CHAPTER 1

INTRODUCTION \
.{"
Y’

1.1 Background of the Study
Issues of sustainability are among the areas that have b recelvmg more
comprehensive attention from managers and investors thlln their business

nw refer to a
* Y.

investment. In the finance context, the term sustainabi has b

can achieve without having to change its financial leverage orS

1977). 1t depends on the earnings retentlon tio anq\the

x ROE). SGR is one of the company K rder to s

urn or@&t.y (SGR=R

anb"—‘main attractive to

their investors, bankers, and analysf'shnson %n @) stated that firms are
required to sustain their grow ateg ing th \h handling the inherent
limitations and constralnts of y on ér,age and dividend payout.
Monitoring the current It and co yp.ajs hc ies by mapping the SGR can help
managers to make fimanc 1a1 pl n effi 0(}{ manner (Radasanu, 2015).

In general c an u bIe iegditlons when it can manage and improve
its fmanmal c n or IS ;u ctdo t"?hre that requires changes in its operating or
financin po ies (E’m 00). @ndlmg financial (capital structure and dividend

poli ﬁ&d operating act|V|t|e§})@rofltab|I|ty and company efficiency) becomes an

i t factor that can mfluence the sustainable growth of the company. The

ination of a company’s operating elements and financial elements into a single
easurement is a very valuable financial performance measurement for every company.



The combination of operating and financial elements associated with the SGR includes
the profit margin, asset efficiency, and capital structure and retention ratio (Am?!h,
Zahra, & Zahra, 2011). A higher profit margin and debt to equity ratio co@nth a
lower dividend payout and assets to sales ratio can increase the SG ice versa
(Arellano & Higgins, 2007). Therefore, the SGR is a practically appligable concept in
the modern financial management context that can be used as awic planning and

controlling tool by a firm (Fonseka, 2012) z '
Based on a previous study, the role of the SGR t be orw asitisa

@

future-oriented measure of firm performance that ma

stock price (Arora et al., 2018). Moreover, inc
cost variety but also include the impac

management believes to be excessive N&tributing

in dividends (Higgins, 1977). Thu%naging \m&n @ancial and operating

N,
activities can increase its value zée prige per rmach@PP, hereafter). However,
it is unclear whether capi@!mtul, idend po% , profitability and company

efficiency directly affe% d

In Malaysia, wclusicl

ice of@:ﬁ)ying what
is t@%/ed to be too little

R'issb’nificantly related with SPP?

' g
g Shariah-compliant firms from the

clusi
proc&;\!' some good or bad information, which

Kuala Lumpur Sharial Ind

¢
could affect %rs’ pect
Based o%k(w?ﬂ) se Pty prices move quickly and fully to reflect the different

'oﬂg, (r_lj(&?thus, the SPP of the companies involved.
NN

typ vailable informatio@’mhe market whether the weak form (all past price

i \Nion), semi-strong form (non-public and publicly available market data), or

trong form (all information, public and non-public). As suggested by Fama (1970), if

e stock market reacts efficiently and investors behave rationally, then the share prices

should reflect all the information related to the Shariah-compliant certification. Figure

2



1.1 showed in detail the movement of FTSE Bursa Malaysia KLCI share price when
there is a good or bad information especially the inclusion and exclusion of svu
compliant firms from the KLSI. The certification of Shariah-approved sec \y the
SC has become important to Malaysian companies so as to keep their ﬂ'& investors
and to increase their market price and SPP. Therefore, the role of?needs to be
considered as it is a future-oriented measure of firm perforQ(L at may have a

significant impact on a firm’s stock price (Arora et al., 20
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Figure 1.1: The Mo@of FTS}M ysia KLCI Share Price Before and
fter arks in 2013
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A new revi har Lscr mb ﬁwﬂology of two-tier quantitative assessment
for act|V| scre mg e ch and the newly- formulated financial ratio
beni& hile the a |ta't|ve Qsessment remains the same has been formulated by

S dvisory Council (9&3) of Securities Commission (SC). The screening

‘%mlogy was revised and improved by the SC on not only the operating activities

0 also the financing and investing aspects of listed firms’ business operations. In

determining whether a stock is Shariah compliant, a screening procedure is used.



