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1. INTRODUCTION

Statistics on the capital structure of companies in Western countries show that many
companies tend to maintain a low capital structure policy and even avoid debt financing.
Empirical research reveals that for 5 (five) consecutive years, more than 100 companies
listed on the NYSE have a zero debt ratio (Zeng and Hangzhou, 2011). These empirical
results are in line with surveys conducted among CFOs in the US (Graham and Harvey,
2001; Jagannathan et al., 2011) and in Europe (Bancel and Mittoo, 2004; Brounen et al.,
2004) which reported that most companies maintain conservative financial policies. It was
also revealed that nearly 10% of public companies in the US had no debt and 30%
maintained a zero leverage policy for five consecutive years (Strebulaev and Yang, 2013)
(Strebulaev and Yang, 2013). Google and Microsoft are two examples of companies that
adopt conservative policies (zero leverage). The two companies tend to have little or no debt
(Meier et al., 2013). Overall, conservative policies tend to be adopted by companies with
financial constraints (Devos et al., 2012).

On the other hand, other empirical research reports that not only in developing
countries (Al-Najjar, 2013; Chen et al., 2015; Lei et al., 2018) but almost all over the world
large companies tend to store their assets in cash in relatively large and increasing
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proportions (Dittmar et al., 2003; Ferreira and Vilela, 2004; Bates et al., 2009). Apart from
maintaining a low level of leverage, Microsoft and Google are companies that also maintain
a high cash position (Meier et al., 2013).

Previous literature states that the tendency to adopt low leverage and high cash
policies aims to obtain better financial flexibility (Bates et al., 2009; Byoun, 2011).
Financial flexibility is related to internal comprehensive strength to reduce financial risk
and utilize financial resources effectively in the face of dynamic environmental changes
and various uncertainties (Zhao and Zhang, 2010). Referring to this terminology, in general
financial flexibility is divided into 2 (two) landscapes, namely internal and external
flexibility (Volberda, 1999). Internal flexibility is related to adaptability and external
flexibility refers to the ability to influence the environment which ultimately reduces
vulnerability (Volberda, 1999; Ghadiri, 2017; Bukvi¢, 2019).

The implications of the financial characteristics of the above financial flexibility
have not been clearly justified, especially for Islamic Label (IL) companies in Indonesia. As
far as observation, there are no studies that investigate financial characteristics or
attributes and their implications for financial flexibility that specifically focus on Islamic
Label (IL) companies. As understood, there are a number of differences between IL and
nonlL. One of them, IL business operations involve a set of screening, namely qualitative
(qualitative sector screening) and quantitative (quantitative financial screening)
(Khatkhatay and Nisar, 2007; Derigs and Marzban, 2008; Rahman et al., 2010). Qualitative
screening related to the annulization of companies with core activities involving elements
of usury (interest), such as conventional banking or business activities that are harmful
and illegal, such as tobacco, alcohol, gambling, life insurance, and production, packaging,
and other processes related to the production of non-halal food (Obaidullah, 2005;
Hussein, 2007). Quantitative screening or financial ratios (Naz et al., 2017) primarily
involve regulation of the proportion of debt, which is set at a threshold between 30 — 40
percent of total equity (Derigs and Marzban, 2008; Bellalah et al., 2013). Meanwhile, other
literature suggests that total outstanding debt may not exceed one-third of market
capitalization (Elgari, 2002; Hussein and Omran, 2005) or total assets (El-Alaoui et al.,
2018). In Indonesia, the Fatwa of the National Sharia Council No. 40/DSN-MUI/X/2003
stipulates that total debt to total assets is a maximum of 45%.

