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Abstract

Dynamic models of capital structure assume thatpzones trade-off the advantages
of a leverage adjustment and its costs. In geng@ralate companies are assumed to
face large adjustment costs, and should have Idwancing flexibility. However, we
argue that an important class of private companridsusiness group affiliates — may
face relatively low adjustment costs because oir thecess to both internal and
external capital markets. Our empirical results wheignificant differences in the
composition of the capital structure and the leggraadjustment process between

affiliates of private Belgian business groups anthparable stand-alone companies.
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1. Introduction

Even after decades of active theoretical and eogbiresearch, the question of what
determines a company’s capital structure remaikeyaresearch area in corporate
finance. In recent years, the focus of capitalcstme research has increasingly shifted
from examining the determinants of leverage levelsstudying the drivers of
adjustments in capital structure, i.e. capital &tree dynamics. One of the main
insights of this literature is that companies traffethe potential benefits of adjusting
their capital structure (e.g. tax optimization,ueithg financing costs or ameliorating
agency problems) against the transaction cost®ioydso. The vast majority of the
available empirical evidence on this issue concestsck exchanged quoted
companies, who appear to frequently adjust theeriege (e.g. Flannery and Rangan,
2006 and Leary and Roberts, 2005 for the U.S.; ®zRa01 for the U.K.; de Miguel
and Pindado, 2001 for Spain). Private companiesghier, tend to have a much more
restricted access to capital markets. In other syditey face higher transaction costs,
which lead them to adjust their capital structwsslfrequently (Brav, 2009). This
lack of financing flexibility is often regarded as major disadvantage of private

companies as compared to public ones (Huyghebagn/an Hulle, 2006).

However, using insights from another fast growimgdf of research — the
literature on business groups and internal capitakets — we argue that not all types
of private companies face adjustment costs todhegesextent. In many regions of the
world — including Continental Europe, South Easiafmnd emerging markets regions
as e.g. India — large numbers of companies aredirtkrough common ownership
structures (e.g. pyramids) to form business grolgbsMasulis et al., 2009). For

instance, more than 20% of the top 50,000 (in teohsevenue) non-financial



companies in the euro-zone are linked to a privétenestic business grodp.
Companies that are part of such a business greupxaected to have better access to
capital markets (both internal and external) thamgarable stand-alone companies
(Schiantarelli and Sembenelli, 2000; Almeida andlféf@on, 2006). If this is the
case, business group member companies should Igetabadjust their capital

structure more frequently.

This paper empirically examines the capital strretadjustment process of
larg€, non-financial affiliates of Belgian private busss groups and comparable
stand-alone companies. Belgium is an interestingingeto study our research
guestions because all companies are obligatedetanfiormation on group related
financing in the comments to the financial statetsewhich allows us to distinguish
between internal and external leverage. In addititois a typical example of a civil
law country where external capital markets aretiredly underdeveloped compared
to the Anglo Saxon worfg which implies that private companies play a very

important role in the economy.

! With a strict 50.01% control criterion, 20.6% &iettop 50,000 (in terms of sales of 2006) non-
financial companies in the euro-zone are non-lissedi have ties to a private business group
(excluding government owned groups). (Source: Araadkatabase, version April 2008).

2 Private is not necessarily synonymous with snmatur Continental European setting. Many of the
business groups in our sample are among the laogespetitors in their industry on a national or

European level (average total assets of 135.3 amilBuros). Even many of the individual group

affiliates we consider would meet the size requerts for stock exchange quotation on European
exchanges as Euronext, Deutsche Borse or the LoBtbmk Exchange.

% Domestic equity market capitalization at the eh@@07 was 79.7% of GDP for Belgium, compared

to 143.9% for the US and 139.8% for the UK (Sour&lerld Federation of Exchanges, Euronext,

Belgostat).



The sample selection ensures a clean test of thepgversus stand-alone
effect. First of all, we only include private staaldne companies and affiliates of
business groups without a stock-exchange listedoooent. This implies that neither
type of companies has access to public capital esricf. Dewaelheyns and Van
Hulle, 2010). Second, we only include domestic hess group affiliates, so that all
companies we consider operate within the sametutisthal framework and are
subject to the same tax regime, bypassing potewrtafounding effects from
international tax optimization of capital struct@®described in Desai et al. (2004) or
Huizinga et al. (2008). Finally, we limit the ansilyto larger companies because only
companies filing complete financial statements mlesufficient details on internal
debt financing. The focus on larger companies hasadditional advantage that a
number of SME related problems w.r.t. capital streee decisions — for instance the
fact that some owners or managers of SMEs miglk fhe economic expertise to

make well-founded capital structure decisions (Maken, 2005) — are avoided.

As — to the best of our knowledge — this is thstfpaper in the literature to
focus on the differences in leverage dynamics batwarivate group affiliates and
stand-alone companies, the empirical analysissstaith summary statistics and
univariate tests on leverage levels and total, ridle and external leverage
adjustments. Next, we estimate target leverage tmdde the combined sample of
stand-alone and group companies and for each sasepkrately. These estimated
targets are used in second stage regressions, ataahnultinomial logistic models of
the determinants of a substantial leverage increaskecrease. Throughout all types

of empirical tests we find significant differencbstween group and stand-alone



companies in terms of levels of leverage and therbge adjustment process. The
evidence indicates that group affiliates take athga of their better access to
financing to more frequently adjust both their tokaverage and their external
leverage ratios. The results are robust to chanigesmethodology, model

specifications and variable definitions.

The remainder of the paper is organized as folldsextion 2 gives a brief
overview of the relevant literature on capital stawme and capital structure dynamics.
Section 3 provides a link with the literature orsimess groups and formulates the
hypotheses. Section 4 discusses the sample andptigscstatistics and Section 5

contains the empirical analysis. Finally, Sectisuéhimarizes the main conclusions.

2. Capital Structure Research: an Increasing Focus oBDynamics

Most capital structure studies start from one dhlmd the most influential theoretical
frameworks: the pecking order theory (Myers, 198%ers and Majluf, 1984) and the
trade-off theory (Modigliani and Miller, 1963; Degelo and Masulis, 1980).
Essentially, trade-off theory argues that leverdges both costs (e.g. increased
bankruptcy risk and transaction costs) and benedits tax deductibility (DeAngelo
and Masulis, 1980) or reduction of agency problddensen and Meckling, 1976;
Jensen, 1986). Companies then set their leveragedach that the marginal benefits
of adding more debt equals the marginal costs. iffydies companies have a target,
or optimal, level of leverage, which is affectedfobyn characteristics that reflect the
company’s sensitivity to the different costs anddigs of debt. The pecking order
theory, on the contrary, does not support the notib an optimal leverage level

(Myers, 1984). Instead, it predicts that compauwieside on the source of financing



each time a need arises. This choice is basedaosdction costs and costs arising
from asymmetric information, resulting in a genepscking order of retained
earnings over different debt classes (ranging fveny safe to highly risky) to, lastly,
equity. Both theories lead to testable hypothedehe links between a number of
company characteristics (e.g. size, age, profitgpiiisk, tangibility, etc.) and capital
structure. Empirical studies (Titman and Wesse®881 Rajan and Zingales, 1995;
Fama and French, 2002, among many others) tence tondonclusive on which
framework dominates. Research into corporate bebaweems to support trade-off
theory: in surveys among CFOs of public compar&aham and Harvey (2001) and
Bancel and Mittoo (2004) document that 81% of WBd 75% of European firms
have a target level or target range of leverageulgn et al. (2006) confirm these
results for a mixed sample of public and privatenpanies from four European

countries.

