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Abstract
Purpose – One aspect of agency theory suggests that dominant shareholders use the firm’s assets for their
personal benefits and 1thus expropriate minority shareholders (tunneling). Accordingly, this paper aims to
examine the effect of capital structure and cash holding decisions on minority shareholders’ expropriation for
short and long periods.
Design/methodology/approach – Data of 16 years (2000-2015) has been obtained from 200 non-
financial firms registered at Pakistan Stock Exchange (PSX). The study used fixed effect and autoregressive
distributed lagged to obtain the results.
Findings – The results suggest that the presence of more debts in capital structure is positively associated
with minority shareholders’ expropriation, whereas a negative association has been found between the level
of cash holding and minority shareholders expropriation. These results have been observed as significant
both for the short and long run.
Research limitations/implications – This study also suggests some important measures to control
minority shareholders’ expropriation by the dominant shareholders and thus to protect their rights.
Originality/value – There is a lack of literature for this severe issue in the developing countries especially
Pakistan, so this study narrates the potential measures to the regulatory authority of the market to curb
tunneling and to protect minority shareholders.

Keywords Capital structure, Cash holding, Auto regressive distributed lagged, Tunneling

Paper type Research paper

Introduction
Non-financial concentrated firm are usually featured with an inherent conflict between
minority and majority shareholders (Porta et al., 1999). These firms have a distinctive
corporate governance mechanism (ownership pattern, agency conflict, monitoring) which
benefit the majority (dominant) shareholders and proponents such financial practices which
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negatively influence minority shareholders (Wei and Zhang, 2008). It has been found that in
these firms dominant shareholders secure their personal benefits through tunneling and
thus expropriate minority shareholders (Lin et al., 2012). Tunneling refers to illegal financial
practices where dominant shareholders use firm’s resources for their own benefits and
deprive minority shareholders of their due benefits. Dominant shareholders in concentrated
firms do not favor more debts rather support internal capital by holding more cash and thus
avoid external credit monitoring (Jensen, 1986; Jensen and Meckling, 1976). It has been
observed that in concentrated firms, operating in countries with weaker legal systems,
dominant shareholders usually retain control of firm’s assets by holding surplus cash and
lesser amount of debts. Weaker legal system provide space to dominant shareholder in
securing their benefits as there as fewer chances of being caught(Chiou et al., 2010; Faccio
et al., 2010) (Becker, 1968).

It has been found that debts and cash holding policies can benefit as well harm a firm.
For example, more debts can provide tax shield but on the other hand increase chances of
bankruptcy. Similarly, holding more cash can ensure internal capital availability, but it also
send negative signals to market that firm is afraid of taking risk (Grossman and Hart, 1982).
Debt financing provides firm with more cash availability and thus management does not
need to issue more equity. This helps dominant shareholders to avoid ownership and
dividend dilution. Thus, debt financing is used as a tool by dominant shareholders to use
firm’s assets for their personal benefits. Similarly, holding more cash reduces firm reliability
on external debts, help to secure benefiting opportunities, avoid bankruptcy but can also be
used by dominant shareholders for their personal use through inter-corporate loans and
more dividends (Chiou et al., 2010). This usually happens where firms have weak corporate
governance structure.

Weak corporate governance structure helps dominant shareholders enjoy more powers
to secure their personal benefit at the cost of the minority shareholders’ benefits. (Johnson
et al., 2000) (Bertrand et al., 2002; La Porta et al., 2003) This is known as tunneling.
Tunneling does not always harm but can provide firm with tunneled funds, which can be
used for investment and dividend purposes. It can also save firms from expropriation by
injecting funds from one firm to another (Cheung et al., 2006). However, there are fewer
evidences that tunneling positively influence firm. Majority evidences suggest that
tunneling always lead to expropriation of minority shareholders in the form of salaries to
dominant shareholders, transfer pricing, subsidize personal loan, non-arm’s length asset
transaction, outright theft, pricing, use of assets of the member firms as collateral for
another and inflated payment for intangible asset like patent, insurance and brand name
(Bertrand et al., 2002; Johnson et al., 2000).