The application of debt levels at certain limits causes the financial structure of IL
to be different from that of non-IL (Bhatt and Sultan, 2012; Adamsson et al., 2014). In a
sense, IL's leverage ratio is lower (Farooq and Tbheur, 2013; Katper et al., 2015; Naz et al.,
2017) or IL's capital structure is more conservative than non-IL's (Kutan et al., 2018;
Cheong, 2021). However, adopting capital structure conservatism eliminates the
opportunity to benefit from the use of debt and as a mechanism for agency problems
(Graham and Harvey, 2001; Bessler et al., 2013; Bigelli et al., 2014). Previous literature
shows that as a substitute for the level of leverage (John, 1993; Hakim et al., 2021), IL
tends to accumulate cash (Alnori and Algahtani, 2019; Bugshan et al., 2021), so that IL's
cash holding level is higher than that of non-IL (Akguc and Al Rahahleh, 2018; Alnori and
Algahtani, 2019; Bugshan et al., 2021; Guizani and Abdalkrim, 2021). Such IL attributes
(low leverage and high cash holding) allow IL to have financial flexibility that is no different
from non-IL, although agency theory claims high cash ownership can trigger moral hazard
behavior (Park and Jang, 2013; Narayan and Westerlund, 2014; Jibril and Shehu, 2015;
Chen et al., 2016a; Zhang et al., 2016; Kadioglu et al., 2017; Lé , 2017) and the problem
of tax disincentives (Chua, 2012).

Starting from the implications of financial attributes or characteristics on financial
flexibility and its impact, then to fill the lack of research the purpose of this study is to
answer the questions: (1) does Islamic Label (IL) have higher financial flexibility; (2) does
IL's capital structure conservatism contribute to higher financial flexibility; (3) does cash
holding IL contribute to higher financial flexibility. The significance of the research results
has implications for several things. First, it contributes to the financial flexibility
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hypothesis, agency theory, pecking order theory, and adds evidence to previous research.
Second, expand the study of Islamic finance.

The overall structure of this study consists of several parts. Section 2 discusses the
literature review and hypothesis development. The research design which includes sample,
indicator measurement, and research model is presented in Section 3. The empirical
results are presented in Section 4, discussion and conclusions are described in Section 5

2. RESEARCH DESIGN

Samples and Data

The research sample includes all companies that are consistently listed on the Indonesian
Sharia Stock Index (ISSI) during the period 2012 to 2021. After eliminating financial
companies, having incomplete data, financial reports in foreign currency, and companies
that have experienced suspension, 227 companies that meet the research sample criteria
are obtained. Thus, the total research observations were 2,270 observations. Data sources
were obtained from the Indonesian Capital Market Directory (ICMD), financial and annual
reports, company performance summaries, and the IDX Facts Book.

Research Model
To test the research hypothesis, the formulation of this research model is stated as follows:

FF,, =g +B.FF, ., + BIL, + Z BzControl,,
FF,, =8y, + ByFF,, | +f.IL,+ B;FC;, + B,JL = FC;, + B:IL * Cash,, + Z B.Control,,

Variables and Measurements

The variables in this study include Financial Flexibility (FF), Islamic Label (IL),
Conservative Finance, and Cash Holding. The measurement specifications for each variable
are as follows:

Financial Flexibility

In a number of empirical studies, financial flexibility is generally measured using 3 (three)
approaches (Teng et al., 2021), namely the single indicator method, such as cash holding
(Billett and Garfinkel, 2004; Riddick and Whited, 2009; Chen et al., 2013; Hoberg et al.,
2014) or debt capacity (Billett et al., 2007; Marchica and Mura, 2010; Denis and McKeon,
2012), multiple indicator method (Zhang et al., 2020; Teng et al., 2021; Zhang et al., 2022)
and multiindicator combination method (DeAngelo and DeAngelo, 2007; Zeng et al., 2013;
Arslan-Ayaydin et al., 2014; He et al., 2020). Another alternative is using the ratio of
retained earnings to total assets (Byoun, 2011; Alipour et al., 2015; Chandra et al., 2019).
Because there are various approaches or there is no single proxy for measuring financial
flexibility that is widely accepted (Teng et al., 2021; Zhang et al., 2022), this study uses
Unused Debt Capacity (UDC) as a proxy for financial flexibility. The use of UDC as an
indicator of financial flexibility refers to the hypothesis of financial flexibility and previous
empirical research which argues that UDC is a factor closely related to (Hess and
Immenkoétter, 2014) and seen as the main source of financial flexibility (Marchica and
Mura, 2010; DeAngelo et al., 2011; Denis and McKeon, 2012). UDC is mathematically
formulated as follows:

UDC = Debt Capacity (DE) — BooK Value (BVD)....u.uuiiiiiii it ee e eeeaens 1

DC = 0.715xReceivables+0,549«Inventories+0,535+*PPE 2

Total Asset

Long Term Debt (LTD)+Long Portion of Current Debt(LCD
BVD = "¢ g ! D e e 3

Total Asset
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Islamic Labels (IL)
IL is a dummy variable, value 1 if recorded in ISSI for 2 (two) assessment period and a
value of O otherwise.

