CHAPTER 1

INTRODUCTION s j

In this first chapter of the thesis, the following are prese/&:ltroductlon

to the study, the background of Islamic financing, follow by e problem statement
of the study, then the research objectives and the r q estlw research

framework is then described, followed by the Slgn$0f the study, icope\gf'he

study and concluding with the organization of the

is cor?r' in rlef lines of

the thesis chapters. Vz E\Y‘
1.1 Introduction \ O

Literature on capital strucE ;alnh/ expla 1th§ecur1t1es and financing
0

sources that corporate managew financ r real& estments. It has focused on
\
debt-equity choices, whieh a xtreme‘/ cru allln @rate financing policies (Myers,

2001). This is because changes in % J@ure convey information to investors,

which may be pe@ m@i new. bad news (Myers, 1984). Historically,
the debate of ru IC% wﬁaj itiated by Modigliani and Miller’s seminal
paper in sta E;l) eb ulty choices have no effect on the value of the
firm % cost of the capl,t\?.assummg that there are no taxes, no transaction

c wbrokerage costs, no ba\%ruptcy costs and existence of symmetric information.”

canwhile, the firm’s value will be independent of its method of financing i.e., debt-
Ojity structure in a perfect capital market. Hence, both leveraged and unleveraged

companies remain equal and will remain in equilibrium regardless of their debt-equity



choices (Modigliani & Miller, 1958). However, modern capital structure theori e
presented a different view regarding the debt-equity choices. They em(@} that
financing still matters due to the presence of taxes, the differences in ﬂ%ation and
the agency costs with the assumption that the capital market is imperfect (Myers, 2001).

Moreover, the debate of Irrelevance Theory’s assumptions has resulted in the
development of modern capital structure theories, namely, pt e]nd Miller (MM)
Trade-off Theory, Static Trade-off Theory, Pecking er T eWncy Cost

'Y
he MM Tr, -dff@ry is

% ich was pne of the
ata Veragsé}rm enjoys tax

benefits due to the interest payment, Na tax-deductible ex@ﬁ&: compared to its

counterpart/unleveraged firm (Mo%ni &%\,y1$6 .,@ks theory implies an
é E? Q.

Theory, Signalling Theory and Market Timing Theo
due to the recognition of corporate tax’s effe

Irrelevance Theory’s assumptions. The the

extreme assumption of 100% financing fortval aximisation companies,

s

sug % (Berens & Cuny, 1995, and

which is not in line with w he rac’

Luigi & Sorin, 2009). Lhiswis because; ther, arg d@rent costs that are related to the
4 $ &
benefits of debt fjﬁng in@b&nkmpg.dosts i.e., auditing costs, legal costs,
and managemew (Be 'uny, C;%@'). This has led to the development of
S ¢ ? (J(,)
NN
siderdti :bank@cy costs, which is ignored in MM Trade-off

TheAthe leading factor @ development of Static Trade-off Theory, which is

0 Xthe long-standing capital structure theories (Abel, 2015). It also justifies

Trade-off T

oderate borrowing by a tax-paying firm at which a firm can balance the corporate tax
enefits of debt financing against the bankruptcy costs (Berens & Cuny, 1995, and

Myers, 2001). In this theory, the firm is viewed as setting a debt-equity target. Thus, it
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gradually moves towards that target, where the firm replaces debt for equity OW
for debt, until the firm reaches at the maximisation point/the optimal deb@ratio
(Myers, 1984). The Static Trade-off Theory suggests that “a value- ising firm
should gain any interest tax shield, when the possibility of financial dye;is remotely
low.” However, the theory fails to explain why well-es M and profitable
companies, for example, Microsoft and the major pha tigal ctmpanies in the
United States are still operating at low debt ratio (Myers, 1). \d‘

This is the primary reason that led to the birth cking/Or *Q@Y&T),

which has its basis in asymmetric information \ : as@ained by

-geneégv funds i.e.,

Myers (1984) states that “firm manag

depreciation and retained earnings ove\%ﬂy- raise ds a@ithin the external
funds, they issue the safest security %whi h is\tl’ﬁs$a ,@(, then equity as a last

N\
resort”. This theory suggests th%\an eg in d t-cequ'Qc;?ructure are due to deficit
of internally-generated fun@m— er & My A1999). This theory does not
have a clearly deﬁned% debt-¢ ;Ju& @beneﬁts of debt and the costs of

4 ¢ &
bankruptcy are pla &Qa secr \'der (Zhﬁ.& Kanazaki, 2007). They found that

o

the POT sugges% igh e con‘ehjéfes with limited investment opportunities

prefer usin %al cagh flo vﬁﬁle}ow leveraged companies with huge growth
N

opportuditigs afd shoft ‘}nterr@-generated funds prefer debt financing” (Myers,

200A \c.}"z.

