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Abstract 
 

 

The study aimed to investigate the relationship between Controlling Agency Conflict 

and Financial Performance for 30 targeted companies contains three sectors(Investment 

Sector- Service Sector-Industrial Sector) listed on Palestine Exchange with time window 

(2012-2016). The study adopted the Descriptive Analytical Approach, where the independent 

variable is the (Controlling Agency Conflict), which was measured by the proxy (Debt Ratio), 

and the dependent variable is (Financial Performance), which was measured by the Market to 

Book value Ratio, while the relationship between variables is controlled by Credit rating 

using Z-SCORE model. 

The study found several findings; the most important one is that Debt is in a direct 

proportionality with the market value of each targeted company with the distressed and 

successful credit rating. This confirms that the cost of the agency, if controlled by financial 

leverage, improves the value of the company, while the debt is directly proportional to the 

market value of each one of the grey zoned companies‟ credit rating. 

Although increasing financial leverage is the most powerful tool to control the behavior 

of the administration in order to work harder to achieve profits and payment of debt 

requirements, but this tool is a double-edged sword because it may lead to bankruptcy. 

Therefore, the study recommended that each company should take a caution when increasing 

the debt even if the managers are on the high efficiency of performance in maximizing the 

substantive value. Also, It is necessary for all public shareholding companies listed on the 

Palestine Exchange to obtain a credit rating in order to increase transparency, determine the 

level of financial risks, apply the rules of governance and increase its efficiency. 

Keywords: Agency Theory, Financial Performance, Credit Rating. 
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 :الدراسة ممخص
 ح دددد  المدددال  األ اءو  الوكالددد  صدددرا  ضدددب  بددد ن العالقددد  عمددد  التعدددر  إلددد  ال راسددد  هددد   هددد   

 ( ق دا  الصدعاع  –  ق ا  الخ ما -تحتوي ثال  ق اعا  )ق ا  االستثمار م رج  شرك  03 استه   
 كدانح د   .التحم مد  الوصدي  المعهج ال راس  استخ م . (2306-2302) زمع  بوق ببورص   مس  ن 

 األ اء هو التابع والمتغ ر ،الم  وع   مؤشر باستخ ام ق اسه وتم ،الوكال  صرا  ضب  هو المستقل المتغ ر
 المتغ ددرا  بدد ن العالقدد  ضددب  تددم. ال  تر دد  مدد الق   إلدد السددوق   الق مدد  مؤشددر اسددتخ ام ق اسدده وتددم ،المددال 

 (.Z- score) عمو ج باستخ ام االئتماع   الكياءة استخ امب

 السدوق   الق مد  مدع  ر  داً  تعاسدبا تتعاسد  الم  وع د  أهمهدا أن عتدائج عد ة إلد  ال راس  توصم  وق  
 مدا إ ا الوكالد  تكميد  أن كد  ؤ  وهد ا والعداج،، المتعثدر االئتمداع  التصدع    ا  الشركا  منرك  ش كل   
  ر  داً  الم  وع د  تتعاسد  ب عمدا الشدرك ، ق مد  تحسد ن شدنعها مدن المال د  الرا عد  باستخ ام عم ها الس  رة تم

 .المضمل االئتماع  التصع    ا  الشركا  من كل    السوق   الق م  مع

 تحق ق    أكبر بجه  العمل عحو اإل ارة سموك لضب  األ وا  أقوى من المال  الر ع ز ا ة أن رغم
 واإل ددالس لمتعثددر  ددؤ ي قدد  ألعدده حدد  ن  و سددال  هدد  األ اة هدد   أن إال الدد  ن، مت مبددا  وتسدد    األربددا 

 عال   كياءة عم  الم راء كان لو حت  ال  ن ز ا ة ح ن الشرك  قبل من الح ر نخ ب  ال راس  أوص  ل لك
رورة حصول جم ع شركا  المساهم  العام  الم رج     ضو ا ضا  الجوهر   الق م  تعظ م    األ اء من

بورصددد   مسددد  ن عمددد   رجددد  التصدددع   االئتمددداع ، مدددن أجدددل ز دددا ة الشددديا   ، وتح  ددد  مسدددتوى المخدددا ر 
المال دددد ، وت ب ددددق قواعدددد  الحوكمدددد ، وز ددددا ة  عال ددددا  الجهددددا  الرقاب دددد  لمق ددددام بدددد ورها  دددد  حما دددد  حقددددوق 

 . مس  ن، وز ا ة كياءتهاالمستثمر ن، وبالتال  تعش   بورص  
 .االئتماع   الكياءة المال ، األ اء الوكال ، عظر   :الدالة الكممات
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1.1 Introduction: 

When the researches classify companies, they have some specific properties. So, for 

proprietorships, partnerships, and small corporations, the company owner are the same as the 

managers, but for large companies this is not the same stockholders are the owners of the 

company and hired agents to act on behalf of the owners. To achieve benefit and gains from 

them due to this relationship , the owners will face serious problems. 

Agency theory appears in 1976 through an article by Michael C. Jensen (1976), which 

explains how to organize the best relationship in which one party determines the work , while 

the other party does the work , attempts to summarize and solve problems arising from the 

relationship between a principal and an agent.  

Understanding the agency theory application in financial management is important 

because it gives greater insight for investors, stockholders and those concerned about this 

issue, which will grow out several costs called Agency Costs. 

Tests of the agency costs hypothesis typically regress measures of company 

performance by the indicator of leverage plus some control variables. A testable prediction of 

the hypothesis is that increasing the leverage ratio should result in lower agency costs and 

improved company performance, everything else being equal . However, when leverage 

becomes relatively high, further increases generate significant agency costs of outside debt – 

including higher than expected costs of bankruptcy or financial distress – arising from 

conflicts between bondholders and shareholders. Because it is difficult to distinguish 

empirically between the two sources of agency costs, the extant research and our application 

below view company performance as reflecting total agency costs, and allow the relationship 

between performance and leverage to be non-organized (Berger and Patti,2006). 

When comparing the Palestinian stock market with the US ,European and Arabian Gulf 

markets it is considered a small market , naive and different ; but it does not preclude that 

there is a phenomenon of conflicts of interest between shareholders and corporate 

management . Thus this research seeks to search the issues related to the Agency theory, such 

as the cost of the agency, nature of the conflict of interest, ways to solve it , and its effect on 

the performance of the companies .  
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1.2 Problem Statement:  

Agency theory is concerned with issues associated with informational asymmetry 

between the stockholders and their managers about the reality of their companies (Miglo, 

2016), thus the stockholders will control the behavior of managers by two generally accepted 

ways: the first one is the effective Governance, and the second is the increasing levels of debt 

to maximize the value of their stocks (Brigham and Michael, 2014). Thus, the study will 

highlight reducing the agency conflict through increasing levels of debt, but taking into 

consideration the costs (agency costs) and risks (Bankruptcy Risk) of such increasing level of 

debt. 

Based on the above, the main study question is: 

What is the effect of controlling the agency conflict on the financial performance of the 

companies' stock listed in the Palestine Exchange?  

1- Are there Statistically Significant Differences in the company‟s Financial leverage due 

to the company's credit rating? 

2- Are there Statistically Significant Differences in the company‟s Market/ Book value 

due to the company's credit rating? 

3- Is there any effect of Debt ratio on the Market/Book Ratio due to the company's credit 

rating? 

1.3 Objectives of the Study:  

For the study purposes, the study has several objectives, as follow:  

1- This study attempts to figure out if there is a phenomenon of Agency conflict in the 

PEX. 

2- It attempts to provide evidence of the impact of agency conflict on the performance of 

the companies‟ stocks of listed on the PEX. 

3- Measuring debt ratio, credit risk rating, and Market/Book Ratio of these companies 

1.4 The Important of the Study: 

1. It will knock on doors for other relevant studies, particularly in Palestine stock market. 

2. This study will give advice to shareholders about the importance of the agency theory 
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in the financial markets, and how they can control the relationship with companies' 

managers. 

3. This study will help to give clear idea for the managers of the companies listed in 

Palestine exchange about the effect of agency theory on financial performance.  

4. The importance of the current study is that it is the first study in Palestine that 

discusses issues related to Agency theory in terms of agency conflict in Palestine 

exchange (PEX), and how to measure the ways to reduce this conflict by using 

previous studies. 

1.5 Hypotheses: 

1. There are no statistically significant differences in the degree of financial leverage 

ratio for the companies listed in the Palestine Exchange attributed to the company's 

credit rating as (safe zone, grey zone, and distress zone). 

2. There are no statistically significant differences in the market to the book value for the 

companies listed in the Palestine Exchange as attributed to the company's credit rating 

as (safe zone, grey zone, and distress zone). 

3. There is no statistically significant effect of the debt ratio (debt / asset) index on the 

market value to the book value for the companies with low credit risk companies (safe 

zone companies). 

4.  There is no statistically significant effect of the debt ratio (debt / asset) index on the 

market value to the book value for the companies with medium credit risk (grey zone 

companies). 

5. There is no statistically significant effect of the debt ratio (debt / asset) index on the 

market value to the book value for the companies with high credit risk (distress 

companies).  

1.6  Research Methodology: 

The current study investigates whether controlling the agency conflict affects 

companies‟ performance listed in PEX by time window (2012-2016). This section provides 

the methods and tools that will be used by the study to accomplish its objectives. 

1.6.1 Sample of the Study:  

This study uses descriptive and analytical methods for 49 companies listed in PEX, 
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and the sample was determined according to the following criteria: 

1- Listed in Palestine Exchange since 2012. 

2- The financial statements are audited and published throughout the study period from 

2012 to 2016. 

3- Shares are traded from 2012 to 2016. 

4- It has uninterrupted traffic during 2012 to 2016. 

5- The Banking and Insurance sector is not followed by a special financing structure, in 

addition to their inability to classify credit using models applicable to other sectors. 

Thus, the sample is relevant for analytical purposes in (30) companies 

1.6.2 Steps to Implement the Analysis of The Study: 

1- Measuring the leverage ratio for each company listed on PEX. 

2- Measuring the Market – book ratio for each company. 

3- Analysis of the credit risk by using z-score model for each company listed on PEX. 

4- Applying the model of the study. 

1.6.3 Model of the Study: 

The study used the following model to interpret the effect of controlling the agency conflict 

that rises from relationship between the shareholders and mangers on the financial 

performance. 

The current study employed the following regression equation as follow:-  

 M/Bit = β0 + β         + ε  

 M/Bit = β0 + β         + ε  

 M/Bit = β0 + β         + ε  

Where: 

- M/B: The market-to-book ratio. It is a ratio used to find the value of a company by 

comparing the book value of a company to its market value. Book value is calculated 

by looking at the company's historical cost, or accounting value. Market value is 

determined in the stock market through its market capitalization. 
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- β0 : regression parameters, intercept . 

-         : The Debt Ratio, lower-level of Credit Risk of company's total debt to its 

total assets, which is used to gain a general idea as to the amount of leverage being 

used by a company. 

-         : The Debt Ratio , Grey Zone -level of Credit Risk of company's total debt to 

its total assets, which is used to gain a general idea as to the amount of leverage being 

used by a company. 

-         : The debt ratio, high-level of credit risk of company's total debt to its total 

assets, which is used to gain a general idea as to the amount of leverage being used by 

a company. 

- ε: Error term , other factors . 

1.6.4 Measurement of the Variables: 

1. The Independent Variable: 

Cutting down the agency conflict is used as a proxy, increasing Debt Ratio to both sets 

of companies (companies with high-level of credit risk and companies with lower level of 

credit risk).  

2. The Dependent Variable:  

A Company‟s financial performance is used as a proxy Market / book ratio of its stock. 

3. Control Variable:  

The study takes up “Z-score” formula, a term that is commonly known as the Altman 

Z-score. Edward Altman, a professor at New York University, developed and introduced the 

Z-score formula in the late 1960s as a solution to the time-consuming and somewhat 

confusing process investors had to undergo to determine how close to bankruptcy a company 

was. In reality, the Z-score formula Altman developed ended up providing investors with an 

idea of the overall financial health of a company. 
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1.6.5 Data Sources and Data Collection: 

the study relies on two sources for the purposes of analysis as follow : 

A- Primary Sources 

Published financial statements of companies listed in PEX, to devise financial ratios during 

(2012-2016). 

B- Accessorial Sources 

Consisting of relevant previous studies, journals, and books  

1.7 Literature Review: 

Safriliana, et al. (2019) “Overviews of Contracting Theory & Agency Theory: 

Determents Public Accounting Firms Switching on Voluntary.” 

This study is a literature study to explore the factors that affect voluntary the Public 

Accounting Firm (PAF) switching, in terms of contract theory associated with the agency 

theory stated by Watts & Amp; Zimmerman (1986). PAF switching may occur due to a 

regulation or regulation requiring a company to make a the PAF switching called a mandatory 

replacement, and the PAF switching due to voluntary corporate wishes outside the applicable 

regulations or voluntary the PAF switching. The result of the study shows that there are 

23.9% of companies that make voluntary PAF changes caused by change of management, 

Financial Distress, PAF Size, Percentage Change of Return On Assets, Client Size and 

Auditor Opinion. The contract theory may explain research in the field of auditing practice, 

such as the auditor or PAF related to the auditor's reputation, professionalism, auditor 

environment, PAF size, and industry specialization. PAF has a brand image which were 

considered to have a better reputation than with PAF small (Watts &amp; Zimmerman, 1986). 

It is also supported by De Angelo (1981) states that, large PAFs are preferred by clients 

because large firms are considered more independent than small PAFs. Agency Theory is 

often used in research in the field of auditing, because the information asymmetry is the 

difference of information between the interests of agents and principal interests. Therefore, an 

independent third party is needed, the auditor, and the role of the auditor only as the 

monitoring party. 
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Kim, et al. (2019) “Short-Term Investors and Agency Costs of Debt.” 

