Adjustment Speed of Capital Structure: Effect of Organizational and
Performance Characteristics (Comparison between Financial and

Saeed Dehghan Khavari!
Mohammadhossein Abdorrahimian®

Non-Financial Sectors)

Seyed Hossein Mirjalili?
Farida Khosh Sirat*

L Corresponding Author, Assistant Professor, Department of Economics, Meybod University,

Meybod, Iran. Email: saeed.khavari@meybod.ac.ir.

2Professor of Economics, Faculty of Economics, Institute for Humanities and Cultural Studies,

Tehran, Iran. Email:h.jalili@ihcs.ac.ir.

3 Instructor, Department of Management, Meybod University, Meybod, Iran

Email: abdorahimian@meybod.ac.ir.

4 MA of Financial Management, Department of Financial Engineering, Science and Arts University,
Yazd, Iran. Email: Farida.Khoshsirat2000@gmail.com.

ARTICLE INFO

Abstract:

Avrticle type:
Research

Avrticle history

Received: 27.05.2024
Received: 18.11.2024
Accepted: 29.11.2024
Published: 06.12.2024

Keywords:
Performance
characteristics,
Organizational
characteristics,
Adjustment speed,
Capital structure.

Financing decisions such as capital structure have gained much
attention in literature of financial development over the last decade.
Capital structure deviations from its optimal level can occur for
various reasons. According to the dynamic trade-off theory,
continuous adjustment of capital structure to maximize company
value is essential. If companies adjust their capital structure quickly
towards the target leverage, past financing activities and historical
market conditions will only have short-term effects on the current
capital structure. Conversely, if companies adjust their capital
structure slowly, the opposite is true. We examine the relationship
between organizational and performance characteristics and capital
structure, as well as the speed of adjustment, in financial and non-
financial firms listed on the Tehran Stock Exchange and compare
these effects between the two categories of companies. The
statistical population consists of companies listed on the Tehran
Stock Exchange from 2017 to 2022. The results show that the speed
of capital structure adjustment is lower in the financial sector
compared to the non-financial sector. Additionally, three
performance variables—profitability, growth opportunities, and
liquidity—are statistically significant and impact capital structure
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and its adjustment speed in both financial and non-financial sectors.
However, the growth opportunities variable has a different effect
direction in the financial sector compared to the non-financial
sector, while the age variable does not have a significant effect.
Regarding organizational characteristics—complexity, institutional
ownership, and size—only organizational complexity in the
financial sector is significant at a 95% confidence level, while all
organizational characteristics are significant in the non-financial
sector.

1- Introduction

Capital structure, as one of the most important subjects of financial economy,
plays a significant role in financial development. Especially during the last
decades and after the studies conducted by Modigliani and Miller (1963), the
importance of the issue has increased. Also, after the development of literature on
the subject such as Fama and French (2002) and Drobetz and Wanzenried (2006),
the its position was improved in financial development.

Decision-making regarding the provision of necessary financial resources is one
of the major concerns of financial managers in companies. Each company's
capital structure is formed by combining various financial resources. Given that a
company's capital structure can directly impact its value and credibility, it is of
particular importance in financial discussions (Ghaemian et al., 2024). Various
theories and suggestions have been proposed to determine an optimal capital
structure—one that can meet the company's financial needs with the least cost
and increase the company's value. Therefore, the costs of debt financing are
among the factors that can influence capital structures and the speed at which
they are adjusted. (Memon et al., 2020)

The speed of capital structure adjustment varies among companies, depending
on the transaction costs associated with the necessary changes to achieve a new
capital structure. This structure and its adjustment speed can be influenced by
company performance characteristics such as growth opportunities, profitability,
and liquidity, as well as organizational and structural characteristics (Ho et al.,
2021). Therefore, examining the influencing factors and the speed of capital
structure adjustment is important. On the other hand, the degree and direction of
the impact of these factors and the speed of capital structure adjustment can differ
between financial and non-financial companies due to differences in
performance, which can be compared and evaluated in Iran’s economy.
(Esmaeilpour et al., 2023)

Historically, numerous studies have sought a suitable metric for evaluating
company performance to ensure alignment between company activities and the
interests of current shareholders. A key aspect in this context is determining the
optimal capital structure, which involves the efficient use of financial resources
through equity and debt (Zamani Sabzi et al., 2020). The optimal capital structure
is achieved when the benefits derived from debt (such as tax shields) are
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balanced with the costs associated with it (such as bankruptcy costs). This
concept relates to the theory of capital structure trade-off, aiming to achieve a
suitable balance between the two primary financial sources: debt and equity.
(Fatheh & Karami Nezhad, 2023)

In general, a company's capital structure consists of two main components: the
amount of capital needed and the composition of financing sources. Theories
related to capital structure focus on finding an optimal balance between using
debt and equity. Companies strive to manage their capital structure so that the
cost of capital is minimized, thus maximizing the company's value and
shareholders' wealth. This requires continuous adjustment of the capital structure
to ensure that the costs of adjustment are less than the benefits. (Liao, 2012)
Managers play a crucial role in adjusting the capital structure. They need to
manage the capital structure in such a way that minimizes capital costs and
maximizes the company's value. Capital structure is one of the most important
factors affecting company valuation and its positioning in capital markets.
Factors such as company size, risk, industry type, access to finance and economic
and political environments impact optimal capital structure decisions. (Zhou et
al., 2016)

Optimal allocation of limited financial resources is one of the fundamental
strategies for achieving a company's financial goals. (Oino & Ukaegbu, 2015)
Due to various factors, a company's capital structure may deviate from its
optimal state. Thus, according to the dynamic trade-off theory.

Continuous adjustment of the capital structure is vital for maximizing the
company's value. Rapid adjustment towards the target leverage, the company’s
past financing activity, and historical market conditions may have a short-term
impact on current capital structure, while slower capital structure adjustments’
inverse is true.

On the other hand, rapid adjustment towards the target may imply lower
transaction cost (such as lower costs for external finance), higher deviation costs,
and flexibility. (Milan & Kamara, 2012).

We examine the factors affecting capital structure adjustment and its speed, as
the capital structure is one of the most important issues in financial management
and directly impacts company value. In this context, three main questions arise:

1. How do performance characteristics such as profitability, growth
opportunities, and liquidity affect capital structure and its adjustment
speed in financial and non-financial companies?

