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The Sustainable Growth Rate: Multiple Choice Assumes The Debt-equity Ratio Is Variable. Is Normally
Higher is a fundamental concept in corporate finance that influences how companies plan their growth
strategies. Understanding this assumption is crucial for financial managers, investors, and business students,
as it impacts decisions regarding funding, leverage, and long-term development. The sustainable growth
rate (SGR) indicates the maximum rate at which a firm can grow its sales, assets, and earnings without
having to raise external equity while maintaining a constant debt-to-equity ratio. This article explores the
nuances of the SGR, the common assumptions in multiple-choice questions, and whether the debt-equity
ratio is typically considered variable or fixed, along with implications for business strategy.

---

What Is the Sustainable Growth Rate?

Definition of the Sustainable Growth Rate

The sustainable growth rate (SGR) is a financial metric that represents the maximum growth rate a
company can achieve without needing to secure additional external financing, assuming it maintains its
current financial structure and profitability levels. It is often expressed as a percentage and is vital for
strategic planning because it determines how fast a company can grow organically.

Components of the SGR

The calculation of the SGR involves several key factors:

- Return on Equity (ROE): Measures profitability relative to shareholders' equity.
- Retention Ratio (b): The proportion of net income retained within the company rather than paid out as
dividends.
- Debt-Equity Ratio: The proportion of debt to equity financing, which influences leverage.

The basic formula for SGR is:

\[
\text{SGR} = \text{ROE} \times \text{Retention Ratio}



\]

This formula assumes that the company's financial policies, profitability, and dividend payout ratio remain
constant.

---

Assumptions in Multiple-Choice Questions on SGR

The Role of Debt-Equity Ratio Assumptions

Many multiple-choice questions surrounding the SGR simplify the scenario by making assumptions about
the company's capital structure. Specifically, they often assume:

- The debt-equity ratio is variable (i.e., it can change over time).
- The debt-equity ratio is fixed (i.e., it remains constant).

Understanding which assumption is being made is critical because it influences the calculation of the SGR.

Why Are These Assumptions Made?

These assumptions are used for simplification in academic settings:

- To focus on the relationship between profitability, dividend policy, and growth.
- To test understanding of how changes in leverage affect growth potential.
- To illustrate the impact of financial policy decisions on the company's ability to sustain growth.

---

Is the Debt-Equity Ratio Usually Assumed Variable?

Variable vs. Fixed Debt-Equity Ratio

In practice, whether the debt-equity ratio is considered variable or fixed depends on the company's
financial policy and market conditions.

- Variable Debt-Equity Ratio: Assumes that companies can adjust their leverage as needed, increasing or
decreasing debt relative to equity to finance growth.
- Fixed Debt-Equity Ratio: Assumes the company maintains a constant proportion of debt to equity,
regardless of growth needs.

Typical Assumption in Financial Analysis



Most theoretical models and problem scenarios, especially those presented in multiple-choice formats, tend
to assume that the debt-equity ratio is variable. This assumption aligns with real-world practices where
firms actively manage their capital structures to optimize growth and leverage.

Is the Variable Ratio Usually Higher?

Research and practical observations suggest that:

- When firms assume the debt-equity ratio is variable, they tend to increase leverage (i.e., take on more
debt) to finance growth, especially when debt is cheaper than equity.
- This leads to the higher sustainable growth rates because leveraging allows firms to grow faster without
issuing new equity.

Therefore, in multiple-choice questions and theoretical models, assuming a variable debt-equity ratio often
results in a higher SGR compared to a fixed ratio scenario.

---

Implications of the Variable Debt-Equity Ratio Assumption

Impact on the Sustainable Growth Rate

Assuming a variable debt-equity ratio means:

- The company can optimize leverage to maximize growth.
- The cost of capital can be kept lower by increasing debt, which is often cheaper than equity.
- The firm can increase its SGR, enabling faster expansion.

Strategic Business Decisions

Understanding whether the debt-equity ratio is variable influences managerial decisions:

- Leverage Management: Managers might choose to increase debt to accelerate growth, assuming the firm
can service the debt.
- Dividend Policies: Retained earnings can be reinvested to fund growth, especially if leverage is increased.
- Risk Management: Higher leverage increases financial risk; thus, firms must balance growth ambitions
with risk tolerance.

