
International Journal of Finance and Accounting 2014, 3(2): 112-121 
DOI: 10.5923/j.ijfa.20140302.08 

 

The Impact of Firm's Size, and Firm's Debts Level on the 
Debt and Profitability Relationship of the Industrial 

Listed Companies in the Palestine Exchange 

Zahran "Mohammad Ali" Daraghma 

Associate Professor of Accounting, Chairman of Accounting Department, Faculty of Administrative and Financial Sciences,      
Department of Accountancy, Arab American University, Jenin, P.O. BOX 240, Palestine 

 

Abstract  This paper aims to examine the impact of the debts on the accounting performance of the listed industrial 
companies in the Palestine Exchange; PEX and this is the first objective. The second objective aims to examine the 
influence of the firm's contextual factors (firm's size and firm's debts level) on the debt-performance relationship. The 
influence of the contextual factors is examined by classifying the data into two portfolios according to the firm's size and 
firm's debts level. In order to achieve the previous objectives, this paper has a sample of the accounting information that is 
taken from the industrial listed firms in the PEX for the period 2005-2012. This study employs a number of statistical tests 
(descriptive statistics, Pearson's correlation, the ordinary least squares, and pairwise Granger causality tests). Besides, 11 
industrial listed Palestinian corporations were selected to examine the hypotheses [88 firm-year]. The findings of this paper 
state that the industrial listed corporations in the PEX rely on the equity financing where 75% represents equity financing. 
Furthermore, the debts financing enhances the profitability of the industrial listed firms in the PEX where there is a positive 
impact of debts on the performance. The second result shows that there is a positive impact of the debts on the profitability 
for both low size firms and high size firms while high size firms can exploit their debts in a feasible way better than the low 
size firms. The third conclusion shows that the debts have no role in explaining the profitability for the low debts level 
firms. Additionally, there is a positive influence of the debts on the financial performance for high debts level firms. The 
aforementioned result comes with a rule. The rule states that the high debts level firms have opportunity to maximize the 
wealth more than the low debts level firms. At last but not least, this paper recommends the stakeholders in Palestine to 
consider the debts for interpreting the profitability. It highly recommends the PEX to allow the listed corporations to issue 
restricted number of bonds. 

Keywords  Industrial Sector, Contextual Factors, Profitability, Palestine Exchange [PEX], Optimal Capital Structure, 
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1. Introduction 
The financial society recognizes that the high level risk 

could lead to high level of performance. In 1959 Markowitz 
shows that investor is basically risk-averse because 
investors should be given superior returns so as to accept 
higher risk. Many authors measure the risk using the 
financial leverage and Beta indicators such as [1], [10], [11], 
and [26]. The main target of any corporation is to maximize 
its value. This point of view is interpreted by the Modigliani 
and Miller [11]. They stated an important theory. The 
theory states that when an optimal capital structure is 
recognized, a corporation would be able to maximize  
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earnings to its stockholders and these earnings would be 
higher than earnings obtained from a firm whose capital is 
only made up of equity. Another prove is the paper of [27] 
which explains that debt-financing reduces the agency costs 
related to equity financing such as the costs of stockholder 
dividends. 

The aforementioned analysis proves that there is a 
positive relationship between a specific level of risk and the 
financial performance. The studies of [22] and [33] show 
that a profit maximization process is influenced by picking 
an optimal capital structure. Moreover, many literatures 
show that the nature of the relationship between stock 
returns and the risk varies according to the contextual 
factors of a firm as in [30]. The most eminent contextual 
factors are firm size, industry, debts size and dividends. In 
contrast, other studies conclude that there is a negative 
relationship between risk and profit. This conclusion refers 
to the fact that states an optimal capital structure leads to a 
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positive impact as in [37], [40], and [42]. However, the 
negative relationship comes as a result of the capital misuse. 
The previous discussion indicates a mix of findings about 
the relationship between the financial performance and 
debts. Other studies conclude that the sign of the 
relationship varies when the firms' characteristics are 
considered. The following are explanations of the firm’s 
size effect and the optimal capital effect on the sign of the 
relationship between the financial performance and debts. 
On the first hand, a large firm exploits the debts in the 
correct way. This assumption supposes a positive 
relationship between the profit and risk. On the second hand, 
the optimal capital structure leads to a positive relationship 
between profit and debts as in [2], [6], [9], [13], [17], [20], 
[21], [25], [29], [35], and [41]. 