2. How do organizational characteristics such as size, complexity, and
institutional ownership affect the capital structure of financial and non-
financial companies?

3. In which sector (financial and non-financial) is the speed of capital
structure adjustment greater?
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The paper is structured as follows: After the introduction, section two provides
the theoretical framework. Section three explicates the literature review, and
section four elaborates the methodology of this paper. Section five is devoted to
model specification and hypothesis testing. Section six analyzes the results, and
section seven provides the results of model tests. The paper concludes with the
concluding remarks.

2- Theoretical framework

In finance, the capital structure generally refers to the combination of debt and
equity that a company uses to finance its investments. Understanding capital
structure allows managers and other stakeholders to make optimal decisions.
These decisions are made when managers are required to assess the impact of
different financing methods on the company's risk and return and to evaluate the
effect of capital structures on shareholder wealth (Ghadiri Moghadam & Asadian,
2010). The capital structure can affect many factors of the company, especially it
can affect the risk of the company. In the literature of financial economics, one of
the determining factors of companies' stock returns is the awareness of
companies' risk. Because risk plays an important role in financial decisions by
affecting the profitability and efficiency of the company.

Studies such as those by Modigliani and Miller (1958) and Myers and Majluf
(1984) have been conducted on the concept of capital structure, and several
models have been proposed to explain the capital structure of companies.
Modigliani and Miller are pioneers in capital structure theory. Their theory laid
the groundwork for studies and discussions on capital structure and its
composition (Setayesh and Ebrahimi, 2021).

In examining the capital structure of companies, the focus is on defining the mix
of different financing sources deployed to fund activities and investments.
Prominent theories in this regard include the trade-off theory, pecking order
theory, and market timing theory. (Huang & Ritter, 2009) The development of
these theories underscores the importance of capital structure in corporate
finance, despite market imperfections.

In this view, one of the factors affecting the rate of adjustment or deviation from
optimal leverage is the speed of adjustment. The term "speed of adjustment”
refers to how much a company reduces its distance from its optimal leverage over
a financial period. Examining capital structure is the initial step in determining a
company's exposure to financial distress, and it should be seriously considered in
strategic planning and decision-making by managers (Stewater, 1984).

After estimating the amount of capital required, the company management
discusses and determines the financing method, deciding how much debt is
permissible and how much equity is needed to achieve the primary goal of
maximizing shareholder value and, ultimately, the company's value (Gaud et al.,
2007).
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Many factors affect the correct composition of capital structure and its
adjustment speed. These include performance characteristics such as profitability,
risk degree, control, flexibility, company growth, organizational factors like
institutional ownership and organizational complexity, business activities,
interest rates, stock value, access to cash, tax policies, investor-manager
relationships, and company credibility (Sinaei & Rezaeian, 2005).

Capital structure is a mix of debt and equity used by companies to finance their
assets. Companies use both debt and equity in their capital structure (Assadi et
al., 2021). The choice between debt and equity as a new source of finance is
influenced by internal and external factors affecting the company's capital
structure. To determine a company's capital structure, it is necessary first to
identify the financial needs for investment and then choose the type of source.
The objective of determining capital structure is to maximize shareholder wealth.
Changes in shareholder wealth are affected by various factors, with capital
structure being one of them (Jahanekhani, 2005).

A company's capital structure is affected by numerous internal and external
factors. Internal factors are those arising from within the company, while external
factors come from the external environment. Financing decisions are crucial, and
finance managers attach more importance to internal control for compliance.
Internal factors can play a significant role in this regard.

For instance, the degree of risk is a factor worth examining. Higher debt
increases financial costs, including interest and other borrowing costs, and raises
the financial risk of enterprises, i.e., the likelihood of default on payments and
bankruptcy. In contrast, equity does not require renewal, and if a dividend do not
pay, it will not increase the risk of bankruptcy, while debt increases the
company's risk.

The overall level of activity is another influencing factor. If an industry is
growing, companies need more financing to expand their operations, often
leading them to financial markets. Conversely, a declining industry might force
companies to halt operations and buy back preferred shares or repay debt. Capital
structure also affects profitability, which can be important because Stock returns
are affected by a wide variety of economic and non-economic factors (Dehghan
Khavari et al., 2023). Interest rates also play a role. Interest rates on bonds
depend on the balance between money supply and demand in the market. A
shortage of financial resources can increase interest rates, leading companies to
retain earnings and issue common shares rather than taking on expensive debt.
When interest rates decrease due to a supply of money, companies may distribute
dividends and borrow at lower rates, thereby replacing an expensive financing
source with a cheaper one and increasing stock value.

Another factor is access to financial markets. Financial markets are subject to
various phenomena and may experience changes where money is abundant,
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leading companies to issue new shares or bonds to meet financial needs.
However, if available funds decrease, companies might rely on bank loans and
other financing institutions. The level of access to capital markets guides
companies in choosing between issuing new shares or bonds.

Profit is one of the most important items on financial statements, used for
performance evaluation and determining the value of a company (Francis, 2014).
The relationship between profitability and capital structure arises from the
comparison of companies’ value as a method of improving investment processes.
The outcome of financial and operational decisions is reflected in the company's
profitability, and financial statements provide data for performance evaluation. A
company's long-term survival depends on its ability to generate revenue to meet
all obligations and provide appropriate returns to shareholders. (Alamshahi et al.,
2014)

The profitability ratio indicates the efficiency and effectiveness of a company in
utilizing its assets. Titman and Wessels (1988) and Rajan and Zingales (1995)
found that, according to the pecking order theory, when a company's profitability
increases, managers prefer internal funding over external financing. Modigliani
and Miller (1963) suggest that profitable companies may prefer debt financing
due to their high ability to pay debt services, benefiting from the tax shield,
which is supported by the trade-off theory.

The pecking order theory suggests that profitable companies, due to their high
retained earnings, have a relatively lower tendency to external financing and are
likely to maintain a lower leverage ratio. Moreover, high profitability may lead to
a better ability to meet debt obligations. Therefore, they have more opportunities
to make leverage target adjustment decisions and have a relatively slower speed
of adjustment compared to less profitable companies.

