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A firm deliberately maintains the debt capacity to issue debt in the future
to undertake investment opportunities that increase shareholder value.
Therefore, the purpose of this study is twofold: to explore the difference
in characteristics of financially flexible firms from non—flexible firms.
Secondly, to investigate the effects of this flexibility on financial
decisions and the value of a firm. The sample is drawn from the KSE100-
indexed firms listed at the Pakistan Stock Exchange, showing 80 percent
of the market capitalization. The data is collected for eight years from
2015-2022. The ordinary least square regression with year and industry
fixed effect is used to estimate the proposed hypotheses. The results of
the study revealed that financial flexibility has a significant and positive
effect on the profitability, dividend payout, and cash holdings of
Pakistani firms. At the same time, it significantly negatively influences
the firm's value and investment ability. The results reveal a significant
difference between financially flexible firms. FF firms have higher ROA,
cash holdings, and dividend payout than non-FF firms and lower
leverage ratios than non-FF firms. Financial decision-making has a
significant effect on the firm value. The consequences of maintaining
financial flexibility or low leverage below the optimal debt level remain
a puzzle. The financial markets need to improve, which provides more
debt and equity securities for firms to improve their financial mix. The
stock market improvement also adds to the emerging market's economic
health. This study added to the limited literature on financial flexibility
or low-leverage puzzle in the emerging market. The results prove that
listed firms maintain their debt capacity to avoid future uncertainty when
profitable investments are available.
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1. Introduction

Given the increasing uncertainty in the world economy, emerging markets can be more
vulnerable due to low financial/trade openness and institutional quality (Trung, 2019). As a
result, being financially flexible is particularly important for firms in these markets to buffer
the negative effects of uncertainty. Financial flexibility (FF hereafter)is defined as "the ability
of a firm to access and restructure its financing at a low cost” (Gamba & Triantis, 2020). FF
accredits firms to maximize their value and stand solid in times of unexpected backlashes
(Arslan-Ayaydin, Florackis, & Ozkan, 2014; Ferrando, Marchica, & Mura, 2017; Cherkasova
& Kuzmin, 2018; Bhagat & Bolton, 2019)

Financial flexibility enables firms to better cope with the adverse effects of external shocks
than firms that are not financially flexible. Maintaining spare debt capacity allows the firms to
raise finance immediately when needed and thus ensure the firm's smooth operation. Indeed,
Bancel & Mittoo (2021) suggest that achieving financial flexibility is considered one of the
essential objectives when making financial decisions for corporations. Organizations may opt
for several alternatives, such as debt policy, payout policy, cash policy, and equity policy, to
keep intact their FF (Bancel & Mittoo, 2021). The liquidity curtailment enlarges extensively
through financial calamity, and finance attainability becomes extra difficult. In such sort of
calamity, firms route towards cash holdings in order to meet their obligations well-timed and
maintain their routine operations (Dewally, Shao, & Singer, 2013; Dengleri, Lois, Thrassou, &
Repousis, 2019; Santoro, Thrassou, Bresciani, & Giudice, 2021).

Financially flexible firms possess a greater ability to capture investment opportunities since
they are less relied on internal funds. Leverage-oriented flexibility is considered a more reliable
predictor of firm performance (Arslan-Ayaydin et al., 2021). On average, the firm's leverage is
founded less than suggested by influencing theories; financial flexibility has been considered
a missing link in capital structure (DeAngelo, DeAngelo, & Stulz, 2022). Financial flexibility
could be measured through the unused debt capacity of the firm, which can be used to improve
the investment ability of firms (Ferrando et al., 2017). Despite being a critically important
research area, a literature review reveals that empirical research on the financial flexibility of
corporations is limited in both developed and emerging markets (Marchica & Mura, 2010;
Arslan-Ayaydin et al., 2021).

Thus, to address the gap, we examine the relationship between financial flexibility and
corporate policies in Pakistan. We choose Pakistan because of the following reasons. First,
Pakistan is an important emerging stock market in Asia. It was ranked as Asia's best-performing
stock market in 2016%. Second, compared with developed stock markets, emerging markets
with more volatile capital flows are argued to be more vulnerable to policy uncertainty (Trung,
2019), thus offering a better context to study the important role of financial flexibility.

