 2023). Resultantly, the
following hypothesis was constructed:

H?2: Liquidity has a negative impact on financial leverage
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Research Methodology

The current study analyzes the profitability of non-financial businesses
listed on the KSE-100 index from 2016-2022. The availability and
accessibility of data throughout this time frame is the grounds for its
selection. Additionally, utilizing the most recent data enhances the
relevance and precision of the findings, offers up-to-date insights, and
elevates the overall quality and application of the research within a swiftly
evolving economic landscape. The population of this research comprises all
listed enterprises on Pakistan Stock Exchange (PSX), as it is an active Asian
market as well as considered as the small and highly volatile developing
market of Asia. The current study chose the non-financial sector because
non-financial firms account for 80% of the PSX and represent major
industries, such as high-tech, textiles, cement, oil and gas, autos, and
pharmaceuticals.

The KSE-100 index is selected due to higher market capitalization, as
non-financial enterprises account for 69% of the PSXs market
capitalization, compared to 31% for financial firms. The study sample
comprised 50 non-financial firms. These are selected based on the
availability of complete financial data for the study period. Firms with
missing or incomplete data during the study period are excluded from the
sample to ensure the accuracy and reliability of results. The current study
uses secondary data and quantitative methods to analyze the relationships
between FL, PROF, and LIQ. The study employs random sampling to offer
a fair representation of the population, decreasing potential biases, and
enhancing the accuracy of the results (Lohr, 2021). This method is very
important to ensure that the sample reflects the diversity of population
which supports the reliability and correctness of research findings.

The study also utilizes the Ordinary Least Square Method (OLS) to
estimate linear regression model parameters by minimizing the squared
differences between observed and predicted values. However, due to the
possibility for endogeneity in the panel data, the current study applied the
Hausman test to determine the appropriateness of fixed effects or random
effects method and the test’s p-value, indicating that the Random Effects
Model (REM) is more appropriate. However, since the REM also has some
limitations, the study opted for a more specialized technique, that is, the
GMM). This method is opted to resolve the issue of endogeneity in the
results where independent variable may be correlated with the error term. It
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allows current levels of the independent variable to be influenced by the
past effects of the response variable. The "GMM" estimator improves the
OLS model in three ways. Firstly, it includes firm fixed effects to account
for unobservable (fixed) heterogeneity. Secondly, it accounts for the
influence of previous shocks to the dependent variable on present levels of
the explanatory variable. Thirdly, it supports the addition of firm fixed.
Finally, it enables the employment of explanatory variables prior values
(lags) as legitimate instruments for endogeneity correction. The data has
been analyzed using E-Views software. This software is well-suited for
econometric modeling and robust analysis, ensuring the validity and
reliability of the results.

FLi= o + BiPROF;; + B2LIQi+ P3FSit + P4ETR;: + ¢

where,

FL  -- Financial Leverage (Dependent variable)
LIQ -- Liquidity (Independent variable)
PROF --  Profitability (Independent variable)
ETR -- Effective Tax Rate (Control variable)

FS --  Firm Size (Control variable)
Dependent Variable

The dependent variable is dependent on the independent variable,
representing the observed and measured outcome (Ledford et al., 2018).
The research employs capital structure as a dependent variable. Several
previous studies utilized leverage as a dependent variable by using the proxy
of leveraged total debt over total equity (Afolabi et al., 2019; Ibrahim &
Isiaka, 2020). Omodara (2023) continues that the D/E ratio is a key
performance indicator that shows how much liabilities and owner’s equity
a firm has utilized in relation to its assets as a means of financing those
assets. This ratio serves as an indicator of financial leverage. A corporation
may boost earnings per share by maintaining a high D/E ratio, a crucial
indicator for strategic planning. In the current study, the capital structure is
represented by the total liability over stockholder’s equity.

Debt to equity ratio/Gearing ratio/Risk ratio = Total Debt/Shareholder’s
Funds or Total equity
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Independent Variable
Profitability

An independent variable is a variable that a researcher manipulates or
selects to examine its influence on the response variable (Barton et al.,
2018). Profitability and liquidity are the explanatory variables in this
research. Profitability is a organization’s capacity to create profit in
proportion to its sales, and profitability has been found to have a substantial
effect on the capital structure (Pohan et al., 2022). Profitability significantly
impacts a company's financial decision-making, as profitable companies
optimize debt levels to manage effective tax rates (ETR). Profitability is
measured by ROA (Rinaldi et al., 2023).

Liquidity

A company's liquidity is its capacity to swiftly and efficiently turn its
liquid assets into cash to fulfill its short-term liabilities (Setyowati et al.,
2018). Companies with high liquidity use less debt because they have

enough liquid assets to cover their expenses. Liquidity ratio is calculated by
the current ratio (Hasanuddin et al., 2021).