Several authors point out that trade-off theoryyamplies a relationship
between theoptimal leverage level and certain company characterjstitsle most
empirical papers examinebservedleverage levels. If there are capital market
frictions (e.g. transaction fees), or if compartigsto time their financing operations
based on market conditions, observed levels ofrégyemay systematically deviate
from the optimum (among the first to raise thisrpavere Taggart, 1977 and Marsh,
1982). Dynamic capital structure models (e.g. Fescht al., 1989; Titman and
Tsyplakov, 2007) allow reconciling the existenceaotong-term optimal level of
leverage (consistent with trade-off theory) wittodkterm pecking order behaviour.
In other words, companies may allow their leverbyels to fluctuate according to

pecking order theory until the deviation from tload term optimum becomes large



enough to warrant a costly leverage adjustment. drhpirical literature addresses
this issue by decomposing observed leverage intanaserved target level and a
deviation from the optimum. Some papers use thiitsmean of leverage as a
proxy for the target level (Javilvand and Harri®84; Shyam-Sunder and Myers,
1999). A small number of papers simultaneously rhtfdetarget level and the speed
of adjustment to the target using non-linear regjoes techniques (e.g. Heshmati,
2001 for Sweden and de Haas and Peeters, 200&f@itton economies), or explore

aggregate data (Frank and Goyal, 2004).

The most popular method in the literature, howeigens two step estimation
procedure in which the target or optimal leverageel is estimated first and the
estimated optimum or the deviation from the optimisrused as a variable in a
second stage regression. One type of researchiquéisat can be addressed in the
second stage — often using GMM dynamic panel dathniques — is whether and
how fast companies reduce the gap between theimaband observed levels of
leverage (de Miguel and Pindado, 2001; Ozkan, 2@&Ld et al., 2005; Drobetz and
Wanzenried, 2006; Flannery and Rangan, 2006). Amatipproach for the second
stage is modelling the determinants of a substariti@nge in capital structure using
probit or multinomial logistic regressions (Hovakam et al., 2001; Korajczyk and
Levy, 2003; Brav, 2004; Hovakimian et al.,, 2004) hmzard models (Leary and
Roberts, 2005). The intuitive rationale for thispegach is that, if companies care
about an optimal capital structure, managers kedylto thoroughly analyse all of the
trade-offs when they substantially adjust lever@gevakimian et al., 2001). To
decide whether or not a company has adjusted fgatastructure in a significant

way, cut-offs are used (e.g. an increase or deereasebt or equity of more than 5%



of book value of assets). Hovakimian et al. (20€dnfirm that the classification of
companies that have made capital structure adjumssmaccording to the cut-off
method corresponds quite well to SDC issue dataUfércompanies. The cut-off
method can easily be applied to our sample of miv@mpanies as it does not
require data on individual debt issuances/retirdmenequity issuances/repurchases.
In fact, Leary and Roberts (2005) argue that ctd-ofay be preferable over public

capital transaction data because they also captivae debt transactions.

As we primarily focus on the determinants of magdranges in capital
structure, our empirical analysis follows the Iattstrand of literature (with
multinomial logistic regressions as second stejpweéler, as a robustness check, we
also estimate partial adjustment models to evalthe@espeed at which firms reduce

the gap between optimal and observed leverageslevel

3. Capital Structure in Business Groups: Analysis andHypotheses

The general literature on capital structure focuses stand-alone companies.
However, existing evidence from the business grbigpature indicates that the
capital structure decision process of a groupiaf@il may be different. First, it is
important to note that — contrary to the case @othtical conglomerate studies,
where external financing is often assumed to bgedhby headquarters and passed
through to the different divisions (e.g. Gertneragét 1994; Stein, 1997) — business
group affiliates are separate legal entities. A®sult, these affiliates can directly
access the external capital markets. In additiooym member companies may also

have access to financing via an internal capitaketavhich can be used to shift risks



and resources throughout the group’s structureSbfn and Stultz, 1998; Deloof,
1998). Therefore, capital structure decisions dfiless group affiliates are likely to
be the result of a group wide trade-off between librefits and costs of different

financing sources (equity/internal debt/externddtjle

According to several authors the optimal total tege level of a business
group affiliate should be higher than that of a pamable stand-alone firm. Hoshi et
al. (1990) argue that the costs arising from infation asymmetries at debt
renegotiations are smaller within business grolipese decreased potential costs of
financial distress allow group members to ex aake ton more debt, thus realizing
more tax gains and avoiding relatively expensiveitggssues. A coinsurance effect
across activities in diversified groups could fertldecrease costs of debt (cf. Berger
and Ofek, 1995). Furthermore, an intra-group o@ation process may take place via
the internal capital market to reduce costs deatls (cf. Faccio et al., 2001; Bianco
and Nicodano, 2006; Dewaelheyns and Van Hulle, RCd@ain increasing ex ante
optimal leverage. Next, the affiliate may receinta-group debt guarantees which
could increase its debt bearing capacity even rf@nang and Hong, 2000). Finally,
belonging to a business group may also have nontidjadle beneficial effects: the
group’s reputation may change perception and beha¥ibanks and other creditors,
thus increasing access to external finance (cfia@tirelli and Sembenelli, 2000). On
the other hand, groups are also able to exploititmiéed liability of their members,
i.e. letting lower level affiliates file for bankptcy at the expense of external debt
providers to save the remainder of the group’svaigts (Bianco and Nicodano,
2006). These types of problems increase the coslebt, and hence decrease the

optimal level of leverage. Howevein practice the benefits of allowing group



member companies to fail may be limited, as thieifaiof a large affiliate is likely to
have a strong negative impact on group reputafibe. results of Dewaelheyns and
Van Hulle (2006) indeed indicate that Belgian bass groups continue to support
their troubled operating affiliates for as longthsy can manage. Direct evidence on
the differences in the total debt ratio betweenupraffiliated and non-group affiliated
companies is reported by e.g. Manos et al. (20079 #ind significantly higher
leverage levels for Indian listed group affilia@sd Lee et al. (2000) and Jung et al.
(2009) who show that Korean chaebol members are thighly levered than non-
group companies. Therefore, in line with the litera, the first testable hypothesis is:
H1 — Business group companies are more highly &ethan stand-alone

companies.

Several of the arguments above may also have iatgits for leverage adjustments.
As debt raised via the internal capital markeswser provided and therefore can be
renegotiated at very low to zero cost and doessoffer from major asymmetric
information problems, capital structure adjustmeosts may be lower for group
member companies. The existence of intra-groupagiees and reputation effects
which facilitate access to external financing agaia likely to lower the costs of
adjusting leverage. Empirical evidence on thisesiswery limited: to the best of our
knowledge, only one paper takes into account theaoh of group-affiliation on
capital structure adjustment: for a sample of Korksted manufacturing companies
Kim et al. (2006) find that both the target levéle@verage and the speed of leverage
adjustment are higher for chaebol members. Within sample which consists of
unlisted firms, an additional reason why there ddaé differences in capital structure

adjustments between group and stand-alone comparties fact that group affiliated
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companies are less likely to face credit rationinygbanks caused by asymmetric
information(cf. Ghatak and Kali, 2001). Credit rationing mayadreimportant reason
why private companies do not raise their leverayen if it is optimal to do so
(Faulkender and Petersen, 2006). All of the ab@aeld us to the second testable
hypothesis:

H2 — Business group companies adjust their camtaicture more frequently than

stand-alone companies.

