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Abstract

Although corporate bankruptcy has been examined in terms of measurement and modeling, a question remains
standing still: Is it worthy enough to predict the bankruptcy or will it be better to develop a tool to prevent it
from the beginning?

Corporate bankruptcy techniques, models and theories focus on predicting the bankruptcy only rather than
preventing bankruptcy which helps corporate managers take the right borrowing decision. The researcher
believes that Corporate Debt Safe Buffer is a valid model in this respect.

This thesis tests a bankruptcy prevention model (Eldomiaty, et al., 2014) on the non-financial firms listed in
DJIA30 and NASDAQ100 over the period 1999- 2016. The results provide a validation for this model with Trade
off, Pecking Order and Free Cash Flow theories of capital structure as the results are quite significant and can
be used for determining a debt ratio safe buffer.

The researcher uses the following statistical methods to test the new model Lagrange Multiplier Test,
Cointegration Using Unit Root Test, Linearity versus Nonlinearity Test, Hausman Test. The results prove that:
(a) firms tend to adapt a positive debt ratio safe buffer, (b) there is no significant difference between debt
ratio safe buffer and the observed debt ratio.

The overall results show that the predication of bankruptcy is a helpful tool for credit rating agencies when
evaluating corporate creditworthiness, although the model help avoiding bankruptcy.
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Introduction

The fundamental of any business is to secure funds
from stakeholders to finance projects that will return
profit to the stakeholders. In order to do this, there
are two main sources for any firm to raise capital:
equity and/or debt.

Equity financiers have the right in the ownership of the
firm but do not have a sure profit. Equity finance come
either from issuing stocks or using the firm's own
retained earnings. Using retained earnings, means that
the firm hold money that could have been returned to
stockholders and uses it to finance capital projects.

On the other hand, debt financing is borrowing;
investors have the right of fixed future payments, but
not like the equity holders as they do not have any
ownership privileges. Borrowing can be done from a
financial intermediate, such as a bank, or directly by
issuing bonds.

Both type of finance has its cost. Interest rate which
the firm will pay to its debtors is the mainly the cost of
debt. While the required rate of return which any
investor expects for his money to finance any projects
is mainly the cost of equity.

In reality, the capital structure of a firm portrays the
path in which a firm raised capital expected to secure
and grow its business exercises. It is a combination of
different source of equity and debt.

Firms usually raise funds to buy assets in order to
produce or sell goods. By nature, these assets are
illiquid and cannot be sold easily or sold at less value.
Holding of these specific assets means that if the firm
goes bankrupt it will lose value. The firm with high
debt increases the risk of bankrupt as it will force the
firm to default on the debt or at least force the firm to
make regular payments.

From the above we can consider that debt is a two-
edged sword. Using reasonable debt level will increase
the welfare. On the other hand, highly leverage firms
can be disasters. Highly leverage firms usually lead to
bankrupt and financial distress.

The main bankruptcy cost occurs when the ongoing
business of the firm becomes disrupted by the process
of bankruptcy, leading to decrease of the firm cash
flow.

This can happen even when the firm loose its major
customers or sold its assets with less value during the
bankruptcy.

Basically the bankruptcy is a costly process itself
because it het down the value of the firm dramatically
beside the transmission of the ownership.

These costs are a financial cost, as the higher of the
probability for the bankruptcy the higher the financial
cost. When a firm threated by the bankruptcy the
debtor is most likely lose their money so they will ask
for higher rate of return in such firms.

So simply we can say higher debt leads to higher
probability of bankruptcy ending up with higher
bankruptcy cost.

On the other hand, filling bankruptcy will lead to
detrimental effect on the firm credit rating. Bankruptcy
usually affect the credit score for the firm up to ten
years. Also if the firm will not be filling bankruptcy by
allowing its debts going to collections will affect the
credit score as well.

Corporate financial distress usually leads to legality
intervention. Along with the moral hazard implication of
such actions, there are also a negative spillover into the
real side of the whole economy.

Does the bankruptcy affect the whole economy?

Of course corporate bankruptcy has a vital effect on the
economy as it usually increases unemployment rate and
decreased consumer spending. In such emergent market
like Egypt numerous corporate distress may result in
economic crises.

