CHAPTER 3 Y'

LITERATURE REVIEW %\
This chapter mainly focuses on literature review part of the study®lt contains
two sections. The section one is the theoretical review, which covers the development
of capital structure theories namely the Irrelevant Theory, Trade-OfffTheory, Pecking
Order Theory, Agency Cost Theory, Signalling Theory an tnfng Theory. The

section two, the empirical review, sumarries the empiri tudids o | structure

and firm performance detailing liquidity and firm per nce, agset (&@ firm

performance, growth and firm performance, izea\fd per@;;ance. It

concludes by identifying the research gapw re w\.\die nd th@velopment of
chyfr

hypotheses of studies and theoretical ND amework: é

A

3.1. The Theoretical Review: T:%log Ypit ructure Theories

' &
It is almost six decadeNce the f de‘h\t}gquity structure began. Most

capital structure studiecavez:phasi d th p‘o@l of debt-equity and its effects
the

1 g : :
era ates, @%/e is no a universal theory that can

explain firm man&beh Qur towards K ebt-equity choices (Myers, 2001). As a
N O |

result, the cap cture sfud e a%%loped a number of modern theories, namely
kin

on a firm’s value.

O

Static T &YTh?) , Pecking @er Theory, Agency Cost Theory, Signalling
X :
n

Theo arket-timing Theggzz;vhich are in part, derived from Irrelevant Theory’s

N
Mions. However, the good thing is that each one of the above-mentioned modern

Qéries explains some of a firm’s debt equity decision-making process (Myers, 1984).

This section addresses the foundation and development of modern capital

structure theories, namely, Static Trade-Off Theory (STOT), Pecking Order Theory
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(POT), Market Timing Theory (MTT), Agency Cost Theory (ACT) and Sigvlg

Theory (ST). However, in terms of analysis, this study focuses on TOT as @aj or

<

Irrelevance Theory (IT) is the foundation of capita cKre theories. It is also

capital structure theories.
3.1.1 Irrelevance Theory (MM Theorem)

the first theory that attempted to explain the effect of debt omyfirm hWt assumes
that the firm’s value will be independent of its debt equity combinations ‘n ;{l‘}x-free
economy and prefect capital market (Breale et . Modighianifand Miller (1958)

introduced the IT with the primary goal of f/J; thatgan ass@gr:n managers

reach a rational debt equity structure,% nges fro bt, and internally-

generated cash flow to hybrid secu%This is ﬁ%%e us‘\é\’o achieve one of two

N
major objectives of a firm, na £

1en ozgt’azket value maximisation.

0 ‘@ps or classes, in which, the

e ou&) bblass are homogeneous. In other

In MM Theorem, f?.
shares of different ﬁn%\ the s

words, the shares K{%idereﬂ
The MM Theow s th | pl@{arket with the following assumptions:
¢ C,)

A. %s exist (¢ rate and personal);
&
ransaCti ?ts/nc‘)z. okerage costs;

No bankruptcy co@’

%

fect s tute for one another.

¥

E\) There is an existence of symmetric market information.
0 E. Investors are able to borrow at the same rate as corporations

F. All investors have the same information that firm managers have.
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Based on the above conditions, Modigliani and Miller (1958) proposw
fundamental propositions -Proposition I and Proposition II. In Propositi(% rm’s
value is independent of its debt equity ratios and therefore, the capital s&e does not
affect the firm’s value. Both leveraged and unleveraged firms are emd both will

remain in equilibrium regardless of their debt equity structure{ E(Mt al., 2007). By

definition, the leveraged firm is a firm with mixed financ es such as debt and
equity for instance, while the unleveraged firm is a firm is op aw zero debt

vy = E, \(') 6‘ 3.1)

v, = E, +D, Q) >\71 \,‘\'\ 3.2)
And therefore, in Prop@ o q Q%c)
S Y S

St

(3.3)

o
\ : Debt-Equity Ratie,
% Equation 3.1 represents the value of the firm, which is financed by only equity

Qde, while equation 3.2 displays the value of the firm that utilises mixed financing

modes i.e., debt and equity. Therefore, this leads to the conclusion that the value of both



firms, namely leveraged and unleveraged will remain in equilibrium regardless -
equity choices as stated in equation 3.3. %\
However, if there is lack of equilibrium between the two ﬂf&/uand V),
wherevy # v, an arbitrage opportunity will occur, and it will resto¥e.equilibrium
level. In Figure 3.1, the horizontal line represents the N leveraged and
unleveraged firms, in which the value of both firms is equ ‘t/ 1emain in

equilibrium status regardless of debt-equity choices as t opo tiM’ests.

X
Figure 3.1: Debt and the Leveraged and Unleverage s’ Value , _{’)
- : =

Firm Value \ N

D /E
'S
4 &
Source: (L M g
From figure. M iti I|staL) at the value of the leveraged firm is the
% 4
same as th@e' ed ﬁénl This was one of the key findings in corporate
financ % estab{s (beg@g point of modern managerial finance. Pre-MM
N
Pr ion I, the impact of d@ on the firm’s value was considered complex and

ted (Ross et al., 2010).
MM Proposition II (no taxes) states that as the leverage increases, the cost of
equity also raises due to high financial risks associated with highly indebted firms.

However, this rising equity cost will be compensated by benefits of using high debt

52



ratio. Therefore, the debt-equity structure has no impact on the weighted averaWt
of capital. Furthermore, the MM Proposition II (no taxes) ignores the ef@xes,
bankruptcy costs, transaction costs and other costs on firm value, w ds to the
conclusion that the cost of capital structure is irrelevant to the value of the firm (Stiglitz,

Equation 3.4 represents the relationship betwee@(f lejeraged firm and

1988).

its average weighted cost:
Re = Ry + (D/E) (Ry = Ro) | S04
where: " \,T

é\‘i"

R,: the expected return on equlty/c f u1ty°‘
R;: the result on debt/cost of d\ é

R,,: The return on unlevera co%'& fi @ty based firm

D: The market value % é’

E: The market val \Hy Aj ‘%'\A

Figure 3.2 belo the j st 0 ‘Q!h ty and debt financing in relation

to its weighted av &&gst of tap over% st. The horizontal line represents the
e

weighted avera

Xpec on S ts The figure also indicates that the cost

welght e ccﬁt

of debt or equity }as n eff?t n thererage weighted cost of the capital and thus,

S co ant since the increased equity cost due to the

1ncrAleverage ratio is of@y benefits of using high debt ratio.

d
N



Figure 3.2: The W

eighted Average Cost of Capital

Return on Equity

Yv
N
O
<

\of
4. .