The total leverage of a typical group-affiliatedngmany consists of two
components: external and internal leverage. Thiglies that, compared to stand-
alone companies, group companies have an additicaqaital structure choice to
make: they have to decide on their total level @fefage and on the relative
importance of internal and external debt (the ma@external debt concentration
ratio). In other words, business group companieay nalso change the
internal/external leverage concentration ratio ast pf their capital structure
optimization. For instance, Bianco and Nicodand@Ghow that the use of external
debt at the affiliate level in Italian businessugs is lower than at the holding level
to limit costs of potential expropriation of creafi. Similar results are found by Piga
(2002). Verschueren and Deloof (2006) report thétrnal debt is (at least partly)
used as a substitute for external debt in Belgianst Desai et al. (2004) show that
foreign affiliates of US-based multinational corgioons use parent-provided debt as
a substitute for external debt, especially in coaat where access to external
financing is limited or expensiv®ewaelheyns and Van Hulle (2010) find evidence
consistent with a pecking order of internal deberoexternal (bank) debt and the

presence of a group-wide optimization of financoogts linked to the relative use of
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both debt sources in Belgian private domestic gso@iven this type of behaviour,

the question arises whether the more frequent dgeeadjustments hypothesized in
H2 are solely caused by the use of highly flexibternal leverage. Specifically, due
to the fact that affiliated companies can make of¢he parent’s reputation and

guarantees as instruments to reduce credit ragjoaml dissipative costs of external
borrowing, one would predict that subsidiaries oaore easily adjust their external

leverage as well. To test whether these firms #gtosake use of these opportunities,
we formulate our third hypothesis:

H3 — Business group companies adjust their exteleadrage more frequently than

stand-alone companies.

4. Sample and Descriptive Statistics

We collect data on all private Belgian non-finahc@mpanies that file non-
consolidated complete financial statemérits at least six consecutive fiscal years
during the period 1996 to 2005. The data are obtafirom Bureau Van Dijk EP’s

BelFirst database.

We select two samples: one consisting of businesspgaffiliates, the other

containing only stand-alone companies. For the mgreample, we select operating

* Under Belgian Accounting Law, companies are reglio file complete (unconsolidated) accounts if
they meet at least two of the following criteriatal assets exceed 3.125 million euro, operating
revenue exceeds 6.25 million euro, more than 5Dtiimle equivalent employees. Companies with
more than 100 full time equivalent employees alwlagge to file complete accounts. All other firms

may file abbreviated accounts, which contain legermation on issues which are relevant to our

research questions (e.g. intra-group financing).
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affiliates of all Belgian non-financial private hboness groups filing group
consolidated accounts (excluding State controliedigs)® We define a company as
being group affiliated if at least 50% of its sleere held (directly or indirectly) by
the controlling company of the gropBecause of the high levels of ownership
concentration within most Belgian business growgedting a lower threshold (e.g.
20%, cf. Gadhouret al., 2005) would only have a marginal impacttoa number of

companies included.

To minimize the risk of misclassifying a group béfied company as stand-
alone, we use a double criterion to include a comipa the stand-alone sample (cf.
Dewaelheyns and Van Hulle, 2010): the company shaomdt have a dominant
incorporated shareholder (i.e. the largest incajgar shareholder does not control
more than 20% of the sample company, directly dirgctly) and it should not use

intra-group financing.

® Although limiting the analysis to groups with colidated accounts introduces a potential size bias
(companies are exempted from filing consolidatezbants if they do not surpass more than one of the
following criteria: revenues of 20 million EUR, #&btassets of 10 million EUR, or 250 employees), it
ensures that the variables that we define at tbapgtevel capture economic reality as accurately as
possible. As an alternative, Manos et al. (2007)Cbang and Hong (2000) compute group level
variables as the value weighted average of thevithatl member firms’ variables. Although this
approach cancels the need for consolidated statsmignis likely to lead to information quality
problems in our sample of private companies.

® According to Belgian Accounting Law, all firms vehi are controlled by, or are controlling a
corporation, are considered to be affiliated. Tlhevldefines control as owning more than 50% of the
shares or the votes, or having common controllimgreholders who can appoint the majority of the
board or can make strategic decisions. This conanlalso be the result of company bylaws, corgract

or the existence of a consortium.
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Following common practice, companies with zero sadeveral categories of
service companies (e.g. real estate management)fiamgl with extremely high
leverage levels (>100% of total assets) are exdfddsing the criteria described
above, we end up with a group sample of 4,488 fiears of 488 companies (part of
226 different business groups) which — due to Wiaonstruction and lagging —
results in 2,536 testable firm years from the pkrik®99-2005. For reasons of
comparability, we select a one-to-one sample afdstdone companies that matches
the industry and the size of the group sample fiamsclosely as possibieThis
results in a stand-alone sample of 2,875 testatoieykears. Panel A of Table | shows
that all major non-financial industries are repreed in the sample, with an emphasis

on manufacturing and distribution.

kkkkkkkkkkkkkkkkkhkkhkkkkk

Table | about here

kkkkkkkkkkkkkkkkkhkkhkkhkkkx

Based on the literature discussed in Section XZelect a number of company

characteristics that will function as control vales in the regression models:

" Including firm years with extreme levels of levgeacould potentially influence the results of the
target leverage models. However, as the 100% lgeelevel is only exceeded in 1.4% of all firm
years, robustness checks show that including thleservations would not affect our results.

8 Using the full stand-alone sample would lead topdmant differences in size and industry
distribution across samples. For instance, thd tdaets of the median group sample company are
more than twice as large as those of the median iir the unmatched stand-alone sample. Size
matching is based on total assets. Industry magdkibased on a 2-digit NACE classification cods. A

a robustness check, the tests were rerun on thetohed stand-alone sample, with very similar

results. This implies that the matching procedarenlikely to impact our conclusions.
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company size (SIZE, proxied by the logarithm oala@ssets); a tangible assets ratio
(tangible fixed assets plus inventory to total sss€ANG); growth opportunities
(GROWTH, proxied by the average annual sales graiithe last three firm years);
earnings volatility (VOLATILITY, defined as the stdard deviation of net earnings
over total assets of the last three firm years)figability (PROFIT, defined as net
earnings over total assets) and changes in groppbrtunities AGROWTH, which

is the 1-yr change of the variable GROWTH). TabRahel B reports the medians
(left-hand side) and means (right-hand side) o$eheariables in the stand-alone and
group samples, and statistics for equality testssscsamples. First of all it should be
noted that, even after matching for size, the congsain the group sample are still
statistically significantly larger than those iretstand-alone sample, although this
difference is unlikely to be important in econongems (median total assets of 9.8
million euros for stand-alones vs. 12.1 million @urfor affiliates). Several of the
other characteristics are significantly differerst \&ell: compared to stand-alones,
group affiliated companies have relatively lessgible assets, a somewhat lower
sales growth rate and more volatile profitabilitgtios. The profitability ratios
themselves do not significantly differ across samphor does the change in growth

rates.

