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Abstract

The objective of the study is to investigate the effect of growth opportunities on capital structure and dividend policy in Indonesia. The study 
employs panel data of companies listed on Indonesia Stock Exchange that distribute dividends from 2007 to 2017. Fixed and random effect 
regression models are used. Findings based on growth opportunities on capital structure and dividend policy in Indonesia are in line with 
the existing theory (i.e., contracting theory). Growth opportunities have a significant negative correlation with debt ratio and dividend yield, 
which suggests that firms with high growth opportunities are discouraged to generate debt to resolve underinvestment and asset-substitution 
problem. Firms with more investment opportunities tend to adopt a low dividend payout policy because the cash flows will be used up for 
investment. The positive impact of firm size on leverage is due to the low bankruptcy risk and cost of a large company. Profitability has a 
positive impact on the dividend policy because profitable companies can reserve larger free cash flows and, thus, pay higher dividends. The 
positive influence of ownership on leverage is interpreted by the unwillingness of majority stockholders to commit to equity financing in 
order to avoid reducing the ownership and preserve control of the company.
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1. Introduction

This study on dividend policy and structure of capital 
is conducted to confirm the firm theory. Capital structure 
theory refers to the composition of equity and debt used 
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for financing business activities. Research evidence shows 
that several factors influence capital structure and dividend 
policy (i.e., growth opportunities). Some studies argue 
that negative relationships exist between opportunities for 
growth and dividend yields and debt levels (Alonso et al., 
2005; Gul, 1999). Moreover, a study conducted in Russia 
concluded that growth opportunity has a negative impact on 
leverage (Ilyukhin, 2017). However, other studies suggested 
that the influence of growth opportunity on dividend yield is 
zero (Issa, 2015). 

The current research examines the impact of growth 
opportunities on capital structure and dividend policy from 
the perspective of companies trading on Indonesia Stock 
Exchange (IDX). This study focuses on Indonesia, the biggest 
economy in Southeast Asia, since relatively little research 
has examined the impact of growth opportunities on capital 
structure and dividend policy. Moreover, the findings are 
inconsistent. Abbas et al. (2011); Bulan and Sanyal (2005); 
Chen (2002); Abbas et al. (2016); Balboa et al. (2012); Lious 
et al. (2015) suggested that growth opportunities significantly 
affect capital structure. The research conducted by Ilyukhin 
(2017) and Indrajaya et al. (2011) suggested that growth 
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opportunities do not have any significant effect on capital 
structure. Abor and Bokpin (2010); Amidu and Abor (2006); 
de Andrés Alonso et al. (2005); Ghosh and Sun (2014); 
Jabbouri (2016) argued that there is evidence of the impact 
of growth opportunities on dividend policy. In contrast, Issa 
(2015) and Ressy and Chariri (2013) found that dividend 
policy is not affected by the growth opportunities. 

The norms of dividend policy in emerging markets are 
implemented differently from the developed countries. A 
noticeable difference is that emerging markets give high 
emphasis on dividend payout ratios; consequently, dividend 
payments in emerging markets tend to fluctuate more than 
in developed markets (Glen, Karmokolias, Miller, and Shah, 
1995). Baker and Powell (2012) argued that the earnings 
stability and the current and expected future earnings level 
mostly determine the dividend policy in Indonesia. 

From the above explanation, investigating the effect of 
growth opportunities on the capital structure and dividend 
policy in Indonesia is essential. The current study contributes 
to the extant literature by focusing on the emerging market 
of Indonesia, which has the biggest national economy in 
Southeast Asia.

2. Literature Review

Myers (1977) defines growth opportunities as a part 
of firm value, which depends on discretionary future 
expenditure by a firm; future investment and variable costs, 
which boost the value of firm, are included. It depends on the 
assets in place and the sunk cost. Thus, it should be financed 
by more leverage than growth opportunities, and substantial 
debt financing should be associated with capital-intensity, 
high operating debt and profitability. 