In past, due to weak corporate governance system prominent Pakistani firms (e.g. Taj
Company, Crescent Bank, Engro, PTCL, Mehran Bank, etc.) met with financial scandals and
failure (Amad, 2002). There are evidences of tunneling in Pakistani concentrated firms,
where dominant shareholders use firm’s assets for personal benefits (Ullah and Shah, 2015),
and they hold extra non-tradable shares (Anjum and Sadiq, 2012). Accordingly, this study
aims to examine the effects of leverage policy (debt policy) and cash holdings within the
firms on minority shareholders expropriation (tunneling) both in long run and short run,
which has been overlooked by previous studies.

Literature review/theory and hypothesis development: capital structure
Capital structure decision is one of the major financial decisions and many other financial
decisions depends on this. A firm’s main objective of owners’wealth maximization is can be
achieved when it makes an efficient capital structure decision that bears minimum financing

JFC



cost. There are various theories (e.g. trade off theory, pecking order theory, market timing)
which can guide capital structure decisions but no one is conclusive to make an ideal debt –
equity mix decision. Jensen and Meckling (1976) argued that concentrated firms use lesser
debts to avoid external controlling by the creditors. Similarly, Myers and Majluf (1984)
concluded that because of information asymmetry between managers and investors, and
because managers have more information and act in favor of shareholders. They do not
allow share price to decrease and accordingly fiancé investment opportunities through
retained earnings and thus avoid external pressure by creditors. As stated earlier and other
evidences suggest that firm’s leverage (debt) policy can work either way, i.e. benefit or harm
firm (Cheung et al., 2006; Paligorova and Xu, 2012). In concentrated firms controlling
shareholders have more influence over the capital structure decision (Yong-jie, 2011).
Controlling shareholders retain their power in firm but on the other hand they also keep firm
safe from risks.

Debt financing can generate e surplus cash and dominant shareholders use this surplus
cash for their own benefits (Bennedsen and Nielsen, 2006; Paligorova and Xu, 2012). Also,
information asymmetry between dominant shareholders and creditors give more power to
dominant shareholders because they have more inside information. This also cause agency
problem and can lead to severe assets substitution problem (Xing and SONG, 2007).
Ownership separation in concentrated firms also creates moral hazard along with the
information asymmetry which results into higher financing cost of equity as existing
investors demanding for premium (Luo et al., 2015). Debt financing hurt the investors
because executives use debt financing t for empire building in favor of dominant
shareholders. Paligorova and Xu (2012) found that debt financing is only used for private
empire building, and there is no other use of it, for example, enhanced control, disciplining
the managers, tax shield, etc.

Some studies suggest that pyramid firms use debt financing as an insurance tool to help
distressed affiliated firms (Byun et al., 2013). Obata (2003) and Xiaoyong and Xingjun (2012)
found that divergence between majority and minority shareholders in concentrated firm is
important to make capital structure decision. More debts can be used for illegal tipping.
Debts are not used to contribute to the value of the firm but rather used for securing private
benefits of dominant shareholders at the cost of the benefits of the minority shareholders
(Luo and Jackson, 2012). Similarly, in pyramid firms, more debt financing is made because it
is the easiest way to benefits controlling shareholders (Boateng and Huang, 2017; Jiraporn
et al., 2012). Based on above evidences, we make following assumption:

H1. Capital structure decision (more debts) has positive effect on tunneling in the non-
financial concentrated firms.

Cash holdings
Cash works as life blood for a company’s operation and many of the major firms around the
globe hold a significant amount of cash. Firms hold cash for various motives, i.e.
transaction, speculative and precaution (Keynes, 1936). Sufficient amount of cash helps to
avoid debt financing cost and financial distress (Myers and Majluf, 1984). Agency theory
suggests that holding more cash causes principal-principal conflict in the concentrated firms
(Jensen andMeckling, 1976) and controlling shareholder use it for their personal benefits.