Conservative Finance or Financial Conservatism (FC)

Conservative finances are measured referring to previous empirical research using the Non
Positive Net Debt (NPND) indicator (Cui, 2020; Chipeta et al., 2021; Machokoto et al.,
2021a). Value 1 if Book Value of Debt - Cash and vice versa, value O if Book Value of Debt
- Cash.

Cash Holdings
Cash ownership is measured by the ratio of cash and cash equivalents to total assets
(Chua, 2012; Ghadiri, 2017).

Control Variables

With reference to previous research, the control variable in the study This is measured by
3 (three) indicators namely, profitability (ROA), net profit growth rate (GREAT), and owner's
equity growth rate (OEGR).

3. RESULTS

Descriptive Statistics
The results of the descriptive analysis of all variables are illustrated in table 1 below:

Table 1. Descriptive Statistics

UubDC IL NPND CASH ROA GREAT OEGR
Mean 0.152915 0.750667 0.466667 0.100747 -0.593763 -0.947888 -0.181723
Median 0.165751 1.000000 0.000000 0.060275 0.032254 -0.023469 0.060338

Maximum 0.841965 1.000000 1.000000 1.205332 0.920997 2177.862 17.48571
Minimum  -2.215781 0.000000 0.000000 7.68E-05 -1396.863 -2704.989 -215.2236
Std. Dev. 0.259896 0.432723 0.498999 0.114425 29.44950 89.94299 6.750303

From table 1 it can be seen that the average value of Financial Flexibility (FF)
proxied by Unused Debt Capacity (UDC) is 15.2915%. The average value of the Islamic
Label (IL) is 75.0667%. While the average value of Financial Conservatism proxied by NPND
(Non-Positive Net Debt) is 46.66667%, the average value of Cash and ROA are respectively
10.0747% and -59.3763%. Finally, the average value for the Growth Rate of Net Income
proxied by GREAT is 94.7888% and the average value for the Growth Rate of Owner's
Equity proxied by OEGR is -18.1723%.

Correlation Between Variables
Table 2. below is the result of the correlation analysis of all variables, as follows:

Table 2. Correlation Between Variables
Covariance Analysis: Spearman rank-order
Sample: 2012 2021
Included observations: 2250

Correlation

Probability UDC IL NPND CASH ROA GREAT OEGR
UDC 1.000000

IL 0.247879 1.000000

0.0000  -----
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NPND 0.493198 0.158147 1.000000
0.0000 0.0000 -----
CASH 0.050855 0.199843 0.455133 1.000000
0.0158 0.0000 0.0000 -
ROA 0.200930 0.246337 0.269560 0.422010 1.000000
0.0000 0.0000 0.0000 0.0000  --—-—--
GREAT 0.056883  0.099226 0.033773 0.136597 0.344404 1.000000
0.0070 0.0000 0.1093 0.0000 0.0000  -----
OEGR 0.072921 0.104460 0.104427 0.245380 0.597285 0.289975 1.000000
0.0005 0.0000 0.0000 0.0000 0.0000 0.0000 --—-—--

From table 2 it can be seen that UDC has a positive relationship with IL, NPND,
Cash, ROA, GREAT, OEGR. Conversely, UDC has a negative relationship with Size (Ln TA)
and Sales. Meanwhile, IL has a positive correlation with all variables (NPND, Cash, ROA,
GREAT, OEGR, Size (Ln TA), and Sales). Financial Conservatism proxied by NPND has a
positive correlation with Cash, ROA, GREAT, OEGR and vice versa has a negative
correlation with Size (Ln TA) and Sales. While other variables include Cash, ROA, GREAT,
and OEGR each of which has a positive correlation.