Control Variables
Firm Size

Control variables refer to several significant variables. An extraneous
variable is defined as any parameter that remains constant or limited in a
research endeavor. It is a variable extraneous to the study's goals, however,
it is managed as it might influence the results (Lin & Chou et al., 2018). In
this study, business size and effective tax rate are used as control factors, as
they have independent impacts on financial leverage, as demonstrated by
Lin and Chan et al. (2018). Company size, measured by total assets and
capitalization (Cindy & Ginting, 2022), significantly impacts financial
leverage. In this research, firm size is calculated by taking the log of total
assets (Utami & Supriadi, 2023).

Effective Tax Rate

The actual proportion of earnings paid in taxes after accounting
deductions, credits, and other considerations is known as the effective tax
rate (Tandean & Winnie, 2016). A company's capital structure may have an
effect on ETRs since interest costs are tax deductible. Enterprises that
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effectively handle their taxes can minimize their tax obligations, which
would allow them to accomplish ETR more efficiently (Nurkholisoh &
Hidayah, 2019). In this study, the ETR was calculated by dividing the total
tax liability by the profit before taxes (Nurkholisoh & Hidayah, 2019). ETR
=T. Tax Burden / Pre-Tax Profit

Results
Descriptive Statistics

This study is based on 50 non-financial firms listed on the KSE 100
index over a period of 2016-2022. Descriptive statistics provide
quantitative information in a flexible and straightforward manner, breaking
down large datasets into manageable reports and summaries. They explain
the components of a dataset including the distribution of values (Reddy &
Pulluru, 2024). In the current study, the descriptive study of the given
variables is exhibited below to properly explain the way of variables.
Descriptive statistics of variables for the whole study are displayed in Table
1.

Table 1
Descriptive Statistics (N = 356)

M Median  Max Min SD Skewness Kurtosis

FL 0.336  0.206 4205 -1.590 1.051 0.856 3.816

PROF 2.773  2.569 5445  -8.064 1.384 0.675 11.721

LIQ 0315 0.256 3.995 -1.132  0.532 1.451 10.040

ETR -1.618 -1.291 1.127  -8.478 1.149 -2.897 14.766

FS 11.142 10.767 13.921  8.665 1.086 1.103 3.457
Note. FL = Financial Leverage, PROF = Profitability, LIQ = Liquidity, ETR
= Effective Tax Rate, FS = Firm Size

Table 1 displays the outcomes of the descriptive statistics of non-
financial sector of the KSE-100 index for all of the study's variables which
include 356 annual data. The Financial Leverage (FL) data series has a mean
of 0.336 and a median of 0.206, indicating a right-skewed distribution. The
max (maximum) or min (minimum) series have a range of 4.205 and -1.590,
with a S.D (standard deviation) of 1.051. Skewness and kurtosis are used to
measure the data normality, with values +1, -1, and 2-4, indicating regular
distribution around the mean. The 0.856 skewness value indicates right
skew, while 3.816 indicates heavy tails in the distribution.

School of Commerce and Accountancy

-
Y @ 4
N

UMT—89

Volume 5 Issue 1, Spring 2025



Financial Leverage Dynamics...

The profitability mean value is 2.773, indicating an average PROF over
a sample period. The median is 2.569, indicating a positively skewed
distribution. The max and min series have two extreme values, 5.445 and -
8.064, with a S.D of 1.384. The skewness is 0.675, indicating positive
skewness, and the kurtosis is 11.721, suggesting distribution has extreme
peaks and heavy tails. The liquidity index (LIQ) series has an average mean
value of 0.315, with a median of 0.256. The data range shows max and min
values of 3.995 and -1.132, correspondingly, with a S.D of 0.532. The
skewness and kurtosis values 1.451-10.040 indicate right skew with heavy
tails.

Fully Modified Least Square (FMOLS)

The results of the Fully Modified Least Squares (FMOLS) shed light on
the long-term relationship between financial leverage and its determinants
which include firm size, profitability, liquidity, and effective tax rate.

Table 2
Fully Modified Least Square

Variables Coefficient Prob
Profitability 0.086 0.000
Liquidity -0.705 0.000
Effective Tax Rate -0.033 0.026
Firm Size -0.040 0.719
C -0.608
R’ 0.924

The coefficient value of 0.086 for PROF indicates that profitability is
positively related to financial leverage, suggesting that firms with higher
profitability tend to use more debt in their financing structure to get more
tax benefits. Conversely, the coefficient of -0.705 for LIQ shows a negative
relationship between LIQ and FL, indicating that more liquid firms use
lower leverage in their financial structures to avoid bankruptcy risk. The
high R’ value of 0.924 reveals a strong explanatory power of the model.