There are no conclusive evidences as to how much level of cash must be hold. Excess
amount of cash holding can ease dividend payments and lessen the agency conflict insiders
and outsider investors (La Porta et al., 2000a, 2000b). It also strengthen the internal capital
availability to avail investment opportunities and avoid financial distress (Santioni et al.,
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2017). Contrary to this, excessive cash can be readily used for the benefit of dominant
shareholders in form of cash dividend (Chiou et al., 2010; Mayer, 1998). Tunneling happens
when cash is used to benefit dominant shareholders instead of investing in growth
opportunities and repurchase of shares (Chiou et al., 2010; De Cesari et al., 2012). Controlling
shareholders hold majority of shares in form of non-tradable shares (Huang et al., 2011; Jiang
et al., 2010). They invest excessive cash in private placement (where controlling
shareholders are participating) (Zhao et al., 2015) and to purchase firm’s shares at price
lower than the market price (Wu et al., 2012).

Above discussion concludes that dominant shareholders can use cash holding for their
personal benefits by availing cash dividend and this causes minority shareholders
expropriation (Wang et al., 2007; Zhao et al., 2015; Baek et al., 2006; Lin et al., 2010).
Dominant shareholders’ control can be diluted through share split program. This will reduce
cash dividend to dominant shareholders and thus will control expropriation (Liu et al., 2014).
High investor protection through strong governance mechanism can reduce information
asymmetry (Drobetz et al., 2010) and benefit the firm, however, strong governance is rare.
Many of the dominant shareholders have political affiliations to safeguard their personal
benefits (Wang, 2015). Based on the above literature, we assume that:

H2. Cash holding has positive effect on tunneling in the non-financial concentrated
firms.

Methodology: data
Secondary panel data has been collected for period of sixteen years (2000-2015) from the
annual audited reports of 200 non-financial firms listed on Pakistan Stock Exchange (PSX).
To ensure the data truthfulness other sources of data was also considered, for example, data
portal at PSX, balance sheet analysis, data and warehouse department State bank of
Pakistan (SBP), and business recorder.

Variables: dependent variable
We used inter-corporate loan as a proxy for tunneling (dependent variable). This is
measured as a ratio of other receivables to total assets (Jiang et al., 2010; Liu and Tian, 2012).
There are evidences in literature where inter corporate loans have been used for specific
party benefit, and this makes it viable proxy to use for tunneling (Van Peursem et al., 2007;
Lemmon and Lins, 2003; La Porta et al., 2003).

Independent variables: Following is description of independent variables, which are
capital structure and cash holding.

Capital structure: This has been measured as a ratio of total debts to total equity as
suggested by Byun et al. (2013), Paligorova and Xu (2012), Obata (2003) and Xiaoyong and
Xingjun (2012). This is widely used measure of capital structure.

Cash holding
This has been measured as ratio of cash and cash equivalent to net asset as used in previous
studies (Liu et al., 2014; Liu andMauer, 2011).

In addition to the above, some control variables have been used to obtain more reliable
results. These include board independence, CEO duality, CEO ownership and board size.
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Analytical procedures: testing for multicollinearity
One basic assumption of classical linear regression model (CLRM) is to detect presence of
perfect multicollinearity which indicates that the relationship among all study explanatory
variables to be exact linear. This is because of the fact that OLSmethod cannot estimates for
the population parameter. We used correlation matrix and VIF to detect the
multicollinearity.

Testing for heteroskedasticty
One basic assumption for an efficient outcome of CLRM is that the error term (random
disturbance) in relationship between dependent and independent variables is constant
across all the values. It can be represented as:

Var « tð Þ ¼ s 2

Violation of this assumption causes a heteroskedasticity problem, which means that error
term is not constant across all the independent variables andmakes the OLS invalid.