\{owever, the Agency Cost Theory (ACT) analyses the conflict of interest

& een firm’s managers and its shareholders. Corporate managers are the agencies of

areholders and the conflict of interest arises between the two parties (Jensen, 1986).

This is mainly because the firm’s managers in fact have full control over the resources
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of the firm (Fosberg, 2004). Therefore, the creation of debt is considerecw’n
advantage and a useful policy to limit firm manager’s control. The debt als@s the

free cash flow problems, which may lead to investing fund at belo 1 cost or
wasting it on organisational inefficiencies (Jensen, 1986). They arg:g that there are

some advantages of having debt as a source of funds. First, it rqﬂMe availability of

free cash flow to spend at the manager’s discretion. Secon lure tojservice the debt
payments is an effectively monitoring tool to make h o aw‘ improve

i
efficiency. However, the control function of ﬁnar@bt will bec ]ﬁss_\éévc:ive
in organisations that generate less cash flow ww r g% rtur@' (Jensen,
1986). V 0\ %T

Signalling Theory (ST) is on %dem capi mc@heories. It is all

about making certain changes in th%t-equity %e f,e\ to send a reliable

N\
signal to the firm’s outsiders re%its ﬁr?ancia ealt Q its future cash flow, i.e.,

the principal and interest pa?g. Thl
of a firm raises its Vall% onse}

theo gues%@ increasing the leverage ratio
bn.%c'reaa its market share price, implying
that firm manager&&etter in
In signalling hw , the't

on than\its potential investors do (Ross, 1977).
! "&
fore, {1 ttlj eory, debt financing is the preferred mode
NN

g le@a e is considered as an effective signaling

@
policy for fi uality. The

(Eldomidly, %., 2008,/ Y%\

Aally, the Market T@ Theory (MTT) argues that “capital markets are

i Xt, in which, there will be a gain from opportunistically switching between

& y and debt”. The theory is based on equity market conditions, in which, a firm issue

ares at high prices and it repurchases them at low prices relative to book value and

past market values. This theory has no best capital structure target and changes in debt-
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equity structure are largely due to the collective result of prior efforts to time?&t
equity (Baker & Wurgler, 2002). %\

It is worth noting that the modern capital structure theories wer&d relative
to one of Irrelevance Theory’s assumptions. Therefore, the TOT highlights taxes, the
POT highlights variances in information and the ACT stresses a y costs (Myers,
2001). As the review suggests, MM Trade-off Theory sﬁ

n' tax advantages

(Modigliani & Miler, 1963), while the ST emphasises the ¢hgice of de i‘ndication

of firm quality (Ross, 1977) and the MTT emph@ differen in’in@ation

4 \)‘T

mpt @gr'ess the best

arl®</galue and exploits

(Harris & Raviv, 1990). T
Overall, the modern capital structurw S mai
blend of debt-equity ratio that make t@of the fi

the cost of financing (Alipour et %015). i\hﬁg
significant factor. This is becal%apitaﬂ structure de@n represents the greatest

challenge to firm managers of‘[ cting the @equity ratio that balances the

advantages and the di ties of having d
4 ¢ &

\eN)n theéé? in the interoperation of the expected

bt equity remains a

ébﬁb’ a source of financing (Morri &
Cristanziani, 2009), Phis study fo

findings of the @d mat

s ¢
Besides on that, the debate ro@ed a huge body of empirical literature, which

NN
examin% isting” capi ‘&truc@ theories. However, the vast majority of studies

hav&d up with mixed fi dﬁ%ﬁ (Eriotis et al., 2007). On the other hand, each one

o%&nodem capital structure theories explains only part of corporate financing
ecisi

on making behaviour, which leads to the conclusion that there is no single

{pot@% development.

niversal capital structure theory that can elaborate the behaviour of firm managers

towards debt equity choices (Myers, 1984). This is, in fact, one of the reasons that
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encourages today’s researchers to conduct further research and to assess the e f
debt-equity ratios on firm value as discussed below in the problem statem%\on.
On the other hand, the re-emergence of Islamic finance (IF) 0& past five
decades has prompted an alternative capital structure for sW-compliant
companies, which offers various financing sources i.e., profits ming instruments
and debt-based financing instruments namely sale-based k:n(i lease financing
instruments, even though the sampled data indicate t th SWC‘ompliant
companies mainly rely on Islamic debt financing i ents tath a‘1 @Y-Ioss
sharing instruments. \‘. \/‘T
In terms of Malaysian financial syst@‘a:s' ic Fin@g;ndustry
contains three major parts namely I@ancial insti tioné.élamic capital
market and Takaful. Shariah Equiti Marl@ysrw t

