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ABSTRACT 
 

 The financial performance of companies is becoming a concern for all stakeholders, 

including shareholders, creditors, employees, and government officials. The main 

objective of the research is to determine the mediating effect of financing decision on the 

relationship among organizational growth and firm performance of Pakistan listed non-

financial companies. This study selected 100 non-financial companies listed on stock 

exchange of Pakistan for the duration of nine years (2010-2018) as a sample. Study uses 

the growth in sales as a proxy for the firm growth (independent variable) while Tobin’s Q 

and price earnings ratio are used as the proxies for firm performance (dependent variable). 

Financing decision (mediating variable) is measured by using retained earnings ratio. The 

data has been analyzed by using structural equation model to examine the association 

between variables. The result reveals that financing decision partially mediate the relation 

of firm’s growth with firm performance, since both direct and indirect relationships 

between the dependent and independent variables are significant and positive. The study 

makes it clear that the Pakistani non-financial companies should understand the mediating 

effect of financing decision towards the impact of organizational growth on firm 

performance.  
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1. INTRODUCTION 
 

 The financial performance of companies is becoming a concern for all stakeholders, 

including shareholders, creditors, employees, and government officials. Measuring overall 

performance is extremely essential for the reason that it builds on the results, make various 

decisions in economic units (Siripipath & Sakunasingha, 2016). The corporate managers 

who are running business with the objective of increasing the productivity or value for 

shareholders made all the decisions of a financial and non-financial nature. Cash decisions, 

capital structure decisions or debt / equity financing options are not only related to 

determine the appropriate type of asset financing, but also helps in finding the correct mix 

of financing options for successfully running a business (Nasimi, 2016).  
 

 The financial performance has attained considerable consideration from researchers in 

the diverse areas of business and its management. It is the prime business concern of 
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stakeholders in all kinds of companies because financial performance inferences the health 

of an organization and eventually its existence. High performance directs management 

efficiency and effectiveness in applying the company’s resources and this subsequently 

plays an important role to the country’s economy at large (Almajali et al., 2012). The 

capital structure has still been the topic of researchers as the purpose of many researchers 

is to document the link between the capital structure and firm performance. The capital 

structure substantially affects the cost and availability of capital which in turn affect the 

firm performance. Company capital structure refers how company is financed by a mixture 

of debt and equity (Amin & Jamil, 2015). The financial situation in the sector not only 

affects the company’s performance, but all these also have a sharp impact on the results of 

the macro economy. As stated earlier, the capital structure of an organization is very 

important for both corporate managers and lenders because the wrong combination of 

financial leverage critically affects the firm performance and feasibility of the business. 

Furthermore, the right capital structure is also considered as an important decision for the 

company (Rajendran & Nimalthasan, 2016).  
 

 The decision is important not only to compensate the various components of the 

organization, but also to impact the ability of a company to cope through the competitive 

environment. Lintner (1956), Herschelfer (1958) and Modigliani and Miller (1958) study 

in 1950’s developed with prime concentration on the capital structure. In recent times, the 

capital structure became one of the most noteworthy topic in the financial literature of a 

company. Capital structure importance stems from the statement that it is highly linked to 

the company's capacity to meet the requirements of different range of stakeholders. These 

are imperfectly managed with other externalities such as financial claims and power of the 

capital markets (Fosu, 2013). In addition to the capital structure there are various other 

factors which effects the firm performance such as Pervan and Visic (2012), Pouraghajan 

and Malekian (2012), Nguyen (2013) have considered the firm size, market share position 

and financial management capacity as the factors that effects the firm performance 

respectively. On the basis of the previous studies conducted by various researchers reveals 

that firm growth is another key factor which effects the firm performance. Furthermore, 

there are some variables which plays a mediating role between the dependent and 

independent variable. The mediating variable taken in the study is financing decision. 
 

 Main objective of this study is to analyze the mediating role of financing decision in 

the relation between firm growth and performance in emerging equity market of Pakistan. 

This study selected 100 non-financial companies for the duration of nine years (2010-2018) 

as a sample. The study contributes in existing literature by extending the debate on the 

relationship between firm growth and firm performance through the mediating impact of 

financing decision. This study helps company managers to know the firm growth and 

contributes the mediating role of financing decision on the performance of a company. 

From the study managers can get benefit of understanding the fact that retained earnings 

plays an important role for organizational growth and its performance. 
 

 Next section discusses the related literature, and hypothesis development of the study, 

which is followed by data description and research methodology. It is followed by 

empirical findings, and conclusion section of the study.  
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2. LITERATURE REVIEW 
 

 This section describes the related literature.  
 

