CHAPTER 2 Y-

LITERATURE REVIEW, RESEARCH FRAMEWORK, AND HYP@SES
DEVELOPMENT

2.1 Introduction
This chapter reviews the literature and discusses the restramework and
hypotheses development related to sustainable growth R). ;There are three
issues to consider, firstly (1), the existence of target capitalstructuge z!hd{a#t dividend
L ]

policy; secondly (2), the factors that influence SGR al P; the effect qu o PP,
shyr

and, thirdly (3), threshold analysis. This chapter% evieWi SGR'fodel and
T

7

the importance of ascertaining SGR for firms. T e factors«that influence

SGR and SPP, which are capital strucr\%end polic ﬁta@y, and company’s
efficiency. This chapter then discus@? imp%@%v' e eening methodology
to be listed as a Shariah-cor;@firm.ﬂ The =resear \potheses and research
framework are developed at thhﬁ of thesdiscussion, f@wed by the conclusion of the
chapter. %Y. Lj ! §

s
2.2 Sustainabl@h l ( )

l
The terr‘%\was eeh u 16 re(iﬁf)o the maximum growth rate at which a firm

can exp &aﬂes 9; rb\./e}es an@intain its capital structure (Higgins, 1997). The
4

SGR isSe s a factor that is sg_c)xggy related to firm performance and which plays an

\
i Nnt role in addressing the aim of SGR—maximising growth rate in sales without

easing firm debt or issuing new equity. The following analysis discusses the
Qﬂ‘inition of SGR based on previous research.




According to Platt et al. (1995) defined SGR as the rate at which a company’s sales
and assets can grow if the company sells no new equity and wishes to mair&&;apital
structure. Moreover, SGR has also been defined as the maximum annual a(@increase in
total assets that can be supported by internally generated equity, (;§ (Vasiliou &
Karkazis, 2002). Olson (2005) described SGR as the growth a fiq:ge;:hieve given its
financial and operating constraints, while Ashta (2008) defi e@ as the rate of growth
that allows the company to grow without having too r too t e idle cash (Ashta,

2008). Based on Lockwood and Prombutr (201@2 is calcula ‘as Ehggéarnmgs

retention ratio times the return on equity, and is a more for d-1 oklng?mdlcator that

investors might use to form expectations. é\‘?

Fonseka et al. (2012) stated that S@ maxi 0\ asieg‘growth rate of a firm
that can be achieved in accordance™ with thﬂ 1, tional, and managerial
conditions, and policies. SGR |s%><|mﬂm rage .at \A@m\a firm can grow without

&
altering its financial structure }hn, ann n:é McGee (2015) stated that SGR

is the rate of increase in rw eqult}‘l. vj y{th‘grm s target debt to equity, dividend

payout, profit marg@tota“as salt%ahos Hafid (2016) defined SGR as the

maximum annual Ns ng pe

obligations, a@?end ayout
b u}a

growth ra compa n aa§\ ve in line with its target capital structure, target
N
divide y, profitability, anbi'agset efficiency.

in @ES achieved based on the target operations,

tio ﬁ;berefore SGR can be defined as the maximum

2.1 shows the summary of definitions of SGR by previous researchers and the

uth
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Table 2.1: Definitions of SGR by Previous Researchers

No. Author Definition ut%r’s
e ion

1. Higgins The maximum rate at which a firm can expand :

(2977) its sales or revenues without decreasing i
financial resources.

2. Platt et al.,, The growth rate at which a company’s sa
(1995) and assets can grow if the company

new equity and wishes to maintain i

structure.

3. Vasiliou and The maximum annual rate of inc
Karkazis assets that can be support internal aximum
(2002) generated equity capital. rowth rate

:
4. Olson (2005) Growth the firm can %ﬁe giv’n 5 | Sibﬁt.%e
financial and operating aints. pany
5. Ashta (2008) The growth rate which allows the company'to  can achieve
grow without havingthch‘w\t ittle _~Consistent

idle cash. o with the

In totdl SGR is the

6. Lockwood & The earnings reténtiofmyrati target
Prombutr on equity, is or capital
(2010) that investors mi structure,

7. (Fonseka, The maxirrﬁmﬁzasible /f a firm target
Ramos, & andwhic achieved if accordance with dividend
Tian, 2012)  their fi@, operational ar@*nanagerial policy,

[ d poli A profitability,
‘vhi;?irm can grow and

' gﬂqng tructure. company

jn'g&fegﬁ Jn,the’return on equity  efficiency.

\m.Q rgets @”debt to equity ratio,

McGee
(2015) &l\@vider{d payout rat@,r profit margins, and

otahassets sale)s.@,tlos.1

e maximum g&;nwal increasing percentage

thel sales, achieved based on target
ion, ation, and dividend payout

8. Hamelin
(2013)
9. Channon,

Source: Author (2018)

1 Channonl and McGee (2015) stated that the meaning is an alternative to define the growth rate in terms of
rate of return on sales by Higgins (1977).
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According to Srinivasa (2011), the combination of operating and financial elements
is of great importance in determining the SGR because it can increase firm vaj@)r'eover,
a review by Phillips, Anderson and Volker (2010) found that one of the fi %I dynamics
that influence firm growth is a firm’s capital structure, while earnings growth is a key
valuation model of a company. Table 2.2 shows the similaritiessamong the SGR models
based on the research by Zantout (1990). Kisors (1964) st ted?ﬁhe effect of SGR can
be measured based on earnings per share, while Le nd C I!ton ated that the

measurement is based on total assets. Moreover, Higgins (1977), an rlcta:)aga Arlow
sales.

(1980) stated that the effect of SGR can be seen by

T
Table 2.2: Slmllarl g S eIs

Author SGR Model '

Nu Eﬁeéts of Author
X&%d Different  Discussion
“.. Business

QQV

>

% ariables
Kisor g* = (1-d)(ROE) A}Aodﬂﬂf Earnings Based on

(1964) %\ per share Zantout

g* = Sustainable” growt I (1990), all
earnmgs p% ‘-r} 0’ four (models
d = target dividend t C/&/ 1,2, 3, and

= r%mg

L

ROE f retur uity 4) are
Lerner and g* = (I‘d“l-T +(R=f) (D /E@ Model 2* Assets versions of
Carleton L) the same

(1966) g’%stai able quth ‘ate of model. He
et \(;J proves that at
= earningsfretentionratio the end of the

A 352, g _

tax rate calculation of
N s = before interest @@d'taxes rate of all the
\ return on assets models, the
r = interest rate on borrowed funds formula of
% D = total liabilities SGR is
E = Shareholders’ equity retention
ns g* = [m(1-d) (1+D/E)] / [(TA/S) — Model 3* Sales ratio
7) m(1—d)(1+D/E)] multiplied by
return on




g* = sustainable growth in sales equity.

m = profit margin on new and re,
existing sales after taxes theiformula
d = target dividend payout ratio GRin

D/E = target total debt to equity cﬂ?s paper is
ratio * OE xRR

TA/S = ratio of total assets to net using

sales on new and existing sales v Higgins
Ulrich and g* = m(S/TA)(1-d)[1+(D/E)] Model 4* s% assumptions.
Arlow
(1980) g* = sustainable growth rate Y'

m = profit margin on sales

S/TA = total asset turnover
(1-d) = retention ratio l .

D/E = debt to equity ratio \ 9,

*

—9

*

*

*

* % %

*

i QOO
= * % %
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Notes: J | _('3
* The details similarities among SGR models based on Zanto 990) st?e as below:
New Assets = New Financing \,‘r
New Assets = New Debt + New Equity \ T
New Assets = NI (1 — d) (D/E) + NI (1 —d) z é\
New Assets = NI (1 — d) (1 + D/E) \/ W
(AS) (TA/S) = NI (1 — d) (1 + D/E) C) &
AS/S = (NITA) (1 —d) (1 + D/E) \ O
g* = (NI/S) (SITA) (1 -d) (1 + D/ Model 4
J = (NITA) (L - d) (1 + D/E) Ea) NN {\
g* = (1 —d) (NI/TA) (TA/E) o c}
g =(1-d) (NI/E) Aj u Q}- »
g* = Retention Ratio x Ret@ quity A Model 1
From Model 4, the similarities as be %\
(NI/S) (SITA) Ig_ dg (1 D/E) ( 0
1-d)y(1+D/ )
(1-d) (1 +D/E)[( /Tif‘v
INT)
) + (DIEYEBIT — INT/TA) ]
T/T /E) (EBIT/TA - INT/TA) |
BIT/TA% DIE (%V/TA — INT/TA = (INT/TA) (E/D)) ]
/TA + (D/TA) (E/D)) ]}
ﬁ —r.gwA+(E/D)]}
+DIE{R %)» Model 2
imilarities as below T
(1-d) (1+D/E) 1/ [ ( Y— m(1-d) (1+D/E) ]
1/S) (1-d) (1+D/E) 1/ T (TAJS) — (NI/S) (1-d) (1+D/E) ]
I (1-d) (TA/E) ]/ [ (TA—NI (1-d) (TA+D/E) ]
VE) (1—d)]/[1-(NI/E) (1-d)]
VE)(L1—-d)]/[E-NI(1-d)]
I (1 —d) ]/ Beginning of Year Stockholders’ Equity ]
etention Ratio x Return on Equity Model 1

Source: Author (2018)
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Based on Zantout (1990), all four models (Models 1, 2, 3, and 4) are versions of the
same base model. He proved that at the end of the calculation of all the mode Wmula
for SGR is the retention ratio (RR) multiplied by return on equity (RO us studies
used the Higgins model to calculate SGR (Amouzesh et al., 2011; Ca %ono & Rahmi
Utami, 2016; Chen, Gupta, Lee, & Lee, 2013; Escalante, Turveyw%yfzow Fonseka,

Ramos, & Tian, 2012; Hafid, 2016; Molly, Laveren, & Jorisse 1) Based on Fonseka

etal. (2012), when used as a continuous and dichotomo s model SGR
is affected by variations in financial characterlstlcs Therefore, the formul fo’rciER in this
A
paper is ROE x RR using the Higgins model, as shown,in Flgyre 1 X
)
‘\\ e
Sustainable
growth rate
|
| |
Return on Retention
Equity Ratio
| |
Asset Profitability Financial Dividend
Utilization Rate Utilization Rate

/\v \y Source: Higgins (1977)
%\ Fi ﬁ 1 CSI;R Framework
7, l) s“
VS

& &’
N

21



2.2.1 Higgins Model

According to Higgins (1977), sustainable growth in a business {Rt IS the

maximum platform or benchmark for a company to grow its revenue W'Srgﬁbeducing its

financial resources. The combination of a company’s operating elemqets ?i.e. profit margin
and asset efficiency) and financial elements (i.e. capital structure&dr; ntion ratio) into a
single measurement becomes a very valuable financial perf m@easurement for every

In order to demonstrate the interdependencies een growth a inaa‘m policy,
A

company.

the increase in annual sales must have adequate sup fromﬁn ua our(‘s-of corporate
N
e eq;SEB the addition to

capital. To calculate the firm’s SGR, the add'io% ss

liabilities and owners’ equity. In other \n@ new a ust éﬁnanced by new debt

or through an increase in equity via r@sed ear ?er }{&e 2.2). Figure 2.2 below

N,

shows the changes in part of the y b8lanc et,(g/iﬁch are assets, liability, and

equity due to the increase in %/er r . The fig escribes the value of the new
rt

assets that are necessary % the"i cre Lnb 42& and new uses of cash that require
new sources of financi iggins, \*) %L’
&

\ ’ :' C.)O
Aé'{:) !)?@SJ
S
N
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Assets Liabilities &

Sales Equ|ty
(RM)
At the
beginning
of year
—
—

N
=

P4 \A Retained

> TiV profits
New uses of cash

The value of new assets require new sources
necessary to support the
increased sales

(‘) N :\_\ )'<\Source: Higgins (1977)
\
ies bétwee

Figure 2.2: The Interdep W ow d Financial Policy

\ AQ’
1 S
The SGR by Higgin%;in thi} ud s;.a[tg;b'd by ignoring inflation and focusing
on a company that wa increa‘se\s\at a rapid’rate while at the same time maintaining

&

a target payout ra l&gmﬂ apita yre (\ﬁg@out issuing new equity. This study is based
@
% _ ’

on rational expeéetations, VI\;?S me t the company maintains its target payout ratio
and capi ture J; it op%é\ing performance (profitability and company’s

)
efficie% \('7
‘%decomposition of the SGR model by calculating the return on equity multiplied

the'retention ratio (Zantout, 1990) based on the Higgins model is as shown below.

e



AS/S = p(l—d)(L+L)

t—p(l-d)(L+L)
(NI/S) (1 —d) (1 + D/E) ? '
(TAJS) — (NI/S) (1 —d) (1 + DIE)

= (NI) (1 — d) (TA/E) 4
(TA) — (NI) (1 —d) (TAJE) m=h_
= (NI/E) (1 - d)

1— (NI/E) (1—d) Y'
(ND (L) “V
E— (NI) (1—d)

(N) (1-d)
Beginning of

ROE x (1-d)

ROE x RR N
545
L 4
Where, \ N
L
p = the profit margin on new and em@&s tat

d = the target dividend payout ratio [ d)t eref th&g%et retention ratio],

L = the target total debt to e h) h

t = the ratio of total assets eEales Mn ing sales,
\

S = sales at the begi ng f the year, a |§
:

h

As = mcreaselnslesd ng
= Net Inco ' \{0%
1 O

D= Total ’ C‘J

| 37 ¢
E:T |ty,a <D

% o

T

tal Assets, >4
S

Return on equity, and

QEE Retention Ratio.
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Therefore, the percentage change in sales can also be derived from the SGR as the

maximum growth rate in sales within a target capital structure and divideﬂ\giic , net

profit margin, and asset to sales. :")
2.2.2 The Importance of SGR \3

SGR has to be evaluated with specific measurement ofvﬂmpany’s performance.
This measurement can be explained by determining th@at ct the firm’s SGR

(&
to help stakeholders (either internal or external management'or c;:t}yr rna}iézrhe right
? %)

decisions. According to Vasiliou and Karkazis (20 GR ispo on appl{%a le for firms

