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Abstract

Main objective of the research is to investigate the impact of corporate capital structure practice
on the shareholders wealth of sharia-compliant companies that are quoted in the Pakistan Stock
Exchange. For the purpose of determining the impact, the company’s shareholders wealth has
been used as the dependent variable, represented by return on assets. The capital structure is used
as the independent variable, and its proxies are the debt-to-equity ratio for long-term financing
and the current asset to current liability ratio for short-term financing, respectively. Size,
tangibility and growth were taken as control variables and determined by the sales-to-assets ratio,
fixed asset to total asset ratio, and percentage change in sales respectively. Panel data of 22
shariah complaint firms according to screening criteria established by Al Meezan investment
limited for the period of June 30,2008 to June 30, 2020, has been taken from listed firms in
Pakistan stock exchange. All descriptive analysis, diagnostics tests and regression were applied
for comprehensive data analysis. This study reveals that, for sharia-compliant businesses, sales
growth is more important than tangibility or size when it comes to firm shareholders wealth. Due
to the type of research that has been conducted, firms which are not shariah compliant, excluded
from the panel and focus has only been given on the shariah compliant firms specifically listed in
Pakistan stock exchange. The findings of this study may be applicable only shariah compliant firms
as per criteria established by Pakistani shariah board. This study is explicitly completed about the
capital constructure of shariah consistent firms since shariah agreeable firms are confined by
interest bearing debt up to a specific cutoff, so it is consuming contemporary corporate finance
issue to investigate explicitly the effect of corporate capital structure of shariah agreeable
companies’ shareholders wealth in Pakistani capital market.

Keywords: Capital Structure, Shariah Compliant, Shareholders Wealth, Short- And Long-Term Financing,
Equity Financing
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Introduction
The company's use of a mix of debt and equity is referred to as its capital structure. It is the sum
of the company's total debt, including both short-term and long-term debt, as well as retained
equity. The choice of capital structure is crucial in today's business environment which optimizes
returns for several participants. In addition, this type of financial decision plays pertinent role in
enhancing the company’s performance. A company's performance will not be significantly
impacted if it uses the right mix of financing. Because of the significant financial stakes and the
potential for long-term effects on the company's goals, businesses must make the right choice,

(J.S. Keshminder, Masturah Ma'in, , Khairol Syafigah Ahmad Afindi & S.C. Chuah, , 2022).

Due to the consistent growth of Islamic finance, corporate finance strategies of shariah-based
firms have become the deemed focus of researchers. Ismail, Sahudin, , Sulaiman, Rahman, &
Jaafar ( 2019) ,Firms for being shariah-compliant need to meet some basic ruling of Islam and

must not be indulging any activity like Riba , gambling , speculation and uncertainties.

However, these effects on Shariah-listed businesses were only examined in a few studies. As a
result, the primary objective of this study was to investigate how Shariah firm shareholders'
wealth is affected by capital structure in Pakistan's emerging market. The research is important
because it helps us better understand the factors that affect the capital structure of shariah-
compliant Pakistani businesses. The study also shows how the company's valuation is affected

by the capital structure.
Research Problem

As a result of the rapid growth of Islamic capital market, particularly in developing Muslim
nations like Pakistan, businesses are having difficulty determining the best capital structure that
boosts shareholders wealth. Hassan Musse, O., Mat Nor, F., and Mohammed Ahmed, A. (2021)
said that in their study of the Malaysian economy, he said that the financial and real sector of the
economy, whether they are shariah-compliant or not, operate in the same way. However, when it
comes to fundamental Islamic principles, Shariah-compliant companies have some structural
differences from non-shariah-compliant companies. Regarding the consequences of financial
leverage on corporate performance, numerous empirical research has yielded conflicting results.
However past studies were mostly about Malaysian economy so This is the reason, this study is

explicitly completed about the capital constructure of shariah consistent firms since shariah
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agreeable firms are confined by interest bearing debt up to a specific cutoff, so it is consuming
contemporary corporate finance issue to investigate explicitly the effect of corporate capital

structure of shariah agreeable companies’ shareholders wealth in Pakistani capital market.