5. Tests and Results

5.1. LEVERAGE AND LEVERAGE DYNAMICS: UNIVARIATE TESTS

The first panel (Panel A) of Table Il reports meansl medians of the total leverage
ratios of the companies in the stand-alone andpgsamples. Note that we use an
overall leverage proxy (LEV, defined as long teratilities plus short term liabilities

over total assets; cf. Desai et al., 2004; Huiziegal., 2008) while many Anglo-
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Saxon studies focus on long-term debt as a meaduexerage. However, Titman
and Wessels (1988) point out that in countries whghnort-term liabilities are
important financing sources, measures of leverageld include these as well. The
importance of short-term debt in Belgium has beenfiomned by e.g. Deloof and
Jegers (1999). Moreover, only this broad measutevarage can be unambiguously
split up into external and internal leverage basedhe information provided by the
comments to financial statements. Consistent wijpeetations (H1) and existing
empirical evidence (e.g. Lee et al.,, 2000; Jungalet 2009), total leverage is
significantly higher for group member companiestifiar stand-alones (a difference
of 3.5% in means and 3.2% in medians). More intergly, however, the degree of
change in leverage is different across samplesedisThhe mean absolute 1-yr change
in total leverage ratio in the group sample is 5.@#edian of 3.8%), compared to
4.6% for the stand-alone sample (median of 3.3%is May be a first indication that
the leverage of group affiliates is adjusted mdtero(or to a greater extent) than that

of comparable stand-alone companies, which isi@Wwith hypothesis H2.

kkkkkkkkkkkkkkkkkkkkkhkkikx

Table Il about here

kkkkkkkkkkkkkkkkkhkkkkhkkkx

More explicit evidence of differences in leveragiguatment can be found in
Panel B. Analogous to, for instance, Hovakimiaalef2001) and Leary and Roberts
(2005) we define a firm year with substantial leagg change as a firm year during
which the total leverage ratio increases or deeeady more than 5% of total assets.
Robustness checks show that although changing tiv®ficto e.g. 3% or 7%

obviously affects the number of leverage increask @decrease firm years, the main
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results and conclusions of the univariate and maii@te tests remain unchanged.
Group affiliated companies have significantly méeeerage increases (in 17.6% of
firm years) and decreases (in 22.7% of firm yetirah stand-alones. Put differently,
there is a substantial change in leverage in 4@8%itm years in the group sample
(i.e. one change every 2.5 years on average), aeapa 33.5% of firm years in the
stand-alone sample (i.e. one change every 3.0 ywaraverage). Although direct
comparison is difficult because of differences iatad frequency and variable
definitions, the occurrence of leverage adjustmdntsboth of our samples is
considerably lower than for the U.S. quoted comgmmn the sample of Leary and
Roberts (2005) which adjust leverage about onceaa gn average. Given the fact
that private companies have less access to equityexternal debt financing, this is
not surprising. Also note that there are signifthamore leverage decreases than
leverage increases in both samples. A potentialaegtion could be that corporate
profits and growth during our sample period (1999%) were stable and relatively
high, allowing companies to gradually reduce th®rerage. In fact, the average total
leverage ratio decreases from 64.5% (1999) to 592135) in the group sample, and
from 62.2% (1999) to 56.2% (2005) in the stand-alsample. A final point of notice
is that leverage adjustments are not only moreugatjin group companies, they are
also slightly larger (not reported in Table 2 tmili the Table’s size): the average
change in the total leverage ratio is —9.6% fond&talones vs. —10.2% for group
affiliates in leverage decrease years (differemgaifccant at the 5% level) and +9.6%
(stand-alones) vs. +10.2% (group affiliates) inel@ge increase years (difference

significant at the 10% level).
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In the remainder of this sub-section we focus an dbtails of the types of
leverage and leverage dynamics for the group samplerted in Table Ill. Panel A
of Table Ill contains summary statistics on theeexal leverage ratio (EXTLEV =
external liabilities/total assets) and the intertealerage ratio (INTLEV = internal
liabilities/total assets). Consistent with empiticavidence of, for instance,
Verschueren and Deloof (2006) and Dewaelheyns ardMulle (2010), we observe
that althoughtotal leverage of affiliates is higher than that of statones, the
substantial use ointernal leverage (internal leverage ratio of 17.0% on agey
leads to loweexternalleverage ratios (mean of 46.1%) compared to stdmaes for
which — by definition — all leverage is externalg@am of 59.6%, see Table Il Panel

A).

kkkkkkkkkkkkkkkkkhkkhkkhkkk

Table Ill about here

kkkkkkkkkkkkkkkkkkkkkhkkkx

The absolute one year changes in internal and reattéeverage ratios are
relatively high compared to the changes found tand-alone companies. In fact,
even though external leverage is only a part dltieverage, the one year absolute
changes in the external leverage ratio in grouiicdéfd companies are larger (both in
terms of means and medians) than the absolute ekanghe total leverage ratios in
stand-alone companies in Table Il Panel A, whichassistent with hypothesis H3.
Although the changes in internal leverage are sn#llan those in external leverage
in absolute terms, the changes in internal levenag®s are more important in
relative terms: the average change in internalrgges equals 34.7% of the average

internal leverage ratio, while the average changexiernal leverage is 15.4% of the
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average external leverage ratio. Table Il PanaloBfirms that both external and
internal leverage are frequently adjusted. Theraatdeverage ratio is substantially
increased in 20.0% of firm years and decreased6if%2 of firm years. In other
words, group affiliates adjust their external lege significantly more frequently
than stand-alone companies (cf. Table Il Panel\Bixhin the group sample, the
number of increases in external leverage is nonifsigntly different from the
number of increases in internal leverage. Howexeternal leverage is reduced much
more frequently than internal leverage. This inglibat the drop in total leverage
ratio during the sample period mentioned above waslominantly caused by

reducing external leverage (i.e. the more experde type):’

5.2. TARGET LEVERAGE MODELS

Table IV reports results of least squares regrassstimates of the optimal or target
leverage ratios. Following Hovakimian et al. (2Q0&¢ split up the company specific
control variables between the first and secondestagressions. Variables which
have been empirically shown to be related to thegy lterm trade-off optimum are
included in the target leverage regression modelso(ir case, company size,
tangibility, growth opportunities and earnings \iig); while variables which are
more relevant to pecking order are used in thersbstage regression models (i.e.

determinants of leverage adjustments models, se@8&.3). Company size (SIZE)

® Test statistics for Z-test of equality of proports of firm years with external leverage adjustraent
between stand-alone sample and group sample: Bi€rdge increase firm years) and 6.27 (leverage
decrease firm years).