\Jw N
but can also be used for banks. They stated that banks mu the um annual rate

to increase total assets that can be supp@em g erate(%gquity capital. Ulrich
and Arlow (1980) stated that a firm t;t IS pr fit:-h‘lwwgr vf\{hg IS not without potential

financial problems. However the cialhpro S c@ reduced when sufficient

&
analysis and planning takes place\.Nanai oul@nsider alternatives and plan for
e susta

the effect of growth thro%{se of t ihak@growth rate rather than responding
’ &
to it. N NN %(./
Focusing on Q@he r 'SGRé:?fguide the growth strategies of financially
@
distressed fir %ms %te g{o \@_guce their leverage. The SGR formula tells firms
with accesw ncial ngdz wh@\er they will need to raise new funds to achieve a
g =
sales g\ vel in excess of ths&"o‘GR (Platt, 1995). Moreover, Harkleroad (1993) stated

hqéprovides an analytical framework to help identify which elements of a firm’s

t
operating and financial structures management should focus on to improve the financial

performance. It also enables analysts to compare performance over time to quickly identify

25



the key elements of a competitor’s strategy so they can focus their efforts on identifying

the competitor’s strengths and weaknesses. SGR is also an imperative t%ﬂ helping

managers make major corporate financial decisions (Babcock, 1970). ﬁr%wmar and
|

Verma (2018) mentioned that SGR can be useful to managers in balancing their operational
and financial strategies. It has been cited as a practically applicable coneept in the modern
financial management context, which can be used as a str teaning and controlling
tool of a firm (Fonseka, 2012). '

Johnson and Soenen (2003) stated that a com@trategl pla n’g rtls;grdhng its
limitations and policy constraints (referring to levera d diyidend ayou@ can help the

company to sustain its growth. Mamilla (20 9) h alsg\ d thiﬁ tainable growth

rates are needed for companies to succe@mpetl rId.&R will help investors
and analysts find the maximum p053| e rate at i g@sets can be used to grow
\ . .
maﬁh

i-:_

the firm. She also stated that it ca ger f cial planning effectively by

mapping SGR with financia I| S. agers ar&g estors will begin to measure

whether the future grovvtr% of tﬁ]_ co }ﬂ Qasmle and can provide insight into

the levers of corpor&ig‘/vth a\et al. ) state that important factors shaping
&
include “a~firm; su@nable growth and level of risk facing a

(.)

kkﬁgzprocess and investment guidance are influenced

financial 1nf0rmaf

company. Int , the

by financi 0 atlon Dj \h
g

I a on, sustainable grB\(:t?h represents a comprehensive summary measurement

th%es the bank’s ability to manage the composition, credit quality, and pricing of its

Qand liabilities, as well as the bank’s degree of operating and financial leverage (Olson

& Pagano, 2005). The authors also mentioned that a bank’s SGR serves as a useful measure
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of the operating and financial factors that affect the bank’s market value due to its influence
on the level and riskiness of the bank’s cash flows. It also enables bank n&rs.to set
consistent internal targets for the bank’s operations, capital structure, and d policies.
The SGR helps explain why it is necessary to keep a proper balanc $ firm growth

and profitability, and it is also a useful tool for a banker to determine the creditworthiness

of a firm (Fonseka, 2012). Therefore, the concept of SGR gan wful not only for firms

but also for banks. .\d

Higgins (1977) also mentioned that the SGR m is a useful m ()d fg})&éluaﬁng
.
an

alternatives and for ensuring that the internal fin operj.ti g, and ngh strategies
v

adopted are consistent. At the end of the day, the Ean i

Q)

for a firm to manage, guide, control, lan the @ q@qancial strategies in order

\
to improve its financial perform he$ ma rs&@e financing decisions. This
study focuses on the importan%R ’ I (ref§b Table 2.3 for details).

y choigg\of a firm and its

3
—
>
@D

implementation is dependent on firm m SG very important tool



Table 2.3: Summary of the importance of SGR o)

No. Author Focus Outcome Author
N\ Discussion
1.  Babcock (1970) Firm  Imperative in helping managers in taking major cogperate financial decisions.
2. Higgins (1977) The SGR model is a useful method for evaluating.alternatives and for ensuring that
the internal financial, operating, and growth strategies adopted are consistent. The
financiall policy choice of a firm and its |mplementat10n is dependent on firm
management. .
3. Harkleroad Firm  Provides an analytical framework to help 1dent1fy Wthh elements of a firm’s S GRIs a very
(1993) operating and financial structures management are most likely to focus on to important tool
improve its financial performance. ,*, )’ for firms to
4.  Platt (1995) Firm  The results of SGR can guide the,grewth strategtes of flnanC|aIIy distressed firms manag?e, %mde,
and firms attempting to reduce theiF Ieverage ! ctcr)]nt_ro an tp an
5. Vasiliou and Bank Banks must know the maX|mu_m annual rate (SGR)"to increase in total assets that aﬁ'dr 1E)i$1zrr1a(:;glg
Karkazis (2002) can be supported by internally. generated e.quitygoapital. strategies in
6.  Johnson and A company’s strategic platming in handling its“limitations and policy constraints order to
Soenen (2003) (referring to leverage and: d|V|dend payouts) ‘can help the company to sustain its improve the
growth, : .
7. Olsonand Pagano Bank Sustainable growth represents acomprehenswe summary measure that captures the pefrlpoe;rr::;ilce
(2005) bank’s ability to pfanage the composmon credit quality, and pricing of its assets and help
and liabilities, as\well as the: bank’s_degree of operating and financial leverage. managers in
8.  Fonseka (2012) Firm  Practically applieable goricept in themodern financial management context, which financing
can be used &S a.strategic planniag’and controlling tool of a firm. decisions.
9. Arora, Kumarand Firm  Useful to managers in balancmg their operational and financial strategies
Verma (2018)
10. Mamilla (2019) SGR ‘Wll_l help investors and analysts find the maximum possible rate at which

existingsassets can be used to grow the firm. Enable managers to do financial

planning effectively by mapping SGR with financial policies.

28
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2.2.3 Firm Specific Factors of SGR

The SGR of firms has been researched and discussed by Higgins (1977). Aew;

a high SGR is one way for a firm to survive and remain attractive to its investq& ers,

analysts, and researchers. Researchers have developed a number of SGR , which

aim to provide a theoretical basis for factors that influence SGRMins, 1977,

Harkleroad, 1993; Platt, 1995; Vasiliou & Karkazis, 2002; Olson X:, FOOS; Liow,
0

2010; Fonseka, 2012; Hafid, 2016; Eldomiaty, 2017; Arora, Ku V\Ae[v : . Each

e

Yw

model suggests a number of possible factors that could inf@‘GR, ile m‘e K@t}s
within each model are similar. \" \,T

_ i \
There are many factors that influence the SGIEW tera?qre. famo@amework

for SGR developed by Higgins (1977) discussN

capital structure, dividend policy (under I co S E)Qtablllty, and asset
]
efficiency. Based on Hartono and U 016);%}:1&21@(2015), the SGR is

influenced by four factors:(1) profitab tio, f/her irgng}e in the profitability ratio
‘ ! |
increases the generation of internal funds, \QJ&'}PM on achieving growth; (2)

asset turnover ratio, where aﬂ@se 'n|the asse nover ratio causes an increase in

N
the sales generated per %nit, vvh?e“dbc&%‘{e need for additional assets for an
increase in sales an % in’a [

ingreaSe in.the SGR; (3) financial policy, where an

.

increase in total debt prevides additional r<'j rces and increases the SGR; and (4) dividend

policy, wher Mrease in the retention ratio increases the growth of capital and implicitly

the 8(6



2.2.3.1 Capital Structure and SGR
Capital structure was found to influence the SGR of a firm (Escalante et al.,
Fonseka et al., 2012; Higgins, 1977). By taking into consideration the firm’s leV a

SGR performance, the profitability of companies is highly related to how th%nager

or short-term debt, or equity in addition to improving the firm’s growth

This is supported by Johnson and Soenen (2003), who state Y;n]l s strategic
planning in handling essential limitations and constraints of policy%with r pwler %_
and dividend payouts can sustain the company’s growth. @! (197 c’negtfhat

the relaxation of financial constraints is the strategy b an rpo%af%txs in

response to a sustainable growth problem by i 1ncreatn ﬁrm(‘% debtratio c@ reducing

tlone that'the u@llingness of a

in vu%si thé_\?rm may reduce its

investment rather than seek more costly\ I fina

Previous research by Lee taWG) found that 5 Is a significant negative
ng a

its payout ratio. Furthermore, Fazzari et al. (198

firm to reduce dividend may be due to sig

correlation between debt financi d1v f-eéjﬁrm s ability to pay dividends
are higher with lower Ievera sup he findings, the 2SLS, 3SLS, and
GMM methods were us e fhe gt defe‘;mlnatlon of three corporate decisions
and also the interact etvxe should be taken into account in a

simultaneous em ramework. The s@ple of this study was from the annual data of

the US-liste between 1965 and 2012. Management must explicitly consider the
tradec% n more growth and more leverage and less dividends (Higgins, 1977).
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Therefore, managing a company’s financial leverage might be one of the important factors

in sustaining the growth of the company.
Moreover, the concept of SGR by Ashta (2008) is useful for firms that are ﬁ
very fast and for those facing financial distress; by modifying the calculation it mﬁpove
financial analysis and clarity by calculating the firms’ SGR. The author’s ﬁrwg! proved
that the modification of SGR formula was consistent when the calculation™sed opening
assets in the asset turnover ratio. Furthermore, the calculation for | rati') IS opening

total assets divided by opening equity and should use figures of th e tMi.call%/L

. ) N
the modification of the calculation of the asset turnover rat n those ¢ ng Qcﬁ)be

calculated by sales divided by opening total assets rathw diw’& cIoYsL&g.' total

assets as used by Higgins (1977). The modificatioENthe same date is 4::& intuitive

because sales are created based on assets rather th er factorsgwhich @more indirect

AN
and remote (Ashta, 2008). Therefore, both g@}d g i Id a%a specific term in
(7]
the calculation of leverage ratio; and th Eof the t hom@ at the same period.
_ ) ! ] N

Sometimes, a growth rate tzt |s??lgh auses fina stress, and, therefore, the
company will face higher costs, which ma;{ o“té?kruptcy, financial losses, and
declining market share (Fo@ aI.,\@Fazz{rd, t al. (1988) stated that financial

distress arises when a fir%s\iiﬁZcufty gp;'/in&g'e/bt principal and interest obligations,

@

where, in an extrer@'ﬁ firpn lcanbe or‘r@ankrupt. Platt (1995) also mentioned that
ci

4
many firms in fi distress have I‘i_h;ﬁ;d or no access to the debt markets. The
S
relationship n the fundamentals of financial institutions (i.e. cost income ratio,

equit;@ sets, total asset growth, and ratio of loan loss reserve to gross loans) and
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all these variables with a lag of one year had a positive impact on the financial distress

probability in the next year (Zaki, Bah, & Rao, 2011).

Consequently, many financial agreements normally require inclusion of tar, @
equity ratios (Fazzari et al., 1988). Moreover, Kanani et al. (2013) stated that th%o tant
factors in financial information are firm growth and also the risk of the comWGémez-
Bezares, Przychodzen, and Przychodzen (2017) stated that firms “\§ncorporating

sustainability issues into their business operations are better able to aC the'ir resources

towards stronger financial performance and shareholder va cre io.n\md.other

4
companies. In other words, the use of debt is limited as anies might face 'in@al
d
in

en@aance

are influenced by firm growth and risk of the corEa i ord?a(‘ tohave bétier financial

\ _\O
llar‘)'"te%et al. (2009) found

distress or bankruptcy. In this case, the decision-making sa

performance and shareholder wealth. \

A review of the literature regarding t %m%
the relevance of the sustainable growt %ge C mg(@ explaining a farm’s
financial and operating decision TWarc usedi197 @ and 54 livestock farms

during the period of 1995-2001.

%

s te tf; in balanced growth seemed to

/3

be more influenced by as&o uctivity leverage decisions, which were given

N
. . »a 1O .
different emphasis by grﬁﬂ I|\25tdck s diesto differing operational structures and

O
constraints. Chung &'013‘) le) that e is no significant evidence that capital

4
structure policy influences acquisition or ability of failure. They used data from the oil
A AN

industry and%\eé that firms seem to increase their leverage when they face attractive

grovvtw nities. Another reason to increase firm leverage is poor operating

perform that reduces equity value or requires borrowing.

=%
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In addition to that, firms are acquired when they face rapid growth, which can reduce
financial slack. They claimed that firms can survive and operate with persistently %_
leverage without focusing on acquisition including getting potential financing sour
use of internal financing (retained earnings) supports the pecking order theorm&onnor
(2013) indicated that for participating firms, the equity market liberalisation cw depend
on an increase in external finance growth. In order to obtain the finding, this/Study used a
sample of 686 investable firms from 26 emerging market countrie ks fotmd that the
firms did not issue more or less equity capital post liberalisation,"thereby su g that

g
the gains from equity market liberalisation may not ne ry cau dJctjsﬁ?in
financing constraints. Therefore, the achievement of groqi ot neﬁgsvarily

Y*

conditioned by internal or external financing but 1t’cwd on 'ﬁirm’ 1rcu<r/ﬂ\$1ces.

In addition, Wu and Au Yeung (2012) foun growth t suc@ firm’s initial

market-to-book ratio and asset tangibility, c@mca%e ct E)ull;?re leverage ratios.

(]
Growth type is persistent and mainly so the cr e |ons£%corporate fundamental

variables, such as tangible versus Etarw mveilmen style S%rso low growth type firms

are more likely to issue new debt q@ erf.(téﬁnomlc and market conditions

improve, while high grow a@lkel@sue debt and equity. Meanwhile,

the relationship betwee : béhawour is explicitly integrated (Molly,

Laveren, & Jorisse th s S nd that capital structure was not directly
influenced by manN ent but |nd|rectly(_j ugh the realised growth rate. Moreover, the

results indi %\@at next-generation companies grow slower because they have the

go part of their growth rather than risk the loss of family control due to the

tendenc
increasi e of debt. Therefore, the findings demonstrate that the firms are rationally
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seeking and investing financial sources in a manner that is aligned with their types of

growth.