Myint et al. (2018) suggested that the optimal capital 
structure should incorporate the competitive position of a 
company, as well as the availability of growth opportunity. 
Moreover, Smith and Watts (1992) elaborated dividend 
and compensation policies, investment opportunities and 
corporate financing. Three theories – tax-based, signalling, 
and contracting theories – explain the association between 
investment opportunity set (IOS) and debt and dividend 
policies. Taxed-based theory suggests a negative association 
between IOS and leverage. It is based on the argument of tax 
progressivity, which infers that high fluctuation in taxable 
income increases expected tax liabilities (Smith & Stulz, 
2006). Growth-option firms have highly volatile cash flows 
and, thus, have high incentives to decrease the leverage in 
their capital structure over the range of progressivity (Watts 
& Smith, 1992).

Two assumptions are developed by the signalling theory. 
First, incentive to signal does not exist given the absence 
of asymmetric information. Thus, asymmetric information 

induces substantial incentives for signalling. Second is the 
variety of signalling cost. The costs are less sensitive than the 
benefits of signalling depending on the variation in the size 
of asymmetric information. Thus, signalling theory suggests 
that companies with high growth options have more important 
asymmetric information, which leads to high leverage. That 
is, signalling theory forecasts a positive relationship between 
IOS and leverage (Watts & Smith, 1992).

Contracting theory argues that firms with high growth 
opportunities have lower leverage. Firms with risky debt 
outstanding can reduce the value of shareholders if they 
undertake a project that has positive net present value because 
debt holders have a priority claim on the project’s cash 
flows over shareholders. To overcome the underinvestment 
problem, companies finance the growth with equity rather 
than leverage (Myers, 1977). Moreover, Jensen et al. 
(1986) suggest that firms with prominent free cash flow are 
motivated to have a high level of leverage in their structure 
of capital due to their credibility in paying out excess cash. 

Empirically, only contracting hypotheses show consistent 
results with the theory (Gaver & Gaver, 1993; Goyal et al., 
2002; Long & Malitz, 1985; Watts & Smith, 1992). Following 
prior studies, the first hypothesis is formulate as follows:

H1. Firms with a higher level of investment opportunity 
will possess lower debt.

According to contracting theory, firms with high growth 
options have less dividend payments. The cash flow of firms 
shows a negative connection between dividend policy and 
investment. The higher the amount of investment in a given 
period, the smaller the dividend. The reason is that firms 
with more growth opportunities have low free cash flow and 
consequently pay low dividends (Jensen, 1986). The new-
issue market reduces cost of agency by ensuring effective 
monitoring. When few growth choices exist, firms will opt 
for few new-issue markets and forgo this benefit if they 
compensate with less dividends (Easterbrook, 1984; Rozeff, 
1982). Moreover, CEOs’ business strategies determine the 
payments of dividends. In other words, CEO overconfidence 
has a significant role in dividend payment policy. Hoang et 
al., (2020) suggest that CEO overconfidence has dividend 
yield higher than CEO non-overconfidence. The authors 
also argued that the non-state enterprise coupled with 
CEO overconfidence influence significantly dividend yield 
without affecting other types of enterprises. Tahir et al. 
(2020) proposed that there is a positive correlation between 
the average age of board members, the size of corporate 
board, the tenure of board, and dividend payout policy. On 
the other hand, there is no correlation between duality of 
CEO, diversity of board members, board independence, and 
dividend payout policy.
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The underinvestment problem is reduced when dividend 
covenants impose a minimum investment requirement due to 
a maximum dividend payout specification. Thus, firms with 
high growth choices can allow more constrains on dividends; 
that is, these firms are expected to have low dividends (Watts 
& Smith, 1992). Empirically, the finding is consistent with 
the contracting argument (Abor & Bokpin, 2010; Amidu & 
Abor, 2006; Collins et al., 1996; Gaver & Gaver, 1993; Gul 
& Kealey, 1999; Lloyd et al., 1985).

The signalling hypothesis suggests that high-quality 
firms compensate high dividends (Bhattacharya, 1979). 
Firms with greater asymmetry information should pay higher 
dividends. The evidence is consistent with the contracting 
hypothesis but does not support the signalling hypothesis 
(Gaver & Gaver, 1993; Watts & Smith, 1992). The second 
hypothesis is formulated as follows:

H2. Firms with higher levels of growth opportunities 
keep lower dividends.