R | &
\" N

e 3
Q)g'—% S
Source: (Lynch, 2022) \
%/mg M\ xm 1@nstant all the time, no
0 ,

1s is because, ig'flly@bted firms will have only

The figure also shows tha

matter how much a firm borrows.

access to the borrowing igh late in@ing high risk of default, while
the equity holders % nd 3 hi Jalt 9 return. This acts as a self-
adjustment/contr 111 réstore the%mhbrlum (Brealey et all., 2007). The
logic of the Irr eory dlaly &’(})ted but the financing is still a matter due
to taxes, d en s 1n ation a,@_ﬁgency costs as will be discussed in the next
sectio S, 200{)

sum up, MM Theo Lﬁdlcates that firm managers have no role to adjust the

the firm by restructuring its debt-equity ratio. They argue that the overall cost

o;apltal cannot be minimised by using high debt ratio, even though the debt always

acts as a cheap source of financing. The reason is that as the debt level rises, the equity
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ratio becomes riskier, which in turn increases the cost of equity. Consequent
risein cost of remaining equity compensates the benefit of using low cost @ing.
3.1.2 Debt and Taxes (MM Trade-off Theory/ MMTOT)

This theory is derived from recognition of corporate tax’s effWich was the
primary force that led Modigliani and Miller (1963) to Neir view about
Irrelevance Theory and admit the role of corporate tax I Va'ue. The theory

suggests that leveraged firm enjoys tax advantages d the inwyment in

. Thisis d o'th&%t that

e le% pays less taxes.
0rtﬂﬁ1ity m occét:g and it will

restore the lack of equilibrium betwewareraged an Ver@’ firms in a given

class as shown in Equation No 3.5. % \? é
% N
Moreover, MM TOT is %nal Voersio aro O)suggests that Proposition
I@s prefer debt over equity due

str sJ;:'osrh/Iodighani & Miler, 1963). Thus,

comparison its counterpart, which is the unleverage
the interest paid is a tax-deductible expense, me

This tax deductibility will prevent the arbitfage

I and Proposition II must b iscd. InI3

to corporate tax shield % 1nan<}i

the firm value in;@ith t'le \Vesage arghéreby, the value of a leveraged firm
will be equal to% €o

Fed féx‘ﬁlus the corporate tax shield as shown in
’ (J")
>
(3.5)
Y-v
whA \C.}’
\/15 Leveraged Firm

QE Vy: Unleveraged Firm

T¢: Corporate Tax

=
= &
| o
?éb
FP"
+

()

]

h |
;Kt‘

D: Debt Financing
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Figure 3.3 reveals the relationship between the firm value and debt fin w
when the corporate tax is taken into account. In this regard, as the lever% , the

value of a firm rises by the proportion of the tax shield. A

Figure 3.3: Debt Effect and Firm Value q

Firm Value (Proposition I with Corporate Tax)

Value of 1 SCrm '

Proposition II was set corporate tax recognition
suggests. As the leverage oun tax ld increases. As a result, the

average weighted cost % dec ase n‘d @ue of a leveraged firm increases.

Equation @a‘ces ﬂmat 1nteresé{e as well as the return on equity/cost
of equity decli K ' O

e (D / ) ( c ( Rd) (3-6)
where: ’ E 4 Y.

ném \’
on Equity/Cost oﬁ@.uty

eturn on Debt/Cost of Debt

0 : Return on Unleveraged Firm/Cost of Equity for Equity-based Firm

T.: Corporate Tax Rate

D: Market Value of Debt
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E: Market Value of Equity Y’

Figure 3.4 shows the costs of capital in relation to its average weighted ¢ 0%

Figure 3.4: The Costs of Capital and the Average Weighted Cost A

Return on Equity (Proposition II with Corporate Tax) i

Source: (Lynch, 2022) CV “\

\ _\
a@hanges in debt equity

choices have no impact on its K e weighted cost. ‘bn other hand, the horizontal

line of average weighted co Ygtlvel’ decli wl‘@'lndlca‘[es that as the firm uses
more debt, the average%ed costw, 1l sg ﬁc ntly decreased due to the tax gain

from debt financin, Nm tUJil, lo\rs the a%sage weighted cost and simultaneously,
N

enhance the V the ' (J

e 0 ho 0 m Q}ﬁthe original version of TOT is that it ignores

the efl 0 perso{a ancial distress costs (Berens & Cuny, 1995).

the MMTOT applfé{ln extreme assumption of going with 100% of debt

ing to gain more from the tax shield, which is in contrast to what the practical

r suggests (Luigi & Sorin, 2009). This leads to the Static Trade-off Theory (STOT)

bemg developed, which will take into account the effects of financial distress in the

choices of debt equity ratios, and which will be addressed in detail in the next section.
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3.1.3 Static Trade-off Theory (STOT) Y

The STOT is one of the long-standing capital structure theories (A@S). It

has emerged from in-depth studies and analysis of the Irreleﬂk Theory’s
assumptions. It particularly emphasises taxes. The theory suggests R“.ﬁrms seek a
debt level that balances the tax advantages of additional debt a 'Mcos‘[ of possible
financial distress i.e., costs of bankruptcy, reorganisation a gk:crsts.” According
to Myers (2001), “It therefore justifies moderate borrowing by fa ta ng firm at

| | | | ? A
which a firm can commit to borrowing up to the poin re the ma a]lva&aof the

tax shield on additional debt is just offset by the1 e i% Valugyf' possible

costs of financial distress.” V g
The STOT mainly focuses onwaortant factors, na@ tax benefits and

financial distress. This is partly for %erose o\ﬂw'i

in which the advantages of th 1d are trad@d-<off against the financial distress,

=

th‘é\best debt equity ratio,
S

while ensuring that the firm? e nt p@re undisrupted (Myers, 1984,

I es
Shyam-Sunder & Mye (Dang ét all. l2,’® Adair & Adaskou, 2015). In the

t
0
>

an
4 &
context of this the l&he ﬁrn] 1 X\zed as ége{ting debt equity target. It gradually
'a;g.g '

moves towards irm cing debt for equity or equity for debt,

¢
until it reac ﬁ%naxi isatio
¢ 3.5 below.i Pates &TOT of capital structure for both leveraged and

unlm%d firms. N
>3 =
% .5: The Static Trade-off Theory and firm value

et,

&nt@tlmal debt-equity ratio (Myers, 1984).
N\
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Firm Market Value

Distress Costs

Value of Unleveraged Firm

Source: (Myres, 1984)

In Figure 3.5, the hv i
The line is constant all %/ The up ne
and as the curve &xit incteahs the féj uses more debt due to tax benefits.

Therefore, the lwg d firm s'tax @ﬁts, until it reaches a point at where the
( ¢ 2 C,)
b C

benefits o@ offs osts(of financial distress, which is the optimisation
ity 1{t1

point o -equ ofvev the leveraged firm exceeds the optimal level, the

N4
cu uddenly begin to d!';&?esulting it some losses being incurred.

\?yers (2001) concluded that “The static trade-off Theory implies that a value-

Oximlsing firm has to gain any interest tax shield, when the possibility of financial

distress is remotely low and yet, there are a number of well-established and profitable

companies operating at low debt ratio, which includes Microsoft and major
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pharmaceutical companies.” Myers (2001) concludes that “these are indicatio Wt
these firms can have more taxable income to shield and that they can se@ debt
without risking financial distress. This is simply because that Static f Theory
does not take into account the correlation between high profitability am debt ratio.”