Research Questions
* Does the shareholders wealth of shariah-compliant businesses depend on their capital
structure?
* Does a shariah-compliant company's capital structure have a positive impact on
shareholders wealth?
* Does a shariah-compliant company's capital structure have a negative impact on
shareholders wealth?
Research Objectives
The aim of this study is to investigate the impact of a company's capital structure on its
shareholders wealth for shariah-compliant companies listed on the Pakistan stock exchange. The
following are the sub-objectives of the study's main objective:
1. The impact of short-term financing on shariah-compliant businesses ‘shareholders
wealth.
2. The effect of long-term financing on the shareholders wealth of businesses that adhere to
the shariah
The impact of shariah-compliant firms' equity financing on their shareholders wealth
The impact of shariah-compliant firms' size on their shareholders wealth.

The impact that a shariah-compliant business has on its shareholders wealth.

A

The impact of expanding a shariah-compliant business on its shareholders wealth.
Literature Review
Theoretical Literature

Muncef Guizani (2020) asserts that the MM theory, the trade-off theory, and the pecking order

theory are the three capital structure theories most crucial to comprehending its behavior.

Modigliani and Miller Theory
In 1958, Modigliani and Miller received an honorable prize for their notable ideas regarding the
impact of a company's capital structure on its expected earnings and value. At first, its

contribution was based on the premise that an organization's value does not depend on debts and
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that it is unaffected by equity or debt financing. In any case, the findings were astounding;
Considering the current state of affairs, it didn't seem conceivable. For the most part, funding is
finished by firms with all potential factors that could influence. In 1963, Modigliani and Miller
examined his thoughts and conveyed his perspectives on the real world of taxation. He
concluded that the organization's value will be affected by the expansion of debt in the overall

capital structure after reviewing this thought.

Trade Off Theory

Trade off theory loosened up a portion of the presumptions of the Modigliani and Mill operator
(1958) hypothesis, articularly those connected with the shortfall of charges and trouble cost. This
theory was first developed by Kraus and Litzenberger in 1973.1t says that businesses choose their
optimal leverage ratio by weighing the benefits of saving taxes against the costs of bankruptcy or

debt financing.

The Pecking Order Theory

Pecking order theory, which Myers and Majluf presented in 1984, is a professional perspective
on the phenomenon of corporate financing. His contribution to the field of corporate finance,
which explains how choosing the best capital structure affects a company’s shareholders wealth,
was a significant achievement. They say that businesses use retained earnings to pay for their
assets before using any kind of external financing. Even so, offering shares to new shareholders

is preferable to debt financing.

Empirical Review

Firm Shareholders Wealth

Return on assets was used as a proxy for firm shareholders wealth, and firm shareholders wealth
served as the dependent variable. Divide profit after interest and taxes by total assets to
determine ROA.As a dependent variable, these variables have been utilized. These factors have
been used as a piece of a couple of surveys, for instance, (Titman &Wessels, 1988;1995, Rajan
and Zingales; Wald, 1999;Chen, 2004;Supanvanij, 2006;2008, Kim and Berger;2009, Akhtar and
Oliver;Liaqat.A., 2011;2011, Sheik and Wang;Kuznetsov and Muravyev, 2001; Ogebe,and 2001
Myers).According to Sarkar (2022),Financial institutions other than banks in Bangladesh bearing
significant amount of debts hold adverse impact on corporate financial performance which was

measured by ROE,ROA and Tobin’s Q.
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Long Term Financing

The ratio of long-term debt to equity was used as a proxy for long-term financing, with long-
term financing serving as the primary independent variable. It is calculated by dividing total
responsibility by total resources. Numerous studies, including those by Hosh (2000), Champion
(1999), Taub (1995), and Roden and Lewellen (1975), have utilized this variable. Financial
leverage and the shareholders wealth of Shariah-compliant businesses were the subject of an
investigation by (J.S. Keshminder, Masturah Ma'in, , Khairol Syafigah Ahmad Afindi & S.C.
Chuah, , 2022).Inverse association between these two variables were found in most of
researches for the reason that, In shariah priority is given on internal sources of equity financing
like undistributed profit. As a result, the majority of scholars contends , the Pecking order theory
should hold true because financial leverage has an effect on the shareholders wealth of Shariah-
compliant businesses. Basri (2021) asserts that large businesses have a lower likelihood of
bankruptcy, necessitating a greater use of debt financing and a more effective access to capital
than small businesses. The first hypothesis is demonstrated as follows:

Hoi: Long term debt has no significant impact on company’s firm shareholders wealth.

Hi: Long term debt has significant impact on company’s firm shareholders wealth.