GMM EGLS (cross-section random effects) is used because it accommodates cross-
sectional data correlations and time series or idiosyncratic error term conditions that are
correlated serially.

GMM results will be more efficient if the right instrument data (VT) is used. So that
one of the obstacles in using GMM is choosing VT which can represent such an
independent variable, but/so it is not related to the dependent variable.

Relationship between IL and Financial Flexibility
The statistical results of the linkage of IL and Financial Flexibility are illustrated in table 3
below:

Table 3. Islamic Label (IL) and Financial Flexibility (FF)

Variable Coefficient Std. Error t-Statistic Prob.

UDC(-1) 0.688584 0.078255 8.799185 0.0000
C -0.031067 0.007293 -4.259844 0.0000
IL 0.069261 0.024565 2.819538 0.0049
GREAT 6.71E-05 3.70E-05 1.814642 0.0697
OEGR -0.000130 0.000264 -0.494236 0.6212

Effects Specification

S.D. Rho
Cross-section random 0.000000 0.0000
Idiosyncratic random 0.144669 1.0000
Weighted Statistics

Root MSE 0.154074 R-squared 0.656864
Mean dependent var 0.146202 Adjusted R-squared 0.656185
S.D. dependent var 0.263090 S.E. of regression 0.154265
Sum squared resid 48.07116 Durbin-Watson stat 1.314686
J-statistic 1.68E-25 Instrument rank 5
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Unweighted Statistics

R-squared 0.656864 Mean dependent var 0.146202
Sum squared resid 48.07116 Durbin-Watson stat 1.314686

Dependent Variable: UDC

Method: Panel GMM EGLS (Cross-section
random effects)

Sample (adjusted): 2013 2021

Periods included: 9

Cross-sections included: 225

Total panel (balanced) observations: 2025
2SLS instrument weighting matrix
Swamy and Arora estimator of component
variances

White period standard errors & covariance (d.f.
corrected)

Instrument specification: C IL-1 GREAT-1
OEGR-1 ROA-1

Constant added to instrument list

From Table 3. above it can be seen that there is a significant positive relationship
between IL and Financial Flexibility proxied by Unused Debt Capacity (UDC). The results
of the analysis show that IL has a significant positive relationship with Financial Flexibility
at the p-value level 1 0.05 with a coefficient (a) of 0.069261. These statistical results
support hypothesis 1, which indicates that the IL attribute can contribute to higher
financial flexibility.

The control variable Net Profit Growth Rate proxied by GREAT was found to have a
significant positive effect on UDC at the p-value level 10%, and conversely the Growth Rate
of Owner's Equity proxied by OEGR had no effect on UDC. The ability to explain all
variables is 65.6185%.

IL*Capital Structure Conservatism and IL*Cash Holding on Financial Flexibility

Another objective of this study is to investigate (1) the effect of the combination of IL and
capital structure conservatism on financial flexibility, and (2) the interaction effect of IL
and cash on financial flexibility so that it can be seen whether IL's capital structure which
is considered conservative and cash owned can be a source of financial flexibility and
ultimately contribute to higher financial flexibility. The statistical results of the interaction
of IL and conservative finance on financial flexibility are illustrated in table 4 below:

Table 4. Interaction Effects

Variable Coefficient Std. Error t-Statistic Prob.
UDC(-1) 0.688584 0.078255 8.799185 0.0000
C -0.031067 0.007293 -4.259844 0.0000
IL 0.069261 0.024565 2.819538 0.0049
GREAT 6.71E-05 3.70E-05 1.814642 0.0697
OEGR -0.000130 0.000264 -0.494236 0.6212

Effects Specification

S.D. Rho
Cross-section random 0.000000 0.0000
Idiosyncratic random 0.144669 1.0000

Weighted Statistics
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Root MSE 0.154074 R-squared 0.656864
Mean dependent var 0.146202 Adjusted R-squared 0.656185
S.D. dependent var 0.263090 S.E. of regression 0.154265
Sum squared resid 48.07116 Durbin-Watson stat 1.314686
J-statistic 1.68E-25 Instrument rank S