Korteweg (2010) mentioned that the market expects the company to lever u@
to take advantage of leverage. As stated by Park and Jang (2010), debt Ie\n&g IS an
effective way for a firm to improve its performance and enhance free casts. Their
results found that debt leverage had a positive influence on firm performan heir results
also supported the signalling effect theory by Ross (1977). Howeve son'and Nyborg

(2011) stated that they found a negative correlation between gro ance
In relation to this, Shaikh (2010) expressed that Ieveraged exp WZ?J ﬂrq@m
booms. However, in a declining economy, they may even ank ver%?g:‘lrms
are more stable and profitable compared to non-le%w flrmﬂdu ec& ic booms

but during recessions, are more risk-prone and Im table tha n- Ie\@ged firms. As

such, leveraged firms rely on good econo m; n tlon a p@jﬁable

In addition, leverage amplifies the or gal i sm(ﬁéectlvmes (llie & Olaru,
2013). Leverage boosted gains and,su
governments and firms are usmg;% ge However governments and
firms deleverage during ba@ F| ises @)ccur due to high leverage, and,

usually, deleveraging m@&wi i
risk and strengthen @%ci?l tab)’ ;

p ted eco omi rlng good times. As such,
a

i I;crls&) his is because firms want to reduce
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2.2.3.2 Dividend Policy and SGR

Dividend policy, where an increase in the retention ratio increases the growt
capital and implicitly the SGR (Hartono and Utami, 2016; Radasanu, 2015). A r m
Chen et al. (2013) regarding dividend policy found that the empirical results oh@the
mean-reverting process of the optimal growth rate and importance of covarwe"oetween
the profitability and growth rate in determining dividend payouts. The researchers have
found that the sustainable growth rate is influenced not by the opti thth' rate, but by
the payout ratio. .\d‘ \Y'

Eldomiaty et al. (2017) found that growth of sales is significantly affect yf)rg&'@us
dividend payout ratio. Firms have a target dividend pawntio, rfi’c I |nflg~¢§.e'd by

growth of sales. Firms may use dividend payout Nal th
~

) found thatithe h@r the earnings

7

growth oppertunity and

increase firm’s investment (Lee et al., 2016). Lio

AN
retention rate, the lower the dividend pay ;'atl’ ar*ddw\rh'pfir t@GR. By reducing
%d

e A

(7]
payment to zero, more growth can be SQQK , th Iess th hen new debt can be

N
raised (Platt, Platt, and Chen, 199&). Wand 1agan 0 entioned in term of bank
that the bank can only grow faster than its % e h if it increases its return on

assets, reduces its dividend psqgt dec |ase i equi@lpital ratio, or issues new equity.

N
: 1 O
Lee et al. (2015) u 1255 fifm gvdurfrrg the period from 1969 to 2011. They
O
r

found that there is we o'; g ej@nship between the payout ratio and risk

when the growth rate is higher or lower

AN
a negative reIENip between the payout and growth ratios means that high growth firms

need @ he payout ratio and retain more earnings. Other previous studies by Blau

K

—+

h e rate of return on total assets. Theoretically,



and Fuller (2008), Fama and French (2001), and Rozeff (1982) argued that high growth
firms tend to pay out less in dividends and have higher investment opportunities.

In contrast, Molly et al. (2012) found that there is no significant effects
dividend payments and SGR. Ghosh and Sun (2014) previously predicted thath&q wth
firms pay higher dividends but the result was obtained when the risk wasw'ékpllcitly
considered. By observing 794 firms between 1999 and 2009, the authors fM significant
positive relation between externally financed growth and dividend ts. 'The relation
is stronger among real estate investment trusts (REITSs) with more h app es and

REITs that issue new equity and debt. This is consistent heérnotion'th ’ed@?hg

agency costs and facilitating capital increase and divi , gr% nhan‘eeg- The

authors in this study used the simultaneous equatiorww (SER?‘S) eter(/\ the effect

of excess dividends on the externally financed gro

Also, Chen et al. (2013) stated that the ; por&}ehy/iur Afhe covariance may

shed some light on the fact of dlsappem |V|de b usm&%l 255 samples of data

collected from 1969 to 2011. The esul of s §he mean-reverting process
of the growth rate and mportanc%van zﬁh,e profitability and growth rate
in determining dividend p |st|c e size, book-to-market ratio, and
systematic risk have a s che .on tﬁo%recast errors of dividend and sales

growth rate estima gg |ck H mb{?ﬁd Lee, 2016). Therefore, handling the

constraints and !Imktl s of policy on dlgv)d.end policy is one of the key issues in planning

towards the é\ful future growth of a company.

N
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2.2.3.3 Profitability and SGR

By focusing on enhancing business prosperity, Hartono and Utami (2016)
Radasanu (2015) stated that the profitability ratio where an increase in the profitabi %
increases the generation of internal funds with direct impacts on achlevni—a/
Amouzesh et al. (2011) investigated the relationship between SGR, Immmnd firm

performance. The findings were obtained using 54 listed companies in the Iramtan financial

market as the sample and linear regression was used as the o to 'analyse the

relationship between the variables. The authors found that the deviatign of ewgowth
g

rate from SGR was related to return on assets and price-to-, i0s. ! _\c)

Liow (2010) found that the most influencing varlab the Sé Irm Vaﬁgtion,

t flmé\valuatlon
&

ith @ Profitability

profitability, and earnings retention ratio. The s sho
profitability and earnings retentation ratio are sign C?Iy osi t|v
has a significant positive effect on the SG , Q') . Similalry, Hafid
(2016) also found that the profit margl tal assets, tu ov%ﬁ;{-/e a positive effect on
SGR. Firms with lower rates of su mWrowt ten o ha er margins, lower return
on assets, lower return on eqwty% \ﬁﬁjtate (Arora, 2018). Platt, Platt,
and Chen (1995) stated tha & rgl and/ sets can increase the firm’s SGR.

Moreover, in term of ban \90 ino‘Pa [ Z(gﬁgcﬁ/mentloned that a bank can only grow

faster than its sustaina rowjh n e@ts return on assets, reduces its dividend
payout, decreases |%{ty capital ratio, @;§;ues new equity.

Chang stated that the major factor for the company to be successful in its
mana% business is its financial structure. Return on assets will influence firm
growth n#the long-term future development. In relation to this, the study focuses on the
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sustainable growth of airlines, which can help examine the ability of companies to finance
future development. He also mentioned that companies with too rapid growth can exh
resources, but a slow growing company may not be able to utilise its resources ef“ftmjg~
Furthermore, Fonseka et al. (2012) hypothesised that the Higgins and \h&&ome’s
SGR models are qualitatively and approximately the same in relation to the Wommon

financial characteristics of a firm. However, if the Higgins model is used to pute SGR,

tK use' of the Van
Horne model. A firm with higher leverage is given a higher S

in Van s than
Higgins. é \T ' _@
. &

2.2.3.4 Company Efficiency and SGR

By taking the enhancement of comp ny’swgncy into
"\. .
G‘.@J‘I increase in sales

efficiency or asset turnover ratio, where an i ge& in thi \ &
]
. . e o . .
generated per asset unit, which reduces tb@or a’d%?jl asﬁ&r an increase in sales
nd U i

and which results in an increase in thw (Ha’iono 0 , 2016; Radasanu, 2015).
g !

Pandit and Tejani (2011) mentione tha\ B'i(n:e/{;on of four components are
profitability, retention rate, @&rno@ﬁnan@everage is linked to the growth

N

performance. If all of the@\sbtaT a%g.gh upward trend over a period of time,
O

it can be said that the &uﬂy qu_e its assets t maximum and can turn into more profits

4
and revenues, tt&g(periencing a sustainable growth rate. The sustainable growth rate

S

will be incre M increasing any one of the four components (Ulrich and Arlow, 1986).

it would give higher SGR for more profitable firms in compariso

$

Similar inating one of the four would decrease the sustainable growth rate. Asset

38



efficiency depends on the state of the technology being used and can not be substantially

modified in the short run.
Mamilla (2019) also stated that the sustainable growth rate depends on ke g

such as financial leverage, liquidity, asset quality, size and taxation. The studyn&&llaear
regression method to examine the relatioiship between financial Ieverage,Wity and

asset efficiency with SGR. Focus on asset efficiency, the findings foth there is a

significant negative relationship between SGR and asset efficienc arlyl with vasiu

and llie (2018), the findings showed that asset turnover has a negative effect 'SGYR~
They also claimed that an increase in revenue is measure@ncrea i icie \in
the usage of its assets. This reduces the need to increase set der %}yupport
revenue growth, and thus leads to an increase in thc?%@ln con afld‘{'}alﬁ) found
that there is a positive effect between total assets turmgver and SG Iaz\@and Akintoye
(2015), on the other hand found that there i |f| iSns 'ﬁretween the rate of

sustainable growth and the total turnove erto x e the determinants or

ets. |
components of sustainable growtt te manufi cturi ‘ o |es in sub-Saharan Africa
from 2008 to 2012, they used correlati and\g iofl ysis.
Moreover, Carstens ar‘&@on s@gges that the overall turnover of assets
o y : [ (/ .
indicates the ability to e fe ‘assgts 1o a ve turnover, as an increased turnover

of assets means a% plta‘J. inte |ng in a higher SGR. In terms of asset
turnover, evidenc Higgins (1992}_3shows that it is primarily determined by the

products, co; ive strategy and management capacity of the company to effectively

he sustainable growth rate was described by Channon and McGee (2015)

mana@
asther f increase in return on equity consistent with a defined financial strategy,
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namely debt-to-equity ratio targets, dividend payout ratio, profit margins and total asset-to-
sales ratios. They also noted that improved efficiency can also be a significant sourc

new funds for sustainable growth, reducing capital intensity through higher asset ﬁ.
and higher productivity.

Przychodzen and Przychodzen (2014) mentioned that the new asseQ?Efunded

through new debt and a rise in equity from retained earnings if the com bIe to meet
a sustainable growth rate. In other words, in the long term, the c flnanual and
operating policies are directed at stable risk and returns for th ners o S|dual

claims. Furthermore, using 15,377 firms, Fonseka et al. (20 ound thata fipma’s l“mg&‘aial

characteristics (fixed assets, tax, liquidity and profitab ad ﬁl effetf§~n the

direction of sustainable growth. Higgins (1977) mEM that(ﬂwor rofltaﬂ‘e\flrms had

a higher SGR due to effective investment in assets, e wnt@rkmg capital

\ K'Y
management, and higher taxes. Capital int e USIF%’FEC"]L’SY and construction

materials have lower asset turnover ratl resﬂh_%i alo SGR (Arora, Kumar,
and Verma, 2018). ’ l
(’) &LV
2.2.3.5 Firm Size and SGR&\ Q %%
g
Firm size is recognize hjnost 'U,cam%rfnctlon of the firm growth due to cost
g

E——

O
differentials betwee an | uﬂr s (Bentzen, Madsen and Smith, 2012). Wang,
4
Wang and Dai (2 ) measured the size & m as its normal logarithm of total company
N

assets. They tha the relationship between the sustainable growth rate and the size of
positive and significant. Similarly, Xu and Wang (2018) also found that

the ¢ %
firm si a significant and positive impact on SGR. Furthermore, Ocak and Findik

40



(2019) investigated the effect of intangible assets and sub-components of intangible assets
on sustainable growth rate and firm value in Turkey. The study used firm listed on B
Istanbul (1353 observations) from 2005 to 2013. The findings also found that firm Y
positively and significantly affects the sustainable growth rates. _\

In contrast, firm size had significant negative relationship with SGR ( ilfa, 2019;

Lockwood and Prombutr, 2010). Mamilla (2019) used linear regressmn me d found that
firm size had significant negative relationship with SGR. The stu e flve' companies
from oil refineries industry in India traded on Bombany Stock ange. Bano
T
Azeem and Ul Hassan (2012) found that the relationship ervsustainab lensfate

and firm size is negative but not significant. They used Vm flna% pameE isted

T
] thez/(ﬁg?ose panel

cript@ of the inter-

A
relationship between firm size, sustainabl wth an (%’a @ using panel data
techniques. Molly et al. (2012) also fou&% the@%}g nifi %effects between size

at Karachi Stock Exchange of Pakistan from 2001 tt Inth

data techniques which is fixed effects to prow in-dept

d SGR N
an
(Q '
Moreover, Huang, Ying, Yang Ha 9)‘.L€de'20089 Chinese A-share listed
firms over the period 2003 t udy-aims to(@%wde evidence on the relationship

N
O
between trade credit f|n nd ir Fbusﬁmable growth rate. They used firm size
atur

as control variable a sure(}a th arithm of total assets. The findings found

that firm size is significantly negative anct%ggéested that the higher of the value, the lower
the sustam‘agw\nh of firm. Mubeen and Hanif (2017) investigated the sustainability of
n-financial firm in Pakistan. They used liquidity, firm size and cash flows

growth rate,o -fi istan.
as inde nt variable while internal growth and sustainable growth as dependent

41



variables. They found that firm size is not significant relationship with SGR. They also
stated that even whenthe company size has mixed trends in some of the industries, whi
must be industry-specific so that for all non-financial companies it can not be gen &
Similarly, Memon, Channar and Obaid (2017) also found that there is n t?cant
relationship between growth rate and the firm size. They investigated thWronship

among profitability, liquidity and sustainable growth rate of pharmaqelMirms in the

Pakistan. In the context of the Gibrat Law, which claimed that g indfependent of
size (Mogos, Davis and Baprista, 2015). The relationship between'itm gfow s.ize‘izg
generally interpreted. They claimed that there is significa @rt for the | ﬁeu\ﬁy
large established manufacturing firms are considered. ro g | comga'nies,

however, growth rates appear to be negatively cer to ﬂte of company.

Finally, manufacturing firms appear to be Iargerm aprta |nt ive, V\@hlgher inertia

and persistence, whereas companies in t er ice s e E,Q -intensive, more

dependent on labour constraints, andm ly tM | S independent growth

size rule
Understanding the growth pa ns ‘f dd‘ essentral for establishing

sustainable growth strategr 010) rk and Jang (2010) stated that,
presently, little is kno r‘est an{ (fJﬁ-m growth patterns. In the study, they

examined the patter S rovvtpf rr ta ra ms in relation to the firm size class and
mternatronalrsamat Ined earnings, Io rm debt leverage, and growth opportunity. In
general, the f the study presented that small restaurant firms grew faster than large

‘%ut the growth rate decreased as firm size increased. Also, the growth rate

resta%
of large decreased slower than that of small firms. Eldomiaty et al. (2017) stated that
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large size firms (based on assets) are characterized by a decreasing sustainable growth of

sales, while small size firms are associated with an increasing growth of sales. Thus, ﬁ\'?.

size can have a positive and negative impact on the SGR of firm. c\

2.3 The Existence of Target Capital Structure (TCS) Y*
The existing literature on capital structure is extensive and focuse icularly on
target capital structure. The causes of capital structure have been iecxtersively (Al-

Najjar, 2011; Al-Yahyaee et al., 2013; Antoniou et al., 2002; tach jeWZOlO;

X
ann etal. 1};@n
win@ disqgs'es in

X~
details the firm specific factors of capital structure rget caﬁital S cturaé\
N ®)
2.3.1 Firm Specific Factors of TCS (0 \_\_T \,<\
)
The following analysis discusses @

Bouraoui and Li, 2014; Brendea, 2014; Drobetz et al., 2013;

et al., 2013; Haron, 2016; Haron and Ibrahim, 2012). T

Co)
specific fagtofs z@'pital structure stated
R

as below. Y.
o ’ujr‘ o
a)  Non-Debt Tax Shield (NDTS) \" &

—

eratbu@eporting the relationship between

There have been sev@dies

Non-Debt Tax Shield (Ngﬁa and ev‘er .Ch@? & Sharma (2015) found that the non-

N
debt tax shield is sighificantly positiv. y corr@ed with the financial leverage of the firm.