Short Term Financing

The second independent variable has been selected as short-term financing. Short-term financing
is measured by the current ratio. According to Joshua Arbor (2005), there is a strong correlation
between earning money and temporary financial obligations. According to José Marcos Carvalho
demesquital, José¢ Edson Lara (2003), Abdul Ghafoor Khan (2012), Arbab Khan (2011), Nour
Abu-Rub (2012), and Chin Ai Fu(1997), this ratio shows how much of the total assets have been
financed by short-term loans. The ensuing theory has been developed.

Hoz: Short term financing has no significant effect on firm’s shareholders wealth.
Ha: Short term financing has a significant impact on firm’s shareholders wealth.

Equity Financing

The third independent variable has been identified as equity financing. Divide the total assets by
the total shareholders' equity for the purpose of measuring equity financing., The free portion of
financing known as shareholder's equity (Moyer et al.,) demonstrates ownership enthusiasm for a

company.1999). As a result, that sum comes from the usual shareholders, as well as unallocated
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profits and capital and revenue reserves. Ordinary shareholders, like bond holders, receive
returns based on profits from the company's output (Titman et al.,2011). As a result, the
following hypothesis was created.

Hos: Equity financing has no significant impact on firm’s firm.

Hs: Equity financing has no significant impact on firm’s firm.

Growth

The first control variable was developed. There are a number of ways to calculate a company's
growth, but this study used the percentage increase in total sales, which has been used in many
reviews, such as (Dimitrov and Jain, 2007;2009, George and Hwang) Arbab Khan (2011),
Onaolapo (2010), and Chin Ai Fu (1997) define it as the total increase in the company's sales
over a specific time period. According to Brigham (1991), an organization's net income is
divided into two parts: the first part goes to shareholders as a share of profit, and the second part
stays as undivided profit. As a result, the following is the second hypothesis:

Hos: Firm’s growth has no impact on firm’s shareholders wealth.

Ha: Firm’s growth has no impact on firm’s shareholders wealth.

Size

The measurement serves as the second control variable. Total asset turnover has been used as a
proxy for business size, and the ratio of total sales to total assets has been used to calculate total
asset turnover. Papadogonas asserts (200);(1986); McConnell Allen, (1989);This variable was
used in Glancey (1998).According to Cin ca e tal (2005) research, there is a significant and
positive correlation between the proportions of productivity and the size of European
organizations. Lawrence and others2006) asserts that the size and general equity level of
Australian businesses have an impact on their shareholders wealth. In relation to use, firm size is
one of those determinants that produces predictable results (Roslan et al.,2022), so the fifth
hypothesis is proposed as follows:

Hos: Firm Size does not have impact on firm’s profit.

Hs: Firm Size does have impact on firm’s profit.

Tangibility

The fixed assets to total assets ratio, which is a measure of tangibility, was utilized as the third
control variable. This well-known financial measure is calculated by dividing a company's total

assets by its total fixed assets. Akhtar and Oliver, well-known financial researchers, 2009,
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Supanvanij; Tangibility was incorporated into numerous reviews in the works of Titman and
Wessels, 1988, Rajan and Zingales, 1995, 2006, Chen, 2004, Wald, 1999, and Titman. As a
result, the following hypothesis was created.

Hos: Tangibility does not affect company’s firm shareholders wealth.

He: Tangibility affects company’s firm shareholders wealth.

Very few studies (Fatuma, 2009 and Halkano, 2012) have been dedicated for investigating the
role of capital structures determinant of firm shareholders wealth and most of studies were
related with capital structure. Since according to limited knowledge, no literature was found

about shariah compliant firms of Pakistan under the study period, so this study is quite rare.

Research Methodology
This study adopted the concept of positivism research philosophy which is directly associated
with idea of objectivism and deductive approach of research has been adopted, in order to
investigate the impact of capital structure practices on shareholders wealth of shariah firms,
Panel data of 22 shariah complaint firms according to screening criteria established by Al
Meezan investment limited for the period of June 30,2008 to June 30, 2020, were taken from
listed firms in Pakistan stock exchange. For reliability of secondary data, yearly financial
statements of firms were used. Furthermore, the Fixed and Random effect methods are used to
get rid of correlated errors, and the Hausman test is used to choose between them. When
compared to other approaches, the panel data approach offers advantages such as less collinearity
between variables, more useful data, heterogeneity, more variables, greater efficiency, and more

degrees of freedom. 2005, Siddiqi; 2005, Baltagi)

Economic Model Specification

The relationship between capital structure and firm’s shareholders wealth was tested by the
following multiple regression model.

