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Abstract

The Capital structure adjustment speed indicates the movement of companies towards the optimal capital
structure. The optimal financial leverage is said to be a combination that is affected by the correct and
targeted use of financial resources and the acquisition of reasonable and suitable returns with the risks of
these resources. The present study seeks to track The effect of corporate sustainability Performance on the
speed of achieving the optimal capital structure. A sample of 136 listed companies on the Tehran Stock
Exchange selected according to the systematic exclusion pattern was collected for 13 years from 2010 to
2022 to achieve the research objectives. A multivariate regression model with the generalized moments
approach (GMM) was used to test the research hypotheses. The results showed that the circuits with higher
stability performance could quickly cover the distance between the actual capital structure and the target
and achieve optimal Capital Structure. Therefore, it is essential to address the level of corporate
sustainability performance in capital structure and its optimization. The current study provided evidence
that the company's sustainability performance, which is a comprehensive approach regarding the total
effects of the company and its collection in a general index, is of great importance to the extent that it can
be the central pillar of the company's formation (capital structure) Moreover, access to financing sources
should be adequate.
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1. Introduction

The most important task for financial managers in achieving companies' goals is optimally
combining financial resources in the capital structure (Oino and Ukaegbu, 2014; Rostami et al.,
2022). As long as the companies choose an optimal combination of debt and equity in their
financing methods to minimize financing costs, this action will maximize the shareholders'
interests. Therefore, it is necessary to discuss the speed of adjusting the financial leverage towards

the optimal leverage because one of the main reasons for the failure of companies is insufficient



investment and inappropriate financing (Salehi et al., 2023). The speed of adjustment of financial
leverage is when the company adjusts its capital structure and moves towards the optimal leverage
it has already targeted and achieved (Amin and Liu, 2020). The importance of optimal leverage is
such that the growth and survival of companies depend on this factor, which affects the risk and
expected returns of companies. The study of financing decisions and achieving the optimal
leverage of companies is of great importance because it may affect companies' bankruptcy
probability and is somehow related to the credit risk of the company (Rostami et al., 2022).

Corporate sustainability performance shows how a business unit incorporates social efficiency,
environmental protection, economic growth, and governance elements. Now, businesses and
stakeholders understand that these non-financial indicators, which were previously ignored, not
only from a financial perspective but also in terms of risk avoidance, cost control, market
reputation, and customer relationship improvement (Bae et al., 2019; Cao et al., 2019), are closely
related to many aspects of the company's strategic development. Sustainability reporting assures
shareholders and stakeholders that non-financial risks and opportunities associated with various
organization departments' activities are identified according to a basic plan (Ho et al., 2021). The
framework of sustainability reporting can be examined from multiple perspectives and based on
the guidelines of the international organization (Asif et al., 2024). The importance of this type of
reporting is such that it is explicitly mentioned in the laws of some countries. Therefore,
government regulations play an essential role in the disclosure of sustainability reports. Of course,
the rules that make sustainability reports mandatory also reduce the debates about the validity of
these reports (Birkey et al., 2016). The emergence of the concept of sustainability in the last century
as one of the most important and interesting topics regarding the activities of companies includes
the commitments of the business unit to carry out fundamental reforms to build a just world with
prosperity and comfort for everyone, which is It, the surrounding environment, as well as the
primary culture of the people, are preserved. The contribution of the next generations will also
remain from these resources (Bilbao-Terol et al., 2020). The reflection on creating a uniform
system for sustainability reporting has started a critical discussion among researchers,
professionals, and policymakers aware of these complications and possibilities arising from this
reporting (Beck et al., 2017; De Oliveira et al., 2024 ). Capital structure is usually a source of

financing a company's business to create added value for stakeholders. It is a form of debt or equity



financing with costs and benefits. Therefore, lower capital costs increase access to financial
resources and ultimately reduce leverage and information asymmetry (Adeneye et al., 2023).