However, in general, the theory is logically appealing, Q; iC arly because it

rationalises moderate debt ratios and consistently sug S possessing

relatively safe and tangible assets are likely to have highe oW g.s\dldﬁrms with

risky and intangible assets tend to borrow less. é J ' _\"}
<

3.1.4 Pecking Order Theory (POT) 0\ ¢

It is an essential capital structu& . It came ht f@%lng the analyses
of the capital structure decisions fo ﬁnan01a t1 s over a decade from
1973 t01982 from a diferent p ew &/I er 200122?9313113/, Myers and Majluf
(1984) and Myers (1984) lo rom& ldson’s study (1961) about
financing practice of a e co They found that “Management

strongly favored in Ngenerf sou é@l new funds even to the exclusion of

external funds ept ulgeﬁjq need for funds”.
¢
The b ed o fer@es in information, in which, firm managers

know t th Me of @ither the existing assets or a new opportunity than
do, with the assul@cfn that other things of a perfect market remain

u ed (Myers, 1984). Moreover, Myers and Majluf (1984) made the assumption
1n an efficient capital market, securities can always be sold at a fair price, the net
resent value of selling securities is always zero, and the cash raised exactly balances

the present value of liability created”. The theory suggests that when an investment
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opportunity arises, as the finance theory advises, the firm has first to evalu e

opportunity, whether it has a “positive net present value” (PNPV), fon@m t

undertake the investment project. whether internally generated cash i h to pay

o

for the proposed project, that nothing fundamental will change. Howm the internal
funds are insufficient, the asymmetric information arises, it creates @ different sort of
cost, which is the possibility that the firm will not issue f‘§;1e'efore pass-up a
positive NPV investment. This, as a result, creates a nee ext w ‘in V%I'i(:h,

issuing debt is better than issuing equity securities e general 'e(@nends

“issue safe securities before risky ones” (Myer: b \‘. \‘/T
Generally, issuing common stock ‘Wwill weﬁome ews f@westors if it
new@sﬁnanagers believe

reveals a growth opportunity with a Maelse, it is

the assets-in-place are over-valued bygnavestors a\}eg Q({\%to issue over-valued
ng N
shares (Myers, 2001). Myers a%f (19%4) m Glth(%@iction that “managers

act in the interest of the ex%arjo ers and rewﬁto issue under-valued shares

unless the transfer fro ew shareho ers‘ i@re than offset by the NPV of the
2 &
growth opportuniti& urthenr \ﬂ\e resea s maintain that share prices fall not
icity

inv ‘ mant‘}&l equity securities, but due to the inferred

o !

information the investors o h{ ingrelation to the issuance, and invariably bad news
< k’ N\~

outweighs

due to the inela

00d JT. ?e, t nnouncement to issue a debt should have less

Y—v

dow; effect on stock pric{%’fnpared to the announcement to issue equity. Equity
isE\ll occur only if in cases of costly debt, which is in the case when a firm is already
hallenged by precariously high debt ratio, where managers and investors anticipate

1nancial distress costs.



Therefore, this resulted in the birth of POT, which posits that “firm m?!s
prefer internally generated funds (depreciation and retained earnings) ove%\ally-
raised funds and within the external funds, they issue the safest securi& which is
debt, then equity as a last resort”. The theory states that “there is no weéll-defined target
of debt equity ratio, since there are two types of equity, namel Mﬂ and external.”
The first one is at the top of the POT, while the second me'bottom (Myers,

1984). The theory clarifies the reason why more profita ave OWOWings as

By
the profitable firms have access to more availa@lemal na g' @ less
profitable firms need to be externally funded, z?g res% late@t' (Myers,

2001). \, Q\T

In the POT, the benefits of d ndhe costs o nkr@<§l are placed as a

b\\Eﬁ‘(}ity ratio (Zhang &
.

Kanazaki, 2007). As mentione% PO’P suggests th ¢ changes in debt-equity

ratio are due to a shortage Q\e.albl erated fu n addition, highly-profitable

firms with limited in opportuniti ‘x){‘eQ.\sing internal cash flow, while
4

lowly-leveraged 'fwith hllg \bwth 0 unities and shortage of internally-

generated fundsﬁfe ebt I

¢

level of debt-equity ratig is_ th £n @son that leads to the changes in debt equity

N
ratios (% ndef’ s, 199%
Y N

second order, assuming the abse such o\?hagd

. In c@}%ﬁst, STOT states that achieving the ideal

3.§\gency Cost Theory (ACT)
Q Agency Cost Theory “demonstrates the separation of ownership and the control
fa firm. It assumes that the conflict of interest exists between firm’s managers and its

shareholders. As it is known, corporate managers are the agencies of shareholders, and
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the conflict of interest arises between the above two parties. This theory mainly a?!!s
such a conflict between insiders and outsiders of a firm (Jensen, 1986). ular,
the Agency Cost Theory occurs in a situation where one party (firm delegates
the decision-making authority to another party, in this case, firm m¥e~rs (Fayezi et
al., 2012). V

The ACT was first introduced by Jensen and Mec YEF They viewed
the relationship between firm managers and its share s a aMency cost

oy
relationship, which is the key factor that led to the de ent of th " @over,

the agency relationship creates a conflict of i et% man@&vs and its

t havr@? control over
the resources of the firm (Fosberg,%)lherefore @gers have every

incentive to let the firm grow bey@js 'h\growth increases the

shareholders. This is mainly because the fifm m.

X

resources under the managers’

Increasing leverage i § i limit managers’ control over

firm’s wealth. Shareh n use rage for the purpose of reducing

the power of firm’s agers ( ,\O‘KZ . Morgewver, the creation of debt is considered

as an advantage\d&efu i managers’ control. It also reduces the
o !

free cash flow problems, which af le

N\~
or was% ond’ ?tior%%}lefﬁciencies (Jensen, 1986). This is the core

obj %hat the ACT intend @'ddress.
E(\'herefore, by issuing a debt, the recipients of debt have the right to take firm
a

gers into bankruptcy court if they miss meeting the periodic payments: the

aniple plus the interest. Thus, having debt, as a source of funds reduces the free cash

flow available for spending at the discretion of the managers. Failure to service the debt
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payments acts as an effective monitoring force to enhance organizational effi i

Besides, the control function of debt will become less effective in orgar@} that

generate less cash flow with higher growth opportunities (Jensen, 198A

3.1.6 Signaling Theory (ST) V
The theory is all about making certain changes in t-Cuit ratio to send a

reliable signal to the firm’s outsiders towards its finan: ealt Mularly its

o N\
future cash flow, i.e., the principal and interest payments®¥Fhe theory i]‘tr&&ﬂped by
Ross in 1977 who found that an increasing leVT 10 Iﬁ V@' and also
increases its market share price. The Signalw ory

guesthat ﬁ@anagers have
better information than its potential i tors'do. There

4 mrs can maximise
the firm’s value by making certain %es in its \a&t C -r%

N
Furthermore, the ST st% a ogd firmr ean Elé%c'gguish itsself from a bad

firm through sending a credi igfial a 1ts uality%éhe capital market. This signal
are na{)leb’nimic the good firms by sending

will be credible only ad ﬁrw[
4 $ &
the same signal tc;@ital i& 1S 1S, gﬂlever, not an easy task and therefore,
firm managers lﬁt ind i 'sign@‘_ﬁﬁfg instrument (Barclay & Smith, 2005).
¢
In si %g hypothgsi t{e 'e}f:;gasing leverage is considered an effective
NN
signalli%r: thi'r irm @gers prefer the debt financing mode over equity

financing mode to send a poSitive signal to its future cash flow and its growth

0 ities ((Eldomiaty et al., 2005). This is because, debt obligates firm managers

Q eet its periodic payments over the debt maturity period and therefore, if the firm
an

agers miss the periodic payments, there will be serious consequences such as

bankruptcy court filing. This risk will expose corporate managers to lose their positions
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and hence, the firm managers will do everything to avoid such a situation ( ( A