ROAit =Bo + B1SFit + B2LFit + B3EFit + B4Git + BsSit + PeTit + €it

The proxies used for the dependent variables and explanatory variables with definitions and

symbols are displayed in the following:
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Table 1
Variables/Proxies Measurement Expected Signs
Dependent Variable
Firm’s shareholders wealth Return on assets = Net profit to Total assets ROA
Independent Variables
Short term debt financing Current ratio = C.urr.et.lt. assets to Current SF
liabilities
Long-term debt financing Debt to Equity = Long term Liabilities to LF
Equity
Equity financing Equity to Total assets EF
Control Variables
Size Asset turnover = Total sales to total assets S
Growth % Increase in sales revenue G
Tangibility Fixed assets to total assets T
(Source: Author’s compilation)
Empirical Results
Descriptive Statistics
Table 2
Summary Statistics
Return on  Short term Long term E.qulty. Growth Size Tangibility
assets financing  financing  Financing
ROA SF LF EF G S T
Mean 0.111 2.485 0.785 0.465 0.214 0.923 0.439
Median 0.052 1.370 0.278 0.483 0.072 0.663 0.452
Maximum 1.243 11.668 32.206 0.848 14.384 3.930 0.914
Minimum -0.173 0.033 -42.178 0.001 -5.991 -0.003 0.049
Std. Dev. 0.204 2.573 6.766 0.235 1.377 0.736 0.236
Skewness 3.254 1.830 -2.041 -0.245 5.890 1.546 0.115
Kurtosis 15.401 5.402 28.938 1.910 62.041 5.050 1.945

Jarque-Bera 1618.399  158.153 5688.186  11.772 29903.820 113.623 9.610

Probability 0.000 0.000 0.000 0.002 0.000 0.000 0.008
Sum 22.021 492.160 155.605 92.137 42.445 182.832 87.086
Sum Sq. Dev.  8.209 1304.748  9020.809  10.944 373.826 106.732 10.980
Observations 198 198 198 198 198 198 198

(Source: EViews Results, Author’s own elaboration)
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As shown in Table, Average ROA of all firms under study for the period of 9 years is 11.12%
that shows all selected sharia compliant firms are earning on average around 11.12% annually.
As far as operating risk which is variation in return is concerned range of values from -17.30%
negative returns to 124.30% positive returns and standard deviation of 20.414% shows variation
in annual profit on average. Since results are from panel data of 22 firms from different sectors
listed in stock market whose attributes are entirely different that is why variation in average is

quite high.

As far as normality of data is concerned, in panel data absence of outliers in the raw data is
unrealistic that is why above table shows that value of skewness, kurtosis and Jarque Bera are

not under acceptable range of normality.

Testing Stationary Of Data

Table 3

Statistics Unit Root Test

Variables Statistics at level P value at level
Profitability(roa) 0.428 0.006
Size(s) -1.170 0.001
Growth(g) -9.139 0.000
Tangibility (t) -4.744 0.000
Long term finance (If) -9.601 0.000
Short term finance (sf) -3.705 0.000
Equity finance (ef) 0.617 0.004

(Source: EViews Results, Author’s own elaboration)
if data is nonstationary, may create autocorrelation and multicollinearity problems. For
eliminating such type of problems in data various unit root tests are available so Phillip Perron
Test is one of the Unit Root Test that has been used for investigating the stationary of data. Each
As shown in Table, P-value of growth, tangibility, long term finance and short-term finance is
significant and stationary at level but P-value of firm shareholders wealth, size and equity

financing is significant and stationary at first difference.

Estimation Through Stochastic Model

ROAi: =Bo + BiSFit + B2LFit + B3EFit + BaGit + BsSit + PeTit + €it
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According to the objectives of study mentioned in Chapter 1, it is to determine that whether
firm’s shareholders wealth (ROA) depends on independent variables (LF, SF and EF) and
Control variables (G, S and T) or not. For this purpose, a stochastic regression model has been
developed in chapter 3 as mentioned above and Since it is panel data study so fixed or random
effect model has to be run in order to identify about the model either fixed or random, Hausman

test has been applied and finally it was determined fixed effect model best fits data.

Fixed and Random Effect Models Comparison

Table 4
Correlated Random Effects -Hausman Test

Test Summary Chi-Sq. Statistic Chi-Sq. d.f. Prob.