Model specification test (Hausman’s test)
Hausman’s assumed and presented two estimators’ b 0 and b 1 of the statistical model
parameter vector b . Null hypothesis is tested for the selection of fixed and random effect
model which presents that both estimators are consistent but the estimator b 0 is inefficient,
while alternative hypothesis states that b 0 is consistent and efficient but the estimator b 1 is
inconsistent. In short, this test basically looks if there is a correlation between a unique error
and the regressors in themodel. Null hypothesis is checked for proper rejection:

H ¼ b FE � b RE
� �

Var b FE
� �

� Var b RE
� �

��1 b FE � b RE
� �

� x2
h

Fixed effect model
In fixed effect model the group means are fixed opposite to random effect in which the
means are random sample from population. In this method, the constant is treated as a
group specific which shows that in this model the constant is specified for each group. Fixed
effect model is also known as the least squared dummy variables (LSDV) estimators. Model
is presented as below:

Yit ¼ s it þ b 1X1it þ b 2X2it þ ���������������þb kXkit þ « it

Yit is dependent variable for individual i which is observed at time t, Xit is the regressor or
the independent variables, alpha (s it) is the effect of individual which is unobserved time-
invariant and « it is the error term. Following regression model is to be tested:

TuNNit ¼ a0 þ b 1CSit þ b 2CHoldingit þ b 3FCEOit þ b 4CEODit þ b 5BIndpit

þ b 6FSIZEit þ « ������������������������
������ 4ð Þ

Panel unit root test
DF and ADF unit root tests are extended to panel data estimation, so for testing the presence
of unit root in panel data, Im Pesaran and Shin (IPS) test is used. The IPS test usually
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obtained as an average of ADF statistics. IPS test provides separate estimation for each I
section, allowing different specification of the parametric values, the residual variance and
the lag length. Themodel used is as follows.

Dg i; t ¼ ai þ r ig i; t�1 þ
Xn

k¼1

1kDg i; t�k þ d it þ u t

þ m it ������������ 4ð Þ

H0 : r i ¼ 0 for all i

H1 : r i < 0 for at least one i

Null hypothesis is this test states that all the series have unit root means that that it is non-
stationary process, while the alternative hypothesis for the same test presents that some
fraction of the series are stationary means that there is no unit root.

t� ¼ 1�
N

XN

i¼1

tpi

In which tpi is the individual t statistics.

Panel cointegration test
The primary linkage of the panel cointegration is with the issue of spurious regression which
must be investigated as it occurred at the presence of non-stationarity or the data is normal.
The best-known tests for cointegration are based on the Engle and Grangar, cointegration
relationship, under this, analysis consists of standard ADF test on the residuals m t. Kao
presented the DF and ADF test for the testing of panel cointegration, the ADF test proposed.

g i; t ¼ rei; t�1 þ
Xn

j¼1

1jDei; t�j

þm it ��������������������� 4ð Þ

TheADF or DF test for the cointegration check the null and alternative hypotheses which are:

H0 ¼ the variables are not cointegrated

H1 ¼ the variables are cointegrated

Panel auto regressive distribution lag
ARDL is a statistical co-integration technique also called the bound testing cointegrating
technique, initially introduced by Pesaran et al., 2001. This approach follows the ordinary
least square (OLS) estimation procedure for the cointegration to disclosed and present the
long and short run coefficient simultaneously. ARDL model usually used to analyze the
lagged values Pesaran et al., 2011 and Pesaran et al., 1995. ARDL approach cannot be used
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in study where one of the variable show integration at second difference I(2), so obeying all
these conditions, ARDL found to be the best econometric technique compared to other.

TUN ¼ f CS; CH ; CEOD FCEO; BS; BIð Þ � � � ������������� 1ð Þ

Ho : a ¼ b 1 ¼ b 2 ¼ b 3 ¼ b 4 ¼ b 5 ¼ b 6 ¼ b 7 ¼ b 8

H1 : a 6¼ b 1 6¼ b 2 6¼ b 3 6¼ b 4 6¼ b 5 6¼ b 6 6¼ b 7 6¼ b

Data analysis
Table 1 presents brief information of each variable like mean, standard deviation, minimum
and maximum value appeared in overall observations. Table shows that the average value
of dependent variable (Tunneling) is (0.0345874) having the standard deviation value of
(0.051729) also carrying the minimum value (0.000005) and maximum value (0.660345). The
mean value for the capital structure is (1.678994), while values range from (�39.81164) to
(33.20072) throughout observations for capital structure for the period of 16 years, standard
deviation for the said variable is (2.954123). Cash holdings takes an average value of
(0.046907) for the specified period of 16 years, the lowest and highest value of the cash
holdings disclosed in the summary statistics are (�25.25804) and (31.92263), while the
standard deviation for the said variable is (1.6356).