N
Malaysia namely Main Market arketﬂ and LEAP h@t. Shariah-compliant

Qe:‘?harkets of Bursa

Companies will be equall Eon ’l e typeé market due to company

specific characteristic ic equities €0 !airahariah-compliant securities,

4 &

Islamic ETFs ancw REITS id1, 20&J‘ he shariah-compliant securities

represent the or part of i ?quitt::((vhich are the sample of the current
( ¢

study. 4 (JC—)

of hdvi iharim!@reening criteria dates back to 1987. This is

in oAprovide financial in{%ﬁems alternatives, which allow Muslim investors
toé hares from one of the listed securities on the capital markets (Adam &
akar, 2014). Therefore, number of shariah screening indicts were developed,
hich is based on qualitative and quantitative approach in determining the status of

a firm. There is general agreement within the shariah screening indicts toward the



qualitative approach, however, there are differences in setting up the quantlta?
ratios/financial benchmark ratios across shariah indices. \
Regarding the existing studies, the extant literature pertaim@kapltal
structure has largely focused on the role of “conventional” capita Wcture in
corporate value. The overarching goal of this research, therefY explore the

effect of total Islamic leverage, interest-bearing debt ratio fal's within the

shari’ah -compliant company’s criteria of 33% of firm s&amlc
debt ratios on shari’ah-compliant companies’ perfo and 11{3 &ﬁ}er
the optimal level of total Islamic leverage company can

maximize its performance. 0\ é
Moreover, in this context, the t@lc leveragéys me % as the total debt

containing both types debt i.e., tot ic debt gtal n,tq t-bearing debt. It is
the ratio of total Islamic levera ariah firm’g tetal §s While interest-bearing

debt is the conventional de [ ran‘@?ﬁa% of firm’s total assets. It
aring debt to s

is the ratio of total int rz‘a ’s total assets. The Islamic debt
2 ¢ &

contains sale and ifamah bas@s ie., abaha, Ijirah and salam financing.

Therefore, total la deb 'ured&\ otal Islamic debt to shariah firm’s total

assets. This i e the ac th tﬂe s@y aims to conduct a deep analysis in terms of

examm eparately” amlc leverage ratios on Malaysian shari’ah-

companles perfom\ partlcularly before and after the changes in shari’ah

sc-lﬁ\g g guidelines in 2013 toward the financial ratio benchmarks.



1.2 Background of Islamic Financing Y'

Unlike the traditional corporate capital structures, which ar%
conventional theories, Islamic finance (IF) drives the overall econo ities and
enhances production level as Islamic teaching suggests (Yusoff,%?). In IF, all
transactions should to be governed by shari’ah principles. F Nre, the shari’ah

\ o

law requires every transaction to be on a just and fair all 'nvolved parties

(Najeeb, 2014). On the other hand, the shari’ah also 0ses est Jon some
economic activities, which, according to Usmani ) include; plf)h@on of
riba/interest, gambling, hoarding, dealing W1t m rclfa ise’ or se&es short

sales and speculative transactions.” sza/lw s related t

1nanc®nsactlons It

ric % and it should be

@f shari’ah-compliant

\
companies. It is categorised ount'lhat s pre&%'e)rmmed and fixed at the

<o

is described by Gunn and Shackman ( 9 ‘unjustifie

eliminated from the exp101tat10n usiness glo

beginning of the contract.”

Alternatively, rovid 1 “Iha 1nancia1 instruments, which are
equity-based ﬁna salei— e t-ba ﬁnancmg and [jara/lease-based
financing. In p p Isla s pro \ffe’s the equity financing mode, in which,
both partles sha ho d aﬁ r itors act as partners through profit and loss
sharlng isms . arabu;?\and musharakah. Because these two financial

st ts are the best to avoi erest in dealing with financial transactions and work

ate the interest particularly from the financial field and generally from all

6 omic activities (Khan & Bhatti, 2008).
However, shari’ah also permits debt-based financing such as a murabaha

contact, which offers an additional financial instrument, which may participate in



enhancing the current practice of Islamic banks and shari’ah-compliant com A
Most importantly, adopting various types of Islamic financial instruments@lal to
improve the risk management level for both Islamic corporations. Neve , the vast
majority of Islamic jurists still have a negative view of the heavy dependence on Islamic

debt instruments due to their similarities with the conventionilmmg instruments
(Ahmed, 2006). '

Moreover, the equity-financing mode, which 1 sed fon :zkah and

. | - N
mudarabah, is considered the ideal financing instrum. a debtsfre a‘ciisystem.
Because, it is based on profit-loss sharing mech?g h% e the\&:[come of

dra

any investment, not based on a pre-determi%

conventional

o
o
/g

financing practice. Therefore, the equity-financing wa pec@ o be the major
l@‘ & Khalid, 2013).

