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Abstract

In this paper we explore the static trade-off theory of capital structure under
different governance structures. We find that good governance firms have le-
verage ratios that are higher (forty-seven percent) than poor governance
firms per unit of profit. Evidence also suggests that while the leverage ratio
for good governance firms has a narrower range and adjusts with changes in
profit, the same is not true for poor governance firms. Direct test of the
theory finds that good governance firms exhibit a positive relationship be-
tween profits and leverage, while poor governance firms show an inverse re-
lationship. Further tests provide evidence for the varying use of tangible as-
sets and size in leverage increasing activities for the two classifications of
firms. The results of the paper demonstrate that the mixed results of prior
studies notwithstanding, leverage is increasing in profits when controlled for
agency problems, and shareholder-controlled firms exhibit the results pre-
dicted by the theory.
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1. Introduction

Literature on capital structure theories has been dominated by intriguing discus-
sions on the static trade-off theory of capital structure. The theory implies that
firms have an optimal debt equity ratio and actively strive to move towards this
target. The optimality is based on the comprehension that firms want to take
advantage of the tax deductibility of interest thereby increasing the returns to the
shareholders. The benefits of the tax savings are traded-off against the cost of
bankruptcy to target an optimal capital structure or else in the absence of such

costs; a 99.9 percent debt ratio is desired [1]. The movement towards optimality
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is triggered by the profit profile of the firm and the theory predicts that an in-
crease in profits of the firms will lead to an increase in the leverage. The theory
translates to empirical hypothesis. It predicts a positive relationship between
profits and leverage and, with managers expected to maximize shareholders
wealth, the theory can be tested by measuring the changes in leverage as a result
of changes in the profits of the firm.

The empirical evidence of the trade-off theory is convoluted. Several empirical
papers have provided anecdotal evidence of the theory by employing indirect
tests of the static trade-off model. These papers have documented evidence of
strong industry effects in debt ratios which they interpret as evidence of optimal
ratio. Other supporting studies have evidenced a negative relationship between
leverage ratios and intangible assets and have also found that firms with tax loss
carryforward are less likely to issue debt. However, literature on direct empirical
test of the theory has documented a statistically significant negative relationship
between profits and leverage.

This paper contends that earlier direct tests of the theory did not encompass
the existence of an agency problem, even though the nature of the princip-
al-agent relationship may determine a firm’s choice of capital structure. Manag-
ers may not actively seek the optimal capital structure and the evidenced nega-
tive relationship may be a subset of management inefficiency. There could be
several reasons for this behaviour. First, managers can inadvertently fall into fi-
nancial patterns' that have no material effect on the value of the firm and that
such “neutral mutations” can persist indefinitely [2]. Second, managers may not
want to use debt as it limits their discretion over resources [3] [4]. Third, man-
agers do not like the discipline provided by debt as debt covenants give creditors
control rights in case of violations of such covenants [5].

The fundamental goal of management is shareholders wealth maximization
and tax savings have been documented as accounting for 9.7 percent [6] and
10.4 percent [7] of firm value. It therefore stands to reason that a better align-
ment of interests between shareholder and managers will motivate managers to
accrue benefits arising from the tax deductibility of interest. This argument is
further supported by evidence that better corporate governance practices reduce
the cost of debt [8] [9] hence making it more attractive as a source of financing.
A positive relationship between effective corporate governance and leverage has
also been documented [10]. It therefore stands to reason that governance struc-
ture of a firm plays an important role in determining its choice of capital struc-
ture.

In this paper we investigate the role of corporate governance in analyzing the
sources of financing used by managers and hypothesize that these governance
mechanisms act as incentives to encourage managers to act in the best interests
of shareholders by issuing debt when the profits of the firm increase. The goal is
to employ a direct test of the static trade-off theory and identify that previous

studies, which found a negative relationship between profits and financial leve-

"The use of debt and equity as financing choices.
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rage, did not take into account agency conflicts, and that the observed negative
relationship is a result management inefficiency. We conclude that firms with
strong corporate governance mechanisms will display the predictions of the
theory and exhibit a positive relationship between profits and leverage. Con-
versely, firms with weak corporate governance mechanisms will exhibit a nega-

tive relationship.

Background

In Modigliani and Miller’s [11] world sans any bankruptcy penalties, mangers
should take as much debt as they possibly can to take advantage of interest tax
shield. Since then many studies have explored the relationship between the ben-
efits of debt against the cost of bankruptcy. Kraus and Litzenberger [12] ana-
lyzed the relationship in a state preference framework and noted that the legal
obligation of paying a fixed amount may force the firm into incurring bank-
ruptcy and its associated penalties if it cannot meet its debt obligation. Leyland
and Pyle [13] argued that debt is a monotonically increasing function of the eq-
uity position of the shareholders, whenever the shareholders’ financial contribu-
tion exceeds 18.6 percent of the total financing of the firm. The optimal capital
structure thus is a mixture of debt and equity. Following up on this several au-
thors explored indirect tests of the existence of an optimal capital structure. Mil-
ler and Modigliani [14] provided evidence of an increase in the market value of
electric utilities as result of interest tax shields. Schwartz and Aronson [15] in-
terpreted the presence of strong industry effects in debt ratios as evidence of the
existence of optimal debt ratio. Long and Malitz [16] show that leverage is nega-
tively related to intangible assets such as R&D expenditures, and Smith’s [17]
synopsis shows that all leverage increasing transactions are good news.

Other studies provide evidence that firms move towards a target debt equity
ratio. Auerbach [18] employs and estimated target adjustment model which al-
lows for firm-specific and time varying targets. He interprets the significant ad-
justment coefficients as support for target adjustment behavior amongst firms.
Jalilvand and Harris [19] estimate a partial adjustment model and find signifi-
cant adjustment coefficients which they interpret as evidence of firms optimizing
their debt ratios. They provide evidence of mean reversion in debt ratios and in-
terpret it as firms trying to adjust toward a debt target.