In Palestine, the paper of [39] is the only paper that 
examines the impact of capital structure on the performance 
of the banking sector. Their study does not examine the 
effect of the firm's contextual factors on the debts financing 
and financial performance association. Thus, this paper 
comes to provide additional evidence from the industrial 
listed companies in the PEX regarding the debts and 
financial performance relationship. Also, it comes to 
examine the impact of the firm's contextual factors (firm's 
size and debts level) on the relationship between the debts 
and the financial performance for the industrial listed 
companies in the Palatine exchange. 

The Palestine Exchange, for instance, established sixteen 
years ago, but the PEX is still an emerging market. Thus, 
there is insufficient evidence regarding the impact of debts 
on the firm’s performance and that is when the firm's 
contextual factors are considered. This reality encourages to 
investigate this matter from the environment of the 
industrial listed firms in the PEX. The findings of this paper 
provides a live evidence from Palestine regarding the topic 
of the paper and this is the first advantage. The second 
advantage is that the decision makers will be able to take 
the right decision regarding holding or selling the stocks 
and that is when the results of this paper are taken in 
account. The third advantage aims at investigating to which 
extent are the contextual factors of a firm (firm size and 
debts level) have an influence on the performance-debts 
relationship. However, in order to achieve the previous 
purposes, this paper depends on concrete methodology and 
follows the previous literatures. The methodology relies on 
the descriptive statistics, Pearson's correlation, the ordinary 
least squares, and pairwise Granger causality tests. Thus, 
this paper is divided into six sections. Section one is the 
introduction. Section 2 displays the previous research; 
section 3 presents the hypotheses of the study; section 4 
reports the data and research method; section 5 displays the 
results of hypotheses testing, and section 6 indicates the 
conclusion remarks. 

2. Literature Review 
Various previous studies examine the impact of debts and 

their composition on the performance of the corporations. 
Modigliani and Miller, (1958) [11] are the pioneers to 
landmark the topic of capital structure. They argued that 
capital structure was irrelevant in determining the firm’s 
value and its future performance. Also, Modigliani and 
Miller (1963) [12] showed that their model is no more 
effective if the tax was taken into consideration since tax 
subsidies on debt interest payments will cause a rise in firm 
value when equity is traded for debt. In 1976, the study of 
Jensen and Meckling [28] improved that the debts will 
increase the performance of a firm. 

Other studies provide a mixed evidence of debt structure. 
The studies of [16], [27], [34], and [38], for example, 
developed a model in which debt financing is shown to 
mitigate overinvestment problems but aggravate the 
underinvestment problem. Their model predicts that debt 
can have both a positive and a negative effect on firm 
performance and presumably both effects are present in all 
firms. Another example is the study of [23], which explains 
that the common element in the models of Myers, Jensen 
and Stulz focused on the link between the firm’s investment 
opportunity set and the effects of debt on the value of the 
firm. Thus, a reasonable conjecture will be that for firms 
with few growth opportunities, the positive effect of debt on 
firm performance will be more dominant whereas the 
opposite effect will apply for firms with high growth 
opportunities. In other words, the study of [23] points out 
that the relationship between ownership structure and firm 
performance will differ between low- and high-growth 
firms. Their conjecture is that ownership is likely to be 
more important for low-growth than for high-growth firms. 

Various studies have confirmed that firms with a high 
performance have a high debt to equity ratio, and explained 
a direct association between debts and firm performance as 
in [3], [4], [5], [6], [9], [13], [14], [19], [21], [24], [30], and 
[35]. Also, the study of Jensen [27] argues that debt is an 
efficient means by which to reduce the agency costs 
associated with equity. Moreover, the study of Kraus and 
Litzenberger [3] shows that with tax advantages of debt, 
optimal capital structure includes debt financing. In addition, 
the authors of [18] and [36] argue that debt can be valuable 
as a device for signaling firm value. In Jordan, the study of 
[33] investigates the impact of capital structure on corporate 
performance using a panel data sample representing 167 
Jordanian companies during 1989-2003. The results showed 
that a firm’s capital structure had a significantly negative 
impact on the firm’s performance measures, in both the 
accounting and market’s measures. In addition, the paper of 
[33] found that the short-term debt to total assets has a 
significantly positive effect on the market performance 
measure. In the Kuwait, the study of [31] examined the 
impact of financing decisions, capital structure, capital 
budgeting techniques, and dividend policy on the financial 
performance using the panel data of 80 listed companies in 
Kuwait Stock Exchange [KSE]. The results of [31] suggest 
that, contrary to the trade-off theory of capital structure, 
there is a negative association between the level of debt and 
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financial performance. These findings can be attributed to 
the high cost of borrowing and the underdeveloped nature 
of the debt market in Kuwait. Given the unique tax 
environment in Kuwait, using debt does not seem to be 
sufficient to outweigh the costs of using debt, including the 
high interest cost. The empirical findings also show that 
short-term debt has a significant and negative relationship 
with the accounting measures of performance (Return on 
Assets; ROA), while there is no impact of long-term debts. 
Because there is an inactive and an underdeveloped bond 
market, firms tend to involve more short-term loans than 
long-term loans. In Jordan the paper of [4] indicates that 
there is a negative relationship between the accounting 
performance and financial leverage. Additionally, in Sri 
Lanka, the paper of [32] indicates that the relationship 
between the capital structure and financial performance has 
a negative association. 