financing instrument for shari ’a/@joliant c\n
N

However, Islamic debt ﬁnanci%men s suchrasi mu ha and [jarah financing

have overtaken the equity?e\gﬁn? g1 tru@ and become the dominant
li

financing instruments & Khalid, Olg)Qherefore, the issue is that the
4 ¢ &
replacement of the %whelnli \s.of Islami

current Islamic @ng S \ﬂigkl the('f%/ferred profit and loss sharing financing
¢
reatest

721

1 debt financing instruments in the

e
J::h{lsnge that faces today’s shari’ah-compliant
S
3

Aﬂides, the majority\ﬁg‘fhari ‘ah screening indexes have allowed Islamic

C X’ions to use a certain percentage of pure conventional debt in part of their capital
t

Q ture portfolio within the range of 30 to 40% of total assets (Ho, 2015). However,

Malaysian context, this ratio was set to be either equal to or less than 33% of firm’s

total assets (Securities Commission Malaysia, 2017). This is the newly adopted



financial benchmark ratio, which is the maximum allowed conventional debt ra?!a
source of financing within the shari’ah-compliant guidelines, meani% this
threshold does not include Islamic debt percentage raised through muramarah and
sukuk financing in the overall debt-equity structure of a shari’ah firm ((Zainudin et al.,
2014). V

On the other hand, there is no such upper ratio in I X:ﬂtge in IF. In this

case, the Islamic leverage contains both types of Islamic s na ewdebt and

Y
rm’s total et‘. @fore,

in % e ra&g‘;‘f Islamic
coﬁﬂpanl have @Ye:se range of

debt financing instruments from Islam%avhich are d o@‘e or ijarah bases,
to interest-bearing debt/limited cor%onal deb\‘th\ the33% criteria, which put

N
them in a position, where, shari pliarﬂ com ndeszo agers have more choices

in selecting the components EdebI ity truct@lence, Islamic debt financing
becomes an important he 02? al s “ct[ur‘bh shari’ah-compliant companies,

which may have Kwt or@orman
it

conventional debt, which is within the range of 33%
shari’ah-compliant corporations enjoy more fl

leverage as a financing source. Due to this ri]

Given tl'\ a fu ill to @}&/ that shari’ah-compliant companies are
¢
operating i nancial envi elﬁ, \(Ibic is more or less similar to the conventional
NN
financi rket in t ?ulaw&ramework that governs the recognition of taxes,

Y—v

ban@ costs, financial di@' costs, transaction costs, agency costs, alongside the
@wric information (Obaidullah, 2007). This is another reason, which led to the
G ption that the Islamic leverage may affect the way shari’ah-compliant companies

erform. Thus, it is highly important to examine the effect of total Islamic leverage,

interest-bearing debt ratios and Islamic debt ratios on how continuously listed shari’ah-

10



compliant companies on the main market of Bursa Malaysia perform and study?!

the optimal level of total Islamic leverage for shari’ah-compliant compani \

1.3 The Problem Statement q

It is highly crucial to emphasize that the shari’ah-co 11a companies are a

significant component of the Malaysian Islamic Capital Kk (I(lM) and overall

Malaysian capital market. As can be seen, figure 1.1 r Is the s comphant
companies contribute an average of 57% of the total ysian eﬁ) @arket
and 35% of overall the size of the Malays1an c rk

L

B Malaysian Capital Market Size
B Malaysian Islamic Capital Market Size
m Market capitalization of shariah compliant Firms

I 319876
B 39347
B 13383
B :106.15
B 5:0.73
B 03652
I 320201
B 2035.59
B 109%.62
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B 103056
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Source: Bursa M
Figure 1.1: The ortl i’ah- phant companies Vs Islamic capital

d the over: li'ze e capital market in Malaysia.

5—”%4 ¢

that, th. h- C‘Qmpllant companies make up 76% of the total traded

24

:l>
5]
I~
os]

(\ which are more tha#?vo thirds of listed securities on the Main Market of
alaysia (Securities Commission Malaysia, 2017). This rapid growth is in line

ith the existing Malaysian policies that advocate Malaysia as a global hub for Islamic
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finance and as a world-class centre for Islamic fund administration (Centre for C

Asset and Wealth Management, 2018). %\
With this in mind, the field still lacks studies, which particulmdress the
impact of interest-bearing debt ratios and Islamic debt ratios on how shagi ‘ah-compliant
companies perform, which are and will remain major compon N Islamic Capital
Market in Malaysia using separate debt data. Intere ng 'lebt is a pure
conventional debt, which ranges from zero to 33% of fi tal sw‘s because
| . | AL
based on the latest revised shari’ah-screening me logy, @ s ’dhw&&nphant
company is permitted to have a maximum of 3 s total‘a om.conventional
debt as source of financing, which is the&r -com@hxt. companies