Y’
This result is cm&ent with the trade-@heory. In contrast, the study by Li & Stathis

(2017) indica%%t investment tax credits as proxies for the non-debt tax shield have a
significan tive relationship with market-based measures of leverage. They stated that

the trade-oft theory of capital structure as a proxy for the non-debt tax shield should be
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inversely related to leverage. They also mentioned the weak evidence supporting the trade-
off theory when examining other non-debt tax shield proxies, such as depreciation, %

operating losses carry forwards, and tax. c

The research study by Kumar, Colombage, & Rao (2017) also found t on-
debt tax shield had a negative relationship with debt. However, in the Ama—Wﬂ‘! region,
the non-debt tax shield is positively associated with debt. In addition, theyStated that a
negative relationship indicates that the greater the number of gn.tlre non-debt
including depreciation and amortization providing a tax shield, ow t.h\eﬂd\‘ation

for managers to include debt in the capital structure. ’ g

In addition to the study on Shariah compliant f arow rahan'OlZ)
recorded a negative relation between NDTS and It The‘aut stat hat NDTS
and target leverage on Shariah compliant firms su S that ND IS th@bstltute to the

tax shields on debt financing. The benefit mld%ye es @ments encourages

firms to take on more debt, but it also in& the proebability tﬁ&earnmgs in some years
may not be sufficient to offset all ctions ’Nev ele ﬁw studies are to be found
providing details of the effect of % Wz!\. @h different types of debt ratio
(TDTA (book value), LTD@k rket value) and LTDTA (market

value) because different \ rvéra ;1’ 8575 different results associated with the

depreciation and arzé&;' P
Tangibi A

s defined as net fixed assets over total assets. Previous research has

ShOW@tglblhty is positively associated with leverage. Tangibility was analysed by

Alipour et al. (2015) who predicted a positive impact on the debt level. They highlighted

N
5
)
S
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that a company with more tangibility assets would need to have more collateral assets to
service debt in the event of bankruptcy, and, therefore, would have greater ability to at

more debt. Firms with relatively safe tangibility assets would be exposed to the &
costs of financial distress, and, therefore, expected to borrow more (Chipet eressa,
2016). They found that firms in Botswana, Mauritius, Namibia, South AfrlcaWanzania
showed positive and statistically significant correlations between sse glblllty and
leverage. The above finding is consistent with the study by Chadha q2015) They
also found that tangibility is positively and significantly corr with anC|aI

leverage of firms, which is consistent with the trade-off t@he positiy, |J[I |p
4

results enable increased borrowing capacity with a relatv-low% i eres%:t}azr*ough

the collateral value of assets. Q
The research findings of J. Chen et al. (ZOlmtowardst

&
the results show that intangibility has a s cant an d%ve?ef
%I

‘eg/g\on long-term debt

intan@ility of assets;
ratio, indicating that firms with a higher ono tend to have a higher

i

I ea
NS .
level of leverage in book value. M ecWaro and l hi 12)f ound that tangibility
is positively associated with leverage i Sha plﬁe‘-‘jﬁrms The positive relationship

is consistent with the trade&\ry dc enhan@he Shariah imposition that debt

N

O
must be asset- backed w an a fir ge'ra(t-ﬁ;g under Islamic principles cannot have
debt exceeding the asse‘x.s o recorded that firms with more tangible

assets will be able 5 ave more debt rela@;& firms with fewer tangible assets.

Howev;. restingly, this is contrary to a study by Sheikh & Qureshi (2017) on
I

Islamic banks. They found that tangibility is negatively related to book

leverage e conventional and Islamic banks. The result is consistent with the trade-off
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theory, which advocates that firms with safe tangibility assets tend to borrow more because
they retain more value in the liquidation process than risky intangible assets. The rese

findings of Li & Stathis (2017) also point towards a negative relationship &
tangibility and leverage. They found a significant negative correlation betwee ibility
and total debt to market value of assets. However, the result gives further swm for the

pecking order theory when examining tangibility. \,

\Y

c) Profitability
Previous research has shown that profitability is ively ass cthh

ne the
| &
leverage ratio (Ukaegbu ,2014; Gémez et al., 2014; J. C t al., 5,0 ; Alipou -*’al.,

Y/
2015; Sofat & Singh, 2017; Sheikh & Qureshi, 2%; an

of profitability,
Ukaegbu (2014) found that there is a significan@ assocCiadi
and leverage in manufacturing firms, hence su@))ﬁing th W?-o q@theory. Similarly,
Gomez et al. (2014) found that profitabiu%deteﬁmin t fttzg_cl%debtedness level of

Peruvian firms and has a negative relati hi;] con@‘uing the Pecking-order

.
theory. %

N

According to Allpouw (ZOJI itabil s negatively significant with
leverage, which means tw S W 'pro@'ility use internal sources in their
financing decisions. N@/’a thel st he{ this)is evidence for the pecking-order theory

N
in that more profi 4(0, poraﬂ’o nd to@less debt when financing their activity. J.
? N

Chen et al. (20 nd that firms’ proﬁls(@ility is negatively associated with the leverage

ratio and tbéimpact is more relevant to the total debt ratio by market value (MTD),

therelay providing evidence for the pecking order theory. The higher profitability of firms
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implies higher debt capacity and less risk to debt holders. Firms prefer internal financing
and follow a strict dividend policy (Sofat & Singh, 2017).

The research findings of Haron and Ibrahim (2012) also found that profitabi \
negative relationship with leverage. The findings indicated that Shariah cornpli?
with high profit consume less leverage in their capital structure indicating t@!ctlce of
hierarchical financing. In another study, Sheikh & Qureshi (2017) found t rofitability
is negatively related to book leverage of both conventional and Isl 'mslin Pakistan.

They mentioned that negative profit and insufficient internal fun@s,sug es.t\eheﬂed for

external finance. In turn, banks raise capital through depo on-deposi alfllui@to

finance their investment opportunities, which is conS|ste th r‘;d fon of‘the POT.
é\?

d) Business risk 0\

Numerous studies have attempted to e Ialn the r p e en business risk
and leverage (Ezeoha, 2011; J. Chen et aI of&i & Sigh, 20 umar, Colombage,
& Rao, 2017). Business risk is define_as I QQimqglbefore interest and tax
(EBIT). According to Kumar, C , &R T(Z Z) %ess risk is measured by the

variability in earnings and K as a slta deV|a Qn'of EBIT or as a coefficient of
variability in EBIT. Theyf d k m@ases the financial risk of a company;

‘
therefore, the findings=fou that/ IS a ne(ggtlve relationship of business risk with

leverage and sup e caﬁ' t wctur eory (Pecking order theory and trade off
theory). For t s conducted in thefEhropean region, the relationship is found to be
positively ificantly associated with leverage.

Che t al. (2014) found that business risk and financial distress have a significant

and positive impact on long-term debt ratio. They commented that one possible reason is
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the specialty of the Chinese financial markets and the economic system that makes up the
biggest market share. Conversely, Ezeoha (2011) reported no significant relationshi
between business risk and debt ratio. In another major study, business ri X
composition, debt service capacity, and return on assets are negatively associa St’t—hzrm
size (Sofat & Sigh, 2017). They argued that larger firm size tends to have IessWess risk,

less asset composition, and less debt service capacity. \/

e) Firm’s size {
Previous research has indicated that firm size can be sured as faturah 10gdri

I S
of total assets. Antoniou, Guney, & Paudyal (2002) fc&t t‘be everage _\b IS

Y
positively related to the size of the firm. Similarly, Ukaégbu ported & positive

relation between leverage and the size of the b@/lso ctue'Sg firms. In an
201

analysis of firm’s size and leverage, UkaegtU)O ) S }ELQT I gilﬁrms have lower

N
agency cost of debt, for example, lower m@g coSts becatse of‘gs'!s volatile cash flows

&
and easy access to the capital markei;i ThiSwesult« Istentiwith the trade-off theory,

to (}i;rsj“ah e benefit of tax shields on
&
interest payments. s @)

o vl
In addition, size is tr\det min 'e inc@ét%dness level of companies, which
¢
/ - : %
h

means that firms that @in incrw%!? r salgéﬁeed to invest in more assets (Gomez et

a5}

which points out that large firm

al., 2014). J. Che (2014') found,that firm size has a statistically significant
)
positive impa | leverage, whichﬂq(i@ans that large firms are associated with high

leverage d%ir better debt financing capability, which is consistent with the trade-off
theorys, In ther previous research a negative relationship between firm size and all

measures of capital structure (STD, LTD and TD) was found, which indicated that smaller
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companies may not have much choice but to rely on bank loans (Alipour et al., 2015). The
results are consistent with POT (pecking order rheory) that information asymmetry is a
severe issue in big firms. The research by Haron and Ibrahim (2012) found that %
has a negatively significant influence on leverage. The author stated that larg t—s?end
to generate higher profit and have higher internal funding to support firm’ stment.
However, a negative relationship showed that Shariah compliant firm@e hierarchy

In contrast, a recent study by Morri & Parri (2017) involvin ITf rde that

T
a positive relationship exists between REIT size and their @(manm I rabe‘i'ﬁey

commented that larger sized REITs enjoy greater oppor fo |ve I catlohthlch

in firm capital structure decisions.

in turn, provides lower volatility of their cash flo Wwers ei herer‘l‘é\sk as well
as their costs of financial distress. This view is su d w study o-n\@ms by Sheikh
& Qureshi (2017) who stated that bank sizg 1s_posit m%ya d @)ﬁbook leverage and
consistent with the predictions of POT, \NC\ ggestsithat rge Qgtend to borrow more
because of their ability to diversify R‘rﬁk and areperc v%to be too big to fail. In
contrast, Sofat & Sigh (2017) fo%at fi J‘@Qnmgmflcant relationship with

debt equity ratio. Myers and Iu 19 sted information asymmetries are less

likely in larger firms as t&}/et e dd ggle o@‘usumg equity instead of debt.

é\

‘ik,

Growth op les :
As for pportunities, defmcq';? as market value of equity to book value of
equity. H d Ibrahim (2012) suggested that companies with more growth

oppo@v ay have less leverage, suggesting a negative relationship, because growth

firm management has greater incentives to show that it does not involve in underinvestment
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and substitution of assets. There is a positive association between growth opportunities and
leverage in manufacturing firms under the correlation matrix (Ukaegbu, 2014). They

found in the regression results that growth opportunities have a significant infl %
leverage with a positive sign. This is because the more opportunities a firm haﬁblals
good news to the capital market and attracts more debt and supports the suerHg theory.

In another research, the growth of firms is positively related to the ﬁrm’swlge ratio for

IT firms based on the econometrical analysis (Bhattacharjee et 0). 'In contrast,
Alipour et al. (2015) found a negative relationship between the S g M assets

4
growth ratio as a measure for assessing growth opportuniti all meas oﬁ‘ c@@tal

structures (STD, LTD, and TD), which is consistent wit adeqﬁ .Twhg;z;tated

that firms with higher future growth opportunities se m ty flrﬁé\lng
&
e

However, J. Chen et al. (2014) performed gressm hich @ealed that the

growth opportunity has no significant impa ital 0;7 Tegeg&fess of the leverage
measures employed, while the robust e$lndl S S|gn nt effect on the book
|t
ebt

value leverage ratio. They stated h high gro S@ortunlty have a high total

leverage ratio but use less lon < arfs é}xo larger firms, smaller firms
leverage depends more on t vel of |owt ithi mdustry As the industry grows,

larger firms undertake n@ f
ev

industry growth sh creaie

order theory form firms (Li & Stat 017)

S

e’ Thi gontrﬁd)cts the trade-off theory where higher

g @ of these variables support the pecking
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g) Liquidity

Previous research findings show positive and negative significant results regardi
the effect of liquidity and capital structure. Using proxies for the current ratio, A &
al. (2015) found that the liquidity variable is positively related to short-teA%P but
negatively related to long-term debt. This is because liquid firms prefer inte&ﬁsources
for financial needs; the results are consistent with the pecking-order theory

Similar to Ahsan, Wang, & Qureshi (2016), they found tIVE' association

between liquidity and short-term debt and total debt whereas this,ass WComes

positive with long-term debt. Kumar et al. (2017) also fo
related to capital structure. Together, liquidity is capturewwe cu

that higher liquidity ensures positive working cap&Nrefore f
long-term investments. Thus, there is no need tm \

, &
h) SPP % ' O
&)

A number of studies have examine hel i ip b@een SPP and leverage.