In Palestine, the study of [39] examines the relationship 
between the financial performance and capital structure of 
Palestinian financial institutions (banks). The study found a 
model to measure the effect of capital structure on the bank 
performance measured by Return on Equity; ROE, Return 
on Assets; ROA, total deposit to assets, total loans to assets 
and total loans to deposits. The results of [39] indicated that 
leverage has a negative impact on bank profitability. Also, 
the paper of [39] tests the effect of leverage on bank 
performance using Tobin's Q. It was also found that 
leverage has a negative effect on the Tobin's Q of the 
Palestinian banks. 

In Thailand the study of [7] examines the impact of the 
firm's size on the relation between the financial leverage 
and operating performance during 2007–2009. From a data 
set of 496,430 firm-year observations of a sample of 
170,013 firms, the study finds that after controlling the 
firm's size, a negative relationship between the leverage and 
financial performance exists. In addition, the study shows 
that operating performance is strongly related to leverage 
change for medium-sized firms, but this relationship does 
not exist among very small and very large firms. 

3. The Hypotheses 
This paper aims to examine the impact of the firm's 

contextual factors (firm's size and firm's debts level) of the 
industrial listed companies in the PEX on the relationship 
between debts and performance. Then, this paper comes to 
investigate the following hypotheses: 

H1o: The debts have no impact on the industrial listed 
companies’ performance. 

H2o: The firm's size has no impact on the debts and 
financial performance relationship for the industrial 
companies.  

H3o: The firm's debts level has no impact on the debts 
and financial performance relationship for the industrial 
companies.  

4. The Methodology 
This section describes the research approach, data, 

econometric techniques, study variables, and econometric 
models and hypotheses testing. Presented below are the 
clarifications of the abovementioned elements. 

4.1. Research Approach  

This paper depends on the empirical approach (positive 
theory) to examine the hypotheses by using the historical 
accounting data that published by the listed industrial 
companies in the Palestine Exchange. The positive 
accounting approach provides empirical evidence from the 
practice. And this approach assists to compare the outcomes 
with the theory of accounting. However, the theory of 
accounting and finance failed to provide clear evidence 
regarding the sign of the relationship between the debts and 
financial performance as explained in section (2). 
Accordingly, this paper will provide evidence from the 
industrial listed firms in the PEX. The next section (4.2.) 
displays the sample and data collection. 

4.2. Data 

The sample of this paper includes the industrial listed 
corporations in the Palestine Exchange (PEX) for an 8-year 
period from 2005-2012. This sample is selected according 
to the following conditions: a- Company should be listed in 
the Palestine Exchange. b- Company must be an industrial 
firm. c- Company's stock is traded. d- Company should be 
listed before January 1, 2012. Therefore, 11 industrial 
corporations meet the previous conditions. These 
corporations are selected to match the purposes of this 
paper by using the econometric models. What is more, the 
accounting data was gathered from the website of the PEX 
[www.p-s-e.com], companies guide, and the financial 
reports of the industrial corporations.  

4.3. Econometric Techniques  

In order to achieve the objectives of this paper, the 
econometric techniques should be taken in account. 
Previous studies test the impact of the debts on the 
accounting performance by employing the following tests 
(Pearson's correlation, the ordinary least squares, and the 
Granger causality tests). The Granger causality is a 
statistical hypothesis test for determining whether one 
variable is valuable in explaining another as in [8]. The 
causality between the debts and the accounting profit is 
expressed as the following: 

1. Debts does not Granger cause the accounting profit. 
2. The accounting profit does not Granger cause debts. 
The ordinary least squares relies on the assumption that 

supposes a linear relationship between the accounting profit 
(the dependent variable) and the debts (the independent 
variable). On the other hand, the impact of the firm's 
contextual factors are examined by dividing the sample into 
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two portfolios according to the firm's size and firm's debts 
level. The adjusted R squared is used for examining the 
impact of contextual factors.  

