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Capital structure is negatively related to firm performance. Agency cost also has a negative impact on corporate
performance; however, in the case of return on assets (ROA) and earnings per share (EPS), the relationship is positive.
Interestingly, the findings illustrate that increasing the level of debt can reduce agency costs and enhance firm
performance. Moreover, robust correlations are revealing that agency cost significantly affects the relationship between
capital structure and corporate performance.
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| 1. Introduction

The concept of an agency relationship highlights that a manager (agent) and shareholder (principal) behave in their own
interest and this creates conflict of interest, which results in increasing enterprise costs, commonly known as “agency
costs” (Hoang_et al. 2019). According to Demsetz and Lehn (1985), huge publicly listed companies, including

manufacturing firms, are often reported to have extremely diffuse ownership composition that efficiently segregates
ownership of residual rights from corporate control. This division of control and ownership is a significant topic of debate in
both organizational economic theory and the continuing discussion of the social impact of contemporary businesses.
Many companies need significant amounts of money in order to obtain scale economies. Thus, efficient managers may be
more suitable for managing a company due to their technical proficiency, knowledge, and personal characteristics (Sdiq
and Abdullah 2022). For the benefit of large shareholders, however, agents are pressured by the owners to eliminate
diversification and achieve a certain level of adequate performance (Thomsen and Pedersen 2000). These elements
result in agency issues between agents and principals. Agency cost is involved in monitoring agents, supervising agents,
and also trying to prevent their abuse (Hoang et al. 2019; Sdiq_.and Abdullah 2022).

In addition, owners suffer from agency conflict, as their executive managers may not perform effectively on their behalf
and may receive excessive bonuses and luxury salaries (Abdullah and Tursoy 2023; Baykara and Baykara 2021; Kalash

2019). Hence, agency cost of equity may increase when the interest of the managers is different from the interests of
shareholders, and this can only be eliminated by effective planning (Sdiq_and Abdullah 2022). Jensen and Meckling
(1976) have also argued that agency problems can be reduced by utilizing debt financing because managers may be
disciplined by having consistent debt payment. Debt also restricts the agent’s capacity to diminish value via lack of effort
or perquisite spending. However, costs may be involved in a prominent level of leverage, and this may increase the
agency costs regarding debt (Jensen 1986). Thus, the company’s capital structure has a crucial role in creating a balance
between the agency costs regarding equity, debt, and other benefits of debt.

A firm’s capital structure, on the other hand, can be seen through a statement of financial position (balance sheet), and it
is a mixture of debt (short and long-term) and the owners’ equity (preferred and common stock) (Ali and Ahmed 2021;
Ngatno et al. 2021; Sdig_and Abdullah 2022). The balance sheet also contains total assets, which are acquired through
equity or debt (Abdullah 2021). When examining a firm’s capital structure, one important aspect to consider is the ratio of
debt to equity. This means that when decisions are made by the managers on financial strategy, agency costs appear
(Dawar 2014). The findings from prior literature provide different arguments and suggest that more studies are still needed

to explain the relationship between capital structure and firm performance in less-developed countries (Ayalew and
McMillan 2021; Sdig_and Abdullah 2022).

Further, one of the crucial financial metrics for investors is financial leverage, which is generated from the amount of debt,
Myers (1984) argue that projected capital structure as a combination of debt capital, preferred stock capital, and equity
capital uses by the company as a long- and short-term funding strategy. This means that debt and equity have been



combined to represent the structure of capital historically. The first proposal was MM theory by (Modigliani and Miller
1958), which argued that capital structure has no bearing on a firm's value. This theory, however, is predicated on
restrictive expectations of a perfect capital market, which does not exist in reality (Le and Phan 2017). If these

assumptions are disproved, the debt-to-equity ratio decision becomes essential for determining value. For example,
based on the assumption of no taxes, Modigliani and Miller (1963) argued that companies ought to employ the maximum

possible debt in the structure of their capital due to interest payments that are tax-deductible. Therefore, the firm's
performance can be improved by using maximum debt, and shareholders have access to a greater amount of earnings.
The findings from prior investigations are different and resulted from testing both developed and developing countries. El-
Sayed Ebaid (2009) and Sheikh and Wang (2012) found a negative relationship between capital structure and firm

performance, while Ayalew and McMillan (2021), Al-Kayed et al. (2014), and Jouida (2018) illustrated that capital structure
is positively linked with financial performance.

| 2. The Relationship between Capital Structure and Firm Performance
2.1. Theoretical Approach

The first theory that attempted to clarify the issue of capital structure was the irrelevance hypothesis by Modigliani and
Miller (1958). MM theory claims that a corporate capital structure has no effect on firm value and that the value of the firm

will be decided by their assets rather than the proportion of equity or debt granted. In other words, the value of the firm is
unaffected by any combination of debt and equity. However, the proposal of MM depends on a number of assumptions
regarding a perfect efficient market, which include no bankruptcy risk; no taxes; no information asymmetry; no transaction
costs; and maximization being a goal embraced by all managers.