2.1 The Association between Firm’s Growth and Performance 

 The financial health of a corporation can impact internal and external growth. 

Internally, better performance helps organisations invest more resources and grow faster. 

Externally, high performance metrics boost the company's attractiveness to external capital 

sources, both equity and debt, and therefore expected to improve access to external money 

(Chen & Schrader, 1985). 
 

 Both negative (Fuller & Jensen, 2002; Ramazani et al., 2002) and the positive (Rosenfield 

& Cooley, 1978; Capon et al., 1990) relations have been presented by empirical studies, 

demonstrative inconclusive results. Likewise, in the catering sector, Chathoth and Olsen 

(2007) showed that the growth of empirical manner not significantly add to the value of 

enterprises or improving business performance during 1995 to 2000 when the overall 

economy was favorable. Contrary to the previous study, the research results conducted by 

Suryaputra and Christiawan (2016) showed that profitability is positively affected by the 

sales growth. Ting (2014) found similar findings on studying the impact of organisational 

expansion on profitability of Malaysian listed companies (2001-2010). The result shows 

that organizational growth effects profitability. The performance of the firm is significantly 

affected by two independent variables which are growth of total assets and growth of total 

fixed assets. However, to find the relationship between business profitability and growth, 

Jang and Park (2011) worked a lot, they are of the view that profit enhances the firm’s 

growth but the increase in growth has adverse impact on profitability of the firm. 
 

 Jayasiri (2015) investigated the cause-and-effect link between growth and profitability 

in Sri Lankan listed manufacturing firms. Identify the cause-effect link between growth 

and profitability for twenty listed industrial enterprises in Colombo, Sri Lanka. The result 

shows that sales growth did not found any relationship with profitability but asset growth 

has positive significant relationship with the firm profitable. Similarly, Kouser et al. (2012) 

studied growth, profitability, and firm size and discovered that while profitability is 

positively related to business growth, business size has a negative association with 

profitability. Early industrial research revealed a link between growth and size. Chen et al. 

(1985) showed a significant positive relationship between profitability and firm growth. 

Vassolo (2007) found a significant positive relationship between company financial 

resources and firm growth in Argentina. Previous research agrees with Coad (2007) who 

finds favourable and statistically significant growth in profitability for a French 

manufacturing firm. 
 

 Also, Woo et al. (1992) established a significantly positive relationship between sales 

growth and profitability, which they call ROA. The study found a statistically significant 

and favourable relationship between sales growth and ROA for 51 companies across 

industries. Similarly, Cox et al. (2002) found a positive and statistically significant 

association between sales growth and the company's market value. Companies with 

profitable sales growth outperform the market, whereas companies with negative sales 

growth underperform the market. Our study's hypothesis is as follows: 
 

 H1: Firm growth has a significant impact on the firm performance. 
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2.2 Mediating Role of Financing Decision in Relation Firm’s Growth  

and Firm Performance  

 Financing decision is a growing challenge in many business enterprises in the world. 
Investors are focusing on new ways to invest their business for the better performance. 
However, it seems to be face difficult in making financing decisions. James and John 
(2010) define financial management decisions as capital expansion, replacement, renewal, 
research, and replacement. The expansion decisions include new business items, capacity, 
and business diversification. Replacement decision focuses on enhancing operating 
efficiency with cost deduction by replacing outdated products with new product respect to 
economic changes (Bryman & Bell 2015). Stars and Massel (1981) through empirical 
observation proven positive link between firm size and the growth of the company. For 
samples that include retail companies between 1974-1979, growth of company increases 
the attractiveness of the company to external investors and consequently facilitate external 
financing. While access to external capital is a determining factor of the company growth 
rate. Same result found by Suryaputra and Christiawan (2016) who study to determine the 
effect of growth sales, leverage and company size on profitable. The result of research 
demonstrates that sales growth positively effects the profitability. 
 

 The direct link between growth in sales and the company's performance was referred 
towards the fundamental evaluation techniques in corporate finance. An important 
component in determining a company's worth is its growth. This is a widely accepted idea 
in the investment sector (Ramezani et al., 2002). According to Rappaport (1983), sales 
growth became the key determinant of firm performance, especially in market-based 
measurements, sales margins, financing decisions, and risk characteristics. Similar to the 
projected return on capital, Koller et al. (2010) argue that sales growth is the key driver of 
shareholder value. 
 

