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Abstract

We investigate the impact of derivatives use on cost of equity for German non-financial firms over the period 1999-2010. Empirical analysis of our study sheds light on a number of key results. Firstly, derivatives using firms have 122 basis point lower cost of equity than nonusers. Secondly, we find two exact risk factors_ Small Minus Big (SMB) and High Minus Low (HML) which help to reduce cost of equity. Derivatives use reduces cost of equity which in turn indicates reduction in distress cost. Thirdly, small firms who have higher distress risk as argued by Shumway (2001), significantly benefit from derivatives use. Fourthly, foreign currency and interest rate derivatives are key valuable hedging instruments to reduce cost of equity capital. Finally, EDF responds negatively with derivatives use indicator. This suggests that our argument that firms employing derivatives can reduce distress risk is robust irrespective of distress risk proxy.