Ordinary Least Square Regression (OLS)

Table 3 shows the outcome of OLS method for non-financial
enterprises.
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Table 3
Ordinary Least Square Regression
Variables Coefficient Prob

Profitability 0.063 0.064
Liquidity (LIQ) -1.050 0.000
Effective Tax Rate (ETR) 0.074 0.064
Firm Size (FS) 0.194 0.000
C -1.555 0.001
R’ 0.388
Adjusted R’ 0.380
F-statistic 52.512
Prob(F-statistic) 0.000

The findings show a positive association between the PROF and FL.
This supports the first hypothesis that an appropriate level of financial
leverage leads to an increase in profitability. A coefficient value of 0.063 for
profitability shows that results are marginally significant at the 10% level,
indicating that lagged PROF has a weak but positive impact on leverage.
The coefficient sign of LIQ, -1.050, is negative, indicating a negative
association between LIQ and FL. This means that the higher LIQ reduces
the FL to an optimal level. This outcome is highly significant at the 1%
level, demonstrating that LIQ has a considerable influence on leverage. The
low value of R? (0.384) suggests that the independent variables explain only
some of the variance in FL. Moreover, there are other firm-specific and
macroeconomic factors that are not included in the estimated model which
may also have a substantial effect on FL decisions. This is not unusual in
corporate finance-type studies in emerging markets, such as Pakistan,
where firm behavior is influenced by a wide variety of unobservable factors.
The p-value of F-statistic shows that the overall model is statistically
significant.

Hausman Test

The Hausman test’s p-value shows whether a fixed or random effects
model is suitable. The Hausman test result interpretation is straightforward:
if the p-value is equal to or < 5% significance threshold, the null hypothesis
is rejected.
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Table 4
Hausman Test
Test Summary Chi-Sq. Statistic df Prob.
Cross-section random 8.752 4 0.067

The p-value of the Hausman test is 0.067 more than the 5% or even the
1% significance threshold. As a consequence, the study failed to reject the
null hypothesis. The findings show that there is no significant relationship
between time-invariant factors and time-variant explanatory variables. This
indicates that a random effects model is appropriate for regression analysis
of the non-financial sector.

Random Effects Model

Hausman value indicates that the random effects model is suitable for
non- financial firms, so the outcome of the random effects model for non-
financial firms is shown in Table 5.

Table 5
Random Effects Model
Variables Coefficient Prob

Profitability (PROF) 0.068 0.000
Liquidity (LIQ) -0.695 0.000
Effective Tax Rate (ETR) -0.022 0.411
Firm Size (FS) 0.084 0.244
C -0.608
F-statistic 42.452
Prob(F-statistic) 0.000

As shown in Table 5, the results support the first hypothesis. The
coefficient sign of the PROF is positive, so there exists a positive and
significant association between PROF and FL. The PROF coefficient 0.068
value shows that a 1-unit increase in PROF would lead to an increase in FL
by 0.068 units, a result persistent with the trade-off theory. As per this
theory, higher profitable organizations use more liabilities in their financial
structure to get tax benefits. This is because the interest paid on debt is tax
deductible as it is treated as an expense. The findings are in line with some
previous studies, such as Akhtar et al. (2022), Bui et al. (2023), Faizan et al.
(2024), and Mehzabin et al. (2023). The table exhibits that the value of the
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coefficient of LIQ is -0.695 with a significance level of 1%. This means that
LIQ has a strong negative impact on the FL, showing that more liquid firms
use less leverage in their capital structure to avoid financial risk. More FL
increases the risk of bankruptcy, especially when firms have to make
interest payments on a regular basis. This reduces current cash which, in
turn, weakens LIQ. The results of fixed effects regression support the
second hypothesis. The findings are supported by Pertiwi et al. (2023), Fau
and Gohae (2022), and Suhartono (2022). The p-value of F-statistic shows
that the overall regression model is statistically significant.

Generalized Method of Moments (GMM)

Table 6 shows the findings of GMM for non-financial sector enterprises
to describe the relationships between dependent and independent variables.

Table 6
Generalized Method of Moments (GMM)

Variables Coefficient Prob
Profitability (PROF) 0.039 0.002
Liquidity (LIQ) -0.764 0.000
Effective Tax Rate (ETR) 0.036 0.379
Firm Size (FS) 0.004 0.991
J-statistic 12.705

Prob (J-statistic) 0.549

The statistically significant positive coefficient (0.039) of PROF shows
that a 1% increase in the PROF leads to a 0.039 unit increase in FL,
assuming all other variables remain constant. This positive and statistically
significant relationship confirms the first hypothesis. This hypothesis states
that more profitable corporations use more liabilities in their capital
structure to get tax benefits because the interest paid on debt is tax
deductible as it is treated as an expense (Faizan et al., 2024). On the other
hand, the statistically significant negative coefficient (-0.764) indicates that
LIQ has a negative influence on FL. A one-unit increase in LIQ is related
to a 0.76-unit decrease in FL, revealing that more liquid firms use less
leverage in their capital structure to avoid financial risk.

The J-statistic is used in GMM estimation to test the validity of the
instruments. The Prob (J-Statistic) value of 0.549 is quite high, which means
that there is no evidence to refuse the null hypothesis that the instruments
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are valid. In simple words, the instruments used in the model are not
significantly problematic.