4.4. Study Variables 

The hypotheses of this paper state that the firm's 
contextual factors (firm's size and firm's debts level) have 
an effect on the relationship between the firm's profit and 
debts. Accordingly, this paper utilizes the variables that are 
used in the econometric models. Below are the definitions 
of the study variables. 

The first variable: The dependent variable represents the 
firm profit. In this paper, the Earnings Per Share is used to 
measure the performance. The Earnings Per Share is 
computed using the following equation: 

NIOS
PSDNP

EPS
it

itit
it

-
=  

Where: 
EPSit: The Earnings Per Share of firm I for year t. 
NPit: Net operating income after tax of firm I for period t. 
PSDit: Dividends on preferred stocks of firm I for period 

t. 
NIOSit: Average issued and outstanding common shares 

of firm I for year t. 
The second variable: The independent variable is the debt 

ratio. This ratio is calculated using the debt/ total assets 
which is similar to the recent studies of [2], [15], [20], [25], 
and [43]. Mathematically, the debt ratio is calculated as 
follows: 

TA
TD

LR
it

it
it =  

Where: 
LRit: The debt ratio of firm I for year t. 
TDit: Total debts of firm I for period t. 
TAit: Total assets of firm I for period t. 
The third variable: In this paper, the mediating variables 

are used to test hypothesis number 2 and 3. Hypothesis 
number 2 states that "There is no impact of the firm's size 
on the debts-performance relationship for the industrial 
companies" [the null hypothesis]. Also, the firm's size is 
measured by using the natural logarithm of the net sales. 
Mathematically, the firm's size is calculated as follows: 

( )it itLogFS SL =    

Where:  
FSit: The size of firm I for year t. 
SLit: Total sales of firm I for period t. 
Log: The natural logarithm. 
The second hypothesis of this paper provides an evidence 

regarding the impact of the firm's size on the 
debts-performance relationship for the industrial companies. 
This could be achieved by classifying the companies into 

two portfolios (high size portfolio, and low size firms). 
Moreover, this paper compares the relationship sign of the 
two sub-samples by relying on the value of adjusted R 
squared.  

The third hypothesis states that "There is no impact of 
firm's debts level on the debts-performance relationship for 
the industrial companies." [the null hypothesis]. The firm's 
debts level is measured by using the total debts/ total assets. 
Mathematically, the debt level is calculated as follows: 

TA
TD

LR
it

it
it =  

Where: 
LRit: The debts level of firm I for year t. 
TDit: Total debts of firm I for year t. 
TAit: Total assets of firm I for year t. 
The third hypothesis of this paper provides an evidence 

regarding the impact of firm's debts level on the 
debts-performance relationship for the industrial companies. 
This hypothesis could be examined by classifying the 
companies into two portfolios (high debts level firms, and 
low debts level firms). This paper compares the relationship 
sign of the two sub-samples by relying on the value of 
adjusted R squared.  

4.5. Econometric Models and Hypotheses Testing 

This section comes to design econometric models for 
testing the hypotheses of this paper. Hereinafter is a 
description of the mechanisms that used for testing each 
hypothesis: 

4.5.1. An Econometric Model for Testing the First 
Hypothesis 

The ordinary least squares and Granger causality models 
are used for examining the first hypothesis. Presented below 
is the simple linear equation:   

1 itit oEPS LRα α= +  

Where: 
EPSit: The Earnings Per Share of firm I for year t. 
LRit: The debt ratio of firm I for year t. 
α0: The constant. 
α1: The debt ratio response coefficient. This coefficient 

explains the role of debts in explaining the profitability of 
firm I for year t. 

4.5.2. Econometric Model for Testing the Second 
Hypothesis 

This paper examines the impact of a firm's size on the 
debts-performance relationship by dividing the sample into 
two portfolios (high size firms and low size firms). The 
adjusted R square is used for testing the impact of firm's 
size. For instance, the firm's size is measured by using the 
natural logarithm of the net sales. And the sample is 
classified according to the mean of firm's size. The outliers 
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were excluded from the sub-samples. Presented below are 
the definitions of high size firms and low size firms: 

Firstly: The values above the mean represent high size 
firms. 

Secondly: The values below the mean represent low size 
firms. 

The simple linear regression is implemented two times. 
The first run is for high size firms portfolio. The second run 
is for low size firms portfolio.  