Since the January 25th Revolution, however, bankruptcy
reform has taken on new urgency. A report by CAPMAS
showed that, under the effective bankruptcy law no.
785 firms were involved in bankruptcy cases during the
first 10 months of 2011, a 26 percent increase compared
to 2010. Also with economic activity still on the decline,
this trend could continue well into 2012.

Providing a research highlighted the financial ratios and
bankruptcy models to predict and avoid the bankruptcy
risk for the listed firms in Cairo Stock market will be
worthy.
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There was a lot of studies which highlighted the
bankruptcy risk, however in this paper the author will
apply a new model "Corporate Debt Safe Buffer” to
reach a significant

determinants of corporate capital structure to help
managers predict and avoid the bankruptcy risk.

Research Statement

Despite the fact that there was a lot of researches,
models and studies which highlighted the bankruptcy
risk, all these related literatures were focusing on
predicting rather than avoiding bankruptcy. The thesis
offers a model that helps firms plan for a debt ratio
associated with zero-probability bankruptcy.”

Significance of the study

Due to the fact that numerous studies about the
bankruptcy utilize the observed debt ratio as a
measure of capital structure, a plausibility of
insolvency risk arises. This measurement "observed
debt ratio” may be sufficiently high to uncover, or
really take, organizations to liquidation hazard.

In this study, the numerical calculation and estimation
of the variables offer the benefit of utilizing the
negative coefficient as intermediaries for bankruptcy
risk. In the same sense, positive coefficients can be
utilized for observing liquidation risks.

By using the zero default debt ratio, financial
managers can have achieved a lot of benefit their
shareholders and to the economy also given that the
likelihood of insolvency is disposed of

Literature Review:

A review of the Bankruptcy Model:

Corporate bankruptcy is one of the problems that most
concern financial theory. Many efforts and scarce
progress; experimental design problem persists in the
models that have been raised, mainly for two reasons:
ignorance about the bankruptcy process that follows

each company and for the exclusive use of the
information accounting to conform these models.

Business success, effectiveness is important managers,
just as companies should correspond the dynamism of
the market resulting opportunities, but also risks to
organizations. So the challenge to the managers. It is to
adapt the company to the imponderables, both market
and organizational, hampering such tasks. To do the
preventive control is essential.

It was from the Z-score model that the financial estuary
ponders the importance of having Prospective financial
models that would help the managers in their tasks.
Since then, they have developed a number of predictive
models some ability to anticipate business failure, and
its clear effect: bankruptcy.

Evidence suggests that the models seem unable to
replicate outside companies control the predictive
success. In large part, this failure may be due the
exclusive use of accounting information for build all
these models. Thus, the design of more complex and
comprehensive models, which consider accounting not
only information but information reflects the style and
managerial way, it contributed the advancement and
understanding of the phenomenon of bankruptcy
Business.

Bankruptcy is a well-known phenomenon in business in
which firms enter and exit the market as a result of its
activity and expectations. When bankruptcy occurred
significant creditors, financers, investors and
stakeholders loses will take place. Thus, a reliable
bankruptcy prediction model which can predict financial
distress as early as possible is badly needed to reduce
such losses as it will provide warning signs so the firm
management team can take the corrective action in
time.

Bankruptcy is defined as the inability of a company to
continue its current operations due to having high debt
obligations1. Altman 1968 agreed with this definition
“bankruptcy occurs when companies are not capable of
paying off their debts; therefore they cannot keep on
with their activities”2. While Gordon (1971) defined it
as reducing of profiting power of companies where
probability of disability in paying profit and original debt
can be increased3. Also the firm failure takes the same
definition when the firm could not bay its liabilities in

due time. Once one of these events happened
bankruptcy, bond default, an overdrawn bank account,
or stop paying dividend for preferred stock we can
consider this as a firm failure.
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As there is different economic bankruptcy definition,
also the bankruptcy definition varies from country to
country. In United States for example the proper legal
chapters 7&11 define the bankruptcy according to set
of conditions and situation firms can be in. On the
other hand, there are three legal laws (the Civil
Rehabilitation Law, the Corporate Reorganization Law
and the Liquidation Law) define the bankruptcy in
Japan. Despite the fact that there is a significant
change must have done in bankruptcy exist law we find
that Law No.17 of 1999 define the bankruptcy in Egypt.
Furthermore, each study defines the bankruptcy
according to the study scope. In this study the
bankruptcy concept definition is similar to most of the
studies and according to the Law no. 17 1999 which
state that any Egyptian firm to be considered bankrupt
when the traders stop paying his commercial debts
caused by financial distress. So the traders within 15
days from the suspension of payments must file
bankruptcy.