Company size reflects the scale and scope of a company's activities. Size is often
measured by performance indicators, not physical capacity. Metrics such as sales,
asset values, stock values, and price-to-earnings ratios can all affect capital
structure and adjustment speed. (Tarafi, 2006)

Larger companies typically have a lower bankruptcy risk due to high
diversification, allowing them to borrow at lower costs. (Rajan & Zingales, 1995)
Additionally, adjusting capital structure generally involves significant transaction
costs, which are minimal for large companies. These companies are often mature
and have high assets, profitability, and financial flexibility. They generally have
high credit ratings in debt markets and better access to capital markets, making
external financing less costly and indicating a higher adjustment speed. (Drobetz
& Wanzenried, 2006). However, some studies suggest that smaller companies
might have a higher adjustment speed (Antao & Bonfim, 2014).

According to the findings of Leary and Roberts (2005), companies with more
tangible and collateralizable assets have better access to capital markets. From
the trade-off perspective, companies with higher tangible asset ratios are
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expected to face lower financial distress costs. On the other hand, companies
with fewer tangible assets are likely to have lower liquidation values. Also, due
to their lower collateralizable, lenders may impose higher interest rates and
relatively more expensive financing. This suggests that companies with more
collateralizable assets have a relatively higher ability to adjust their leverage.
Institutional investors have become a significant part of capital markets in recent
decades, handling a large portion of investments. Institutional investors have the
resources to invest in companies and monitor managers. One solution to the
agency problem is institutional ownership, which aligns the interests of managers
and stakeholders. (Kazemi & Mohammad Nejad, 2011) Institutional investors
focus on long-term value and have significant control power, affecting capital
structure adjustments and adjustment speed. (Gaspar et al., 2005)

Organizational complexity refers to how organizational activities are divided into
tasks and coordinated. It describes the relationships between components of the
organization and can be applied to all organizational aspects. The organizational
structure outlines job relationships and operational systems and processes.
Investigating the issue and its importance for the financial sector, especially the
banking sector, is more important because Stock Exchange investors have paid
more attention to the banking group in recent years so that in many cases, the
direction of the banking index has changed the general direction of the market
(Dehghan Khavari et al., 2021). Regarding capital structure and financial
leverage as a proxy, the net income theory suggests that as financial leverage
increases, the average cost of capital decreases. The traditional view is that an
optimal capital structure exists, and management can enhance company value
through debt financing and financial leverage. This theory proposes that
companies can reduce their capital costs by increasing debt levels. Although
common shareholders expect higher returns with increased leverage, this effect is
mitigated due to debt repayment. With leverage, investors also increase the cost
of equity, which eventually balances with the benefits of cheaper debt.

The main commitment of the traditional view is that the cost of capital depends
on capital structure, and an optimal capital structure minimizes the cost of
capital. This combines elements of both the net income and operating income
models. The net income model suggests that company value increases with
higher financial leverage.

Thus, an optimal capital structure is a mix of debt and equity that minimizes the
company's cost of capital and maximizes shareholder wealth. Achieving this is
crucial, as companies strive to maintain a balance between debt and equity in the
capital structure, ensuring financial flexibility.

When using various financial instruments, adherence to the matching principle is
essential. Short-term funds should finance short-term assets with lower returns,
while long-term funds should finance long-term assets with higher returns. Using
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short-term funds for long-term assets increases the risk, while using long-term
funds for short-term projects can raise financial costs. Companies continually
adjust their capital structures based on conditions, replacing equity with debt to
reduce risk and enhance ownership ratios (Mohammadi, 2005).

Therefore, capital structure is determined by the optimal mix of debt and equity
to meet financial needs. This mechanism should be designed to maximize
company value. Despite seeming straightforward, achieving this goal is complex.
Managers must use quantitative data, such as profitability, liquidity, sales, and
future growth opportunities, as well as qualitative factors, including industry
type, public perception, and ownership structure, to create the most effective
capital structure (Shariat Panahi & Khosravi, 2007).

3- Literature Review

Previous research on capital structure and its adjustment speed has explored
various aspects of this topic. A summary of key findings includes:

Ghaemian et al. (2024) explored the role of liquidity on the dynamic nature of
capital structure especially the speed with which companies adjust their capital
structure towards the target. The hypothesis is that a firm with higher liquidity
will face lower costs associated with issuing new securities and is therefore more
willing to quickly correct any deviation of its actual leverage ratio from its target
ratio. To check the validity of this claim, in this study, 106 companies admitted to
the Tehran Stock Exchange between 2014-2016 were examined. Through rolling
regression, the effect of each class of cash flow statement on adjustment speed in
high and low leverage companies was tested. The results show that the speed of
reaching optimal leverage in companies with low optimal leverage is higher than
in companies with high optimal leverage. This issue shows the lack of attention
to the future debt capacity of the companies admitted to the Tehran Stock
Exchange.

Esmaeilpour et al. (2023) examined a comparative factor affecting the speed of
capital structure adjustment among service companies and manufacturing
industries listed on the Tehran Stock Exchange. To test the hypotheses, the
information of 137 companies listed on the Tehran Stock Exchange in the period
2013-2019 has been used. The results showed that capital structure adjustment
speed of manufacturing industries is larger than service companies. The
estimated speed is 73% for service companies and 85% for manufacturing
industries, which indicates the high speed of adjustment which can reduce the
probability of financial crises in the economy.

Warmana et al. (2020) investigated the capital structure speed of adjustment of
Indonesian companies for corporate value. They evaluated the influence of
growth potential, profitability, company size, ratio between capital structure and
its target, short-term loan, asset maturity, growth of GDP, and inflation rate
towards capital structure speed of adjustment of manufacturing companies listed
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on the Indonesian Stock Exchange. The results show that Indonesian
manufacturing companies adjust their capital structure towards target leverage
with a speed of adjustment of 64.73% per year, which is faster than developed
countries.

Cahyono et al. (2019) explored the dynamic capital structure in Indonesia,
focusing on the industry-specific variables affecting adjustment speed toward
target leverage of non-financial listed companies, considering size, growth
opportunity, profitability, asset structure, liquidity, and firm risk, as well as
industry-specific variables using the dynamic adjustment model. They found
Indonesian firms have target leverages, and they adjust toward the desired debt
ratio. Industry-specific variables have substantial influences on adjustment
speeds toward target leverage.

