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Abstract

In this paper, we analyze the impact of leverage deviation (i.e., actual minus target optimal
leverage) on the implied cost of equity capital. Our special focus is on whether (and to what
extent) the sensitivity of the cost of equity to leverage deviation, influences the speed with
which firms adjust their financial leverage towards the target. Confirming theoretical predic-
tions, we find that the cost of equity is positively related to leverage deviation and that firms
whose cost of equity is more sensitive to leverage deviation exhibit faster speed of adjustment
towards target. Collectively, our findings imply that capital structure targeting is not equally
important to all firms. Indeed, we argue that while evidence of the trade-off theory will tend
to be obscured in broad samples, it can hold strongly in meaningfully chosen sub-samples of

firms - namely, those characterized by high sensitivity of equity cost to leverage deviation.

JEL classification: G32

Keywords: Leverage deviation, sensitivity, cost of equity, speed of adjustment

*Corresponding Author: Qing Zhou; Address: UQ Business School, The University of Queensland, Brisbane,
QLD4072, Australia; Tel:+ 61 7 3346 8106; Fax: +61 7 3346 8166; Email: q.zhou@business.ug.edu.au



Download English Version:

https://daneshyari.com/en/article/5093311

Download Persian Version:

https://daneshyari.com/article/5093311

Daneshyari.com


https://daneshyari.com/en/article/5093311
https://daneshyari.com/article/5093311
https://daneshyari.com/