Further, to consider a capital market imperfectly, other theories have been proposed as a replacement to MM theory,
namely, agency theory; tradeoff theory; and pecking-order theory. Agency theory, developed by (Berle and Means 1932;
Jensen 1986; Jensen and Meckling_1976), asserts that there are conflicts of interest among management, stockholders,

and bondholders. The proper capital structure for maximizing corporate value is one that substantially reduces agency
costs. Jensen and Meckling (1976) also argue that agency costs have two main types: “agency cost of equity”, which is
driven by the conflict between agents and principals, and “agency cost of debt”, which is brought about by the conflict
between bondholders and equity holders. The conflict between agents (managers) and principals (shareholders) suggests
that agents prioritize achieving their own goals over maximizing the value of the company and returns for stockholders.
For instance, when there is extra free cash flow, managers might engage in unprofitable projects to promote their own
interests (Le and Phan 2017). However, Jensen (1986) claimed that when there is a significant amount of debt, managers

are under stress to participate in productive projects to generate free cash flow. Therefore, it is obvious that to minimize
the agency costs, debt may have an influence on firm performance.

Elaborated by (Kraus and Litzenberger 1973; Modigliani and Miller 1963), tradeoff theory argues that firm leverage is

measured by comparing the benefits of tax reduction in debt against the bankruptcy costs. The company will trade off the
expenses and advantages of debt related to tax savings and establish the ideal capital structure for maximizing firm value
in confronting economic crisis. Debt gains are mostly achieved due to tax shelters (Modigliani and Miller 1963). This is

because the firm can minimize tax obligation by reducing income through interest payment (Adair et al. 2015; Le and

Phan 2017; Sdig_and Abdullah 2022). Previous studies showed mixed results regarding the connection between capital

structure and corporate performance (Abdullah and Tursoy 2021; Ayalew and McMillan 2021; Mansyur et al. 2020), and

according to them, some circumstances, such as the size of the firm, industry dynamics, and market conditions, have an
influence on building this relationship.

Elucidated by (Myers 1977; Myers and Majluf 1984), pecking-order theory claims that firms prioritize their funding in order

to satisfy their capital needs. The internal finances are represented by operational earnings and should be used first.
Then, debt is generated, and once there is no more debt that can be acquired, finally, equity can be offered instead. In
fact, when the internal financing improves, firms rely less on financing from the external market. Hence, firms’ financial
performance is inversely affected by leverage (Myers and Majluf 1984).

2.2. Hypothesis Development

Most of these theories claimed debt may impact firm performance or value of the firm in an imperfect market.
Nonetheless, the correlation between capital structure and corporate performance has still been controversial, and the
empirical data support different interpretations of this relationship.

2.2.1. The Relationship between Capital Structure and Financial Performance



A study by Miller (1977) examined the relationship between capital structure and corporate performance by employing
different theories, such as agency theory, tradeoff theory, pecking-order theory, and MM theory. The study indicated that
capital structure and firm value had a favorable relationship and revealed evidence to support agency theory. Berger and
Bonaccorsi di Patti (2006) utilized data from the US banking sector and clearly highlighted that a greater debt ratio is
associated with better corporate performance, as measured by profitability. Particularly, a raise of 1% in the debt-to-equity
ratio leads to an improvement of 6% in firm profitability. Within a different context, other investigations also found financial
performance is positively affected by capital structure (Abdullah 2020; Abdullah and Tursoy 2021; Jouida 2018; Ngatno et

al. 2021). However, by concentrating on developing countries, some investigations, specifically those performed in
transitioning or emerging economies have proven that the capital structure and firm value or firm performance are
negatively correlated (Abor 2007; Sheikh and Wang_2013; Al-lmam and Hassan 2019; Alexander 2016; Dawar 2014;
Ibhagui and Olokoyo 2018; Li et al. 2019; Sadeghian et al. 2012; Siddik et al. 2017; Zeitun and Tian 2007).