Cross-section random 14.965116 7 0.0364

(Source: EViews Results, Author’s own elaboration)

As it is discussed above, to know which stochastic model best fits on data whether fixed effect or
random effect, Hausman test is to be applied so in our panel data, from table it is much clear, P-
value is below 5% so significant which indicates null hypothesis can be rejected and concluded
that fixed effect model is suitable and best fits to data. This is in line with Green (2008)
recommendation

Fixed Effect Model Results And Hypotheses Testing

Table 5

Dependent variable: Firm shareholders wealth

Variables Coefficient Std. Error t-statistic Probability
Constant (C) -0.409 0.070 -5.779 0.000
PROFITABLITY(ROA) 0.519 0.074 6.975%* 0.000
SIZE(S) -0.099 0.036 -2.726%* 0.007
GROWTH(G) 0.007 0.005 1.26** 0.020
TANGIBILITY (T) -0.141 0.113 -1.249 0.213
LONG TERM FINANCE (LF) -0.007 0.002 -3.977** 0.001
SHORT TERM FINANCE (SF) -0.012 0.011 -1.170 0.244
EQUITY FINANCE (EF) 0.475 0.101 4.684** 0.000

(Note: **=*Significant at 1%, **Significant at 5% and *Significant at 10% level)

(Source: EViews Results, Author’s own elaboration)
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The fixed effect model was used to summarize all of the results, as shown in the table above.
Long-term finance, short-term finance, and equity financing are independent variables, and
growth, size, and tangibility are control variables. Firm shareholders wealth has been considered
the response variable that is tested at significance level of 5%, each hypothesis was tested.

Hoi: Long term debt has no significant impact on company’s firm shareholders wealth.

Hi: Long term debt has significant impact on company’s firm shareholders wealth.

Long-term financing has a P-value of 0.0001, which is less than 0.05, as shown in the table
above. This indicates that long-term debts have a positive impact on a company's profit, rejecting
the null hypothesis and accepting the alternate hypothesis that long-term financing has a
significant impact on a company's profit. Since the coefficient is negative, which is supported by
MM proposition II and demonstrates an inverse relationship between long-term financing and
firm shareholders wealth, MM theory predicts that as long-term debts rise, default risk will rise,
and eventually firms' profits will fall as a result of high expected equity returns. This finding is
consistent with what Seyyed Nezhad and Aghaei (2002) found: managers who take advantage of
debt financing are willing to meet organizations' financial needs. Debt financing comes with
interest costs, forcing businesses to pay a portion of their earnings for financing in the future. As
a result, their future earnings will fall.

Ho2: Short term debt has no significant effect on company’s firm shareholders wealth.

Ha: Short term debt has a significant effect on company’s firm shareholders wealth.

As shown in the above table, P-value of short-term financing is 0.2442 that is greater than 0.05
that shows short term financing has no significant impact on company’s profit so null hypothesis
is failed to reject and alternate hypothesis that is short term financing has significant impact on
company’s profit is not accepted. Since coefficient is negative that shows inverse relationship
between short term financing and firm’s firm shareholders wealth. The results are consistent with
finding of Ebaid (2009), Afza and Nazir (2007) and Abdul (2012) who investigated that short
term debts has an inverse significant association with corporate performance indicator ‘s
shareholders wealth, measured by return on assets in the study conducted in Pakistan.

Hos: Equity has no significant effect on firm's firm shareholders wealth.

Hs: Equity has a significant effect on company’s firm shareholders wealth.
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The fact that equity financing has a significant impact on a company's profit and that the null
hypothesis is rejected, and the alternate hypothesis is accepted is shown by the P-value of
0.0000, which is less than 0.05. Since coefficient is positive that shows positive connection
between value supporting and company's firm execution. The findings are in line with the
empirical findings of Ishaya and Abduljeleel (2014), who came to the conclusion that equity has
a positive effect on firm shareholders wealth.

Hos: Growth does not affect company’s firm shareholders wealth.

Ha: Growth affects company’s firm shareholders wealth.

The P-value of Growth is 0.0207, below 5%, and which shows in significant findings, growth
affects the company's profit, so the null hypothesis is rejected and the alternate hypothesis
growth affects the company's profit is accepted. Since the coefficient is positive, there is a
positive correlation between the growth of the company and its shareholders wealth. The
outcome is in line with Milos Laura Raisa's (2015) empirical findings regarding Romanian listed
firms.

Hos: Size does not effect on company’s firm shareholders wealth.