2014). @

3.1.7 Market Timing Theory (MTT) q

This theory has its basis in equity market conditions, whiim 'zlrm issue shares
0

at a high price and repurchases them at a low price rela 0 011 value and past
market values. The theory argues that “the capital stru ev VMlimulative
outcome of past attempts to time equity market bas analyses ctllal_{ir}ancial

decisions and long-run returns following equitymi S adK% ases\aye'llyses of
t@ .5

realised and forecast earnings around equi d“x‘urve of m rs” (Baker &

Wurgler, 2002). \') é
The theory suggests that cap%ar \?i'egci f. d there is a benefit to
%w L

W
[¢']
-
w2

N
exploit the opportunity of switchi nd d "'fhis is in contrast to what

Modigliani and Miller (195 X, thT osts of dif At forms of capital do not vary
t

independently”. Ther% ordirig 0 a‘r‘lé (@ 3), “market timing hypothesis

becomes the key j@am oip \eﬁage clﬁe’s in debt-equity combinations. It will
have a persistew on 1 st ”é&/e choices”. Furthermore, market timing
3 ‘

!

hypothesis nd'will femain W(ll-@a lished theory in corporate finance. Initially,
N\~

Baker a@er @ d advanced this theory into corporate capital structure

theosi oping that it will cl@he behaviour of firm’s decision markers in respect

o% t-equity choices.
Q Moreover, Baker and Wurgler (2002) concluded that “MTT impacts the capital
tructure combination utilising historical market data to book debt-equity ratio. The

variations in market value will have very long-term effects on capital structure, which
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cannot be explained by the traditional theories of capital structure. Moreover, thw
is capable of predicting short-term variations in the market to book ratio @)ther
variable should have temporary effects, while in POT, managers a& to avoid
issuing equity entirely. Thus, equity market timing has emerged as arWrtant part of
capital structure theories, which explains real corporate financi N. Equity market
timing has two versions, based on the assumption of rati %:refional managers

and investors and both lead to similar capital structure dynamics. I awl:e Market

X
issue hew, ar}s,_@n the

S 0&!11' al market values.
en thﬁéhgr.e prices are

Timing Theory suggests that firm managers are willi
share prices are high in comparison with the bo

In contrast, firm managers prefer to repurw

low (Brendea, 2012). The theory also% that “Lo Ver firms tend to be

those that raised funds when their V%OHS were ,$~/h' @@‘h leveraged firms are
0 N
C

those that raised funds when thei ions were low. @uently, fluctuating share

impacts c@ital structure policies. MTT

has no ideal capital stn% o and 11 vie e‘gllaﬁr as an cumulative consequence

’ &

of past efforts to ti arket equ er & gler, 2002).

{

The follw able~3. r'nmat%sé/ the modern capital structure theories,
¢

assumption; %ortc ings; h;cherc;eide a brief comparison and contrast between

é &r N

the mai% s of ¢a ory. $

A S’

NS ™~

prices will have persistent sighifi
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Table 3.1: Summary of Capital Structure Theorieéc‘)

X

Av.ad

. . \
Theory Assumption Nature of force Debt\?;ﬁflrm Mlusion Short Comings
Absence of AS ,
ltaaa)ifliiu to '\d. Even though the logic of
Irrelevance | costs o Perfect market g valye o ?—m o irrelevance theory is
oy . Zero effects dependent of its~debt widely accepted. The
Theory (IT) | transaction assumptions ity chefbess) financing is still matter
costs and Y &
asymmetric \) 3 é\ (Myers, 2001).
information \C') fax
.‘\x\F cfer debt over
The value f%rm—-"iq ity.due to corporate tax It ignores financial stress
MM Trade- Corporate tax increaseswyi th 3t shigld: The value of costs and makes an
off Theory reci)p nition Tax advantages leverage 1 raged firm is equal to extreme assumption of
(MMTPT) & interes +he value of unleveraged o pon
100% of debt financing
de hty ., lus the corporate tax
P shleld
' It rationalises moderate
Q . .
debt ratios. Companies . .
C, : . It fails to explain a number
Trade-off Tax advantages | Tax deductlonQ)rhe s ‘E@;fm :Zilthﬂria;\;zlt}; Zerlgelf;{ne(li o of well-established and
Theory and financial due to intere% S gé d%to bo rg;ow more. while y profitable companies
(TPT) distress payments 5 LR" . o (Microsoft, for instance)
interest t&x shield. companies with risky and

S

intangible assets tend to
borrow less.

operating at low debt ratio.

0:
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A

The announcement to

The theory ¢ Af;& why
more profitable

Firm mangers do not have
a target of debt-equity

Peckin issue a debt will have | borrow lessybecause the ratio. Internally-generated
Order g Asvmmetric Shortage of smaller downward proﬁtabl'&ﬁvms have more | funds placed first over
Theo i fz)/rma tion internally- impact on stock price | interna ncing externally-raised funds
(P OTr)y generated funds. | compared to the , while less and within the external
announcement to equlre funds, issuing debt is in
issue new equity. the second place, then
mu .as a result equity as a last resort.
Ylo B.Griﬁ: tare There is no ideal capital
Market Share price \, ndSwhen their stmgture ratio. The Market
Timin A i Eauit et fluctuations “{ﬁ&@e 4 hieh. whil Timing Theory is viewed
g symmetric quity marke ioris)were high, while .
. . . persistence and largely as a cumulative
theory information conditions \h h leveraged firms are
effects on consequence of past
(MTT) h ely,\)to be those that .
structure es . efforts to time market
A} f‘al@ funds when their .
. equity
valuations were low
, : \iaving debt as a source of
(') f b nds, reduces the free
l N %(J cash flow available for The control function of
Acency Cost The separation of & | spending at the discretion | debt will become less
T}%eo y Asymmetric ownership and bt red ?ﬂ't (ﬂee of the managers. Failure to | effective in organisations
( ACTr)y information the control of Q" asJﬂ ro@ﬁms service the debt payments | that generate less cash
firm. % F 4 V); {\ acts as an effective flow with higher growth
: b 4 monitoring force to make | opportunities.

such organisations more

efficient

N
S
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Sending positive

Nd
Firm mangeﬂ@r debt

Not every firm can send a

. . . signal to the firm Inc.reas?ng leverage ﬁnanc%ng over cquity reliable signal. Therefore,
Signalling Asymmetric outsiders in ratio raises firm value | financing mode to send a firm manavers have
Theory (ST) | information respect of its and its market share | positi al to its future difficult fgm dine a

p price. cashiflo well as to its cury S
future cash n tunities credible signalling
.p 1\ '?l instrument.
N ) Y.
N
é\ I 1S
4 \)Y"




In summary, the section highlights the development of capital structure theories. It daw

to 1958, when Modigliani and Miller published a seminal paper with p%\aﬂ(et

assumptions. The Irrelevance Theory represents the foundation of capital re theories,
which later led to the establishment of modern capital structure theories lemsumptlon of

an imperfect market. It is worth noting that this section provides a wi ehens1ve review

Ita Qresses the basis and the
tra thqd\ffe?es and the
re theories.