001@4& of Ijtihat, which

(Securities Commission Malaysia, 20 Thig'is based o

is derived from the words of proph%ham@;é H

\
enough”, whereas with its co . which is Islamic @% It is a debt, which is

1ch were “one-third is

>

raised using one of Islamic 1 nc‘i[ struments s@h as Sukuk Ijarah MTN, Bai’

Bithaman Ajil, Islami%t?, Al-Is gJila[n@edium-term, Sukuk Ijarah and
Murabahah mediu notei. \
It is higwn rtan e tht?ﬁé shari’ah-compliant companies operate

in a very %@d régulat ee}work with regard to debt-equity choices
%V NN

particul the elem ‘gnve@al debt due to the involvement of interest rate,
m.

G

Y—v

whigh ismot allowed in Islam. Ja-the best scenario, the shari’ah companies are allowed

\n N
to te a maximum of 33% of a firm’s total assets from conventional debt as source

Q ancing, which is a benchmark for shari’ah-compliant companies. This is based on
e

revised financial ratio benchmarks introduced in November 2013 (Securities

Commission Malaysia, 2017). This is part of the SCM’s polices, intend to standardise

12



the shari’ah-screening methodology to attract Muslim investors worldwide (Ym,

Kamaruddin & Shaharuddin, 2019). On the other hand, non-shari’ah com njoy
flexibility in debt-equity choices, involving a trade-off between tﬁ&eﬁts and
financial distress costs (Ross et al., 2009). Sometimes, non-shari’ah ¢émpanies prefer
debt over equity due to a taxi-deductible expense (Myers, 20 Mfore, this study
interested to investigate the effect of conventional debt lim O&n-

s}'ari ‘ah company

in the new shari’ah-screening methodology addressing tt§yimpact be d aff

d ter its
N4
revisal of financial ratio, which was introduced in N ber 2013. slth;{smdy is
in attempt to produce comparison study to anal eff% ic la@ge ratios
T

before and after the changes in shari’ah-séscening nﬁﬁho gy, \n@h particularly
limit the ratio of conventional debt to Maan 33%
The two-tier quantitative %oach a\& h ,ée\ shari’ah-compliant

N
companies’ business activity a%cial ‘r\atios ust s @vithin the stated ratio to

maintain the shari’ah stat }ne\l ancial threshold, thus, limits the ability of
r

’S @ assets.

- O

shari’ah companies to'saisesinterest- n deﬂt ab' source of financing to the 33 %

2 ¢ &
of firm’s total ass&&l this\l:ﬁ& a gr%gei concern that the new threshold of
a

financial ratio t th ance Q‘}&ﬂarz’ ‘ah-compliant companies measuring

¢ I C—)
its effect be and aftenits ti(£ imwNovember 2013. In this regard, it is particularly
NN
worth m€ntioning that thi ‘,a rapidly growing concern because the revised financial
thrthas caused a reduct,@ﬁ the total number of listed shari’ah-companies as

1\6. 2 shows. Figure 1.2 reveals the historical data of total shari’ah companies for
@3 eriod of 2010 to 2017. The figure also indicates the number of listed shari’ah-
ompliant companies showed a sharp drop in November 2013 and following that, which
averaged 130 companies representing a 16% loss of total shari’ah companies, due to

13



the newly-imposed 33% of firm’s total assets as a maximum ratio for conventio%t
financing, which is the criteria for shari’ah-compliant companies. This % drop
raises real concerns about the revised threshold affecting the ance of

continuously listed shari’ah-compliant companies on the Main Qrket of Bursa

Malaysia. V

N
2 800 —\C}Y
5700%5-—5\—-—-%—*4 3”

“

= Shariah Compliant Firms

MAY-10
NOV-10
MAY-11
NOV-11
MAY-12
NOV-12
MAY-13
NOV-13
MAY-14
NOV-14
NOV-15
MAY-16
NOV-16
MAY-17
NOV-17

SEMI ANNUALLY

N S\ AR
Source: Securities Commission Mal pﬁt%
sy O

Figure 1.2: T M’ah C(‘mpa ies and t%effect of the revised financial ratio
enc(lt)@arrk

N [
¢ 2 C,)
Th ised financial fatio be ark for shari’ah-screening methodology was
A

the main n that le She:baruddin, Marzuki and Ramli (2019) to conduct a
>
study, Which investigated the\gpact of recent new changes in shari’ah screening

ology on the share prices of the affected companies and the Islamic capital
Orket in Malaysia. This study also was motivated by the revised financial ratio
benchmark, which had real time effect on the total number of listed securities on the

Main Market of Bursa Malaysia. Therefore, with the new screening methodology, this
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study examines the effect of the revised conventional debt ratios on the way sh
compliant companies performed in Malaysia and measure its effect on firm @ance
before and after the new ratio was adopted in November 2013 to cond mparison
study, which addresses the effect of changes in financial rat Ye?chmark for
conventional debt financing.