Shariah screening of listed stocks in Malaysia is based on the parameters established by

the SAC of the SC. The SAC introduced the first list of Shariah securities in JUTY
I

and updates the list twice a year in May and November (Abu Bakar & @ :

2012, the SC announced the implementation of new screeni hodology

n

benchmarks to identify the status of Shariah-compliant firmy.ﬂ\e date of

implementation of the new screening methodology effectivgli started in November

2013. '

Moreover, ethical investments for Muslims involvesfinancial W ‘approved
by the Shariah (Junaina Muhammad, 2015). In order 5Qeasure ne a'ir@‘uent,
Muslim investors will choose Shariah-compli rities. T ber\IBFShariah-

compliant firms was reduced from 801 in 2013 to

ovew@gam (refer to

iou@ﬁ%sessed under the

5, 10, 20, and 25 per cent benchm&shereas, \mb__ug Wy, g tivities are assessed
% =

under the 5 and 20 per cent ark, gnd (i comﬁs with a high level of

conventional debt; previousift}k WI sC enin@ed on the total conventional
debt, but, currently, %\ cial activitigs dra&essed under the financial ratio

4 ’ &
benchmarks. \ l N %(./
For the fi@aﬁo 'rks, lé&éreening is based on two ratios, namely,
¢
cash over t s‘aaets d de o"er@}t assets (Securities Commission Malaysia,

Figure 1.1) due to (i) firms’ mixed activities, which were

NN
2013). Tihese financial rati ';nust ﬂét\exceed 33 per cent to obtain listing as Shariah-

corrﬂj&firms. Maintaining @i‘nancial ratios at not more than 33 per cent is a must

f aysian public-listed Shariah-compliant firms so that they can retain their
Q iah-compliant status. About this issue, in other words, for a firm to be listed as a
hariah-compliant firm and comply with the SC financial ratio or debt ratio benchmarks

(the calculation of debt only for non-shariah debt or conventional debt) it encourages
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firms to have more Islamic debt instead of conventional debt. As mentioned earlier, the
changes in financial and operating activities would have an impact on the S

firm. Hence, financial strategies become one of the important elements f@riah-
compliant firm to investigate because the changes in financial activities achange

in operating activities and would have an impact on SGR performancR
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Figure 1.2: Total Number of Sha 'kg'nplla S :stia from 2007 to 2015
< o

1.2 Problem Statement I 0
Growth that is too raa' can% so{lées but a slow-growing company may
not be able to utilise,its sou@;tivel@\ang, 2012), while the combination of
N

rapid growth, i\&ebt, nd d ﬁngﬂp&tﬁ‘it margin may result in financial distress

@

(McFadd'@uusekl 3)..50 etig?@, too much growth causes financial stress to the
% therefore, the" ca@ﬁé'ny will face higher costs and debt, bankruptcy,
5

compﬂ
fi ial losses, and declininghrket share (Fonseka et al., 2012). Therefore, managing

pany’s operating and financial strategies become important for a mainting growth
ocompany and long-lasting performance of company. Sustainable growth in a business

context is the maximum platform or benchmark required for a company to grow its



revenue without reducing its financial resources (Higgins, 1977). SGR also can improve
its financial performance and help manager in financing decisions. Hen

company’s strategic planning by handling limitations and constraint@licy,

referring to leverage and dividend payout, can help the company to s its growth
(Johnson and Soenen, 2003). T
The literature has identified several factors that influence SGR. A widely
'l

known framework for the SGR was developed by Higgi ,i identifies four

main factors that influence the SGR: capital structure, dividend p "W financial
3
constraints), profitability, and asset efficiency. The is influenc y’ch@actors