However, this study focuses on TOT theo hich gs 6ne ng-s andmg

NV
\cﬂ~meas§. e effect of

of the historical development of modern capital structure theori

assumptions of each theory, which enables us to compare

similarities between each one of the modern capital stru

capital structure theories as a base theory for thi tudxS
total Islamic leverage and assesses 1nx ring s an ‘IQlamic debt ratios
on the performance of contlnuously ted shari’ mTa ficas on the Main Market

of Bursa Malaysia.

3

The following section addre he dleﬁfﬁl capital structure and firm

performance. | 0
-’ b o C‘/
3.2 Empmc@v Cap tructure and Firm Performance

ThlS su %ﬁe’ e ical studies of capital structure and firm
perform ddrc?s st e ect ebt, account payable, current ratio (liquidity),

asset tusnover (efﬁc1ency) grow@ firm size and time effects on firm performance.

C

lly performance is measured either by market-based or accounting-based
ormance measurements. However, this study only adopts return on equity (ROE)
d return on assets (ROA) as accounting performance measures, following previous

empirical studies (Brooks, 2016), Brealey, Myers & Marcus, 2018), Damodaran, 1997,



Usman & Yakubu, 2019), Dalci, 2018, and (Moussa, 2019). Because the study

focus only on accounting informatives namely return on equity and return @s.
3.2.1 Debt and Firm Performance .i

Debt is deemed as “an important element in a firm’s QEbt-e ity choices. It is
also one of the main drivers of the debate of capital struc h ries". Dalci (2018)

found that financial leverage could have either positiv neg tiWﬁ on firm

performance. Moreover, the existing empirical stud ilised thre rdci debt
measures, i.e., short-term debt, long-term debt, debt 16 he eﬁs‘{t.s of debt
on firm performance. Here is where is the$ rrent@‘y* comes out,
which utilises seven debt proxies, na , lnterest-bea deb@%ios, Islamic debt
ratios, and total Islamic leverage. B%ﬂ Malay\h$ ] Ixi\a'eening methodology,
the total interest-bearing debt i%entio’rila \lls within the criteria of

’s total assets (Securities

equal to or less than 33@%1’ - 3
Commission Malaysia 7 Both itypes of 'de@' are determined by debt to total
4 ¢ &
assets (Chakrabar@kra@, Ahlé& Afza, 2019; and Vieira, 2017).
The revi% erat 's mi@ﬁndings with regard to the effect of debt
¢
on firm performange. Moreoyet, Jst ﬁéh')e studies concluded that the debt would have

N\~
a negati¥e and¥significantdmpact Gn\,\ﬁrm performance (Yazdanfar & Ohman, 2015,

Y—v

Asi oulos et al., 2009, @'war, 2013, and Dawar, 2014), while some studies

rex positive and significant relationships between debt and firm’ performance in

Qi ame study due to adopting different types of performance or debt measurements

heikh & Wang, 2013, Ebaid, 2009, and Abor, 2005).
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Therefore, this study examines the effect of total Islamic leverage, iv-

bearing debt ratios and Islamic debt ratios on the performance of shari’dh- liant

company analysing the direction of the relationship and relating it with As studies.

3.2.2 Account Payable and Firm Performance
It contains trade payables, account payables an Z lial’ilities. It is an

important source of financing, especially, when firms findWg diffidult ss external
Y

@
ial factor in beiét)nance
th% ancin,ng;abbri &

S d@o vendors or
nt le to total assets

financing through credit institutions and hence, it is a
(Frerando & Mulier, 2012). Trade payable is

Klapper, 2009). It is short-term liabiliti

suppliers (Tuovila, 2019). It is measu%a ratio of a

(Yazdanfar & Ohman, 2015). Thi%y seeks\e
0 v,

payable separately on shari ’ah%nt firm’s p drnge and to use it as a control
it 2015 wa

variable. Yazdanfar and O ’S tud’ s‘ggidered the most recent study

of its kind, which addr% ffect ‘9 gfl;}eg m&m performance. They found that
nil \l'ﬁc

account payables @!\/ely a antly é@tt a firm’s performance.
The stu% toi 'coun Payable as control variable for this study. It

L

is a very i % factor, h'zartgg) used as a substitute source for short-term
N\~
t d

financi the” }liabih'&s, because it is free liability, which is payable

=

nt‘\%e impact of account
N

Wit&e months from the d@ft is signed or within the agreed period. Therefore, it

p X the flexibility for the firm managers, which will have an impact on the

G rmance of shari’ah-compliant companies.
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3.2.3 Current Ratio (liquidity) and Firm Performance

Liquidity plays a crucial role in corporate financing (Mishra & Das%\ow).
It is a financial ratio that measures firm’s short-term liquidity (EriotiA 2007). It
measures the financial health of a company and its ability to rWts financial
obligations (Ross et al., 2010). Firms with higher liquidi Wo finance their
operations and business activities utilising internal funds &;1 ’eeking external
funds such as debt, implying that these firms follow the (Eri tiwgm). The
current study measures the liquidity as “the ratio of ¢ t assets to e‘t @jvlt'ies”
(Ahmed & Afza, 2019, Mishra & Dasgupta, ] as% . Da@/‘gzli; 2017,
Haron, 2016; and Dawar, 2014). V 0\

In some cases, high liquidity h

ate inefficienit us cash, which may

>

affect the performance level of the %Brealey\k%O K}his creates a confilict
A N\

of interest between firm manag%ns shareholders, w ‘qeads to the development

D D

of ACT. Therefore, increasi?s VeT ratigjin a SQ s debt-equity structure limits
managers’ control ovel% ealth and re cel t@oblems of free cash flow (Jensen

& Meckling, l976.§0rdir¥ > ed ﬁ.&Afza (2019) revealed that liquidity
positively and significantly i e ﬁrés%aerformance.
SK : (')
n

I
The enf'ratio/is con e{ed@one of control variables of this study. This is
% o
becauseq 1 sure§” rt-te&liability, which is a critical part of liquidity

ma@nt of any firm. Ther&fcg\e', this study aims to examine the current ratio in order
assess

\s effect of the performance of shari’ah-compliant companies.

OE Asset Turnover (efficiency) and Firm Performance
Asset Turnover refers to “a financial ratio that measures the turnover of a firm”.

It is a crucial factor, which may affect firm performance (Brealey et al., 2007). This
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study uses asset turnover ratio as an efficient measure to determine the e}?ﬂf
efficiency in a firm’s asset management on firm performance. Asset tur@io is
positively and significantly associated with the performance of shariah-*jant firms
measured by return on equity as performance indicator (Musse, I\Ra:d Aydeh in
2021). V

Asset turnover is an efficient measure, which exa Ye'as et management

level of a firm. Therefore, this study wants to figure ou effe o‘n\hqdrformance

oy
of shari’ah-compliant companies. é ' _\"}
4
<

3.2.5 Growth and Firm Performance V: 0\ g
Growth is defined as “the meawa in percen ch@gS in sales between

the observation year and the previ%ar (Cha\a& Qﬁa\krabarti, 2019; Dalci,

N

2018; and Moussa, 2019). The% t?ess s tend to be those with
higher growth opportunities%:\%ee a i g costly to rely on debt as a
source of financing. T%« may positi l}'la@ firm performance as companies

are able to increasg™their turnl) \Wblch re in a higher profit. It also aims to

improve sales tugnovety cash=lo d pr enerating ability (Asimakopoulos et al.,

N\~
significant ect f Form e (Abor, 2005; Asimakopoulos et al., 2009;

