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Abstract

This study adopts the Modigliani—Miller (M&M) capital structure theory as the core
analytical framework and integrates the Capital Asset Pricing Model (CAPM) with the
Weighted Average Cost of Capital (WACC) to examine, in a rising interest rate
environment, the actual relationship between capital structure and cost of capital in
Taiwan’s construction industry, which is characterized by high leverage and heavy
reliance on external financing. The research is motivated by the fact that firms have
limited control over the level of interest rates; therefore, they must adjust their capital
structure and financial indicators to identify key factors that can lower WACC and
maintain competitiveness.

Using the TEJ database as the primary data source, this study selects 46 listed
construction companies in Taiwan for the year 2024 and collects their financial
statements and stock price data to estimate each firm’s cost of debt and cost of equity,
and subsequently compute WACC. The independent variables include six indicators:
debt ratio, asset size, earnings growth rate, cash dividend yield, average annual stock
price, and return on assets (ROA) based on comprehensive income. Three regression
models are specified to separately test the explanatory power of financial performance
variables, operating strategy variables, and the combined set of both on WACC.

The empirical results reveal a stable and significant negative relationship between the
debt ratio and WACC in the construction industry, confirming that, once corporate
income tax is considered, the debt tax shield associated with borrowing effectively
reduces the overall cost of capital, consistent with M&M’s revised proposition. In the
regression model that simultaneously incorporates financial performance and
operating strategy variables, only the debt ratio remains statistically significant among
the six explanatory variables. Average annual stock price, ROA, firm size, earnings
growth rate, and cash dividend yield do not exhibit significant effects on WACC after
controlling for capital structure and market valuation, indicating that capital structure
is still the key determinant of the cost of capital in the construction sector.

Academically, this study strengthens the empirical evidence for the applicability of
both the M&M theory and the Trade-Off Theory within the Taiwanese construction
industry, and highlights the importance of incorporating industry characteristics and
economic cycles when analyzing capital structure. Practically, the research findings
provide construction companies with a basis for planning debt levels and managing
financial risk. Furthermore, the results remind investors and creditors that indicators
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such as the soundness of the capital structure and the interest coverage ratio can serve
as important references for assessing the investment and credit risk of construction

companies.

Keyword : Weighted average cost of capital(WACC), Capital structure, Construction

industry, Debt ratio, Modigliani and Miller theory
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