Table 2 discloses results for the presence of exact linear relationship among all variables.
From the table, it is clear that none of the values among all exceeding from (90%) which
indicates the existence of perfect multicollinearity or exact linear relationship, so all the
variables used are free from the violation of this basic CLRM assumptions.

Table 1.
Descriptive statistics

Variable Obs Mean Std. Dev Min Max

TUN 3200 0.0345874 0.051729 0.000005 0.660345
CS 3200 1.678994 2.954123 �39.81164 33.20072
CH 3200 0.046907 1.6356 �25.25804 31.92263
BI 3200 0.3698093 0.3114849 �0.375 1
CEOD 3200 0.24 0.4271499 0 1
OWCEO 3200 0.503125 0.5000684 0 1
BS 3200 8.067187 1.760829 0 16

Table 2.
Correlation matrix

TuNl CS CH BI CEOD FCEO BS

TuNl 1.0000
CS 0.0424 1.0000
CH �0.0365 �0.1201 1.0000
BI 0.0111 0.0410 �0.0577 1.0000
CEOD �0.030 �0.020 �0.0339 �0.0004 1.0000
FCEO �0.139 �0.032 �0.0594 �0.0498 0.1050 1.0000
BS 0.0682 �0.02 �0.0012 0.0306 �0.157 �0.1369 1.000
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Table 3 shows that there is no presence of severe multicollinearity among variables as
the value of each fall in the range of imperfect correlation interpreted by the rule of thumb.
According to the rule of thumb, the value of VIF range for 1 to upward, so values fall below
5 present no severe correlation while values increasing from 5 must be considered. As all the
values in the table are less than 5 for each variable, so it confirms absence of
multicollinearity.

Table 4 presents that the probability value (0.1172) for the Breusch Pagan test is more
than the statistical significance value (0.05) which indicates that the null hypothesis of the
study cannot be rejected which states that there is constant variance or presence of
homoskedasticty, and reject the alternative hypothesis of non-constant variance or
heteroskedasticity.

Table 5 discloses the result of Hausman’s specification model, in which the probability
value (0.0029) is less than the statistical significance value (0.05) which indicates that the
null hypothesis of the study can be rejected. The result suggests to accept the alternative
hypothesis of the study which presents that fixed effect model is more appropriate
compared to random effect model. Fixed effect model is considered to be more advantageous
because here the effect is consistent even when the estimators are correlated with the
individual effect (Table 6).

Table 7 exhibits results of fixed effect model. For model fitness, value of F-statistics, the
probability value (0.000) is much less than the statistical significance value (0.05) which
confirm that model is good fit and have explanatory power. The value of adjusted R-squared
(0.2432), clearly shows that 24% of the variation in the variables are explained by the model
used in the study. Table presents that capital structure of the firms has positive association
(0.056956) with the tunneling and is statistically significant (0.000). Similarly, the cash
holdings of the firms have negative significant relation (�0.042491), (0.016) with the

Table 5.
Result of model
specification test

Chi square statistic Probability

16.08 0.0029

Table 4.
Results for
heteroskedasticity/
results of Breusch–
Pagan test

Chi square statistic Probability

10.18 0.1172

Table 3.
Results of the
variance inflation
factor (VIF)

Variable VIF 1/VIF

CS 1.19 0.840826
CH 1.03 0.966271
FCEO 1.05 0.954061
CEOD 1.04 0.957568
BS 1.13 0.885534
BI 1.01 0.989406
Mean VIF 1.08
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tunneling. Among controlled variables only the family/controlled owner CEO is significant
(0.000) variable which has negative (�0.238169) association with the tunneling, while other
variables are insignificant.