Ezeani (2019) examined the determinants of capital structure and speed of
adjustment in Nigerian non-financial firms listed on the stock exchange and
examined the relationship between firms’ characteristics and the capital structure
choice using the trade-off and pecking order theories and two-step GMM system
estimation. The result shows 63% speed of adjustment for listed non-financial
firms in Nigeria. Firm characteristics are capital structure determinants of non-
financial firms. Asset tangibility and firm growth are positively related with both
long-term and short-term leverage and highlight the importance of collateral in
financing decisions of Nigerian non-financial firms. Profitability shows a
negative and significant relationship with short-term leverage but is positively
related with long-term leverage. Firm size and age show a negative and
significant relationship with the long-term and short-term leverage. The
coefficient signs of more independent variables confirm the dominance of the
pecking order theory in Nigerian firms’ financing behavior.

Buvanendra et al. (2018) examined the determinants of speed of adjustment
toward optimal capital structure of listed firms in Sri Lanka, considering the
impact of firm-specific and corporate governance factors in the capital structure
adjustment using GMM. The results indicated that profitability, size, tangibility,
non-debt tax shields, and governance factors significantly affect the speed of
adjustment to optimum capital structure.

Kazemi and Mehri Namak Avrani (2018) studied the impact of cash flow on the
speed of capital structure adjustment and optimal capital structure and found a
significant and inverse relationship between cash flow and the speed of capital
structure adjustment. Specifically, companies with negative cash flow had a
higher speed of capital structure adjustment.

Kythreotis et al. (2018) explored the determinants of capital structure and speed
of adjustment using a comparative approach and the company's characteristics in
Iran and Australia based on the variables used in Pecking order theory and the
trade-off theory, as well as liquidity, asset utilization ratio, and speed of
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adjustment using GMM and OLS. The results showed that dynamic trade-off
theory could better explain the changes in capital structure in Iran and Australia.
Hashemi and Keshavarz mehr (2015): According to the trade-off theory, each
company faces different adjustment costs based on its specific characteristics and
thus moves towards its target leverage at different speeds.

Memon (2015) investigated determining factors affecting the adjustment speed
towards target capital structure in non-financial listed firms in Pakistan using
GMM. He concluded that firms make full adjustments towards optimal capital
structure in 1.46 years to 2.03 years, depending upon the proxy of target debt
used. Firms’ profitability, stock market development, and distance are found as
determinants of the adjustment speed. Tangibility, earning volatility, cash, and
industry median leverage affect the target leverage. The interest rate is the only
country-specific factor that affect target debt.

Naveed et al. (2015) explored the factors affecting speed of adjustment under
different economic conditions toward target debt in developing economies by
employing two-step GMM. The findings suggest that the adjustment process is
subject to a trade-off between convergence rate and cost of being off target. It
validates the importance of dynamic trade-off modeling for optimal capital
structure.

Lari et al. (2013) examined the relationship between collateralizable assets and
capital structure and found that there is a significant and direct relationship
between long-term collateralizable assets and long-term financial leverage, as
well as between short-term collateralizable assets and short-term financial
leverage.

Al-Najjar and Hosseini (2011), in their study entitled "revisiting the capital
structure puzzle," they explored the factors affecting capital structure and its
adjustment speed. They found that company characteristics such as size, growth,
profitability, and risk have significant effects on capital structure.

Against the backdrop, this study contributes to knowledge by providing evidence
on the effect of organizational and performance characteristics on the
adjustment speed of capital structure as well as comparing the subject among
Iranian financial and non-financial firms listed on the Tehran Stock Exchange.

4- Methodology

We selected 95 companies listed on the Tehran Stock Exchange as a sample for
the period from 2018 to 2022. Companies were selected using a systematic
elimination method based on certain filters. These filters included not being part
of the services and investment companies, financial intermediation, having
business continuity, and accessible data on the research variables from annual
reports.

For financial sector companies, similar criteria were applied, and 18 companies
from this sector were chosen. We utilize a partial adjustment model to estimate
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the speed of capital structure adjustment. The standard partial adjustment model
based on Flannery and Rangan (2006) is expressed as follows:

LEV,, — LEV,,_, = A (LEV,.* —LEV,,_\) + v,

In this model, LEV;, and LEV;, *= denote the actual financial leverage ratio and
the target leverage ratio, respectively. ;. is the one-sided error term, which
includes unobserved company-specific characteristics such as management
ability and industry competition. 4 denotes the adjustment speed, indicating how
quickly companies move towards their target leverage. This coefficient ranges
between zero and one, with values closer to one indicating a higher adjustment
speed.

To calculate the target financial leverage, there are two methods:

First method: The target leverage can be derived from the average or moving
average of actual financial leverage. However, this method has limitations as it
does not account for changes in target leverage over time or its dependency on
past decisions. (Shiam & Mayers,1999)

Second method: The target leverage is determined as a unique ratio based on
company characteristics. The equation is:

LEV; = B/ X

Where, LEV; denotes the target leverage as the dependent variable, X denotes a
vector of explanatory variables, and B denotes the vector of coefficients. In this
model, X;. denotes a vector of exogenous factors influencing financial leverage.
In this study, the explanatory variables include profitability (Prof), growth
opportunities (Grow), size (Size), age (Age), liquidity (Liq), institutional
ownership (Ins), complexity (Comp), and tangible assets (TA).

The equations are:

Lev, = a, +a,Lev;,_, + ay PROF,, + ar» GROW,, + a+ LIQ,, + a.TA,;,
+ a-AGE,, + a.Size,

Lev,,— a. +ta,Lev,._, +arComp,, + a- IN5,. + Z oy Ny
=t

We employ a one-step method, combining the equations to test the hypotheses.

The general equation is as follows:

LEVir = (1 - AjLEI‘ﬂr—i + (-‘:LJB]X& + Vie

This equation shows that managers take action to bridge the gap between their
current position and where they aim to be.

Other features of this model include: (1) the actual debt ratio of companies
converges towards the target debt ratio over time, and (2) the long-term effect of
X, on the debt ratio is determined by dividing the estimated coefficient by A.
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The concept of half-life refers to the number of years needed to fill 50% of the
gap between the actual and optimal financial leverage. It is calculated using the
formula:

Halfy;r. = In(0.5) /In(1—4)

To test the hypotheses, we employed the Generalized Method of Moments
(GMM) econometric method. This method addresses issues related to
autocorrelation and heteroscedasticity. Although a random effects model could
be an alternative, the GMM method was chosen to maintain its advantages. The
static panel method faces issues with serial correlation, heteroscedasticity, and
endogeneity of some explanatory variables, making GMM, based on dynamic
panel models, the preferred choice. Especially when there are issues such as the
country specific unobserved effects and lagged dependent variables in
explanatory variables, a dynamic panel model based on GMM is preferred for
estimation.