Discussion

The current study investigated the association between financial leverage,
profitability, and liquidity for the time period 2016-2022. The dependent
variable, financial leverage, was measured by the D/E ratio. The proxy was
selected because this ratio serves as an indicator of financial leverage. The
regression analysis revealed a positive association between profitability and
financial leverage and a negative one between liquidity and financial
leverage. Therefore, based on empirical findings, the hypothesis of the
current study was analyzed through an REM. The results, after statistical
data analysis, exhibited that all proposed hypotheses of the current study
were accepted. The first hypothesis, that is the profitability is positively
related to financial leverage (Sembiring et al., 2025), is supported by the
results.

The results of the current study are persistent with the previous literature
exhibiting a positive association between PROF and FL (Dakua, 2019;
Habibniya et al., 2022; Ngatno & Youlianto, 2021; Singh & Bagga, 2019).
This reveals that profitable corporations raise their leverage to take tax
benefits, as interest paid on debt is tax deductible, decreasing taxable
income. If a company adopts more debt, it would benefit from less income
tax, on the other side, financial risk would increase (Salehi & Salami, 2020).
The findings confirm the second hypothesis, indicating a negative
association between LIQ or FL. The findings are in line with the prior
studies, such as Kahya et al. (2020), Pertiwi et al. (2023), and Suhartono
(2022). This suggests that more liquid firms use less debt to avoid financial
risk because more leverage leads to an increase in bankruptcy cost if firms
have to make regular interest payments (Amoa-Gyarteng & Dhliwayo,
2023).

The findings shed light on the dynamics of profitability, leverage, and
the role of liquidity in financial decision-making by illustrating that firms
must balance their tax benefits and financial leverage to avoid financial
distress without compromising liquidity. The positive relationship between
profitability and financial leverage indicates that profitable firms must use
an appropriate level of debt in their capital structure to get tax benefits as
interest payments are tax deductible. While the negative relationship
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between liquidity and financial leverage indicates that more liquid firms
tend to use less debt in their capital structure to avoid bankruptcy risk.

Many prior studies have investigated the direct impact of capital
structure on profitability (Eshwari & Baby, 2023; Nguyen & Pham, 2023;
Singh & Bagga, 2019), suggesting that an appropriate level of debt enhances
profitability. However, excessive leverage leads to increased bankruptcy
risk (Amoa-Gyarteng & Dhliwayo, 2023), especially when firms have to
make regular interest payments, which may reduce their available cash and
weaken their liquidity. Therefore, the current study used liquidity because
it has a very strong impact on firm leverage. So, this study highlighted the
importance of liquidity in financial leverage decision-making and how
much debt firms should use in their capital structure. This is because it
directly affects the financial choices of the business in a way that just
profitability cannot. Secondly, the current study is worthwhile in the context
of developing economies where higher information asymmetry, less
advanced financial markets, and a regulatory environment are more critical
than in developed economies (Jansky, 2023).

Practical Implications

The practical implications of this study are particularly important for the
50 examined firms, which are major players in the non-financial sector of
Pakistan. For corporate business managers, these results imply that although
profitability gives the chance to use debt for the purpose of tax shields,
having an adequate liquidity situation is also important in order not to incur
financial distress. Corporate managers can use debt wisely to maximize tax
benefits and balance financial risks, especially in developing markets. Such
information may be helpful for managers in arranging their capital in a
manner that would generate profit without overleveraging, securing their
financial strength in the long run. Furthermore, understanding the
influence of liquidity on financial leverage can also help investors to
evaluate firm risk profiles more efficiently. Understanding the impact of
liquidity on capital structure could align financial plans with investor
preferences, potentially leading towards better finances and increased
investment. Policymakers should create tax policies that encourage
investment while mitigating risks associated with high corporate debt
levels. This approach promotes long-term growth and financial stability.
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Limitations and Recommendations

The current study is subject to limitations in terms of its sample size (50
listed firms) and time period (2016-2022) as well as focusing exclusively
on the PSX. The small set of estimation methods and few control variables
further limit the findings. Future research should expand the time period to
obtain more generalized results and examine different estimation
techniques. Cross-country or even cross-regional comparisons may provide
a more generalized view of how various economic environments affect
capital structure choices. Finally, future studies may further expand the
horizon to understand what factors drive financial leverage by adding more
control variables other than simply effective tax rate and business size.

Conflict of Interest

The authors of the manuscript have no financial or non-financial conflict
of interest in the subject matter or materials discussed in this manuscript.

Data Availability Statement

The data associated with this study was provided by the corresponding
author upon request.