>

Y,

<

According to Alipour et al. (201 a negativ iﬁr‘!iﬁ@ﬁt relationship between SPP

D

f‘

d &
and all measures of capltal eq erm d { long-term debt and total debt,
which is consistent with th ar ttl y. T@é&@ason is that the companies tend to
' S
prefer equity to debt share plce w@—lowever the leverage ratio is inversely
affected by the m ok f'a ure of interest rates, and SPP (Antoniou et
\,
aL,2002)

y, by Yang, Lee, Gu, & Lee (2010), stated that capital structure and stock
returr@pomte influences on each other. The results are consistent with the market

timing theory, meaning that the higher the stock returns of firms, the lower the debt ratio
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they have. This is because firms with high stock prices and high stock returns tend to use
equity financing rather than debt financing. The previous study by Haron and Ibrahi
(2012) also found that SPP has a negative significant impact on leverage. The auther %
confirm, based on previous studies that firms prefer to issue equity to debtn%s are
prices increase; the findings are also consistent with the market timing theorw-
Antoniou’s comprehensive review concluded that the capital structure@gcision is not
only based on its own characteristics but also influenced by the e n ent' and firm’s
operating traditions (Antoniou et al., 2002). Similarly, Haron & him (Z.U'H.ldsp had
N4
ly

the same opinion as previous researchers in that the capit re degisi shq@h

- 4 P
the product of the firm’s own characteristics but als requt\o ¢ 1n%t§;ut10nal

environment and corporate governance in which REWOpergﬂes. ey alié\found that

creditor rights, maintenance of legal reserves an enforcement, dil@ors’ rights on

\ KW
borrowing, and risk assessment are essenti%g@m}ini%yol 0 capital structure

o
decision of a firm (Bhattacharjee et al., 43-
S

uct elalg%tentified that profitability,
i

firm’s size, and asset tangibili‘Q mai.\ rfa f the target capital structure.
hat o

However, researchers repor, !ersh' struc had no significant effect on the

N
target capital structure f@anzn Sl z} S0 been observed that the adjustment
speed of size is high &mat?t atitis og@‘orafirm to deviate from the target capital
4
structure (Bhattacharjee'et al., 2010). I\/Iorggx;, the results also showed different directions

AN
and degrees% erage influenced by the fixed-assets ratio, equity market premium,

Previous investigations on targetycapital

*

o

proﬁt@ effective tax rates. The firm’s capital structure has been found to be close



to the target but has different speeds in all three countries by adjusting the firm’s debt ratios
(Antoniou et al., 2002).

Based on previous studies, the capital structure decision can be divided
components: common and industry-based components. Profitability and taﬂire
assets are the common factors, while industrial median, size, and non-debtw?ﬁeld are
under the industry-based components in Asia. The results reveal significa idence that

large Asian companies pursue target capital structures, as in the US rope' (Getzmann

etal., 2014). .\d‘
g
Table 2.4 shows the predicted signs and supportin s for gac F’Ianéf@ry

£

variable on capital structure. \ \/‘T
X

Table 2.4: Summary of Predicted Signs and S Theo E xplanatory
Variables on A
£
No.  Variables Haron and 1'4) c}\Morrl & Parri
Ibrahim (2012 (2017)
Predict Supp redl S port Predlct Supporting
ed Sign theor the ed Sign theory
1. Non-Debt Tax  (-) -)
Shield (+) ( 3 Q
2. Tangibility ) A .’ JOT/IAT  (+) TOT/POT
(), A TOT )N %(./ POT
3. Profitability (-)\ oT.' () &> POT ) POT
TORNNY, (1) TOT +) TOT
,  Business Risk C@%\ oT 3) s (& ToT () TOT/POT
' - () POT
5 Firm’s Size % P IT O: (-) TOT ((}I-)) TOT
' o (+ POT -1+ POT
. s :“ ) AT Q’\ () TOT () TOT
(+) POT™ (+ POT (-/+) POT
) POT
) MTT
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2.3.2 Target Capital Structure (TCS)

Target capital structure can be defined as the mix of debt, preferred stock and com
equity with which the firm plans to raise firm capital. Several recent studies inv r?.
the relationship between target capital structure and speed of adjustment (Abdelj t%

Ibrahim, & Abdul, 2013; Arioglu & Tuan, 2014; Baxamusa & Jalal, ZOWonalmé,

Oztekin, & Warr, 2014; Byoun, 2008; Chan & Chang, 2008; DeAngelo,"®eAngelo, &
Whited, 2011; Drobetz, Gounopoulos, Merikas, & Schroder, 2013; hWanzenned
2006; R. Haron, Ibrahim, Nor, & Ibrahim, 2013; Razali Haron, ' H W& Li,
2011). In an investigation on target capital structure, Haro@ahlm 20 fc’ur_lstfhat

there exist target capital structure for Shariah compliantw!-in 5;5 “The r’r‘gn;g?itude

of speed of adjustment suggests a rapid adjustment Mtarggf\lev get supporting

the existence of dynamic trade-off theory. Jawad et (-Z\(Q) found that
overleveraged firms showed faster adjustmen c%m%t L@Ieveraged firms.
Meanwhile, firms that were far from th caplt u ur aster adjustment than
those close to the target. % ‘ 0

This view is supported by Har Théy,found a negative relationship
between the speed of adjus& d@rom\ t leverage, which suggested fast
adjustment for firms th sé%gn; t ('{ capital structures. The result was
consistent with th IC tra‘de off eory (-ejresearchers also observed that firms in

Malaysia were LAa usted because th J ired adjustment was below the target within
a year. In a the research also showed that firm-specific factors (firm size and
nificantly affected the speed of adjustment for firms in Malaysia. The same

authors aw similar results in Thailand. Haron et al. (2013) also reported that property
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firms practise target capital structures that influence firm characteristics, such as
profitability, liquidity, asset structure, firm size, non-debt tax shield, and groﬁ
opportunity. Property firms are partially adjusted from time to time and sup N

dynamic trade-off theory, while the capital structure decisions of properg&ns are

influenced by the pecking order and market timing theories. Y-
Arioglu and Tuan (2014) found that the speed of adjustment was a Mately 29%

of estimation. The results of adjustment speed were in line with the ﬁzn Pf the trade-

off theory. The study suggested that firms must follow their targ ital str yvhen

their leverage ratios deviate from their targets. In the analysiS oftarget [capi s‘rugi’t?(e,
. : : & .
The study also found that the differences in leverage in th ere'simil the bslgg:nour

of firms in Catholic and Protestant countries outsichUS. 0\ ’é

&
To further investigate the associationN en_ stock turnQo repurchase

\3 KY
mé 4 ied out a series of
oe;i ‘90 )%‘

it of thera -of@aory for under-levered

firms on share repurchase to mov; to@?an im et@o y repurchasing equity.
Q nl

Meanwhile, the market timin sta st &alued firms can benefit from

announcements and capital structure polic

experiments. The authors evaluated th

ti
mispricing by repurchasmg ty It con vely shown that capital structure
adjustments requmng r f‘ov giueo(s)ock can be less beneficial and more
costly.
In addition, %éwad & Mat Nor@)()z-?) found that leverage was adjusted at a slow
speed for M tan firms of 12.7 percent annually and that the rate increased to 14.2
percem timing variable was accounted for. The authors also stated that the SOA

is signi ly higher and the timing role is lower for overleveraged firms compared to
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underleveraged firms. Overleveraged firms seem to find less flexibility to time the market
as more pressure is exerted on them to return to the target regardless of the timi
opportunities because of the higher costs of deviation from the target | 3'
Underleveraged firms place lower priority on rebalancing towards the target ared to
overleveraged firms as the costs of being underleveraged are lower, and, henmse firms
have more flexibility to time the market. They reported the analysis fiom previous
researchers that SOA varies across firms directly with the variation Y.ts 'and benefits
of being at the target, for instance the higher probability of “distres Wfaster
adjustments since it implies that the cost of deviation is h|g®nery a n‘sjiU'O?

Clark et al., 2009; Dang et al., 2014). Thus, overlev fir fa gher‘\cgs?ts of

deviation and should adjust faster compared to un wged ﬁﬁm

<<
Chan and Chang (2008) found that firm- spec oc retur nauQs a significant
adjustment towards target capital structur e su 0 ﬂt d -of. Aheory on financing
decisions for Taiwanese firms. Moreov or lo spe Aﬁostock return variation

supports the pecking order or marf gtheoi/ The'resu s@ggested that firm-specific

stock variation provide an understandigg of eapit uch r‘e.decmons Corporate financin
¢ ; ;

the@y of capital markets. According to Byoun
(2008), most of the adju (jtuf%/gen ffn:ﬂs have higher or lower debt than the
target with financi s or Jd The @ts suggested that firms will move to the

ar:%
target capital structures when theyexperlg_j financial deficit or surplus.
It may

decisions cannot be separat

r be noted that most of the studies were aimed at target capital structure
on tota total equity (TDTE) and total debt to total assets (TDTA). To our

knowle no research has been carried out for the target capital structure on total
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conventional debt to total assets (TCDTA) and total Islamic debt to total assets (IDTA).

Hence, it is necessary to do deep research on the target capital structure of TCTDA?_~

IDTA. N
K\

2.4 The Existence of Target Dividend Policy (TDP) T
Many previous researchers have claimed that lagged dividend, earni per share,
market capitalization, liquidity, investment opportunities, size fi%, salles growth,

leverage, and growth opportunities are important factors that a dividen y (Al-

S

& Mirza 15;@f

)- Ih%v the
X~

oh’&xnd target

Najjar, 2009; C. Arko et al., 2014; Ashraf & Zheng, 2015; B

& Ismail, 2016; Al-Kayed, 2017; Neves, 2018; Utami

following analysis discusses in detail the firm speciEw
dividend policy. \

2.4.1 Firm Specific Factors of TDP

The following analysis discussewdntail fcﬁ{ cific factors of dividend

policy gathered from previous res%rs. s -
N
: ¢

SN 1 O
In analysis of Iagge%lden , C. Atko'et alj(lOM) stated that the lag of dividend is
{ors t

a) Lagged dividends

N
hataffec P‘ue div@énd policy of firms. This view is supported

one of the importan%
Y-.
by Al-Kayed ( who writes that Iag@"dividend yield is a significant factor affecting

dividend payo\ke result is in line with Al-Ajmi and Abo Hussain (2011), and Alzomaia

and Khadhigi (2013). Moreover, the sign of lagged dividend is positive, which is in line

with the Lintner (1956) model. Similarly, Abdulkadir et al. (2016) found that dividend is
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in accordance with Lintner (1956) in that payout decisions in the previous year have a
significant influence on the current year’s decision to pay or not to pay dividend.
Commenting on lagged dividend, Booth & Zhou (2017) argued that dividend gh Y-

are positively correlated with lagged and contemporaneous earnings changes,Nere IS
weaker support for changes in future earnings. However, a problem withwﬁnpirical
specification is the difficulty in extracting the change in future perm ne\nMnings from
current and lagged earnings. Together, these studies outline t R:ﬁ‘ a positive
significant relationship with dividend. The increase in past divide dsto | in the

)
future dividend payment. é ’ _f)
Y

Y
b)  Earnings per share

é\v
For earnings per share, Yusof & Ismail ( 16;& 8qificant result
for earnings on dividend policy. The results i I;%an ﬁln c@pany profits leads
to the payment of higher dividend to s ers and is SIS W|th the signalling
theory. They also stated that higher dIVI ds r to sl@holders when earnings

increase, which signals good fir% mance ;rﬁ ls rted by Neves (2018) who

revealed that a firm’s earnin a posltl tions 1th the payout ratio; the same

results as found by Lintn 19 ed the payout ratios increased when
@
t

earnings rise due to re |n st f@ldends and to avoid dividend cuts.
In additlon, K mar,’& 15) showed the significant impact of prior

year d|V|dends t, and prior year ea‘n&?\gs on dividends in three out of the five models.

The mpac%e from prior year dividends, followed by current earnings and then prior

year @They stated that Malaysian non-financial firms consider current and prior

year earnings while taking dividend payout decisions. The study by C. Arko et al. (2014)
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indicated that companies with higher volatility in their earnings are less capable of
sustaining a high level of dividend and thus avoid committing themselves to such Ieve%
dividend. In summary, earnings per share become an important factor that af&

dividend policy because an increase in earnings encourages an increase in divim.~

c) Market Capitalization \,z

There have been several studies in the literature reporting the r?mship between

market capitalization and dividend policy. Utami & Gumanti ( indicated that market

capitalization negatively significantly affects dividend poligy. This is| consistent” cm,)@T

Ashraf & Zheng (2015), who showed that market capitalizatiog has a neg tivi sig%'ﬁ ant
Y

effect on dividend for banks. These results reveal%g ban \rexless lg@vto pay
&

dividends in growing as well as in developed con\ﬁa u‘ O

However, these findings contradict thosﬂglanne %er 2,&’\5) who found that
. 9 LN

market capitalization has a positive and si t efféct o dlvdgéhd payment ratio. In

addition, Singhania (2012) also foun Mar izati@is negatively correlated
t

with dividend yield. This indica Khe negativeland s@ificant correlation between
’ &
octs the

dividend yield and market capitalization siu g&w of lower market capitalization
N
( @ l (.)(J
d) Liquidit % N
) Hauidiy (S( $oty

Accordinm ajjar (2009), the & arch revealed that there is no evidence of a
NS

firms to pay more dividen

Nn assets liquidity and dividends’ payments. Al-Kayed (2017) also found

—t

relationship

is,not a significant factor of Islamic banks’ dividend payouts. These results

are con t with Harish Kumar Singla (2018), whose research revealed that unstable
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earnings, tangibility, liquidity, growth opportunities, leverage, and taxation have a positive
but insignificant influence, whereas age of the firm and institutional holding hav
insignificant negative influence. This indicates that liquidity is positive but the cs)%
insignificant. —\
Despite prior evidence on liquidity and dividend policy, Pieloch-B (2017)
stated that the average financial liquidity of dividend payers was higher\tﬁx,the average
liquidity in the sector. It is worth noting that the dividend payers wi Y:quuid than the

companies repurchasing shares, the companies conducted payou icy nWms of

e

| &
cash transfer, as well as the non-payers. %o g
P 4
&

e) Investment opportunities Y‘ \ Q\T
Previous studies have reported that i e@’ opp S 8@3 a positive

significant effect on dividend policy (Yusofel)smail, .Whe rﬁihlts indicated that

higher investment opportunities pay highg@ndsfb thei are@rs; the findings are

sentui s W
consistent with Al-Malkawi (2007), Juma’h*and 1 OO@d Foroghi et al. (2011).
fi

In contrast, they stated that the result.i trar{‘ the i‘géi@f Ahmed and Javid (2009),
and Subramaniam and Devi’é‘due tf) ssibili 44'/at firms with high investment
opportunities have access tQ{he exte‘ i

earnings to finance fu %}stmlm. d‘lrtic\{gyArdestani, Rasid, Basiruddin, & Mehri
(2013) showed th 'ﬁenl’o tyniti@ve a statistically significant and positive
relationship wi idend payout. Th‘is(S\/uggests that the companies with a positive
relationshij%«ed growth opportunities and are eager to payout dividends.