5- Model specification and hypothesis test

In this model, the independent and dependent variables, as well as their
calculation methods, are as follows:

Financial Leverage (LEV): This is the dependent variable, calculated as the ratio
of total debt to total assets.

Company Complexity (Comp): This is the independent variable, measured by the
number of subsidiaries of the parent company.

Institutional Ownership (INS): This independent variable is calculated as the
fraction of shares held by institutional investors.

Profitability (Prof): This independent variable is calculated as the ratio of net
profit to total assets.

Liquidity (Lig): This independent variable is calculated as the ratio of current
assets to current liabilities.

Growth Opportunities (GROW): This is a variable in the model, measured as the
ratio of market value to book value of the company.

Tangible Assets (TA): This is a variable in the model, calculated as the ratio of
total collateralizable assets to total assets of the company.

Company Age (Age): This is also a variable in the model, calculated as the
inverse of the logarithm of the difference between the year of interest and the
year in which the company was established.

Company Size (S1Z): This is a variable in the model, calculated as the natural
logarithm of the company's total assets.

Examination of the first hypothesis: Initially, the main hypothesis of the research
is tested. To this end, the primary variables affecting capital structure and the
measurement of capital structure adjustment speed, based on Dang et al. (2014),
Drobetz & Wanzenried (2006), and Fama and French (2002), are included in the
model. To test the first hypothesis, growth opportunities, profitability, and
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liquidity are considered as performance variables. The model is then estimated
for financial and non-financial firms using the generalized method of moments
(GMM).

Examination of the second hypothesis: To test the second hypothesis, we
extended the model of capital structure adjustment by including organizational
variables while retaining the variables affecting capital structure. Therefore, to
achieve more accurate results while preserving the variables affecting capital
structure, organizational complexity and institutional ownership are included.
The impact of these organizational indicators on capital structure decisions is
assessed by adding them to the model of capital structure and its adjustment
speed.

6- Analysis of the results
The results of the model estimation using the systemic generalized method of
moments (GMM) are illustrated in Tablel.

Table 1: The Effect of Adjustment Speed on Performance Characteristics
(Financial vs. Non-Financial Sector on the Tehran Stock Exchange)

Variables Financial Non-Financial
Coef. Prob. Coef. Prob.
LEV (-1) 0/23 0/006 0.19 0/02
GROW 0/0016 0/002 -0/18 0/003
PROF -0/91 0/000 -0/29 0/004
TA 0/46 0/000 0/27 0/012
LIQ -0/02 0/052 -0/16 0/007
SIZE 0/05 0/056 -0/19 0/05
AGE -0/004 0/41 0/11 0/59

Half Life 0/41 0/42

Source: Author’s findings

The coefficient estimated for the dependent variable with one lag is significant at
the 5% error level for both financial and non-financial sectors. This indicates that
the companies have target market leverage. With the estimated coefficients of
0.18 and 0.19 for the financial and non-financial sectors, respectively. It can be
said that the sample companies in both sectors adjust their financial leverage
towards the potential leverage at a rate of 78% and 81% per year. According to
the relevant formula, the half-life for financial and non-financial firms is
approximately 0.47 and 0.40, respectively. In other words, it takes about six and
five months for companies in both sectors to reduce deviations from potential
leverage by half.

Effects of Performance Variables: According to Table (1), profitability has a
significant effect on capital structure and its adjustment speed in both sectors.
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The impact coefficient of profitability on capital structure is -0.91 for the
financial sector and -0.29 for the nonfinancial sector, indicating a stronger effect
of profitability on capital structure in the financial sector.

Growth opportunities are significant in both models but show a positive effect in
the financial sector and a negative effect in the non-financial sector. Although the
effect is not very strong in financial firms, a growth opportunity suggests an
adjustment in capital structure in financial firms.

Tangible assets have a positive and strong effect in both sectors. Liquidity shows
a significant and negative effect in the financial sector with 90% confidence and
a significant and stronger negative effect in the non-financial sector with 95%
confidence.

The effect of company size is significant in both sectors at 90% confidence but
with different directions. Finally, the age does not have a significant effect on
capital structure in either sector.

Table (2): The Effects of Organizational Characteristics on Capital Structure
and Adjustment Speed (Financial Vs. Non-Financial Sectors on the Tehran

Stock Exchange)

Variables Financial Non-Financial
Coef, Prob. Coef. Prob.
LEV (-1) 0/24 0/04 0/18 0/005
Comp -0/015 0/000 -0/23 0/001
INS -0/002 0/36 -0/37 0/000
GROW 0/0017 0/004 -0/16 0/008
TA 0/39 0/005 0/14 0/02
SIZE 0/061 0/059 -0/22 0/04
AGE -0/007 0/75 0/017 0/92

Half Life 0/46 0/49

Source: Author’s findings

Effects of Organizational Variables: The second model, aimed at examining the
effects of organizational variables in financial and non-financial sectors, shows
that the coefficient for the dependent variable with a lag is significant in both
sectors. The effects of the control and basic variables, their direction, and their
significance are identical to the initial base model. However, organizational
complexity has a significant and negative effect in both financial and non-
financial sectors, which is noteworthy. Institutional ownership shows a
significant and relatively high negative effect in the non-financial sector, while it
is insignificant in the financial sector. This suggests that higher institutional
ownership results in a longer time for firms to reach their target capital structure.
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7- Model Tests

A) Validity: To verify the validity of the model and the results, we conducted the
Wald test for both financial and nonfinancial sectors’ models. The Wald test
checks the significance of the simultaneous effect of the explanatory variables.
The null hypothesis of this test is that all coefficients are zero. If the probability
of the statistic in the Wald test is less than 5%, the null hypothesis is rejected and
the explanatory variables effect on the dependent variable, and, in general, the
significance of the model is confirmed. The Wald test result is illustrated in table
3.

Table 3: Wald Test Results (Financial vs. Non-Financial Sectors)

Financial Non Financial

Test Chi-square Prob. Chi-square Prob.