Size of firms is expected to have a negative association 
with the equity-to-value ratio. If the cost of financial distress 
reduces leverage, then the great diversification of bigger 
firms allows them to have more debt than smaller firms 
(Watts & Smith, 1992).

Moreover, according to trade-off theory, the size of the 
company has a positive relationship with leverage ratio. 
Bigger firms have smaller the risk of bankruptcy and 
relatively smaller bankruptcy cost. Furthermore, larger 
firms have smaller agency costs of leverage, smaller costs of 
monitoring, less fluctuation cash flows, and more convenient 
access to the credit market; they also benefit from the tax 
shield (Deesomsak et al., 2004).

The pecking-order theory presumes that managers favor 
to fund projects internally because of the informational 
asymmetry between managers and external investors. 
Moreover, profitable companies tend not to raise external 
equity in order to avoid the possible dilution of ownership. 
Therefore, a negative correlation exists between profitability 
and debt.

Regarding dividend policy, profitability and size have a 
positive impact on dividend payout. Firms that have larger 
profits and bigger size pay more dividends (Al-Malkawi, 
Al-Malkawi, Rafferty, & Pillai, 2010; Brawn & Ševi, 2018; 
Maldajian & El Khoury, 2014).

3. Data and Methodology

The sample in this study consists of listed companies 
that distribute dividends in IDX from 2007 to 2017. The 
year 2007 is selected because it is when two IDXs merged. 
Only 14 out of 626 companies in IDX have been distributing 
dividends for 11 years. 

The dependent variables are capital structure and 
dividend policy. Capital structure is measured using the 
debt/equity ratio. Dividend policy is measured using two 
indicators, namely, dividend payout and yield ratios. Three 
proxies are used for IOS, namely, the market/book value 
of assets (MBA), market/book value of equity (MBE) 
and earnings/price (EP) ratio (Beaver & Morse, 1978; 
Chung & Charoenwong, 1991; French et al., 1991). The 
control variables are total assets (TA), profitability (P) 
and ownership (O). Ownership is divided into domestic 
and foreign companies. The definition of each variable is 
described below.

•   Capital structure: book debt/equity ratio is defined 
as total book value of debt/total book value of equity. 
Market debt/equity ratio is defined as total book value 
of debt/market value of equity.

•   Dividend policy: dividend payout is defined as 
(dividends/primary earnings before extraordinary 
item): shares outstanding. Dividend yield is defined as 
(dividends /price): shares outstanding.

•   IOS: MBA is defined as (book value of assets − total 
equity + share outstanding × share price)/book value 
of assets. MBE is defined (shares outstanding × share 
price)/book value of equity. EP ratio is defined as 
primary EPS before extraordinary item/share price.

Given that the data are unbalanced panel (pooled) data, 
we initially used the random-effect model (REM), which 
is consistent even if the true model is a pooled estimator. 
Then, the Hausman test is used to examine whether the 
REM is an appropriate model. A significant Hausman test 
means that the REM is not appropriate; then, a two-way 
fixed effects model (FEM) is employed, which allows for 
individual heterogeneity and time effects and provides 
robust heteroskedasticity autocorrelation (HAC) standard 
errors (Gujarati & Porter, 2009).

4. Results and Discussion

4.1 Summary Statistics

Table 1 shows the details of all variables’ summary 
statistics. Looking at the debt/equity ratio, the average 
ratio of the companies is more than 1, which indicates that 
the company has undertaken more debt than it has issued 
share capital to finance its operations. The probability of 
bankruptcy is high. Moreover, the debt/equity market value 
shows an even higher ratio, which suggests that the market 
views the value of the companies as lower than the book 
value of equity. Moreover, increased financial openness 
to international markets is linked to high leverage ratios 
(Mitton, 2008).
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The average dividend payout ratio is consistent with 
the average dividend payout ratio of emerging companies 
(35%), which will be stable in the next few years according 
to the Negyal manager of JP Morgan Asset Management 
(Walker, 2019). 

4.2 Regression Results 

4.2.1. IOS on Capital Structure

The result of the Hausman test on the random-effects 
(regression) model is significant for both regression models. 
Therefore, REM is inconsistent, and FEM is the preferred 
model. The results are shown in Table 2 and Table 3. 