The study conjectured that the presence of short-term institutional investors exacerbates 

agency conflicts between shareholders and creditors because short-term institutions might 

force firm managers to take myopic actions and thus increase the credit risk by reducing cash 

on hand and the assets available for meeting debt obligations. Using the data on bank loans to 

U.S. firms over the period 1990 - 2010, the study found out that the investment horizon of 

institutions is negatively correlated with the number of covenants in the loans. also document 

that short-term (long-term) institutional ownership is positively (negatively) correlated with 

the number of covenants and that banks charge higher spreads on loans issued to firms with 

more short-term institutional ownership. These findings are consistent with our conjecture: 

lenders impose higher costs on loans to firms largely owned by short-term institutions 

because they anticipate higher agency costs. 

Anazonwu, et al. (2018) “Agency Cost and Dividend Payout: A Study of Selected Listed 

Manufacturing Firms in Nigeria.” 

The main objective of the study is to examine the effect of agency cost on dividend 

payout of listed manufacturing firms in Nigeria. The study used a panel research design. The 

population of the study comprised listed manufacturing firms but, delimited to firms in 

conglomerate and consumer goods sectors of the Nigerian Stock Exchange. Data for the study 

were collected from yearly financial statements of the selected firms. The hypotheses were 

tested using pooled OLS Regression. The dependent variable of the study was dividend 

payout, while assets to sales ratio, leverage, and free cash flow were proxies of agency cost. 

Firm size and profitability measures (ROA and ROE) were used as control variables in the 

study. The study found a significant and positive effect of assets to sales ratio and free cash 

flow, and a significant and negative effect of leverage on dividend payout. The study 

specifically recommended that managers should consider the implication of agency costs in 

the design and implementation of a dividend policy. 

 Tsuruta (2016) “Variance of Firm Performance and Leverage of Small Businesses.” 

The study aimed to investigate the relationship between leverage and firm performance 

using small business data from Japan by estimating the effects of leverage on both average 

firm performance and the variance of firm performance. The study found that leverage has a 
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negative effect on average firm performance and a positive effect on the variance of firm 

performance. This finding suggests that the problem of moral hazard is severe for highly 

leveraged firms. However, when highly leveraged firms have sufficient collateral assets, the 

effects of leverage are positive for average performance, but negative for the variance of 

performance. This implies that when small firms have sufficient collateral assets, highly 

leveraged businesses are better performers. 

Hong and Nguyen (2014) “Managerial Ownership, Leverage and Dividend Policies: 

Empirical Evidence from Vietnam’s Listed Firms.” 

The purpose of this study is to examine the interrelationship among managerial 

ownership, leverage and dividend policies. The analysis is performed using three-stage least 

squares (OSLS) estimation on a sample of 81 listed firms on HCM City Stock Exchange 

(HOSE) during the period 2007–2012. The empirical results indicate that managerial 

ownership has a negative relationship with leverage. Agency Theory supports this finding. In 

addition, the results provide strong support for Pecking-Order Theory, which suggests that 

there is a negative relationship between leverage and dividend. However, contrary to 

expectations, managerial ownership is found to have positive impact on dividend. It means 

that companies with higher levels of managerial holdings consciously choose a higher level of 

dividends. 

 Al-Fathal (2013) “Relationship Between Determines of Managerial Behavior and 

Agency Cost Equity, and the Impact of Firm Performance: Case Study of Iraq.” 

The study aimed to investigate the relationship between determination managerial 

behavior and agency costs, and the impact of the firm performance on this relationship. the 

researcher tested three variables: managerial ownership, asymmetric information and the ratio 

of debt, by using the data of 27 private Corporations operate in the banking, industrial and 

service sector. The results of the study show significant nonlinear relationship between 

managerial ownership and agency costs and this relationship is affected by firm performance. 

As for the other two variable , also shows that there is no relationship between them and 

agency costs , and no impact of firm performance on this relationship. 

\ 
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 Atumwa (2013), “Relationship Between Agency Cost and Leverage for Companies 

Listed at The Nairobi Securities Exchange.” 

This study was conducted with the aim of investigating the relationship between agency 

cost and leverage of firms listed at the Nairobi Securities Exchange. In the context of a market 

where a number of de-listings, receiverships and wind-ups have occurred on account of 

agency conflicts, it  was necessary to conduct this study. The study was causal in nature. The 

population of the study comprised of all the 60 listed firms at the NSE from January 2008 to 

December 2011. A sample of 34 companies was studied. The study used secondary data from 

published audited reports of accounts for the sample firms under study. These were obtained 

from Nairobi Securities Exchange and the Capital Markets Authority databases. The study 

used a regression model which analyzed the relationship between agency cost and leverage 

while controlling for firm size, growth in sales and return on assets. The study found the p-

value of the F test to be less than alpha (0 < .05) hence concluded that there was a significant 

relationship between agency cost and leverage. The results indicated that predictor variables 

only influenced 28.5 % of variations in leverage as indicated by the adjusted R square statistic 

0.2846447.T test was also conducted at 5% level of significant. The asset utilization ratio was 

significant at 0.002178. Further investigation may be done to establish the effect of other 

agency cost surrogates. 

Chen, Lu and Sougiannis (2013) “The Agency Problem, Corporate Governance, And the 

Asymmetrical Behavior of Selling, General, and Administrative Costs.” 

The purpose of this study is to find whether agency factors drive Selling, General & 

Administrative Expense (SG&A )cost behavior in addition to economic factors, based on the 

empire building and the downsizing literatures, as they predict a significant association 

between the agency problem and cost asymmetry. The analysis was for the financial and 

governance data over the period1996–2005 for firms in the Standard & Poor's (S&P) 1500 

index. Having four variables to capture managers „empire building‟ centives arising from the 

agency problem: free cash flow (FCF), chief executive officer (CEO) horizon, tenure, and 

compensation structure.  

The finding of the study supports agency conflicts as an important explanation for 

SG&A cost behavior and also supports the importance of corporate governance in mitigating 

the influence of the agency problem on managers‟ cost adjustment decisions . There is a 
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significant association between the agency problem and cost asymmetry , although it expect 

corporate governance to reduce the agency problem and therefore predict that corporate 

governance mitigates the positive association between the agency problem and cost 

asymmetry ; with strong evidence that cost asymmetry is positively associated with managers‟ 

empire building incentives due to the agency problem, as measured by FCF, CEO horizon, 

tenure, and compensation structure. Also, that the positive association between the agency 

problem and SG&A cost asymmetry is more pronounced under weak corporate governance, 

suggesting that corporate governance mechanisms play an important role in mitigating the 

effect of the agency problem on managers‟ cost adjustment decisions in response to 

exogenous shocks to demand. 

Nazir and Saita (2013) “Financial Leverage and Agency Cost: An Empirical Evidence of 

Pakistan.” 

This study tests the agency cost hypothesis that use of leverage decreases agency cost. 

This paper has been tested using data of 265 non-financial companies St. Total, listed on 

Karachi stock exchange during the period of 2004-2009. It has adopted general and admin 

expense to sales ratio is used as proxy to measure agency cost short term, long term and 

contractual debt ratios have been used separately to test agency cost hypothesis. The results of 

pooled and panel regression models show that general &admin expense ratio is negatively 

related to all four leverage ratios. Thus, this study gives evidence in support of agency cost 

hypothesis that use of debt in capital structure reduces agency cost. 

Chen, et al. (2011) “Agency Costs of Free Cash Flow and the Effect of Shareholder 

Rights on the Implied Cost of Equity Capital.” 

This study examined the effect of shareholder rights on reducing the cost of equity and 

the impact of agency problems from free cash flow on this effect, by using a sample of 13,140 

firm-year observations from 1990 to 2004 in the United States. It is analytical and empirical 

research, that investigates the relation between shareholder rights and firm valuation, as well 

as stock returns. The basic finding of this study is that anti-takeover provisions are 

significantly positively related to the cost of equity, and that the association is more 

pronounced among firms with more severe agency problems from free cash flows. Moreover 

it contributes to the debates on the effect of shareholder rights on expected returns. Also , that 

firms with strong shareholder rights have a significantly lower implied cost of equity after 
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controlling for risk factors, price momentum, analysts‟ forecast biases, and industry effects, 

than do firms with weak shareholder rights. Further analysis shows that the effect of 

shareholder rights on reducing the cost of equity is significantly stronger for firms with more 

severe agency problems from free cash flows. 

Tsuji (2009) “Measuring the Agency Costs of Debt: A Simplified Approach” 

 This study aimed to provide a quantitative analytical model to measure the agency cost 

of debt. The traditional bankruptcy cost model in theories of corporate capital structure cannot 

explain actual financial leverage. This model extends the bankruptcy cost model by 

considering the agency costs. The sample of the study is 500 firms listed on the Tokyo Stock 

Exchange. The result of this study is that this model extends the traditional bankruptcy cost 

model by considering agency costs, and the study concluded that it is very well suited to 

capture financial behavior of actual firms. 

Jensen (1986) “Agency Costs of Free Cash Flow, Corporate Finance, and Takeovers” 

The interests and incentives of managers and shareholders conflict over such issues as 

the optimal size of the firm and the payment of cash to shareholders. These conflicts are 

especially severe in firms with large free cash flows and more cash than profitable investment 

opportunities. Although economic analysis and the evidence indicate that the market for 

corporate control is benefiting shareholders, society, and the corporation as an organizational 

form, it is also making life more uncomfortable for top-level executives. This discomfort is 

creating strong pressures at both the state and federal levels for restrictions that will seriously 

cripple the workings of this market. In 1985, 1986 and 1987 dozens of bills on this topic were 

in the congressional hopper, all proposing various restrictions on the market for corporate 

control. Some proposed major new restrictions on share ownership and financial instruments. 

Within the past several years the legislatures of numerous states have passed antitakeover 

laws and the U.S. Supreme Court has recently upheld the Indiana law that prohibits someone 

who purchases 20 percent or more of a firm‟s shares without permission of the board of 

directors from voting those shares unless such approval is granted by majority vote of 

disinterested shareholders. New York state law now bars the purchaser of even 100 percent of 

a firm‟s shares from doing anything with the assets for five years unless permission of the 

incumbent board is obtained. This political activity is another example of special interests 

using the democratic political system to change the rules of the game to benefit themselves at 
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the expense of society as a whole. In this case, the special interests are top-level corporate 

managers and other groups who stand to lose from competition in the market for corporate 

control. The result will be a significant weakening of the corporation as an organizational 

form and a reduction in efficiency. 

Jensen and Meckling (1976) “Theory of The Firm: Managerial Behavior, Agency Costs 

and Ownership Structure” 

The study integrated elements from the theory of agency, the theory of property rights 

and the theory of finance to develop a theory of the ownership structure of the firm. It defines 

the concept of agency costs, show its relationship to the „separation and control‟ issue, 

investigate the nature of the agency costs generated by the existence of debt and outside 

equity, demonstrate who bears costs and why, and investigate the Pareto optimality of their 

existence. Also it provide a new definition of the firm, and show how our analysis of the 

factors influencing the creation and issuance of debt and equity claims is a special case of the 

supply side of the completeness of markets problem. 

The publicly held business corporation is an awesome social invention. Millions of 

individuals voluntarily entrust billions of dollars, francs, pesos, etc. of personal wealth to the 

care of managers on the basis of a complex set of contracting relationships which delineate 

the rights of the parties involved. The growth in the use of the corporate form as well as the 

growth in market value of established corporations suggests that at least, up to the present, 

creditors and investors have by and large not been disappointed with the results, despite the 

agency costs inherent in the corporate form.( Jensen and Meckling 72 1976) Agency costs are 

as real as any other costs. The level of agency costs depends, among other things, on statutory 

and common law and human ingenuity in devising contracts. Both the law and the 

sophistication of contracts relevant to the modern corporation are the products of a historical 

process in which there were strong incentives for individuals to minimize agency costs. 

Moreover, there were alternative organizational forms available, and opportunities to invent 

new ones. Whatever its shortcomings, the corporation has thus far survived the market test 

against potential alternatives. 
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1.8 Comments on the Literature Review: 

1.8.1 Aspects of Agreement with Literature Review:  

Investigate the effect of conflict of interest and its effect on the performance of many of 

the previous studies such as Jensen & Meckling, Nazir, Sougiannis and Al–Fathla. They all 

used the leverage and debt ratio to measure the agency cost . 

1.8.2 The Differences with Previous Studies:  

The current study differs from other studies in the way that it measures the agency 

problem. Chen, LU, Sougisnnis measure it through the sales index “revenue,” and Jensen, 

Chen, Chen, and Wie measured it through the free cash flow and Nazir & Saita through the 

debt. In addition, the difference of the sample and the market refer to each study.  

1.8.3 What Distinguishes the Study from Previous Studies? 

It is the first study that seeks to discuss the agency theory on the Palestine Exchange 

(PEX) within a time window(2012-2016) and it didn‟t take the traditional ratios to measure 

the performance it took the market / book vale while for the conflict of interest it too the 

leverage ratio and limits the conflict of interest by considering the bankruptcy factor for these 

companies. 
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2.1 Introduction: 

In consonance with knowledge, maximizing stake Market Value is the main goal of the 

company. Managers of companies are responsible for achieving this goal by maximizing 

shareholder wealth. Performance of a company shows how management adapts to changing 

circumstances and if it can quickly and appropriately respond to business environment 

changes. Meantime, the performance of the quality of corporate management depends on the 

agency theory in a modern corporation (Jerzemowska, 2006). 

The goal of maximizing the wealth of the company is to create strong relations between 

the manager and stockholder agency. This chapter discussed the history of agency theory, 

definition of agency theory, types of agency conflict, causes of agency cost, concept of 

conflict of interest, types of conflict of interest, problems of agency theory, problems of 

conflict of interest and agency theory, and other relevant theories.  

2.2 History of Agency Theory: 

The study of , Adam (1776,2012).” said about wealth of Nations. He discussed the 

relationship between the agent and principal. Mitnick (2006) argues that the arising agency 

theory as a concept emerged in 1970 when Stephen A. Ross and Barry M. Mitnick, working 

independently, presented a theory of agency. Ross is responsible for the origin of the 

economic theory of agency, by contrast, Mitnick presented the institutional theory of agency 

and how these theories have similar approaches. They use the same concept under the same 

assumptions. Ross also identified the problems of the agency as follows: 

1) The principal's problem. 

