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ABSTRACT

The dynamic trade-off theory entails the existence of a target capital structure and implies an
adjustment towards the target in case of any deviation. The existence of the target capital
structure and the adjustment towards it can be jointly tested by estimating the speed of
adjustment.

The present study intends to investigate the dynamics of capital structure for listed firms in
India and China. The scope of this study includes estimating the speed of capital structure
adjustment considering macro-level factors; examining the impact of the economic state on the
speed of adjustment; the influence of corporate governance quality and measures on leverage
rebalancing; and lastly, probing the relationship between the speed of adjustment and firm
performance.

The study analyses data of firms listed on the National Stock Exchange (NSE500) for India
and the Shanghai Stock Exchange (SSE380) for China. The period for the analysis is 2009 to
2019. The standard partial adjustment mechanism is deployed for estimating the dynamic
adjustment model. Secondary data used in the study is extracted from Bloomberg®, and World
Development Indicators (by World Bank) databases. Further, the system generalized method
of moments (SYS-GMM) estimation is deployed due to the use of short panel data.

The findings suggest that the Indian firms revert faster to their target leverage ratios as
compared to the Chinese firms. Further, the inflation rate, bond market, and stock market
development are significant factors impacting leverage in the case of India whereas stock
market development and inflation significantly impact leverage in the case of China.
Furthermore, the speed of adjustment is pro-cyclical for Indian firms and is countercyclical for
Chinese firms.

Using an aggregate governance indicator, the findings suggest that the better the quality of

governance, the faster the speed of adjustment in both economies. However, there are notable



differences in the findings for Indian and Chinese firms using the individual governance
indicators. CEO-chairman duality and dividend pay-out ratio are significant factors impacting
the speed of adjustment for Indian firms whereas board size, independence and pay-out ratio
are significant factors impacting the speed of adjustment for Chinese firms. Additionally, the
speed of adjustment positively impacts the firm performance of both Indian and Chinese firms.
Based on the above findings, the following recommendations are made for practitioners.
Financial managers should treat macro-level factors at par with the firm-level factors for
financing decisions. A better understanding of the macro factors would facilitate the adoption
of better financing strategies in the future. The expansionary or contractionary conditions of an
economy should also concern the financial managers as these can alter the behaviour of
investors, further influencing the financing decisions. Firms should improve their corporate
governance quality and strive to reach the standard set by the regulators as it has a bearing on
the financial leverage and its adjustments. It is in the best interests of the firms to converge
towards their targets as doing so would lead them to achieve their most important financial
goal, i.e., shareholders' wealth maximization.

Investors should regularly monitor the macro-level and corporate governance factors impacting
capital structure to decide on investment in a firm’s equity. They should also keep a close look
at the capital structure rebalancing activities of the firms as leverage adjustments play a
significant role in enhancing returns to the equity holders who have a residual claim on the
profits of the firm.

Additionally, the policymakers should strive to provide a relatively stable economic
environment wherein firms face lower adjustment costs and make necessary adjustments in the
capital structure. They should regularly monitor the firms’ corporate governance practices for

strengthening the implementation of the corporate governance measures.

Vi
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