Mod1 Mod?2 Mod1 Mod?2 Mod1 Mod2 Mod1 Mod?2

WALD 9/83 12/18 0/000 0/005 42/23 36/82 0/000 0/000

Source: Author’s findings

The results of the Wald test indicate the rejection of the null hypothesis and the
acceptance of the opposite hypothesis, that is, the significance of all the
coefficients of the explanatory variables in the models. As a result, the variables
used in the model influence the dependent variable.

B) For the validity of the instrumental variables in the model, the Sargan test was
conducted. The results indicated that the null hypothesis is not rejected, and as a
result, the instrumental variables are valid. The results of this test statistic are
illustrated in table (4).

Table 4: Sargan test results (Financial vs. Non-financial sectors)

Financial Non-Financial
Test Chi-square Prob. Chi-square Prob.
Mod1 Mod2 Mod1 Mod2 Mod1 Mod2 Mod1 Mod2
Sargan 13/32 9/62 0/27 0/56 11/018 7/76 0/17 0/12

Source: Author’s findings

The null hypothesis of the Sargan test suggests that there is no correlation
between the instrumental variable and error term. The instruments are valid if
they are not correlated with the errors in the first order differential equation.
Accepting this hypothesis means that the instrumental variables are valid. The
results suggest that the probabilities of the models and both financial and non-
financial sectors mean that the null hypothesis is not rejected and that the
instrumental variables are valid.

C) Also, in the GMM, it is necessary to conduct the autocorrelation test. In this
test, the null hypothesis indicates the lack of autocorrelation of the data. Arellano
and Bond (1991) indicated that in the GMM estimation, disturbance terms should
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have first-order serial autocorrelation and not second-order serial autocorrelation.
In other words, the probability of the statistic is less than 5% in the first order and
greater than 5% in the second order (it has an autocorrelation in the first order
and not in the second order).

Table 5: Autocorrelation test results (financial vs. nonfinancial sectors)

Financial NonFinancial
Order Prob. Prob.
Mod1 Mod2 Mod1 Mod2
1 0/002 0/01 0/041 0/0395
2 0/82 0/09 0/102 0/081

Source: Author’s findings

According to the test results in the models and in both financial and nonfinancial
sectors, there is autocorrelation in the first order, but there is no autocorrelation in
the second order. Therefore, the null hypothesis cannot be rejected. The Arellano
and Bond method is a suitable method for estimating model parameters and
removing fixed effects. In other words, by differentiating the error term, the serial
correlation between the components of the error term is removed.

In short, the results of the Wald test indicate that the null hypothesis is rejected,
confirming the significance of all explanatory variables in the models. The results
of the Sargan test show that the instrumental variables used in the model are
valid, as the null hypothesis of no correlation between instruments and the error
term is not rejected. The result of the autocorrelation test suggests that all models
in both sectors show first-order autocorrelation but no second-order
autocorrelation, validating the use of the Arellano-Bond method for parameter
estimation and fixed effect removal.

8- Concluding remarks

On the impact of company performance characteristics, including growth
opportunities, profitability, and liquidity, the results show that all three variables
are significant and affect the capital structure and the speed of its adjustment in
both financial and non-financial sectors. Among these, the growth opportunities
variable has a different direction of impact in the financial sector compared to the
non-financial sector. Also, the company age does not have a significant effect.
The speed of capital structure adjustment is also higher in the financial sector
than in the non-financial sector.

Regarding the differing sign and impact of growth opportunities between the
financial and non-financial sectors, the signaling theory suggests a positive
relationship between growth opportunities and debt. However, according to
agency theory, the relationship between debt and growth opportunities can be
either positive or negative. Debt can play a dual role in the company's value when
growth opportunities are available, which can be explained through the
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underinvestment and overinvestment theory. The negative relationship is
consistent with the findings of Ziyari and Tayrani (2016).

On the significant relationship with liquidity, high liquidity can potentially
facilitate the use of growth opportunities or, by increasing current assets, improve
the company's profitability, thus negatively impacting the speed of capital
structure adjustment. The research findings on the collateralizable assets are
consistent with the views of Dang et al. (2012) and Lari et al.(2013) . The results
of the second hypothesis show that among the organizational characteristics of
the companies in the financial sector, only organizational complexity is
significant at a 95% confidence level, while in the non-financial sector, all
organizational characteristics are significant.

The results indicate an inverse relationship between complexity and the capital
structure of companies in both financial and non-financial sectors. This can be
explained by the fact that due to different management capabilities, quality of
services, financial decision-making, and coordination issues, organizations with
more subsidiaries and affiliated companies take longer to reach their target
financial leverage. Antdo and Bonfim (2014) and Salimpour (2007) findings
align with these results. Based on the results, as the institutional investors play a
significant role in information transfer and affect the company's value, a
significant relationship between institutional ownership structure and capital
structure reduces agency costs. Based on these findings, companies with
institutional investor ownership tend to use less leverage.

According to the results, it is recommended that managers, investors, and
creditors of companies need to consider the speed of capital structure adjustment
of the company to obtain more information about the company's financial
resources. Additionally, as large companies have a slower adjustment speed, it is
suggested that they use their collateralizable assets to help adjust their financial
leverage and accelerate the speed of capital structure adjustment. Managers
should also undertake financing based on the necessity of adhering to the
matching principle. Therefore, the method and extent of financing need to be
determined according to the type of assets required by the company. This leads to
a reduction in the overall cost of capital and achieves a more reasonable return
based on the cost-benefit analysis.



238 Adjustment Speed of Capital Structure: Effect of Organizational and ...

References

1. Alamshahi, M., Gerkaz, M. & Hassan Maleki, A. Profitability and Company
Value. First International Conference on Management, Economics, Accounting and
Educational Sciences, Sari, 2014, 85p.

2. Al najjar, B and Hussainey,K .Revisiting the capital structure puzzle. The journal
of risk financial, 2011, Vol. 12, pp. 329-338

3. Antao, P., & Bonfim, D. The dynamics of capital structure decisions”. Working
Paper, 2011.

4. Assadi, H., Tajvidi, E., & Esmaeel Pour, S. The impact of financial position and
industry characteristics on adjustment speed of capital structure. Journal of
Investment Knowledge, 2021, 10(37), 1-21.