2) The agent's problem.  

3) Policing mechanisms, incentives and mechanism design issue. 

After Ross and Mitnick, Jensen and Meckling‟s classic paper appeared in January 1976 

under a subject of theory of the company: managerial behavior, agency cost and ownership 

structure. This paper discussed the agency theory and the way to monitor the agent access as a 

source of agent cost. They also identified two other sources bonding cost borne by the agent 

and wealth loss borne by the principal. On the other hand, the previous paper focused on the 

way to restructure incentives and the principal/agent relationship to maximize the principal‟s 

wealth. 
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Since Jensen and Meckling wrote about agency theory, no changes happened on the 

core of the theory, but many researchers wrote relevant researches and theses. Nowadays, 

many researchers search on this topic and wrote many theses which added to the knowledge 

of agency theory. 

2.3 Definition of Agency Theory: 

Agency theory terms include the owners who are principals and the managers who are 

agents, and there is an agency loss which is the extent to which returns to the residual 

claimants, the owners, fall below what they would be if the principals, the owners exercised 

direct control of the corporation (Jensen and Meckling, 1976). 

Agency theory addresses the question of how the principal can structure contracts, 

incentives and sanctions in a way that will best influence the behavior of the agents towards 

achieving the principal‟s goals (Kirsten, Karaan, & Dorward, 2009). Another definition for 

agency theory by Brigham and Ehrhrdt (2013) is that an agency relationship arises whenever 

someone, called a principal, hires someone else, called an agent, to perform some service, and 

the principal delegates decision-making authority to the agent. The agency relation between 

the shareholder and the manager arises from a conflict of interest, and this involves costs 

known as agency costs which are the costs that arise from the conflict of interest between the 

stockholders and managers. A conflict cost occurs whenever Principles authorize someone to 

act on their behalf as an agent (Jonson and mackling 1976).  

Ross, Westerfield, and Jaffe (2005) define agency costs as additional costs resulting 

from the existence of conflict situations among stakeholders, which are incurred by the 

owners of a company when ownership and control are separated. Moyer, McGuigan and 

Kretlow (1992) argue that agency costs are the costs which arise from the conflicts of interest 

among shareholders, bondholders, and managers. Thus, they may be defined as the costs of 

resolving these conflicts. 

All the above definitions of the agency theory and agency cost agree that agency theory 

is the relationship between the agent and the principal, and the agency cost is the cost that 

arises from the conflict of interest between the agent and the principal and conflict when the 

stockholders let managers mange the companies on their behalf . 
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2.4 Types of Agency Cost: 

Jensen and Meckling (1976) classified the agency cost into three types: 

1- The Monitoring Expenditures of the principal: it‟s for correcting any deviation of 

employees company and the salaries of the board of directors etc.  

2- The Bonding Expenditures by the agent: it happens when the investors pay less price of 

the stock than the price of the market and that happens to control the agency cost. 

3- 3-The Residual Value: it occurs when there is no balance between the marginal agency 

cost and the marginal benefit of monitoring and bonding, we couldn‟t avoid this cost 

because it‟s only in a complete market.  

The residual loss is the reduction in the value of the company that arises when the 

entrepreneur dilutes his ownership. For Williamson (1988), this is the key cost since the other 

two are incurred only to the extent that they yield cost-effective reductions in the residual 

loss. The shift out of profits into managerial discretion, induced by a dilution of ownership, is 

responsible for this loss. Monitoring expenditures and bonding expenditures can help to 

restore performance toward the pre-dilution levels. The irreducible agency cost is the 

minimum of the sum of these three factors. 

Again, in agency theory terms, the owners are principals and the managers are agents, 

and there is an agency loss which is the extent to which returns to the residual claimants, the 

owners, fall below what they would be if the principals, the owners, exercised direct control 

of the corporation (Jensen and Meckling, 1976). Agency theory specifies mechanisms which 

reduce agency loss (Eisenhardt 1989). 

Another type of agency cost is spending thrift by the managers and explained as those 

non-cash benefits received by the managers and achieve them degrees of satisfaction without 

bearing the cost and does not contribute at the same time to increase the wealth of 

shareholders some examples of it the expensive furniture, luxury offices, cars, airplanes to 

navigate and long unpaid holidays but he said that the overspending is part of the ideal 

contract for the mangers which as an incentives for the mangers to work to have a satisfactory 

economic surplus so Fama doesn‟t conclude it as agency cost, on the other hand, Jensen and 

Meckling describes it as unmoral behavior and its pat of the agency cost (Fama,1980). 
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From all above studies, the researcher found that there are many types of agency cost 

such as monitoring expenditures, bonding expenditures, residual loss, and it also could be 

spending thrift (the non-cash benefit).  

2.5 Causes of Agency Cost:  

Researchers agree to the agency's theory that the reasons for the agency's cost of 

ownership can be attributed to one or more administrative behavior (Al-Fathal, 2013): 

1- Control Rights and Appearance of Administrative Ownership 

Smith in 1776c The book “Wealth of Nations,” which is a popular study, talked about 

the s managers who manage the companies that they couldn‟t manage the companies as the 

owners (stockholders) could manage their corporations in a better way (Berla and Means, 

1932). 

The separation of managers and owners causes that the owners couldn‟t know what 

happened in the corporation and what decisions a manager took and if these decisions helped 

their interest or not or what the behavior of the managers and if they maximize their wealth, 

This leads them to have an internal auditors to control the corporations and watch if they 

really use many ways to maximize their wealth such as incentives, percent from profits and 

having stock options (Bitler et al., 2005). The uses of corporate governance can manage the 

corporations in effectiveness and efficiency and can reduce the agency cost (MacMillan et al., 

2004). 

Manohar and Wallace (2003) argued that the control of managers and their preferences 

this will lead an agency cost to the stockholders where there are many studies such as the 

study of (Fleming et al., 2005), (Zhou Dan, 2010) and the study of (Chuang et al., 2010). 

They agree that the increase of separation degree between control rights and administrative 

ownership may increase the agency cost. 

2- Asymmetric Information: 

Asymmetric information presumes managers have more complete information than 

investors, a thing that leads to a preferred “pecking order” of financing: retained earnings, 

followed by debt, and the new common stock it also, known as signaling theory (Brigham and 
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Ehrhrdt, 2013). 

Information affects the decision-making processes used by individuals in households, 

businesses, and governments. Individuals make decisions based on public information, and 

private information, which is available to only a subset of the public. Stiglitz (2002) explained 

that information asymmetries occur when “different people know different things.” Because 

some information is private, information asymmetries arise between those who hold that 

information and those who could potentially make better decisions if they had it, asymmetric 

information leads to complexity of agency problem of separation between the tasks and role 

of mangers and stockholders (Jensen, 2004). 

 Asymmetric information may complicate the agency problems and may lead to the 

equity in two ways. The first one is manifested in the difficulties of the stockholders to 

control and the effectiveness of mangers by using other means and control methods which 

lead to increase the agency cost. The second one is the bad behavior of the managers as one of 

the most important repercussions that mangers do not carry out the work that they are 

supposed to do, along with spending thrift and the indirect choice that refers to the irrational 

choices of the shareholders because of the inefficient choice of management, which leads to 

the non-investment of available resources, which lead to non-maximization of wealth of the 

company. 

The asymmetry information also happen when mangers increase the prices of the stocks 

more than the real price of the stocks through the administration of information through the 

so-called earning management or by leaking some information Market participants soon 

discover that their adverse reactions towards them are very negative for the company's stock 

prices, leading to agency cost Stiglitz (2000). 

Highlights two broad types of information where asymmetry is particularly important: 

information about quality and information about intent. In the first case, information 

asymmetry is important when one party is not fully aware of the characteristics of another 

party. In the second case, information asymmetry also is important when one party is 

concerned about another party‟s behavior or behavioral intentions (Elitzur & Gavious, 2003). 

These two types of information also lead to agency cost that happened because of the 

different intent between the those whom holds the information.  
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3-Weak of Corporate Government: 

Corporate governance has been an integral part of business practices since the creation 

of corporate structure and the separation of ownership from management (Dallas and Patel, 

2004) and since the use of the corporate form created the possibility of conflict between 

investors and managers. Due to its inception, different authors have provided different 

definitions which often differ significantly in terms of objectives, goals and means and tools 

to achieve and realize it. From perception‟s point of view, a fairly narrow definition of 

corporate governance is provided by Shleifer and Vishny (1997), “corporate governance deals 

with the ways in which suppliers of finance to corporations assure themselves of getting a 

return on their investment.” In this definition, corporate governance is restricted to the 

relationship between a company and its shareholders which is the focal point of the traditional 

finance paradigm, expressed in „agency theory‟ (Solomon and Solomon,2004). 

Control mechanisms are considered necessary to reduce divergence of agents‟ interests 

from the principals‟ interests. Corporate governance is probably the widest control 

mechanism used for efficient utilization of corporate resources. It is a hybrid of internal and 

external control mechanisms with a view to achieving efficient utilization of corporate 

resources. It is a network among various corporate players such as shareholders, managers, 

employees, lenders, government, suppliers, and consumers for increasing the value of the 

company. Corporate governance and monitoring mechanisms are manifold and generally 

comprise external control mechanisms as well as internal control mechanisms (Ho, 2005; 

Biswas and Bhuiyan, 2008). So, it relieved that agency cost arises from the relationship 

between agent and principal, corporate governance is considered as an effective mechanism of 

reducing these costs and weak of corporate government may cause an agency cost. 

4- Contractual Debt: 

In most cases, debtors will enter into contracts between them and between the 

company's management, whereby restrictions will be imposed to redacting the freedom of 

management in making decisions that would negatively affect the company's ability to meet 

its obligations such as limiting the issuance of new debts, Maximum liquidity and 

indebtedness (Shi and Xiao – Zhong, 2011). 
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Therefore, these contracts are the main determinants of the conduct of the 

administration in the emergence of the cost of the Agency, from two fundamental angles, first 

the subject of the administration to be tightly controlled by members of the capital market 

from investors, creditors, securities organizations, banks, etc., to limit their use of free cash 

flows on spending thrift or in the acceptance of investment projects with a current net 

negative value to which they have special interests (Harvey et al.,2004). 

Several studies have revealed the positive role of debt contracts in reducing agency 

costs of ownership by solving the problem of free cash flow and investment more than 

necessary. The studies showed that there are many causes for agency cost control right and 

appearance of administrative ownership, asymmetric information, weak of corporate 

government and contractual debt, it is possible to have more than one cause at the same time.  

2.6 Concept of Conflict of Interest: 

 Since the turn of the century, much attention has been focused on conflicts of interest in 

the financial industry. The aim of company, which was earlier noted to be maximization of 

the market value of the company, often is not compatible with the interests of managers, as 

they prefer to maximize their own personal interests, if possible, even at the expense of 

owners. This discrepancy of interests leads to agency conflicts, which are especially severe in 

public companies (Jensen and Meckling, 1976). The separation of ownership and control 

causes serious conflicts of interests, among which the conflict between shareholders and 

managers, and shareholders (represented by managers) and creditors are the most important. 

The Agency's theory is concerned with the so-called Agency Conflicts or conflicts of 

interest between the principal and the agent. These conflicts can be dealt with through the 

mechanisms of corporate governance. The agent does not always work to achieve the interests 

of the original and obtains this problem under conditions of information inconsistency and 

lack of integration between the agent In essence, Mathie referred to the agency's theory as an 

illustration of how to best regulate relations between the agency's parties, in which one 

(inherent) party identifies the work of the other party as the agent (Mathie, 1997). Another 

definition for Conflict of interest is that it is a situation where a party to a transaction could 

potentially make a direct gain by taking actions that affect the other party adversely (Mehran 

and Stulz, 2006). Whereas ( Heathfield, 2017) defined conflict of interest a arises in the 

workplace when an employee has competing interests or loyalties that either are, or 
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potentially can be, at odds with each other. 

Of all the above definitions, conflict of interest is a situation in which a person or 

organization is involved in multiple interests, financial or otherwise, and the service of one 

interest could involve working against another. 

2.7 Types of Conflict of Interest:  

The conflict of interest is classified into three types as follows, according to Brigham 

and Ehrhrdt (2013):  

1-Conflicts Between Stockholders and Creditors: 

Creditors have claims on the earnings stream and on the assets in the bankruptcy 

situation, but stockholder they have control through managers about the decisions that affect 

the riskiness of a company. Thus, creditors give the decision-making authority to another one 

which arises agency conflict.  

Managers using debt agree to incur real agency costs and limit their freedom in making 

decisions. Conflicts between shareholders and debt holders unmistakable themselves in the 

choice of projects to take investment decisions and in determining how to finance these 

projects and how much to pay out as dividends (Damodaran, 1997).  

When debt is increasing directly risk became higher, especially bankruptcy risk and 

reduces the free cash flow of the companies, and bankruptcy is the process of scheduling the 

debt payments due to creditors when a company is in distress. From an economic point of 

view, it is a mechanism for allocating resources (Peterson, 1994).  

As stated by Masulis (1988), managers can‟t decide to waste limited resources on their 

own in the case of the heavy debt burden. Jensen (1986) argues that increases in debt should 

increase the market value of a company and limited their free cash flow and they may use the 

debt to control the managers of the companies, managers have a lot of power to generate to 

finance the resources required to repay the debt. As a result, financial leverage is used to 

reorganize Ownership requirements, while changing goals and aspirations managers can 

maximize the value of the company's assets. 
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In addition, Brigham and Ehrhrdt (2013) relieved that creditors lend funds at rates based 

on the company‟s perceived risk at the time the credit is extended, which in turn is based on: 

(1) The risk of the company‟s existing assets.  

(2) Expectations concerning the risk of future asset additions. 

(3) The existing capital structure. 

(4) Expectations concerning future capital structure changes. 