The IOS proxy does not have an impact on book 
debt/equity ratio as a capital structure proxy. However, 
only the growth proxy (i.e. market/book value of equity) 
affect negatively on the market debt/equity ratio as a 

capital structure proxy. This result is consistent with 
the contracting theory. It suggests that firms with high 
growth opportunities are discourage to issue debt for 
two justifications, namely, underinvestment and asset-
substitution problem (Abor & Bokpin, 2010; Amidu & 
Abor, 2006; Collins et al., 1996; Gaver & Gaver, 1993; 
Gul & Kealey, 1999; Lloyd et al., 1985). In addition, 
Mukhibad et al. (2020) supported the finding that 
investment opportunity (IOS) has a negative impact on 
debt policy in Indonesian manufacture companies. The 
companies more rely on internal resources for funding the 
investment. The same outcome of a negative correlation 
between investment opportunities and debt/equity ratio is 
proposed by Vijayakumaran and Vijayakumaran (2019). 
Furthermore, the percentage of short-term debt mitigates 
the negative impact of investment opportunities on 
leverage. However, the effect is only significant to the 
private controlled companies in China.

Table 1: Summary Statistics

Variables Mean Minimum Maximum Standard deviation
MBA 2.0126 0.30053 34.942 4.1215
MBE 3.2537 0.0028358 71.792 9.2199
EP 2074.7 0.090000 55576. 6404.1
Book debt/equity ratio 1.5317 0.20883 9.6647 1.8845
Market debt/equity ratio 10.408 0.012406 181.49 25.785
Payout 0.34715 0.00070000 0.99930 0.25791
Yield 0.038342 0.00010000 0.34300 0.060897
TA 5.2748e+007 2.2644e+005 7.3988e+008 1.3078e+008
P 7.0123 0.020000 42.070 10.626

Table 2: Regression Results for IOS on Capital Structure I

Model: Fixed-effects*
Dependent variable: Book debt/equity ratio
Sample: 151 observations
Robust (HAC) standard errors
Variables Coefficients P-value
Constant −3.10184 <0.0001***
MBA 0.210125 0.1657
MBE −0.0882952 0.1211
EP 0.0337767 0.3856
TA 0.173742 <0.0001***
P 0.142043 0.0172**
O 0.239928 0.0432**
REM is performed. Hausman test: Chi-square (6) equals 34.3173 with a p-value of 5.84184e-006. Therefore, the GLS estimates are 
inconsistent. REM is not the appropriate model.
*** significant at the 1% level and ** significant at the 5% level
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Table 3: Regression Results for IOS on Capital Structure II

Model: Fixed-effects*
Dependent variable: Market debt/equity ratio
Sample: 151 observations
Robust (HAC) standard errors
Variables Coefficients P-value
Constant −3.10184 <0.0001***
MBVA 0.210125 0.1657
MBVE −1.08830 <0.0001***
EP 0.0337767 0.3856
TA 0.173742 <0.0001***
P 0.142043 0.0172**
O 0.239928 0.0432**
REM is performed. Hausman test: Chi-square (6) equals 34.3173 with a p-value of 5.84184e-006. Therefore, the GLS estimates are 
inconsistent. REM is not the appropriate model.
*** significant at the 1% level and ** significant at the 5% level

Table 4: Regression Results for IOS on Dividend Policy I 

Model: Fixed-effects
Dependent variable: Dividend payout
Sample: 151 observations
Robust (HAC) standard errors
Omitted due to exact collinearity: Ownership (O)
Variables Coefficients P-value
Constant 1.62770 0.8291
MBA −0.722040 0.1962
MBE 0.408959 0.1149
EP −0.0876846 0.4210
TA −0.158497 0.7317
P 0.223415 0.0645*
REM is performed. Hausman test: Chi-square (5) equals 18.8641 with a p-value of 0.0020374. Therefore, the GLS estimates are 
inconsistent. FEM is the appropriate model.