Funding Details
This research did not receive grant from any funding source or agency.
References

Afolabi, A., Olabisi, J., Kajola, S. O., & Asaolu, T. O. (2019). Does leverage
affect the financial performance of Nigerian firms? Journal of

Economics and Management, 37, 5-22.
https://doi.org/10.22367/jem.2019.37.01

Akhtar, M., Yusheng, K., Haris, M., Ain, Q. U., & Javaid, H. M. (2022).
Impact of financial leverage on sustainable growth, market
performance, and profitability. Economic Change and Restructuring,
55, 737-774. https://doi.org/10.1007/s10644-021-09321-z

Alhassan, 1., & Islam, K. A. (2021). Liquidity management and financial
performance of listed oil and gas companies in Nigeria. International
Journal of Accounting & Finance Review, (1), 15-25.
https://doi.org/10.46281/ijafr.v8il.1364

Amoa-Gyarteng, K., & Dhliwayo, S. (2023). Influence of profitability and
capital structure on the value of nascent SMEs: Evidence from a

Audit and Accounting Review

96

Volume 5 Issue 1, Spring 2025


https://doi.org/10.22367/jem.2019.37.01
https://doi.org/10.1007/s10644-021-09321-z
https://doi.org/10.46281/ijafr.v8i1.1364

Nazeer et al.

developing economy. EuroMed Journal of Management, 5(3—4), 210—
229. https://doi.org/10.1504/EMJIM.2023.133613

Bahlous-Boldi, M. (2022). Agency costs and credit availability: An
international study. European Journal of Management and Business
Economics, 31(3), 285-304. https://doi.org/10.1108/EJMBE-06-2020-
0175

Barton, E. E., Meadan-Kaplansky, H., & Ledford, J. R. (2018). Independent
variables, fidelity, and social validity. In J. R. Ledford & D. L. Gast
(Eds.), Single case research methodology: Applications in special
education and behavioral sciences (pp. 133—156). Routledge.

Boateng, P. Y., Ahamed, B. 1., Soku, M. G., Addo, S. O., & Tetteh, L. A.
(2022). Influencing factors that determine capital structure decisions: A
review from the past to present. Cogent Business & Management, 9(1),
Article €2152647. https://doi.org/10.1080/23311975.2022.2152647

Brusov, P, Filatova, T., & Orekhova, N. (2023). New meaningful effects in
Modern Capital Structure Theory. In P. Brusov, T. Filatova, & N.
Orekhova (Eds.), The Brusov—Filatova—Orekhova theory of capital
structure: Applications in corporate finance, investments, taxation and
ratings (pp. 607-636). Springer International Publishing.

Bui, T. N., Nguyen, X. H., & Pham, K. T. (2023). The effect of capital
structure on firm value: A study of companies listed on the Vietnamese
stock market. International Journal of Financial Studies, 11(3), Article
€100. https://doi.org/10.3390/1jfs11030100

Cindy, & Ginting, R. R. (2022). The effect of sales growth, profitability and
leverage on tax avoidance with firm size as moderating variable.
Accounting &  Finance/Oblik i1  Finansi, 98(4), 131-138.
https://doi.org/10.33146/2307-9878-2022-4(98)-131-138

Dakua, S. (2019). Effect of determinants on financial leverage in Indian
steel industry: A study on capital structure. International Journal of
Finance & Economics, 24(1), 427—436. https://doi.org/10.1002/ijfe.1671

Daruwala, Z. (2023). Influence of financial leverage on corporate
profitability: Does it really matter? International Journal of Economics
and Financial Issues, 13(4), 37—46. https://doi.org/10.32479/ijefi. 14461

Eleftheriadis, I. M. (2018). Corporate trade-off hypothesis: An investigation
of the relationship between business and financial risk. Corporate
Ownership & Control, 15(2-1), 258-263.
https://doi.org/10.22495/cocv15i2¢clpll

School of Commerce and Accountancy

UMT—97

A
Y @ 4
Ay

Volume 5 Issue 1, Spring 2025


https://doi.org/10.1504/EMJM.2023.133613
https://doi.org/10.1108/EJMBE-06-2020-0175
https://doi.org/10.1108/EJMBE-06-2020-0175
https://doi.org/10.1080/23311975.2022.2152647
https://doi.org/10.3390/ijfs11030100
https://doi.org/10.33146/2307-9878-2022-4(98)-131-138
https://doi.org/10.1002/ijfe.1671
https://doi.org/10.32479/ijefi.14461
https://doi.org/10.22495/cocv15i2c1p11

Financial Leverage Dynamics...

Erawati, T., Kusuma, H., Swantari, T., & Listyawati, R. (2023). The
importance of liquidity to improve the quality earnings of company.
Jurnal  Akuntansi dan Auditing Indonesia, 27(2), 138-148.
https://doi.org/10.20885/jaai.vol27.i ss2.art3

Eshwari, D., & Baby, M. K. (2023, January). The effect of capital structure
on the profitability of FMCG companies. In J. A. Edward, K. P. J.
Mukthar, E. R. Asis, & K. Sivasubramanian (Eds.), Current trends in
economics, business and sustainability (pp. 313-320). Springer Nature
Singapore.