2- Conflicts between Inside Owner/Managers and Outside Owners: 

In consonance with Brigham and Ehrhrdt (2013), this type of conflict happens when the 

companies owner also run the company their aims would be to maximize his or her own 

welfare and according to the increase of their wealth they also increase the value of the 

company‟s, although it includes perquisites such as more leisure time, luxurious offices, 

executive assistants, expense accounts, limousines, corporate jets, and generous retirement 

plans. But when the manager (owner) sells his stocks to outside owners here a conflict of 

interest arise directly because the outsider also has a prerequisite which adds more perquisites 

to the manager (owner). Meantime, this type of agency cost leads the outside to pay fewer 

prices for the share of the company and have a high rate of returns. 

3- Conflicts between Managers and Shareholders: 

The strictest conflict of interest that happens in the companies is between the managers 

(agents) and shareholders (principals) (Masulis, 1988). Also, shareholders have to hire 

managers whom they are able to raise the intrinsic value of the stock price those manages 

must have a special requirements and do effort to reach the goal of the companies however 

managers are humans ad they have a personal and corporate goals from this point of view the 

conflict of interest arises between managers and shareholders. 

Managers have the right to vote and dismiss some managers in the annual meeting of 

the corporations and that may lead to a conflict as shareholders have the right to accept the 

financial statements and appoint the auditors, also they may sell the stock and put the 

corporations in a taken over or bankruptcy situation. 
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 Masulis (1988) figures out that conflict arises from the following four reasons:  

1- Managers prefer greater levels of consumption and less intensive work, as these 

factors do not decrease their remuneration and the value of the company‟s shares that 

they own; 

2- Managers prefer less risky investments and lower financial leverage, because in this 

the way they may decrease the danger of bankruptcy, and avoid losses on their 

managerial capital and portfolios; 

3- Managers prefer short-term investment horizon; 

4- Managers avoid problems stemming from reductions in employment levels, which 

increase with the changes in control of a company. 

According to Brigham and Ehrhrdt (2013), there are six ways in which a manager‟s 

behavior might harm a company‟s intrinsic value: 

1- Managers may spend time on other activities rather than increase the value of the 

company they spend more time on external activities such as serving on boards of 

other companies, or on nonproductive activities, such as GOLF, gourmet meals, and 

travel.  

2- Managers may benefit themselves through the use of corporate resources and 

activate rather than benefit shareholders. For example, they might spend company 

money on such perquisites as lavish offices, memberships at country clubs, museum-

quality art for corporate apartments, large personal staffs, and corporate jets.  

3- Managers may make difficult decisions that affect the companies but these decisions 

are helpful for their friends. For example, managers may not make a decision to close 

or terminate a project that affects the manger friends even though if it‟s within 

economically benefit the company. 

4- Managers may take much or not enough risk.  

5- If a company had a positive free cash flow, a manager might give the investors a 

stock such as marketable securities instead of returning free cash flows to them. This 

may harm them because they need this cash flow to invest it on a company with good 

growth opportunities and they refuse to give the investors the free cash flow because 

it reduces the company risk also, that the companies they do not have an investments 

opportunities. Having a positive free cash flow may encourage the managers into 

paying too much for the acquisition of another company. In fact, most mergers and 
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acquisitions end up as break-even deals, at best, for the acquiring company because 

the premiums paid for the targets are often very large. 

6- Managers may not give the investors the information that they desire, they might 

hide information to prevent competitors from gaining an advantage. Or, they might 

try to avoid releasing bad news. 

2.8 Problems of Agency Theory: 

The agency theory is an expression of the contractual relationship between owners and 

agents, the agency's theory is to formulate the relationship between these groups in order to 

make the agent's actions focused on maximizing the owners' wealth. Through this relationship 

there are many problems, because there are no full contracts and the following figure (Figure 

(2.1) illustrates this :  

 

Figure (2.1): Problems of agency theory 

 (Source: Myasar ,2009) 

As can be clearly seen from the figure above, the problems of the Agency appear clear. 

Through the agent's relationship with the principal, a contractual relationship will arise and as 

a result of the absence of full contracts, several problems will arise (Al-Obeidi, 2008): 
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1. Simply linking performance of managers with profitability or sales is in itself a means to 

achieve many of the agent's objectives without achieving the interests of the principal. 

2. Not knowing the method or way in which the principal can follow the actions of the agent, 

will make managers control the companies' affairs more than the owners of the companies.  

The focus of the current study is on the issue of conflicts of interest arising from the 

relationship between the principal and the agent that leads to agency cost. 

2.9 Problem of Conflict of Interest: 

 Both the agent and the principal are characterized by good conduct, which mean that 

each of them maximizes their expected benefit, as it is an objective that explains their actions 

(Kaplan & Atkinson, 1989) Owners will work to maximize their wealth and self-interest with 

the expected financial return of their investments in the company by managers. Managers will 

work to achieve their own interests by maximizing their return, as well as not making the 

effort or so-called leisure time, even at the detriment of owners' interests (Abo-AlFotoh, 

1988).  

The self-interest of the manager represents the components of the expected return that 

he will receive from the company, one of the drivers and behavioral influences of the senior 

management. These interests may be ongoing or future interests, and may include financial 

and non-financial benefits directly or indirectly (AL Sheraze, 1990). 

Management is seeking to maximize its own interests. In addition to the expected 

return, managers are concerned with the time of rest, which is known as an adverse situation. 

The effort increases the expected return of the company to the time of rest which reduces the 

expected return. They work in a serious way, sacrificing time for rest in return for increasing 

the value of the company. The rest is a general concept, not only a lack of effort, but also the 

manager's consumption of perquisites or job-related benefits (Kaplan and Atkirnson, 1989). 

Examples of advantages include first-class mobility and accommodation in excellent hotels 

for dispatch and use the company's cars are for personal and other purposes, and it can be said 

that these depreciated advantages divert capital away from investments in the company. 
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 Scapens (1983) argued that owners tend to rent managers, buy time managers and 

managers divide their time between production time and rest time. Owners also offer capital 

and managers distribute it between productive investments and personal benefits. This will 

create conflicts as the time of rest and consumption of personal benefits will reduce the 

wealth of owners. To increase managers' consumption of leisure time versus effort and reduce 

mitigated benefits . Which include the design of incentives for managers and here the talk is 

not about illegal theft as it is subject to legal supervision or external scrutiny, but the attention 

here is on the theft of the most time-wise when the manager does not work or strive when it is 

supposed to and when the manager spends more money It is necessary to complete the 

administrative duties entrusted to him. 

 In addition, Kaplan and Atkinson (1989) argued that the researchers see that not all 

managers do not make the effort, but some have the incentive to do so, and even more if there 

is conflict of interests, this does not mean the absence of mutual interest between the two 

parties because they realize in the end that their interests depend largely on the survival of the 

organization and its continuation.  

This does not mean that most managers have fraudulent activities, but sometimes they 

are more concerned about the company than the owners. Even if managers are assumed to 

evade their specific duties or spend too much money on personal consumption, rules can be 

observed and enforced. For example, by controlling the actions of managers and determining 

whether they work under contract terms, These conditions are specific and clear, then the 

control procedures will be easy because one way or another can measure the output. Frederick 

Taylor explained that the performance of manual tasks can be examined by the amount of 

work done, and that the facility can work better if logical methods and rules are applied. 

However, if the function is more complex, the output measurement may not be realistic 

because of the possibility of some variables that permeate between inputs and outputs (Jawad, 

1995). 

 That failure to exert the required effort generates the so-called problem of evasion 

(Shirking Problem) (AL Sheraze, 1990). Although the agency's literature has focused on the 

problem of evasion, it is not considered decisive in the conflict of interests of the owner and 

the manager. The development of information and technology systems to successfully 

complete the job require the manager‟s additional skills and leaving his comfortable office as 

an important part of his time in situations that enable him to gather appropriate information 
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about the market, technology and competitors. In this case, evasion is not to invest time, but 

to exploit opportunities, and to exploit and develop methods of obtaining enough information 

to be a successful manager in his job, where the justification for the poor results is on the 

basis that he did what he can and that the bad results that have occurred are beyond his 

control. 

 That the parties of the Agency (the owner and the manager) maximize their personal 

interests, it is expected to conduct actions adversely affect the interest of the other party and 

then the value of the establishment and its continuation and this is explained by Watts and 

Zimmerman that "each party recognizes that his personal well-being depends on permanence 

and continuity But at the same time has the incentive to take actions that devalue the 

enterprise and the opportunity to continue" (Watts and Zimmerman, 1986). So, the main 

problem of conflict of inters that each party seeks to maximize its own wealth regarding the 

interest of other party and without caring about the value of the company .  

2.10 Agency Theory and Other Theories: 

Many financial theories have been developed through the development of the financial 

markets this sector of the study discussed some of them and find the similarities between 

them and agency theory. 

1- Miller and Modigliani Theory and Agency Theory:  

Capital structure decisions represent another important financial decision of a business 

organization apart from investment decisions. It is important since it involves a huge amount 

of money and has long- term implications on the companies. Though Miller and Modigliani 

(1958) have theoretically argued and proved that capital structure is irrelevant in a perfect 

market condition, characterized by the capital market with no taxes, no transaction costs and 

homogenous expectations, other works that assume several market imperfections on the 

contrary suggest that capital structure decisions are relevant since it can affect shareholders 

wealth. Modigliani and Miller (1963), considering of the existence of corporate taxes, 

suggested that companies should use as much debt capital as possible in order to maximize 

their value by maximizing the interest tax shield. 

The point of convergence between the agency theory and M&M theory is that M&M 

says that the expectation of the market is homogenous. Unlike the theory of M&M, the 
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agency's theory says there is a difference of information between managers and shareholders. 

So, according to the theory of M&M, whether debt financing or shares financing or both 

the company, will not affected either, but according to the theory of the Agency, financing by 

debt is essential to control the agency conflict, which in turn will affect the company. 

2- Pecking Order Theory and Agency Theory: 

 Pecking order theory suggests that companies will initially rely on internally generated 

funds, and then they will turn to debt if additional funds are needed and finally they will issue 

equity to cover any remaining. Thus, according to the pecking order hypothesis, companies 

that are profitable and therefore generate high earnings are expected to use less debt capital 

than those who do not generate high earnings. Hence, internal funds are used first, and when 

that is depleted, debt is issued, and when it is not sensible to issue any more debt, equity is 

issued (Myasar and Majluf, 1984). 

 The pecking order is one implication of the Myasar and Majluf (1984) analysis of how 

asymmetric information affects investment and financing decisions. 

 That analysis has two main results: 

 1 . If costs of financial distress are ignored, the company will finance real investment by 

issuing the safest security it can. Here "safe" means "not affected by revelation of managers' 

inside information." In practice this means that companies which can issue investment-grade 

debt will do so rather than issue equity.''  

2. If costs of financial distress are serious, the company will consider issuing equity to finance 

real investment or pay down debt. It may forego the issue if managers' information is 

sufficiently favorable and the issue price too low. In that case the debt ratio will remain 

uncomfortably high or real investment will be curtailed. However, less optimistic managers 

will go ahead and issue equity. Thus a broader pecking order hypothesis would accommodate 

some equity issues. It will be difficult to distinguish pecking order and static trade-off 

predictions at high debt levels. 
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 The point of convergence between the agency theory and peaking order theory in the 

priority of debt financing before the financing of owners‟ equity, where the companies is 

funding by debt to reduce the Agency cost to control the conflict.  

3-Signaling Theory and Agency Theory: 

 Signaling theory is fundamentally concerned with reducing information asymmetry 

between two parties (Spence, 2002). 

 Signaling theory states that changes in dividend policy convey information about 

changes in future cash flows. Dividend signaling suggests a positive relation between 

asymmetry and dividend policy. In other words, the higher the asymmetric information level, 

the higher is the sensitivity of the dividend to prospects of the fir several empirical studies 

attempt to test the informational content of dividend changes, yet they disagree about the sign 

and the significance of information asymmetry on dividend policy (Simiyu, 2011). 

In his formulation of signaling theory, Spence (1973) utilized the labor market to model 

the signaling function of education. Potential employers lack information about the quality of 

job candidates. The candidates, therefore, obtain education to signal their quality and reduce 

information asymmetries. This is presumably a reliable signal because lower quality 

candidates would not be able to withstand the rigors of higher education. Spence‟s model 

stands in contrast to human capital theory because he deemphasizes the role of education for 

increasing worker productivity and focuses instead on education as a means to communicate 

otherwise unobservable characteristics of the job candidate (Weiss, 1995).  

According to signaling theory, farmers and lenders have asymmetric information 

regarding farm's investment prospects. Farm owners then attempt to convey to lenders their 

good expectations of future performance through diverse signals, which can be higher 

leverage or rich accumulated assets. Lenders judge the truth of these signals and then issue 

loans. If high leverage can also works as financing signal for farm businesses, financed farms 

should have a higher leverage level which is connected with contemporaneous investments. 

Since the payoffs from the investments cannot be realized immediately due to the long 

production cycle in agriculture, the relevant signaling should imply a positive relationship 

between farms‟ current leverage and future cash (Zhao, et al., 2004). 
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From the point of view of the current study, this theory is very close to the theory of the 

agency in terms of it dealt with the subject of heterogeneity of information in general and its 

impact on the behavior and desires of the owners as owners seek to have debt financing and 

when the administration announced the financing of debt for any future project will give a 

positive signal and vice versa The administration's decision to fund future projects through 

issuing new shares is a negative signal. 

4-Market Time Theory and Agency Theory:  

The market timing (or windows of opportunity) theory, states that companies prefer 

external equity when the cost of equity is low, and prefer debt otherwise. According to the 

market timing theory, corporate executives sometimes perceive their risky securities as miss 

valued by the market. Conditional on having financing needs, companies issue equity when 

they perceive the relative cost of equity as low, and issue debt when they perceive the relative 

cost of equity as high (Huang and Ritter, 2004). 

This theory may not be consistent with the agency's theory of debt financing in a 

fundamental or initial way compared to equity financing. The timing theory depends on the 

changes in the rates of return on securities whether stocks or bonds came to control the 

conflict by first The funding target varies according to the cause , second to reduce weighted 

average cost of capital WACC.  