Corporate sustainability has a wide range of studies on using hybrid sustainability methods to
determine the cost of equity and debt. Still, the impact of sustainability performance on the speed
of Capital Structure adjustment has yet to be investigated. According to the companies that use
performance, they have higher stability, higher access to external financing, and, finally, higher
speed in achieving optimal Capital Structure. Therefore, this research has investigated whether
sustainability performance speeds up the adjustment of financial leverage towards the optimal
capital structure. Because in general, corporate sustainability is an economical and pragmatic
approach with the potential to create opportunities and risks for trade and commerce. Corporate
sustainability is a broad, complex, and evolving concept that includes diverse attitudes and ideas;
this general concept can create a kind of stability in a company and guarantee its movement in the
competitive market. Also, companies should seek to achieve the optimal level of leverage that
seeks the maximum value for shareholders and consider the high cost of capital in the country and
the need to reduce it, therefore addressing the impact of corporate sustainability performance. It
can have a capital structure based on the speed of adjustment; it is essential. In the continuation of
the research structure, the development of the research's theoretical foundations, hypotheses, and
experimental foundations are presented. Then, the methodology and operational definitions of the
research variables are presented, and finally, the findings and conclusions of the research are

presented.

2. Development of theoretical principles and research hypothesis

2.1 Speed of adjustment of capital structure

The speed of adjustment of Capital Structure indicates the movement of companies towards the
optimal capital structure. The two primary sources of financing in companies are debt and equity
issuance (Arikawa and Huang, 2022). The optimal capital structure is said to be a combination
affected by the correct and targeted use of financial resources and the acquisition of reasonable
and suitable returns with the risks of these resources. The speed of movement of economic
enterprises toward the optimal ratio depends on various factors, and the cost of adjusting the Capital
Structure is one of the most critical factors (Rostami et al., 2022, 2023). Do et al. (2022) found that

the effect of product market threats on leverage adjustment is more pronounced for firms with poor



governance quality and exposure to product market threats. Finally, to the extent that achieving
the target capital structure increases the company's value. Arikawa and Huang (2022) stated that
the adjustment speed of the capital structure was investigated using a partial adjustment model.
The results showed that the speed of adjustment in emerging markets is plodding, and Vietnamese
companies need to adjust their capital structure with high flexibility toward optimal value. Also,
Vietnamese companies mainly use debt as external financing. The most critical issue in researching
the capital structure of economic enterprises is the correct estimation of their movement speed
toward the target lever. Vo et al. (2022) showed that companies tend to change their capital
structure on average. Adjust more quickly in the post-Covid-19 outbreak period. In addition,
companies located in countries where COVID-19 is causing more severe damage adjust their target
leverage faster than those in less affected countries. Most economic enterprises deviate from their
target capital and often act to adjust their capital structure when the benefits of altering the capital
structure will be greater than its costs. Therefore, it is necessary to discuss the speed of changing
the financial leverage towards optimal leverage because one of the main reasons for the failure of
companies is insufficient investment and inappropriate financing (Abuhommous, 2021). Rostami
et al. (2022) stated that in family companies, the speed of adjustment of financial leverage towards
optimal leverage is faster than in non-family companies. Therefore, according to the result, family
owners in companies with a higher sense of responsibility towards the company's capital can create
a safe environment for investors and ensure a return on their investment. The speed of adjustment
of financial leverage is when the company adjusts its capital structure and moves toward the
optimal leverage it has already targeted and achieved. An et al. (2021) stated a positive relationship
exists between foreign institutional ownership and companies' leverage adjustment speed. Foreign
institutional investors have an essential regulatory role in reducing agency conflicts between
shareholders and managers. According to the theory of dynamic equilibrium, it can be argued that
each economic enterprise, considering its characteristics, faces different adjustment costs and, as
a result, moves toward its target lever at different speeds. (Salehi et al, 2023 , Choi et al, 2024).
Fitzgerald and Ryan (2019) found that small, high-growth, low-dividend-paying companies adjust
target leverage faster than large, low-growth, high-dividend-paying companies. Rostami et al.
(2022) showed that the short-sightedness of managers has the opposite effect on the speed of
adjustment of financial leverage, so in companies with short-sighted managers, the speed of