¢
2009). The g%y of] earlie st!difj:%edicted that growth would positively and

Ke%2012; Sheikh & \@;’2013; Salim & Yadav, 2012; Jiahui, 2015; and

& Nguyen, 2015), while others suggested that growth had a nonlinear

6 ionship with a firm’s performance (Dawar, 2014).
The existing literature adopted growth as control variable in debt-equity

structure of firm, which highlights its crucial role in measuring the effect of debt on the
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performance of a firm and hence, the study includes the growth variable in it?Gf

control variables. ! %\

3.2.6 Firm Size and Firm Performance
Firm size is known to affect leverage (Haron, 20 lq i S size is also a
significant factor that influences the cost of borrowing an Wﬂ' have an impact

on a firm’s performance (Stulz & Johnson, 1985). The 1 firm a:e\w.éstablished

btain lar Ju@;ebt

il % ost Q{&'rrowing,
o

and with more diversified business activities and the

at low interest rate (Ferri & Jones, 1979). This i

which enhances the performance of the lar m Grah!im, 0). E@S etal. (2007)

concluded that the “large firms ex‘% s@%r firms,” while

Serrasqueiro and Roga™o (2009) m@jned t}%ngw' tangible assets will

face relatively high cost of b% andﬂﬁnd iffi \0 expand their business

activities”. Measurement \ize sﬁujal-ga ithm of total assets (Vieira,
ol

2017; Tarus & Ayabei, Haron, 20 ).l 0’
\;; $ &

the previdus empirical studies have produced

As can be from m
mixed results reﬂdi the i 'ﬁrm eiié’ on firm performance. Nonetheless, most
¢

of these stu 'e;al’ conc¢lude that Jrn(é;% had a positive and significant relationship
N\~
r

with ﬁr% angt ﬁOOSj&tzdanfar & Ohman, 2015; Asimakopoulos et al.,

200 eikh & Wang, 2011@(&/%, 2014), and (Nguyen & Nguyen, 2015). This is

[}

inline ' with the assumptions of STOT, while on the other hand, Abu-Tapanjeh (2006)

& d that firm size had a negative relationship with firm performance but this negative

elationship is inconsistent with the POT assumption.



There is a clear indication that the firm size plays a significant role in S
browning ability and its status in capital market. Therefore, this study aim%\e the
size in its list of control variables in order to measure the effect of Isl&verage of
the performance of shari’ah-compliant companies in Malaysia. T

The following section addresses the gap in the literatur Meneﬁt of future

X

researchers, based on analysing the existing studies of ca ctute and shari’ah-

compliant Malaysian firms. ‘\d‘

N
3.2.7 The Gap in the Literature and Futur s 4 \‘/T

Capital structure is a major field in orate ﬁﬂil

field with both theoretical and empiri&m since Modi

1958. However, the puzzle of ca tructure\tiw

ian' Miller’s work in
@Ered. This is mainly
N

because, based on the existing , it seem; plossl?%- o draw a fair conclusion

S
and come out with a singl? al T al s ctu@ory that can clearly explain
1

debt-equity choices ( ). l 0’
2 ¢ &
On the 0%1, t@ empga«l’ studies have ended up with mixed
results with r% o t of (S%ﬁtal structure and firm performance

¢ J C,)
(Asimakop et al., 2009). h;s is because, the existing empirical studies have
N\~
rse

adopted% ¢ ?etho ogies and various leverage and performance
me ents, leaving the de@f capital structure choices a subject for future studies

% Ibrahim, Nor & Ibrahim, 2012).
Q Despite the growing body of capital structure and firm performance knowledge,
mited papers have been done in the specific context of capital structure and shari’ah-

compliant companies in Malaysia (Sadeghi, 2008), (Thabet & Hanefah, 2014, Yildirim
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et all., 2017, and Ramli & Haron, 2017). Moreover, these studies applied the cw
standard of debt as reported in Datastream and Bloomberg databases, %\Jse a
combined debt data without defining/separating the proportion of Is ebt from
interest-bearing debt (Ramli, 2018). This is because these global@ses do not
follow shari’ah-screening methodology in producing Islamic lgyerage data and instead
reported both interest-bearing debt and Islamic debt unde %t:gTy, namely debt
(long- and short-term). Applying this combined debt data lea twgsults and

produce inaccurate and misleading outcomes, this is se the/rati l‘o@es of

Islamic leverage is not equal in size meanin e Q y en@' sizeable
e te'pro

proportion over the other one, which may (kXce iaccura Its.

To shed more light, on the sub\%e 3.2 prov a s@ary of the capital
structure studies and shari’ah-compli Mal@;n%s etérmine the gap in the
literature and identify the limit% the s’c‘udie u 6

N

/t%/
Rt
£ (//l/



Table 3.2 summaries the empirical literature review: purposes of study, sample sizes,

iables, data sources and the literature gap

N,
S. . . " Data Study limitation and
No Year Purpose Sample size Variables ‘) sources the literature gap
Dependent Variable
(DV): Return on e@
To examine the (ROE), Return on assets It is sector-base and
impact of capital 36 listed (ROA) and 1t Bursa . .
. . . without giving
1 2017 | structure on construction firms | Margin. I Malaysia . .
. R . . : particular attention to
construction firms in Malaysia Independen 1able websites .
. I o the shari’ah firms.
performance (IV): Tot bt tojtota | S
assets otal ‘gle t ?"}
total Equity. S
: ‘(
? i Vl Yes, the sample size is
To investigate the Mgl T.a Bursa large, but its focus is
factors affecting the | 239 Malaysian ) . on the determinants of
. . (LGrowt Malaysia and .
2 2017 | capital structure of | shari’ah- capital structure of
. ank . IMF and ., .
the shari’ah- approved firmg? ) shari’ah firms, which
\ Co ariable (CV): | DataStream | . . .
approved firms. Growth is not in line with the
nd ¢0®m1c Crisis current study.
1 debt to total It studies debt
& asse V Profitability, Bursa determinant of
To investigate debt \ a@fblhty, size, Malavsia shari’ah-approved
determinants of ns1 e wth, Bankruptcy and Y firms, which is not in
3 2017 | shari’ah-approved isk, Non-debt tax o\ line with the current
a ove;d Securities , .
firms in Bursa sh1e1d Industry . study’s objectives. It
. Commission .
Malaysia. A c.) concentration. CV: Malavsia applies the
N Inflation, GDP and ysia. consistently reported
Economic crisis. shari’ah firms and

g
N3
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A
"

X
>

employs common
standard debt.