Hs: Size effects on company’s firm shareholders wealth.

The null hypothesis is rejected, and the alternate hypothesis size affects company profit is
accepted ,size of P-value is 0.0074, blow 5%, as shown in the preceding table. Since the
coefficient is negative, this demonstrates an opposite relationship between a company’s
shareholders wealth and its size. The findings of the studies are consistent with the empirical
findings made by Nor yati Ahmad and Noor Nisah Azha (2015) regarding Malaysian businesses
that adhere to sharia law.

Hoe: Tangibility does not affect firm's firm shareholders wealth.

He: Tangibility affects company’s firm shareholders wealth.

Size has a P-value of 0.2139, which is greater than 0.05, indicating that tangibility has no effect
on the company's profit and rejects the alternate hypothesis that tangibility has an impact on the
company's profit. Since coefficient is negative that shows converse connection among substantial
quality and company's firm execution. The findings of the studies are consistent with the
empirical findings made by Nor yati Ahmad and Noor Nisah Azha (2015) regarding Malaysian

businesses that adhere to sharia law.
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Table 6

R-squared

0.708979

Adjusted R-squared 0.641241

Standard error of regression 0.116847

F-statistic 10.46653

Probability (F-statistic) 0.000000

Durbin-Watson stat 1.917193

(Source: EViews Results, Author’s own elaboration)

R2 is 70.89%, as shown in the table above, indicating that independent variables (LF, SF, and
EF) and control variables (G, S, and T) account for 70.89% of the firm’s shareholders wealth. R2
is utilized by analysts for deciding the convenience of stochastic model for expectation since in
our outcomes R2 is a lot of high so model is best made sense of and valuable for forecast. In
addition, the model's effectiveness was further revalidated using the F-statistic, which is
10.46653, and the Probability (F-statistic) of 0. 000000. If the F-statistic (probability) is less than
0.05 and greater than 4,

Daigonistic Testing

These are the tests that the data go through to make sure they meet the demands of the employed

multiple regression approaches and to ensure that the outcomes are more precise and dependable.

Multicollinearity

Table 7

Correlations Coefficients

ROA DS DG DT CSF CLF EF
ROA 1.000000 0.060230 0.128191 -0.002098 0.103969 -0.312359 0.315503
DS  0.060230 1.000000 0.109457 -0.190001 -0.001930 -0.083375 0.002844
DG 0.128191 0.109457 1.000000 0.023544 -0.007802 -0.021551 0.013411
DT  -0.002098 -0.190001 0.023544 1.000000 -0.132400 0.020549 -0.025053
CSF 0.103969 -0.001930 -0.007802 -0.132400 1.000000 -0.058681 0.646776
CLF -0.312359 -0.083375 -0.021551 0.020549 -0.058681 1.000000 -0.360241
EF  0.315503 0.002844 0.013411 -0.025053 0.646776 -0.360241 1.000000

(Source: EViews Results, Author’s own elaboration)
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Table 8
Variance Inflating Factors (VIF)

Variable Coefficient Variance Uncentered VIF Centered VIF
CLF 4.99E-06 1.01 1.01
CSF 3.03E-05 1.37 1.03
DEF 0.021 1.14 1.14
DG 0.00005 1.01 1.01
DS 0.003 1.09 1.08
DT 0.025 1.14 1.14

(Source: EViews Results, Author’s own elaboration)

Multicollinearity is the correlation between the independent variables that shows data is not
robust so results from such data is not considered fit for prediction. As shown in Table.8, there is
very insignificant association among every set of explanatory variables that is less than 0.5
almost in all cases except few like CSF & EF and EF & CSF. The correlation coefficients were
calculated to find those explanatory variables that may have been strongly related but whose
significance was mitigated by their interactions with the other variables. Further it is confirmed
by ( VIF) variance inflation factor as presented by Table.9, for each independent and control
variable the value of VIF is almost close to 1 and very far away 10 that clearly indicates
multicollinearity does not exist and there is no need to eliminate any independent or control

variable from the model.