2.11 Summary: 

This chapter took the independent variable which is agency theory, the introduction 

discussed the main aim of companies to maximizes there wealth and mangers are responsible 

for achieving this goal by maximizing stakeholder wealth and from this relation arises the 

agency theory term which is being clear since Adam Smith talked about it in “Wealth of 

Nations,” but Jensesn and Meckling put the core of agency theory and they defined it as, the 

owners are principals and the managers are agents. And, there is an agency loss which is the 

extent to which returns to the residual claimants, the owners, fall below what they would be if 

the principals, the owners, exercise direct control of the corporation. This relation between 

them arises conflict between the mangers and the shareholders and rises a cost called agency 

cost, there are many types of agency cost which are the monitoring expenditures, bonding 

expenditures, residual loss and it could be a spending thrift. there are causes for agency cost 
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control rights and appearance of administrative ownership, asymmetric information , weak of 

corporate government and contractual debt conflict of interest rises in the workplace when the 

manager and shareholder have different interests and goals there are three types of conflict of 

interest which are conflict of interest between shareholders and creditors, conflict of interest 

between inside owners / mangers and outside owners and conflict between managers and 

shareholders and many problems also appeared from this relation one of them problem of 

taking risk, asymmetric information, opposite check and agency conflict.  

Agency theory is related to a lot of theories, but in this chapter, the researcher discussed 

miller and Modigliani, peaking order, signaling and market time theories.  

 The next chapter going to discuss financial performance (definition of financial 

performance, factor influencing financial performance, determinations of financial 

performance, importance of financial performance, how to decide which financial 

performance to adopt, financial performances measurement, criticism of traditional financial 

performance and financial ratio types. 
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3.1 Introduction: 

Throughout the decades and the financial crises that happened on the financial markets, 

companies sought to study the financial performance through financial indicators that helped 

them to find out the performance of each business and its financial health. 

 According to this chapter the researcher will discussed the definition of financial 

performance, factors influencing financial performance, determinateness of financial 

performance, importance of financial performance, How to decide which performance 

measures to adopt, financial performance measurements, criticism of traditional financial 

performance and financial ratios types.  

3.2 Definition of Financial Performance: 

Financial performance measures extent which an organization optimally utilizes its 

resources during a given period to generate value for stakeholders. It provides a provisional 

report on the health status of an organization in terms of financing its operations into the 

unforeseen future (Donaldson & Preston, 1995). 

Padachi (2006) argues that a financial management that is well planned and put into 

action will result to an increase in firms‟ value, but Naser and Mokhtar, (2004) define 

Financial performance of a company is the level with which a company‟s financial goals are 

achieved. It‟s the process by which the result of a company is measured in terms of monetary 

value. It‟s a measure used to gage the success of a company and it can be used for comparison 

purposes. A firms‟ financial performance is crucial in its existence. How effective and 

efficient a company is in managing its resources for operations, financing and investing 

activities is clearly depicted in its high performance. 

Another definition for financial performance, Organization performance checks the 

efficiency of management in the utilization of resources entrusted to them by the shareholders 

in generating wealth within a given period (Berger and Patti, 2002). 

Also, financial performance is influenced by environmental factors representing 

economic factors, industry structure, etc., and factors such as organizational structure and 

size, and administrative factors such as managerial capacity and availability of expertise and 

knowledge of managers (Lkhader, 2011). 
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In addition, Abbas (2012) stated that financial performance is also the extent to which 

the company can achieve its objectives at the lowest possible cost. Financial performance is 

reflected in the company's ability to achieve financial balance provide the necessary liquidity 

to pay off, and achieve a good rate of return and low costs. 

From all the above detentions, the study found that financial performance measures the 

health of the companies by using many factors to identify how effective and efficient a 

company is in managing its resources for operations, financing and investing activities is 

clearly depicted in its high performance .  

3.3 Factors Influencing Financial Performance: 

The financial performance of the companies is influenced by a combination of internal 

and external factors, the most important of which are (Farhat, 2000): 

Control over the cost of obtaining funds; 

1-  Control the efficient use of available financial resources; 

2-  Cost control; 

3-  Scientific and technological changes affecting the quality of services; 

4-  laws and regulations applied to enterprises by the State and market laws; 

5- Financial and economic policies of the state 

3.4 Determinants of Financial Performance: 

Company performance is a multidimensional construct that consists of four elements (Alam 

et al. 2011). Customer-focused performance, including customer satisfaction, and product or 

service performance; financial and market performance, including revenue, profits, market 

position, cash-to-cash cycle time, and earnings per share; human resource performance, including 

employee satisfaction; and organizational effectiveness, including time to market, level of 

innovation, and production and supply chain flexibility.  

Factors that may affect the financial performance is level of liquidity (Chaharbaghi and 

Lynch, 1999), the size of the company affects its financial performance in many ways. Large 

companies can exploit economies of scale and scope and thus being more efficient compared 

to small companies (Ahmed, et al., 2010; and Teece, 2009), another factor is the age of a 

company. Older companies are more experienced, have enjoyed the benefits of learning, are 
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not prone to the liabilities of newness, and can therefore enjoy superior performance (Shiu, 

2004: and DemirgüçKunt and Maksimovic, 1998) and determining financial performance is 

underwriting risk which reflects the adequacy (Adams and Buckle, 2000). 

3.5 Importance of Financial Performance: 

It‟s important to measure the financial performance because of (Nelly, 1999): 

1- The changing nature of work. 

2- Increasing competition. 

3- Specific improvement initiatives. 

4- National and international quality awards. 

5- Changing organizational roles. 

6- Changing external demands. 

7- And the power of information technology. 

ALkhateb (2010) said that it‟s important to adopt financial performance on a sound 

methodical basis is used to evaluate Funds efficiently and effectively in the organization, to 

help them achieve their financial goals in the long term as well as the importance of financial 

performance in that it aims to evaluate the performance of the company from several angles 

and in a manner serves data users with financial interests in the company to identify the 

strengths and weaknesses of the company And to benefit from the data provided by financial 

performance to rationalize financial decisions and the use of financial ratios mainly in the 

analysis to compare past performance with current and expected performance and knowledge 

of difference aspect.  

3.6 How to Decide Which Performance Measures to Adopt: 

 The issue of which performance measures a given business should adopt is a topical 

and complex one. Various authors offer prescriptions such as that measures should be derived 

from strategy (Keegan et al., 1989). Numerous authors have proposed performance 

measurement frameworks which prescribe which dimensions of performance organizations 

should consider monitoring (Fitzgerald et al., 1991; Kaplan and Norton, 1996). Others have 

adopted a different stance and developed audits which help organizations identify the 

strengths and weaknesses of their measurement systems in terms of “gaps” and “false alarms” 

(Dixon et al., 1990). While still others have accepted the argument that measures have to be 
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derived from strategy and hence sought to document processes designed to help management 

teams decide which measures are appropriate for their organization (Neely et al., 1996). Much 

of this work focuses on the issue of designing measures and measurement systems. Once the 

systems have been designed, however, they have to be implemented, and then they have to be 

used to manage the business on an ongoing basis.  

3.7 Financial Performance Measurements: 

All organizations have financial performance measures as part of their performance 

management and one of the responsibilities of a finance manager is evaluating and monitoring 

financial performance. The manager decides how the evaluation will be conducted; collect 

data that accurately reflects the performance of the business and develops a set of standards 

for measuring performance. If performance is not satisfactory, management must identify and 

implement strategies that will lead to improved performance (Miller, 2009).  

According to Berger and Patti (2002), it is measured by ratios at different points in time 

to establish how well the resources of the company have been applied in generating wealth. 

Different ratios have been applied depending on the purpose of the measurement. Ratios 

indicate if the company is utilizing the resources at its disposal in achieving the objective set 

by the owners of a business of making them wealthier. The ratios are used to standardize 

measurement so as to enable comparison across the industry, same company over a period of 

years or other companies in other industries. The main objective of checking financial 

performance of an organization is to establish how well the resources of the organization have 

been utilized in generating profits and wealth for the owners. 

The commonly used financial measures by the company owners and managers are: 

profitability, liquidity, solvency, financial efficiency and repayment ability. Profitability 

ascertains the extent to which a company produces net income from the use of its resources 

and money and it is mainly measured by return on asset and return on equity. Liquidity refers 

to capability of a company to meet its financial responsibilities as and when they become 

owed in the short period, without distracting the usual business undertakings and is measured 

by current ratio. Solvency measures company capacity to meet all financial responsibilities 

when all assets are sold and capability to continue with its feasible activities after monetary 

difficulties and it is calculated as a fraction of debt to equity, debt to asset and equity to asset. 

Financial efficiency measures the amount a company employs its assets to produce income 
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and the value of making and buying and is measured as a proportion of asset turnover, 

operating expense, depreciation and interest expense (Boehlje et al., 2001). 

3.8 Criticism of Traditional Financial Performance: 

During the long period of the financial performance there was traditional way to measure 

the financial performance and this  way have been criticism in the following points : 

1- Encourage short-termism, for example the delay of capital investment (Banks and 

Wheelwright, 1979; Hayes and Abernathy, 1980).  

2- Lack strategic focus and fail to provide data on quality, responsiveness and flexibility 

(Skinner, 1974). 

3- Encourage local optimization, for example “manufacturing” inventory to keep people 

and machines busy (Goldratt and Cox, 1986; Hall, 1983).  

4- Encourage managers to minimize the variances from standard rather than seek to 

improve continually (Schmenner, 1988; Turney and Andersen, 1989).  

5- Fail to provide information on what customers want and how competitors are 

performing (Camp, 1989; Kaplan and Norton, 1992). 

3.9 Financial Ratios Types: 

Financial analysis using ratios or financial indicators is one of the best ways to clarify 

the relationship between the various items included in the balance sheet, income statement 

loss and profit and loss statement; financial ratios can be divided into five main groups as 

follows: 

1- Liquidity ratios. 

2- Asset Management ratios. 

3- Leverage ratios. 

4- Profitability ratios. 

5- Valuation ratios. 

Through the five groups of financial ratios that mentioned above the study discussed 

three ratios:  

The researcher chooses the risk ratio which include Liquidity ratios , credit risk ratio 

which include (Leverage ratios and Asset Management ratios.) ,and market value ratio 

(Profitability ratios.) because the study used them to find out the results of the hypotheses. 
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3.9.1 Risk Ratio: 

 1-Business Risk:  

Business risk is the risk a company‟s common stockholders would face if the company 

had no debt. In other words, it is the risk inherent in the company‟s operations, which arises 

from uncertainty about future operating profits and capital requirements. 

Business risk depends on a number of factors, beginning with variability in product 

demand and production costs. If a high percentage of a company‟s costs are fixed and hence 

do not decline when demand falls, then the company has high operating leverage, which 

increases its business risk (Brigham and Ehrhrdt, 2014). 

Also Business risk is defined to be the risk inherent in the company, independent of the 

way it is financed (Van Horne, 1974). Business risk generally is reflected in the variability of 

net operating income or net cash flows. A high /low coefficient of variation of net cash flows, 

for example, would indicate high / low business risk. Business risk may be evaluated at a 

point in time based on the probability distribution of net cash flows. (Gabriel and Baker, 

1980). 

2-Financial Risk: 

Financial risk is the additional risk placed on the common stockholders as a result of the 

decision to finance with debt (Brigham and Ehrhrdt, 2014). 

Financial Risk Following ( Barges ,1963), financial risk is defined to be the added 

variability of the net cash flows of the owners of equity that results from the fixed financial 

obligation associated with debt financing and cash leasing. Also, as mentioned by Van 

Arsdell and Van Horne financial risk encompasses the risk of cash insolvency. However, this 

notion will be expanded to include the risk of being unable to meet prior claims with the cash 

generated by the company, which is determined by the dispersion of net cash flows and the 

level of fixed obligations, as well as the company's pool of liquid resources. 
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3.9.2 Credit Risk:  

The detection of company operating and financial difficulties is a subject which has 

been particularly amenable to analysis with financial ratios. Prior to the development of 

quantitative measures of company performance, agencies were established to supply a 

qualitative type of information assessing the credit-worthiness of particular business. 

During the past three decades failure prediction has become a considerable concern for 

stakeholders in companies. Therefore, predicting the financial bankruptcy of corporations by 

utilizing financial ratios is a subject that has been explored in different ways over the last few 

decades and the present economic environment ensures that these models may be more 

beneficial than ever before (Haware, 2010). 

Numerous financial instruments used to measure credit risk , although these instruments 

were originally devised to manage credit risk and implement risk-sharing efficiently, thereby 

improving the stability of the financial markets such as Collateralized Debt Obligations 

(CDOs), Mortgage Backed Securities (MBS), and Credit Default Swaps (CDS), but these 

financial instruments have been blamed for causing the crisis that shaken the whole financial 

market and profoundly affected the global economy. 

 In contrast, these innovative financial instruments fail to attain their original goals. One 

of the major reasons is the incorrect pricing of credit risk in these financial instruments (Qi, et 

al., 2010). 

Credit risk is the risk that a party of financial instrument will not to comply with the 

undertaking, causing the other party a financial loss (Solomon, and Muntean 2012). 

From that the definition of Credit rating is a process designed to provide Information 

and independent evaluation of the appropriateness of the financial institution and its ability to 

meet its contractual obligations, or the quality of securities or financial products. At the same 

time, classification does not guarantee the ability of the enterprise to meet its obligations (Ben 

Ali and Ahmed, 2010). 

Financial failure occurs when there are operations or works of the enterprise followed 

by a waiver of assets or assets in favor of creditors or bankruptcy, loss of creditors after failed 

operations, inability to recover mortgaged property, seizure of property of the enterprise 
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before judgment, withdrawal and abandonment of obligations Or the company's property is 

placed under judicial custody or reorganization of the company and the events of settlement 

proceedings between the company and its creditors (Brigham and Michael, 2014). 