 Thirumalaisamy (2013) inspected the link between company’s growth and retained 
earnings. This study reveals that retained earnings have a significant impact on company’s 
growth. In the sample data there are 149 profit making Indian corporations from seven 
different industries. With the support of correlation and multiple regression the data 
collected during the period of 1996 to 2010 is examined. The final result of the evaluation 
shows positive relation between the retained earnings and company’s growth. Same results 
found by Tong and Jeffery (2004) who estimated the proportionate value of companies 
accounted for by the growth option and connecting the option value of financing growth 
companies. Empirical Analysis examines the company's development activities internally 
and externally from the panel of 293 manufacturing companies during 1989-2000. The 
results showed that financing decision contributed a significant effect on growth. Likewise, 
Khan and Shah (2014) also evaluates the influence of retained and distributed earnings on 
future productivity and stock returns in Pakistan. The study examined that net future 
earnings of the firms are positively affected by the retained earnings. The previous study's 
findings are in line with Debi'e (2012), who examined the relationship between retained 
earnings and total asset growth in a sample of industrial enterprises listed on the Amman 
stock exchange in Jordan from 2000 to 2009. The consequences demonstrated that the 
retained earnings of the firms and growth in total assets of firm are positively related to 
each other. We have developed the following hypothesis for our study; 
 

H2: Financing decision has significantly mediates the relationship between firm’s 
growth and firm performance. 
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3. DATA DESCRIPTION AND RESEARCH METHODOLOGY 
 

 In order to establish the effect of capital structure and organizational growth on the 

company's performance and to determine the mediating role of financing decisions; the 

population of the study is non-financial companies listed on Karachi stock exchange of 

Pakistan. This study selected 100 non-financial companies for the duration of nine years 

(2010-2018) as a sample. Furthermore, the choice of the unit of analysis made based totally 

on convenience sampling method. Secondary data attained from the financial annual 

reports and websites of non-financial companies listed on Karachi stock exchange. Non-

financial companies which are distinct from financial companies with regard to their 

dealing conduct. 

 

3.1 Measurement of Variables 

 This section describes the operationalization of the variables of the study.  

 

3.1.1 Financing Decision 

 Retain earning (RE) is likewise referred to as retention ratio which contain the 

percentage of the retained earnings within the company. Retained earnings refers a none-

distributable profit portion which is preserved inside the business. However, it is the 

proportional amount of the income remained to grow up the company instead of giving it 

out as a dividend to the shareholders (Abdul, 2010; Taani, 2013; Efni, 2017). The indicator 

is taken on from the study of Efni (2017) which is estimated as observe: 
 

  Retained Earnings Ratio = [Net Income-Dividends / Net Income] ×100 

 

3.1.2 Firm Performance  

 Tobin's Q and Price Earnings Ratio (PER) are commonly used to assess company 

success. These metrics are based on Ghosh (2007), Agarawal and Zhao (2007), King and 

Santor (2008), and Efni (2017). Tobin's Q estimates the market value to replacement cost 

ratio of a physical item. James Tobin defined Tobin's Q in 1977. Tobin's Q is used to 

compare a company's assets to their market value. Tobin's Q higher value encourages 

enterprises to invest more money in their business while showing the return on investment 

relation to the cost of raising capital. Tobin's Q is this: 
 

  Tobin’s Q = Total Market Value of Firm / Total Asset Value of Firm 
 

 The PER is considered to determine the current price of the company's share price 

compared to earnings per share. PER used as the indicator of the firm performance by 

Makura (2009). PER is likewise recognized as the "price multiple" and "earning multiple". 

This indicator is measured as follows: 
 

Price Earning Ratio = Market Value per Share / Earnings per Share 

 

3.1.3 Firm’s Growth  

 The company's growth is the capability of the company in developing its business in a 

sustainable manner and increased its assets gradually. Indicators of the company’s growth 

includes growth in sales and asset growth. As used in the previous study, sales growth and 

asset growth are mostly used to calculate the performance of the firms (Wijewardena, 2012; 
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Ting & Kweh, 2014; Makura, 2017). Sales growth refers as change in sales within a given 

period of time. Sales growth is mostly used to calculate the ability of a company to increase 

sales of products to achieve the targeted profits within a specified time period. According 

to most of the researchers Saeed et al., (2014); Makura (2017), sales growth is measured 

by the following method: 
 

  Sales Growth (GRS) = (Current year Sales – Last year Sales) *100 / Last year Sales 

 

3.2 Analysis Technique 

 The study is designed to be qualitative in nature. The records analyzed via the usage of 

structural equation model (SEM) through Stata software to find the bond among the capital 

structure, the organizational growth and the firm’s performance through the mediating 

effect of financing decision. The main objective of this study is to analyze the bond between 

the variables and to calculate the direct, indirect and total effect of a set of independent 

variables on the dependent variables. Structural equation model (SEM) is a circle of 

statistical models that are searching for to provide an explanation for the connection among 

multiple variables. During this process, it explores the structure of the interrelationships 

stated in a sequence of equations, almost like a series of multiple regression equations. 