However, other empirical evidence is inconsistent with the predictions of the
model. Numerous studies, such as Titman and Wessels [4], Rajan and Zingales
[20], Graham [6] and Graham and Harvey [21], have examined the determinants
of target leverage and find that profitable firms have less leverage. They interpret
these findings to be contradictory to the notion of the existence of an optimal
capital structure. However, alternative explanation of such realization is also
present. For example, personal income taxes paid by the marginal investor in
corporate debt may offset the corporate tax saving since the equilibrium for

supply and demand for corporate debt is at the aggregate level [2]. Later work
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e.g. Fortune [22] find evidence contrary to this and report that the marginal
bondholder’s tax rate is significantly less than the corporate tax rate. Heider and
Ljungqvist [23] study changes in leverage as a result of changes in state tax rates
and find the firms increase their leverage by 40 basis points for every 1 percent
increase in the tax rate. They also report that the sensitivity is greater amongst
profitable firms, pointing to a positive relationship between profits and leverage.

Many papers have explored the benefits of tax savings against the cost of fi-
nancial distress and have found the empirical evidence of the theory of capital
structure to be inconsistent. Masulis [24] documented the negative valuation ef-
fect of equity-for-debt exchange offers and equity issues. This valuation effect
was earlier proposed by Ross [25], who observed a positive relationship between
profits and leverage and noted that a decline in profitability led to lower debt ra-
tios. Literature that provided a direct test of the static trade-off theory could not
find empirical support for the predicted relationship between leverage and profits.
Kester [26], Titman and Wessels [4], Rajan and Zingales [20] and Shyam-Sunder
and Myers [27] found strong negative relationships between debt ratios and
profits and cast doubt on the validity of the trade-off theory. Myers [28], Fama
and French [29] and Frank and Goyal [30] also conduct direct test of the model
and note that despite the apparent attractiveness of debt, the empirical evidence
is contrary to what the model predicts. These papers reject the predictions of the
theory and conclude that evidence for the theory does not exist.

Earlier literature however has overlooked the importance of alignment of in-
terest of managers and shareholders. The theory in essence only holds true if
managers are acting in the best interest of the shareholders and are acting to-
wards maximizing shareholders’ wealth. In this paper we identify a gap in
trade-off and governance literature and contends that managers of firms with
good governance will actively adjust leverage in line with profits for the purpose
of tax savings. This assertion is in line with the view that the interest of managers
and shareholders should be aligned for value creation [31]. Good governance
structures allow for better monitoring and shareholders can take action against
financial policies to reduce their wealth [32]. Florackis and Ozkan [10] also find
that institutional ownership has significant effect on the use of debt in a firm.
Later research provides evidence that institutional ownership is positively related
to leverage. Sun et al [33] find evidence of the interest alignment theory and
submit that the alignment of interests between managers and shareholders result
in accruing benefits of tax savings and subsequently creation of wealth. This is
further supported by Kieschnick and Moussawi [34], who find that governance
features play an importance role in the firm’s choice of capital structure. It is
therefore logical to hypothesize that profits and leverage would be positively re-
lated for firms with good governance structures in place and vice versa.

The remainder of the paper is organized as follows. Section 2 describes the
hypothesis for this study. Section 3 outlines data sources, corporate governance

variables, profits and leverage, control variables and descriptive statistics. Section
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4 discusses the results. Section 5 presents the study’s conclusion.

2. Problem Statement and Hypothesis

Assume that for the firm considered, P; denotes the profits for the firm before
interest and taxes in state Z It is sufficient to assume that the firm issues two
claims on its assets—debt and equity. Debt is a promise to pay a fixed amount of
interest, “I”, irrespective of the ability and capacity to do so. The ability of the
firm to honor the promised interest payment and hence the market price of this
promised payment depends on the size of /to P. If a state occurs such that 7> P,
the firm is considered insolvent. The firm therefore enters bankruptcy and in-
curs the associated costs (bankruptcy costs). Any remaining earning, after pay-
ment of the costs of insolvency, are distributed to debtholders. Let H; be the
amount received by debtholders and S; the cost of bankruptcy. Then it follows
that
1 if 1<P
’:{3—& if7>P ®

Equation (a) indicates that the amount paid to debtholders is actually smaller
than promised if the firm is insolvent. The market value of debt therefore de-
pends on the amount of money the company will pay to its bondholders. The
market value of firm’s debt, Vp, can thus be expressed as follows:

1 forO<I<P

-1

(P-S)+1 forP_ <I<P (k=2,-,n)

>

(b)

Vp :iH[ =
i1

M=

(P-5,) for 1> P,

i
1

The description of equity securities in this case is more complex. The interest
payment is tax deductible and “77” is the non-negative tax rate applicable to the
earnings after interest has been paid off. Let E; be the amount available for
stockholders. Then

P(1-T)+TI-1 ifI<P
E; = (©)

0 if I>P,

where P, (1 - 7:) is the firms after tax earnings for an all equity capital structure,
T.I is the tax savings because of debt financing, and 7 is the interest paid to

debtholders. The market value of equity, V5 can therefore be expressed as

SPO-T)+I¥T -1  forl<P

i=1 i=1

Ve=2Fi= S P(I-T)+I¥T~1  for B, <I<P, (k=2,-n) @

i=k i=1

0 for I > P,

The total value of the firm, V7, is the sum of the market value of debt, Vp, and
the market value of equity, Vz
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n

Ve=>(H +E,)
i=1
E(l—Ti)+IZn:TI. for0O<SI<PA
k-1 i:r]z n (e)
= 2(B=8)+XR(=-T)+1T,  for B <I<P (k=2:.n)

i=1 i=k i=1

i(e_si) f0r1>Pn

i=1

The market value of unlevered firm, V7, is
V=Y PB(1-T) 0
i=1

Substituting Equation (f) in Equation (e) yields the market value of the levered
firm into its components of the value of the unlevered firm and cost and benefits

of debt financing.

IZ”:T,. for0</ <P
i=1
k-1 n
V,=Vy+32(PT,-S,)+1).T, for P <I<P (k=2,,n) (g)
i=1 i=k
Zn:(P, -S.) for I > P,
i=1

Equation (g) shows that the value of the firm is composed of the value of the
unlevered firm and the interplay of interest tax shield and bankruptcy cost. The
ultimate objective of financial management is maximizing shareholders’ wealth
(Max. V;) and therefore managers should increase the debt of the firm till the
marginal benefits of debt are equal to the marginal cost of bankruptcy. As the
profits of the firm increase, the capacity to increase the tax savings because of
debt financing (7;/) increases and subsequently the cost of bankruptcy (5 de-
creases. Managers in this case should take more debt as profits increase.