4.5.3. An Econometric Model for Testing the Third 
Hypothesis 

The third hypothesis is tested by classifying the sample 
into two portfolios (high debts level firms and low debts 
level firms). The impact of debts level on the 
debts-performance relationship is examined by using the 
adjusted R square. For instance, the firm's debts level is 
measured by using the debt ratio. And the sample is 
classified according to the mean of firm's debts level. Also, 
the outliers were excluded from the sub-samples. Presented 
below are the definitions of the high debts level firms and 
low debts level firms: 

Firstly: The values above the mean represent high debts 
level firms. 

Secondly: The values below the mean represent low 
debts level firms. 

The simple regression is implemented two times. The 
first run is for high debts level firms portfolio. And the 
second run is for low debts level firms portfolio.  

5. The Results 
This section shows both the descriptive statistics and 

hypotheses testing results by exploiting the econometric 
methods that used by other researchers like [2], [3], [5], [6], 
[9], [13], [14], [19], [20], [21], [24], [25], [30], [35], [41], 
and [43]. Presented below are the findings of this paper. 

5.1. The Descriptive Statistics 

Table 1 displays the descriptive statistics of Earnings Per 
Share; EPS for the annual and pooled data of 11 industrial 
listed corporations in the Palestine Exchange (PEX) 
from 2005-2012, 88 firm-year. As well, the average of the 
EPS is positive for the annual and pooled data. The mean of 
pooled data is 0.236. What’s more, this paper concludes that 
in average the industrial listed companies achieve profit. 

Table 2 shows the descriptive statistics of the financial 
leverage indicator; FL for the annual and pooled data of 11 
industrial listed corporations in the PEX from 2005-2012, 
88 firm-year. The mean of debt ratio is low for the annual 
and pooled data. What’s more, the table demonstrates that 
the debt ratio on average is 0.25 of the pooled data. Based 
on the debts mean, this paper concludes that the industrial 
listed corporations in the PEX rely on the equity financing. 
A 75% presents equity sources of financing. The previous 
result refers to the fact that the PEX deals only with the 

common stocks and there is no bonds issuing by industrial 
companies till now. As well, the low debts percentage refers 
to: (a) The bonds should be issued for a long-time period 
and Palestine is a highly volatile political environment, as 
thus bond issuing is blurred at this stage. (b) Banks require 
collateral to debt and the Palestinian companies could not 
provide such collaterals due to the fact of political 
circumstances. 

Table 1.  Descriptive statistics (Earnings Per Share; EPS)* 

Year N Mean Max. Min. SD 
2005 11 0.275 1.439 -0.042 0.462 
2006 11 0.338 1.246 -0.007 0.383 
2007 11 0.272 2.340 -0.093 0.695 
2008 11 0.145 0.341 -0.063 0.149 
2009 11 0.175 0.389 -0.087 0.155 
2010 11 0.203 0.335 -0.080 0.153 
2011 11 0.293 0.499 -0.009 0.192 
2012 11 0.188 0.472 -0.065 0.195 

Pooled 88 0.236 2.340 -0.093 0.343 

* The Earnings Per Share; EPS is extracted from the listed corporations 
annual guide, published by the Palestine Exchange 

Table 2.  Descriptive statistics (leverage ratio; LR= total debts/ total 
assets)* 

Year N Mean Max. Min. SD 
2005 11 0.221 0.483 0.093 0.129 
2006 11 0.251 0.502 0.082 0.132 
2007 11 0.295 0.582 0.079 0.186 
2008 11 0.300 0.607 0.067 0.169 
2009 11 0.250 0.645 0.122 0.145 
2010 11 0.222 0.572 0.129 0.128 
2011 11 0.235 0.639 0.104 0.156 
2012 11 0.227 0.590 0.053 0.174 

Pooled 88 0.250 0.645 0.053 0.151 

* The LR represents the debt ratio 

Table 3.  Descriptive statistics (firm’s size) * 

Year N Mean Max. Min. SD 
2005 11 6.576 7.708 5.148 0.667 
2006 11 6.750 7.778 5.818 0.562 
2007 11 6.018 8.491 6.018 0.685 
2008 11 6.835 7.701 6.173 0.489 
2009 11 6.824 7.710 6.124 0.480 
2010 11 6.851 7.784 6.076 0.492 
2011 11 6.945 7.982 6.180 0.468 
2012 11 6.943 7.833 6.155 0.453 

Pooled 88 6.812 8.491 5.145 0.533 

* The firm size is measured by using the natural logarithm of the net sales 

Table 3 presents the descriptive statistics of the natural 
logarithm of sales. The Log (sales) is computed for 
measuring the firm’s size. The table explains the descriptive 
statistics of the annual and pooled Log (sales) of 11 
industrial listed corporations in the (PEX) from 2005-2012, 
88 firm-year. As well, the average of Log (sales) is 6.812. 
This mean is used for formulating low firm’s size portfolio 
and high firm’s size portfolio. This classification helps to 



 International Journal of Finance and Accounting 2014, 3(2): 112-121 117 
 

 

examine the impact of the firm’s size on the sign of the 
relationship between the financial performance and debt 
ratio. 