and known as firm specific factors include: (1) tab{ﬂ}r i her{%'increase

in the profitability ratio increases the generation nte‘na ds \/\L@:ect impacts

i creaé‘h this ratio causes

on achieving growth; (2) the asset tur r rao, where

an increase in sales generated per as@jit, whic st p@éd for additional assets

N,
for an increase in sales and whia%s in aﬂ increase in&;@GR; (3) financial policy,

where an increase in total debt previdés<additienal r ces and increases the SGR;
and (4) dividend polic% an in::‘rlase i }He @ntion ratio increases the growth
of capital and impl'%he Sf no a &jj{ami, 2016; Radasanu, 2015). Firm
size is recognized ashthe ignifica nction of the firm growth due to cost

o !

differentials %n small an arg'e chn (Bentzen, Madsen and Smith, 2012). Firm
% "
size ha%' ant plegati ',relat'm&ﬂp with SGR (Mamilla, 2019; Lockwood and
ol

Pro 2010). Hence, the @fehers stated that small firms having a higher SGR
‘@rger firms possess lower SGR. Therefore, SGR must be evaluated with the
if

ific measurement which is the measurement can be described by using the firm

dciﬁc factors that affect a firm’s SGR to help stakeholders (either internal or external

management teams or customers) make the right decisions.
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The SGR by Higgins (1977) is attained by ignoring inflation and focusing on a
company that wants to increase sales at a rapid rate while at the same time mair?hg
a target payout ratio and capital structure without issuing new equity. SGR(s%Ne of
increase in return on equity in line with a firm’s target debt to equity; dividend
payout, profit margins, and total assets to sales ratios (Channon & M¥e~e, 2015). The
growth of sales is significantly affected by the previous dividend payeut ratio and firms
have a target dividend payout ratio that influences the gro %;es' (Tarek Ibrahim
Eldomiaty et al., 2017). Hence, many financial agreem norm Ilw‘inclusion
of target debt equity ratios (Fazzari et al., 1988). study/is o'o_r{-@‘i:nal
ain% pay@z?atio and

i abilit)g. company’s

justm 4%owards TCS and
)

TDP suggests the existence based %nam@% t ep@? Therefore, it is also
N
essential for the company to pra%' ﬂ rzé:t‘.)

f target capital structure

identify thesexiste
&
(TCS) and target dividend palic DPL a and@e constraints and limitations

of policy on leverage and dividend poligy for fls'sus@sful future growth of a company.
4
\ﬁse ature

&
Havig reviewing, the relel s perceived that fewer studies have
nd Sé*bn SPP. High sustainable growth firms

addressed the figm speeific
#

tended to Ejhw default 'sk',' be_oj “to-market ratios, and subsequent returns
Pro

(Lockw%

itis a future-oriented measure @{ms’ performance that may have a significant impact

NN
mbutr }O).Hoﬁ, the role of SGR also needs to be considered as

N
0 Xb’s stock price (Arora et al., 2018). The SGR is managed and controlled by
ompany management while the fluctuation in share price is controlled by the market.
herefore, it is also important to examine the effect of the firm specific factors and SGR

on SPP.



Investigating the mediation effect of SGR will be another focus of this study. The
increased costs are not limited to the usual cost variety but also include the im
the share price of employing what the management believes to be excessiv t, or
distributing what is believed to be too little in dividends (Higgins, 197ﬂ¥particular,
excessive debt and pay less dividends can have an impact on SPP. Tmanaging the
company’s financial and operating activities (capital str CtNVidend policy,
profitability, assets efficiency and firm size) can increase i LY:d PP. Companies
believe the outcomes attained from managing the financialhand o rwyities can

help the management to increase the value of the companigs and SPP. T tI1e @f my

knowledge, only Sutjiati (2017) has investigat ediatilﬁ of @' between

e (prjé‘x)k value).
tor (ﬁmble) is that SGR

;{\me predictor X (firm

investment in fixed assets and dividend poI on,com

The inclusion of the third varlal@%call d

might influence the relationship o two var Tt

specific factors) and the outcoméle YfSPP) or mg(/
can increase SPP, and the fi N al r the@of a higher or lower debt in

order to enhance the ncial 1‘;}’& shareholder wealth. Due to the
lator.