In the absence of agency costs, managers will strive to achieve this objective
and move the firm towards its optimal debt ratio. However, managers do not
enjoy the discipline imposed by debt as noted by earlier literature [4] [35].
Therefore, Max. V; is a function of the alignment of interests between managers
and shareholders. In this paper, we contend that Max. (V;) = £ G), where G is
effective governance mechanisms needed to align the interests of the sharehold-
ers and managers.

In light of this theoretical understanding, we contend that earlier literature has
often given an incomplete and inconsistent empirical account of the static
trade-off theory. It has overlooked the possibility that managers might not be
acting in the best interests of shareholders and, without appropriate governance
mechanisms in place, would not actively seek an optimal capital structure. In
this paper, we construct and test a set of hypotheses related to the control of
agency conflicts and the use of debt in the capital structure. The main hypothesis

which provides a direct test of the theory is followed by two subsidiary hypo-
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theses which describe the influence of corporate governance on other agency

costs that may limit the use of debt.

2.1. Governance Hypothesis

Earlier literature [3] [35]? find that managers do not want to commit to fixed
payments or limit their discretion over resources and, hence are not disposed to
use debt in the capital structure of the firm. This conflicts with shareholders’
wealth maximization objective who would want to increase debt to take advan-
tage of the interest tax shield when profits increase. Good governance firms in
this case should exhibit a positive relationship between profitability and leverage;
a result that would attest to the validity of the static trade-off theory. Firms with
poor governance are expected to display an inverse relationship between finan-
cial leverage and profits because of two reasons. First, the result would be in line
with the earlier studies that found an inverse relationship between leverage and
profits. Second, it would attest to the fact that managers of poor governance
firms do not actively seek avenues to maximize shareholders’ wealth but are only
reactive to events, such as decline in profits. They therefore do not issue debt to
take advantage of interest tax shield when profits go up but would issue debt, to
save taxes and mitigate the decline in earnings, when profits decrease. This
would suggest that the governance mechanism plays an important role in deter-
mining the choice of financing tool used by management and that this choice is

an indication of management efficiency.

2.2. Subsidiary Hypotheses

We propose two augmenting hypotheses that would support the notion that
good governance mechanisms mitigate agency costs. These hypotheses are not
constructed to test the validity of theory but to examine the use of collateraliza-
ble assets and size of the firm by managers in good and poor governance firms to
increase debt. They are included for two reasons. First, the availability of colla-
teralizable assets and the relative size of the firm make it easier for the managers
to acquire debt financing. Second, earlier research [30] [36] found opposing
slopes for the coefficients for collateralizable assets and size. Binsebergen et al
[7] also concluded that the influence of size varies in different settings and sam-
ples. We propose that these conflicting results are an outcome of the governance
environments in which firms operate and construct the following two hypothes-

€sS.

2.2.1. Tangibility Hypothesis
Titman and Wessels [4] noted that tangibility proxies for the ability of the firm

*The following observations have been made in prior literature 1) Donaldson [3] remarks that
stockholders are expected to push for more debt and for a more continuous use of debt than man-
agement prefers 2) Myers [28] note that managers avoid high debt ratios in an attempt to protect
their jobs and stabilize their personal wealth 3) Titman and Wessels [4] observe that managers of
highly levered firms will be less able to consume excessive perquisites since bondholders (or bank-
ers) are inclined to closely monitor such firms.
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to borrow more money using physical assets. We would expect the managers of
good governance firms to borrow more money if more collateralizable assets are
available to the firm, while we do not expect the managers of poor governance
firms to issue more debt. It is expected that the relationship between leverage
and collateralizable assets for good governance firms would be positive while the

same would not be true for firms in the poor governance portfolio.

2.2.2. Empire Building Hypothesis

The relative size of the firm is important in determining the strength of the firm
to borrow money. Self-interested managers create empires to hide agency costs
such as the loss of tax savings [37] [38]°. This however would not be the case for
firms in the good governance portfolio and we consequently hypothesize that
good governance firms will exhibit a positive relationship between leverage and
size. This relationship is expected to be negative for firms in the poor gover-
nance portfolio as managers would not actively use size to increase debt.

The implications of the governance hypothesis are as follows: It would extend
the existing literature by identifying corporate governance as an integral part of
management’s choice of financing instrument and in doing so validate the static
trade-off theory of capital structure. The tangibility and empire building hypo-
theses lend support to the claims made in the governance hypothesis and would
confirm that good governance reduces agency costs by making use of available

resources to issue more debt.

3. Data Description

3.1. Data Sources

The study utilizes two databases: The Risk Metrics database and The Compustat
Industrial Annual database. The Risk Metrics database provides annual data for
the years 1990, 1993, 1995, 1998, 2000, 2002, 2004 and 2006 on corporate antita-
keover provisions. The data also includes the G-index, developed by Gompers et
al [39], used to measure the balance of power between shareholders and man-
agers. For the years in between the Risk Metrics surveys we assume that the
G-Index value is the same as the prior year in line with earlier studies by Cre-
mers and Nair [8] and Bebchuk er al [40]. The G-Index does vary over time
(approximately thirteen percent of the firms have a change in their G-Index),
but it rarely changes dramatically (approximately three percent of the firms have
a change of two or more in their G-Index value over the time period studied).

Finally, the study follows Gompers et al [39] in that it focuses on the ex-
tremes, the first and tenth deciles as outlined by them. The data confirm that
firms in the good governance portfolio do not move to the poor governance
portfolio during the period under study and vice versa.

The Compustat database is used to collect firm-specific financial information

The following observations have been made in prior literature 1) Zwiebel [37] suggests that the en-
trenchment of empire building managers is difficult to dislodge. 2) Morellec [38] argues that em-
pire-building induce managers to issue less debt than optimal.
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such as tangibility, total assets, sales, market value of equity and long-term debt.
These data will be used later to define the firm-specific control variables, which
are an important part of this study. The data have been winsorized at the 0.5
percent and 99.5 percent level to deal with outliers.

The corporate governance index, often referred to as the G-Index, studies the
impact of balance of power between shareholders and managers. It is essentially
an aggregation of antitakeover governance rules for a total of twenty-four possi-
ble provisions. These provisions are principally designed to slow down a hostile
bidder, insure officers and directors against liability, refer to shareholders rights
in elections, state specific anti-takeover protections for firms and other an-
ti-takeover provisions. The index uses a point scale, ranging from one to twenty
four, which adds one point for every provision that increases managerial power
and consequently restricts shareholder rights. Accordingly, firms with the high-
est index value have the lowest (greatest) shareholder (management) power and
firms with the lowest index value have the greatest (lowest) shareholder (man-
agement) power®.