adjustment of financial leverage decreases towards the optimal lever. Optimal financial leverage



is the ratio of debt to assets in which the company's value is at the maximum and the total cost of
capital is at the minimum. Therefore, managers continually seek the optimal capital structure to
show stakeholders the company's status and performance (Adeneye et al., 2023). Thus, the optimal
capital structure is determined as the target capital structure companies try to put their actual capital
structure within its limits. Based on theoretical concepts, managers should plan the company's

optimal capital structure (Rostami et al., 2023; Carvalho et al, 2024).

2.2 Corporate sustainable performance

Corporate sustainability performance includes all activities and strategies that meet the needs of
today's stakeholders and, at the same time, preserve the human and natural resources needed in the
future (Carmine and De Marchi, 2023; Razzaque, 2024). This concept is closely related to
corporate social responsibility and is a more significant concept than that. Corporate sustainability
is an approach that includes all concepts of corporate social responsibility, corporate citizenship,
and even corporate governance (Arduini et al., 2023). Taha et al. (2023) stated that this study shows
a significant positive relationship between sustainability performance and profitability. Liquidity
and stock price volatility also moderate the effect of sustainable performance on the company's
profitability. Based on this approach, companies of any size and operating scale should overcome
the limitations by considering the economic complexities in the long term and create positive social
and environmental impacts by using innovative solutions. Include the environment in business
activities (Klerk and Muir, 2022). Alareeni and Hamdan (2020) showed that sustainability

disclosure positively affects company performance measures.

2.3 Corporate sustainable performance And Speed of adjustment of Capital Structure

A sustainable economy requires businesses whose performance differs from today's and can create
more value using fewer resources. Considering these issues, traditional accounting and financial
reporting cannot adequately meet the needs of measuring these effects, and the need for broader
reporting is felt in organizations, a diverse set of stakeholders, and social, environmental, and
economic interests. They follow various factors determining the organization's success (Feng et
al., 2020). Giese et al. (2019) showed that changes in a company's sustainability characteristics
might be suitable for integrating policy criteria and financial analysis. Sustainability is the ability

of something to remain stable for a long time or indefinitely based on performance in these four



key areas. Systematic sustainability reporting helps organizations measure the impacts they create
or experience, set goals, and manage change. A company or organization publishes a sustainability
report about its daily activities' economic, environmental, and social effects. According to previous
studies in developed countries, Yoon et al. (2018) showed that sustainability performance
positively and significantly affects a company's market. However, its effect on the stock price can
differ according to the company's characteristics. Legitimacy theory plays a decisive explanatory
role in explaining the quality of corporate sustainability (Maas et al., 2016). Legitimacy theory is
defined as a generalized assumption that the activities of an institution in some systems with a
social structure of norms, values, beliefs, and definitions are desirable, appropriate, and worthy.
Therefore, legitimacy is the most fundamental concept the organization depends on for survival in
society. This theory assumes that economic, environmental, and social information are closely
connected, and in response to the information and factors of corporate sustainability and its
activities, they give legitimacy (Daugaard et al., 2023). Kanadl et al. (2022) stated that boards of
directors who have realized independence of perspective focus on maximizing shareholder profits
at the expense of corporate sustainability considerations. Female directors who adopt the
paradoxical framework can enable boards to consider not only economic but also environmental
and social issues of sustainability during board decision-making. Sustainability performance
enables companies to have higher stability and credit image, so companies with higher corporate
sustainability performance and protect the rights of the environment, society, and stakeholders will
undoubtedly have more increased access and lower costs than competitors. In acquiring financing
through debt, they can quickly adjust their financial leverage ratio toward optimal leverage
(Adeneye et al., 2023). Therefore, according to the stated contents, the hypothesis is presented as
follows:

H1: Corporate sustainability performance has a positive and significant effect on the speed of

adjusting the Capital Structure towards the target Capital Structure.