Result of the panel unit root tests
Following the study of Bildirici and Kayıkçı (2013) and Salim et al. (2014), this study also
used the Im et al. (1997), test for the detection of unit root before moving to test the short and
long run relationship, Pesaran test usually based on the pair wise correlation coefficient of
OLS residuals which is obtained from individual standard ADF.

Table 8 presents result of IM Pesaran for each variable. Table discloses that the
probability value for each variable is less than the statistical significant value (0.05) which
clearly states to reject the null hypothesis of unit root in each cross section and accept the
alternative hypothesis that data is free from unit root and is stationary. These results

Table 6.
Result of fixed effect

model

TUN Coef Std Error T Prob

CS 0.056956 0.0139268 4.09 0.000***
CH �0.042491 0.0176609 �2.41 0.016**
CEOD �0.046558 0.0312207 �1.49 0.136
FCEO �0.238169 0.0264582 �9.00 0.000***
BS 0.004721 0.0078778 0.60 0.549
BI �0.013374 0.0418351 �0.32 0.749
C �3.03468 0.0881149 �34.44 0.000

Notes: TUN is the abbreviation of tunneling practice which is treated as dependent variable and for which
intercorporate loan is used as a proxy; the intercorporate loan can be measured as the ratio of other
receivable to net assets of the firms (Jiang et al., 2010). CH stand for cash holding of the firms, which is
measured as the ratio of cash and cash equivalent of the firm to net assets and considered as independent
variable in the study. CS is the capital structure of the firm which is treated as independent variable and can
be measure as the ratio of total debt to total equity, CEOD stands for the CEO duality for which a dummy
variable is used takes the value of 1if the CEO is also a chairman of the firm and 0 otherwise, FCEO is the
family chief executive officer which is measured through dummy variable, the dummy variable take the
value of 1 if the CEO belongs the family or group of concentrated owner and 0 otherwise. BS stands for
board size which is the controlled variable measured as the number of executives and non-executive
directors within the board, while the last controlled variable is the board independence (BI) measured as the
ratio of independent directors to total number of directors within the firms. *Significant at 10%,
**significant at 5% and ***significant at 1%, R2, (0.2448), Adjusted R2, (0.2432), F- Probability, (0.000)

Table 7.
Results of the IM,
Pesaran and Shin

panel unit root test

Variable t-Stat Prob Conclusion

TUN �35.999* 0.0000 I(0)
CST �31.653* 0.0000 I(0)
CH �10.958* 0.0000 I(0)
CEOD �1.3Eþ 14* 0.0000 I(0)
FCEO �5.7871* 0.0000 I(0)
BS �4.5312* 0.0000 I(0)
BI �5.1994* 0.0000 I(0)

Notes: *Significant at 1%
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confirm the rejection of unit root in the data at level, because all the values at level are
statistically significant at 1%.

Result of the panel cointegration test
Kao test are based on Engle and Granger (1987) procedure in which the t-statistics and
significance value of the augmented Dickey–Fuller test in the Kao test confirms proper
rejection of null hypothesis.

From above table, it is clear that the value of the augmented Dickey–Fuller (ADF) t statistics
ismuch less than the critical value which leads to reject the null hypothesis, proper rejection of the
null hypothesis also exhibit from the probability value (0.000) less than the statistical significant
value (0.05), so in simple the results states that all the variables have long run association.

Auto regressive distributed lagged
The ARDL approach is based on the condition that all the variables used in the study are
integrated at level I(0) or first difference I(1) or mutually cointegrated (Table 9).

Result of the short run relationship presents that capital structure is positively and
statistically significant to the tunneling, means that 1% increase in the capital structure lead
to increase in tunneling by 0.063%, while cash holding of the firm is also significant (0.0972)
and have negative (�0.008969) relation with tunneling. Result also presents that among
controlled variables, CEO duality is positive and significant while the rest are insignificant.
Table for the long run association shows that capital structure has positive (0.061775) and

Table 9.
Result of the auto
regressive
distributed lagged
(ARDL)

Variable Coefficient Std. Error t-Statistic Prob.