This study segregates the data into good and poor governance firm portfolios
based on the G-Index to identify the direction of the relationship between profits
and financial leverage in distinctly different governance environments. For this

purpose we define financial leverage (LEV) as the ratio of the book value of long

term debt to the market value of the assets of the firm ( I\I;II/Z

) and measure profits

(PRFT) as the ratio of net income to the market value of the firm (% ). To test

for the subsidiary hypotheses, we use a measure of the tangible collateralizable
assets (COL) of the firm and the size (SIZE) of the firm measured by total assets.
COL and SIZE form the basis of the tangibility and empire building hypotheses
respectively and are used to explain the slope of the leverage ratio for good and

poor governance firms. COL is computed as the ratio of property, plant and

equipment to the market value of the firm (% ). SIZE is measured as the log

of total assets.

3.2. Control Variables

To test for the hypotheses developed in this study, we identify a number of con-
trol variables that affect capital structure. The variables are firm-specific controls
motivated by Opler et al [41] and Frank and Goyal [30]. These include log of
total sales (LTS), market-to-book ratio (MTB), capital expenditure (CAPEX),
intangible assets (INTANG), cash flow (CF), risk of cash flows (RISK), net
working capital (NWC) and industry median leverage (MED). All control va-
riables are standardized (e, they have zero mean and one standard deviation)

so that the respective coefficients have a one standard deviation interpretation.

*For a complete description of the construction of the G-Index see Gomper, Ishii and Metrick (2003)
The market value of the firm (MVA) equals the book value of debt plus the market value of equity.
See Appendix 1 for a complete description of the variables.
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LTS is measured as the log of sales. MTB is measured as the ratio of the market

MVA

value of assets to the book value of assets ( ), where the market value of

assets (MVA) equals the book value of total debt plus the market value of equity.
CAPEX is measured as the ratio of capital expenditure to total assets (C‘;‘% )
INTANG is measured as a ratio of intangible assets to the market value of assets
( INTANG

VA ). CF is computed as the ratio of earnings before interest, taxes, de-

preciation, and amortization to total assets (% )- RISK is computed using

the standard deviation of cash flows for the past three years. NWC is the ratio of

working capital to total assets (NWC

). Another important aspect of capital

structure decision is that managers tend to identify and follow industry stan-
dards when setting goals and they are likely to follow the same capital structure
practices as followed by their peers®. This could influence the analysis and con-
sequently this study attempts to regulate for the effect of industry leverage ratios
by using MED as a control variable. The reason for the normalization of these
variables is to convert relatively biased descriptive numbers to meaningful ratios
that can be used to conduct cross-sectional analysis. Finally, we include industry
dummy variable to control for possible industry effects. Though not reported
here, this paper also estimates all models using the unadjusted variables and

finds similar results.

3.3. Descriptive Statistics

Table 1 provides summary statistics for the variables used in the analysis. These
include the main data segregation variable (G-Index), the chief variables of my
analysis (LEV, PRFT, COL and SIZE) and the control variables (LTS, MTB,
CAPEX, INTANG, CF, RISK, MED, NWC). The G-Index has a mean (median)
of 8.94 (9). The mean (median) G-index for the lowest and highest deciles is 4.42
(5) and 14.58 (14) respectively. A low value of the G-Index means that a firm has
strong shareholder rights and a high value indicates a firm that has weak share-
holder rights. LEV has a mean (median) of 0.26 (0.17) for all firms. The mean
(median) LEV for the lowest and highest deciles is 0.23 (0.15) and 0.26 (0.22)
respectively. This indicates that good governance firms have comparatively low-
er leverage ratios. The mean (median) PRFT of the entire sample is 0.084 (0.04).
The mean (median) PRFT of the good governance firm is 0.03 (0.035) and the
mean (median) PRFT for firms in the poor governance portfolio is 0.05 (0.041).
The difference in profits is significant at the 1% level. Good governance firms

exhibit lower profits compared to poor governance firms (in line with earlier

“The following observations have been made in earlier literature 1) Scott [42] states that if the fi-
nancing decision is critical with respect to the valuation of the firm, then decision makers in various
industry groups will have recognized this fact and will develop financial structures suited to their
particular business risk. 2) Scott and Martins’ [43] findings indicate that industry class feature can-
not be ignored as a determinant of financial structure.
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Table 1. Summary statistics. This table provides the summary statistics for the sample.
The data set (excluding the governance index) has been winsorized at 0.5 and 99.5 per-
centiles and does not included financial institutions and regulated utilities. The data set
comprises 23,527 firm-year observations for 2299 firms in the All Firms category, 2528
firm-year observations in the Good Governance Firms category and 1091 firm-year ob-
servations in the Poor Governance Firms category, covering the period 1990-2009.

Good Governance Firms Poor Governanace Firms

All Firms (Governance Index: 1 - 5) (Governance Index: 14 - 18)

Variable Mean Median SD Mean Median SD Mean Median SD

G-Index  8.9408 9 2.7193  4.4244 5 0.7936 14.5848 14 0.7810
LEV' 0.2569 0.1677 0.2692 0.2341 0.1475 0.2546 0.2637  0.2225 0.1981
PRFT* 0.084 0.0394 0.4648 0.0251 0.0346 0.2365 0.047  0.0409 0.1967
COL' 0.2581 0.1181 0.3541 0.2062 0.1176 0.2491 0.2521  0.1819  0.2659
SIZE' 2.0908 2.1103 1.1766 3.0416 29713 0.8002 3.4326 3.4472  0.5745
LTS* 1.9235 19471 1.1649 2.8612 2.8148 0.7344 3.3191 3.3014 0.5190
MTB! 2.7953 1.0915 8.8995 1.7299 1.2120 1.9943 29702 1.0748 9.9491
CAPEX'  0.0628 0.0336 0.0893 0.0508 0.0330 0.0600 0.0644 0.0331  0.0929
INTANG' 0.0911 0.0102 0.1782 0.1083 0.0353 0.1724 0.1786 0.0055 0.1786
CF' -0.1479 0.0693 1.1863 0.1114 0.1144 0.1549 0.1238 0.1276  0.1693
RISK' 45.838 4.0302 184.541 99.985 19.334 289.715 34.588 2,982 161.074
MED' 0.2116 0.1647 0.1966 0.2161 0.1733 0.1937 0.2338  0.2009  0.1671
NWC' —-0.0443 0.1918 2.078 0.2679 0.2568 0.2291 0.1786  0.1729  0.1785