19 There is a downward trend in the average extataht ratio in the group sample (from 49.6% in
1999 to 41.3% in 2005) and a moderately upwarditiarthe average internal debt ratio (from 14.9%

in 1999 to 17.8% in 2005).
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should be positively related to the optimal levélleverage as larger companies,
ceteris paribus, have lower relative costs of faxandistress (Rajan and Zingales,
1995). Tangible assets can be used as collaterlddns. As collateralization reduces
the expected costs of bankruptcy for the lender tand lowers the cost of debt,
companies with a higher tangible assets ratio (TAN®uld have a higher optimal
level of leverage. Companies with strong growth apmities (GROWTH) may

prefer lower leverage levels, due to increased asgtmc information problems and
the fact that debt servicing could hinder growthc@énnell and Servaes, 1995).
Earnings volatility (VOLATILITY) is a measure ofsk and should therefore be

negatively related to the target leverage level.
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Table IV about here

kkkkkkkkkkkkkkkkkkkkkkkk

Models 1 and 2 in Table IV are estimated usingtedtable firm years (i.e.
from both the stand-alone and the group samplefleVld is a pooled OLS regression
with industry and time dummies which includes tberfcompany specific control
variables and a dummy (GROUP) which distinguistesgroup affiliates from the
stand-alone firms. All explanatory variables argygked one period to avoid
simultaneity biases. As expected, target leveragmsitively related to a company’s
size (SIZE) and tangibility (TANG) and negativeblated to risk which is proxied by
VOLATILITY. GROWTH is not significant. The GROUP dumy is highly
significant and positively related to target lexggaafter controlling for company
characteristics and industry effects, the targeermge level of group affiliates is

about 4.6% higher than that of stand-alones (cf).. Miodel 2 includes fixed firm
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effects to control for all firm specific characsics not captured by the other
variables. Given that there is very little mobilégross samples (i.e. companies are
either group affiliated or stand-alone and remairdsring the entire sample period),
the GROUP dummy can no longer be included. Theltseedar the remaining

variables are similar to those in model 1.

Next, models 3 and 4 in Table IV are fixed effatisdels for the stand-alone
and the group member sample separately. For bpistpf companies, the target
total leverage ratio increases with size and taliyitand decreases with earnings
volatility. The main difference is that growth ophmities are significantly related to
target leverage for stand-alone companies, bunatesignificant for affiliates. The
positive sign of GROWTH differs from the literatigeexpectation for public
companies and suggests that the privately held anoiep in our stand-alone sample
need to resort to debt to finance growth, in vidwheir limited access to equity. In
the final two models in Table IV (models 5 and Bg tdependent variable is the
external leverage ratio (EXTLEV) instead of theatdeverage ratio (LEV). Model 5
shows that, just as for total leverage, the taeyéernal leverage ratio is positively
related to TANG and negatively related to VOLATIMTSIZE and GROWTH are
not significant. In model 6 we do not only includempany level control variables,
but also add some analogous variables computetieatdnsolidated group level
(GSIZE, GTANG, GGROWTH and GVOLATILITY; cf. Dewaetiyns and Van
Hulle, 2010). The tangible assets ratio of the obdated group (GTANG) is
positively related to its subsidiary’s optimal exi@ leverage ratio. More
collateralizable assets within the group may rassesubsidiary’s likelihood of

receiving direct or indirect group guarantees. tbefficient of GVOLATILITY is
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significantly positive (at the 10% level). Thisiis line with Bianco and Nicodano
(2006), who argue that groups may raise debt @tasdf level instead of at group
headquarters, to be able to exploit the affiliatetsted liability in case of financial
difficulties: in times of distress they could leneor more affiliates go bankrupt to
save the rest of the group. If this is the case, tHrget use of external debt by

affiliates of riskier groups (i.e. groups with hagrearnings volatility) will be higher.

5.3. DETERMINANTS OF LEVERAGE INCREASES AND DECREASES

We now turn to multinomial logistic regressions @hisimultaneously model the
determinants of the probability that a company grfiglly increases or decreases its
total leverage (following the definition outlined Section 5.1) versus the probability
of no change in leverage. The models include thepamy’'s deviation from the
optimum as the difference between this year's taigeV", estimated in the previous
sub-section) and the actual level of leverage engtevious firm year (LEM). The
company level control variables in the increasakEse models are related to
pecking order theory, according to which strong dlkje profitability (PROFIT)
causes a company to reduce (increase) its levielvefage and changes in leverage
may also coincide with changes in growth opportagit@GROWTH). In addition,
we include dummies which indicate whether or net¢hwas an increase or decrease
of leverage in the previous period (INCREASE anddREASE). Leary and Roberts
(2005) argue that if companies do not adjust thapital structure as long as their
level of leverage remains within certain upper #&wler bounds — set according to
the trade-off between the benefits of adjusting tredcosts of doing so — an increase
(decrease) in the previous period will automatjchling leverage closer to the upper

(lower) bound and hence will raise the likelihoddadeverage decrease (increase) in
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the current period. The first system of equati@morted in Table V is estimated on
the combined sample including both stand-alonegaodp affiliated companies and
also contains the group membership dummy (GROURErGhe panel structure of
our data set, inferences are based on cluster trabasdard errors (CRSE) which
allow for potential within-cluster (i.e. companyesjfic or group specific) correlation

of the error termé&!
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Table V about here
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In the first system of equations, the deviatiomfrihe target (i.e. the predicted
value from Table IV model 3 for the stand-alone pames and Table IV model 4 for
the group affiliatesf is a very important determinant of both the tdelerage
decrease (equation 1) and the total leverage iserdacision (equation 1’), with the
expected signs. For instance, if LEV LEV., is positive the company’s leverage is

below its target level, which reduces the probgbdiff a leverage decrease and raises

M Note that there are two levels of potential ectustering in the group sample: within company-
specific clusters and within group-specific clusteGiven there is no transference of ownership of
sample companies across groups in our samplewthéetels of clustering are nested, and the highest
level of clustering (i.e. the group level) should bsed to compute the CRSE (cf. Cameron et al.,
2006).

12 Several types of robustness checks on the moeeifsmtion were performed: (i) different target
leverage ratios (based on Table IV model 1 or TdWlemodel 2); (ii) allowing for a different
coefficient for deviation to the target (LEV* — LEY across affiliates and stand-alones and (iii)
allowing for different coefficients for all explatmay variables across affiliates and stand-alones.

Findings remain qualitatively unchanged.
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the probability of an increase in leverage in therent period. This result is
consistent with trade-off theory, but there is adsdence supporting pecking order:
strong net profitability (PROFIT) increases the lyability of a leverage decrease
decision and lowers the likelihood that the compeaiily/ raise the level of leverage.
The change in growth opportuniticAGROWTH) is only significant (at the 10%
level) in equation 1': companies with an increasegiowth opportunities are less
likely to increase their total leverage ratio. Qalgrthe results are in line with those of
e.g. Hovakimian et al. (2004) who also documentnelats of both trade-off and
pecking order behavior. More important from the npoof view of this paper’s
research questions however, is the fact that th®©@ER dummy is significantly
related to both leverage increase and decreasealghties. This confirms the
univariate results from Section 5.1: ceteris pajbgroup member companies are
more likely to adjust their leverage than comparadtbnd-alone firms (H2). In terms
of marginal effects, a group member company ha$2% lower probability of not
adjusting its leverage (the multinomial logit mdddbase case), using mean values
for all other explanatory variables. A final powitinterest is that, contrary to Leary
and Roberts’” (2005) findings for U.S. quoted comesna leverage increase
(decrease) in the previous period does not onlg teaa better chance of a decrease
(increase) in leverage in the next period. Any givehange in leverage also
significantly raises the probability of another wstment in the same direction. This
could indicate that, given the fact that the prlatheld companies in our sample
have more limited access to financing than quoiteadsf some of them may need to
adjust their capital structures gradually throughetin order to make major changes.