Unweighted Statistics

R-squared 0.656864 Mean dependent var 0.146202
Sum squared resid 48.07116 Durbin-Watson stat 1.314686

Dependent Variable: UDC
Method: Panel GMM EGLS
(Cross-section random effects)
Sample (adjusted): 2013 2021
Periods included: 9
Cross-sections included: 225

Total panel (balanced)
observations: 2025
2SLS instrument weighting
matrix
Swamy and Arora estimator of
component variances
White period standard errors
& covariance (d.f. corrected)
Instrument specification: C IL-
1 GREAT-1 OEGR-1 ROA-1
Constant added to instrument
list

From table 4 it can be seen that the interaction of IL with conservative finance

proxied by a significant Net Positive Net Debt (NPND) at the p-value level 0.05 with a
coefficient value of -0.293350. These statistical results indicate that IL's capital structure
conservatism tends to be unable to act as a source of financial flexibility. One of the
arguments for this finding relates to the establishment of a relatively high level of leverage
by the Sharia Securities Council (DES), thus opening up opportunities for companies to
take advantage of external funding. Based on data processing, the average value of
company leverage as measured by the ratio of book value of debt to equity is 0.401088, the
maximum value is 112.4421, the minimum value is -81.6103, and the standard deviation
is 3.128578. Based on the maximum and minimum values, the average ideal leverage value
is 1/2 (112.4421+(-81.6103))=15.41592 and the ideal standard deviation value is 1/6
(112.4421-(-81.6103))=32.34207 thus, the category of high leverage is if the leverage is [/
15.41592 + 32.34207 = 47.75799 and low leverage if [1 15.41592 - 32.34207 = -16.92615.
Referring to the leverage value category, the average leverage value (0.401088) tends to
approach the high category. Relatively high corporate leverage indicates that corporate
liabilities tend to be high. This condition makes the company financially inflexible. Thus,
hypothesis 2 is rejected. The results of this study do not support the financial flexibility
hypothesis which states that low leverage attributes (capital structure conservatism) can
help companies become financially flexible (Marchica and Mura, 2010).

In table 3 it can also be seen that the interaction of IL and cash is significant at the
p-value level 11 0.05 with a coefficient value of 0.289928. These statistical results indicate
that IL tends to reserve cash as a source of financial flexibility, so that cash owned enables
companies to be financially flexible and ultimately contributes to higher financial flexibility.
Thus, hypothesis 3 is accepted.

Implications and contributions of this research. First, from the point of view of
managerial implications, the findings of the positive effect of IL on financial flexibility
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(hypothesis 1) can be used as a consideration for issuers to switch and consistently become
Islamic Label (IL) companies. Investors can invest in Islamic Label companies, because the
financial flexibility they have as IL companies will have a positive impact on performance.
Second, the significance of the interaction of IL and cash on financial flexibility (hypothesis
3) contributes to the financial flexibility hypothesis and supports previous empirical
research (Bolton and Scharfstein, 1990; Opler et al., 1999; Almeida et al., 2004;

Billett and Garfinkel, 2004; Faulkender and Wang, 2006; Acharya et al., 2007;
Dittmar and Mahrt-Smith, 2007; Haushalter et al., 2007; Kalcheva and Lins, 2007; Harford
et al., 2008; Riddick and Whited, 2009; Fresard, 2010).

4. CONCLUSION

Starting from the implications of financial attributes or characteristics on financial
flexibility and its impact, then to fill the lack of research the purpose of this study has
answered, that (1) Islamic Label (IL) has higher financial flexibility; (2) IL capital structure
conservatism contributes to higher financial flexibility; (3) IL cash holding has a
contribution to higher financial flexibility. The significance of the research results has
several implications. First, it contributes to the financial flexibility hypothesis, agency
theory, pecking order theory, and adds evidence to previous research. Second, it expands
the study of Islamic finance.

Furthermore, it can be concluded that this study found Islamic label attributes
contribute to financial flexibility. Testing the impact of the combination of Islamic Label
(IL) and capital structure conservatism on financial flexibility shows IL capital structure
conservatism does not contribute to increasing financial flexibility. However, cash holding
IL is a potential source of financial flexibility.
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