These equations describe the relationships among constructs inside the evaluation (Bag, 

2015). 

 

4. EMPIRICAL RESULTS 
 

 This section discuss the empirical finding of our study.  
 

4.1 Descriptive Statistics 

 Table 1 shows the descriptive statistics of the studied variables. It shows the mean, 

standard deviation, maximum and the minimum values of the variables. The mean value 

of Tobin’s Q (TQ) is 0.4482 its minimum value stands at 0.1600 and maximum value at 

0.7807. The mean value of price-earnings ratio (PER) is 0.2143 with its minimum 0 and 

maximum 1.1410. The mean value of growth in sales (GRS) is 0.1817. Variable GRS 

presents relatively high inconsistency since its minimum value stands at 0.0256 and 

maximum at 2.2331. Finally, variable retained earnings ratio has a mean value of 0.2166 

and record variability which presents the minimum and maximum ranges from 0.0007 to 

0.6886.  

 

Table 1 

Descriptive statistics 

Variable Mean Std. Dev. Min Max 

RE 0.2166 1.0405 0.0007 0.6886 

GRS 0.1817 0.0885 0.0256 2.2331 

TQ 0.4482 0.2700 0.1600 0.7807 

PER 0.2143 1.5532 0 1.1410 
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4.2 Mediating Role of Retained Earnings in Relation  

between Sale Growth and Tobin’s Q 

 
Figure 1: Mediating Role of Retained Earnings in Relation  

between Sale Growth & Tobin’s Q 

 

 The result of Table 2 illustrates that the direct effect of retained earnings ratio on 

Tobin’s Q is positive and significant (β = 0.6377 at p < 0.05). On the other hand, growth 

in sales has positive and significant direct effect on Tobin’s Q (β = 0.0404 at p < 0.05) 

while also positive and significant indirectly effect on Tobin’s Q (β = 0.0378 at p < 0.05). 

In total effect we see that growth in sales has positive and significant effect on retained 

earnings ratio (β = 0.0782 at p < 0.05) and retained earnings ratio has positive and 

significant effect on Tobin’s A (β = 0.6377 at p < 0.05). If both direct and indirect effects 

are significant then it will consider as partial mediation which reflects that retained earnings 

ratio has partially mediating role between the relationship of growth in sales and Tobin’s 

Q. Woo et al. (1992) also reported a positive relationship between growth and firm 

performance. 
 

 Table 3 presented the result of testing the goodness of fit which help us to know whether 

the model is suitable for our study or not. According to the Daire Hooper et al., 2008 if the 

value of root mean square error of approximation is below 0.08 it means our model is fit 

and the values of baseline comparison which contains Comparative fit index and Tucker-

Lewis index should be minimum 0.90 and maximum above 0.90 which means our model 

is fit and also consider the value of standardized root mean squared residual which should 

be below 0.08 if the result indicates the values under these ranges then it means model is 

perfect fit.  
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Table 2 

Results of Mediation Analysis - Tobin’s Q 

 Variables Coefficient P-value 

A. Direct Effects Retained Earnings   

  Growth in Total Asset  

 

0.0592 

 

0.000 

Tobin’s Q     

  Retained Earnings 

  Growth in Sales 

 

0.6377 

0.0404 

 

0.000 

0.000 

B. Indirect Effects Tobin’s Q     

  Growth in Sales 

 

0.0378 

 

0.000 

C. Total Effects Retained Earnings  

  Growth in Sales 

 

 0.0592 

  

 0.000  

Tobin’s Q     

  Retained Earnings 

  Growth in Sales 

 

0.6377 

0.0782 

 

0.000 

0.000 

 

Table 3 

Model Fit Indices 

Fit Statistic Value Description 

Population Error  

 RMSEA 0.000 Root Mean Squared Error of Approximation 

 Lower bound 0.000 

 Upper bound 0.000 

Baseline Comparison  

 CFI 1.000 Comparative Fit Index 

 TLI 1.000 Tucker-Lewis Index 

Size of Residuals  

 SRMR 0.000 Standardized Root Mean Squared Residual 

 