Although corporates in both developed and developing
countries are subject to bankruptcy risk as it is a
worldwide problem, it is more likely to happen in
developing countries. Difference capital structure,
adapted accounting standards, political and economic
environment between countries are some key causes of
bankruptcy risk. For example, the above mentioned
causes are existing clearly when comparing between US
firms and Egyptian ones.

In such emergent market like Egypt numerous
corporate distress may result in economic crises. Since
the January 25th Revolution, however, bankruptcy
reform has taken on new urgency. A report by CAPMAS
showed that, under the effective bankruptcy law no.
785 firms were involved in bankruptcy cases during the
first 10 months of 2011, a 26 percent increase
compared to 2010. Also with economic activity still on
the decline, this trend could continue well into 2012.

Providing a research highlighted the financial ratios
and bankruptcy models to predict and avoid the
bankruptcy risk for the listed firms in Cairo Stock
market will be worthy.

Significant number of research had been conducted
over the past three decades with respect to the
capability of financial ratios to predict corporate
bankruptcy with more reliability. Most studies

Depended on the financial ratio derived from firm
financial statement as the main sign for bankruptcy.
They used mostly profitability, solvency and liquidity.

When tackling the different and various bankruptcy
prediction models, they seems almost the same. In the
following section we will try categorized the various
models in the following categories:

Statistical Models

The main features of the statistical models that they are
tend to focus on failure symptoms, alike most of these
models under the statistical category they are follow
classical standard process as they are drawn mainly from
company account.

Under this section we can sub categories to the
following:

¢ Univariate Models

Altman (1993), Morris (1998) are the two famous
scholars who provide such models focusing on the
financial ratio analysis challenging the idea if financial
ratios shows differences reading between the
bankrupted and non-bankrupted firms so they can be
used as a predictive variable.

¢ Multiple Discriminant Analysis

To maintain a strategic distance from the conflicting of
classification results of Univariates models, Altman
(1968) conduct a linear grouping of certain
discriminatory variables. He used this linear combination
to classify corporate into bankrupted and non-
bankrupted groups according to their different discrete
features.

¢ Logit Model

It is a regression model with dependent variable is the
bankruptcy probability to fill between 0 and 1 where 0

indicates bankruptcy and 1 indicate less probability for
the firm to become bankrupt. Ohlson (1980) depend on
three major ratios as the best indicator of bankruptcy

these ratios are: Working Capital to Total Assets, Net
Income to Total Assets and Total Liability to Total
assets.

International Journal of Automation & Digital Transformation

Emirates Scholar


http://www.emiratesscholar.com/

Emirati Journal of Business, Economics, & Social Studies
Vol 2 Issue 1 (2023) 4- 16
DOI: 10.54878/EJBESS.102

Lol
EMIRATES
SCHOLAR

Available at www.emiratesscholar.com

¢  Probit Model

It is more similar to Logit similar but the main
differences between them is that Probit model used
when the dependent variables will provide only the
value 0 and 1.

Non Parametric Models

The features of these kind of models are very close to
the Statistical Models features as they are also focus on
failure symptoms, drawn basically from company
account, but due to the technological advancement
Friedmann (1977) was one of among other researcher
who developed these models using the computer
technology.

Under this section we can sub categories to the
following:

¢ Recursive Portioning Algorithm

The algorithm is a computer techniques and non-
parametric technique in identifying pattern which has
feature of multi-variable analysis and classifying a
traditional variable.4

This sort of learning models is abused by decision tree
systems that utilization recursive parceling choice
standards to change data sample to end up with
classifying firms to bankrupted or not.

The accuracy of this models exceed 90% and the most
important predictor ratio is cash flow to total debts.

o Neural Networks

According Hertz, Krogh and Palmer (1991), Neural
networks are calculation non-linear algorithms for
processing numeric data. Several features of neural
networks such as internal dynamic of neural networks
in prediction, changes in information error and lack of

Need to added information on input data can make
using neural network interesting in many problems.5

The main disadvantage of this model is hiding the
network process to classify firms into bankrupted or
not.