The second and third systems of equations in Tebége estimated for the stand-
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alone sample and group sample separately. If wgpamrequations 2 and 2’ or 3 and

3’ to equations 1 and 1’ we observe that most tesue analogous.
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Table VI about here
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While Table V examines changes in total leveragabld VI focuses on
external leverage (EXTLEV). Table VI only reportstimates for the combined
sample and the group sample, as all leverage idéefpition external for stand-
alones, which implies that the results of the sdcgystem of equations in Table V
still apply. In equations 1 and 1’ (combined samplge use the predicted target
leverage ratios from Table IV model 3 (stand-alpnasd Table IV model 6
(affiliates) as proxies for the target externaldiege ratio (EXTLEV*):® Results are
very similar to those of equations 1 and 1’ in Ba¥l concerning total leverage. The
positive and highly significant coefficients of ttd)ROUP dummy support hypothesis
H3, which states that subsidiaries also adjust adiernal leverage more frequently
than stand-alone companies. A marginal effectsyaisabhows that a group member
company has a 12.81% lower probability of not diljgsits external leverage, using
mean values for all other explanatory variablesoraer to examine whether or not
external leverage changes are related to the fialahealth of the group (measured
by an Altman Z’-score, see Altman, 1993) the modelgable VI also contain a

dummy variable (BADGROUP) which has a value of th# company is an affiliate

13 Alternative model specifications similar to thasscribed in footnote 12 lead to comparable results
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of a group in the bottom 5% of group health witbimr samplé? Equation 1 shows
that being an affiliate of a group in poor finandi@alth — after controlling for the
distance to the target, profitability, changes mvgh opportunities, etc. — has no
effect on the likelihood of an external leveragerdase. However, it does have a
significant negative impact on the probability af ancrease in external leverage
(equation 1'): affiliates of business groups in pdiaancial health are not able to
benefit from the group’s reputation and are likigljoe more restricted in their access
to external financing compared to strong groupdiliaies. The total effect of
belonging to a group in poor financial health compato being a stand-alone
company is the sum of the coefficients for GROUR &ADGROUP, which is
negative, but not significant at the 10% level.oliher words, ceteris paribus, the
probability of an external leverage increase foaffiliate of a weak group does not

differ from that of a stand-alone company.

The second system of equations reported in Tabl8\éhd 3’) takes a closer
look at the external leverage adjustment procefisirwihe group sample. Compared
to the results of equations 2 and 2’ in Table V tfog total leverage ratio of stand-
alone companies, there are two main differencest,Ktrong profitability raises the
probability of a leverage decrease (PROFIT is &iggnit at the 1% in equation 2 in
Table 1V), while it is not significant for a decsain external leverage in the group
sample. Moreover, strong profitability reduces ftileelihood of an increase in

leverage for both stand-alone and group member aorep, but the effect seems

14 Results are robust for a 7.5 or 10% cutoff. Highatoffs are unlikely to be appropriate for
identifying groups in poor financial health becatise general financial condition of Belgian busies

groups is quite strong (historical failure rates aell below 1% per year).
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stronger for stand-alones. The evidence suppopeuking order theory is therefore
weaker for group companies: due to the availabdityunding through the internal
capital market, affiliates’ external leverage demis are not necessarily related to
their short term profitability. A second major @fénce is that an increase in external
leverage (EXTINCREASE) during the previous fiscalyis not significantly related
to the probability of another external leverage réase and a decrease
(EXTDECREASE) during the previous year only raisks likelihood of another
decrease in external leverage at the 10% level. gdteern of external leverage
increases and decreases (increase followed bya$sscend vice versa) suggests that
group affiliates have less restricted access tereat financing than stand-alone
companies allowing them to engage in dynamic t@fiéehavior more comparable
to that observed in public companies (cf. hypothet3). This effect is also consistent
with our finding that the average change in exteteaerage is much larger for
affiliates than for stand-alones (see Section 3f1he size of an adjustment is larger,
the likelihood of overshooting the target increasdsch could lead to a sequence of
adjustments in opposite directions. The resultstvitre financial health of the group
are comparable to those from the first system afgqgns in Table VI no significant
effect on the leverage decrease probability (eqnak), but a significantly negative

coefficient for BADGROUP in the leverage increageaion (equation 2’).

5.4. ROBUSTNESS: PARTIAL ADJUSTMENT MODELS

In addition to the various robustness checks regarsample composition, variable
definitions and model specifications which weresatty discussed (see for instance
footnotes 7, 12, 13 and 14), this sub-section erplanother important type of

robustness issue: an alternative methodologypastial adjustment models.
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As mentioned in Section 2, the main alternative tfe discrete choice estimation
technique in Section 5.3 is a partial adjustmew) (Rodel. The basic form of a one
step PA model (see Flannery and Rangan, 2006 favarview of different model
types) is:

LEVi: = (1 -A) LEVit1 + A B) Xit (@H)
whereA is the speed of adjustment angdisa vector of company characteristics that
determine the optimal level of leverage. In a parfearket with no adjustment costs,
A would always be equal to 1, implying all companiexsild be at their optimal level
at all times. In practice, due to the existencenof-trivial adjustment costs (e.g.
transaction costs, fees, searching costs, etcgmgany will only gradually adjust to
its optimal leverage level over time. As long|as< 1, LEV will converge to the

optimum, A B) X ift - oo,
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Table VIl about here
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Table VII reports results from partial adjustmenddels based on three different
estimation techniques: pooled OLS, fixed firm effecand an Arellano-
Bover/Blundell-Bond-type system GMM estimation. Thedels include all available
company specific control variables (SIZE, TANG, GR®H, VOLATILITY,
PROFIT andAGROWTH), but only the coefficients for the laggesdrage ratio (i.e.
the estimates of 1 &) are reported to limit the size of the Table. Tinedels in Table
VII focus on external leverage adjustments; i.e. dependent variables are the total

leverage ratio (LEV) — which equals the externaklage ratio — for stand-alones and
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the external leverage ratio (EXTLEV) for group canges. The estimates for (1A
differ substantially across estimation techniquekich has often been observed in
the literature. Based on pooled OLS (which igndnes specific effects), estimates
for the speed of adjustmemt)(are biased downwards, while fixed effects modets
likely to suffer from short panel bias and leadufiward biased estimates of The
system GMM estimates far are typically in between those of OLS and fixefdets
and should be most reliable (cf. Flannery and Hask2010). Most important from
the point of view of this paper is that the estiesadf (1 -\) are significantly lower in
the group sample than in the stand-alone sampke:96%6 confidence intervals
reported in Table VII do not overlap, regardlesgha&f estimation technique. This is
consistent with our hypotheses: group member compaface lower adjustment
costs and will more quickly close the gap betwdeirtactual and optimal level of
external leverage (48.0% per year based on systdiM)Gthan stand-alone

companies (25.4% per year).

6. Conclusions

We find significant differences in the use and tleterminants of leverage and the
leverage adjustment process between samples ofimarcial affiliates of Belgian
private business groups and stand-alone compafieshow that group affiliates not
only have higher levels of leverage, but that taéso adjust their capital structure
more frequently and in larger steps than standesmlorGroup affiliates have
significantly higher target levels of leverage thstand-alones and the optimal
leverage level of an affiliate is driven by bothngmany level and group level

characteristics.
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Using multinomial logistic regressions we show thatcontrolling for
company, time and industry effects — group comaaie significantly more likely
to substantially increase or decrease their lewethgn stand-alones. For both types
of companies, the distance to the optimal levetagel is significantly related to the
probability of a leverage adjustment, which is ¢stent with trade-off theory. The
overall evidence for short term pecking order bétav(adjusting leverage according
to net earnings) is stronger for stand-alone comggathan for group affiliates.
Finally, our evidence suggests that the flexibility group companies’ capital
structure is not solely driven by the use of inatrieverage: group affiliates more
frequently adjust their external leverage as walless the group is in poor financial
health, in which case the affiliates’ probability attracting external leverage is
severely reduced. Our results are robust to changesnethodology, model

specifications and variable definitions.