Faizan, M., Rehman, A., & Yaqub, A. (2024). Unlocking the link between
firm level factors and capital structure: An industrial analysis. Journal of
Business & Economics, 16(1), 90-101.

Fau, S. H., & Gohae, A. S. (2022). The effect of profitability and liquidity
on value companies with capital structure as intervening variables.
Jurnal Ekonomi, 11(03), 1679-1687.

Ghasemi, M., & Ab Razak, N. H. (2016). The impact of liquidity on the
capital structure: Evidence from Malaysia. International Journal of
Economics and Finance, 8(10), 130-139.
https://doi.org/10.5539/ijef.v8n10p130

Giiner, A. (2016). The determinants of capital structure decisions: New
evidence from Turkish companies. Procedia Economics and
Finance, 38, 84—89. https://doi.org/10.1016/S2212-5671(16)30180-0

Habibniya, H., Dsouza, S., Rabbani, M. R., Nawaz, N., & Demiraj, R.
(2022). Impact of capital structure on profitability: Panel data evidence
of the telecom industry in the United States. Risks, 10(8), Article e157.
https://doi.org/10.3390/risks 10080157

Hasanuddin, R., Darman, D., Taufan, M. Y., Salim, A., Muslim, M., & Putra,
A. H. P. K. (2021). The effect of firm size, debt, current ratio, and
investment opportunity set on earnings quality: an empirical study in
Indonesia. The Journal of Asian Finance, Economics and Business,
8(6), 179—188. https://doi.org/10.13106/jafeb.2021.vol8.n06.0179

Hassan, H. M., Ullah, M., Khalil, K., Khan, Y., & Usama, H. A. (2023).
Role of capital structure between corporate governance and firm
performance: Empirical evidence from Pakistan. Russian Law
Journal, 11(4), 18-26.

Ibrahim, U. A., & Isiaka, A. (2020). Effect of financial leverage on firm
value: Evidence from selected firms quoted on the Nigerian stock

Audit and Accounting Review

98

Volume 5 Issue 1, Spring 2025


https://doi.org/10.20885/jaai.vol27.i%20ss2.art3
https://doi.org/10.5539/ijef.v8n10p130
https://doi.org/10.1016/S2212-5671(16)30180-0
https://doi.org/10.3390/risks10080157
https://doi.org/10.13106/jafeb.2021.vol8.no6.0179

Nazeer et al.

exchange. European Journal of Business and Management, 12(3), 124—
135.

Jansky P. (2023). Corporate effective tax rates for research and policy.
Public Finance Review, 51(2), 171-205.
https://doi.org/10.1177/10911421221137203

Kahya, E. H., Ersen, H. Y., Ekinci, C., Tas, O., & Simsek, K. D. (2020).
Determinants of capital structure for firms in an Islamic equity index:
Comparing developed and developing countries. Journal of Capital
Market Studies, 4(2), 167-191. https://doi.org/10.1108/JCMS-07- 2020-
0023

Kaur, R., Chattopadhyay, A., & Rakshit, D. (2020). Determinants of capital
structure with reference to select Indian companies: A panel data
regression analysis. 4Asian- Pacific Journal of Management, 16(2), 79—
92. https://doi.org/10.1177/2319510X20913454

Khoa, B. T., & Thai, D. T. (2021). Capital structure and trade-off theory:
Evidence from Vietnam. The Journal of Asian Finance, Economics and
Business, 8(1), 45-52.

Ledford, J. R., Lane, J. D., & Gast, D. L. (2018). Dependent variables,
measurement, and reliability. In J. R. Ledford & D. L. Gast (Eds.),
Single case research methodology: Applications in special education
and behavioral sciences (pp. 97-131). Routledge.

Lin, C. B., Chou, R. K., & Wang, G. H. (2018). Investor sentiment and price
discovery: Evidence from the pricing dynamics between the futures and
spot markets. Journal of Banking & Finance, 90, 17-31.
https://doi.org/10.1016/j.jbankfin.2018.02.014

Lin, C. M., Chan, M. L., Chien, I. H., & Li, K. H. (2018). The relationship
between cash value and accounting conservatism: The role of
controlling shareholders. International Review of Economics &
Finance, 55, 233-245. https://doi.org/10.1016/1.iref.2017.07.017

Lohr, S. L. (2021). Sampling: Design and analysis. Chapman and
Hall/CRC.