---

Calculating SGR Under Different Assumptions

When Debt-Equity Ratio Is Fixed



In scenarios where the debt-equity ratio is assumed constant:

- The firm does not adjust leverage as it grows.
- The SGR is limited by the return on equity and dividend policy.
- Growth can be slower due to restricted financing flexibility.

When Debt-Equity Ratio Is Variable

In models where leverage can change:

- The firm can borrow more to fund growth, provided it maintains manageable debt levels.
- The SGR may be higher because increased leverage enhances the company's capacity to grow without
issuing new equity.
- Calculations incorporate the effect of leverage on return on equity and overall growth.

---

Real-World Applications and Strategic Insights

Practical Relevance of the Assumption

Companies seldom maintain a fixed debt-equity ratio; instead, they actively manage leverage according to
market conditions, interest rates, and growth opportunities. This flexibility allows organizations to:

- Maximize their growth potential.
- Optimize their capital structure for cost efficiency.
- Respond dynamically to economic changes.

Strategic Benefits of Variable Leverage

- Faster Growth: By increasing debt when interest rates are low, firms can finance expansion without
diluting ownership.
- Tax Advantages: Interest payments are tax-deductible, reducing overall tax liability.
- Enhanced Return on Equity: Leverage amplifies returns to shareholders when managed prudently.

Risks to Consider

- Financial Distress: Excessive leverage can lead to insolvency if cash flows decline.
- Market Volatility: Changes in interest rates or credit availability can impact leverage strategies.
- Maintaining Balance: Firms must carefully balance leverage to sustain growth without exposing
themselves to undue risk.

---



Conclusion

Summary of Key Points

- The sustainable growth rate (SGR) is a vital measure of how fast a company can grow without external
equity financing.
- Many multiple-choice questions assume that the debt-equity ratio is variable, enabling firms to adjust
leverage to optimize growth.
- When the debt-equity ratio is variable, the SGR is generally higher because the firm can leverage debt to
finance expansion.
- Practical management of leverage involves balancing growth ambitions with financial risk management.

Final Thoughts

Understanding whether the debt-equity ratio is assumed to be variable or fixed in financial models and
exam questions is crucial for accurate analysis and strategic decision-making. Companies that effectively
manage leverage and assume a variable debt-equity ratio can maximize their growth potential, but they
must remain vigilant about the associated risks. In both academic and real-world contexts, recognizing the
impact of these assumptions helps in crafting sustainable and profitable growth strategies.

---
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This article is intended to provide a comprehensive understanding of the assumptions related to the debt-
equity ratio in calculating the sustainable growth rate and their implications for corporate finance strategy.

Frequently Asked Questions

What does the Sustainable Growth Rate (SGR) assume about the debt-
equity ratio in its calculations?
It assumes that the debt-equity ratio is variable and can change as the firm grows.



Why is the debt-equity ratio typically considered higher in the context
of the SGR?
Because the SGR often assumes that firms will use more debt financing as they grow, leading to a higher
debt-equity ratio.

How does the assumption of a variable debt-equity ratio impact the
calculation of SGR?
It allows the SGR to account for changing capital structures, often resulting in a higher sustainable growth
rate when debt levels increase with growth.

Is the assumption that the debt-equity ratio is variable consistent with
real-world firm financing behavior?
Yes, many firms tend to adjust their debt levels as they expand, making the variable debt-equity ratio
assumption realistic.

What is the implication of assuming a normally higher debt-equity ratio
in the SGR model?
It implies that firms can potentially sustain higher growth rates by leveraging more debt, which can
increase return on equity but also risk.

How does the variable debt-equity ratio assumption affect risk
management in growth planning?
It highlights the importance of balancing debt levels, as higher debt can boost growth but also increases
financial risk.

In what way does the assumption of a higher debt-equity ratio influence
a firm's optimal capital structure?
It suggests that leveraging more debt may be optimal for maximizing growth, provided the firm manages
the associated risks effectively.

