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Forecasting the Cost of Financial Distress in the Tehran Stock Exchange

Aram Mohammadi

aram_mohammad88@yahoo.com

Abstract:

The Occurrence of financial distresses can impose significant losses on the companies
and each country’s economy. Predicting the financial distresses will have an important role in
preventing the financial distresses. Debt management plays an important role in reducing the
financial distresses. According to the trade-off theory the debt financing is preferred to equity
as long as each new dollar of debt creates more in tax shields than financial distress or
bankruptcy costs. Therefore, the trade-off theory makes it possible to compare the present
value of tax benefits to the present value of bankruptcy costs. Using the Leland and Toft
structural model, the cost of financial distress were studied in the Tehran stock exchange in the
period of 2005 to 2014. The sample was 49 companies from 6 industries. According to the
research findings, the auto industry is bankrupt. But the food and beverage, pharmaceutical,

basic metals and cement industries have a good distance with financial default.

Key words: Trade-Off Theory, Financial Distress, Tax Benefits, Debt Finance and Tehran
Stock Exchange
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