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Abstract: The study identifies and evaluates the association among corporate solvency management strategies 

and the corporate performance valuation in Chemical industry of Pakistan. The study uses purposive sampling 

or judgmental sampling for selecting 30 sample companies from the sector; covering 10 years financial 

statements data ranging from year 2002 to 2011. Balanced panel data is taken for the purpose of study. Levin, 

Lin & Chu test is used to check the stationarity of data whereas White Test is used to check the 

heteroskedasticity of data. Panel Least square technique with fixed effects is used to generalize the relationship 

between studied variables. The study observed that the performance of the chemical sector in terms of market to 

book value is affected by internal firm and industry specific factors related to solvency management strategic 

decisions. Findings of the study provide with the overview of historic performance and the potential 

performance of the selected sector to help policy makers including finance, economics and industry experts for 

creating value through the idiosyncratic resources. 
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I. Introduction 
Capital market has been a significant part of the financial sector of the economy and an imperative 

gauge to identify and evaluate the status of the economy. Its efficiency along with other factors also very much 

depends on the level of information available to the investors; who use this information mostly through financial 

statements for enhancing their returns (Zeytinoglu et al, 2012). Hence the factors affecting the stock returns 

become the most significant aspect of empirical research in finance. The inter linkages between the corporate 

financial strategies representing the firm specific factors and the outcomes of those in terms of market value 

have to be understood and accordingly optimally utilized for the increased market value of the firms. Therefore 

every corporate organization is assumed to develop and implement such financial strategies which could 

actually help in maximizing the value for shareholders. 
 

Objectives of the Study 

The primary objective of the study is to identify and evaluate the association among corporate solvency 

management strategies and the corporate performance valuation. The study intends to contribute to the construct 

validity of solvency management indicators and their impact on corporate performance. 
 

Significance of the Study 

The study will check and evaluate the susceptibility of corporate sector’s performance in response to 

corporate solvency management strategies; being of great use to finance, economics and industry experts. 
 

II. Literature Review 
Corporate strategic decisions have to be integrated and synchronized with corporate financial decisions 

to avoid financial distress and bankruptcy (Mubashir et al., 2012). This study discusses the corporate financial 

strategies regarding solvency management that are significant for adding value to the business (Kim et al., 1998; 

Chathoth & Olsen, 2007; Su & Vo, 2010). The strategic management literature emphasized much on exploring 

the factors affecting firms’ performance across firms and across industry (Jibao & Kai, 2010). The financial 

performance of firms is dependent on corporate financial strategies regarding the assets to be held and financing 
of the held assets (Kochhar, 1997). The resource based view also supports that the firm specific factors are 

significant for value creation through the idiosyncratic resources (McGahan and Porter, 2002; Hawawini et al., 

2003; Ruefli & Wiggins, 2003; Mcnamara et al., 2005; Hough, 2006). Corporate capital structure decisions 

reflecting the corporate solvency management strategies has always been the most debatable issue in finance 

literature and has evolved as the most researched and interesting area in finance (Karadeniz et al., 2009; 
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Chakraborty, 2010) yet there is a question mark on the effect of capital structure on corporate performance . In a 

nut shell, capital structure studies can be divided into two schools of thoughts the relevance theory or the static 

trade off theory the irrelevance theory or the pecking order theory of capital structures for corporate valuation. 

The former is supported by Myers (1984), Roden & Lewellen (1995), Champion (1999), Gosh et al. (2000), 

Booth et al. (2001), Hadlock & James (2002), Fama & French (2002), Frank & Goyal (2003), Abor (2005), 

Huang & Song (2006), Eriotis et al. (2007), Xiaoyan (2008), Jasim (2009), Pinar (2009), Chakraborty (2010), 

Bistrova et al. (2011), Azhagaiah (2011), Javid & Imad (2012), Heydar et al. (2012), Uwalomwa & Uadiale 
(2012), Mahdi & Zinat (2012), Darush (2012), Faruk & Ayub (2012), Salawu et al. (2012) and Nour (2012). 

The later is supported by Myers (1984), Rajan & Zingales (1995), Wiwattanakantang (1999), Booth et al. 