Theoretical Models

Statistical models tend to focus on the failure
symptoms, can be univariate or multiple discriminants,
based on account information and follow classical
standard statistical process; however, the theoretical
models focus on quantitative causes of failure, always
multivariate, based on information rather than company
accounts, and finally theoretical models adapt
statistical techniques.

Under this section we can subcategories to the
following:

Balance Sheet Decomposition Measures

The firms try to keep the equilibrium in their financial
structures, so by examine the changes in firm’s financial
structures we can identify the bankruptcy.

According to Lev (1973), if significant changes are
reported in the financial statement with regard to
composition of assets and liabilities so the firm are away
from keep the equilibrium. Furthermore, if these
changes become out of control and increase over the
time one can predict the bankruptcy. She reaches at the
end of her study that the larger the decomposition
measures for a firm the higher probability of
bankruptcy.

Cash Management Theory

Cash management considers the short term management
of firms cash balance.6

One of the famous bankruptcy prediction models include
discriminant analysis model (Altman 1968(, and Merton
model (Merton 1974). These model were developed
using single-data period of firms.

Altman used multivariate analysis to predict financial
distress using a methodology that considers the
combined influence of several financial ratios; namely,
the “Z-score” model. The results of his paper showed

that financial ratios, can predict financial distress up to
95% in the first year. These five ratio used by Altman
are:

1) Working capital / total assets *100%.

2) Retained earnings / total assets *100%.

3) EBIT / total assets *100%.
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4) Market value of equity / book value of total
debt*100%.

5) Sales / total assets*100%.

Moreover, Altman specified that failure or non-failure
firms be likely to have different ratios, not that ratios
have predictive power. The vital problem in his paper
is to make an implication in the reverse direction, i.e.,
from ratios to failures (Chandra, 1997). Further,
Brigham and Gapenski added that Z score analysis must
be based on a similar characteristic between firms
under study, because different conclusions for
bankruptcy may vary from industry to others.

The papers written by White and Turnbull (1972),
Santomero and Vinso(1977) can be considered as the
first study which use systematic and logical
probabilistic estimates of bankruptcy. Further,
Shumway (2001) stated that hazard models are more
accurate when predict bankruptcy than the statics
models by Altman. In order to avoid inconsistent
probability estimates when using single-period models,
Shumway (2001) and Jarrow (2001) offered a discrete-
time hazard model using multiple-period data for
bankruptcy forecasting. Also Shumway pointed that
several market variables such as market size, past
stock returns are strongly correlated with bankruptcy
probability.

A recent paper by Hillegeist et al. (2003) showed a
different method to predict the bankruptcy. He
matched the information about the probability of
bankruptcy (PB) based on Merton's model, Z-Score
based on discriminant analysis model, and O-Score
derived from Ohlson (1980). He found that PB based on
Merton model provides considerably more information
than Z-Score and O-Score.

In this paper, PB got from the single-period Merton
model (PB-Merton) is contrasted and that got from the
discrete- time risk model DHM (PB-DHM) on their data

content about firm’s technical incompetence. A firm is
considered as technically incompetent if it is not able
to achieve maximum yield given its available resources
and technology.

Yet and when qualitative information is not providing
partial information, like information accounting,
theorists agree that the mixture of these two types of
information in predictive models strengthens their

predictions. Thus, although the importance of the ratios
in the study of failure Business cannot be denied, its use
has been others criticized, mainly for the following:

A. Hypotheses, which are made with financial ratios that
do not have a theory that justifies use and, in turn,
models and results of these stem simply be a statistical
exercise.

B. These models are unable to predict the bankruptcy of
those companies that have high credit ratings because
they omit one or more important, such as the ratio of
risk-return elements properly.

These two circumstances give rise to the following
reasoning:

1. Constraint. Since the obligation to present public
accounting information and processing size type
depends company based criteria, prediction models of
business failure using ratios are restricted and therefore
data for these companies who know the criteria.

2. Fair presentation. When developing models
prediction is based on financial ratios, researchers
implicitly assume that the annual accounting
information provides the faithful and true picture of the
situation Financial Company. We must recognize there is
not flawed accounting information you can provide real
business image. Rosner (2003) found evidence that
failed companies manage earnings upward to give a
positive image about your situation financial, especially
when they are the brink of failure.

