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Corporate governance and cost of debt financing:

Empirical evidence from Canada
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1. Introduction

When companies need external funds to finance their invest-
ment opportunities, a trade-off between the two traditional
financing vehicles, debt vs. equity, arises (Myers & Majluf, 1984). In
the Finance literature, it is largely argued that debt financing has
many advantages over equity. First, firms would benefit from tax
shield when they choose to issue debt since corporate tax is calcu-
lated after interests being paid to debt holders (Ross, Westerfield,
& Jordan, 2008). Second, debts might play a monitoring role within
corporations since highly leveraged firms tend to pay more atten-
tion to the reactions of the debt markets. Third, debt might signal
positive signs to the markets (signaling theory) which would poten-
tially reduce the asymmetric information between the companies
and the investors leading to a lower future financing costs. As such,
debt provides an assessment on the firm’s overall quality.
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