(2001), Chiang et al. (2002), Fama & French (2002), Deesomsak et al. (2004), Abor (2005), Huang & Song 

(2006), Zeitun & Tian (2007), Eriotis et al. (2007), Richard (2008), Mehmet & Eda (2008), Arbabiyan & Safari 

(2009), Karadeniz et al. (2009), Suhaila & Wan (2009), Faris (2011), Memon et al. (2011), Sebastian & 

Rapuluchukwu (2012) and Khan (2012). Yet there are many studies, including Tang & Jang (2007), Mehmet & 

Eda (2008), Ebaid (2009), Dimitrios et al. (2009), Darush (2012), Faruk & Ayub (2012) and Mahdi & Zinat 

(2012) showing a very weak or insignificant impact of capital structure on corporate performance. This shows 

that until today there has been a mired controversy in the studies conducted to advocate the acceptability and 

applicability of one school of thought over the other one. Owing to the mixed results, the studying of empirical 

relationships between capital structure and firm performance still holds logical (Ebaid, 2009). Further, though 
such empirical relationships have been tested in mature capital markets, yet the emerging markets have a lot of 

potential to be explored in such context to further generalize the earlier findings (Ebaid, 2009). Such 

controversy and debate arises the need to explore the variables in Pakistani context for different sectors of the 

industry to see how changes in capital structure affects the corporate performance in an emerging capital market 

of Pakistan. 

 

III. Methodology 
On the basis of the review of the literature, the study employs the following methodology to develop 

the construct solvency management and to measure the relationship between the studied construct and its impact 

on corporate performance valuation. 

 
Operationalization of Variables & Development of Hypotheses 

Dependent Variable – Corporate Performance Valuation 

Corporate performance valuation is measured through market to book - Tobin’s Q. Tobin’s Q is an 

extensively used score for measuring corporate performance and estimating the value of stock as against its 

replacement cost (Short, 2012). 

 

Independent Variable – Solvency Management 

Solvency analysis is conducted to determine how far a company is financially stable or otherwise in 

payment of the principal amount of long term funds they have borrowed; along with the capability of the firm to 

service the debt over its life in terms of interest payments. Hence following the earlier studies and their 

methodologies it is measured through debt to equity ratio and interest coverage ratio. 
 

Hypotheses: The review of the literature allows developing the following hypotheses for evaluating the 

effect of solvency position on corporate performance valuation. 

H1 Firms with high debt to equity tend to have high market to book value 

H2 Firms with high interest coverage tend to have high market to book value 

 

Measurement of Variables 

On the basis of the review of literature the variables of the study are measured as follows: 
Constructs Variables Measurements 

Solvency Debt Equity (DE) Total Debt/Total Equity 

Interest Coverage (IC) Operating Profit/Financial Charges 

Corporate 

Performance 

Market to Book (MB)/ 

Tobin’s Q 

Market Value Per Share/Book Value Per Share 

 
Population & Sample of the Study 
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The population of the study is Chemical industry of Pakistan. The study uses purposive sampling or 

judgmental sampling; a non probability sampling technique for selecting sample companies; based on the 

knowledge of the population and the purpose of the study. 

 

Population & Sample Distribution 

Sector Listed 

Companies 

Deselected 

Companies 

Selected 

Companies 

Sample 

Size 

Chemical 43 13 30 70% 

 
Period of study 

The study took 10 years data from the financial statements of the selected 30 companies; covering 

years 2002 to 2011. Hence 300 firm years data is used for measuring and analyzing the relationships between 

the studied variables. 

 

Data Collection 

Financial statements data is collected through “Financial Statements Analysis of Nonfinancial 
Companies Listed at Karachi Stock Exchange”; published by the Statistics & Data Warehouse Department of 

State Bank of Pakistan. 

 

Data Analysis Techniques 

Balanced panel data is taken for the purpose of study. Both descriptive and inferential statistics are 

used to analyze the data and generalize the results. Most commonly used descriptive statistics measures for 

secondary data are mean, median, standard deviation, skewness and kurtosis. The present study will use Levin, 

Lin & Chu (2002) test to check the stationarity of data. The reliability and validity of the model increases when 

the data is stationary. The study uses White Test (1980) to check the heteroskedasticity of data. The reliability 

and validity of the model increases when the data is free from heteroskedasticity problems. Panel least square 

fixed effect model is used after adjusting for heteroskedasticity of data to measure the impact of independent 

variables on dependent variable. 
 