Co-integrating form
D(CST) 0.063265 0.013835 4.572916 0.0000
D(CH) �0.009186 0.004917 �1.868212 0.0974
D(CEOD) 0.125841 0.063013 1.997057 0.0459
D(CEOD(�1)) 0.156703 0.064305 2.436884 0.0149
D(BS) 0.017696 0.015149 1.168146 0.2428
D(BI) 0.061862 0.042475 1.456444 0.1454
D(FCEO) �0.006746 0.026565 �0.253935 0.7996
CointEq(�1) �1.024131 0.018235 �56.164376 0.0000

Long run coefficient
CST 0.061775 0.013570 4.552329 0.0000
CH �0.008969 0.004789 �1.872834 0.0972
CEOD 0.024456 0.032263 0.758006 0.4485
BS �0.002290 0.007679 �0.298190 0.7656
BI 0.060405 0.041464 1.456795 0.1453
FCEO �0.006587 0.025940 �0.253927 0.7996
C �3.210660 0.094283 �34.053592 0.0000

Table 8.
Results of the Kao
test

t-statistics Probability

ADF �7.332162 0.0000
Residual variance 1.048991
HAC variance 0.335906
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significant (0.000) relation to the tunneling practice, while cash holding has significant
(0.0972) negative (�0.008969) effect on tunneling (Figure 1).

Figure 2 presents that data used are normally distributed as it bell shaped, which
confirms the absence of unit root.

The table shows that the tunneling is maxim in beginning and reaches above 6% in 2001,
but it suddenly fell down in 2002 due to various factors. First, the big financial scandals of
Enron and WorldCom in 2001 and the establishment of corporate governance rules/Sarban’s
Oxlay Act 2002, to enhance the governance mechanisms and protect the shareholders rights.
This warns firms across countries to look into their operations and ensure that all shareholders’
rights are secured. Pakistan among other countries also implemented corporate governance
rule by the Security and exchange commission of Pakistan in 2002, to monitor the firm’s
operations and protect the shareholders rights. Second, the economic condition of Pakistan start
moving onto development way after 2002, like poverty decreased to 22.3% in 2004 from 34.5%
in 2001-2002, similarly unemployment rate fell down to 5% in 2004-2005 from 7.8% in 2001-
2002 (Ahmad et al., 2013). Similarly, more foreign direct investment was recorded in 2003-2004
which caused growth rate increase to 8.6% in 2004-2005 (World Bank, 2012).

Figure 1.
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In the beginning, governance rules implementation was efficient but later on the financial
crises in 2008 and increased political instability in Pakistan lead to weaken governance and
as a result the expropriation practice increased gradually after 2008 as shown in the above-
mentioned table. The poor governance of the country and excessive corruption practices
weakenedmonitoring mechanisms over the firm’s operation which provides an easy way for
the controlling shareholders to use their power and expropriate minority shareholders and
execute the firm’s assets for their private empire building only. Table shows that the
tunneling activities of the non-financial firms continuously increased till the end 2015.

Discussion
Our findings suggest that presence of more debts in capital structure leads to minority
shareholders expropriation or tunneling. Increased debts mean more cash availability which
controlling shareholders use for personal benefits. Theoretically, findings to this end are
aligned with Jensen and Meckling (1976) agency theory of major vs minor shareholders
conflict. This conflict happens because controlling shareholders align their interest with
managers’ interests and thus use firm’s resources for own benefits (La Porta et al., 2000a,
2000b; Johnson, La Porta et al., 2000a, 2000b). Dominants shareholders use various tactics to
align their interest with managers; who are actively involved in financing decision (Frank
and Goyal, 2004). As controlling shareholders use the debt capacity for self-interest which
need the full consensus of the top management (Paligorova and Xu, 2012). The finding of
this study are also aligned with other studies of similar nature conducted in other contexts
(Agarwal andMohtadi, 2004; Friedman et al., 2003; Boubaker, 2006).