N 23,527 2528 1091

See Appendix for the definition of the variables.

studies, see e.g. Klock et al [9]), lending some insight into the LEV ratio re-
ported earlier, which was higher for poor governance firms when compared with
good governance firms. For a uniform comparison the paper looks at leverage
per unit of profit (LEV_N) and observes that the leverage ratios for good gover-
nance firms are approximately forty-seven percent higher than the comparable
normalized financial ratios for poor governance firms’. COL has a mean (me-
dian) of 0.26 (0.12) for all firms, a mean (median) of 0.21 (0.12) for good gover-
nance firms and a mean (median) of 0.25 (0.18) for poor governance firms. The
difference is significant at the 1% level. SIZE has a mean (median) of 2.09 (2.11)
for all firms, a mean (median) of 3.04 (2.97) for good governance firms and a
mean (median) 3.43 (3.45) for poor governance firms. The difference in size
(SIZE) is not significant. Overall the statistics report that firms in the poor go-

vernance portfolio have a high proportion of collateralizable assets as compared

"The following calculations were done to compute the leverage per unit of profit (LEV_N) for good
PRFT 0.23

and poor governance firms LEV N == 7.67
p g — " (Good Governance Firms) LEV 0.03
LEV N, ..~ —PRET_026_g,
— Y (Poor Governance Firms) LEV 0.05
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to firms in the good governance portfolio and are also comparatively large or-
ganizations (though size is not significantly different); both properties providing
them with more borrowing capacity. The rest of the variables are controls and
the respective observed statistics before standardization have been reported in
Table 1.

Figure 1 reports two graphs. The first presents the observed leverage ratios for
good and poor governance firms. The leverage ratio for good governance firms
has a smaller range (between 0.24 to 0.27) than the range of leverage ratio for
poor governance firms (between 0.25 to 0.32). Another notable difference is that
while the leverage ratio of good governance firms tends to fluctuate around the
mean, the leverage ratio for poor governance firms has steadily decreased over
time. The comparison is more visible when we observe the profits of the two
classification of firms. The profits of good governance firms have remained around
the same range over the observable period while the profits for poor governance

firms has increased steadily. This provides us with the first indirect evidence that

Leverage
0.35
0.3
0.25 ﬂ—-\_ﬁ___/—’—
0.2
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Figure 1. Comparative leverage and profitability.
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governance structures are of critical importance. The leverage ratio of good go-
vernance firms indicates that firms have a target optimal debt ratio. For firms
that have misaligned of managers and shareholders interest, we observe the le-
verage ratio decreased when profits go up. This provides support for our claim
that managers do not actively work towards maximizing shareholders wealth
and governance structure play an important role in determining the choice of
instruments used for a firm’s financing needs.

Table 2 reports the changes in its antitakeover provisions, which will lead to a
change in the G-Index from one period to the other. The data are drawn from
the period 1990-2009 and indicate that 5.47, 1.2 and 0.74 percent of the sample
had an increase of one, two and more than two provisions in the index, respec-
tively and 2.51, 0.33 and 0.26 percent of the firms had a decrease of one, two and
more than two provisions in the index. The majority of the sample however re-
mained unchanged with 89.49 percent of the firms having an unchanged gover-
nance index. These results suggest close to twelve percent of the firms have
changed provisions from one period to the next and more companies added an-
titakeover provisions (7.41 percent) compared to those that removed them (3.1
percent). This indicates that more firms were wary of the takeover threat from

competitors and thus acted to reduce shareholder power.

4. Leverage, Profits and G-Index

In this section we examine the empirical relationship between financial leverage
and profits using various control variables. Earlier studies [29] have found a re-
lationship that is negative and significant. This study examines the relationship
in a multivariate setting using a cross-sectional time series model. The data are
segregated using the G-Index, thereby creating the top and bottom decile portfo-
lios, comprising good and poor governance firms respectively following Gom-

pers et al [39]. All regressions are performed with a lag of one except for the

Table 2. Change in governance index. This table provides the details of a change in the
governance index for the data on a year to year basis. The data comprise 23,527 firm-year
observations for 2299 firms covering the period 1990 to 2009. A total of 21,226 observa-
tions are included excluding the initial G-Index value.

Activity Number of Observations Percentage of Sample

Index increases by more than two 157 0.74%
Index increases by two 255 1.20%
Index increases by one 1161 5.47%

Unchanged 18,996 89.49%
Index decreases by one 532 2.51%
Index decreases by two 70 0.33%
Index decreases by more than two 55 0.26%

TOTAL 21,226 100.00%
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industry median leverage and include industry dummy to control for industry
effects. The general specification is as follows:
DLEV,, =a+ p, xDPRFT,, , + B, xDCOL,, , + B; xDSIZE, ,

i,t-1

+f,.., x DFirmSpecific, , _, +&;,
with
FirmSpecific, ,,_,, =LTS,, |,MTB, _,,CAPEX, . INTANG, ,,
CF,_,RISK,, ;,MED, ,NWC,
and
&;, = error term (1)

where a is the intercept and £, £, B the coefficients for PRFT, COL and SIZE
respectively. Since it is important to control for other explanatory variables,
which might result in changes to LEV, the model uses firm-specific regressors.
These firm specific controls are modelled at time ¢ — 1 except for MED which is
modelled at time £ and have all been standardized as explained above.

A positive sign for B for good governance firms would provide support for
the governance hypothesis. It will validate the prediction of the theory of a posi-
tive change in the debt ratio as profits increase under good governance structure.
Further support for this would be provided by positive signs for 3 and f. Col-
lateralizable assets and size have displayed varying relationship with financial
leverage in previous studies. Frank and Goyal [30] found that after segregating
the data by decades, financial leverage had a mixed relationship with collatera-
lizable assets while it has a positive relation with size. Faulkender and Petersen
[36] and Binsbergen et al. [7] found that financial leverage has a negative rela-
tion with size. The differing collateralizable assets and size implication docu-
mented in various capital structure papers imply that the influence of size and
collateralizable assets on the financial leverage of the firm varies in different set-
tings and samples. For good governance firms we would expect a positive coeffi-
cient since managers are expected to take advantage of these tangible assets to
borrow, thereby saving more taxes.