Our study contributes to the current literature in several ways. Firstly, this study contributes to
the literature on financial flexibility, the value of firms, investment ability, dividend payout,

L https://www.bgprime.com/markets/what-s-next-for-asia-s-best-performing-stock-market
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and cash holding. This study examines the effect of financial flexibility on corporate policies
(investment ability, firm value, dividend policy, and cash holding policy). According to the
literature, flexible financial firms perform more efficiently than non-financial firms (Meier,
Bozec, & Laurin, 2013). This study also compares the corporate policies of firms with financial
flexibility with counterparts.

The remainder of this research paper is structured as follows: section 2 reviews the
current literature on financial flexibility from which relevant hypotheses are developed. Data
and variable measurements are discussed in section 3. Section 4 presents our data analysis,
results, and discussion of the main results. Lastly, Section 5 concludes the study.

2. Literature Review
2.1 What is financial flexibility?

Financial flexibility (FF) is defined as "the ability of a firm to access and restructure its
financing at a low cost" (Gamba & Triantis, 2020). It also refers to the "ability of a firm to
respond in a timely and value-maximizing manner to unexpected changes in the firm's cash
flows or investment opportunity set” (Denis, 2011). Bancel & Mittoo (2021) Consider FF as a
business strategy firms use to improve decisions regarding capital structure. Firms have to deal
with their FF in the best way in terms of different prices, i.e., taxes and transaction costs, and
then ensure the value of FF in different circumstances (Gamba & Triantis, 2020). FF allows
the firm to be better positioned to make investments and avail rapid opportunities constantly,
even during a crisis. Thus, FF is likely to positively impact the firm value, especially in
developing economies (Yung, Li, & Jian, 2015). A firm can become financially flexible by
maintaining a reduced debt ratio and increased cash holdings (Setianto & Kusumaputra, 2019).

2.2 Financial Flexibility and Firm Value

Financial flexible firms can have less total equity payout, enhanced investment ability,
more cash holdings, and thus more firm value than non-financial flexible firms. Yung et al.
(2015) examined 33 developing economies and found that financial flexibility positively
correlates with firm value, especially during financial crises. The firms having FF have more
capability to tackle the undesirable effects of destructive external shocks. According to
Mirkhalili & Mahmoudabadi (2018), FF has a meaningful association with the firm's value as
it allows firms to make investments and increase profitability. Financial flexible firms have
high performance in operations, ultimately improving profitability and value (Marchica &
Mura, 2010).

2.3 Financial Flexibility and Firm Cash Holdings

Financially flexible firms are also found to accumulate more cash than their peers,
especially during the financial crisis. The study conducted in Indonesia (2017) found that firms
with FF are likely to have a lower amount of leverage and a higher amount of cash holdings
because these cash holdings may act as a buffer to attain FF. Contemporarily, investors are
more anxious about gauging the unfolded earnings of the firms and optimally using them
(Garcia-Teruel et al., 2009; Vo & Chu, 2019; Hamdan, 2020). Several researchers stressed the
significance of maintaining FF through modest cash holdings or low leveraging (Byoun, 2008;
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Campello et al., 2010; Lins et al., 2010). Cash retention is the most convenient way to increase
financial flexibility (DeAngelo et al., 2018). Firms going through investment resentment can
optimize their investment decisions through cash holdings since these are available at the actual
realized value at the decision time. So, by making decisions with cash in hand, firms may evade
potential risks linked with uncertain cash flows (Chen, Guedhami, Yang, & Zaynutdinova,
2020).

Financially constrained firms have more cash holdings that enable them to avail
opportunities of an investment than non-constrained firms during the financial crisis. This study
also proves that cash can be a valuable tool for firms, especially during negative shocks (Arslan
et al., 2006). Brick and Liao (2017) find a positive relationship between cash holding and debt
maturity, particularly among financially constrained firms in the US. In another context (Hong
Kong),debt capacity is negatively associated with corporate cash reserves and cash holdings.
This relationship is observed in financially constrained firms and firms with higher investment
opportunities and hedging requirements (Chen & Lin, 2017). Similarly, Bancel and Mittoo
(2021) research in France documented that firms with higher FF are more likely to have higher
cash ratios/cash holdings and lower leverage.