Debt financing also protect controlling shareholders by not diluting their ownership
(Faccio, 2010; Liu and Tian, 2012). Such results are obtained because of weak governance
structure of Pakistani firms which is major to tunneling in these firms (Ullah and Shah, 2015).
Through poor governance structure, controlling shareholders can easily expropriate minority
shareholders in the form of tunneling (Jiraporn et al., 2012). Our findings suggest that capital
structure decision is important and controlling shareholders favor such capital structure
decision which does not dilute their ownership control (Yong-jie, 2011; Ellul, 2008). It has been
found that controlling shareholders make use of inter-corporate loan which negatively affect
firm value and expropriate minority shareholders (Jiang et al., 2010; Bany-Ariffin et al., 2010).
Ownership of concentrated firms passes onto next generation (Anderson and Reeb, 2003), and
for that controlling shareholders are interested in such a capital structure formulation which
minimize risk of debt financing (Santiago-Castro and Brown, 2007).

Our findings do not support second hypothesis in regard to positive relation between
cash holding and tunneling practice. Holding more cash for firm’s value motive supports our
findings because cash holding increases financial flexibility which results into increased
investment in profitable project (Demiroglu and James, 2011). This will ultimately positively
affect share prices (Simutin, 2010). Our findings are also aligned with previous studies (Han
and Qiu, 2007; Opler et al., 1999; Denis and Sibilkov, 2009) in many ways. First, firms hold
cash for minimizing risk of volatile cash flows. It also helps to safeguard poor access to
external finance and costly external finance. In this way, excess cash is not used for
expropriation but to benefit the firms. Second, firms hold cash for cyclical dividend
payments (Lins et al., 2010). Third, cash strengthen internal capital market, which helps
firms in financial distress (Megginson and Wei, 2010). Fourth, it helps firms to execute and
avail profitable opportunities and thus to maximize shareholders wealth (Peyer, 2002; Stein,
2003; Hovakimian, 2011; Matsusaka and Nanda, 2002).

Our findings are not in agreement with previous studies of Ozkan and Ozkan (2004) and
Ferreira and Vilela (2004) that cash holding is used to expropriate minority shareholders and
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is also used to distribute it among controlling shareholders in shape of high cash dividend
(Chiou et al., 2010; De Cesari, 2012; Wu et al., 2012). Findings reveal that capital structure is
positively related to tunneling in both short and long run which argue that debt financing is
alarming and often used for illegal practice, while cash holding is negatively associated
because controlling shareholders s transfer ownership to children and want to keep firm
away from illegal practices such as tunneling.

Contributions of study
Theoretically, this study contributes to further explain economic theory of crime and agency
theory by unveiling control mechanism of financial crimes, protection of minority shareholders’
interests and minimizing the conflict[s] between majority and minority shareholders.
Additionally, this study reveals tunneling phenomenon in a novel context. Findings surface
direct evidence of minority shareholders’ expropriation whichmay help policymakers to design
policy for the protection of investors specially minority shareholders and hence to encourage
investments lead to affect national economy positively. Study is also useful for formulating
better investment portfolios, as it provides information to investors about the concentrated
firms. This study also narrates potential measures that the regulatory authority of the market
has in place to curb tunneling and to protect minority shareholders. The detailed examination
of tunneling phenomenon also helps to reshape the regulatory policies in regard to non-
financial concentrated business firms and hence to flourish the new ventures.

Conclusion
Tunneling is one important issue in the concentrated firms due to conflict between minority
and majority shareholders which arise out of minority shareholders expropriation. This
discourages potential investors because of weak governance and less protection for minority
shareholders [. . .] Increase in debt financing enhance the principal-principal agency conflict
and at the same time weak governance structure helps dominant shareholders to
expropriate minority shareholders. It also discourages shareholders to expect dividends. On
other hand, cash holding encourages shareholders to ask for dividends and thus put a
control on dominant shareholders not to use cash for personal benefits.

Limitation and future recommendation
This study is limited concentrated firms listed on Pakistan Stock Exchange (PSX) possessing
minority and majority shareholders only. Current study focused on two key determinantal
factors in regard to tunneling activities in these firms. These limitations must be kept in mind
while generalizing the findings of this study. Future researchers may consider other factors
like governancemechanism and political influence to evaluate tunneling in these firms.
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