Mardani, R. M., & Indrawati, N. K. (2023). The determinants of capital
structure: evidence from Indonesia. [International Journal of
Professional Business Review, 8(5), Atrticle e0878.
https://doi.org/10.26668/businessreview/2023.v815.878

Mehzabin, S., Shahriar, A., Hoque, M. N., Wanke, P., & Azad, M. A. K.
(2023). The effect of capital structure, operating efficiency and non-

School of Commerce and Accountancy

UMT—9

)
Y @ 4
R

Volume 5 Issue 1, Spring 2025


https://doi.org/10.1177/10911421221137203
https://doi.org/10.1108/JCMS-07-2020-0023
https://doi.org/10.1108/JCMS-07-2020-0023
https://doi.org/10.1108/JCMS-07-2020-0023
https://doi.org/10.1177/2319510X20913454
https://doi.org/10.1016/j.jbankfin.2018.02.014
https://doi.org/10.1016/j.iref.2017.07.017
https://doi.org/10.26668/businessreview/2023.v8i5.878

Financial Leverage Dynamics...

interest income on bank profitability: New evidence from Asia. Asian
Journal  of  Economics  and  Banking, 7(1),  25-44.
https://doi.org/10.1108/AJEB-03-2022-0036

Modigliani, F., & Miller, M. H. (1958). The cost of capital, corporation
finance and the theory of investment. The American Economic
Review, 48(3), 261-297.

Nadarajah, S., Duong, H. N, Ali, S., Liu, B., & Huang, A. (2021). Stock
liquidity and default risk around the world. Journal of Financial
Markets, 55, Atrticle ¢100597.
https://doi.org/10.1016/j.finmar.2020.100597

Ngatno, Apriatni, E. P., & Youlianto, A. (2021). Moderating effects of
corporate governance mechanism on the relation between capital

structure and firm performance. Cogent Business & Management, 8(1),
Article e1866822. https://doi.org/10.1080/23311975.2020.1866822

Nguyen, S. L., Pham, C. D., Truong, T. V., Phi, T. V., Le, L. T., & Vu, T. T.
T. (2023). Relationship between capital structure and firm profitability:
Evidence from Vietnamese listed companies. International Journal of
Financial Studies, 11(1), Article e45.
https://doi.org/10.3390/ijfs11010045

Nurkholisoh, D., & Hidayah, R. (2019). Analysis of the determinant of
effective tax rate. Accounting Analysis Journal, 8§(2), 88—94.

Oko, S. U., & Elemi, N. E. (2023). The effect of financial leverage on the
financial performance of quoted industrial goods firms in
Nigeria. Global Scientific Journal, 11(7), 1309—1322.

Omodara, O. V. (2023). The dynamics of short-term debt ratio and firm
performance: A comprehensive study of Nigerian manufacturing
firms. Fuoye Journal of Accounting and Management, 6(2), 212-231.

Parrino, R., Bates, T. W., Gillan, S. L., & Kidwell, D. S. (2025).
Fundamentals of corporate finance. John Willey & Sons.

Pertiwi, S., Rahmawati, I. Y., Darmawan, A., & Innayah, M. N. (2023).
Effect of profitability, firm size and liquidity on firm value with capital
structure as intervening variable. Media Ekonomi, 22(2), 37-58.
https://doi.org/10.30595/medek.v22i2.13846

Pohan, E. R., Permana, A. H., & Ananda, Y. Y. (2022). Pengaruh tax reform,
size, profitability dan leverage terhadap effective tax rate (ETR).
Syntax  Idea, 4(2), 328-340. https://doi.org/10.46799/syntax-
idea.v4i2.1766

Audit and Accounting Review

100

Volume 5 Issue 1, Spring 2025


https://doi.org/10.1108/AJEB-03-2022-0036
https://doi.org/10.1016/j.finmar.2020.100597
https://doi.org/10.1080/23311975.2020.1866822
https://doi.org/10.3390/ijfs11010045
https://doi.org/10.30595/medek.v22i2.13846
https://doi.org/10.46799/syntax-idea.v4i2.1766
https://doi.org/10.46799/syntax-idea.v4i2.1766

Nazeer et al.

Rahman, M. M., Saima, F. N., & Jahan, K. (2020). The impact of financial
leverage on firms profitability: An empirical evidence from listed
textile firms of Bangladesh. Asian Journal of Business Environment,
10(2), 23-31. https://doi.org/10.13106/jbees.2020.vol10.n02.23

Rani, N., Yadav, S. S., & Tripathy, N. (2020). Capital structure dynamics of
Indian corporates. Journal of Advances in Management Research, 17(2),
212-225. https://doi.org/10.1108/JAMR-12- 2017-0125

Reddy, D., & Pulluru, K. (2024). Principles of statistics & research
methodology. Academic Guru Publishing House.

Rinaldi, M., Ramadhani, M. A., Sudirman, S. R., & Ramadhani, M. H. Z.
K. (2023). Financial performances impact on tax avoidance. The Es
Economics and Entrepreneurship, 1(3), 125-131.
https://doi.org/10.58812/esee.v1i03.74

Rosana, D. M. (2024). Financial structure annual volatility, stock liquidity,
and ordinary equity security returns of public limited companies in
Kenya [Doctoral dissertation, Jomo Kenyatta University of Agriculture
and Technology]. Jomo Kenyatta University of Agriculture and
Technology Institutional Repository.
http://ir.jkuat.ac.ke/bitstream/handle/123456789/6371/Rosana%2C%?2
0%20D.%20M.%20PhD%?20Finance%20%202024.pdf?sequence=1&i
sAllowed=y

Ross, S. (1977). Psychology. International encyclopedia of higher
education, 3388-3395.