3. Bias. From the moment that researchers introduced
only financial ratios to their predictive models, they
assume that the relevant indicators, whether of failure
or success, they are captured by the accounting
information. The Experience shows that not all
information relevant is included in the financial
statements; Of course, if the financial statements do
not provide all the required information is generated
problems of missing values. Argenti (1976) says that

"despite of financial ratios that can show that something
is wrong ... | doubt that anyone would dare to predict
the collapse or failure with the only evidence of these
ratios”. Meanwhile, Maltz, Shenhar and Reilly (2003)
demonstrated empirically that the use of financial
measures as indicators unique performance of the
organization is limited.
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In the Middle East several researches worked on the
bankruptcy predictions. Corporate Debt Safe Buffer is a
recent model which has been developed in Feb, 2014
by Eldomiaty, T. Mostafa, W. and Attia,0. In their
working paper they focus on develop a model lead to
significant determinates of corporate capital structure
which can help companies avoid the bankruptcy risk.
Debt ratio safe buffer is the difference between

zero-default debt ratio and their observed debt ratio,
the higher the ratio the more efficient of capital
structure and higher wealth. They apply this model on
the firm listed in DJIA30 and NASDAQ100 on quarterly
based from 30th June 1989 till 31st March 2011. The
general findings show that the coefficient of speed of
adjusting debt ratio safe buffer in a previous quarter to
a target debt ratio safe buffer was relatively high
which means that firms understudy adapt debt ratio in
a way that does not expose the firm bankruptcy risk.
On the other hand, they conclude that the trade-off
and pecking-order theories are relatively applied to
their findings.

The relationship between debt financing and the
probability of bankruptcy

Obviously bankruptcy related problems are correlated
to debt, the more debt a firm has on its capital
structure the more bankruptcy risk it should have.
Therefore, bankruptcy related costs holding up
financial managers from pushing their use of debt to
excessive levels.

Moreover, bankruptcy related costs have two main
drivers:

1- The probability of their occurrence.

2- The cost that will be incurred when bankruptcy
arises.

Financial distress does not occur all of a sudden, there
are some signs it which indicate to the management of
the firm to limit their use of debt. Some of these

common signs of sickness are:

1- Volatility of earnings.

2- Highly operating leverage.
3- Firms with illiquid assets.

Modigliani and Miller (1958) develop the trade-off theory
to preceding this argument. They stated that firm's
trade off the tax benefits of debt financing against the
problems caused by bankruptcy probability. Enjoying the
tax shelter benefits encourage firms to use more debt
i.e. more debt reduces taxes and thus allows more of
the firm's operating income to flow through to investors.
Therefore, MM's original paper encourage firms to
maximized using of debt to 100%.

However, in real world, this assumption does not hold
true as firms tend to reduce the financial leverage to
limit the adverse effect of potential bankruptcy. For
example, debt costs rise as the debt ratio rises,
expected tax rates fall and reduce the value of tax
shelter and the probability of bankruptcy increases as
the debt level rises.

MM:'s irrelevance results also depend on the assumption
that firms do not go bankrupt and hence that
bankruptcy costs are irrelevant. In real live bankruptcy
exists and costly. Financial distress has a high legal and
accounting costs. In addition, financial distress often
forces a firm to liquidate assets at firs price.

Research Objective

This paper will be valuable especially that the
bankruptcy risk after the Egyptian Revolution is still
threating the financial performance of the firms working
within Egypt.

Beside that and according to the above introduction
multiple corporate bankruptcy will affect the whole
economy by increasing the unemployment rate losses for
shareholders and inevitably will lead to losses to the
national economy. So, this paper will try to use
recognized financial ratios and models to forecast
corporate bankruptcy which could help moderate losses
and provide better understanding of the survival of such
firms. Accordingly, this research has many objectives.
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1- Examine the validity of the corporate debt safe buffer model on the Egyptian market.

2- Elaborate fundamental factors which can guide the financial manager before the borrowing decisions.
3- Estimate the debt ratio associated with zero default probability.

Research Questions:

To what extent, we can depend on the debt ratio safe buffer as a benchmark for borrowing decision for the
Egyptian corporate.

To what extent, we can monitor bankruptcy default probability in Egypt using the debt ratio safe buffer.

To what extent, this model will prevent the occurrence of bankruptcy.

H1: There is a difference between debt ratio safe buffer and the observed debt ratio.
H2: The firms understudy tends to adapt a positive debt ratio safe buffer.

