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caught in a situation of shortage in assets even facing with
modest external shocks. This means the firm is not stable
enough and it is considered to be a high-risk company.
Meanwhile, people lower their trust in the company. What’s
more, managers in a company with high debt are tend to take
excessive risk which also leads to higher stock volatility.

The results show that in most cases, leverage is a burden of
a company.

VI. RESEARCH IMPLICATION

A. Implications for Managers of Companies

Managers of companies in America should be aware of the
burden of leverage when willing to borrow more debt. They
should better evaluate their management skills, since the
increase in profitability brought by high debt might due to
good management. They also have to make preparations for
financial constraint because they have to pay back interest for
each period and not too many investors are willing to lend
them money.

B. Implications for Investors

For equity holders, they do not gain too much advantage
investing in companies with excessive debt or interest,
because these companies are likely to have low ROE their
investment will not be effective. In other words, they may get
same profits more quickly in a low leverage company.

For debt holders, they are not suggested to lend money to
the company with high leverage. Even if the company with
higher leverage tends to get more profits, debt holders could
only get a fixed amount of interest. Nevertheless, if the

company operates badly and could not afford the interest,
debt holders are faced with lost.

Both debt and equity holders are taking more risks when
investing in high leverage companies.

VII.

In this paper, | aim to observe the relationship between
company’s leverage and its performance. I use the data from
Compustat to do an empirical study. | find out that leverage,
in terms of Debt/Assets and Interest Coverage, has a negative
relationship with company’s performance at both company
and industry level in exception of the relationship between
profitability and Debt/Assets across firms. This indicate that
more debt tend to undermine company performance and act
like the burden of the company. Company managers are
suggested to avoid taking excessive leverage under most
circumstances. Investors face higher risk if they invest in
higher leverage companies.

In subsequent studies, the method of management and
leverage should be considered comprehensively to further
analyze how to improve company performance. The
empirical study could also be extended to different countries
in order to get more universal results.

CONCLUSION

APPENDIX

The regression results of Operating Income after
Depreciation/Interest Expense being the explanatory variable
with industry and year fixed effects are shown in Table VI.

The regression results of Interest Coverage in terms of
Operating Income after Depreciation/Interest Expense with
company and year fixed effects are shown in Table VII.

TABLE VI: OPERATING INCOME AFTER DEPRECIATION/INTEREST EXPENSE, ACROSS-FIRM

Valuation Efficiency Profitability Risk
(Y] @ (©) 4) (5) ’ (6)k
EBITDA Operincome, Stoc
InQ ROA ROE margin Sales Votatility
0.0040*** 0.0028*** 0.0040*** 0.0033*** 0.0040*** -0.0023***
Interest Coverage (0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
1.5101***
ROA (0.000)
size 0.0018* 0.0066*** 0.0206*** 0.0259*** 0.0258*** -0.0542%**
(0.085) (0.000) (0.000) (0.000) (0.000) (0.000)
Industry FE Yes Yes Yes Yes Yes Yes
Year FE Yes Yes Yes Yes Yes Yes
N 102774 121691 126597 121302 126233 83047
adj. R2 0.359 0.383 0.097 0.407 0.389 0.363
p-values in parentheses * p < 0.1, ** p < 0.05, *** p < 0.01.
TABLE VII: OPERATING INCOME AFTER DEPRECIATION/INTEREST EXPENSE, WITHIN-FIRM
Valuation Efficiency Profitability Risk
(@) &3] (©) 4) ®) ' (6)k
EBITDA Operlncome Stocl
InQ ROA ROE margin Sales Votatility
Operating Income After
Depreciation/ Interest Expense 0.0031*** 0.0023*** 0.0036*** 0.0026*** 0.0031*** -0.0014***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
1.8297***
ROA (0.000)
size -0.1276*** -0.0033*** -0.0096*** 0.0252*** 0.0190*** -0.0449***
(0.000) (0.000) (0.000) (0.000) (0.000) (0.000)
Year FE Yes Yes Yes Yes Yes Yes
Company FE Yes Yes Yes Yes Yes Yes
N 101614 120769 125718 120394 125368 82104
adj. R2 0.677 0.676 0.202 0.738 0.708 0.557

p-values in parentheses * p < 0.1, ** p < 0.05, *** p < 0.01
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