5.2. The Correlation Matrix 

Table 4 illustrates the outcomes of Pearson correlation 
statistic for the annual and pooled time series of the firm’s 
size, debt ratio, and the Earnings Per Share. The correlation 
test demonstrates the following findings. 

Table 4.  Correlation matrix (EPS, LR, & FS) 

Year Variable Firm’s size LR 

2005 
EPS 0.715** 0.284* 
LR -0.228  

2006 
EPS 0.838*** 0.578* 
LR 0.409  

2007 
EPS 0.875*** 0.475* 
LR 0.318  

2008 
EPS 0.592* 0.276 
LR 0.454  

2009 
EPS 0.723*** 0.615** 
LR 0.665**  

2010 
EPS 0.641** 0.259 
LR 0.644  

2011 
EPS 0.159 -0.086 
LR 0.545  

2012 
EPS -0.063 -0.308 
LR 0.580*  

Pooled 
EPS 0.597*** 0.256** 
LR 0.374***  

*** Correlation is significant at 0.01, ** Correlation is significant at 0.05, * 
Correlation is significant at 0.10. Where: FS= firm’s size, LR= leverage ratio 
or debt ratio, and EPS = Earnings Per Share 

Firstly, there is a significant and positive relationship 
between the financial performance and the debt ratio. This 
indicates that the debt financing enhances the profitability 
of the industrial listed corporations in the Palestine 
Exchange; PEX. Also, the pooled data correlation 
coefficient is 0.256 and statistically is significant at 0.05. 

Secondly, the correlation analysis shows significant 
positive relationship between the financial performance and 
firm’s size of the industrial listed companies in the PEX. 
The pooled data correlation coefficient is 0.597 and 
statistically is significant at 0.01. 

Thirdly, there is a significant relationship between the 
debt ratio and firm’s size of the industrial listed companies 
in the PEX. What is more, the pooled data correlation 
coefficient is 0.374 and statistically is significant at 0.01.  

5.3. The Findings 

This part comes to investigate the three hypotheses of 
this paper. This part establishes concrete conclusion from 
the environment of the industrial listed firms in the PEX 
regarding the impact of firm’s size and firm’s debts level on 
the financial performance and the financial leverage 
relationship. Besides, this section provides a model to 
determine the sign of the relationship between the risk and 

profitability. Presented below are the outcomes of the three 
hypotheses of this paper.  

5.3.1. Findings of Hypothesis Number One 

Table 5 shows the statistics of the Ordinary Least 
Squares (OLS) which examine the first hypothesis of this 
paper. The first hypothesis comes to test the impact of 
financial leverage on the profitability of the industrial listed 
corporations in the Palestine Exchange. The statistics of the 
pooled time series of the Earnings Per Share and debt ratio 
point out that there is a positive impact of debts on the 
financial performance. Therefore, the value of the R 
squared is 0.066 and the F-value is 6.05. The value of R 
squared shows that the debt ratio interpret 6.6% of the 
performance. The financial leverage response coefficient 
[α1=0.584] is positive and statistically is significant at 1%. 
The previous analysis indicates that the debts financing 
leads to high level of profitability for the industrial listed 
companies in the PEX. However, there is a necessity to 
examine the influence of the contextual factors on the 
financial performance and debts financing relationship. For 
this reason, the second and the third hypotheses come to 
investigate the influence of the contextual factors (firm’s 
size, and firm’s debts level) on the relationship between the 
profitability and financial leverage. As a conclusion, the 
alternative hypothesis is accepted and the null is rejected. 
Also, hypothesis 1 is tested using the Granger causality 
model. In 1969, the pioneer author Granger formulated the 
Granger causality model [8]. Granger model is used for 
testing the economical phenomenon. The Granger causality 
model is a statistical hypothesis test used for determining 
whether one variable is useful in explaining another. This 
paper employs the Granger causality test for examining the 
role of debt ratio in explaining the profitability of the 
industrial listed corporations in the PEX. This test provides 
evidence about the impact of the financial leverage on the 
profitability. However, this paper formulates the Granger 
models for examining the role of financial leverage in 
interpreting the financial performance for the industrial 
listed companies in the PEX. Presented below are the 
Granger models that are used for testing the first hypothesis. 