The higher financing flexibility of group companiesmpared to that of stand-
alone competitors may be one of the reasons whvatgrbusiness groups continue to
flourish in many parts of the world without appaterfeeling the need to become
publicly quoted. In this respect, an interestingi¢ofor further research could be
comparing the leverage adjustment process of filetefs of groups with a publicly

guoted holding company and those of private busigesups.
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Table I.Sample Properties

SIZE is defined as In(total assets) with total &s$e real terms (base = January 1996); TANG isndef as
tangible fixed assets plus inventory over totabessSGROWTH is defined as the average annual sabegly of
the last three firm years (in %); VOLATILITY is daéd as the standard deviation of net earnings totar assets
of the last three firm years (in %); PROFIT is definas net earnings over total ass@RGROWTH is defined as
the change in annual sales growth; Equality testesa group and stand-alone samples: t-statistics-tests
(equality of means) and Wilcoxon Mann-Whitney tdgtguality of medians); *** denotes significancetae 1%

level; ** denotes significance at the 5% level.

Panel A: Industry Composition

Number of Firms in Group

Indust %
naustry and Stand-Alone Samples °
Food 67 13.7
Manufacturing 186 38.1
Construction 54 111
Trade (Wholesale & Retail) 118 24.2
Transportation 51 10.5
Other 12 2.5
488
Panel B: Company Characteristics
Median Mean
Stand-Alone Group Equality  Stand-Alone  Group Equality
Sample Sample Test Sample Sample Test
SIZE 9.087 9.300 8.174** 9.123 9.434 12.247***
TANG 0.455 0.376 11.657*** 0.455 0.386 11.834***
GROWTH 0.037 0.030 1.939** 0.042 0.041 0.196
VOLATILITY 0.0170 0.024 11.214%*= 0.026 0.035 9.273%+*
PROFIT 0.023 0.022 1.349 0.032 0.029 1.438
AGROWTH -0.004 -0.001 0.788 0.010 0.004 0.553
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Table Il. Total Leverage and Total Leverage Adjustments
Total leverage ratio (LEV) is defined as long tdmabilities plus short term liabilities over totassets; A firm year is classified
as Leverage Increase (Decrease) if the total Igeeratio increases (decreases) by 0.05 or moregligtests across group

and stand-alone samples: t-statistics for t-te=ggidlity of means), Wilcoxon Mann-Whitney testsu@ity of medians), Z-
tests (equality of proportions); *** denotes sigodnce at the 1% level.

Panel A: Summary Statistics

Median Mean
Stand-Alone  Group Equality  Stand-Alone  Group Equality
Sample Sample Test Sample Sample Test
Total leverage ratio (LEV) 0.631 0.663 5.044%** .506 0.631 5.813***
Absolute 1-yr change 0.032 0.038  4.799%* 0.046 0.054  5.789%
in LEV
Panel B: Firm years with Total Leverage Adjustments
Lev. Increase Lev. Decrease No Change
Firm Years Firm Years Firm Years
Stand-alone sample 397 565 1,913
(13.8%) (19.7%) (66.5%)
(17.6%) (22.7%) (59.7%)
Equality test 3.824 %+ 2.719%* 5.179***
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Table Ill. Internal versus External Leverage and Leverage

Adjustments (Group Sample)

External leverage ratio (EXTLEV) is defined as emtd liabilities over total
assets; Internal leverage ratio (INTLEV) is defireedinternal liabilities over total
assets; A firm year is classified as Leverage bmee(Decrease) if the leverage
ratio increases (decreases) by 0.05 or more; Hygutdsts for frequency of
adjustments in EXTLEV and INTLEV: Z-test statisti@quality of proportions);
*** denotes significance at the 1% level.

Panel A: Summary Statistics

Median Mean
External leverage ratio (EXTLEV) 0.454 0.461
Internal leverage ratio (INTLEV) 0.084 0.170
Absolute 1-yr change in EXTLEV 0.046 0.071
Absolute 1-yr change in INTLEV 0.028 0.059

Panel B: Firm years with Internal and External Lragee Adjustments

Lev. IncreaselLev. Decrease No Change
Firm Years Firm Years Firm Years

Adjustment of EXTLEV 508 681 1,346
(20.0%) (26.9%) (53.1%)

Adjustment of INTLEV 484 416 1,635
(19.1%) (16.4%) (64.5%)

Equality test 0.817 9.001%** 8.217%*
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Table IV.Target Leverage Models

Dependent variable in models (1) to (4): total teage ratio (LEV), defined as long term liabilitipus short term
liabilities over total assets; Dependent variallariodels (5) and (6): external leverage ratio (EEVI, defined as
external liabilities over total assets; SIZE isidefl as In(total assets) with total assets in reahs (base = January
1996); TANG is defined as tangible fixed assetss phventory over total assets; GROWTH is definedhasaverage
annual sales growth over the last three firm y@ar$o); VOLATILITY is defined as the standard detta of net profits
of the last three firm years (in %); GROUP is a dunvariable with value = 1 if a company is part ofmess group, 0
otherwise; GSIZE is defined as In(total assethefgroup) with total assets in real terms (basanudry 1996); GTANG
is defined as (tangible fixed assets plus inventsr total assets) of the group; GGROWTH is defiaedhe average
annual sales growth over the last three firm yéar<%) of the group; GVOLATILITY is defined as th&tandard
deviation of net profits of the last three firm y2&n %) of the group; All explanatory variable® dgagged by one year;
Model (1): pooled OLS with fixed time effects amdlustry dummies, Models (2) to (6): Fixed effecs@ least squares
regression models; Huber/White standard errorsairemtheses; *** denotes significance at the 1%lje¥edenotes
significance at the 5% level; * denotes significauat the 10% level.

Combined Sample Stand-Alone Group Sample
(Stand-alone + Group) Sample Total Lev. External Lev.
1) (2) 3) (4) () (6)
SIZE,, 0.009*** 0.012%** 0.008* 0.015%** —0.000 —0.000
(0.003) (0.003) (0.004) (0.004) (0.005) (0.005)
TANG,, 0.178*** 0.101*** 0.142%** 0.073** 0.054* 0.047*
(0.015) (0.021) (0.025) (0.033) (0.028) (0.028)
GROWTH,, 0.028 0.008 0.037*** 0.005 0.000 0.000
(0.019) (0.008) (0.011) (0.006) (0.005) (0.005)
VOLATILITY 4 —0.398***  —0,232*** —0.198** —0.248** —-0.266***  —0,287***
(0.084) (0.071) (0.099) (0.099) (0.083) (0.085)
GROUP 0.046*** _ _ _ _ _
(0.006)
GSIZE. _ _ _ _ _ —-0.006
' (0.008)
GTANG,,; _ B _ _ B 0.092*
(0.051)
GGROWTH.; _ _ . _ B -0.001
(0.007)
GVOLATILITY 4 _ _ _ _ _ 0.070*
(0.042)
Intercept 0.440** 0.482*** 0.485*** 0.484*** 0.484*** 0.539%**
(0.030) (0.029) (0.040) (0.043) (0.046) (0.096)
Industry Dummies Yes - - - - -
Time Dummies Yes Yes Yes Yes Yes Yes
Fixed firm effects - Yes Yes Yes Yes Yes
Firm years 5,410 5,410 2,875 2,535 2,535 2,535
Adjusted R? 0.107 _ _ _ — —
R2 (within) - 0.081 0.094 0.077 0.072 0.076
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Table V.Determinants of Total Leverage Increase/Decrease