3. Research methodology

Due to the existence of basic theoretical foundations related to the investigated variables, in terms
of the purpose of implementation, the current research is among applied research, and in terms of
the implementation method, due to not examining the effect of changing one (independent)

variable to measure its impact on another (dependent) variable but reading the variables as they



are and without manipulating them, are categorized under descriptive-causal research. Also, due
to the historical and post-event nature of the data required for the research, the library and archival
methods were used to collect the data required to test the research hypotheses. Due to the ease of
access and reliability, the statistical population of this research includes all listed companies on the
Tehran Stock Exchange, after excluding the companies with the end of the financial period other
than the end of March and the companies whose financial period During the research period,
companies with insufficient information to achieve comparability, as well as investment companies
and banks and insurance companies, to ensure the homogeneity of the required data due to the
different nature of the activities and reports of recent companies, have changed the information of
136 companies according to the screening pattern. The systematic selection and their data were
collected to obtain a sufficient sample as in similar studies for 13 years from 2010 to 2022.
Combined data with the application of time and place dimensions in different periods have
provided the researcher with more complete and reliable information. The generalized method of
moments (GMM) has been used to test the research hypotheses. It should be noted that OLS
estimators are no longer compatible when the dependent variable appears as an interval on the
model's right side. The generalized moment-of-moment (GMM) estimation should be based on
dynamic panel models. To estimate the model using this method, it is necessary to specify the
instrumental variables used first. The consistency of the GMM estimator depends on the validity
of the assumption of serial non-correlation of the error sentences and the instruments, which can
be done by Arellano and Band (1991) and Sargan tests, which check the validity of the instruments.
Serial correlation test of error sentences tests the existence of second-order serial correlation in
first-order differential error sentences. Failure to reject the null hypothesis of both tests (serial
correlation of Khata and Sargan sentences) provides evidence for the assumption of no serial
correlation and the validity of the tools. The GMM estimator is consistent if there is no second-
order serial correlation in the error terms of the first-order differential equation. Hypothesis testing
was done using Eviews 12 software and appropriate statistical methods to finalize hypotheses.

Table 1 presents the method of screening the statistical population of the research.

Table 1. The screening of the statistical population



3.1 Regression model
Following Abuhommous (2021), the following mathematical model has been used to investigate

the impact of sustainability performance on the speed of Capital Structure adjustment.

LEVit =a+ (1 - A)LEVit_l + Q)lCSPit + Q)chP it X LEVit—l + ()\l.ll)th + v

3.2 How research variables are operationalized
3.2.1 Dependent variable: speed of adjustment of Capital Structure
In many studies measuring the speed of adjustment, the partial adjustment model is used to
measure the speed of lever adjustment (Oztekin, 2015; Flannery, Rengan, 2006). In the partial
adjustment model, actual and optimal leverage should be measured in the first step. However, since
optimal commercial credit cannot be measured directly, its value must be obtained by replacing
other variables. In this research, those apparent characteristics of the company that influence
financing decisions are considered, and other characteristics, such as the economic situation and
unobservable (uncontrollable) effects that affect financing decisions and are not easily measured,
are considered errors. The estimator is considered. The optimal commercial credit is estimated
with the help of the following model. According to the research of Abuhommous (2021), the
phenomenon of reversion to the mean regarding the leverage ratio of companies has been
investigated by calculating the following model.

LEV;¢ — LEV; ;1 = A(LEV*;; —LEV; ;1) + u;
LEV = i,t is the firm's target Capital Structure in year t. (A) the unobserved adjustment speed toward
the target is the gap between the target and the current lever. The target leverage (LEV* 1,t) is
unobservable but can be estimated with the following model:

LEV* s = B'Xir—1 + Wit

Where Xi,t-1 is the vector of explanatory variables that act as determinants of the target's Capital
Structure. According to previous studies, the determining factors include:
1. Company value (Q): equivalent to the ratio of the total market value of shares and the book
value of liabilities to the book value of assets.
2. Fixed assets ratio (TANG): equivalent to the ratio of fixed assets to total assets.