Can the assumption of a variable and higher debt-equity ratio lead to
overestimating a firm's sustainable growth rate?
Yes, if not carefully managed, assuming higher debt levels can lead to overestimation of sustainable growth



due to increased financial risk.

Additional Resources
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---

Introduction

In the complex landscape of corporate finance, understanding how firms can sustainably grow without
jeopardizing their financial stability is paramount. Among the various models and theories that inform
financial decision-making, the Sustainable Growth Rate (SGR) stands out as a crucial concept. It provides
insights into the maximum growth rate a firm can achieve without requiring additional external financing,
assuming certain financial policies and conditions.

Yet, the derivation and application of the SGR often involve assumptions that can significantly influence its
interpretation and utility. One such assumption—central to many multiple-choice questions and academic
discussions—is that the debt-equity ratio is variable, and under this assumption, the SGR is normally higher
compared to scenarios where the debt-equity ratio is held constant.

This article aims to critically examine this assumption, explore its implications, and evaluate whether the
SGR indeed tends to be higher when the debt-equity ratio is variable. We will analyze the theoretical
foundations, scrutinize empirical evidence, and clarify common misconceptions to provide a comprehensive
understanding of this vital financial metric.

---

Theoretical Foundations of the Sustainable Growth Rate

Defining the SGR

The Sustainable Growth Rate (SGR) is the maximum rate at which a company can grow its sales, profits,
and assets without needing to secure additional external equity or debt, assuming a consistent financial
policy. It is often expressed as:

\[ \text{SGR} = Return \, on\, Equity \times Retention\, Ratio \]

or, more precisely, derived from the firm's financial statements and policies:

\[ \text{SGR} = \text{ROE} \times \text{Retention Ratio} \]



where:

- ROE (Return on Equity): Measures profitability relative to shareholders’ equity.
- Retention Ratio: The proportion of net income retained in the business (not paid out as dividends).

The calculation of SGR relies on assumptions about the firm's capital structure, profit margins, asset
turnover, and dividend policy, which influence the firm's ability to sustain growth.

The Role of Debt-Equity Ratio in SGR

The debt-equity ratio (D/E) reflects a company's leverage—how much debt it uses relative to shareholders’
equity. It influences:

- Cost of Capital: Debt generally has lower costs than equity due to tax benefits and lower risk premiums.
- Financial Flexibility: Excessive leverage can increase bankruptcy risk.
- Return on Equity: Leverage can amplify ROE (financial leverage effect).

When calculating the SGR, two common assumptions are made regarding the debt-equity ratio:

1. Constant Debt-Equity Ratio: The firm maintains a fixed D/E ratio as it grows.
2. Variable Debt-Equity Ratio: The firm adjusts its D/E ratio as needed, potentially increasing leverage to
finance growth.

The choice between these assumptions significantly affects the computed SGR.

---

Multiple Choice Assumptions: Variable Versus Constant Debt-Equity Ratios

The Standard Assumption: Constant Debt-Equity Ratio

Many textbooks and exam questions assume the D/E ratio remains constant when calculating SGR. Under
this assumption:

- The firm maintains its leverage proportion as it grows.
- The proportion of debt to equity does not change, implying a fixed capital structure policy.
- This leads to a conservative estimate of the firm's sustainable growth capacity.

This assumption simplifies the calculations but may not reflect real-world managerial behavior, especially as
firms seek growth opportunities that require adjusting leverage.

The Alternative Assumption: Variable Debt-Equity Ratio



In contrast, the assumption that the D/E ratio is variable recognizes that:

- Firms can and often do change their leverage depending on market conditions, profitability, and strategic
priorities.
- As firms grow, they might increase leverage to finance expansion, especially if debt is cheap and
accessible.
- Alternatively, they might decrease leverage to reduce financial risk.

When the D/E ratio is variable, the firm's cost of capital and return metrics dynamically change, affecting
the SGR.

---

Why Does the SGR Tend to Be Higher When the Debt-Equity Ratio Is Variable?

Leverage Effect and Return on Equity

One of the primary reasons the SGR tends to be higher under a variable D/E assumption is the financial
leverage effect. Leverage amplifies the return on equity because:

- When a firm increases debt, assuming the return on assets exceeds the cost of debt, the ROE increases.
- A higher ROE means that, for a given retention ratio, the SGR can be higher.