This new threshold has limited firm’s access to intetest-based crbt compared to
the old shari’ah screening methodology of the SCM. ch, ew‘ha@h -

screening guideline implies that shari’ah-compliant panies| ha p}n @ss to

raise unlimited Islamic debt as a source of finanei 11e1t\ onventional

debt’s access is limited to equal to or less w rm’$ytotal aséfs as discussed

earlier. The question asked is whether\an optlma 1 of @ Islamic leverage

for shari’ah-compliant compame ere the ah:c‘% may optimise by
maximising the ratio of Islami s hig tnsk@go with 100% of Islamic
debt financing. This will be m tio! Shcg company raises a maximum
of 33% from mterest—i% bt an L7% r 1‘n @mc debt, which is highly rare in
the practical worl the M f the suggests due to a bankruptcy risk

(Modigliani & 63) ther , one key requirement of Islamic debt is

¢ { (,)

that debt m s,{he(ehy, company cannot issue debt, which is more

N
than 1t (A 07) &:cordmg to the current shari’ah screening

met%gy the ratio of 1ntq@“hearmg debt should be within the range of zero to

3% a shari’ah company’s total assets (Securities Commission Malaysia, 2017).
r

the trade off theory, a firm replaces debt to equity and equity to debt until it
eaches certain point at which it can maximize its performance. Using debt as source of

financing has the benefits of tax deductions, in this, the study assumes that that shari’ah-

15



compliant companies are tax-benefits oriented, where they prefer debt financi r
equity due to tax benefits. Therefore, this study also investigates the opti Xel of
total Islamic leverage for shari’ah companies, which are a significant mon of the
total Islamic capital market in Malaysia and Malaysian capital market:

The final point is that it is six decades since the first quMapital structure
e

theories took place in 1958 (Modigliani & Miller, 1958). the fapital structure
to been one of the major fields in corporate finance, w has ewz studied.

& g
ai y_\ ause,

However, the puzzle of capital structure is still o g. This is
according to the existing literature, it is very cha?’p todr\ i con@on about
a single universal capital structure theow can Q\labo e deb%;‘u.ity choices,
because each theory of capital stru aphasises of @Sﬁ:vance Theory’s
assumptions (Myers, 2001). % \Y ,<\
S
In addition, Al-Najjar lor &008) each&&- similar conclusion with

regard to debt-equity choic ﬁ tl‘ll\ ere 1§ no c-:${ heoretical explanation about
how companies decid@t S(‘)‘ ces ﬁqlahbig This in part contributes to the
puzzle remainingh&‘&unam ukor,éalim & Bacha, 2018). Therefore, this

study analyses % to 'ts, ifg%terest-bearing debt and Islamic debt in
s D o

relation to ari’ah ¢ompa ’s" pe(f;(})rmance and it further relates the expected
outcomeltoghe®main & )heoryé}\existing capital structure theories namely TOT,
whi assist in interpretir@"f;ldings. Because it is highly significant to note that
t &I‘Ch applies separated debt data, namely interest-bearing debt and Islamic debt,

h may result in two different relationships/dimensions, i.e., positive and negative,

ith shari’ah company performance as the pilot data implies, which is based on 30

constantly listed shari’ah-compliant companies.
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However, the prior empirical studies have ended up with mixed Ws
pertaining to the relationship between debt and firm performance (Asim% os et
al., 2009). These inconclusive results from capital structure studies are*wesolved
to date, mainly because the empirical studies have been conducted inWls countries,
where companies are operating under different regulatory Mks and market
development levels including developed and emerging cou 'wstr'mportantly, the

existing empirical studies have adopted a diverse set etho OMd various

leverage and performance measurements, leaving the e of capita

particularly important to note because

[¢]

npﬁstu adop@(ew leverage
measurements such as interest-bearinNad Islamic , w@re not discussed

in the existing literature, and this m. toadi \emVut @vith regard to Islamic
N
leverage and firm performance% o q §
a&% been carried out on capital

It is also worth re i at feW research I:

structure and shari’ah itt com ;IJ i"rilll\/r@rsia (Sadeghi, 2008), (Thabet &
\7,\and Raé&-i’& Haron, 2017). These studies also

Hanefah, 2014, Yild#im et allt
bt ﬁ\}%éported in Datastream and Bloomberg

applied the common“stan
K :
1

databases, e a combin cébt@ca without defining/separating the proportion
% N
of inter% g deb }slam' debt (Ramli, 2018). This is because, these global

data&Ado not follow the sl@h-screemng methodology in reporting the debt data

a \ead they combine both interest-bearing debt and Islamic debt data and report

em under one category, namely short-term and long-term borrowing or loan.
herefore, applying the combined debt data may lead to biased results and produce

inaccurate and misleading findings regarding shari’ah-compliant companies and
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performance evaluation. As the existing studies show, applying combined d&?ﬂ
results in a one-direction relationship i.e., positive or negative between d@cmg
and firm performance, while the pilot data reveals new details, which i each type
of debt may result in two different relationships, with shari’ah commrfomance.
Therefore, this is in part what motivates this study to conduct thi Mch, which takes
these issues into account and apply a separated interest-b 'E:t fata and Islamic
debt data according to Malaysian shari’ah-screening methedology.