2.4 Financial Flexibility and Firm Payout

A significant relationship between FF and equity payout is also reported in extant
literature. Particularly, financially flexible firms are found to have less equity payout than their
peers. When a firm becomes financially flexible, the financial resources in the firm become too
scarce to pay a high dividend (Yung et al., 2015). Rapp, Schmid, & Urban (2014) Conducted
their study in Germany and found that more financially flexible firms are expected to have
lower dividend payout and leverage ratios. Firms with high liquidity and low debt ratio tend to
pay a low dividend compared to those with less liquidity and high debt ratio (Blau & Fuller,
2008). The influence of financial flexibility on a firm's payout policy is also reviewed (Denis,
2011). Specifically, firms with high external financing costs and volatile investment
opportunities tend to pay less to shareholders. However, there is a "dark side" of flexibility;
firms with poor investment opportunity sets tend to pay out more as the agency cost of cash
holding is high.

2.5 Financial Flexibility and Firm Investment

The investment ability of firms having FF is not much reliant on inside resources
because financially flexible firms are in a better position to access external resources to finance
their investment projects. FF in a firm increases its ability to invest in emerging countries,
especially during the financial crisis. FF positively affects the firm's future investment (de Jong
et al., 2008). Similarly, in another context, FF increases firms' investment ability because firms
with FF are expected to undertake investments more consistently due to having more external
funds for financing (Setianto & Kusumaputra, 2019). Firms with more cash reserves can
enhance their ability to avail fruitful investment opportunities in developing markets during the
crisis (Arslan et al., 2006). FF also enhances investment ability, and financially flexible firms
are better positioned to invest in valuable projects and mitigate the negative shocks on
investment, especially during crises (Marchica & Mura, 2010).
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Numerous explorations have been done to investigate the influence of different
financing decisions on the performance of Pakistani firms. Financing decisions of Pakistani
firms can be determined by debt to equity ratio, and its effect was studied on different
performance indicators (Salih Memon et al., 2017). The association of dividend payout,
investment ability, and cash holdings with performance has been studied separately by many
authors in Pakistan (Kanwal & Hameed, 2017; Shah et al., 2017). Shahid (2017) investigated
the internal and external liquidity for investment opportunities in the case of India and Pakistan
from 2010 to 2017.

3. Methodology
3.1 Sample and data

The sample included the firms of the KSE-100 index listed at the Pakistan Stock
Exchange. The KSE-100 index represents more than 80 percent of the capitalization of the
overall market. The sample is restricted to non-financial firms because financial and non-
financial firms' investment activity and business operations are different. Therefore, financial
flexibility and its consequences in non-financial firms cannot be compared with financial firms.
The data is collected for eight years, from 2015 to 2022. Most of the data is collected from the
financial reports of selected companies. Data regarding economic variables are collected from
the World Bank website.

3.2 Model specification and variable measurements
A firm is classified as financially flexible if it has 3 consecutive years of unused debt
capacity. The difference between optimal and actual leverage is calculated to measure unused

debt capacity. |agged independent variables remove the possible effect of endogeneity

between dependent and independent variables. The optimal leverage is determined using the
regression model proposed by (Marchica & Mura, 2010; de Jong et al., 2012).

LEVit = a1LEV, ;+B1Industry Leverage; ,+S2MTB;_,+f3Size; ,+ BaTangibility; , +
BsProfitability;, ;+ SsInflation,_,+ firm fixed effects + year fixed effects + u;, 1

The definitions of all variables used in this study are as follows:
Table No 1: Definition of variables

Variable Definition

Financial FE A firm is financially flexible if it has 3 consecutive years of unused debt
Flexibility capacity.

Cash holdings CASH Cash and cash equivalent to total assets

Investment ability INVEST Percentage change in fixed assets divided by total assets

Dividend Payout DV Total cash dividends to total sales

Profitability ROA Return on assets which are computed as net income divided by total assets
Leverage LEV Total debt to total assets

Market-to-book MTB Market to book ratio, calculated as book value of assets plus market value of
ratio equity minus book value of equity divided by book value of assets.