3. Profitability (PROF): equivalent to the net profit ratio to total assets.



4. Firm size (SIZE): the natural logarithm of total assets at the end of the period.

5. Firm age: the natural logarithm of the difference between the year of establishment and the
desired year.

The optimal capital structure can be calculated using the second model by placing the company's
characteristics in the first model.

By placing the target Capital Structure ratio LEV*i,t in equation (2) and some algebraic calculations,

equation (5) is obtained, which is used in practice to measure the speed of lever adjustment:

LEVi,t = (1 - }L)LEVi,t—l + (}\B)xit_l + O(l + 6t + uit

3.2.2 The dependent variable of the research: corporate sustainability performance (CSP)

According to Antony, Rezaei (2015), to measure corporate sustainability performance through a
set of strengths and weaknesses or concerns using a social rating checklist for all seven dimensions,
including social, governance, environment, employee relations, quality Product, human rights, and
diversification are classified based on the five dimensions of corporate sustainability, including
economic, governance, social, ethical, and environmental domains. In each area, criteria were
determined as strengths and weaknesses; if the company under investigation has strengths, the
code is (1). Otherwise, it is (0); if the company has weaknesses, the code is (1). Otherwise, it will
be (0). The subsets of these dimensions and the checklist, according to Antony, Rezaei (2015),

Table 2 are as follows:

Table 2. Different aspects of the company's sustainability performance, along with its strengths and

weaknesses

To calculate the sustainability performance of each company, the weak points are subtracted from
the strong points, and the score of five dimensions (social, governance, ethical, environmental, and
economic performance) is calculated. To calculate the total corporate sustainability score, the
following relationship is used:

CSP = ) (strengths - weaknesses)

4. Research findings



The research findings include descriptive and inferential statistics, which are first presented in

the table below descriptive statistics.

Table 3. The descriptive statistics of quantitative research variables

Table (3) shows the descriptive statistics of the research variables. Descriptive statistics shows the
amount of data dispersion, and mean and standard deviation are two important factors in
descriptive statistics. In the above table, the cumulative average of the companies' Capital Structure
with the value (0.55) shows that most of the data is around this point, and on average, half of the
companies' assets are debt. The average value of profitability is about (0.14), which indicates that
companies have experienced profitability in this range on average, and the minimum value of this
group shows that with the value of (-0.23), some companies have losses. There have been ten. The
highest standard deviation belongs to the sustainability performance of companies with a value of

(2.65), and the lowest belongs to the fixed assets ratio (0.18).

4.1 The result of the research hypothesis test

Table 4. The results of the research hypothesis test

The estimation results of the model in Table (4) show that the speed of adjustment of Capital
Structure in the sample companies is about 60%, which indicates that the companies, on average,
try to reduce about 60% of the Capital Structure deviation every year. Financial coverage of optimal
leverage. Also, the interaction coefficient (-0.058), cited for the research hypothesis, shows that
with a significance level of less than 5% (0.004), corporate sustainability performance can improve
the speed of Capital Structure adjustment. Therefore, the research hypothesis is not rejected at the
5% error level. According to the results, companies with higher sustainability performance can
achieve optimal financial leverage faster than others. Company size (0.056) and profitability
(0.003) significantly affect the dependent variable of the research at a significance level of 5 and

10 percent, respectively.

Table 5. The results of Arellano Bond and Sargan-Hansen tests



Table (5) shows the results of supplementary tests. The generalized moments (GMM) method has
been used to test the research hypotheses. It should be noted that OLS estimators are no longer
compatible when the dependent variable appears as an interval on the model's right side. The
generalized moment-of-moment (GMM) estimation should be based on dynamic panel models. To
estimate the model using this method, it is necessary to specify the instrumental variables used
first. Estimator compatibility (GMM) depends on the validity of the assumption of serial non-
correlation of error sentences and instruments, which can be done by Arellano and Band (1991)
and Sargan tests, which check the validity of the instruments. Serial correlation test of error
sentences tests the existence of second-order serial correlation in first-order differential error
sentences. Failure to reject the null hypothesis of both tests (serial correlation of Khata and Sargan
sentences) provides evidence for the assumption of no serial correlation and the validity of the
tools. The GMM estimator is consistent if there is no second-order serial correlation in the error

terms of the first-order differential equation.