To examine the
relationship

DV: ROE, ROA a
Gross Margm (

It is based on one

. 12 listed Bursa sector and without
between capital . . Short-term . .. .
2015 Malaysian oil and Malaysia giving particular
structure and . assets, Lo : ;
gas companies. websites attention to the
corporate to total assets ota N shari’ah firms
performance debt to sset .S )
T It is based on two
To examine the 46 Malaysian t t categones, namely, .
. . . Bursa family and non-family
influence of capital | family firms and -term- . .
2015 . @j Malaysia and | firms and without
structure on 46 non-family d . .
rofitability firms q wth DataStream giving particular
P ' attention to the
i shari’ah firms.
N \A Yes, the sample size is
To investicate the ? \% § Tangibility, large, but it focuses on
relationshig 263 Mal% -assets, Bursa the determinants of
2014 P shari’ 1quidity, Risk, Size, Malaysia and | capital structure of
between leverage i :‘%‘ ) . )
. . com tfi Age, Tax, Zakat and DataStream | shari’ah firms, which
and its determinates . ) . .
p | Q_gunershlp is not in line with the
- ) I - d current study.
To Investigate the ) :t P { 7 Q\ V: Return on equity. Bursa Yes, the sample is
2013 effect of leverage on\%ﬁ Mala¥sian \‘/Z' IV: Total liabilities to Malavsia and large and inclusive of
Malaysian listed \N\listed firms \C‘? total assets. CV: Growth Datag tream all non-financial

firms ‘value and

and potential risk

sectors and it is also in

S
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A

X
>

line with the current
study, but it fails to
give particular
attention to the listed
shari’ah firms.

To Investigate the
relationship

3

DV: Return on eg(.y,

return on ass inF

Q and earni er W

IV: Long-term'de Pa}‘gStream
t, t

Yes, the sample is
large and inclusive of
all non-financial
sectors and it is also in

8 2012 between capital 2.37 Malays1ag line with the current
structure and firm listed companies g-te , A
| S study, but it fails to
performance short-t , tota Al . .
debt, growth and sizel _{r give particular
’ % N TN attention to the listed
o N .X\T shari’ah firms.
“~
gl ;56 t;ln 6 lsl?e@t@\lv. Yes, it is in line with
To investigate the 58 Malaysian CLshort-¥ 3 e o Bursa the current study, but it
impact of capital firms of Sy & . focuses on two sectors
9 2012 rm debt‘an al debt | Malaysia . .
structure on firm consumer and to Total BecetealV- size without paying
performance industrial sectab. T howsales .row tl’1 particular attention to
Y ’ gn df iy & the shari’ah firms.
) B’( Total debt, Short- It focuses on the
To investigates the 22 G&?ﬁnen& e P t and Long- determinants of capital
10 : Linked and term-debt. structure of
2011 | cross-sectional : DataStream

variation in leverage

4

I

sia

eturn on assets,
Growth and Cash Flow

s /n‘ 7| IV Size, Tangibility,

p).'v,.

shari’ahfirms, which
is not in line with the
current study.

A\
&
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The table highlights some shortcomings of the selected papers on capital
structure studies in Malaysia. The shortcomings are summarised in four cat g
First, the reported studies are mainly sector- or category-based i.e., con@n and
family and non-family companies, which implies that the sample size*& smaller.

Second, the selected studies used mixed companies, namely, shari’ah Qd non-shari’ah

apies. Third, the

companies applying the listed securities on Bursa Malaysia wi;E(Wcifying whether

they are shari’ah status companies or non-shari’ah-st comp

selected studies applied combined debt data as rep in M without
"X

separating Islamic debt data from interest-bearing according tl*: @ctive

shari’ah-screening methodology. Finally, th isting % no@&ress the

optimal level of Islamic leverage for the listed s/ i’ahﬁom 1es oo&ain Market

of Bursa Malaysia. O<<

Having said that, this study %ﬂses the \hht_rg'&te g@tems. It examines the

N
impact of interest-bearing deb% and Islam deb@s on firm performance
employing separated data a%ge ll: er liste@am‘ ‘ah-compliant companies
i ti

in Malaysia as a sampl% brytth'e @ml debt level of Islamic leverage

4 ¢ &
of continuously list ari’ah r \ﬁ.ies on éﬂain Market of Bursa Malaysia.
ﬁ R
N, Y
3.2.8 Hy t@ Development {n(t’-l;?eoretical Research Framework
% N
i8S

gates

% ye n e im@ of interest-bearing debt ratios and Islamic debt

ratim&he performance of ¢ uously listed shari’ah-compliant firms on the Main
o

Xof Bursa Malaysia. As it was discussed earlier, there are five modern capital

tricture theories i.e., Static Trade-Off Theory, Pecking Order Theory, Agency Cost

heory, Signalling Theory, and Market-timing Theory, which are in attempt to explain

the relationship between debt financing and firm performance. However, this study
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mainly emphasis the Trade-Off Theory as major adopted capital structure theory for the
current study assuming that the shari’ah-compliant firms will be attractedw
incentive due to applying Islamic leverage financing being part of their cap% cture
portfolio. Therefore, the study applies the Trade-Off Theory as base iff&oping the

study hypotheses and the theoretical research framework the study. q

3.2.8.1. Hypotheses Development z '

The study has fomaluated eight research hypotheses, wh re ligte

3.2.8.1.1 Debt and Firm Performance
Debt is deemed as “an important ew; a
also one of the main drivers of the dewa i

literature reveals mixed findings Wi%ar

Moreover, most of the studie%ded ﬁ'nat t debt((/ ld have a negative and

significant impact on firm or nce[ zdanfar & an, 2015, Asimakopoulos et
01

S

4 wflilﬁ@me studies reported positive and
' g &)

negative relationshi etwee \n ﬁrméakformance in the same study due to

adopting different types of 'ce ré}}%ft measurements (Sheikh & Wang, 2013,

Ebaid, 2009: ib éd rme TOT theory which suggests that the firms
t

al., 2009, Kebewar, 2 awar,

o

o
Q
=
o
S
D

N\
anciﬂ’gﬁy? tax “benefits by paying interest payments. they seek a

alzﬂAwel, where they can @fnise the tax-shield and avoid bankruptcy which will

pEMy have an impact on the firm’s performance.
6 efore, this study develops the following seven hypotheses:

H1. Total Islamic leverage ratio is positively related to shari’ah-compliant

go withdde

o

companies’ performance.



H2. Total interest-bearing debt ratio is positively related to shari’ah-compliant

companies’ performance Y’

H3. Total Islamic debt ratio is positively related to shari’dh- liant

companies’ performance A

H4. Long-term interest-bearing debt ratio is positively rel&d to shari’ah-
compliant companies’ performance V

HS5. Long-term Islamic debt ratio is positively r z Shclri ‘ah-compliant

companies’ performance .\d
"X
H6. Short-term interest-bearing debt rat@itivel relat #o @z’ ‘ah-
0 4

compliant companies’ performance \:T
H7. Short-term Islamic debt ratio W;Vdp\rela to s@ga;z-compliant
companies’ performance \ > O<<

\ A
A
S
3.2.8.1.2. Account Payable an%Perlﬁrma eqy &
It contains trade bles; ac p abl‘egid other liabilities. It is an
important source of ﬁl%,tspecial , W n'ﬁn@ﬁnd it difficult to access external
4
financing througl;@qstim‘i m ence%~ a crucial factor in firm performance
(Frerando & M% 12). ' of(T}%T might be used here to explain the role
B
of the acco %ble on th f(ﬁn@
oh

N
ingffourt pothu% is formulated:

. Account payable @iﬁvely related to a shari’ah-compliant companies’

p Xance.
6 .1.3. Current Ratio (liquidity) and Firm Performance
Liquidity plays a crucial role in corporate financing (Mishra & Dasgupta, 2019).