’ﬁrx

e, a higher or lower SGR

'

potential ability of Qq\to aci?e

effect of SGRgbe lflc Te)&irs (capital structure, dividend policy,

profitability, C ny e |C|en and fCJ ize) and the SPP of firms.

T%tlon aﬁMlon oé\ocks from the (KLSI) provide some good or bad
Y-

1nf ation, which could affe@estors’ expectations and thus, the share price of the

éh:s study will examine the mediating

C es involved. The SC has introduced new screening methodology benchmarks

Q on financial ratios (cash over total assets and debt over total assets) to be listed as
h

ariah-compliant firms. The conventional debt must not exceed 33 percent. Due to the

new screening methodology benchmarks, the number of Shariah-compliant firms
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reduced from 801 (May 2013) to 653 (Nov 2013). One of the reasons for the reduction
in the number of Shariah-compliant firms is that companies have higher conv?ﬂul
debt, where the financial ratio are more than the limit or threshold of 33 per @%ﬁariah
compliant securities or Islamic debt becomes one of the important elem&for a firm
to seek in order to control its financial ratio at not more than 33 pergéent. In order to
control the firm’s conventional debt and remain listed as a Sh rinliant firm, the

firm should have a TCS. In this case, the management ¢ z'nd control their

capital structure to be not more than 33 per cent. .\d
AR
xtensively stidiéd jf-gapital

The issues of capital structure threshold has b

structure and firm value literature. Most of t

es ex\fn' heth@@nere is a

re firm (Niehetal.,

h, @and Abd. Halim
%e,

_n\aging the company’s

S
financial and operating activiti eciﬂly 0 marzeg leverage, can help the
company to comply with th %al ]t' e ma@nventional financial limit or
threshold less than 33 t)rand sustain i‘ éomahy’s growth rate. This study can

d &
provide informationﬁ&he I\/Ialr \n\q ariafﬁmpliant firms that the maximum debt
is not limited to33 pereent, i

en t%@fnventional debt is more than 33 percent,
¢
the remainiegwfort max
also wi(e{, ce the lit Pjre b’éB(amining whether there is a capital structure
ol

thre n the relationship @éen the capital structure and the SGR of Malaysian

é}compliam firms.
In the light of the literature discussed so far, it becomes pertinent to conduct

udies in linking firm specific factors (capital structure, dividend policy, profitability,

2008; Lin & Chang, 2009; Cheng et a@Cuong

Ahmad & Nur Adiana Hiau Abdul 2013).

!
lﬁ %(}Qcan be raised from Islamic debt. This study
NN

company efficiency and firm size), SGR and SPP in the context of Malaysian Public-

9



listed Shariah-compliant firms. This study will provide understandings related to the
issues and challenges that are faces by Malaysian Public-listed Shariah-compliaYns
in the view of SGR and SPP. Futhermore, this study will help manageme of
companies to decide an appropriate capital structure and dividend'A’gy for the
company to maintain a stable capital structure and dividend paymentiin order to have
the financial health of a company. The sustainable growth rat ismtant for helping
firms to manage, guide, control and plan their operating m strategies. The
sustainable growth rate can also improve share price performan e.Wrmine the

L 2
robustness of results, other well established evidence ustries an at'ix @cing

y-\" %,
12 s

1.3 Research Questions \
This study will attempt to ansgr the oIIﬁ\r&q%sti g{\

behaviour have been included in the analysis o

. R > S L
1. Does target capital structu and tar divi %a policy (TDP) exist in

&
Malaysian Public-listed S%-co i s? \A
2. Does sustainable g r; (SGRTmed tes t@tionship between firm specific
' 2
factors (capital structure, divi licy, Q?,!‘fitability, company efficiency, firm