+t o tb EPSFL = ∑
1=

m

j
jtj FLa + ∑

1=

m

j
jtj EPSb + ε t

,  (1) 

+ tt oEPS c FL = ∑
1=

m

j
jtj FLc + ∑

1=

m

j
jtj EPSd + ε t

,  (2) 

Where: 
T: Time. 
J: Lag period. 
EPSit: The Earnings Per Share of firm I for year t. 
LRit: The leverage ratio of firm I for year t. 
bo, αj, bj, co, cj, dj: The coefficients of the models (1 & 2). 
The EViews econometric software package is used for 

running the Granger causality tests. Table 8 shows the 
results of the Pairwise Granger Causality tests. The test 
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proves that the financial leverage does Granger cause the 
profitability (the F-statistic is 3.545 and statistically is 
significant at α = 0.05. 

5.3.2. Findings of Hypothesis Number Two 

This section comes to examine the impact of firm’s size 
on the relationship between the financial performance and 
the financial leverage regarding the industrial listed 
corporations in the PEX. Table 6 consists of two panels, 
where panel [A] tests the financial performance and 
financial leverage relationship for low size firms. Panel [B] 
tests the financial performance and financial leverage 
relationship for high size firms. 

Panel [A] explains that there is a positive impact of the 
financial leverage (debt ratio) on the profitability for low 
size firms. The value of adjusted R squared 0.026 and the 
model is statistically significant [α1=5%]. The value of 
adjusted R squared shows that the debt ratio interpret 2.6% 
of the performance for low size firms. 

Panel [B] illustrates that there is a positive influence of 
the debt ratio on the financial performance for high size 
firms. Tables 6 explains that the value of adjusted R 
squared for the high size firms portfolio 8.6% is greater 
than the value of adjusted R squared for the low size firms 
portfolio 2.6%. The previous discussion proves that the high 
size firms can exploit their debts in feasible way better than 
the low size firms. These findings have a concrete 
conclusion. 

This conclusion states that the Palestinian investor in the 
common share must take in account the firm's size when the 
investor links the profitability with the financial leverage of 
the industrial listed corporations in the Palestine exchange; 
PEX. 

5.3.3. Findings of Hypothesis Number Three 

This part comes to investigate the influence of firm’s 
debts level on the relationship between the financial 
performance and the financial leverage regarding the 
industrial listed corporations in the PEX. Table 7 comprises 
of two panels where panel [A] examines the earnings and 
the financial leverage connection for low debts level firms. 
Panel [B] examines the financial performance and financial 
leverage relationship for high debts level firms. Panel [A] 
shows that there is no role of debts in explaining the 
profitability of low debts level. Also, the value of adjusted 
R squared 0.025 and the model is statistically insignificant. 
Additionally, Panel [B] demonstrates that there is positive 
influence of the debt ratio on the financial performance for 
high debts level firms. The value of adjusted R squared 
0.063 and the model is statistically significant. The value of 
adjusted R squared shows that the debt ratio interpret 6.3% 
of the performance for the high debts level firms. The 
previous discussion concludes a rule. The rule states that the 
high debts level firms have opportunity to maximize the 
wealth more than the low debts level firms in the 
Palestinian environment. 

Table 5.  Results of simple regression for testing the impact of debts on the performance of the industrial listed corporations in the PEX for 8 years from 
2005-2012. (n) 

1 itit oEPS LRα α= +  

Year Constant (α0) LR Coefficient (α1) F-Value R2 Adjusted R2 

2005 0.049 
(0.168) 

1.012 
(0.890) 0.793 0.081 0.021 

2006 -0.083 
(-0.376) 

1.675* 
(2.127) 4.524* 0.334 0.261 

2007 -0.233 
(-0.611) 

1.710 
(1.543) 2.382 0.209 0.121 

2008 0.071 
(0.744) 

0.243 
(0.863) 0.745 0.076 0.026 

2009 0.01 
(0.129) 

0.660** 
(2.342) 5.485** 0.379 0.310 

2010 0.135 
(1.391) 

0.308 
(0.804) 0.647 0.067 0.037 

2011 0.319 
(2.802)** 

-0.106 
(-0.258) 0.802 0.007 0.103 

2012 0.266** 
(2.667) 

-0.345 
(-0.972) 0.945 0.095 0.005 

Pooled 0.090 
(1.3) 