It is a financial ratio that measures firm’s short-term liquidity (Eriotis et al., 2007). It

<

Hence, the
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measures the financial health of a company and its ability to repay its financial
obligations (Ross et al., 2010). Firms with higher liquidity tend to ﬁnanw
operations and business activities utilising internal funds rather than seel% ernal
funds such as debt, implying that these firms follow the POT (Eriotis @&007). The
current study measures the liquidity as “the ratio of current assets to¥e~nt liabilities”

hNDasouqi; 2017,

late’ the following

\Y.

H9. Current ratio is positively related to i’ah-compli nt' c@mes
4'

performance. Y. \,
3.2.8.1.4. Asset Turnover (efficien )%7

IlC‘KO
NS /3
ffegt frm p fonna)oe (Brealey et al., 2007).
9 Q—

This study uses asset turnove s an effiei mea\sﬁftf to determine the effect of

efficiency in a firm’s tset Qnagem#ﬁ 0 nim § rmance. Therefore, this study
g (J

(Ahmed & Afza, 2019, Mishra & Dasgupta, 2019; Khasaw

Haron, 2016; and Dawar, 2014). Therefore, this stud

hypothesis:

It is a crucial factor, whic

develops the followmg h

H10. Ass& @ely r@ to a shari’ah-compliant companies’

O
performance. ‘ : ¢ C—)
@b
P4
3.2.8. wth and irm Pe fE’mance
Growth is defined as ‘% measurement in percentage change in sales between
servation year and the previous year (Chakrabarti & Chakrabarti, 2019; Dalci,
018 and Moussa, 2019). The growth may positively affect firm performance as

companies are able to increase their turnover, which results in a higher profit. It also
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aims to improve sales turnover, cash flow and profit-generating ability (Asimakopoulos

et al., 2009). As a base of Trade-Off Theory, this study formulates the fow

hypotheses: %\
performance. ?

3.2.8.1.6. Firm Size and Firm Performance z '
Firm size is known to affect leverage (Haron,%2016). SM is also a
®

significant factor that influences the cost of borrowin

thus, it wi aie &%pact

on a firm’s performance (Stulz & Johnson, 19 large fi we@' tablished
and with more diversified business activiti 1 larg@aounts of debt
at low interest rate (Ferri & Jones, 197@1 i ce @ost of borrowing,
which enhances the performance 0 ; )@7@)
In line of Trade-Off Theory, the \oped

performance.

Table 3.3 summari e hst ped h eses of this study containing eight

&

™ Hypotheses

hypotheses. O
Il‘ 3 U eses of the study
7t <

tal Islamic leverage\C%ﬁo is positively related to shari’ah-compliant companies’

erformance

Total interest-bearing debt ratio is positively related to shari’ah-compliant companies’

performance
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H3 | Total Islamic debt ratio is positively related to shari’ah-compliant companies’
performance Y'
H4 | Long-term interest-bearing debt ratio is positively related t%x ‘ah-compliant
companies’ performance A
H5 | Long-term Islamic debt ratio is positively related to shari %-compliant companies’
performance V
H6 | Short-term interest-bearing debt ratio is positl late'i to shari’ah-compliant
companies’ performance ' .
Q. \3'
H7 | Short-term Islamic debt ratio is positivel d to :ivar" -Jon_iﬁ'lhnt companies’
performance 4 \‘/z~
‘\\ e
H8 | Account payable is positively rela harﬁih-co pliant-éﬁpanies’ performance
N &
H9 | Current ratio is positively relat ari’ah-c iantpanies’ performance
Ps :i g =\
H10 | Asset turnover is positivel u)d to a shdri dhscomphiant companies’ performance
f =,
H11 | Firm growth is positiv. ated tWﬁ‘—co@'[ant companies’ performance
AN
HI12

levera

The s d\ late ]PWi eoretical framework, which is presented
‘i‘n ‘2.5
in Figure 3 Qt ingart measuses the re.gg;onship between independent variables/Islamic
%Jres arfl @Z

nt variables namely return on equity and return on assets

N
in Ace with the assu s of Trade-Off Theory. It is highly crucial for this

sm\? adopt a separated debt data in order to measure the effect of both types of

Oamlc leverage i.e., interest-bearing debt and Islamic debt in order to achieve the listed

objectives of the current study. The figure also presents the association between the

control variables and the dependent variables, which include account payable, current
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ratio, asset turnover, growth and firm size. As the reviewed literature indicate the
selected list of control variables are highly crucial in determining the effect of ?!h
the performance of firm. %\

As the figure suggests the study applies cross sectional data years of
shari’ah-compliant companies’ historical data in order to determWe effect of
interest-bearing debt ratios before and after the adoption of fi Mﬁo benchmarks
in 2013 and Islamic debt ratios on the performance of sh &):n;lliant companies
and to investigate the optimal debt level of Islamic le e. Ife anel data

o g
analysis and threshold regression model in respect to out the e te'd f@lgs.
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. Interest—bearing Debt

Ratios
e [slamic debt Ratios

e Total Islamic
Leverage

The Underlaying Theory: Trade-Off Theory 4

Control Variables:

e Account, trade
payables and others
Liquidity Measure
e  Current ratio
Efficiency Measure
e  Asset turnover ratio
Other Firm Characteristics
e Firm growth
e Firm size
Time Dummy
e Before-after 2013
dummy
e  Year dummy

+ i - .. !
Dependent __________ Variables | Dat ,t?\ i Descriptive
[Performance ___ Measures: |J T e Analysis
Accounting-based  performance \\b? : oo '_'Ii
measurements (ROE and ROA) '~> ey . Threshold !
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A\O ' Model
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3.2.9 Conclusion YV
The first section of this chapter discusses the development of ¢ %’ucture
s nah

theories. It particularly emppasises the modern capital structure theorie ly Trade-

Off Theory, Pecking Order Theory, Agency Cost Theory, Si nalliz Theory, and

Market-timing Theory concluding Trade-Off Theory being aTase of the current
study. Section two analyses the empirical studies % strllcture and firm
performance, while it identifies the research gap and future'studies. Finally, it presents
| | &
the hypotheses development and the theoretical r h framework. -\
4
\ A
&
, % o )

S
\, N

—

X,

89



	CHAPTER 3 LITERATURE REVIEW
	3.1.1 Irrelevance Theory (MM Theorem)
	3.1.2 Debt and Taxes (MM Trade-off Theory/MMTOT)
	3.1.4 Pecking Order Theory (POT)
	3.1.5  Agency Cost Theory (ACT)
	3.1.6 Signaling Theory (ST)
	3.1.7 Market Timing Theory (MTT)
	3.2 Empirical Review: Studies of Capital Structure and Firm Performance
	3.2.1 Debt and Firm Performance
	3.2.2 Account Payable and Firm Performance
	3.2.3 Current Ratio (liquidity) and Firm Performance
	3.2.4 Asset Turnover (efficiency) and Firm Performance
	3.2.5 Growth and Firm Performance
	3.2.6 Firm Size and Firm Performance
	3.2.7 The Gap in the Literature and Future Studies
	3.2.8 Hypotheses Development and Theoretical Research Framework
	The study has fomaluated eight research hypotheses, which are listed below.
	3.2.8.1.1 Debt and Firm Performance
	3.2.8.1.2. Account Payable and Firm Performance
	3.2.8.1.3. Current Ratio (liquidity) and Firm Performance
	3.2.8.1.4. Asset Turnover (efficiency) and Firm Performance
	3.2.8.1.5. Growth and Firm Performance
	3.2.8.1.6. Firm Size and Firm Performance