Moreover, all the control variables (i.e., firm size, 
profitability, and dummy ownership [1 = domestic,  
0 = foreign]), are significantly related to market debt/equity 
ratio. The positive relationship between firm size and 
leverage ratio is consistent with the trade-off theory. The 
relationship between a company’s size and leverage ratio 
is positive because of the low bankruptcy risk and cost of 
a large company (Deesomsak et al., 2004). However, the 
finding is contradictory to Mukhibad et al. (2020); the 
authors argued that the size of firms and profitability do not 
have any impact of the debt policy for public companies 
in Indonesia. It means that high profitability companies 
are not necessarily having higher debt ratio in their capital 
structure.

Furthermore, the positive correlation of profitability-
to-debt ratio is because more profitable companies tend 
to have more advantages of tax shield (Pettit & Singer, 

1985). However, such a correlation is contradictory to the 
pecking-order theory. The company prefers to finance 
itself first internally through retained earnings. The  
exclusive ownership view in the emerging market and 
Indonesia has a big effect on the debt financing of companies. 
The positive association result in this research can be 
interpreted by the unwillingness of majority stockholders 
to commit with equity financing in order to avoid reducing 
the ownership and preserve control of the company (Haron, 
2018).

4.3. IOS on Dividend Policy

The result of the Hausman test on the random-effect 
(regression) model is not significant for both of the 
regressions models. Thus, REM is the appropriate model 
(see Table 4 and Table 5).
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Growth opportunity proxies are not significantly 
related to the dividend policy that uses payout as a proxy. 
However, only one of the growth opportunity proxies has 
a significant negative impact on the dividend policy with 
yield as a proxy. The result is consistent with the existing 
literature. Firms with investment opportunities are most 
likely to pursue a low dividend payout policy because 
the cash flows will be used up for the investment (Abor 
& Bokpin, 2010; Amidu & Abor, 2006; Watts & Smith, 
1992). Nevertheless, Tahir and Mushtaq (2016) suggested 
that investment opportunities, managerial ownership and 
liquidity did not have any significant correlation with 
dividend payout for oil and gas companies in Pakistan. 
Moreover, firm size does not have an impact on the 
dividend policy. Therefore, the size of firms in Indonesia is 
irrelevant to the dividend policy, which is reflected by the 
fact that only 2.2% (14 out of 626) of the listed company 
distribute dividends regularly. 

Moreover, profitability has a significant positive 
correlation with dividend payout. Profitable companies 
with high stable net earnings can secure more significant 
free cash flows and compensate higher dividends. Several 
studies support the positive association between dividend 
payments and earnings, especially in emerging markets 
(Ahmed & Javid, 2009; Al-Twaijry, 2007; Jabbouri, 2016). 
Firms with increase in profitability generally increase 
dividend payments; for example, study on the Indian market 
argues the positive impact of a current year profit on a 
dividend policy adoption (Qamar & Ahmed Bazaz, 2014). 
In addition, managers of Indonesian firms argue that the 
stability of earnings and the level of current and forecasting 
future earnings are the most significant factors of dividends  
(Baker & Powell, 2012)

5. Conclusion

This study on growth opportunities on the capital structure 
and dividend policy in the emerging market in Indonesia 
provides findings that are consistent with the existing theory 
(i.e., contracting theory). Growth opportunities have a 
significantly negative correlation with debt ratio and dividend 
yield. Such correlation suggests that firms with high growth 
opportunities are discouraged to issue debt for two reasons, 
namely, underinvestment and asset-substitution problem. 
Moreover, firms with more investment opportunities tend to 
adopt a low dividend payout policy because the cash flows 
will be used up for the investment. 

Furthermore, firm size and profitability as control 
variables have a significant impact on capital structure and 
dividend policy. The positive impact of firm size on leverage 
is because of the low bankruptcy risk and cost to a large 
company. In addition, the positive correlation of profitability-
to-debt ratio is because highly profitable companies tend to 
have more advantages of the tax shield.

Profitability has a positive impact on the dividend policy 
because profitable companies with high stable net earnings 
can reserve larger free cash flows and thus pay higher 
dividends. The positive influence of ownership on leverage 
is because of unwillingness of majority stockholders to 
commit with equity financing in order to avoid reducing the 
ownership and preserve control of the company.
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