5. Conclusion

This study investigates the effect of corporate sustainability performance on the speed of capital
structure adjustment. Since Capital Structure is considered the basis for the continuation of the
activity of a company in terms of the capital supply structure, therefore it is essential to address
the factors that can affect this issue and make the final decision about the composition of Capital
Structure one of the primary and vital duties of company managers. The optimality of the financial
leverage is essential from the point of view that this factor affects the expected risk and return of
the company, and just as the optimal leverage is affected by the specific risks of the company and
the market, on the other side, over-leverage and under-leverage can put some risk in front of the
company. Optimum leverage can bring maximum value to shareholders, so companies should
approach the level of their leverage to the optimal leverage as quickly as possible. Therefore,
companies will consider the costs of adjusting the capital structure and whether it is aligned with the
company's interests. Sometimes, this needs to be included due to the high costs. Over-leveraged
companies have advantages such as a tax shield. But this will increase the risk of financial crisis,

and the same thing is the opposite for companies with low leverage so according to the balance



theory, optimal leverage can create a kind of balance in between, the achievement of which will
be the maximum value for the company.

On the other hand, currently, the company's sustainability performance is measured in three
economic, social, and environmental dimensions, which refer to the responsibility of companies
towards society and stakeholders. Companies with better sustainability performance perform
better than their stock market competitors and accounting performance in the long term. They are
less affected by external shocks that affect value creation within the organization. And they
experience lower risk. Therefore, increasing sustainability performance is of great importance. The
statistical results showed that corporate sustainability performance directly affects the speed of
lever adjustment. Sustainability is a broad concept that includes other ideas, such as companies'
responsibilities towards stakeholders and society, and can be examined with concepts such as
competition sustainability, reporting sustainability, and social sustainability. Currently, the
company's sustainability performance is measured in three economic, social, and environmental
dimensions, which refer to the responsibility of companies towards society and stakeholders.
Companies with better sustainability performance will perform better than their competitors in the
stock market and accounting performance in the long term, and their access to financing sources
will be easier. Therefore, increasing sustainability performance is essential because this factor can
significantly impact the company's access to financing sources and ultimately lower capital costs.
When companies bind themselves to various dimensions of corporate sustainability performance
from social, economic, governance, and other aspects, and because this is an essential overall
combination of managers' responsibility towards stakeholders and society, companies with More
access to financing at a lower cost due to high stability in performance and obtaining a higher
credit rating, so they can adjust their leverage ratio as quickly as possible towards the optimal
Capital Structure and use its benefits. The results obtained complement the results of studies such

as Adeneye et al. (2023), Abuhommous (2021), and Rostami et al. (2022).

6. Practical implications

- Since corporate sustainability has been the focus of managers in the last decade, it is suggested
that the stock exchange organization, taking into account the mechanism, emphasizes the
importance of this matter by requiring companies to disclose matters related to corporate

sustainability in such a way. It shows that every year, a point is assigned to the performance of



corporate sustainability, which leads to the motivation of the managers to improve the factors
related to this factor.

- Since the results showed that corporate sustainability performance impacts the central pillar of
capital decisions (financial leverage) and its adjustment, it is suggested that the managers and
significant shareholders adopt a mechanism to improve corporate sustainability performance to
grow the image. Companies can avoid financial crises by adjusting the lever towards the target
lever.

- To invest in the company, the shareholders can understand the importance of the interests of the
shareholders and the company managers by examining the issues related to the level of corporate
sustainability performance disclosure and experience a safer investment with less risk.

Future researchers are suggested to examine the research topic in various industries to determine
the multiple aspects, and they can also investigate the performance level of corporate sustainability

and the level of shareholder loyalty.
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