H3: Trade off, Pecking Order and Free Cash Flow theories are quite significant and can be used for determining a
debt ratio safe buffer.

Although corporates in both developed and developing countries are subject to bankruptcy risk as it is a
worldwide problem, it is more likely to happen in developing countries. Difference capital structure, adapted
accounting standards, political and economic environment between countries are some key causes of bankruptcy
risk. For example, the above mentioned causes are exist clearly when comparing between US firms and Egyptian
ones.

Research Methodology:
- Type of Data

Secondary data
-Data

This study uses data for the firms listed in EGX 100. The data cover the period from 2000 till 2013. The methods
of estimation include (a) tests for linearity

versus non-linearity, (b) tests for normality, c) tests for fixed versus random effects, (d) Cointegration analysis in
order to test for model specification and (e) classical regression in order to examine the determinants of ‘Debt
Ratio Safe Buffer.’

Dependent Variables:

Debt Ratio Safe Buffer which is equal to the difference between zero-default debt ratio and their observed debt
ratio.

Zero- default debt ratio = DR zero default=VA xN {d1}-VE TA xe-rt

Observed Debt Ratio = DR observed =LTDTA
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Independent Variables:

Determinants of capital structure as shown in the following table.

Determinants of Capital

Structure

Variables / or proxy

Target Debt Ratio

DE,; ( Debt/Equity)

ADR ¢ ( Total Debt Ratio)

Average Industry Leverage

ADR ave (Industry Debt Ratio)

Structure of Tangible Assets

FATA t (Ratio of fixed assets/Total Assets)

Relative Tax Effect

anpTAx - (The ratio of depreciation to total

assets)

ECTR (The effective corporate tax rate)

ANDTA, (Direct Estimate of non-debt tax shields)

Opportunities

Growth CETA, (Capital Expenditures over Total Assets)
GTA; (Growth of Total Assets = percentage
change in total assets)

SGy (Sales Growth)
ASTURN; (Assets Turnover)
Investment Growth

Market-Book Ratio MB; (Dummy variables)

Bankruptcy Risk

BR¢ (A direct measure of bankruptcy risk)

DCR; (Debt Coverage Ratio)

Agency Cost

ER¢ (Expense Ratio = Operating expenses

scaled by annual sales)

AUR; (Assets Utilization Ratio = Annual

sales/Total assets)
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Uniqueness

SESt (Selling Expenses over Sales)

Industry Classification

IC¢ (Dummy variables, 0-1 for the type of

industries)
Size LnAssets; the natural logarithm of total assets
(Dummy variable).
Profitability AEBITDA , (Earnings Before Interest, Taxes,

and Depreciation/ Total Assets)

AOIS; (Operating Income over Sales)

AOIA; (Operating Income over Total Assets)

APM; (Profit Margin)

AROly (Return on Investment)

Financial Flexibility

REA;,; (The expected effect of Retained

Earnings Ratio as a proxy for the retention rate)

AREA; (A measure of the cumulative effect

retained earnings, thus the extent of firm’s

financial flexibility)

Liquidity Position

AQR (Quick Ratio)

AWCR; (Working Capital Ratio)

ACashR; (Cash Ratio)

ACRy (Current Ratio)

Interest Rate

IR { (Interest Rate on bank loans)
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Timing Effect APE{ (Price/Earnings Ratio)

Transaction Costs DPR (Dividend Payout Ratio)

Free Cash Flow

FCF ¢ (Operating Free Cash Flow)

Findings

Needless to say, bankruptcy is a term used when a
business cannot repay their outstanding debts. This is
imposed due to excess managerial borrowing. However,
and as a matter of fact, the manager is, in most cases,
blameless on the grounds that it is not logical that a
manager seeks bankruptcy. To elaborate, the
bankruptcy process is common owing to the fact that
the manager doesn’t have a bench mark. In other
words, there is no alternative mechanism to prevent
bankruptcy the moment this process begins.

To clarify, existing models are purely for prediction
since they foretell the likelihood of bankruptcy before
it happens. Nevertheless, when bankruptcy process is
initiated, it seems impossible to cease it because the
decisions had already been made and there is no way to
resolve them. At the same time, if a mechanism was
established to prevent bankruptcy during its process, it
would be far more beneficial, and this is what
Corporate Debt Safe Buffer is representing.