However, alternative explanations of these results exist. This study acknowl-
edges that governance is not exogenous and one reason for potentially biased es-
timators is the endogeneity of corporate governance. For example, it could be
that a third factor could drive both the governance environment and the rela-
tionship between financial leverage and profits (missing variables bias). To con-
trol for this endogenous feedback, we use instrumental variables (IVs) and per-
form tests for these alternative rationalizations and control the missing variable
bias effect. Earlier literature has identified three IVs for governance. First, Her-
malin and Weisbach [44], Listokin [45] and Coles et al [46] use the old gover-
nance choices of a firm as an instrument for its current governance choices.
Second, John and Knyazeva [47] content that each industry has a distinct indus-
try structure and that the industry median of the governance variable is an ex-

ogenous and hence valid instrumental variable. Third, Dittmar and Mahrt-Smith
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[48] use the initial value of the governance variable as the instrumental variable.
The initial value is evidently exogenous since governance changes gradually over
time and it is rational to assume that firms that start with poor governance will
make little changes, compared to other firms, that leads to a significantly im-
proved governance structure. The two properties of their argument are relevant
to the G-Index, since it evolves slowly over time and there are no firms that
jump from a democratic to dictatorship portfolio in the data.

The general specification of the model remains the same as in Equation (1),

however the specification for firm specific variables would be as follows:
FirmSpecific,,, , =LTS,, ,.MTB,, ,,CAPEX,, .INTANG,, ,,CF

it—1° it—1° it—1° it—1°
RISK,, |,MED,,,NWC,, |,G-Index (IG, ;)

it=12

(1-1)

where IG,; are the three IVs for governance®. A comparison of the coefficients
for the OLS and IV regressions can also establish if the IVs were able to capture
firm-specific heterogeneity.

The remaining are firm specific standardized controls and the expected rela-
tionship with financial leverage has been discussed in Table 3. The results are

generally consistent with prior studies.

Table 3. This table presents the expected relationship of change in control variables (AFirm Specific) with changes in leverage
(ALEV).

U Good Poor
nse,
& Governance  Governance
Variables Expected Expected Expected Explanation for Expected Results
LTS Positive ? ? Consistent with Frank an.d Goyal. (2009) [30] we expect a positive relationship to hold
for Unseg data. The relationship is unclear for good and poor governance firms.
MTB represents the growth opportunities available to the firm and the covenants
MTB Negative Negative Negative  placed by debt makes borrowing more costly for high growth firm. A negative rela-
tionship is expected for all three sets of data.
Consistent with Frank and Goyal (2003) [49] CAPEX is expected to be positively
CAPEX Positive ? ? related with financial leverage for the Unseg data. The relationship for good and poor
governance firms is ambiguous.
.. .. .. Intangibility is expected to have a positive relationship with financial leverage for all
INTANG Positive Positive Positive . . )
three sets of data as observed in earlier studies.
Cash flows are expected to be positively related to financial leverage for the
CF Positive ? ? Unseg data but given the expected results for profits, the anticipation for good and
poor governance firms is ambiguous.
RISK Negative Negative Negative Volatility of cash flows is expected to be n.egatively related to f?lnancial letverage for
the three sets of data as cash flow uncertainty acts as a hurdle in borrowing money.
. ™ . Managers follow industry standard in setting up leverage ratios and industry median
MED Positive Positive Positive . . .
leverage is expected to be positively related to financial leverage.
. . . Net working capital is expected to be negatively related to financial leverage as it
NwWC Negative Negative Negative

represents short term liquidity of the firm.

8The instruments were tested for validity using the Sargan test. It tests the null hypothesis that the
instruments are valid. The test yielded a p-value of 0.23 for democratic firms and p-value of 0.27 for
democratic firm for the results in Table 4. The results demonstrate that the instruments are valid.
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4.1. Governance Index Segregated Analysis

Table 4 provides the regression results for Equation (1) when the data are se-
gregated between good (G-Index 1 - 5) and poor (G-Index 14 - 18) governance
firms. The specifications include industry dummies. Out main variable of inter-
est, PRFT, has a positive coefficient significant at 1% for good governance firms,
and a negative coefficient for poor governance firms, significant at 1%. The coef-
ficient for poor governance firms is negative and significant for our model. The
results are in line with the governance hypothesis and suggest that managers of
good governance firms increase the use of debt as profits increase, in order to
capitalize on the benefits derived from tax savings. As hypothesized, we find that
COL has a positive coefficient for good governance firms, significant at 1%, and
a negative significant coefficient for poor governance firms. The results for good
governance firms provide strong support for the tangibility hypothesis and are
consistent with the argument that mangers of such firms borrow more when
tangible assets are available to help reduce the cost of borrowing. The results
support the tangibility hypothesis for poor governance firms as well. Consistent
with the empire building hypothesis, the study finds that for good (poor) gover-
nance firms, SIZE has a positive (negative) relationship with LEV. This result
lends strong support to the empire building hypothesis regarding the relation-
ship between financial leverage and the size of the firm for good governance
firms. Overall, the results provide support for the main and auxiliary hypothesis
of the study and provide support for the static trade-off model®.

Using the estimated OLS coefficients from the panel specification in Table 4
for good governance firms, the financial leverage ratio for any firm 7 at time ¢

can be computed by

LEV,, = a + 3, xPRFT,,_, + 8, xCOL,, , + B, xSIZE,, , +0

it-1 it-1 -1 i(t,0-1)°

with
B, =0.0341
B, =0.132 (1-2)
B, =0.0531

The slopes of the relationship between financial leverage and profit, collatera-
lizable assets and size are positive, indicating that an increase in these three va-
riables results in an increase in the use of debt by the firm. Equation (1-1) is spe-
cific to good governance firms, reports standardized control variable results and
assumes that the error term &, is zero. For an average firm in the sample the fi-
nancial leverage can be estimated based on profitability, collateralizable assets
and size as all the other control variables have a mean of zero.