Firms with actual leverage lower than the optimal leverage are considered to have
unused debt capacity and are regarded as financially flexible. In comparison, those with actual
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leverage greater than or equal to the optimal leverage do not have financial flexibility.
Furthermore, the firm having FF (unused debt capacity) for consecutive 3 years is given the
value of 1, while zero value is assigned to the firms that do not have 3 consecutive years of FF.
In this way, the sample is divided into two groups, one of flexible firms and another of non-
flexible firms, and then the performance and value of these two groups are compared using a
t-test. Afterward, the effect of this flexibility on financial performance and decisions is
analyzed using regression analysis.
4. Data analysis and results

We compare firm value, financial performance, dividend payout, cash holdings, and
investment ability of FF firms with those of non-FF firms to investigate the impact of financial
flexibility on these corporate activities.
4.1 Descriptive statistics

Our sample includes 75 non-financial firms in KSE 100 index from 2015 to 2022. First,
the descriptive analysis is performed based on which the normality and basic features of data
are analyzed. Table 2 summarizes descriptive statistics of all the current study's independent,

dependent and control variables.
Table No 2: Descriptive statistics

Variables Mean Median STDV P25 P75
CASH .062 .019 .099 .005 .078
INVEST 37 335 .293 172 529
DV 778 331 1.879 .019 831
ROA -.149 .082 5.944 .032 .145
MTB 2.318 1.319 6.349 975 2.191
SIZE 16.866 16.93 1.54 16.05 17.82
LEV 821 .52 6.087 3 .68
FF Firms 246
Non-FF Firms 280

Table 2 shows the mean, median, standard deviation, and 25" as well as 75" percentile
values for all variables in our study. The cash ratio (Cash) has a mean value of 0.062 and a
standard deviation of 0.099. The mean of Investment ability is 0.37, with a median of 0.335
and a standard deviation of 0.293. The next key variable of the study is the dividend payout,
with the mean, median, and standard deviation values of 0.778, 0.331, and 1.879, respectively.
The mean value of ROA is -0.149, the median is 0.082, and the standard deviation is 5.944.
The MTB ratio shows a mean value of 2.32, a median of 1.32, and a standard deviation of 6.35.
4.2. Difference in Firm Characteristics between Financially Flexible Firms and Non-
Financially Flexible Firms

To examine the difference in firm characteristics of the two groups, the two-sample t-
test is applied concerning investment ability (INVEST), Dividend payout ratio, ROA, leverage,
and cash ratio (Cash). For this test, firms not having spare debt capacity are grouped as 1, and
financially flexible firms as 2. Table 3 provides a summary of results for the difference of
means between both groups:

Table No 3 Two-sample t-test for difference of means
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Variable (nlz)/l:?FnF) MFesn Difference in means p-value
INVEST 42 .326 .095 .000
Dividend payout ratio .652 943 -.291 .087
ROA .059 137 -.079 .002
LEV .685 .35 .335 .000
CASH .043 .076 -.033 .000

It can be seen in Table 3 that there are significant differences between mean values of
INVEST, ROA, leverage, and Cash between FF and non-FF firms. Particularly, capital
expenditures of financially flexible firms are significantly lower than non-FF firms (p-
value<0.01). FF firms' EBIT, ROA, and cash holdings are also significantly higher than non-
FF firms (p-value<0.01), suggesting that FF firms are more profitable and hold more cash than
non-FF firms. Moreover, the leverage ratio of FF firms is significantly lower than that of non-
FF firms because they have to maintain their unused debt capacity. Financially flexible firms
also pay more dividends than non-flexible firms (p-value<0.1).

4.3 Regression Analysis

We further conduct multiple regression analysis to analyze the impact of financial

flexibility on firm profitability, value, cash, investment ability, and dividend payout. The