4.3 Mediating Role of Retained Earnings in Relation  

between Sale Growth and PER 

 
Figure 2; Mediating Role of Retained Earnings in Relation  

between Sales Growth and PER 
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 The result of Table 4 illustrates that the direct effect of retained earnings ratio on price 

earnings ratio is positive and significant (β = 0.5779 at p < 0.05). On the other hand, growth 

in sales has positive and significant direct effect on price earnings ratio (β = 0.1179 at 

p < 0.05) while also positive and significant indirectly effect on price earnings ratio 

(β = 0.0342 at p < 0.05). In total effect we see that growth in sales has positive and 

significant effect on retained earnings ratio (β = 0.1522 at p < 0.05) and retained earnings 

ratio has positive and significant effect on price earnings ratio (β = 0.5779 at p < 0.05).  

If both direct and indirect effects are significant then it will consider as partial mediation 

which reflects that retained earnings ratio has partially mediating the relationship between 

growth in sales and price earnings ratio. Suryaputra and Christiawan (2016) also showed 

that firm performance is positively affected by the sales growth. 
 

 In this case, hypothesis 1 “firm’s growth has a significant impact on firm performance” 

and hypothesis 2 “financing decision has significantly mediates the relationship between 

organizational growth and firm performance” are accepted because both direct and indirect 

relationship between organizational growth and firm performance are significantly 

positive.  
 

 Table 5 presented the result of testing the goodness of fit which help us to know whether 

the model is suitable for our study or not. According to the Daire Hooper et al., 2008 if the 

value of root mean square error of approximation is below 0.08 it means our model is fit 

and the values of baseline comparison which contains Comparative fit index and Tucker-

Lewis index should be minimum 0.90 and maximum above 0.90 which means our model 

is fit and also consider the value of standardized root mean squared residual which should 

be below 0.08 if the result indicates the values under these ranges then it means model is 

perfect fit.  

 

Table 4 

Results of Mediation Analysis - Price Earnings Ratio 

 Variables Coefficient P-value 

A. Direct Effects Retained Earnings   

  Growth in Sales  

 

0.0592 

 

0.000 

Price Earnings Ratio    

  Retained Earnings 

  Growth in Sales 

 

0.5779 

0.1179 

 

0.000 

0.000 

B. Indirect Effects Price Earnings Ratio   

  Growth in Sales 

 

0.0342 

 

0.000 

C. Total Effects Retained Earnings   

  Growth in Sales 

 

0.0592 

 

0.000 

Price Earnings Ratio   

  Retained Earnings 

  Growth in Sales 

 

0.5779 

0.1522 

 

0.000 

0.000 
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Table 5 

Model Fit Indices 

Fit Statistic Value Description 

Population Error  

 RMSEA 0.000 Root Mean Squared Error of Approximation 

 Lower bound 0.000 

 Upper bound 0.000 

Baseline Comparison  

 CFI 1.000 Comparative Fit Index 

 TLI 1.000 Tucker-Lewis Index 

Size of Residuals  

 SRMR 0.000  Standardized root mean squared residual 

 

5. CONCLUSION OF STUDY 
 

 This study examined the impact of financing decisions on the growth and performance 

of non-financial companies listed on the KSE during a nine-year period (2010-2018). This 

study adds to the corporate finance literature in two ways. First, it evaluates the impact of 

organisational growth on overall company performance using comprehensive metrics of 

both. Second, it examines the significance of finance decisions in balancing company 

expansion and performance. The result shows that both direct and indirect relationships 

between the dependent and independent variables are substantial and positive. 

Thirumalaisamy (2013) supports the study's findings, stating that increased sales lead to 

more retained earnings, ultimately improving business performance. The growth of the 

company is therefore an important aspect in enhancing the company's value and 

performance. Therefore, we provide and add new knowledge to company managers as a 

guideline for making unique decisions about the company's activities. 
 

 More firms from several different segments especially from the financial sector of 

Pakistan are undertaken by the future researchers so that it will take a broad view of the 

research. In order to draw the interpretations in future research, larger time series statistics 

along with the advanced econometric techniques can be utilized. The future researchers 

can select more comprehensive substitutions to calculate the mediating variable contrary 

to the present study as it used the limited measures to analyze the mediating variables. In 

the future the researches may also take the sample from the countries across the globe to 

conduct the cross-country analysis. 
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