Salehi, M., & Salami, S. (2020). Corporate tax aggression and debt in Iran.
Journal of Islamic Accounting and Business Research, 11(1),257-271.
Sembiring, D. J., Azlin, N., & Azzahra, A. S. (2025). The effect of debt
policy, profitability, and company size on health sector company value.

International Journal of Economic Research and Financial Accounting,
3(2), 524-534. https://doi.org/10.55227/ijerfa.v3i2.266

Setyowati, E., Titisari, K. H., & Dewi, R. R. (2018, May). The effect of
profitability, leverage, liquidity, and the company size on aggressiveness
tax the sector companies consumer goods industry that listed on the
indonesia stock exchange year 2014-2016 [Paper presentation]. 2nd
International Conference on Technology, Education and Social
Sciences, Surakarta, Indonesia.

School of Commerce and Accountancy

A
Y @ 4
Ay

UMT—101

Volume 5 Issue 1, Spring 2025


https://doi.org/10.13106/jbees.2020.vol10.no2.23
https://doi.org/10.1108/JAMR-12-2017-0125
https://doi.org/10.1108/JAMR-12-2017-0125
https://doi.org/10.58812/esee.v1i03.74
http://ir.jkuat.ac.ke/bitstream/handle/123456789/6371/Rosana%2C%20%20D.%20M.%20PhD%20Finance%20%202024.pdf?sequence=1&isAllowed=y
http://ir.jkuat.ac.ke/bitstream/handle/123456789/6371/Rosana%2C%20%20D.%20M.%20PhD%20Finance%20%202024.pdf?sequence=1&isAllowed=y
http://ir.jkuat.ac.ke/bitstream/handle/123456789/6371/Rosana%2C%20%20D.%20M.%20PhD%20Finance%20%202024.pdf?sequence=1&isAllowed=y
https://doi.org/10.55227/ijerfa.v3i2.266

Financial Leverage Dynamics...

Singh, N. P., & Bagga, M. (2019). The effect of capital structure on
profitability: An empirical panel data study. Jindal Journal of Business
Research, 8(1),65—77.https://doi.org/10.1177/2278682118823312

Suhartono, S. (2022). The causality relationship between capital structure
and profitability in general insurance industry in Indonesia.
International Journal for Educational and Vocational Studies, 4(6),
910-921.

Tamunotonye, G. P., & Fred-Horsfall, F. V. (2023). Liquidity management
in the context of zombie firms in Nigeria. British International Journal
of Applied Economics, Finance and Accounting, 7(6), 61-85.

Tandean, V. A., & Winnie. (2016). The effect of good corporate governance
on tax avoidance: An empirical study on manufacturing companies
listed in IDX period 2010-2013. Asian Journal of Accounting
Research, 1(1), 28-38.

Tarmidi, D., & Okto, R. (2022). Effective tax rate: The impact of leverage,
capital intensity ratio and institutional ownership. 7ax Accounting
Media, 7(1), 1-6 https://doi.org/10.52447 /map.v7i1.6125

Tavares, F., Santos, E., Oliveira, M. F., & Almeida, L. (2024). Determinants
of corporate indebtedness in Portugal: An analysis of financial
behaviour clusters. Risks, 12(6), Article
e91. https://doi.org/10.3390/risks12060091

Ugur, M., Solomon, E., & Zeynalov, A. (2022). Leverage, competition and
financial distress hazard: Implications for capital structure in the
presence of agency costs. Economic Modelling, 108, Article e105740.
https://doi.org/10.1016/j.econmod.2021.105740

Utami, F., & Supriadi, A. (2023). Size of company, return on assets, and
leverage on tax avoidance. J-MAS (Jurnal Manajemen dan Sains),
8(1), 851-856. http://dx.doi.org/10.33087/jmas.v8il.1021

Yoon, E., & Jang, S. (2005). The effect of financial leverage on profitability
and risk of restaurant firms. The Journal of Hospitality Financial
Management, 13(1), 35-47.
https://doi.org/10.1080/10913211.2005.10653798

Audit and Accounting Review

102

Volume 5 Issue 1, Spring 2025


https://doi.org/10.1177/2278682118823312
https://doi.org/10.52447/map.v7i1.6125
https://doi.org/10.3390/risks12060091
https://doi.org/10.1016/j.econmod.2021.105740
http://dx.doi.org/10.33087/jmas.v8i1.1021
https://doi.org/10.1080/10913211.2005.10653798

	4 6928 md
	4 6928-Formatted
	Table 2
	Fully Modified Least Square
	The p-value of the Hausman test is 0.067 more than the 5% or even the 1% significance threshold. As a consequence, the study failed to reject the null hypothesis. The findings show that there is no significant relationship between time-invariant facto...
	Random Effects Model
	Table 5
	Random Effects Model