results are presented in Table 4.
Table 4 Regression Results

Dependent Dependent Dependent Dependent  Dependent
Variable (ROA) (FV) (DP) (CASH) (INVEST)
) ) ®) (4) ()
FLEXIBILITY 0.088730***  -1.473253*** 0.297535* 0.021711** -0.107758***
(0.010079) (0.238372) (0.174799) (0.011359)  (0.025856)
LEVERAGE -0.005729 -0.920168** -0.003903 -0.004070  -0.003985*
(0.017990) 0.412842 (0.014543) (0.019601)  (0.002151)
SIZE 0.002921 -0.187072** 0.025612 -0.002972  -0.018993**
(0.002956) (0.067846) (0.061116) (0.003217)  (0.009040)
INVEST -0.027387** 0.157129 -0.041537**
(0.013644) (0.312862) (0.014697)
MTB Ratio 0.022918***  9.085572***
(0.002023) (0.729694)
PROFIT 0.083158*
(0.045991)
C -0.025579***  4.921602*** 0.222389* 0.110688  0.750099***
Adj R-squared 0.350957 0.276696 0.000584 0.052625 0.030596
DW 1.308087 0.635702 0.999537 0.510698 0.819122
Year Fixed YES YES YES YES YES
Industry Fixed YES YES YES YES YES

Standard errors in parentheses *** p < 0.01, ** p < 0.05, * p< 0.1

Table 4 shows that financial flexibility has a significant positive impact on firm
profitability (ROA) (=0.088, p<0.01). One unit increase in the firm's financial flexibility is
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associated with around 0.088 times increase in the ROA of the firm. Among control variables,
These results align with the previously found results of the Two-sample t-test because they also
showed that the ROA of FF firms is significantly higher than that of non-FF firms. The adjusted
R-squared of this model is 35% which means that the independent variables of this model have
explained 35% of the variation in ROA. Hence, results revealed that the profits of FF firms are
significantly higher than non-FF firms.

Results regarding the impact of financial flexibility on the firm value (table 4) show
that financial flexibility has a significant but negative effect on the firm's value. The effect of
flexibility on firm value is negative but significant (p-value<0.01). It means that one unit
increase in flexibility causes a significant decrease in the firm value by -1.47 times. The results
related to control variables show that leverage and size also have significant but negative effects
on firm value, while earning ratio is significantly positively related to the firm value. However,
the results have not significantly supported the impact of INVEST on the firm's value. The
overall model has an adjusted R-squared of 27.77%, which indicates that the independent
variables of this model have explained the 27.77 percent variation in the firm value. Hence, it
is found that FF significantly decreases the firm value.

The next regression model was run to check the effect of FF on the dividend payout
ratio along with control variables of size and leverage. The impact of flexibility on the dividend
payout ratio is positive but has found marginal support because the p-value against this effect
is <0.1. Based on these results, it can be found here that flexibility significantly positively
influences the dividend payout ratio of firms, as one unit increase in FF has caused a 29.8%
increase in the company's dividend payout. Therefore, it is evident that FF and dividend payout
are positively related, so financially flexible firms pay a higher dividend than non-FF firms.
The impact of both control variables, i.e., leverage and size, on the dividend payout ratio is
insignificant because the p-value against their effects is>0.05. Overall, this model has not a
good fit because the adjusted R-square for this model is too small.

Results regarding the effect of FF on the firm's cash holdings reveal a significant

positive impact of flexibility on the firm's cash holdings; however, the effect finds marginal
support due to the p-value >0.05 and <0.1. Based on the p-value <0.1, this hypothesis is
accepted, and it is found that financial flexibility significantly enhances the firm's cash holdings
because firm maintaining their financial flexibility tend to hold more cash in hand.
Two control variables, including size and leverage, did not show any significant effect on the
firm's cash holdings; however, the firm's profit has a significant positive impact on the firm's
cash holdings (p-value<0.1). The impact of INVEST on the firm's cash holding is negative and
significant (p-value<0.01) because firms with more investment ability tend to have less cash in
hand. Hence, the firm's cash holdings decrease due to undertaking investment. This model has
an adjusted R-squared of 0.052, which is too small. Therefore, it can be found here that the
variations in cash holdings are not strongly explained by flexibility and other control variables
of this model.

The last regression was run to assess the effect of FF on the investment ability of the
firm. Results reveal that there is a significant negative effect of flexibility on the INVEST
because one unit increase in FF causes a 10.8% decrease in the INVEST of the firm (p-
value<0.01). It means that firms that achieve FF tend to control their capital expenditure.
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The leverage and size also negatively and significantly impact the INVEST (p-value<0.1 and
p-value<0.05, respectively), which means they significantly decrease the firm's investment
ability. Overall, the model has the adjusted R-squared of 0.031, so the independent variables
of this model are not efficiently explaining the variation of INVEST. Concluding the results of
all regression models, it is found here that financial flexibility positively influences the firm's
cash holdings, dividend payout, and ROA. At the same time, it significantly decreases the
investment ability and firm value.