Within this context, it is also vital to address th avior of sk a'v -&&}pliant
companies towards the type of debt, i.e., inter
length of debt period such as short or lon I
shari’ah companies’ financing beha@ cost 0
Islamic capital market developmen T

# >
Therefore, given the s1 proportl of sﬁ%ah -compliant companies

in the Malaysian Islamic ca m. ketI the cent i ed financial ratio benchmark

of the SCM and the s% studie

performance, this &eps 1 mlnes effect of interest-bearing debt ratios
20

before and aft

1!11 erage and shari’ah companies’

deb 4%05 on shari’ah-compliant companies’
performanc n sepa te ¢ ta@ it further studies the optimal level of total
Islam1c at whi rz a mpany may maximise its performance.
s very crucial to n@at this study mainly focuses on continuously listed
-comphant companies on Main Market of Bursa Malaysia implying that the
exclusively selects Malaysia as a sample of the current study due to data

vailability for number of years, market size, number of companies in contrast with



UAE, a prominent centre of Islamic finance in GCC counties (Dubai Financial WEH,

2021). %\
1.4 Research Questions q

In order to respond the issues stated in the problem statement these following

questions are formulated:

1. Does total Islamic leverage affect the perfo e o ch'ompliant
ing thel ef &f_@ new

companies’ performance in Malaysia me

bearing, total interest-bearing aa short ami %ng-term Islamic,

total Islamic debt impact th%orma@h ri
Malaysia by incorpora%ﬁffec% of t tnew% ementation of financial
ratio benchmarks in \ ¥ ‘é\A
. Does the optiv% of t(')‘t’l Is mi!: @rage affect the performance of

’
shari’ah-compliant con]p \m Malé?
N
\ P ' %o
1.5  Obj 5@“11 studfl, ¢ &
N
@ainﬁ i ?tigaﬁt@e effect of interest-bearing debt ratios before and

afte&, -which is the yea,K ere the financial benchmarks are introduced- and

h[@lpliant companies in
N

(98]

Is \debt ratios on the performance of continuously listed shari’ah-compliant

1
d anies on the Main Market of Bursa Malaysia using separate debt data. The study
rther investigates the optimal level of total Islamic leverage at which a shari’ah-

compliant company maximizes its performance.
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The study particularly addresses the following research objectives:

1. To analyze the effect of total Islamic leverage on shari @hant
companies’ performance in Malaysia measuring the effeﬂ& the new
implementation of financial benchmarks in 2013.

2. To examine the effect of various debt ratios i.e., sh te interest-bearing,

Y'h

long-term interest-bearing, total interest-bearing rt-term Islamic

wn

debt, long-term Islamic debt, total Islamic debt ra omphant
companies’ performance in Malaysia by inc ating the ¢ ta‘ 0 ‘Hye new

implementation of financial ratio bencth 2 1 \)
: N

3. To investigate the optimal level ofsotalyTs arﬂﬁc leVerage aé\ts impact on

shari’ah-compliant companlesw sia at w a sl@ h company may

maximise its performance \T /‘\-\

>
S/

1.6 Significance of the Stu \ ‘%.\A
Generally, it i% nt to 'lenti tha@e shari’ah-compliant securities’
il

funds have grownﬂba %
experienced rap mh in ofnumb <6.flisted shari’ah-compliant securities and

its market cal%tlon

<

Yy

capital nd t?e a
Sec rit ommission Mala@xs~ (2017) has reported that shari’ah-compliant
C ies represent almost 76 % of total listed securities on the Main Market of Bursa

0 ysia, which is one of the vital components of Islamic capital market in Malaysia.