imilarly, Kuruppuarachchi & Weerasinghe (2019) also found that investment

pcin@ ions and do not depend on internal
-

opportunities have a negative impact on dividend yield. Another study, by C. Arko et al.
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(2014), found that firms with higher investment opportunities frequently pay dividends in
order to make their equity issues more attractive. Moreover, firms with higher marketsto-
book value tend to have good investment opportunities, and thus would retain m ’X~
and record lower dividend payout ratios (Amidu & Abor, 2015). This is similar. e study
of Neves (2018) on good investment opportunities, in which investor sentlmwb'bmtlvely

impacts the payout ratio of those firms with valuable investment opportunities, for which
investors’ manifest stronger expectations about receiving higher di g '

4. .

f)  Firm’s size
| &
Yusof & Ismail (2016) reported that firm size and la harethd rs had a @ive

m N
significant influence on dividend policy. This result IS the agency cost

shareholders, the higher the dividend payn‘ct)to sh

consistent with the study by Neves (2018)% (2018) examine positive coefficient

_ &/
on size according to which larger f|rm§ s ghI fdends. Iérx@dmon Amidu and Abor
(2006) also showed that size is fc% e posit ;ﬁnd @tlcally significantly related

F &

to dividend policy in all the tries up |r stu In line with Fama and French

/:‘

(2001), they stated that Ia f| el)(ﬁvpay dividends, which showed that

' S
e ar# haye re Cash reserves, and, as such, have a higher
D]f

it

larger firms are more

4

capability to pay
o -
However ber of studies show“that firm’s size is negatively significant with
dividend The study by C. Arko et al. (2014) found that size has a negative

reIati@ith dividend payouts. The finding indicates that larger firms payout lower

amounts of their earnings in dividends, while smaller firms have higher payout ratios. The
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research finding by Thakur & Kannadhasan (2018) also found that size is negatively related

to the dividend pay-out ratio in OLS estimation. Y'
g) Sales growth : (f}

There have been several studies in the literature reporting the results on sales growth
and dividend. Bushra & Mirza (2015) found that growth in sales is po itive related to

dividend yield, which is an increase in sales leads to higher profitability gher dividend

payments. However, interestingly, this is contrary to the study ¢

association with dividend payout ratios. The finding indica

yWAbor
(2015), who found that growth in sales has a statlstlcaI§ ignificant a §aQ2é'

that g‘p ng wms&q ire

more funds in order to finance their growth, and, therefore,jwou Iy ret Ragreater

proportion of their earnings by paying low divi[@, u‘ 4(
With the same results, Demirgiines (201 also fou gT E%.tlonshlp between

. N
the dividend payout ratio and sales’ % Thi§ is use~firms that are either
&
kee idend payouts lower to
avoid the costs of external financ & Ismail (2016) examined
the relationship between sa mdmgs show that there is no

significant relationship et

h) Leverage

Numerous s <g’ﬁave attempted to.explain the relationship between leverage and

O
dividend poli Arko et al. (2014) found a negative relationship between leverage and
d|V|d whereby companies with a higher debt ratio have a lower probability of
paying ends Moreover, interest and principal payments, which are made by
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companies with debt in their capital structure, would reduce the cash available for dividend
payments. Thus, highly levered firms have a lower probability of paying dividends,
companies with lower leverage ratios have a higher probability of paying divide Nwﬁ.
finding is similar to the study by Yusof & Ismail (2016).

The debt level significantly affects the dividend policy, which mearw higher

levels of debt lead to lower dividend payments to shareholders. Th icated that
companies with huge debts have a greater obligation to the cre te'ms of debt
repayment and interest charged. Abdulkadir et al. (2016) also sta at ve owWs a

negative relationship with dividend; firms are less likely y dividends n’thg\cdlbt

level is high. Thus, there is less likelihood to pay d|V|de o r e ralérgg'more
external finance, which will lead to an increase in ﬁe actlo ] Flrfﬁé\wnh more
tangible fixed assets are more leveraged, and, cmentwai in If\r@ payout ratios

%r & Kannadhasan
Q-

have i |f|ca fluence on dividend

as a way of controlling the new funds (Ne;r?, 2@182‘ %

(2018) found that financial leverage d&

policy, they stated that the previoE SW havl sho [po itive and negative significant

relationships between leverage and divi end\ 0 &t al; 2001; Gugler and Yurtoglu,

2003); however, their datac@ o@relat' hip.

i)  Growth opport t|e \(;/
Previous res mdf'c g h opportunities have a negative influence
on dividend p . Arko et al., 2014\('Rbdulkad|r et al., 2016). The research study by

C. Arko 014) found that growth has a negative and statistically significant

reIau@nh the decision to pay or not to pay dividends in Ghana. The findings

indicated that a company with higher growth opportunities has a lower probability of
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paying dividends. This is because companies with more profitable investment avenues are
more likely to retain their earnings and invest in such ventures instead of paying divide
Thus, with the prevalence of growth opportunities, the agency costs are reduc &
therefore, dividend loses its importance in controlling the agency costs.

Abdulkadir et al. (2016) also found that growth opportunities shoWegative
significant influence on dividend. The significance of growth opportunitieSyls consistent

with Fama and French (2001). In contrast, the study by Thakur&‘ than (2018)

indicated that the variable of growth opportunities shows a posi elation |th the

dividend. Together these studies provide important insigh@ve agency tbrg&l’ém

being reduced in that higher growth opportunities lead t pa g ends™~y
<, 3
2.4.2 Target Dividend Policy (TDP) O

.\
A target payout ratio is a calculation %opom s of a corporation

]
that it would like to payoutasdividendsg\ e long=termjfo sh @Iders In determining

their target dividend payout ratio, co S ari cauti s m@er to be able to sustain a
stable dividend level while mam ob(mfr/&ps to expand and/or run the
company efficiently. Allen (2992 tate@ targ yout company is defined as one
that has a strategy of try ayla fix po of available earnings as dividends.
The study used L| 56} Jod ested that two dominants factors that
influence target d payouts are &&'swe to maintain stale dividends and the

company’s rece 1V1dend history.
‘%ght to influence the target dividend policy have been explored in several

%‘
studi analysis of target dividend policy, Benavides et al. (2016) found that the target
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dividend payout ratio was positively related to governance indicators at the country level.
For high governance countries, the speed of adjustment on dividend to changes in earni

was low. Hence, a firm’s dividend is smooth in countries with a higher governan &
Based on the pecking order and trade-off theories, the dividend payout is positi %ted

to profitability and negatively related to past indebtedness and investment Wunities.

They also reported that there is no evidence associated with the lifecyCle” theory and

illiquidity effects on dividend levels. z '
Ahmed and Javid (2009) examined the dynamics and in nts.\Ld/idend

g
payout policy. They analysed data from 320 non-financial firms liSted on the aJhi_{rdck
Exchange from 2001 until 2006 and concluded that set vid fp nts depwgnded

' o
on the current earnings per share and past divide Mshare. T isteollk -financial

firms had a high speed of adjustment and low ta p and @ instability in

smoothing their dividend payments. It was %watoou%yp oregﬂration and market
(7]
;%youwhilaﬁ&stment opportunities
\
ayOL' licy. M

QD
/6
c
—
=
QD

liquidity were positively related to divi
and leverage negatively affected divi po ‘ er, market capitalisation
and firm size had a negative im hivid@ uf'@zy.

In another investigati %faﬂ@ctin target dividend policy, Al-Najjar

N\ L O .
(2009) reported that the nd jpolic pde\feljoplng countries, such as Jordan, was
O
t

influenced by many, %’simﬁ ogthat of developed countries, such as leverage ratio,

.

v

institutional ow@p, profitability, busg_rgess risk, asset structure, growth rate, and firm
AN

size. The stu ly concluded that Jordanian firms rapidly adjusted dividend payouts to

the ta@ mpared to other developed countries. It was shown that the Lintner model
p

was ap ate for Jordanian data. Zurigat (2011) stated that Jordanian firms have a target
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dividend payout ratio with the rate of adjustment. In addition, they found that dividend
adjustment was not only asymmetric for below and above the target dividend adjustm
but also asymmetric for below and above the target dividend adjustment with pos&)ﬁ.
negative earnings. A

To further investigate the target dividend payout ratio, Demirgiines (20 Wried out
a series of experiments. The sample analysed listed firms operating inwon-metallic

product manufacturing industry from 2002 until 2012 u@g au'oregressive

distributed lag analysis. It was found that, in the long run, factor ting to pilitg,

growth, and corporate taxation will have a negative signi t effect on target mﬁ‘@nd

payout ratio, while risk and market expectations will ha sm\Q cant ‘effect on
3

the target dividend payout ratio. In the short run,er i iIity°ﬁad osit(izé;gnificant

| N N~
Regarding the deviation from target;i I d'i wrecently, “Jacoby, Li & Lu
(7]
(2018) found that the stock return dropsﬁ divi iat@%r;creases. The authors
_ N
stated that under-paying firms have greater e+osu 0 financial risk and that
investors require a risk premiu&oh the% .
2.5 Share Price Perfo@e (SPR) ',' (-)
O
s in‘the'l

There have bee I studies i i'gk(ure reporting the effect of the frm specific

effect on the target dividend payout ratio. \

4,

‘vl
factors (capital structure, dividend policy,

K%

fitability, company’s efficiency, and firm’s

size) on SPP archers have studied the effect of capital structure on SPP (Yang, Lee,
Gu, & L4 ; Ahmad, Fida, & Zakaria, 2013; Chandra et al., 2019); dividend policy on
SPP ( iney, Mgbame, & Chijoke-Mgbame, 2011; Allen and Rachim, 1996; Lashgari
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& Ahmadi, 2014; Zainudin, Mahdzan, & Yet, 2018); profitability on SPP (Chandra et al.,
2019; Ahmad et al., 2013; Yang et al., 2010); company’s efficiency on SPP (Lyroudi 20,.8;
Din, 2017, Alexakis, Patra, & Poshakwale, 2010); and firm’s size on SPP (Chan N.,
2019; Zainudin et al., 2018; Shah & Noreen, 2016; Profilet & Bacon, 2013). d%;led
analysis on the observable variables indicated by previous researchers that?ﬁ%ociated
with SPP is stated below. \/
\4
2.5.1 Capital Structure and SPP .'\d‘

Yq

Yang et al. (2010) investigated the influence of stockr@son capital u<1tur d

capital structure on stock returns. They demonstrated t?Yg capjta(\s re aqgétock
T

returns are interdependent on each other. They founEW ital%fruct ean Kk returns

have negative influences, but when stock return

show that capital structure has a positive eo retu nél’ he results of the
) a9

opposite influence between capital stru& nd stoek returns K&s that the higher the

stock returns of firms, the lower the dvﬂnio. ‘,he results ar@msistent with the market
|

timing theory because firms with high ckK

e depen

high.stock returns tend to use equity
financing rather than debt fir@H vJever e res@ of the positive influence between
capital structure and sto ns shew t',ﬂwe e the firms use debt, the higher the
O
stock returns they Qe which resul 1:\@& the leverage effect and leverage risk
% d b 4
trast

compensation. In , the study by Cha@é etal. (2019) indicated that capital structure

=

S
has no effe he stock returns of companies listed on the compass index 100 in
Indone stated that their results are not in line with the research conducted by Khan
etal. ( ho found a positive effect of capital structure on stock returns.
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This research is also not in line with the research on manufacturing companies

conducted by Abdullah et al. (2015) who showed that capital structure had a negative e

on stock returns. This finding explains that investors are not too concerned a %.
company's capital structure policy. With the same objectives, Ahmad ehblB)
conducted analysis on the co-determinants of capital structure and stock reYt?for 100
non-financial firms in Pakistan using the generalized method of moments M) model.
They found that there is a statistically significant negative relatio K:welen leverage
and stock returns. The results are consistent with Chen and Che 11) wwd that

firms with greater leverage face a higher risk of bankruptcy ‘@Mhe same ti ‘t@rs

feel more anxious when investing in the stocks of hlg and\IX/'estor

¥
6‘
NI

The understanding of the impact 0 ’s divadend ollc SPP 1s important and

behaviour can cause the value of the stock to faII

2.5.2 Dividend Policy and SPP

Jéj JZ

still an unresolved issue. Several studl he I' erat hav@\eammed the issue in great
depth. Hussainey, Mgbame, &Chuok ghangé 1)‘i ted that there is a significant

negative relationship betwe e ot@( a firprand the volatility of its stock price,
and a negative relations etz divi Lﬂ/lew%r{nd the volatility of stock price. The

i dll‘lgS f Alle a@é'chlm (1996), but the findings on payout
4
ratio are contraryE the"findings of Bask(;j 1989). The overall findings suggest that the

results are in line wi

higher the pﬁﬁh@tlo, the less volatile a stock price will be and that the payout ratio is the

cting of the volatility of the stock price. The research study by Lashgari &

main fa
Ahma 4) also found that there is a significant negative effect between the dividend



payout ratio of a firm and the share price volatility for companies in Tehran estimated using
the fixed effect model.

Similarly, Hashemijoo, Mahdavi Ardekani, & Younesi (2012) showed that
yield and size have the most significant impact on share price volatility wﬂhhwe
relationship for 142 consumer products companies listed on the main ma?'ﬂf Bursa
Malaysia. They stated that the strong significant negative associ tlo ween price

volatility and dividend yield is in line with Baskin (1989), who S ts r'aported that

dividend yield has the strongest effect on share price volatility’sHowever, |pd|£|zg_

)
contradicts Allen & Rachim (1996) who found that share p @\Illty d di dJn ield
are not associated, but that share price volatility and size smve\{ |ated\§Z~

Moreover, they also indicated a significan t e re in\ een price

volatility and dividend payout, which is con3|sten askin (1 ano@len & Rachim

(1996). Shah & Noreen (2016) found a sig; e a&ins@.’p etween the stock

dIV d ayo&tud dividend yield. This

is consistent with the regression using nary east U&§0LS) of Profilet & Bacon
(2013), which showed that the payouatlo ck @oe volatility produced opposite

price volatility and dividend policy vari

results, which is the hlgh V|de y|eI e lower its stock price volatility.
This result supports the rese? Jn Aﬂ"MaIkams Signalling Hypothesis and
further implies the VI d ca w as a signalling device to stockholders.