3.9.3 Financial Failure Model: 

These are the models of predicting the ability of companies to continue or financial 

failures: 

Since the beginning of the sixteenth century, especially in the United States, researchers 

have been active to found out indicators that can be used to predict the potential for financial 

distress. 

Below are the most commonly used models (Al-Daour and Zamalt, 2013): 

1-Altman Model (1968): 

In 1968, Altman used a MDA with a group of 22financial ratios (predictors) to develop 

the original model. He divided the predictors into five standard ratio groups, including 

profitability, solvency, liquidity, leverage, and turnover ratios. He applied the MDA to 33 

pairs of bankrupt and non-bankrupt US companies. The bankrupt group included industrial 

companies that filed a bankruptcy petition under Chapter X of the National Bankruptcy Act 

during the 1946-1965 periods. The model was estimated as a function that discriminates 

between bankrupt and non-bankrupt companies. 

Altman (1993) developed his model using financial ratios and based on discriminatory 

analysis and through this model he was able to distinguish between successful companies and 

failed companies the industrial sector, where the model consists of five financial ratios 

combined and reached by developing it for 30 financial ratios, the model takes the following 

form:  

Z Score (1968) 

Z = 1.2X1+ 1.4X2 + 3.3X3+0.6X4 + 0.999X5 

X1: Working Capital/Total Assets  

X2: Retained Earnings/Total Assets 
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 X3: EBIT/Total Assets  

X4: Market Value Equity/total liabilities  

 X5: Sales/Total Assets 

Source: Altman (1968) 

 Cut off points : 

Z Score (1968)  

Z< 1.81 failure (distress zone ) 

Z> 2.99 non-failure(safe zone ) 

 Z = 1.81 to 2.99 grey zone 

Source: Altman (1968) 

2- Fulmer Model (1984) 

Fulmer (1984) used step-wise multiple discriminate analyses to evaluate 40 financial 

ratios applied to a sample of 60 companies -30 failed and 30 successful. The average asset 

size of these companies was $ 455,000. The model takes the following form: 

Fulmer model (1984) 

H= 5.528 V1 + .212 V2 + .073 V3 + 1.27 V4 + .12 V5 + 

2.335 V6 + .575 V7 + 1.083 V8 + .89 V9 

V1 = Retained Earning/Total Assets 

 V2 = Sales/Total Assets  

V3 = EBT/Equity  

V4 = Cash Flow/Total Debt 
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 V5 = Debt/Total Assets  

V6 = Current Liabilities/Total Assets 

 V7 = Log Tangible Total Assets  

V8 = Working Capital/Total Debt 

 V9 = Log EBIT/Interest 

If H < 0; then the company is classified as "failed" Fulmer reported a 98% accuracy rate 

in classifying the test companies one year prior to failure and an 81% accuracy rate more than 

one year prior to bankruptcy. 

3- Spring Gate Model (1978) 

This model was developed in 1978 at S.F.U. by Gordon L.V. Springate, following 

procedures developed by Altman in the U.S. Springate used step-wise multiple discriminate 

analyses to select four out of 19 popular financial ratios that best distinguished between sound 

business and those that actually failed. The Springate model takes the following form:  

Spring Gate model (1978) 

Z= 1.3 A + 3 B + .66 C + .4 D 

A = Working Capital/Total Assets  

B = Net Profit before Interest and Taxes/Total 

Assets  

C = Net Profit before Taxes/Current Liabilities  

D = Sales/Total Assets  

If Z < 0.862; then the company is classified as "failed" 
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4- Beaver Model (1966): 

Beaver investigated changes in value of stock market as a predicting factor in predicting 

companies` bankruptcy. He realized that he could predict bankruptcy market of a company at 

least one year before the real occurrence. 

Beaver (1993) compared the mean values of30 ratios of79 failed and 79 non-failed companies 

in 38 industries.  

Beaver adjusted his model based on four principles:  

1. Net cash income of a company can reduce probability of bankruptcy. 

 2. High level of net cash flow resulting from company activity in the market can also reduce 

probability of bankruptcy.  

3. High level of debt for every company can increase probability of bankruptcy.  

4. High rate of cash income needed for capital operational costs can increase probability of 

bankruptcy. 

Beaver found that these ratios could be used more than any other ratios to predict financial 

failure:  

1. Cash flow / total debt. 

2. Net income / total assets. 

3. Total debt / total assets. 

4. Operating capital / Total assets. 

5. Current Ratio. 

Most of financial failure models uses profitability  , short term debt and total assets ratios 

the study found out that the most common used and affective model is Altman model (Z-score 

model) because of it easy to measure and calculate it  and it is the only model that classify the 

results in to three zones (  safe zone – gray zone- distress zone). 

3.9.4 Market Value Ratio: 

These ratios serve stock analysts in performing their duties when evaluating the performance 

of companies, as they serve current and prospective investors, who deal in financial markets, 

to know the market prices for the stocks (Matar, 2007). 
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1. Price per Share/Earnings Ratio: 

This ratio shows the price that the investor is willing to pay for each dollar of profits. 

The output of this ratio is expressed in the number of prices. This percentage is high in 

companies with high growth, while the percent is low in companies with high risks 

(Aljerjawe, 2008).  

Calculation with this formula: 

Price per share / earnings (P/E) ratio = Price per share /Earnings per share. 

 

2. Price/Cash Flow Ratio: 

Stock prices depend on a company‟s ability to generate cash flows. Consequently, 

investors often look at the price per share /cash flow ratio, where cash flow is defined as net 

income plus depreciation and amortization (Brigham and Ehrhrdt, 2014). 

Calculation with this formula: 

Price=cash flow ratio =Price per share /Cash flow per share. 

3. Market Value /Book Value Ratio: 

This ratio is calculated by dividing the Market price per share by the Book value per 

share. If the value of this index is greater than one, this means that the company performs well 

according to the assessment of investors in the financial markets and this is reflected in the 

higher market price rather than book value price , it will be better if the ratio percent is bigger 

than one (Aldouri and Zanad, 2003).  

Calculation with this formula:  

Market/book ratio= M/B = Market price per share / Book value per share 

3.10 Summary: 

This chapter explored the dependent variable which is financial performance, the 

introduction discussed that financial indictors helped to find out performance of each business 

and its health and then financial performance definition the way that a company achieved its 

financial goals and the efficiency of utilizing resources by management entrusted by 
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shareholders in generating wealth, there are some internal and external factors influencing 

financial performance one of them control the efficient use of available financial resources 

and cost control, although there are some determinations of financial performance which is 

the level of liquidity, size of the company, age of the company and the risk.  

Financial performance is important because it changing the nature of the work, 

increasing competition, improves initiatives, changing organizational roles and external 

demand and to decide which performance measure to adopt isn‟t easy it could be derived 

from the strategy, monitoring and the different stance and developed audits which help 

organizations identify the strengths and weakness of their measurement system when the 

organization had the adoption then it measures the financial performance by many indicators , 

there are traditional indicators which had a lot criticism, in most of studies financial indicators 

are divided into five groups liquidity ratios, assets management ratios, leverage ratio 

,profitability ratios and valuation ratios on this study we choose to talk about the risk ratio, 

credit risk and market value ratio that helped the research. 

The following chapter going to discuss methods and procedures includes (methodology 

of the study, methods of data collection, study society/ target community ,measurement of 

study variables and statistical processing).  
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4 Chapter Four  

Method and Procedures 
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4.1 Introduction: 

This chapter describes the methodology of the study and its targeted community. It also 

includes the description of the specific procedures for rationing its tool and its application 

plus the statistical processing handled in this study.  

4.2 Methodology of the Study: 

Based on previous studies related to the phenomenon of the agency‟s cost on the 

companies‟ financial performance listed in the Palestine Exchange, the study followed an 

analytical approach aimed at providing data and facts about the issue for explaining and 

clarifying the causes, context, and its consequences. 

4.3 Methods of Data Collection: 

This research is built upon the books, periodicals and special publications related to the 

subject who deals with the theory of the agency and the financial performance of the 

companies. It also examined other relevant references that have contributed to enrich this 

study scientifically.  

The main point is to identify the bases and sound scientific methods in undertaking 

accurate studies, and taking into consideration the latest developments that occurred and 

continue to be carried on in the field of the study. 

In addition, the published financial lists of the Palestinian companies listed in the 

Palestine  Exchange were used to obtain the necessary ratios to measure the variables of the 

study. Hence, the appropriate statistical tests were used in order to reach the precise and 

worthwhile indications that support the core of this study. 

4.4 Study Population: 

The study community consists of all public shareholding companies listed in the 

Palestine  Exchange which consists of 49 companies according to the official website of the 

Palestine  Exchange (PEX) on 12/12/2017.  

These units are divided into five sectors: Investment Sector, Banking Sector, Insurance 

Sector, Services sector and Industrial sector. All the financial statements of these companies 
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were obtained during the period (2012-2016) through the official website of the Palestine 

Exchange. The following table shows the distribution of the study population to the economic 

sectors. 

 Table (4.1): the distribution of the study sample according to Economic Sector   

Percentage Repetition Economic Sector 

24.49 10 Services sector 

26.53 13 Industrial sector 

14.29 7 Insurance Sector 

18.37 9 Investment Sector 

16.33 8 Banking Sector 

100.00 49 Total  

 
4.5 The Study Sample: 

The sample of the study was chosen from the population represented by all Palestinian 

companies listed in the Palestine Exchange according to the following criteria and conditions: 

1- Being listed in the Palestine  Exchange since 2012. 

2- Auditing and publishing their financial statements in the period from 2012 to 2016. 

3- Trading their shares from 2012 until 2016. 

4- Having a continuous trading movement during the period 2012 to 2016. 

5- Not being affiliated to any of the banking or insurance sectors which have a special 

financing structure, in addition to the inability to classify them on credit terms applied 

to other sectors. 

Therefore, the final sample of the study is composed of 30 companies which are 

conforming to the conditions mentioned above. The following table shows the distribution of 

the study sample on the economic sectors: 
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Table (4.2): The distribution of study sample according to Economic Sector 

Percentage Repetition Economic Sector 

33.333 10 Services sector 

36.667 11 Industrial sector 

30.000 9 Investment Sector 

100.000 30 Total 

The table (4.2) shows that the largest sectors represented in the sample of the study are 

the Industrial sector with 36.667%, followed by the Services sector and 30.000% from the 

Investment sector with 33.333%. This percentage is indeed in line with their actual percentage 

in the population.  

4.6 Measurement of Study Variables: 

4.6.1 Adjustment Variable Measurement: 

The (Z-Score model) was used to gauge the control variable for this study that is the 

credit rating for the listed companies in the Palestine  Exchange and the measurement of the 

credit rating of the constituent companies of the sample of the study.  

Most of the studies were based on the (Z-Score model) which proved its efficiency to 

measure the following of some studies that used the model is: 

 Al-Ghussein, 2004;  

 Al-Degham & others, 2006;  

 Georheta and Georgia, 2012. 

The model contains a number of financial ratios covering most of the company's 

operational and financial activities, which are reflected in the accounting figures derived from 

the financial reports that reflect the performance of the company and its activities. Therefore, 

the financial ratios of these models have been extracted from the financial statements of these 

companies, which were obtained through: 

 Published annual reports of some economic units; 

 Web sites for some brokerage institutions; 
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 Faxing and direct contact with some financial managers of listed 

economic units; 

 Official Website of Palestine  Exchange. 

After extracting the financial ratios needed to measure the credit rating of the 

shareholding companies formed in the sample of the study ; they have been used to access 

credit rating according to Z-Score model, then used the following model: 

Z = 1.2    +1.4   + 3.3  + 0.6  +0.99   

Where: 

  : Working capital / Total assets 

  : Retained earnings / Total assets 

  : Net profit before interest and tax / Total assets 

  : Market value of the shares of companies / Total liabilities 

  : Net sales / Total assets 

 

Table (4.3) shows Value of Z- Score for the study sample according to (Z-Score model) of 

each company in each year of the study: 

Table (4.3): Value of Z- Score for the study sample  

Year 

Currency Sector 
Company 

code 2012 2013 2014 2015 2016 

0.703 0.928 0.878 0.854 0.869 
USD 

Investment 
Sector 

C1 

2.248 2.548 -1.041 2.577 2.539 
USD 

Investment 
Sector 

C2 

2.684 3.076 1.841 2.745 2.717 
USD 

Investment 
Sector 

C3 

42.080 61.589 58.323 66.128 66.080 
JD 

Investment 
Sector 

C4 

0.781 -0.160 0.127 0.204 0.266 
USD 

Investment 
Sector 

C5 



53 

 

Year 

Currency Sector 
Company 

code 2012 2013 2014 2015 2016 

46.237 65.802 17.207 23.416 22.485 
USD 

Investment 
Sector 

C6 

1.593 3.124 2.870 3.224 2.987 
USD 

Investment 
Sector C7 

0.991 0.638 0.352 0.935 0.615 
USD 

Investment 
Sector 

C8 

0.703 0.928 0.878 0.854 0.869 
USD 

Investment 
Sector 

C9 

5.117 8.217 11.437 7.576 8.613 
USD 

Services 
sector 

C10 

4.032 4.246 3.068 3.295 1.539 
JD 

Services 
sector 

C11 

0.873 3.217 2.359 1.436 1.416 
JD 

Services 
sector 

C12 

2.362 1.743 1.947 4.215 4.050 
USD 

Services 
sector 

C13 

1.184 1.311 0.397 1.008 2.495 
USD 

Services 
sector 

C14 

0.510 0.553 0.678 0.607 0.443 
JD 

Services 
sector 

C15 

1.221 0.992 0.635 0.556 1.085 
JD 

Services 
sector 

C16 

1.911 1.648 1.512 1.341 1.538 
JD 

Services 
sector 

C17 

1.265 2.023 1.801 2.552 3.607 
JD 

Services 
sector 

C18 

1.047 0.793 0.646 0.836 1.137 
JD 

Services 
sector 

C19 

2.881 3.980 4.222 1.452 1.831 
JD 

Industrial 
sector C20 

4.323 4.100 5.110 4.589 3.592 
JD 

Industrial 
sector 

C21 

15.814 15.678 14.700 15.380 15.880 
JD 

Industrial 
sector 

C22 

1.686 1.205 0.384 -1.075 0.954 
JD 

Industrial 
sector 

C23 

2.548 2.332 1.240 1.268 1.125 
JD 

Industrial 
sector C24 

2.317 3.737 3.944 4.098 4.752 
USD 

Industrial 
sector 

C25 

4.357 3.983 3.391 4.425 5.877 
JD 

Industrial 
sector 

C26 

1.043 1.127 1.132 0.890 0.985 
JD 

Industrial 
sector 

C27 

4.349 5.453 5.885 4.586 4.623 
USD 

Industrial 
sector 

C28 

2.179 2.349 2.003 2.591 2.858 
USD 

Industrial 
sector 

C29 

3.474 4.534 4.729 5.377 5.066 
JD 

Industrial 
sector 

C30 
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Table (4.4) shows the Credit rating for the study sample for the companies listed on 

Palestine exchange constituting the sample of the study according to the Z-Score model 

conforming to the standard Altman, 1993: 

 When (z      ) the model expects that the company will not go bankrupt 

 When (z      ) the model expects that the company will go bankrupt 

If z is between (1.81 – 2.99) which is known as the grey zone, then the model can‟t accurately 

judge the probability of bankruptcy or not. 