Data Analysis 

Solvency & Corporate Performance Analysis 

Table 1: Panel Descriptive Statistics – Solvency & Corporate Performance 

 MB DE IC 

Mean  2.322745  5.049050  31.85593 

Median  1.302700  1.026500  3.802800 

Std. Dev.  6.060851  60.16123  94.70815 

Skewness  11.34095  17.20827  5.797473 

Kurtosis  159.5298  297.4165  46.37855 

Observations 300 300 300 

Source: Secondary Data 
The above table indicates that DE and IC are positively skewed and leptokurtic. Mean values indicate 

that overall solvency position is satisfactory in terms of IC but quite weak in terms of DE. Median values reflect 

reasonably satisfactory solvency position in terms of IC but slightly weak solvency position in terms of DE. The 

highly debt financed outliers have caused the mean DE to be quite high. Higher standard deviation of the 

variables is also due to these outliers. 
 

Table 2: Levin, Lin & Chu – Unit Root Test – Solvency & Corporate Performance 

Null Hypothesis: Unit root (common unit root process)  

Sample: 2002 2011  

Exogenous variables: Individual effects 

Automatic selection of maximum lags 

Automatic selection of lags based on SIC: 0 to 1 

Newey-West bandwidth selection using Bartlett kernel 

Cross-sections included: 30 

Method Variable Statistic Probability 
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Levin, Lin & Chu t* MB 8.53339 0.0000 

Levin, Lin & Chu t* DE -3.47585 0.0003 

Levin, Lin & Chu t* IC -13.1080 0.0000 

Source: Secondary Data 
The Levin, Lin & Chu test suggest the rejection of null hypothesis of presence of unit root. 

Table 3: Panel Least Square–Fixed Effects Model–Solvency & Corporate Performance 

Dependent Variable: MB   

Method: Panel Least Squares   

Sample: 2002 2011   

Cross-sections included: 30   

Total panel (balanced) observations: 300  

White cross-section standard errors & covariance (d.f. corrected) 

 

     
     Variable Coefficient Std. Error t-Statistic Prob. 

     
     
C -0.127351 0.134394 -0.947593 0.3442 

DE 0.430119 0.086605 4.966425 0.0000 

IC 0.170816 0.043523 3.924718 0.0001 

     
     
 Effects Specification   

     
     
Cross-section fixed  

     
     
R-squared 0.749933     F-statistic 25.92620 

Adjusted R-squared 0.721007     Prob (F-statistic) 0.000000 

     
Source: Secondary Data 

The significance of t-statistics depicts that DE and IC are significant predictors of MB. Coefficients 

depict that DE and IC are positively linked with MB. Adjusted R2 tells that almost 72% of the variation in MB 

is explained by variation in DE and IC. The significance value of F statistics endorses the overall fitness of the 

model. As per the fixed effects model results H1 & H2 are accepted. Mathematically the relationships may be 

expressed as: 

LS(CX=F,COV=CXWHITE) MB DE IC 

MB = C(1) + C(2)*DE + C(3)*IC + [CX=F] 
MB = -0.1273 + 0.4301*DE + 0.1708*IC + [CX=F] 

 

IV. Discussion Of Results 
Since due to low solvency; the below average companies from chemical and allied sector are facing 

solvency risk or in other words they have more inclination towards relying on external financing (long term and 

short term finances) rather than internal financing (shareholders’ equity); therefore such companies may face 

lower profitability due to higher reliance on external financing carrying fixed obligatory interest payments as 

against the internal financing carrying varying and optional dividend payments. The increased burden of interest 

payment due to heavy debt financing decreases the profitability of the companies on one side yet it increases the 
cash inflows due to tax advantages associated with such high debt financing, thus ultimately increase the returns 

for the owners of the companies despite their lower investments. Hence present debt financing levels at 

chemical and allied sectors is needed to be carefully reviewed; to financially evaluate the costs of debts as 

against the returns generated on those funds. As long as the returns exceed the costs; debt financing may be 

continued otherwise there is a serious need of restructuring the debt equity mix, since the higher debt to equity 

ratio may lead the chemical and allied industry towards insolvency and eventual bankruptcy especially for the 

outliers. 

 
V. Conclusion 

The present study observed that the performance of the chemical sector in terms of market to book 

value is affected by solvency management strategies and decisions, hence the sector need to perceive clearly 
about how their solvency management strategies would affect their performance and the valuation. The study 
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identified, measured and evaluated the association between the variables and contributed to the construct 

validity of solvency management decisions and their impact on corporate performance. Moreover the study 

determined the predictability of certain solvency management indicators for measuring corporate performance 

and suggested what combination of these indicators may lead to improved corporate performance in future. 
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