Mathematically, the SGR under a variable D/E ratio can be expressed as:

\[ \text{SGR} = \frac{ROA \times (1 - d)}{1 - (ROA \times (1 - d) - d \times r_d) \times b} \]

where:

- \( ROA \): Return on assets
- \( d \): Debt ratio
- \( r_d \): Cost of debt
- \( b \): Retention ratio

As the firm increases leverage (d), assuming the assets generate returns exceeding the cost of debt (\( r_d
\)), the numerator increases relative to the denominator, leading to a higher SGR.

Flexibility to Finance Growth

By adjusting leverage, firms can optimize their capital structure to support higher growth:

- Increased debt capacity allows more funds to be raised internally.
- Tax shields on interest payments further reduce effective costs.



- The ability to leverage up when profitable growth opportunities arise raises the firm's capacity to sustain
higher growth rates.

Empirical and Theoretical Support

Empirical evidence suggests that firms often alter their leverage ratios during periods of rapid growth,
sometimes increasing debt to finance expansion. Theoretically, models like the pecking order theory and
trade-off theory support the idea that firms actively manage their capital structure, which implies a
variable D/E ratio.

---

Implications for Financial Managers and Investors

Strategic Leverage Management

Understanding that the SGR is higher when the D/E ratio is variable has practical implications:

- Managers might seek to increase leverage strategically to support growth, provided that the additional
debt does not jeopardize financial stability.
- Investors should monitor how firms adjust their leverage, as higher leverage can lead to greater returns
but also increased risk.

Risks of Excessive Leverage

While increasing leverage can boost the SGR, it also raises financial risk:

- Higher debt levels increase the firm's interest obligations.
- During economic downturns, debt servicing can become problematic.
- Excessive leverage can lead to bankruptcy if not managed carefully.

Thus, the balance between leveraging for growth and maintaining financial stability is critical.

---

Critical Examination of the Assumption: Is it Justified?

Pros of the Variable D/E Assumption

- Reflects real-world managerial behavior.
- Accounts for dynamic capital structure adjustments.
- Often results in more optimistic, realistic estimates of sustainable growth.



Cons and Limitations

- Increased leverage raises financial risk, which may limit actual achievable growth.
- Assumes perfect knowledge and management discretion that may not exist.
- Does not account for external constraints like market conditions or debt covenants.

Empirical Evidence

Research indicates that:

- Firms do tend to adjust leverage in response to growth opportunities.
- The actual observed growth rates often exceed those predicted under a fixed D/E assumption when
leverage is allowed to vary.
- However, over-leverage can lead to financial distress, negating the benefits.

---

Practical Application: Calculating SGR with Variable D/E

To illustrate, consider a hypothetical firm with:

- ROA = 10%
- Retention Ratio = 60%
- Initial D/E ratio = 0.5
- Cost of debt = 5%

If the firm increases leverage to a D/E of 1.0, the SGR can be recalculated, often resulting in a notable
increase:

- At D/E = 0.5, SGR might be around 12%
- At D/E = 1.0, SGR could rise to approximately 15-16%

This simplified example underscores how changing leverage levels can impact sustainable growth.

---

Conclusion

The assumption that the debt-equity ratio is variable and that under this assumption the SGR is normally
higher is well-founded both theoretically and empirically. Firms possess the flexibility to adjust leverage,
and such adjustments tend to amplify their capacity for sustainable growth.

However, this approach involves a trade-off: higher leverage can enable faster growth but at the cost of



increased financial risk. Managers must carefully evaluate their firm's risk appetite, market conditions, and
strategic priorities when considering leverage adjustments to maximize sustainable growth.

In academic and practical contexts, recognizing that the D/E ratio is not static allows for a more nuanced and
realistic estimation of a firm's growth potential. It underscores the importance of financial flexibility and
risk management in strategic planning.

---

Final Thoughts

Understanding the dynamics of the Sustainable Growth Rate under different assumptions about leverage is
vital for financial managers, investors, and academicians alike. It emphasizes that capital structure
management is a key driver of
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