Some other studies found a nonlinear connection between capital structure and corporate performance, which means
capital structure has an impact on firm financial performance in ways both positive and negative (Hasan et al. 2014;

Nogatno et al. 2021; Sdig_and Abdullah 2022; Tretiakova et al. 2021). Regarding non-existing relationship, few studies

reported that capital structure has no or weak influence on corporate performance (Al-Taani 2013; El-Sayed Ebaid 2009).
In the outline of capital structure theory, the most critical factor is obtaining capital, one measure of which is debt. The
higher the ratio of debt to assets, the greater the expectation of maximizing productive debt in developing a business that
can generate company profit as an essential factor in company performance (Al-Gamrh et al. 2020). In MM theory, the

right debt can improve company performance, and any debt that is not utilized optimally will only add to the debt interest
burden (Al-Gamrh et al. 2020).

2.2.2. The Relationship between Agency Cost and Firm Performance

The agency cost theory was first elucidated by (Berle and Means 1932) and later by (Jensen 1986; Jensen and Meckling

1976). It claims that when management and ownership of a corporation are separated, the manager (agent) who leads
the firm will be inspired and given the chance to carry out operations that promote their own benefits rather than
increasing the wealth of the owners. Agency costs arise as a result of insufficient legal agreement between the agents,
who are the managers, and the principals, who are the owners. They include the expenses spent by the owners to
supervise and control manager activities, bonding costs to establish a system to guarantee that the owners will receive
enough return, and finally, residual loss, which comprises the relevant costs involved because of the conflict of interest
between managers and owners (Jensen and Meckling_1976).

Conflicts of interest can be seen as a main ingredient of agency theory (Shrestha 2020), and the theory engages with
finding solutions for issues that appear due to conflict of interest between agents and principals (Nidumolu 2018). Ang_et
al. (2000) computed the agency costs by operating expenses ratio and asset utilization ratio, and the first ratio displays
how corporate managers control operating expenses. They found that when the ratio of operating expenses is high, the
agency costs will be high, too. The asset utilization ratio estimates how the firm assets are used effectively by the
managers. When the asset utilization ratio is high, this means that the assets are utilized efficiently, and this is oppositely
linked with the agency costs. Numerous scholars have investigated how agency expenses affect corporate performance,
but the results are mixed. Chi (2005) studied the relationship between firm value and shareholder rights, and the results
indicated that giving shareholders more rights might be a useful technique to minimize agency costs and improve firm
performance. Mehmood (2021) has also found a positive association between agency costs and organizational
performance. However, some other studies found firm performance has been impacted by agency costs negatively
(Jabbary et al. 2013; Wang_2010; Xiao and Zhao 2014), and Kontu$ (2021) found a weak correlation between firm
performance and agency costs in some European countries. Many companies try to maximize asset utilization in order to

obtain benefits from utilizing more resources. As a result, maximum sales can be achieved, and this leads to an increase
in corporate profit, which is considered one of the main factors in measuring a firm's performance (ROA, TQ, and EPS)
(Pham and Tran 2020; Seth et al. 2020).

2.2.3. The Relationship between Agency Cost, Capital Structure, and Firm Performance

In assessing the relationship between capital structure and firm performance through the moderating effect of agency
cost, Sdiq_and Abdullah (2022) found that agency cost as a moderator has an influence on the association between
capital structure and firm performance in ways both positive and negative. Other studies argued that when the leverage is
low, firms can increase their capital through debt financing. Then, the agency conflicts and their costs can be reduced,
and hence, firm performance will be improved (Abdullah et al. 2021; Abdullah and Tursoy 2021; Grossman and Hart 1982;

have lower ability to focus on their personal interest, which reduces conflict of interest.



On the other hand, Dawar (2014) and Pandey and Sahu (2019) investigated the connection between agency costs, debt

financing, and Indian firm performance. The results implied that debt has a significant and negative impact on corporate

performance, while the size of debt has a favorable impact on reducing agency costs. Similarly, Booth et al. (2001)

conducted a study of ten emerging economies, namely Pakistan, Turkey, Mexico, Malaysia, India, Korea, Brazil, Jordan,

Thailand, and Zimbabwe. The results demonstrated that agency costs of debt are much higher in developing economies

than in developed markets. Tran Thi Phuong_and Nguyen (2019) have also tested the Vietnamese firms for the same

purpose and found that firm performance is negatively correlated with capital structure.
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