It is noted from the table that a lot of companies were classified as distressed as the 

table contains 150 collected data to 30 companies in 5 years among which 66 were distressed 

and 57 non-distressed while the remaining 27 data were grey zoned which means that 44% of 

the companies listed in the Palestine Exchange are, at least, suffering from a state of 

economic stagnation that might be attributed to: 

1- the modernity of the Palestinian economy; 

2- the weakness of liquidity resulting from the decline in per capita income due to the 

increased unemployment rate and low GDP, which reduces the cash revenue 

(liquidity) of companies leading them to a low ability for payment. 

All of these reasons make the credit classification of these companies low. Although the 

companies distress rate was high, but it is relatively good compared to the study of (Al-Daour 

and Zamalt, 2013), which showed that 63.4% of the companies listed in the Palestine 

Exchange suffer somehow from a state of economic failure. 

 the difference between the two studies is due to the time difference between them which 

shows an improvement in the credit efficiency of the companies listed in the Palestine 

Exchange. 
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Table (4.4): Credit rating for the study sample  

Year 
Currency Sector 

Company 

code 2012 2013 2014 2015 2016 

distressed distressed distressed Misleading Misleading USD 
Investment 

Sector 
C1 

Misleading Misleading distressed Successful Successful USD 
Investment 

Sector 
C2 

Misleading Successful Misleading distressed distressed USD 
Investment 

Sector 
C3 

Successful Successful Successful Successful Successful JD 
Investment 

Sector 
C4 

distressed distressed distressed Successful Misleading USD 
Investment 

Sector 
C5 

Successful Successful Successful distressed distressed USD 
Investment 

Sector 
C6 

distressed Successful Misleading distressed distressed USD 
Investment 

Sector 
C7 

distressed distressed distressed Successful Successful USD 
Investment 

Sector 
C8 

distressed distressed distressed Successful distressed USD 
Investment 

Sector 
C9 

Successful Successful Successful distressed distressed USD 
Services 

sector 
C10 

Successful Successful Successful Successful Successful JD 
Services 

sector 
C11 

distressed Successful Misleading distressed Misleading JD 
Services 

sector 
C12 

Misleading Successful Misleading distressed distressed USD 
Services 

sector 
C13 

distressed distressed distressed distressed distressed USD 
Services 

sector 
C14 

distressed distressed distressed distressed distressed JD 
Services 

sector 
C15 

distressed distressed distressed Misleading Successful JD 
Services 

sector 
C16 

distressed distressed distressed distressed distressed JD 
Services 

sector 
C17 
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Year 
Currency Sector 

Company 

code 2012 2013 2014 2015 2016 

distressed Misleading distressed distressed Misleading JD 
Services 

sector 
C18 

distressed distressed distressed Successful Successful JD 
Services 

sector 
C19 

Misleading Successful Successful Successful Successful JD 
Industrial 

sector 
C20 

Successful Successful Successful distressed distressed JD 
Industrial 

sector 
C21 

Successful Successful Successful distressed distressed JD 
Industrial 

sector 
C22 

distressed distressed distressed Successful Successful JD 
Industrial 

sector 
C23 

Misleading Misleading distressed Successful Successful JD 
Industrial 

sector 
C24 

Misleading Successful Successful distressed distressed USD 
Industrial 

sector 
C25 

Successful Successful Successful Successful Successful JD 
Industrial 

sector 
C26 

distressed distressed distressed Misleading Misleading JD 
Industrial 

sector 
C27 

Successful Successful Successful Successful Successful USD 
Industrial 

sector 
C28 

Misleading Misleading Misleading Misleading Misleading USD 
Industrial 

sector 
C29 

Successful Successful Successful Successful Successful JD 
Industrial 

sector 
C30 

 

4.6.2 Measurement of Dependent Variable: Market Value to Book Value: 

Table (4.5) shows the ratio of the market to book value ratio for each of the companies 

listed in the Palestine Exchange which shows that the services sector achieves the highest 

ratio of market value to book value with an average of (1.243). This can be attributed to the 

inclusion of the largest stock exchange companies were they the telecommunications or 

electricity companies with regard to the low risk in this sector which increases its market 

value.  
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The lowest sectors to achieve market value to book value is the investment sector with 

an average of (0.837), which is the riskiest investment sector due to its high effect by 

exchange rate risks and inflation risks. In addition to its dependence on speculation, 

sometimes. this drives most of its businesses in a state of uncertainty which leads to reduce 

the market value. 

Table (4.5): Market to book value ratio for the study sample  

Mean 

for the 

sector 

Mean for 

the 

companies 

Year 

Currency Sector 

Company  

 

code  

2012 2013 2014 2015 2016 

 

 

 

0.837 

 

 

0.567 0.454 0.648 0.635 0.556 0.540 USD 
Investment 

Sector 

C1 

0.804 1.138 0.601 0.619 0.603 1.060 USD 
Investment 

Sector 

C2 

0.845 0.806 0.839 0.831 0.925 0.822 USD 
Investment 

Sector 

C3 

1.771 1.732 1.653 1.661 1.850 1.960 JD 
Investment 

Sector 

C4 

0.631 0.724 0.626 0.698 0.549 0.559 USD 
Investment 

Sector 

C5 

0.922 1.008 0.973 1.033 0.841 0.755 USD 
Investment 

Sector 

C6 

0.940 0.721 1.053 0.974 0.969 0.982 USD 
Investment 

Sector 

C7 

0.489 0.555 0.533 0.438 0.448 0.472 USD 
Investment 

Sector 

C8 

0.567 0.454 0.648 0.635 0.556 0.540 USD 
Investment 

Sector 

C9 

 

 

 

 

 

0.947 0.928 0.917 0.901 0.997 0.992 USD 
Services 

sector 

C10 

1.392 1.478 1.519 1.436 1.345 1.182 JD 
Services 

sector 

C11 

1.063 0.726 1.280 1.135 1.073 1.100 JD 
Services 

sector 

C12 

0.924 1.028 1.077 0.792 0.772 0.953 USD 
Services 

sector 

C13 

1.390 1.165 1.237 1.954 1.276 1.317 USD 
Services 

sector 

C14 
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Mean 

for the 

sector 

Mean for 

the 

companies 

Year 

Currency Sector 

Company  

 

code  

2012 2013 2014 2015 2016 

 

 

1.243 

0.850 0.786 0.921 0.793 0.869 0.881 JD 
Services 

sector 

C15 

0.930 0.948 0.860 0.938 1.041 0.862 JD 
Services 

sector 

C16 

0.842 0.791 0.691 1.206 0.741 0.779 JD 
Services 

sector 

C17 

1.066 1.078 1.103 1.117 1.081 0.949 JD 
Services 

sector 

C18 

3.031 2.908 2.880 2.930 3.146 3.293 JD 
Services 

sector 

C19 

 

 

 

 

 

 

 

1.070 

0.701 0.627 0.843 0.677 0.698 0.658 JD 
Industrial 

sector 

C20 

0.483 0.455 0.468 0.488 0.500 0.503 JD 
Industrial 

sector 

C21 

1.538 1.495 1.506 1.565 1.632 1.489 JD 
Industrial 

sector 

C22 

1.753 0.996 1.030 0.761 2.565 3.414 JD 
Industrial 

sector 

C23 

0.445 0.500 0.550 0.530 0.331 0.313 JD 
Industrial 

sector 

C24 

1.590 1.701 1.627 1.740 1.389 1.495 USD 
Industrial 

sector 

C25 

1.207 1.223 1.080 1.147 1.146 1.440 JD 
Industrial 

sector 

C26 

0.512 0.590 0.482 0.502 0.522 0.466 JD 
Industrial 

sector 

C27 

0.815 0.503 0.791 0.897 0.882 1.001 USD 
Industrial 

sector 

C28 

0.912 1.010 0.967 0.839 0.938 0.805 USD 
Industrial 

sector 

C29 

1.815 1.494 1.696 1.910 2.017 1.960 JD 
Industrial 

sector 

C30 

 

4.6.3 Measurement of Independent Variable: Leverage (Debt Ratio): 

The variable of this study is represented in the financial leverage for the companies 

listed in the Palestine Exchange. The leverage was calculated on the basis of the total 

liabilities to total assets in accordance with the most recent and old studies and writings. 
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Moreover, the effect of financial leverage arises from the existence of fixed financial costs of 

loan interest and preferred share distributions. It is obvious that the interest is calculated for 

short-term debt and long-term debt i.e. that both bear fixed costs and hence, have an impact 

on leverage (Horngren, 2014). 

Table (4.6) shows the results of the leverage analysis in the public shareholding 

companies listed on the Palestine  Exchange for the period of 2012-2016 and the highest rate 

of leverage was in the services sector companies with a rate of (0.394).  

The increase in profitability in the service sector companies alongside the increased 

liquidity resulted from increased cash flows makes it preferable for landlords not to get new 

partners who share their profits because this makes them further dependent on debt to finance 

their future investments.  

This approach justifies Weston et, al, 1996 theory which stipulates that successful 

investment opportunities let owners force managers to debt financing to ensure the reduction 

of the cost of the agency, and not to create new partners to share profits with. 

Table (4.6): Debt ratio (leverage) for the study sample 

Mean 

for the 

sector  

Mean for 

the 

companies

Year 

Currency Sector 
Company 

code  2012 2013 2014 2015 2016 

 

 

 

 

 

 

 

0.278 

 

0.354 0.359 0.354 0.357 0.337 0.362 
USD 

Investment 

Sector 
C1 

0.609 0.611 0.607 0.587 0.600 0.641 
USD 

Investment 

Sector 
C2 

0.175 0.156 0.139 0.184 0.191 0.204 
USD 

Investment 

Sector 
C3 

0.018 0.025 0.016 0.017 0.017 0.018 
JD 

Investment 

Sector 
C4 

0.375 0.363 0.418 0.399 0.376 0.316 
USD 

Investment 

Sector 
C5 

0.019 0.013 0.009 0.034 0.021 0.020 
USD 

Investment 

Sector 
C6 

0.255 0.297 0.240 0.246 0.227 0.265 
USD 

Investment 

Sector 
C7 

0.341 0.292 0.320 0.349 0.360 0.384 
USD 

Investment 

Sector 
C8 

0.354 0.359 0.354 0.357 0.337 0.362 
USD 

Investment 

Sector 
C9 



60 

 

Mean 

for the 

sector  

Mean for 

the 

companies

Year 

Currency Sector 
Company 

code  2012 2013 2014 2015 2016 

 

 

 

 

 

 

 

0.394 

0.070 0.101 0.064 0.046 0.075 0.066 
USD 

Services 

sector 
C10 

0.307 0.256 0.245 0.304 0.272 0.457 
JD 

Services 

sector 
C11 

0.468 0.648 0.287 0.368 0.491 0.544 
JD 

Services 

sector 
C12 

0.230 0.284 0.330 0.247 0.143 0.149 
USD 

Services 

sector 
C13 

0.606 0.633 0.645 0.715 0.648 0.389 
USD 

Services 

sector 
C14 

0.424 0.398 0.422 0.416 0.429 0.456 
JD 

Services 

sector 
C15 

0.439 0.400 0.377 0.418 0.481 0.520 
JD 

Services 

sector 
C16 

0.475 0.411 0.493 0.513 0.446 0.509 
JD 

Services 

sector 
C17 

0.238 0.332 0.248 0.261 0.205 0.143 
JD 

Services 

sector 
C18 

0.685 0.616 0.673 0.721 0.718 0.695 
JD 

Services 

sector 
C19 

 

 

 

 

 

 

 

0.274 

0.195 0.161 0.141 0.113 0.271 0.288 
JD 

Industrial 

sector 
C20 

0.079 0.077 0.081 0.065 0.073 0.100 
JD 

Industrial 

sector 
C21 

0.062 0.059 0.061 0.067 0.066 0.058 
JD 

Industrial 

sector 
C22 

0.377 0.233 0.285 0.352 0.486 0.527 
JD 

Industrial 

sector 
C23 

0.501 0.525 0.558 0.553 0.428 0.443 
JD 

Industrial 

sector 
C24 

0.292 0.390 0.295 0.294 0.251 0.231 
USD 

Industrial 

sector 
C25 

0.196 0.196 0.198 0.237 0.182 0.167 
JD 

Industrial 

sector 
C26 

0.549 0.540 0.544 0.548 0.567 0.547 
JD 

Industrial 

sector 
C27 

0.132 0.094 0.117 0.118 0.164 0.169 
USD 

Industrial 

sector 
C28 

0.301 0.310 0.312 0.348 0.293 0.240 
USD 

Industrial 

sector 
C29 

0.325 0.365 0.311 0.311 0.311 0.327 
JD 

Industrial 

sector 
C30 
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4.7 Statistical Processing: 

To achieve the objectives of the study and the analysis of the collected data, many 

appropriate statistical methods were used by using statistical packages for social sciences 

(SPSS). The following sets of statistical methods are used in data analysis through: 

1- Recurrent distributions, and arithmetic averages to analyze the differences in the 

variables of the study for each of the concerned companies, based on the results of 

(SPSS). 