However, a n&b r of studies showg_h)at a significant relationship does exist, although

the findings g\newhat contradlctory to the above findings. Kheradyar, lbrahim and

found that dividend yield, earnings yield, and book to market ratio were

Mat No Ivi : ,
significa positively related to stock returns of firms listed on the Malaysia stock
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exchange. They stated that the book to market ratio had the highest explanatory power.
They estimated the result using the fixed effect method of two independent variables
and B\M) rather than the random effect method or common constant method, be %.
omitted variables, which differ between cases but are constant over time, are m&&

In addition, according to Ali, Sharif, & Jan (2017), dividend per share W etention
ratio have an insignificant relationship with share market prices, but divid ayout ratio

has a significant positive relationship with share prices. The resu ; f with the

Bird-in-the-hand theory, which suggests that owners give p I ar of
estimated dividends over a likely dollar of capital gains. @ggest h rn‘s _:ﬂ‘bhe
sample should regularly pay dividend as it will cause a ard v t |n stock

market prices. 0\ (,‘\
Recently, Zainudin, Mahdzan, & Yet (2& fou\nd t thEr\Q a significant

negative relationship between stock prlc \% a d d yle&N nd between stock
price volatility and payout ratio. The res It st tk&&he dividend yield and
payout ratio may influence the stogk p volatl‘ty ey s '@‘that the results contradict
Hashemijoo et al. (2012), whose%s d| vv“ étgnlflcant relationship between
stock price volatility and d sian consumer products firms.

n M
N,
1 O
Hashemijoo et al. (2012 si ni‘hc yegaﬁvp relationship between stock price and
toc tili

dividend yield and nd payout ratio. This is because dividend

‘\

Y‘

policies implemen across different ind Stues tend to vary; hence, it is not surprising that
different resé attained for I\/Ialay3|an industrial product firms. Firms that pay out high
ually more mature, profitable, stable and less risky. Lower risk translates

dividw , profitable,
to less v e price movements of stocks (Baskin's, 1989).
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2.5.3 Profitability and SPP

Several studies have revealed that there is a positive significant relationship be
profitability and share price. Yang et al. (2010) reported that firms with higher pro a.w?.
earned higher returns, and, thus, a positive relation between profitability a Eu?s IS
expected. As for stock returns, profitability is a significant positive meWn stock

returns, which is consistent with the findings of Haugen and Baker (lQQWe higher the

profitability, the higher the stock returns. The results are also in h A'hmad et al.

(2013) who found that profitability has a significant positive effe stogk M\yhigl

means that high profitability firms provide a high return o ck in/Paki rl _S
Recently, Chandra et al. (2019) found that profltabl asi f posMueYeffect

on stock returns, which is consistent with the reseﬁ ductéﬁl hma&é\al. (2013)

on the Karachi Stock Exchange. They revealed tha asmg company pr@s can increase

stock returns. This means that investors ar;ﬁ@m?%oipa{'&;proﬂts in deciding
]

stock transactions. Another study by Ali f 017) rtﬁ@ed that profit after tax

has an insignificant relation to s& Rce's an‘ thatiearn §per share have a positive

significant relation to stock prlces ey K Were is a negative significant
ce

relation between return on s recommended that firms should
regularly pay dividend I C use a pwar&‘movement in the stock market prices.
Whereas profit rete m%'flrn}s s It \decrease in the value of the stock market
prices. \/

\°v

\
N
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2.5.4 Company Efficiency and SPP

Researchers have studied the effect of company’s efficiency measures as a
turnover ratio on SPP. According to Din (2017), the results showed that there is a BZW?.
statistically significant relationship between the assets turnover ratio and stockxﬁs.’r he

result means that for one unit increase in asset turnover ratio, the stock returnswmecrease

by 0.2580 units because of the reduction in sales to generate assets He 'Stated that the

negative impact of assets turnover ratio on stock returns is due to wiak working
capital management and high labour cost.
In contrast, the study by Alexakis, Patra, & Posh e 2010) tllaué%et
Y—-

turnover is significant and has a positive relationship wﬂ?uk r

GNQ resukts‘are in
T

line with Talebian and Daghbandan (2015) who als nd a positi rellk n between

assets turnover and the firm’s performance. Howe zikeviciu Sara@ (2011) found

no significant relation between assets tur nd t ms éhe non-significant

finding is consistent with the recent fmdug& f Ly%(j 8) &Qo stated that there was
no evidence of a statistically si Qt 'stronj h|p between the assets

turnover ratio and stock returns. ’

\
ey
255 Firm Size and s@’ ‘,' S

For SPP, Pro Ba 0491 ﬂﬁthat dividend vyield and size related
b4
ckypr

negatively to the ice volatility. They'revealed that the negative correlation found

O
between flrméNnd stock price volatlllty supports the findings made by Hussainey et al.

d that as the market capitalization of a company increased, the volatility

(2011)&
of thei sponding stock price decreased. The results also support the idea that large
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dividend paying stocks are, in fact, less risky than stocks that do not payout a dividend.
Moreover, another study, by Shah and Noreen (2016), also found that firm size and |
term debt are negatively related to stock price volatility. §~
The results are consistent with Hussainey, Oscar Mgbame, & Chljo%bame
(2011) who found that size had a significant negative relationship with pmlatlllty.
They suggested that the larger the firm, the less volatile the stock price 1IS8On the other
hand, they showed a significant positive relationship with p mility, thereby
suggesting that the stock price will be more volatile. Yang et al. ( in icw“small

\Y'

firms tended to earn higher average stock returns than la s (Banz’s

1981). The results, consistent with Fama and French (1 , tated@ all fh*m‘z;may
T
suffer a long earnings depression that bypasses bitwthere estlmﬁat size is
associated with a common risk factor that Ieads t new tlons@ between size
and stock return. In short, small firms ma d tak thus should have
higher stock returns in return. Aé}—
\

Furthermore, firm’s size is gaRely ass+1ate ith price volatility because

large companies are usually more di SIfI é.have a strong market position

(Zainudin et al., 2018). Mo & ies a\ ormally financially sound, which

O
makes the stocks less I’I%\i Ts Volatiler H(JJWjever they found that the relationship

between leverage a prlcg.v D.ert))t IS @tatlstlcally significant. Recently, Chandra
et al. (2019) dISA in their study the ive effect of firm size on stock returns found

by Banz (1 %E is is because small companies tend to provide higher stock returns

comp%

e companies. The results are consistent with Rezaei and Habashi (2012).
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In contrast, Acheampong et al. (2014) conducted their research on companies in the
Ghana Stock Exchange and found that small companies tend to provide lower stock ret
than large companies. This means that firm size has a positive effect on stock ret %
results of this study are consistent with the research conducted by Abdullah ehiciz'?lS),
and Chandra and Idrus (2015). Ahmad et al. (2013) found differences in the wﬁ! in their
study in that firm size is not significant, which means that the varia% 0 effect on

stock returns and a result that goes against the theoretical expectati a firn] size affects

stock returns. .\d’
g
| &
2.6 Relation between SGR and SPP 4 T
The role of SGR needs to be considered as &Jé’?nen d me@e of firm
performance that may have a significant 1mpact s stock price (A et al., 2018).

Lockwood and Prombutr (2010) investigat SSOM‘N e@ustamable growth

and stock returns for the duration of 19 07 using_monthly i@ prices. In the study,

they obtained significant results usYHe T,’ne-

Regressions, and Firm-Level, and Regres |o

ies R@éssmns Cross-Sectional
I

r) hey found that high sustainable

growth firms tended to h Q , bo o -market ratios, and subsequent
N
returns. In addition, the n@l %lha ctor of subsequent returns compared

O

to each SGR compo yn d gsh‘ controlling asset and capital expenditure
4

growth. x
&’

AN
The su Ie growth effect is attributable to risk and not mispricing. The results

are c% ith a discussion by Fama and French (1995) on rational pricing. The authors

found w-profit firms tended to have high BE/ME ratios and also high required



returns. In this case, the authors mentioned that low profitability reflects high distress risk,
which, in turn, should be related to high required returns. Moreover, sustainable gr

rises for value firms, perceived risks fall, required returns fall, and valuations j Oﬁ.
relative to growth firms. Raisch and von Krogh (2007) confirmed the groxaAQr idor
relevance for managerial practices; companies that grew within the Imn?f'by their
growth corridor outperformed their peers that did not. The so-callﬁs~ rt growers”

delivered an average return to shareholders of nearly double the Iow,er or faster-

growing companies. However, more than 75% of the overall group*ailed to o v.vitr{i{l
N
this zone and paid a price one way or another in rising dg@nmg rofi gm(g?or
&

falling share prices.

To get accurate results, Olson and Pagano se g rs AUS publicly traded
bank holding companies during the per| 0 87%ﬂe?n ngnomlcal significant
factors of the merged bank’s abn Wk re,_\rn perfo e are the acquired bank’s
estimated SGR prior to the acql%, asg@ tHe post-acquisition changes in this
growth rate, and the bank’s @1 p (|)ut 40%

O
2.7 SGRasaMe / N
ol /M

The increase are not limited tothe usual cost variety but also include the impact

O

on the share of employing what the management believes to be excessive debt, or

distn& t is believed to be too little in dividends (Higgins, 1977). In particular,

excessl t and pay less dividends can have an impact on SPP. Thus, managing the
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company’s financial and operating activities (capital structure, dividend policy,
profitability, assets efficiency and firm size) can increase its value and SPP. Compagi
believe the outcomes attained from managing the financial and operating activities @5@[
the management to increase the value of the companies and SPP. —\
SGR is one of the most studied aspects in relation to the improvemeWa firm’s
performance, and managing operating and financial constraints (ngglns ; Platt, Platt
& Chen, 1995; Olson & Pagano, 2005; Ashta, 2008; Fonseka, 'T ian, 2012;
Channon & McGee, 2015; Hafid, 2016; Arora, Kumar & Vermanz018): M eV|ous

studies analysed the relationship between the mdepenq@nables su a‘ Q@kal

structure (Escalante, 2009; Higgins, 1977; Fonseka, Ra Ti Arora\K-umar

& Verma, 2018; Higgins, 2007), dividend policy ( yet .
Liow, 2010; Olson & Pagano, 2005), profitabili low, 201

\ier

2 Le I., 2015;

afid@)lG' Olson &
.\

Pagano, 2005; Platt, Platt & Chen, 1995n5Ar0r2, &2018) and asset

0

efficiency (Hafid, 2016; Platt, Platt & 95My etak;2012; Arora, Kumar
& Verma, 2018). Y ’ ’
Besides, there are several tudi thau\ até'd(f-qu,e relationship between capital

structure (Welch, 2004) di d oli ame@ I, 2011; Hashemijoo, Mahdavi-
Ardekani & Younesi, 2 IE ? arif é_%( 2015), profitability (Buzzell et al.,
1975), and asset efficiency (B'gc alliy’ Casu Glrardone 2006), and SPP. Moreover,
Lockwood and P b r (2010) studied @)@X;Iatlonshlp between SGR and stock returns.

Reviews of rature indicate that recent studies have focused on investigating the

relation Q een capital structure, dividend policy, profitability and asset efficiency

(indepen variables), and SPP (dependent variable). Recent studies have also identified
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the relationship between SGR and stock returns. However, no studies have studied SGR as

a factor that influences SPP. This research supports the signalling theory. This study
examine the relationship between the factors that influence the SGR (capital s &
dividend policy, profitability, and asset efficiency) and SPP.

The inclusion of the third variable (the so-called mediator variable), , mlght
influence the relationship of the two variables; that is, the predictor X (firmific factors)
and the outcome variable Y (SPP). For instance, a higher or lower n irlcrease SPP,
and the firm may also consider the use of a higher or lower debt'ig,ord twge the
firm’s financial performance and shareholder wealth. To t strof my kn e(’gg\io%ly
Sutjiati (2017) had investigated the mediating effect of et r{ i mem\g}ixed
assets and dividend policy with company valu booﬂ ). S found that

=)

simultaneous investment in fixed assets and DPR

wa nd n@tlve effect on
SGR while individually/partially, investme;gﬂ)él edhas%egno Qfect SGR but DPR

has a significant effect on SGR. Moreo Itan i estmém in fixed assets, DPR,

and SGR has a significant effect w'hlle ’wdlvFu I@lally, investment in fixed

assets, DPR, and SGR all showa5|g canteffe

Due to the potentlal f S '—'{ todct as %edlator this study examines the

\
mediating effect of SGR % @n%/rm specific factors (capital structure,
dividend policy, p% 2 c‘gbpﬂe fici

Shariah-compliant
" S’

S

y and firm size) and SPP on Malaysian
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2.8 Threshold Analysis

Regarding the threshold analysis, most researchers, such as Nieh et al. (2008), Li
Chang (2009), Cheng et al. (2010), Cuong and Canh (2012) and Abd. Halim Ahm }y.
Adiana Hiau Abdullah (2013) used an advanced panel threshold regression modn&gsed on
Hansen (1999). Nieh et al. (2008) investigated the existence of an optimal dew for the

electronic listed firms in Taiwan from 1999 to 2004. The research fouwat there is a

single threshold effect of debt ratio on firm value when return on egui Olf) IS used as
a proxy for firm value. However, the combination of ROE and ings!per gEPS)
triple threshold estimation shows that the appropriate debt ge for li e'eq{éhlc
firms in Taiwan should not be more than 51.57 percent o ha f‘ 3 rcent\/

With the same country of research in Taiwan,EMhandxqzo exan‘l'@j whether

there is a threshold debt ratio in the relationship een debt r ano@m value. The

research found that when the debt ratio |S$ rm Ame increased while
when the debt ratio is between 9.86 percent 33 nt, lﬁdﬂalue also increased.

Lin & Chang (2009) concl ere ust e%old debt ratio of less than
33.33 percent at which point f|rm V. o‘. @ease Moreover, Cheng et al.
(2010) found that a triple t I eff ldo eX|st shows an inverted-U correlation
between leverage and f| the obfeptlve Cuong and Canh (2012) proved

that a double thres% ect E}I w e t ratio and firm value. The results show
that firm value has'a posit

ive coeff|C|ent the debt ratio is less than 59.27 percent, but
anegative ‘c‘,@mt when the debt ratlo is more than 94.60 percent. Also, an insignificant
ratio between 50.27 percent and 94.60 percent, where the result indicated

resulm [ : :
that there®is’ho relationship between debt ratio and firm value.
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Abd. Halim Ahmad & Nur Adiana Hiau Abdullah (2013) investigated the effect of
leverage on Malaysian listed firms’ value and the optimal level of debt at which a fi
could maximize its value. The results found that firm value increased when the debt rati
is less than 64.33 percent and not significant for a debt ratio of more than 64-%r ent.
Additional debt beyond the threshold level does not add to a firm’s value. TWe issue

of threshold debt ratio was important for companies, as it was observed either debt

beyond the threshold level can have a positive or negative impact t R. l

2.9 Shariah Compliant Companies

Many Shariah-compliant firms in Malaysia ha
benchmarks specified by the SC. The screening

2013. It not only covers operating activities butN

listed firms’ business operations (refer t %e 5b\$ V
? 6
f

benchmark indicators in the screening or firms topbe lis s Shariah compliant.