For poor governance firms, the financial leverage ratio can be computed by

LEV,, = a + 5, xPRFT,, , + 5, xCOL,, , + f5, xSIZE,,_, +6,

it-1 it-1 i(t,0-1)°

with

°The models were also tested on the non-standardized control variables and showed similar results.
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Table 4. Leverage and profitability: regression results. This table presents the results for
Equation (1) using the OLS and firm fixed effects model and Equation (1-1) for IV model.
The data comprise 23,526 firm-year observations for 2299 firms covering the period 1990
to 2009. Leverage (LEV) at time ¢is the dependent variable and lagged (one period) prof-
itability (PRFT), collateralizable assets (COL) and size (SIZE) are the independent va-
riables, subject to a number of control variables. All control variables are lagged by one
period except for industry median leverage (MED). The control variables have been
standardized to have a mean of zero and standard deviation of one [0, 1]. The results for
ordinary least squares (OLS), fixed effects (FE) and instrumental variable (IV) regressions
are reported for good and poor governance firms. Robust clustered standard errors are
reported in the parentheses.

ALEV,
1 - 5 (Good Governance Firms) 14 - 18 (Poor Governance Firms)
OLS FE v OLS FE v
APRFT 1 0.0341%** 0.0291*** 0.0301*** —0.076*** —0.01** —0.03*%**

(0.0050) (0.0050) (0.0070) (0.0310) (0.0044) (0.0080)

ACOL1 013200 013209 0.102%%  —0.011"*  —0.003%***  —0.011%*
(0.0310) (0.0290) (0.0340) (0.0040) (0.0005) (0.0050)

ASIZE 0.0531* 0.180°%  0.0624%  —0.078%¢  —0.035***  —0.072%*
(0.0280) (0.0330) (0.0300) (0.0170) (0.0370) (0.0170)

ALTS: 011079 —0.111%%  —0.114%%* 0266 —0.284%%%  —0.307%*
(0.0360) (0.0380) (0.0380) (0.0730) (0.0790) (0.0720)

AMTB —5.661** -1.547 -3.987 -16.06*  —16.81**  —19.63**
(2.4400) (2.2750) (2.6330) (8.4600) (7.8820) (8.3940)

ACAPEX /1 -0.159 0.318%%* 0.133 0.039 0.163 0.009

(0.1030) (0.0980) (0.1100) (0.1830) (0.1780) (0.1810)

AINTANG., 2.389%%* 0.775%* 251700 2066 3.426%% 210504+
(0.3420) (0.3460) (0.5880) (0.7830) (0.7600) (0.7780)
ACF 4226 5821 2312 -12.46 4,519 -4317
(2.3220) (1.9950) (2.4950) (9.1540) (9.0140) (9.1950)

ARISK 1 0.015 —0.004 0.016 —0.0557**  —0.0323  —0.0607**
(0.0140) (0.0130) (0.0140) (0.0280) (0.0270) (0.0270)

AMED, 01267 0.0905***  0.126%%*  0.0824**  0.0737°%%  0.0802***
(0.0110) (0.0090) (0.0120) (0.0100) (0.0090) (0.0100)

ANWC,, —26.307%F  —8458%F  _23.92%0r  _1628%  —14.93%*  —11.25*
(3.2180) (3.0360) (3.5030) (6.7660) (6.5950) (6.8040)

G-Index . . -0.006 . . —0.0279***
(0.0090) . . (0.0100)
Constant 1.063 0.00626 0.818 —-0.154 -0.169 0.014

Industry Dummy Included Included Included Included Included Included

Fixed Effects . Yes . . Yes
R? 0.661 0.231 0.623 0.717 0.289 0.729
N 1402 1402 1402 653 653 653

***p < 0.01, **p < 0.05, *p < 0.1, 'See Appendix for the definition of the variables.
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B, =—0.076
B, =—0.011 (1-3)
B, =-0.078

Financial leverage has a negative relationship with profits, collateralizable as-
sets and size for poor governance firms. This indicates that as the magnitudes of
these three variables increase, the relative use of debt by the firm decreases.
Based on the sign and magnitude of the coefficients one might be inclined to
state that the slopes of the good and poor governance firms do not intersect;
however, given the relative scale of the intercepts, this cannot be stated unambi-
guously™. Since the coefficient of profits is statistically similar for the ordinary
least squares and instrumental variable regressions, it is reasonable to assume
that the control and instrumental variables capture a great share of the

firm-specific heterogeneity.

4.2. Robustness Test

To check for robustness we control for the effect of poor governance firms on
the interactions between financial leverage and profit by creating a dummy va-
riable that equalled one for poor governance firms and zero otherwise (e, the
dummy variable was zero for firms with a G-Index of 1 - 13). This was done to
create interaction variables (dummy multiplied by variable) for profitability
(i_PRFT), collateralizable assets (i_COL) and size (i_SIZE), to control for feed-
back coming from poor governance firms. The results are reported in Table 5,
with three specifications for each of the two different samples. The first sample
(Good/Poor Governance firms) uses only firms that are in the top and bottom
deciles of the G-Index. The coefficients provide robustness to the results re-
ported in Table 4. The results show that the evidence for the governance hypo-
thesis is robust to interaction and instrumental variable approaches. PRFT has
positive coefficient and i PRFT has negative coefficient, which are statistically
significant across all specifications. The results for collateralizable assets also
provide robustness to the earlier results as COL has significant positive coeffi-
cients and i_COL has significant negative coefficients across all specifications.
The results for the empire building hypothesis are as expected, as the coefficient
is positive for SIZE and negative, though insignificant, for i_SIZE. A possible ex-
planation for this is that the G-Index is calculated only for large firms and the
variation in size between good and poor governance firm is negligible and insig-
nificant. This coupled with the fact that big firms are more visible to stakehold-
ers reduces the variations in way size is treated by managers.

The second sample (All Firms) includes all the firms that are present in the
data set and the G-Index range is 1 - 18. The results for this sample not only add
robustness to the results reported earlier, but also give insight into the interac-

tions of financial leverage and profits after controlling for the feedback from

“Though not reported, the data were also tested on the OLS specification with zero intercept. The
profitability-financial leverage relationship for good governance firms was found not to intersect
with the profitability-financial leverage relationship for poor governance firms.
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Table 5. Leverage, profitability, size and tangibility: interaction variables regression. This
table presents the results for Equation (1). The data comprise 23,526 firm-year observa-
tions for 2299 firms covering the period 1990 to 2009. Leverage (LEV) at time t is the de-
pendent variable and lagged (one period) profitability (PRFT), collateralizable assets
(COL) and size (SIZE) are the independent variables, subject to a number of control va-
riables. All control variables are lagged by one period except for industry median leverage
(MED). The control variables have been standardized to have a mean of zero and stan-
dard deviation of one [0, 1]. Dummy equals one for poor governance firms and zero oth-
erwise. Robust clustered standard errors are reported in the parentheses.