2- Correlation analysis test with a significant level of (0.05) to measure the relationship 

between the dependent variables and the independent variables of the study. 

3- Regression analysis test and a significant level of (0.05) to measure the effect of the 

independent variables of the study on the dependent variable. 
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5 Chapter Five 

Results of Empirical Study and 

Hypothesis Testing 
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5.1 Hypotheses Testing: 

5.1.1 Hypothesis (1):  

There are no statistically significant differences in the degree of financial leverage ratio 

for the companies listed in the Palestine Exchange attributed to the company's credit rating as 

(safe zone, grey zone, and distress zone). 

The Analysis of one way anova was used to test the differences in the degree of 

financial leverage for the companies listed in the Palestine Exchange required by the 

company's credit rating (safe zone, grey zone, and distress zone) at (α=0.05). The results are 

listed in Table (5.1).  

It is clear that whenever the company's reliance on debt in its financing structure is low, 

the better is its credit rating.  

The table shows that the average leverage of the companies in distress is at (0.4505), 

followed by grey zone companies at (0.3438), while the leverage degree of the safe 

companies is (0.1446). This is because whenever the debt ratio of companies increases, the 

greater is the risk of being exposed to non-payment state; this hence, increases the possibility 

of financial distress .  

This study has similar results with the outputs of the study of (Abdullah Mohamed, 

2013) and of (Lee et., all., 2010) which reached a positive correlation between leverage and 

financial distress, despite the different communities of these studies, which confirms the 

credibility of the results of the study. 

Table (5.1): Results of one way anova analysis test (one way anova) testing the variances of 

the degree of financial leverage for the companies listed in palatine exchange 

 attributed to credit rating 

Sig. F 
Std. 

Deviation 
Mean Views  

0.000 

95.792 0.10305 0.1446 57 Successful company 

 0.15137 0.3438 27 Misleading company 

 0.12561 0.4505 66 Distressed company 

 0.18508 0.3151 150 Total 

Thus, the first hypothesis was rejected because there are differences of statistical 



64 

 

significance in the degree of financial leverage for the companies listed in the Palestine 

Exchange that is due to the company's credit rating (safe zone, grey zone, and distress zone). 

5.1.2 Hypothesis (2):  

There are no statistically significant differences in the market to the book value for the 

companies listed in the Palestine Exchange as attributed to the company's credit rating as 

(safe zone, grey zone, and distress zone). 

The Analysis of one way anova was used to test the differences in the market to book value 

ratio for the companies listed in the Palestine  Exchange as required by the company's credit 

rating (safe zone, grey zone, and distress zone) at (α=0.1). The results are listed in Table (5.2).  

The probability value is less than 0.1 indicating that there are statistically significant 

differences in the market to book value for the companies listed in the Palestine Exchange 

required by the credit rating.  

It is clear from the accounting averages that the more distress zone company's position is, the 

lower is its market value. The table shows that the market value to the book value of the safe 

zone companies is (1.1904) followed by the distress zone companies with their market value 

to the book value as (1.0580). grey zone companies have a market value to book value of 

(0.9105) because investors are further interested by the concrete and solid information and 

avoid taking the risk of uncertainty, which leads them to move away from the distress zone 

companies and thus decrease their market value.  

This hypothesis results contradict the results of (Al-Saadi, 2016) study that did not find out a 

relationship between market value and financial failure. This study is based on a study of the 

differences between the degree of financial failure/distress in the average value of the market 

companies. 

The study also divided the financial distress into three grades (safe zone, grey zone, and 

distress zone) while the study of (Al-Saadi, 2016) divided the financial failure into two 

degrees (distress, Non- distress). 
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Table (5.2): Results of one way anova analysis test (one way anova ) testing the variances of 

market to book value for the companies listed in Palestine Exchange attributed to credit 

rating. 

Sig. F 
Std. 

Deviation 
Mean Views  

.075 2.640 

0.43184 1.1904 57 Successful company 

0.25723 0.9105 27 Misleading company 

0.75794 1.0040 66 Distressed company 

0.58667 1.0580 150 Total  

Therefore, the second hypothesis was rejected. There are statistically significant differences in 

the market to book value for the companies listed in the Palestine  Exchange as required by 

the as recommended by the categorization of the company's credit rating (safe zone, grey 

zone, and distress zone). 

5.1.3 Hypothesis (3): 

There is no statistically significant effect of the debt ratio (debt / asset) index on the 

market value to the book value for the companies with low credit risk (safe zone companies). 

To test this hypothesis, the correlation analysis has been used between debt /assets and 

market value to calculate the market to book value of the companies with low credit risk 

(successful/safe zone companies).  

Table (5.3) shows that the level of statistical significance of the correlation coefficient 

between Indebtedness (debt /asset) and the market value to the book value for the companies 

with low credit risk (successful companies) is less than 0.05, and that the correlation 

coefficient is (0.357) which means that there is a statistically correlation relationship between 

Indebtedness (debt / assets) and market value to book value of companies with low insurance 

risk (successful companies). 

The increase in debt despite the company's success and its ability of payment, stems from the 

owners‟ desire not to expand the base of the new owners in addition to controlling the cost of 

the agency; thus reducing the waste of liquidity and of the managers' expenses which 

increases the market value of the company. The results of this study differ from the results of 
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(Zhao & Chen, 2006) study which showed that there is an inverse relation between the market 

to book value and the financial leverage. This is because the study of (Zhao & Chen, 2006) 

conducted the test on all the (distress, Non- distress) companies together without 

discrimination, while the current study conducted the test for each category separately. 

Table (5.3): Results of correlation and regression analysis for measuring the effect of debt 

ratio on market to book value for the companies with low credit risk (safe zone companies ) 

Successful companies (n=57)  

M/B Value B t Sig 

(Constant) 0.974 10.423 0.000 

Debit Ratio 1.495 2.832 0.006 

Y=0.974+1.495X 

R 0.357
a
 R Square 0.127 

The results of the regression analysis show that the adjusted limiting factor = 0.127 

which means that 12.7% of the change in the market value to the book value in the Non- 

distress companies (the dependent variable) is explained by the change in leverage 

(independent variable).  

The value of the test T = 2.832 and the probability value (Sig.) is equal to 0.006, which is less 

than the significance level α     . This indicates that there is a statistically significant effect 

of the debt ratio (debt / asset) index on market/ book value, according to the following 

regression equation: 

Y= -0.974 + 1.495x 

Thus, the third hypothesis was rejected. Accordingly, there is a statistically significant 

effect of the index of debt ratio (debt / assets) on market value to the book value of companies 

with low credit risk (safe companies). 

5.1.4  Hypothesis (4):  

There is no statistically significant effect of the debt ratio (debt / asset) index on the 

market value to the book value for the companies with medium credit risk (grey zone 

companies). 
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In order to test this hypothesis, the correlation analysis between the debt ratio (debt / 

asset) and the market/book value for the companies with medium credit risk (grey zone 

companies) was used. Table (5.4) shows that the coefficient of correlation (-0.090), which 

means that the relationship is inverse.  

This conclusion corresponds with the results of (Zhao & Chen, 2006) study which 

brings out an inverse relationship between the market value and the financial leverage 

because the increase of companies in grey zone according to the proportion of debt financing 

under uncertainty increases the likelihood of inability of payment and deepens the financial 

distress leading hence the investors to refrain from the acquisition of shares, the fact that 

reduces their market value.  

But the level of statistical significance of the correlation coefficient between each of 

debt ratio (debt / assets) and market value to the book value of medium credit risk companies 

(grey zone companies) is greater than 0.05, which means that there is no statistically 

significant relationship between debt ratio (debt / assets) and market value to the book value 

of intermediate credit risk companies (grey zone companies).  

Table (5.4): Results of correlation and regression analysis for measuring the effect of debt 

ratio on market to book value for the companies with medium credit risk (grey zone 

companies).  
Misleading companies (n=27) 

M/B Value B t Sig. 

(Constant) 0.963 7.596 0.000 

Debit Ratio -0.153 -0.451 0.656 

Y=0.963-0.153X 

R 0.090
a
 R Square 0.008 

The results of the regression analysis show that the adjusted coefficient of adjustment 

= 0.008 means that 00.8% of the change in the market value to the book value in the grey 

zone companies (the dependent variable) is explained by the change in the leverage 

(independent variable).  

The value of the test T = -0.451 and the probability value (Sig.) is 0.656, which is greater than 

the level of significance α     . This indicates that there is no statistically significant effect 
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of the index of debt ratio (debt / assets) on market value to book value, according to the 

following regression equation:  

Y= 0.963-0.153x 

Accordingly, the fourth hypothesis was accepted. There is no statistically significant 

effect of the index of debt ratio (debt / assets) on the market value to the book value for the 

companies with intermediate credit risk (grey zone companies). 

5.1.5 Hypothesis (5):  

 There is no statistically significant effect of the debt ratio (debt / asset) index on the 

market value to the book value for the companies with high credit risk (distress companies). 

In order to test this hypothesis, the correlation analysis between debt ratio (debts / 

assets) and market to book value was used to calculate the value of high credit risk companies 

(distress companies). Table (5.5) shows that the level of statistical significance of the 

correlation coefficient between each debt (debt / assets) and market value to the book value of 

companies with high credit risk (distress companies) is less than 0.05, and the correlation 

coefficient is 0.579. This means that there is a statistically significant relationship between 

debt ratio (debts/assets) and the market value to the book value of the respective companies.  

This is due to the fact that the companies‟ failure makes owners force the 

administration to finance by debt. Thus, the increase in debt gives an indication to new 

investors of the seriousness of the company in controlling the cost of the agency and 

improving its ability of payment which increases their interest in acquiring their shares and 

thus improving the market value of the company.  

The results differ from the conclusions of (Zhao & Chen, 2006) study which assure 

that a correlation relationship, not an inverse one exist with all the distress and non-distress 

companies without distinction while the current study has conducted the test for each category 

separately. 
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Table (5.5): Results of correlation and regression analysis for measuring the effect of 

debt ratio on market to book value for the companies with high credit risk 

 (distressed zone companies).  

Distressed companies (n=66)  

M/B Value B t Sig. 

(Constant) -0.570 -1.984 0.052 

Debit Ratio 3.495 5.683 0.000 

Y=-0.570+3.495X 

R 0.579
a
 R Square 0.335 

The regression analysis results show that the adjusted coefficient of change is 0.335, 

which means that 33.5% of the change in the market value to the book value for the distress 

zone companies (the dependent variable) is explained by the change in leverage (independent 

variable).  

The value of the test T = 5.683 and the probability value (Sig.) is 0.000 which is less 

than the significance level       ; this indicates that there is a statistically significant effect 

of the index of debt ratio (debt / assets) on the market value to the book value according to the 

following regression equation: 

Y=0.570+3.495x 

Therefore, the fifth hypothesis was rejected. Accordingly, there is a statistically 

significant effect of the index of debt ratio (debt / assets) on the market value to the book 

value for the companies with high credit risk (distress companies). 
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6.1 Introduction: 

After reviewing the theoretical framework of each of the variables of the study, the 

field study was conducted and the hypothesis of the study was tested. Therefore, the following 

conclusions and recommendations were reached: 

6.2 Results: 

Based on what was explained in the previous paragraphs of the data study analysis and 

of the hypothesis test, the following results show that: 

1- The companies listed in the Palestine Exchange rely on debt financing in a variable 

manner, as this ratio increases in the services sector compared to the sectors of industry and 

investment. 

2- 44% of the companies listed in the Palestine Exchange can be considered financially 

distressed, while the rest of the companies are classified as being successful and distressed. 

3- There is a direct and a correlation relationship between financial leverage and financial 

failure where the study found that the companies which rely less on debt in their financing 

improved their credit rating and vice versa. 

4- The market value of successful companies is the highest, followed by the distressed 

companies, while the grey zoned companies are considered to have low market values. 

5- Debt is direct proportionality with the market value of each of the companies with the 

distressed and successful credit rating. This confirms that the cost of the agency, if controlled 

by leverage, improves the value of the company while the debt is directly proportional to the 

market value of each of the grey zoned companies' credit rating.  
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6.3 Recommendations: 

Based on the findings of the study, some recommendations may be proposed: 

1- It requires caution by the company when increasing the debt even if the managers were 

on the high efficiency of performance in maximizing the substantive value. 

2- Managers could choose the capital structure away from the financing structure because 

the most profitable companies (with a potentially lower likelihood of bankruptcy) with 

heavy assets are less likely to fall into bankruptcy risk, they have guarantees from those 

assets that reduce the risk of bankruptcy in case they raise the level of debt in its funding 

structure. 

3- It is necessary for all public shareholding companies listed on the Palestine Exchange to 

obtain a credit rating in order to increase transparency, determine the level of financial 

risks, apply the rules of governance and increase the activities of the regulatory bodies to 

play their role in protecting the rights of the investors to activating the Palestine 

Exchange and increasing its efficiency. 

4- The credit rating gives the company advantages in increasing its ability to access the 

global capital markets, building reputation in the market, lowering financing costs, and 

being distinguished competitors, as well as motivating low-rated companies to reform 

their finances to improve their credit rating. 

5- It is necessary for the relevant institutions of the State Of Palestine as the Investment 

Authority and the Palestine Exchange to establish a legislative and legal framework that 

enables companies to deal with international credit rating agencies and obtain a credit 

rating. 

6.4: Suggested Future Studies: 

1- The Relationship Between Free Cash Flow And Agency Cost, Evidence From Companies 

Listed In Palestine Exchange (PEX).  

2- The Impact Of Free Cash Flow On Credit Risk, Evidence From Companies Listed In 

Palestine Exchange (PEX). 
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