The financial ratio benchmarks inclu?ﬁ!h ov'r total assets-and debt over total assets.
? (

Cash only includes those placed In conventiona uhts,@nd instruments, whereas cash

O

placed in Islamic accounts a@um nls is exclud om the calculation.
g
Meanwhile, debt @}ncl

ldes i r'g!t-tre%'i’ng debt whereas Islamic debt or

O
financing or Sukuk | ed from the Calculation. Both ratios, which are intended to
‘v’
ib

measure riba and kiba®based elements wic@- a company’s balance sheet, must be lower

&

S
than 33 per \
Fi d as Shariah compliant must follow the requirements set by the SC. The
first sta the screening is that the activities of the firm must not involve prohibited



elements. According to the SAC of the SC, there are eight basic primary criteria that will
be screened in the first stage. These eight criteria are:
1) financial services based on riba (interest), G}Y.
2) gambling and gaming, A
3) manufacturing or selling of non-halal or related products, Y*
4) conventional insurance, \/
5) entertainment activities that are non-permissible according Ya.h'

6) manufacturing or selling of tobacco-based products or rel pro UM

e \T
7) stockbroking or share trading in non-Shariah-comp securities, a ' _f)
8) other activities deemed non-permissible accordl arl ‘\/Y-
T
Based on the eight criteria given, firms mEM th(?%e nessQ Tx&vities are
disqualified from being considered as Sharlah C |ant f|rm hen,Qwer firms can

A

proceed to the second stage if they passed t S tag‘ c n e of the screening

is based on the financial requirements, ¢ rto%etj\n é&ver total assets must

%

be less than 33 per cent

In light of these changes, rebanal i€ i e'r concernlng the impact of the
revised screening methodo @ Najib et al., 2014; Muhammad,
2015; Suffian et al. (20 sHi .af 263(7)) Zainudin et al. (2014) found that
companies with a veI 9)‘ Dcyn 0 ebt were affected due to no screening
previously basﬁt e total conventlc@%b debt of the company. This is in line with

Muhammad gﬁﬂwho mentioned that after the revised screening methodology, the status

ffected due to (i) companies’ mixed activities, which were previously

of a fi 3 . C . ivities, whi :
assesse;aer the 5, 10, 20, and 25 per cent benchmarks, while, currently, the firm
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activities were assessed under the 5 and 20 per cent benchmarks, and (ii) companies with

high conventional debt were affected, as previously there was no screening based o

total conventional debt of the companies.

Table 2.5: The Changes in the Shariah Screening Methodolog;&”

N
K\

A

Quantitative Current Shariah Screening Revised Sharrah Screening
Assessment Methodology And Activity nd Activity
Business e 5 percent !
activity Conventional banking, Conventional | B activities ineluded
benchmarks | insurance, Gambling, Liquor and liquor- iona Ki
related activities, Pork and pork-related ventiona ura%
activities, Non-halal food and beverages ing, liguonand liquor-
Shariah non-compliant entertainment, ted aetivities, pork~and
and other activities deemed no tivities; non-
compliant according to Shariah. and’éb%erages,
\/ Qg compliant
e 10 percent c) I mer@ interest
Interest income from cokwona [ figﬂ conventional
accounts and instruments, {tobacco an d instruments,
tobacco-related activitieSy, a ﬂ “and tobacco-related
activities  deemed ompli activities; and other
according to Shariah. \ actii| s deemed non-
c lant according to
e 20 percent 3 J l ‘ﬁah.
Rental receiv% Shariah n-
compliant activitiesfan er ‘@activitiesty e 20 percent
deemed n gﬁmplia t ordin Business activities included
Shariah. & b {Q hotel and resort operations,
\ s | L) share trading, stockbroking
e 25 b (‘7 business, rental received
0 resort op ra;iiﬁg Share | from Shariah non-compliant
tradingw Stogkbro busifiess, and | activities, and other
%ctivities eemed AON-compliant | activities ~ deemed  non-
ording to Shariah. c.}/ compliant  according to
N Shariah.
Financial > 33 percent
ratio
bench S e Cash over Total Assets
Cash will only include cash
placed in  conventional
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accounts and instruments,
whereas cash placed in

Islamic accounts ?
instruments will be exclud
from the caIcuIation.é}

e Debt over Tota%t_s
The debt will only include
interest-bearing% debt

whereas Islamic
debt/fina Wsukuk will

c‘%’ from the
tios, W

re
ibtended to meas ribaé?”
a-based ele s within a
panygs " balance Ssheet,
ust be I han‘_3_f_5§5c;l‘.l
Source: Se% COE% i Mz@éa (2014)

A research review of the literature by Suff@ (2015)% ted@t some of the

Shariah-compliant firms have a high risk of@ﬂng hig \deqs @n together, these

N,

Qo

=

results suggest that Shariah-compliant fi uld ﬂﬂni ise th<-4, sk or uncertainties.
Regarding the Shariah screening critesi ib j . 4) @ed that the inclusion of
financial ratio benchmarks and re% ng of ‘; eb i‘uéss,‘g'ivity benchmarks enhanced

ol &
the robustness of the screeni Nhodo'og listin a Shariah-compliant company.

&

This is aligned with Md, W t al. ) w(‘hg)ated that the formula used for the

d
¢
"J ‘. _
financial ratios in th@ar; -Co yc c:i\@w are taken based on the best practice
approach, which %may n{)t oneur wqh most of the current leading Shariah stock
N
screening prow’{. t the same time, Thcejrobustness of the screening methodology can
strengthen petitiveness of the Malaysian Islamic equity market and Islamic fund

man entindustries. Likewise, Md. Hashim, Habib, Isaacs, & Gadhoum (2017) pointed



out that the Shariah stock screening tool can limit or control the non-Shariah activities. At
the same time, the involvement of Muslim investors in non-shariah activities Iimits?_
restricts cooperation in sinful acts.

Therefore, maintaining the financial ratios at not more than 33 per cent i ust for
Malaysian public-listed Shariah-compliant firms to retain their Sharlah-com status.
In maintaining the financial ratio benchmarks below 33 per cent, monlt the current
situation and company’s activities by mapping the SGR can h agﬁlrs to make

financial planning in an efficient manner (Radasanu, 201 diti nw ng the

%

company’s financial leverage, dividend policy, profitabilit sset effici yLa,[\(ﬁllp

to maintain its listing status under the Shariah-compliant ry

2.10 Research Framework and Hypotheses J

=
The framework of this study looks at Je cti irstly, cﬁ?xstudy investigates
the existence of the target capital stru TCS) d target Si&&nd policy (TDP) of

flr,‘\S

sustainable growth rate (SGR) on the re aUO\

structure, dividend policy, prefita Ilt@ny efficiency, firm size) and share price

performance (SPP). Th|r inv stlga éth ere is a threshold capital structure in

ndl;%\the mediating effect of

'Q

tahee\n, firm specific factors (capital

Malaysian public-listed Shariah-co

the relationship bet ca I structure d the sustainable growth rate (SGR) of

.

Malaysian Sharlaﬁo liant firms. This frarmmework aims to answer the research questions

O

and achieve the 'specific objectives of this study.
ive one, based on rational expectation in sustainable growth rate (SGR),

Forob
this stu sumes the company maintains its target capital structure (TCS) and target



dividend policy (TDP) which reflect the existence of both target capital structure (TCS)
and target dividend policy (TDP). Then, the independent variables for target capi
structure are presented by eight variables or factors (non-debt tax shield, tar&)’
profitability, business risk, firm’s size, growth opportunities, liquidity anh&) that
influence the capital structure. Then, the dependent variable for this Stm capital

structure. \)

Figure 2.3 illustrates the research framework for the exis Cf talrget capital

| 37
Non-Debt Tax Shield ", Y'?
on-be ax e
SRUA

Tangibility

structure.

Profitability

Business Risk

Firm’s Size §
Growth Opportunities 0
: &
Liquidity
- &
Share Price ¥

Performance

L+ b.)',
F& .3: Firm Specific @;grs of Target Capital Structure
N N

The %Iso determines the existence of the target dividend policy, and the

indep@riables are presented by nine variables of factors (lagged dividend, earnings

per share, market capitalization, investment opportunities, firm’s size, sales growth,

84



leverage and growth opportunities) that influence the dividend policy. Then, the dependent
variable for this study is dividend policy.

Figure 24 illustrates the research framework for the firms specific factors of t

K5

dividend policy.

Lagged dividend Yv
Earnings per share é ;l\d
L |
Market Capitalization J I &;Z'
-
Liquidity s \Y i
AN

Investment -— Dividend Policy
opportunltles v
7 @
Firm’s size \T é

6
Sales growth “ 5
X
N
Leverage Lj l §
Growth opportunities \" '-Cf/
- | ~
S
Figure 2@ Specific 'rs &%rget Dividend Policy
L))
In relation t Wget c{pl sﬂ'uctuqs, Haron, Razali, and Ibrahim (2012) found

)
that a target& structure exists fbcpShariah-compliant firms in Malaysia. After
identifying%stence of target capital structure and target Dividend Policy, this research

conti@ objectives two and three. The independent variables are presented by firm

specific factors (capital structure, dividend policy, profitability, company efficiency, firm
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size) that influence the SGR. The dependent and mediating variable included in this
framework is the SGR. Meanwhile, the dependent variable for this study is SPP.

The research framework for this study is developed based on the gaps ide
the literature, precisely, those related to the firm specific factors among Shari T‘pzant
firms. This study refers to the procedures by Baron and Kenny (1986) ng the

mediating effects or indirect paths, while taking into consideration the recentwlodifications

and comments suggested by Hayes (2013), and Zhao et. al (2010 ove', Miles and
Shevlin (2001) stated that a variable is considered to be fully me di thw’ndent
variable first has an effect on the mediator variable to in he depengdent l/a,[@e.
They mentioned that a variable is considered to be pa me {e a relat;;\ship

between the independent and dependent variables i eper??‘en rlatt erts some
;(

of its influence through a mediating variable or di Mlles & evhn@)Ol)

The research framework of this stud;%strata;fl c? (the direct effect

between the firm specific factors and SP\ irecte ﬁfhi firm specific factors
and SGR, the relationship betwee thm and SPP, @dlatmg effect of the SGR
on the relationship between the firm Qemf Q‘}PP Figure 2.5 also shown the

model specification of th & m l modeél in @the study only has a formative

construct and no reflectlw\rui P (J(__)O
TV

= &’
N
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In this study, the model specifications include the formative construct only and no reflective construct. The measurement model
consists of five formative constructs (i.e. financial leverage, dividend policy, profitability, company’s efficiency, and firm’s size).

The model of analysis investigates the mediating effect of sustainable growth rate (SGR

e relationship between firm specific

factors (capital structure, dividend policy, profitability, company efficiency and firm siz‘e_:&n share price performance (SPP).

Leverage
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‘@e 2.5: Model Specification of the Measurement Model
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Table 2.6 shows the research hypotheses generated for this study as follows:

Table 2.6: Research Hypotheses

X

Objective | Step Hypotheses | Details

1 1 H1.1: A target capital structure exists in Malaysian Public-lis ariah-compliant
firms.

2 H1.2: A target dividend policy exists in Malaysian Public-listed Sharfah-compliant
firms.

2 1 H2.1: The firm specific H2.1a: Capital structure has a significant relationship with
factors have a significant | SPP of Malaysian Public-I iah-compliant firms
relationship with SPP of | H2.1b: Dividend policy has a ificant relationship with
Malaysian Public-listed | SPP of Malaysian Publi hariah-compliant firms.
Shariah-compliant firms. | H2.1c: Profitabilit nificant relationship with SPP

of Malaysian Publi hariai-compliant firms.
H2.1d: Comp iency has a significant relationship
with SPP of Malaysian Public- h‘ariah—compliant
firms.

H2.1e: Firm sasign ica;g}at‘ons \/Y;h SPP of
Malaysi ic-listed Sharia mp ianl&fj ms.

2 H2.2: The firm specific H2.2a: Capl tructuryha! asi ificgelationship with
factors have a significant | the S alaysian F@bﬂé-liste ariah-compliant
relationship with the firms. i a,‘\

SGR of Malaysian w ide as a sigﬁvant relationship with
Public-listed Shariah- e jan” Public-listed Shariah-compliant
compliant firms. E(
. as a s@icant relationship with the
SGR Publicilisted Shariah-compliant firms.
% H2.2d: Comp 1&‘5 has a significant relationship
with R" of aysian Public-listed Shariah-
co#plian irms. (..)
e: Firm sﬁa significant relationship with the
alaysi ublic-listed Shariah-compliant firms.

3 I_§1ebative@s&tive relationship with SPP of Malaysian

irms. &,

4 hasan ! | H2.4a: SGRhas a mediating effect on the relationship

t firm
ors and
Malaysian i i(]j
riahrcomplia f'u s.
4

on

O
NN
%
!
e

twee pital structure and SPP of Malaysian Public-
listed @p iah-compliant firms.
H2 SGR has a mediating effect on the relationship
b n dividend policy and SPP of Malaysian Public-

isted Shariah-compliant firms.
4c: SGR has a mediating effect on the relationship

etween profitability and SPP of Malaysian Public-listed
| Shariah-compliant firms.
H2.4d: SGR has a mediating effect on the relationship
between company’s efficiency and SPP of Malaysian
Public-listed Shariah-compliant firms.
H2.4e: SGR has a mediating effect on the relationship
between firm’s size and SPP of Malaysian Public-listed

Shariah-compliant firms.

H3.1: A capital structure threshold exists in the relationship between capital structure

and the SGR of Malaysian

Public-listed Shariah-compliant firms.
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2.11 Conclusion

This chapter discussed the literature review concerning the impact of thewm
screening methodology, SGR model, underpinning theory, the importance@, and
the factors that influence the SGR of firm and SPP. This chapter al ribed the
literature review concerning the effect of SGR for firms and SGR as aWtor. Finally,
this chapter highlighted the research framework and hypothese% tudy. In Chapter

3, the research design, methods, sample of study, and mo a Iysi'; are discussed.

VO\Y—-
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