Auto Correlation

In a stochastic model, data with a serial correlation problem does not produce reliable results or
accurate predictions. In order to ascertain whether or not the auto correlation issue still exists in
the data, the Durbon-Watson test was utilized. The absence of auto correlation or serial correlation
in the residuals is indicated by the Durbon Watson value of 1.917193, which is the closest value

to 2.The term for this is "auto correlation."
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Summary
The panel data were thoroughly examined in this section. Utilizing the Levin, Lin, and Chu t*

unit root test, each variable was initially found to be stationary at level or first difference at the
5% level of significance. In the wake of deciding fixed of information Hausman test was applied
to check either fixed impact model or irregular impact model ought to be utilized for assessment
reason. The fixed effect model was chosen due to the 0.036 P-value of the Hausman test.The
fixed effect model was used to test each of the six hypotheses and provide an interpretation.
Diagnostic tests were performed on the residuals following estimation; the results showed that
there was no multicollinearity because the VIF was 2.787, which is less than 5, that the
correlation between pairs of each independent variable was almost insignificant, and that there
was no auto correlation, as demonstrated by the Durbon Watson test, which was 1.91 or closed to
2, indicating that auto correlation did not exist-statistic 10.46653 further supports the model's

robustness and explains 70.89% (R2) of the response data's variability around its mean.

Conclusions
Based on the results of the study, Capital structure indeed effects on firm's firm shareholders

wealth so it is worth concluding that capital structure plays a vital role in determining the
shareholders wealth of sharia compliant firms listed in Pakistan Stock Exchange. Long term debt
financing adversely impacts firms ‘shareholders wealth that is supported by Pecking order and
agency theory but short-term financing does not have any impact on profit that is in line with
MM (1958). Equity financing has direct positive impact on firm’s profit.

By keeping into consideration the response of all three explanatory variables, in particular for
sharia compliant firms this research study reveals that firms structurally preference equity
financing over long term debt financing because mostly long term financing are interest based so
debts financing is not encouraged in sharia and cannot exceed 37% as mentioned in screening
criteria of KMI-30 and firms are indifferent about short term financing because mostly short term
financing are not based on interest. Shariah compliant firms are bound to limit debt financing and
they have only option to raise finance through equity.

As far as moderating role of capital structure in determining shareholders wealth of sharia
compliant firms at the PSX. It is concluded that Sales growth rate has significant moderating
effect, but size and tangibility does not have any impact on firm's firm shareholders wealth. In

particular for sharia compliant firms (KMI-30) this research study reveals that firm's firm
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shareholders wealth is not structurally tandem with tangibility and size but tandem with sales

growth.

Recommendations

Since the KMI-30 index is recomposed every six months, it is evident from the aforementioned
conclusions that sharia-compliant businesses should raise funds from equity financing rather than
long-term debt financing for long-term capital expenditure projects or long-term investments.
Since sharia-compliant businesses are not permitted to use interest-based financing, firms with
excessive debt financing above a certain threshold may be screened out. Also, it is empirically
evident from this research study that debt financing adversely impacts profit so it is highly
recommended to make zero interest-based debt financing and even in the present day interest
based economy, it should not exceed allowed threshold of debt financing for remaining shariah
compliant. It will create mistrust of shareholders, customers and other stakeholders and will
increase financial distress and reduce firms Sales and eventually profit. It is also recommended
that sharia compliant firms should make non interest based short term financing in case of
liquidity shortfall they should get credit from supplier by extending credit limit. For raising
financing from equity, sharia compliant firms should not set high dividend payout because due to
this policy their retained earnings will be reduced, and they will not be able to capitalize their

earning whenever needed.

It is also strongly recommended that sharia compliant firms should compose capital structure in a
way that comprises of high equity with noninterest based debt financing for improving firms firm

shareholders wealth, building trust of shareholders, customers, managers and other stakeholders.

Suggestions for Further Research

Indeed, this research study was an attempt to fill the gap regarding role of capital structure for
sharia compliant firms, but it was limited to the firms laid in KMI-30 index and profit is
measured only by return on assets. Therefore, it is strongly suggested to conduct the research
study by taking return on equity as measure of firm’s shareholders wealth for other sharia
compliant firms composed by Islamic index 225 from Pakistan stock exchange. Also, it is
suggested to conduct research study for Islamic banks, Takaful based organizations and other
sharia compliant organizations which are not under the scope of KMI-30 composed firms. It is

also strongly suggested to conduct research studies to validate the sharia compliant criteria laid
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down by scholars in the light of Quran and sunnah. Some primary research studies are suggested
in the area to investigate how sharia compliant firms are contributing in the prosperity and
wellbeing of society and contributing in the growth of economy. In addition to that it is
suggested to explore to what extent these firms are complying the corporate governance system

and other regulatory framework of SECP and FBR etc.
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