<

!
¢ . . .
al structur. %shé}ﬂ)n the relationship between capital structure

—~
wn
o
o

size) and shQ’V per
3. Isthere ar%i
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1.4 Research Objectives
This study uses public-listed Shariah-compliant companies in Malay3|a

clear picture of the firm specific factors, sustainable growth rate (SGR) an nce

performance (SPP) of the firms. To achieve this, the study has the foﬂ*g specific

objectives:

1. Toinvestigate the existence of the target capital structure (TCS) target dividend
policy (TDP) of Malaysian public-listed Shariah-comp Y Iiased on rational
expectation in sustainable growth rate (SGR), thi dy a u company
maintains its target capital structure (TCS) and ta ividend poli @I’ &pﬁvhlch
reflect the existence of both target capital st CS) an t dnk/&nd policy
(TDP). For the preliminary analysis, IS actlcﬁly Ilcabléfo identify the
existence of TCS and TDP. O

2. To investigate the medlatlng of sus % q;@? rate (SGR) on the
relationship between f|rm a&ors amtal((/ cture dividend policy,
profitability, company C|e a ﬁg and‘;@’are price performance (SPP).

53
F &

twee

-E

Sub-objectives:

i. toexam w dire

to inwesti e en the firm specific factors and SGR,

§

firm specific factors and SPP,

2

t &@lgate he re tloﬁs p tween the SGR and SPP, and
amlrw e iati ect of the SGR on the relationship between the
f ific factor Y;PP
irm specific factors
\
xamine whether there is a capital structure threshold in the relationship between
apltal structure and the sustainable growth rate (SGR) of Malaysian Shariah-

compllant firms. This study can provide information to the Malaysian Shariah-

compliant firms that the maximum debt is not limited to 33 percent for sustainable

11



growth rate (SGR). Hence, when the capital structure threshold is more than 33
percent, the conventional debt is limit to 33 percent but the remaining deb

raised from Islamic debt for sustainable growth rate (SGR). (’}
1.5 Scope of the Study Y'

SGR refers to the maximum growth that a firm can achieve®ithout borrowing

more money and selling new equity. Monitoring the current8i azn and the company’s

an efficient
L ]

manner. Handling financial constraints, profita%nd asset effi ie'ucE/\ ome
important factors that can influence the SGR of the company. Jh addition, 'm\/éﬁaging the
financial ratio of not more than 33 per cent is'a m alaysi VzBuinc-Iisted

Shariah-compliant firms to maintain t@g status
to solve firms’ financial problems i@r to su \N.Q%r

Therefore, to answer the seafeh qu ns aﬂ:g')research objectives, this

activities by mapping the SGR can help managers to d cialp

[(72]

study used a quantitative ap rk&to t]I rom@ Thomson Reuters Database.

;ﬁiaht@ties in Malaysia were selected
stu

'3
déé‘fployed panel data analysis by using

d éffect, %a}élalised method of moments (GMM), and

In this study, 181 public-listedySharia
1

structural equ

odj (SE
perform uk STA&I’ S

4
65 the preliminary analysl%,.j is practicaly applicable to identify the existence of
\

during the period frowo to
pooled effect, ra@gﬂect
‘ i &

!
and tErJ‘é@rold regression. The panel data analysis was
NN

T TDP. Then, the main part of analysis is to investigate the mediating effect of

in the relationship between firm specific factors (capital structure, dividend policy,
0

fitability, company efficiency, firm size) and SPP. In order to comply with the

financial ratio benchmarks (conventional financial limit or threshold less than 33

12



percent) and sustain the company’s growth rate, the last analysis is to examine whether

there is a capital structure threshold in the relationship between capital structwmd

SGR. (_}
1.6  Significance of the Study Y'

This study makes significant contributions in the theore and contextual
aspects to the organisation. First, there are four important contributions 'n the theoretical
aspect, which are:

I.  This study investigates the factors that influ the SGR in th' E/\ég»yman
<

context, especially among the Shariah- co irms. S

ii.  This study provides empirical evide co erni \ffecté&l? on SPP,
which has received little attentu\&@ researchs st 0 previous studies

focused on the factors that |nf nce the S

N\,
issue by examining the ef R d‘n SP Qi:)
&/
lil.  This study uses SGR as a dla e{%en firm specific factors and

SPP by applying the d ata a aIyS| ushr@TA software.

iv.  This study m%t
would hav d&Wnti

. \ ¢
divided our catego Jha&“\? firms that are (i) Over-levered (OL) and

% g ofp bvﬂd (OQ\(M) Under-levered (UL) and Over-paying of
d!de d (OP), (iii) Over-d%:egr.ed (OL) and Under-paying of dividend (UP), and

iv) Under-levered (UL) and Under-paying of dividend (UP).

Q ermore, three important contributions of this study in the contextual aspect are:

13



I.  Itisimportant for the organisation or firm to understand that there are firm specific
factors that influence the SGR. This involves the planning and managm?e
firm’s financial and operating activities.

ii.  This study provides important information to strengthen the SGAqformance
and SPP of the firms and face the future Islamic capital marchh caters to
investors seeking for Shariah-compliant investments.

lii.  This study can give information to the Malaysian Sha X\:Il nt firms that the
maximum debt is not limited to 33 percent in that n th cc.m\qdnal debt is
more than 33 percent, the remaining debt ca aised fro Ie'm @bt to
achieve maximum SGR. Thus, firms c in liste hari h%mpllant
securities and face the future Islamlc capital arkes\tha\ters to@estors seeking

for Shariah-compliant investme nd stain the h oéﬁnpames

iv.  The findings of this study will ed asar % t:{hfe studies on the other

aspects of SGR, especmﬁéon §P1aria ims cgc?cernmg how to manage
financial and operatmq i\mes m W|t§§stock screening benchmarks
t

issued by the SC%

rel
'3 ’ &
NN @)
| =
1.7  Structure Jf‘ﬂhg’itu Q {Q
\

This st prises sev cﬁap{j@ Chapter One provides the introduction and

he firms S sful in the future.

outllne ctlve?a dsi n| m@ofthe thesis. Chapter Two reviews the literature

relexanSo R based on the Iﬂg@ ns model to establish the theoretical context. This

rlmarlly concentrates on the existing or previous studies focusing on the impact
Vv

ised screening methodology, SGR based on the Higgins model, firm specific

0
ctors affecting SGR and SPP. Due to the lack of empirical investigation on SGR in

the context of finance theory, this study applies the existing theories and empirical

14



investigations to support the results of this study. Moreover, this chapter provides the

research framework and the hypotheses. Y-
Chapter Three presents the methodology, data used in this{s the
measurements of the variable, and the model specification employed empirical

analysis. Next, Chapter Four provides a discussion on the empirical re?s' of objective
one on the target capital structure and target dividend policy, Cha five presents a
discussion on the empirical results of objective two on the Y;[irlg effect of SGR
on the relationship between firm specific factors (cap truct reW]d policy,

"X
profitability, company efficiency and firm size) a P. Chapt i>‘ p_@des a

discussion on the empirical results of objective m% esha@zggression
analysis. Finally, Chapter seven provides tw sm??com@;nons.
A

&

rc@estions, research objectives,

1.8 Conclusion c \Y

. . : N .

This study comprises sev rs. The fir apt@ this study explained the
background of the study, probl staj:vﬁz

scope, and significance of the study. er the intr. tion in chapter one, chapter two

' g
discusses the literature re ev‘ bm\t curr(r?_f’literature related to the topic and

othes@./ n chapter three, this study explains the

[92]

research framev@eth

. ¢

!
research met gy in detai ap&cr@four, five, and six present the results and

discussk% tly, (jn bte)"iv co@.l\udes and outlines the recommendations of this
study. \;T
S

S
N