5. Buvanendra, S., Sridharan, P. & Thiyagarajan, S. Determinants of Speed of
Adjustment toward Optimum Capital Structure: Evidence from Listed Firms in Sri
Lanka. Journal of Asia-Pacific Business, 2018, pp.1-19.

6. Cahyono, S. and Chawla, A. Dynamic capital structure in the Indonesian case: do
industry-specific variables affect adjustment speeds? Investment Management and
Financial Innovations, 2019, Volume 16, Issue 2.

7. Chang, Y., Chen, Y. and Chou, K. Corporate governance, product market
competition and dynamic capital structure. International review of economics &
finance, 2015, Vol. 38, pp. 44-55

8. Dang, V. A, Kim, M., & Shin, Y. Asymmetric adjustment toward optimal capital
structure: Evidence from a crisis. International Review of Financial Analysis, 2014,
33, 226-242.

9. Dang, V. A., Kim, M. & Shin, Y. Asymmetric capital structure adjustments: new
evidence from dynamic panel threshold models. Journal of Empirical Finance, 2012,
19(4), 465-482

10.Dehghan Khavari, S., Hossein Mirjalili, S., Abdorrahimian, M., & Bahari
Moghaddam, F. The Dynamic and Systemic Effect of Asymmetric Information on
Stock Returns by Dumitrescu-Hurlin and Generalized Method of Moments (Case of
Tehran Stock Exchange). International Journal of Finance & Managerial
Accounting, 2023, 8(31), 131-140.

11.doi: 10.30495/ijfma.2022.62707.1707

12.Dehghan Khavari S, Mirjalili S H, Iraji M. The Asymmetric Impact of Weighting
Economic and Political Events on the Fluctuations of Banking Group Index (Case of
Tehran Stock Exchange). Journal Money and Economy, 2021, 16 (3) :399-416
13.Drobetz, W., Wanzenried, G. What determines the speed of adjustment to the
target capital structure? Applied Financial Economics, 2006, 16(13), 941-958
14.Esmaeilpour, P., Asgarnezhad Nouri, B., Zarei, G., & beigi firoozi, A. A
Comparative Study of Factors Affecting the Speed of Adjustment of Capital
Structure among the Industries of the Tehran Stock Exchange. Journal of Asset
Management and Financing,2023; 11(1), 101-120.

15.Ezeani, E. Determinants of Capital Structure and Speed of Adjustment in
Nigerian Non-financial Firms. PhD thesis, University of Central Lancashire, 2019.



S. Dehghan Khavari, S. H. Mirjalili, M. H. Abdorrahimian and F. Khosh Sirat 239

16.Fama, E., and K. French. Taxes, Financing Decisions, and Firm Value, Journal of
Finance, 2002, 53, no. 3: 819-843

17.Fatheh, M. H., & karami nezhad, L. Adjustment of Capital Structure in Dealing
with Financial Helplessness in Companies Admitted to Tehran Stock Exchange.
Journal  of  Accounting  Advances, 2023, 14(2), 190-163.  doi:
.0.220 99/jaa.2023.46906.2255

18.Flannery, M.J., Rangan, K.P. Partial adjustment toward target capital structures.
Journal of Financial Economics, 2006, 79, 469-506

19.Francis, G. What Determines the Speed of Adjustment to the Target Capital
Structure? Applied Financial Economics, 2014, 16(13), 941-958

20.Gaspar, J., Massa, M. and Matos, P. Shareholder Investment Horizons and the
Market for Corporate Control. Journal of Financial Economics, 2005, vol. 76, issue
1, 135-165

21.Gaud, P., Hoesli, M., Bender, A. Debt-equity choice in Europe. International
Review of Financial Analysis, 2007, 16(3), 201-222

22.Ghadiri moghaddam, A. & Asadian, F. Investigating the impact of company
characteristics on capital structure, Capital Development Journal, 2010, V 3(5). Pp
155-176.

23.Ghaemian, A., Mohseni Maleki Rostagi, B., Dadashi, I. and Shafii Kakhki, M.
The effect of cash flow classes on the speed of capital structure adjustment.
Investment knowledge journal, 2024, Volume 13, Number 50, page 411-391
24.Hashemi, S. A. & Keshavarz Mehr, D. Investigating the asymmetry of capital
structure adjustment speed: dynamic threshold model. Financial Engineering and
Portfolio Management, 2015, 23(6), 59-78

25.Ho, L., Lu, Y., & Bai, M. Liquidity and speed of leverage adjustment. Australian
Journal of Management, 2021, 46(1), 76-109.

26.Huang, R., and Ritter, J. R. Testing theories of capital structure and estimating the
speed of adjustment, Journal of Financial and Quantitative Analysis, 2009, 44, 237—
271.

27.Jahankhani, A. Investigating the effect of capital structure on the cost of capital
and stock returns in Iran's capital market. Imam Sadiq University, Master's Thesis,
2008.

28.Kazemi H. and Mohammad Nezhad, A. The Investigation of the Relation between
Institutional ~ Ownership ~ with  Information =~ Asymmetry and  Financial
Performance. Financial Accounting Knowledge, 2012, 01(2), 110-128.

29.Kazemi H. & Mehri Namak Avrani, O. The effect of cash flow on the adjustment
speed of capital structure and optimal capital structure. Shabak journal, 2018, 5(3
(series 42)), 110-122.

30.Kythreotis, A., Asgarnezhad Nouri B. & Soltani, M. Determinants of Capital
Structure and Speed of Adjustment: Evidence, from Iran and Australia. International
Journal of Business Administration, 2018, Vol. 9, No. 1.



240 Adjustment Speed of Capital Structure: Effect of Organizational and ...

31.Lari, M., Salehi, M. and Shekhavatpour, M. Investigating the relationship
between collateral assets and capital structure. The third international conference on
economics, management and accounting, 2013.

32.Leary, M.T & Roberts, M.R. Do Firms Rebalance Their Capital Structure?
Journal of Finance, 2005, 60, 2575- 2619

33.Liao, L. Two essays: Dose corporate governance affect the adjustment speed
towards target capital structure? University of New Orleans theses and dissertations,
2012, Paper1458

34.Mc Milan, S., Kamara, C. Private credit in 129 countries. Journal of Financial
Economics, 2012, 84, 299-329

35.Memon, P. Adjustment speed towards target capital structure and its determinants
in Pakistan. PhD thesis, university Utara Malaysia, 2015.