Multinomial logistic regression models; Dependeatiable: categorical variable with value = 1 fovdeage decrease (total
leverage ratio decreases by 0.05 or more), val@efer leverage increase (total leverage ratio iases by 0.05 or more),
value = 0 for no change (base case); LEV* — LEM defined as the target total leverage ratio (EEbtained from Table
IV model (3) for the stand-alone companies and §d¥Imodel (4) for the group companies) minus the period lagged
actual total leverage ratio (LEY); PROFIT is defined as operating profit over taiabetsAGROWTH is defined as the
change in sales growth; GROUP is a dummy variabth walue = 1 if a company is part of business grduptherwise;
INCREASE is a dummy variable with value = 1 if themgmany increased its total leverage ratio by 0.08nore in the
previous firm year; DECREASE is a dummy variable witthue = 1 if the company decreased its total lgeratio by 0.05
or more in the previous firm year; All explanatorgriables are lagged by one year; Clustered rokasdard errors in
parentheses; *** denotes significance at the 1%lle¥* denotes significance at the 5% level; * de®significance at the

10% level.

Combined Sample

Stand-Alone Sample

Group Sample

Leverage Leverage Leverage Leverage Leverage Leverage
Decrease Increase Decrease Increase Decrease Increase
1) (1) (2) (2) ©) (3)

LEV* — LEV 4 —0.515%** 1.937%* —0.474* 1.826*** —0.482* 2.048***
(0.196) (0.223) (0.263) (0.303) (0.280) (0.336)

PROFIT,, 3.118*** —3.117%** 4.683*** —3.325%** 1.938** —3.291%**
(0.700) (0.759) (2.071) (1.227) (0.949) (0.968)

AGROWTH,, —0.048 -0.401* 0.193 —0.409 -0.251 -0.425
(0.182) (0.236) (0.260) (0.372) (0.246) (0.308)

GROUP 0.207** 0.317%** _ _ _ _
(0.082) (0.082)

INCREASE 0.640*** 0.578*** 0.613*** 0.555*** 0.662*** 0.587***
(0.091) (0.116) (0.134) (0.162) (0.125) (0.163)

DECREASE 0.420*** 0.644*** 0.470*** 0.664*** 0.352*** 0.621***
(0.091) (0.100) (0.127) (0.143) (0.129) (0.142)

Intercept —1.526***  —1.379**  _1547**  _1.375** _1.307** —0.998***
(0.115) (0.123) (0.145) (0.162) (0.170) (0.171)

Time Dummies Yes Yes Yes Yes Yes Yes

Industry Dummies Yes Yes Yes Yes Yes Yes

Wald Modelx? Test 381.98*** 201.02%** 208.72***

McFadden R2 0.039 0.040 0.037

Firm years 5,410 2,875 2,535

Dep = 0 (no change) 3,428 1,913 1,514

Dep =1 (decrease) 1,140 565 575

Dep = 2 (increase) 843 397 446

38



Table VI.Determinants of External Leverage Increase/Decrease

Multinomial logistic regression models; Dependeatiable: categorical variable with value = 1 fortezral
leverage decrease (external leverage ratio decrdns®.05 or more), value = 2 for external leverageease
(external leverage ratio increases by 0.05 or meedlie = O for no change (base case); EXTLEV* TERV, ;

is defined as the target external leverage ratT(EEV*; obtained from Table IV model 3 for the stvalone
companies and Table IV model 6 for the group coriggmminus the one period lagged actual externvairége
ratio (EXTLEV,..1); PROFIT is defined as net earnings over totaltasa&6ROWTH is defined as the change in
sales growth; GROUP is a dummy variable with valuk ifa company is part of business group, O otisw
BADGROUP is a dummy variable with value = 1 if a camp is part of a business group in the bottom 5% of
financial health according to an Altman (1993) Z6ge, 0 otherwise; EXTINCREASE is a dummy variabléhwi
value = 1 if the company increased its externakdage ratio by 0.05 or more in the previous firmarye
EXTDECREASE is a dummy variable with value = 1 if tempany decreased its external leverage ratiaQfy 0
or more in the previous firm year; All explanatorgriables are lagged by one year; Clustered roldastiard
errors in parentheses; *** denotes significancthat1% level; ** denotes significance at the 5%ele¥ denotes
significance at the 10% level.

Combined Sample Group Sample
Leverage Leverage Leverage Leverage
Decrease Increase Decrease Increase
1) 1) (2 )

EXTLEV* — EXTLEV,, —0.604*** 1.349*** —1.058*** 0.733*
(0.172) (0.252) (0.234) (0.391)

PROFIT,, 2.052%** —2.293*** 0.274 —1.793**
(0.680) (0.713) (0.854) (0.871)

AGROWTH,, 0.164 —0.358 0.196 —0.340
(0.186) (0.225) (0.264) (0.282)

GROUP 0.427*** 0.866*** _ _
(0.087) (0.093)

BADGROUP -0.032 —1.047%** 0.061 —1.039%**
(0.299) (0.378) (0.211) (0.366)

EXTINCREASE 0.716*** 0.386*** 0.778*** 0.247
(0.090) (0.110) (0.126) (0.158)

EXTDECREASE 0.374*** 0.736*** 0.203* 0.770***
(0.088) (0.098) (0.118) (0.17)

Intercept —1.440%** —1.371%** —0.975*** —0.563***
(0.111) (0.116) (0.151) (0.157)

Time Dummies Yes Yes Yes Yes

Industry Dummies Yes Yes Yes Yes

Wald Modelx? Test 430.72*** 235.55%**

McFadden R? 0.038 0.031

Firm years 5,410 2,535

Dep =0 (no change) 3,428 1,514

Dep =1 (decrease) 1,140 575

Dep = 2 (increase) 843 446
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Table VII.Partial Adjustment Models: Adjustment Parameters

The table reports coefficient estimates of the stdjent parametex from Partial Adjustment Models of the
form LEV;; = a + (1-A) LEV, 1 + AB) X; + &, where Xis a set of control variables, including all compa
specific variables used in Tables Il and IV (SIZEANG, GROWTH, VOLATILITY, PROFIT and
AGROWTH) and time dummies. The Pooled OLS model almotains industry specific dummies. The
dependent variable is the total leverage ratio (LEV the stand-alone sample and the external &geeratio
(EXTLEV) for the group sample. Standard errors amgmtheses and the 95% confidence interval aralbase
on Huber/White robust standard errors for the Rb@&S estimation, cluster robust standard errorgtHe
fixed effects estimation and Windmeijer WC-robustnslard errors for the Arellano-Bover/Blundell-Bond-
type system GMM estimation; *** denotes significanat the 1% level.

Stand-Alone Sample Group Sample
1-A 95% ClI 1-A 95% CI
Pooled OLS 0(3‘8%5) 0.935  0.956 0{3%411) 0.831  0.876
. **% *kKk
Fixed Effects model 0('3%23 5 053 0670 0('5‘%‘21) 0.324  0.486
**k%k *xK
System GMM 0('5‘(1)30) 0.668  0.824 0('8’20%1) 0.388  0.653
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