Conclusion

The structure of capital in companies has been a
subject of extensive study and argument, since the two
propositions of Miller and Modigliani, which has led to
the development of theories and models that seek to
explain the choice of a certain combination of capital
and debt bearing in mind the default risk for the
company. Since then, studies have focused on checking
whether there is indeed an optimal capital structure, as
well as in identifying the determinants of the capital
structure. In the context of the imperfections of the
real market, they have been proposed several theories,
highlighting three: The theories of Trade Off, Pecking
Order, and Free Cash Flow. In recent years, trends are
focused on validating some of these theories, to verify
if there is indeed a capital structure objective or, at
least, preferences for a level of indebtedness.

Capital structure is a crucial decision must be taken by
managers which they are seeking maximizing the
wealth of the company. According to Kennedy Prince
Modugu (2013) none of the traditional capital structure
theories has a fixed point view of the optimal capital
structure and he argued that managers must be very
careful when they choose the right mixture of debt and
equity.

In this sense the researcher believe that managers are
facing default risk in order to maximize the wealth of
the shareholders when trying to reach the optimal
capital structure and he strongly believe that debt
ration safer buffer model will be their desired
destination.

In this thesis, the researcher compares between two
models (Observed Debt Ratio and Default Risk-free Debt
Ratio) and their relation with the determines of capital
structure as pointed by the three major capital
structure theories Trade Off, Pecking Order, Free Cash
Flow. The Methodology in this paper present evidence
that the two models are:

o The variances of the two models differ
significantly when applying Lagrange Multiplier
Test.

e The determinants of capital structure are
cointegrated with the two models according to
Cointegration Using Unit Root Test.

e The RESET test shows that the assumption of a
linearity model fits the data.

¢ Hausman Test shows that both regression
models are subject to random effect.

On the other hand, it shows a validation of the three
capital structure theories understudy in this paper. The
results report that trade off, Pecking Order, Free Cash
Flow theories can be used for determining the debt safe
buffer ratio to avoid or minimizing the default risk
which managers can used for better borrowing decisions
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Future Research & Recommendations

All bankruptcy prediction models have the same
motivation, but the way to attack the problem is
radically different and the results obtained are also
very different. Univariate models are very simple, but
lack generality. For example, an analysis of several
ratios for a company can deliver contradictory results
or it could happen that a ratio being relevant to one
industry, not for another. The logical extension is
multivariable models, both those based on MDA
(Altman), in logit / probit (Ohlson), such as those
established with Neural Networks, which occupy
financial information to generate their bankruptcy
predictions.

One of the criticisms that are made to this type of
models is that they are not based on an economic or
financial theory, since the relationship between the
variables and the result is constructed by empirical
procedures. Another inevitable criticism is found in the
nature of accounting information: a bankruptcy
prediction model attempts to decipher the future
financial health of the company and the accounting
data are, by construction, referring to the past.

Secondly, the biggest problem with this type of model

is that it requires a market benchmark, which makes it
impossible for companies that do not trade on the stock
market

and here the researcher believes that the debt ratio
safe buffer model will solve this and can be used as the
required benchmark for best borrowing decision.
Although the researcher applies the model on a very
sophisticated data and prove that the managers for
firms in this study take default risk into consideration
to the extent that the observed debt ratio is very close
to the default risk-free debt ratio. The researcher
suggests that these models must be applied on both
developing and devolved counties in order to validate
the model word wide. Another issue this model need to
be practically used inside the companies. One the other
hand, the researcher suggests use the model as a
benchmark for Altman bankruptcy prediction model to
enhance the use of it.

The researcher suggests to extend this model to be
applied on the small and medium enterprise where the
probability of failure is much higher as there is no
single application for small and medium enterprises up
to this minute

Future research is also needed to validate the
Corporate Debt Safe Buffer model in other countries
and it will be highly recommended to Future work
should also test the model with bankrupted companies.

It is recommended that the models in this research
come into use to prevent the companies’ bankruptcy
and their results be applied to decision-making.

In the same sense it will be highly recommended to the
Egyptian Stock Market to work on providing reliable
data to gain the benefit from such study to help
companies applying the model to avoid the financial

distress and its subsequences which will affect the
stakeholders and the whole economy.

Finally, it is also recommended that these models
should be developed and retested in

later years, so that the results will be more reliable.
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