0.584*** 
(2.460) 6.050*** 0.066 0.055 

(n): *** Significant at 0.01, ** Significant at 0.05, and * Significant at 0.10. 
Where: 

EPSit: The Earnings Per Share of firm I for year t 
LRit: The leverage ratio of firm I for year t. 
α0: The constant. 
α1: The leverage ratio response coefficient. This coefficient explains the role of leverage ratio in 
explaining the profitability of firm I for year t. 
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Table 6.  Results of simple regression for testing the impact of firm’s size on the relationship between the financial leverage and the financial performance 
for the industrial listed corporations in the PEX for the pooled time series 

EPSit= α0 + α1 LRit 

Panel A: Low size firms portfolio 

Period Constant (α0) 
Debt ratio 

Coefficient (α1) 
F-Value R2 Adjusted R2 

Pooled -0.025 
(-0.025) 

0.266* 
(1.880) 3.534* 0.085 0.026 

Panel B: High size firms portfolio 

Period Constant (α0) 
Debt ratio 

Coefficient (α1) 
F-Value R2 Adjusted R2 

Pooled 0.156 
(1.228) 

0.855** 
(2.135) 4.559** 0.112 0.086 

(n): *** Significant at 0.01, ** Significant at 0.05, and * Significant at 0.10. 
Where: 

EPSit: The Earnings Per Share of firm I for year t 
LRit: The leverage ratio of firm I for year t. 
α0: The constant. 
α1: The leverage ratio response coefficient. This coefficient explains the role of leverage ratio in 
explaining the profitability of firm I for year t. 

Table 7.  Results of simple regression for testing the impact of firm’s debts level on the relationship between the financial leverage and the financial 
performance for the industrial listed corporations in the PEX for the pooled time series 

EPSit= α0 + α1 LRit 

Panel A: Low debts level firms portfolio 

Period Constant (α0) 
Leverage ratio 
Coefficient (α1) 

F-Value R2 Adjusted R2 

Pooled 0.016 
(0.108) 

1.559 
(1.365) 1.864 0.055 0.025 

Panel B: High debts level firms portfolio 

Period Constant (α0) 
Leverage ratio 
Coefficient (α1) 

F-Value R2 Adjusted R2 

Pooled -0.049 
(-0.279) 

0.895** 
(2.331) 3.985 0.084 0.063 

(n): *** Significant at 0.01, ** Significant at 0.05, and * Significant at 0.10. 
Where: 

EPSit: The Earnings Per Share of firm I for year t 
LRit: The leverage ratio of firm I for year t. 
α0: The constant. 
α1: The leverage ratio response coefficient. This coefficient explains the role of leverage ratio in 
explaining the profitability of firm I for year t. 

Table 8.  Results of pairwise Granger causality test 

The null hypothesis F-Statistic Probability 

The profitability does not Granger cause the financial leverage 0.636 0.5316 

The financial leverage does not Granger cause the profitability 3.545 0.0334 

* If the value of the probability is more than 0.05, the null hypothesis must be rejected 

6. Conclusions 
This paper add to the dispute about the 

profitability-financial leverage relationship of the industrial 
listed companies in the Palestine Exchange; PEX. It also 
examines the influence of the firm's contextual factors 
(firm's size and the firm's debts level) on the 
profitability-financial leverage relationship by dividing the 

data into two portfolios and that is according to the firm's 
size and firm's debt level. The achievement of the previous 
objectives requires obtaining financial data from the 
industrial listed corporations in the PEX for the years 
2005-2012. In addition, the study utilizes a number of 
econometric tests (descriptive statistics, Pearson's 
correlation, the ordinary least squares, and pairwise Granger 
causality tests). 11 industrial listed corporations in the PEX 
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are selected to examine the hypotheses [88 firm-year]. 
However, this paper comes with three important findings. 
Firstly, the industrial listed corporations in the PEX rely on 
the equity by 75%. In addition, the analysis shows a 
positive impact of debts on the financial performance. 
Secondly, the financial leverage has a positive impact on 
the profitability for low size firms and for high size firms 
while the high size firms can exploit their debts in feasible 
way better than low size firms. Thirdly, there is no role of 
debts in explaining the profitability for the low debts level 
firms. Also, there is a positive influence of the debts on the 
financial performance for the high debts level firms. 
However, the previous result concludes a rule. The rule 
states that the high debts level firms have opportunity to 
maximize the wealth more than the low debts level firms.  

Finally, this paper recommends the stakeholders in 
Palestine to consider the debts for interpreting the 
profitability. It highly recommends the PEX to allow the 
listed corporations to issue restricted number of bonds. 
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