36.Memon, P. A., Md-Rus, R., & Ghazali, Z. B. Adjustment speed towards target
capital structure and its determinants. Economic Research-Ekonomska Istrazivanja,
2020, 1-19.

37.Modigliani, F. and Miller, M.H. Corporate Income Taxes and the Cost of Capital:
A Correction. American Economic Review, 1963, 53, 433-443.

38.Mohammadi, R. Factors affecting the capital structure of companies admitted to
the Tehran Stock Exchange, Master's thesis, Faculty of Economics, Al-Zahra
University, 2005.

39.Myers, S. C., & Majluf, N. S. Corporate financing and investment decisions when
firms have information that investors do not have. Journal of financial economics,
1984, 13(2), 187-221.

40.Naveed, M., Ramakrishnan, Anuar, A. and Mirzaei, M. Factors affecting speed of
adjustment under different economic conditions, dynamic capital structure sensitivity
analysis. Journal of Chinese Economic and Foreign Trade Studies, 2015, Vol. 8 No.
3, pp. 165-182.

41.0ino, I. and Ukaegbu, B. The impact of profitability on capital structure and
speed of adjustment: An empirical examination of selected firms in Nigerian stock
exchange, Research in International Business and Finance, 2015, Vol. 35:111-121
42.Rajan, r.g. and Zingales, L. What Do We Know about Capital Structure? Some
Evidence from International Data. The Journal of Finance, 1995, 50: 1421-1460.
43.Salimpour, A. Calculation of the cost of capital of a business unit. Noor scientific
journal, 2007, N. 107, pp. 102-108

44, Setayesh, M. & Ebrahimi, Fahime. The Relationship between Financial Leverage
Replacement Use in Financial Structure and Tax Avoidance. The financial
accounting and auditing researches, 2021, 13(49), 53-72.

45, Shariat Panahi, M., & Khosravi, F. Relationship of Stock Returns with Firm Size,
Book-to -Market Equity Ratio and Earning-to-Price Ratio in Tehran Stock
Exchange. Empirical Studies in Financial Accounting, 2007, 5(20), 61-87.

46.Shiam, M.K., and Mayers. M. Capital Structure and Firm Characteristics: Some
Evidence from Malaysian Companies, 1999, No 1, PP. 48-61



S. Dehghan Khavari, S. H. Mirjalili, M. H. Abdorrahimian and F. Khosh Sirat 241

47.Sinayi, H.a., & Rezaian, A. A study of the firm's factors on capital structure
(financial leverage). Journal of the faculty of humanities and social sciences, 2005,
5(19), 123-148.

48.Stewater, M. The capital structure puzzle. Journal of Finance, 1984, 39(1), 575-
592.

49.Tarafi, S. Investigating the impact of size, type of industry and investment ratios
in predicting the ability to repay facilities from the perspective of Saderat Bank
experts. Master's thesis in accounting, Iran's Institute of Banking, 2006.

50.Titman, S. and Wessels, R. The determinants of capital structure choice. J.
Finance, 1988, (43), 1-19.

51.Warmana, G., Rahyuda, I., Purbawangsa, I. and Sri Artini, N. Investigating
Capital Structure Speed of Adjustment of Indonesian Companies for Corporate
Value. Global Journal of Flexible Systems Management, 2020, Vol. 21, No.3,
pp.215-231.

52.Zamani Sabzi, M., Saeedi, A., & Hassani, M. Capital Structure Adjustment Speed
and the Effect of Boom and Recession on that: Evidence from Tehran Stock
Exchange Listed Companies. Financial Research Journal, 2020, 22(2), 160-181. doi:
10.22059/frj.2019.288995.1006925

53.Zhou, Q., Tan, K. J. K., Faff, R.,, & Zhu, Y. Deviation from target capital
structure, cost of equity and speed of adjustment. Journal of Corporate Finance,
2016, 39, 99-120.

54.Ziyari, R. and Tayrani, H. Examining the relationship between cash flows and
capital structure in companies listed on the Tehran Stock Exchange. The 4th
international accounting and management conference with a research science
approach, 2016.



242 Adjustment Speed of Capital Structure: Effect of Organizational and ...

$35dos 5 Slojl S T3 i talo pus ;LS b Jyusi Cag puw
(o 5 9 Il S sist (s Ay o)

BASS

G 2gd 41y (ool do g alsdS amd D (Jbo dewgy lodl jd il s Hd e dile Jbo el Ciloweuns
cplplty 35S alols 1 a5l 516 15 S dolo s o il (e Cilisio Y5 & il 03,8
Syl S yd i)l (25 dipde jolate 4 loju Lo dlwgn b g Mol by il 4k b
el o] wiS e8> Ban pyal Cuow 4 (b Cepw b S s 31 gdly 53 g daled Sl
Anlg S b (Jad dyloyu W Le p (Gae ol Sl e b (Fu)b Lulpd g 08 b 41335 o el
) ok 4B gl e S oS | g5 il il Lol & S b 51 48 o 4 bl
> oxdabply Jlopd g (Jlo (beS)d ©38hes 5 Slojlo slaShy bLS)) (w)p @ Giagh ol
5 aes 93 cpl plee gl SIpT dslie g ol s Co g g ailop Sl Lo b olas e gl s
A Bl gl oag > 0ad b ply S b ol (il cnl (o)l ansle il 0 S 1
ol U5 pde5 ety 48 el o oimd Ui Lo ol 15 01401 b 1396 (gla Jls b
9 35y cuod (sglsw (69,Sles yiiie o Cpizmen Bl oyt 5l S o 5w
it IS5 51 Gl e g s i g aplopes Lo g oline oyt g o (250 9 10 0 ¢ S
lord Ui & S Jbo ise > Sglite (IS5 Cua gl Ab) slacuo b e plhe cnl
Famdee olis gl I Jols @ls 5o B)b jladl o Joline 31 Ghls joe juate (yrizren AL oo
390 Sy Slojlo (Saomy pite ki wjlil g (ol callle ((Samy Jold Slojle sla Sy
ol Jlo e iy 3 a3 wll o blias 10p3 55 liebl dlols b Jlo ise )5 )
A jolize Slojlw sla Sig

glo s Sl ctglogus )3l s o pus ¢ Slojls sl (S s, Sos sl (S 5lS Ol