Therefore, this study mainly aims to address this significant aspect of the Islamic

capital market. It particularly addresses the equity market/ securities namely the listed

20



shari’ah-compliant companies singling out the crucial part of Islamic leverag?ﬂ

performance of shari’ah-compliant companies. The area becomes very 1n ﬁeld

since the implementation of financial benchmarks in shariah screem@&,hodology

were adopted in November 2013. It has led a loss of 130 shari’ah- cor&azt companies

due to implementation of the new shariah screening guidelin Mas created huge
X

concern that the upper limitation of interest-bearing debt e an effect on the

performance shari’ah-compliant companies. It also exa the ffng Islamic
leverage, interest-bearing debt ratios and Islamic d tios oh ¢ nllogéy) isted

shari’ah-compliant companies’ performance in v ia &d"t rin eYigates the

optimal level of total Islamic leverage continuously listed s@ah—compliant

dathe current study,
s(é%\/emment authorities,

companies using separated debt data.
S

this study provides recommendatlo olicies _I‘s._; $at
rticipants and academic

policy makers, shareholders, 0V1d ers, i egtor@a
researchers it presents Way®ovi
of shari’ah-compliant
4
In terms o 01es :33? revea at the sampled shari’ah-compliant

ande%/ce, the study recommends the regulators

gJ
(¢}
=
)
é’
o
o

ami leve‘rg%atlo in debt-equity structure

companies are 1ty sed

in ﬁnanc1al st eg&ra@r}? Securities Commission Malaysia to review
\
the fact% iscouf llste hari’ah-compliant companies to adopt an Islamic

es& significant ratio. @e other hand, shari’ah-compliant companies being
? ly on equity implying that the bankruptcy issue is rare, which sends a positive

0 credit providers and protentional investors.
In terms of literature, the study contributes to the existing body of knowledge

for four major aspects:
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Firstly, this study provides new insights into the analysis of debt financi
firm’s performance. Towards this end, this study investigates the effec%n\rest-
bearing debt ratios on continuously listed shari’ah-compliant compani&&formance
measuring the effects of the newly adopted financial benchmark beforefand after 2013.

Secondly, the study also examines the effect of Islamic debq :Mn continuously
ted d

listed shari’ah-compliant companies’ performance using s el]t data.
Thirdly, this study applies very strict criteria in 1 t of the Sollection

compare with previous studies. It requires that shari’ah-Campliant co nks _s\ﬁt}lld be

continuously reported in every semi-annual re e S% i the@:ly period
d Iglami N

to ensure the quality of data. It adopts sepa everage deb 1ch examines

w2
2N
)
3

t 0@% performance of

separately the effect of interest-beari eband I
joil\}studies. Because, the

shari’ah-compliant companies, whi%s ignored4 gp
a N
existing studies applied comm ta as it is reported, #dfinancial databases, which

, ts. -gp;aﬂy, the study conducts a

contains both convention? Isl
comprehensive analys% enha} ;i}-‘éuﬁa practice of capital structure of
shari’ah-compliant Wani@ﬁkprovi me recommendations to the listed
shari’ah compa&s&nag eihold@s}%éreditors, regulators, and policy makers,
¢

which may % the perfq no‘g o(fc}iari ‘ah -compliant companies.

Q’ é\\
v ¥

1.7 e Scope of the Stud&}’

=

\4 is significant to mention that the Malaysian authorities have developed a
& er of shari’ah regulatory bodies to islamise its financial institutions. For instance,
e Malaysian authorities have created the Shari’ah Advisory Council (SAC) under the

SCM. This body is tasked with categorizing the listed securities on Bursa Malaysia into
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shari’ah and non-shari’ah-compliant securities based on the two-tier quan e
approach and qualitative assessment of shari’ah screening me@gies.
Subsequently, the concerned regulatory body publishes a semi-annuaf%‘t in May
and November of each year, updating the status of listed securities oma Malaysia.
Besides that, the body provides historical data about shazi’ah “anhd non-shari’ah
compliant securities in Malaysia. Therefore, this study primati ;dre ses the effect of
total Islamic leverage and the impact of interest-bearing*debt ra 'ow%mic debt
ratios on continuously listed shari’ah-compliant companies’ perfor e'in _@;za;sia

and it further investigates the optimal level ic lever whiQ;;hari ‘ah-

compliant companies may attain optimal peﬁw ce. “\ é

1.8  Organisation of the Thesis% \T ,<\
N

The thesis comprises si ters.ﬂCha ruongéi;s‘?sented the introduction

which included the backgrﬁl. f ti[ udy ) the @em statement, the research

objectives as well as th r¢h questions. hege e followed by a discussion of the
2 ¢ &

significance of the w and lt \l‘he sco;&f the study with this section on the

organisation ofi, the “thesi r'lclud(\jéﬁe chapter. Chapter two provides a

s ¢

comprehensive review fof sk i’&'h-tge'e)ning in Malaysia and Islamic financial
N\~

instrumgnt ile ché eis iterature review, which focuses on the historical

dev@nt of capital struct@eories and the empirical studies of capital structure
1

@\ performance. Chapter four details the procedure of data collection, sampling
G ia and the research methodology. In chapter five, the focus is on the results
nalysis, while chapter six provides the conclusions of the study along with

implications, limitations and recommendations for related future research.
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