4.5 Discussion of Results

The results regarding the cash ratio suggested that flexible firms are more likely to hold
more cash than non-flexible firms. It is found that FF positively and significantly affects the
firm's cash holdings. These results are consistent with the findings of Yung et al., who found
that FF enables a firm to accumulate cash during the financial crisis, so reliably, flexible firms
have more cash holdings. They found that FF positively influences firm cash holdings (Yung
etal., 2015). Setianto & Kusumaputra (2019), who conducted a study in the Indonesian context,
also proved same results, and it was found that firms with FF have higher cash holdings because
these cash holdings may act as a buffer to attain FF. The results of the current study regarding
cash ratio are also constant with the results of Bancel & Mittoo (2004), who conducted research
in France and found that higher FF enables firms to have higher cash ratios and cash holdings.
However, contrary results were revealed by Chen et al. (2020) in Hong Kong, who revealed
that debt capacity is negatively associated with cash reserves and cash holdings of financially
constrained corporations with higher investment opportunities and hedging requirements
(Chen & Lin, 2017).

The results of the current study suggesting that FF increases the investment ability of
firms are consistent with the findings of (Yung et al., 2015). Their results also revealed that FF
is positively related to firms' investment ability. FF brings a firm in a better position to have
access to external resources, make investments, and take advantage of rapid opportunities
persistently. Similar results were found by de Jong et al. (2012) that FF has a positive relation
with future investments of firms. The current study's findings are also consistent with the
findings of Setianto and Kusumaputra (2019), who revealed that having FF, firms are expected
to undertake investments more reliably because they have more external funds for financing.
It was found that FF enhances the investment ability of a firm. These results align with the
view of Arslan et al. (2006) that firms holding more cash reserves can better avail investment
opportunities in a crisis. Similar results were suggested by distinctive studies conducted by
(Arslan-Ayaydin et al., 2014; Lee, Gupta, Chen, & Lee, 2020) that revealed FF positively
impact investment ability. FF can play a vital role in determining the investments of firms.
Financially flexible firms are better positioned to invest in valuable projects. Mirkhalili &
Mahmoudabadi (2018) et al. also demonstrated similar results in firms listed on the Stock
exchange of Tehran and suggested that FF makes a firm more influential regarding future
investment.

The current finding reveals that flexible firms are significantly more profitable and have
more value than non-flexible firms is consistent with previous findings. The findings of
Mirkhalili and Mahmoudabadi (2018) suggested that FF has an important association with a
firm's value because it increases the firm's profitability due to more cash, better investment
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ability, and less dividend payout. Similar findings were demonstrated by Yung et al. that
flexible firms have more value than non-flexible firms. FF has a positive link with the firm's
value as it has less total equity payout, enhanced investment ability, and more cash holdings.
The current results are also constant with the findings of Marchica and Mura (2015). Their
study also found that FF leads towards high performance in operations, ultimately improving
the profitability and firm's value.

5- Conclusion

The current research contributes to the limited literature on corporate FF by conducting
research in the context of Pakistan. This research tests the association of FF with investment
ability, dividend payout, cash holdings, and firm value. The current study also compares the
performance and selected characteristics of two groups, i.e., flexible and non-flexible firms.
All proposed hypotheses were accepted and confirmed through findings. The results revealed
that FF enhances the performance and value of the firm. It enhances the cash holdings and
investment ability of the firm while negatively impacting its dividend payout. The findings are
mostly consistent with existing studies. The current research will contribute to the limited
literature on the importance of FF and its association with cash holdings, investment ability,
dividend payout, and firm value. It would help firms and managers to recognize the benefits of
FF and to understand how FF can be used to be more valuable even during negative shocks. It
would be beneficial for managers of firms to achieve FF that will make them in better position
to enhance their cash holdings and investment abilities, decrease their payouts and thus enhance
value. However, this research is not in the context of any specific sector. Future research can
be conducted in a particular sector.
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