ALEV,
Good/Poor Governance All Firms
OLS FE v OLS FE v
APRFT 1 0.0406*** 0.0293%** 0.0424*** 0.014%** 0.01%** 0.01%*

(0.0050)  (0.0050)  (0.0050)  (0.0010)  (0.0010)  (0.0010)

i_PRFT' —0.0820%  —-0.0385%  —0.077**  —0.105%*  —0.04**  —0.077*
(0.0440)  (0.0250)  (0.0400)  (0.0250)  (0.0250)  (0.0370)

ACOL, 0.164% 01199 0163  0.0249%%*  0.00824**  0.00891**
(0.0270)  (0.0280)  (0.0270)  (0.0020)  (0.0020)  (0.0030)

i_COL! 016190 —0.111%%  —0.176%%¢  —0.0440°%¢  —0.0302%*  —0.0677**
(0.0290)  (0.0300)  (0.0300)  (0.0120)  (0.0110)  (0.0130)

ASIZE,, 0.0712%%  0.20090  0.0792%%  0.0475%%¢  0.111%%  0.0496**
(0.0240)  (0.0290)  (0.0240)  (0.0070)  (0.0090)  (0.0070)

i_SIZE'! -0.0297 —0.0235 0.0046 —0.00906  —0.00071  0.0126**

(0.0210) (0.0290) (0.0220) (0.0060) (0.0040) (0.0060)

Dummy ~0.0891 0 0.258** ~0.00592  -0.0036  —0.00434
(0.0660) 0.0000 (0.1090) (0.0180) (0.0150) (0.0190)
ALTS.1 —0.0907%%*  —0.149%%*  —0.0976%* —0.0302%%* —0.0454* —0.0234***

(0.0300)  (0.0330)  (0.0300)  (0.0080)  (0.0110)  (0.0080)

AMTB., 6761 —2.798 —5.542%  —14.69%  —6.460%*  —15,05%%
(2.1650)  (2.1140)  (2.1960)  (0.7010)  (0.6490)  (0.7230)

ACAPEX.;  —0.245%%  0265%%  —0221**  —0.0710**  0.0295  —0.0629**
(0.0890)  (0.0850)  (0.0900)  (0.0300)  (0.0290)  (0.0310)
AINTANG.:  2.601%%  1.353%%¢  2030%%¢ [ 891%% [ 34800 ] []70+
(0.2960)  (0.3060)  (0.4410)  (0.1140)  (0.1090)  (0.1300)

ACF i —5.846%0F  —6.200%%F  —5745%%¢  _G146VVC  —23020%  —4.646%+
(2.0360)  (1.8680)  (2.0370)  (0.6630)  (0.6170)  (0.6900)

ARISK -, -0.00283  -0.0137  0.000634  —0.0123*** —0.00511** —0.0158%*
(0.0120)  (0.0110)  (0.0120)  (0.0020)  (0.0020)  (0.0020)

AMED;, 0.109%*  0.0843%%  0.106%*  0.105%%  0.102°%  0.0990%*
(0.0080)  (0.0070)  (0.0080)  (0.0030)  (0.0020)  (0.0030)

ANWCr =25.32%  —11.86***  —24.30%*  -2.705%**  —1.542%%*  -3,028***
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Continued
(2.7950) (2.6860) (2.8580) (0.2190) (0.1780) (0.2270)
G-Index . . -0.009 . . —-0.000616
(0.0100) ) . (0.0010)
Constant 0.566 0.076 0.654 0.432 -0.087 0.142

Industry Dummy Included Included Included Included Included Included

Fixed Effect . Yes . . Yes
R? 0.641 0.232 0.642 0.478 0.215 0.447
N 2,055 2,055 2,055 15,206 15,206 15,198

***p < 0.01, **p < 0.05, *p < 0.1, 'See Appendix for the definition of the variables.

poorly governed firms. The validity of the governance hypothesis is verified
again as PRFT has positive coefficients and i PRFT has negative coefficients,
which are all statistically significant across all three specifications. This supports
the evidence that once controlled for the feedback from poor governance firm,
financial leverage and profits exhibit a positive relationship. The results for the
tangibility hypothesis are robust to this estimation methodology as well since
COL has positive coefficients and i_ COL has negative coefficients, which are all
statistically significant across all specifications. The results for the empire build-
ing hypothesis are again mixed with SIZE and i_SIZE having positive coeffi-
cients for all specifications. This suggests that the poor governance portfolio use
size to their advantage to issue debt though this result cannot be stated unambi-
guously since the coefficients are not significant. Overall, these results provide
robustness to the earlier validating results for the governance, tangibility and
empire building hypotheses. One valid concern for the results in Table 4 is that
segregating the data into two distinct deciles may hide some firm specific hete-
rogeneity. We earlier report that the OLS and IV coefficients are statistically
identical, hence we can safely assume that the control and IVs are able to capture
firm-specific heterogeneity. The dummy variable approach, where we do not
have to segregate the data—in particular for the second sample (All Firms), pro-
vides us with similar result and provide robustness to our claim of capturing
firm-specific heterogeneity.

Using the estimated OLS coefficients from the panel specification in Table 5

for all firms, the financial leverage ratio for any firm 7at time #can be computed

by
LEVi,r =a+ ﬂl x PRFTi,t—l + ﬁz X COLi,H + ﬁs X SIZE,‘,H + ei,(t,t—l) >
with
B, =0.014
B, =0.0249 (1-4)
B, =0.0475

The control variables as specified earlier have been standardized. The variable
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Dummy is a binary variable with value {0, 1}. While Equation (1-2) and Equa-
tion (1-3) are specific to good and poor governance firms, Equation (1-4) pro-
vides a linear approximation for the firm-specific financial leverage ratios, as-
sumes that &; is zero and controls for the feedback coming into the model from
poor governance firms. Therefore, Equation (1-4) is true for all the firms that fall
in the G-Index range of one to eighteen, can be used to estimate capital structure
of the firms and attests to the validity of the static trade-off theory of capital

structure.

5. Conclusions

The results of this study provide evidence on how a firm’s governance structure
affects its usage of debt. We started off by identifying that firms with good go-
vernance mechanisms actively adjust their debt ratio compared to firms with
poor governance structures. The expectation was that managers of such firms
capture openings that increase shareholders’ wealth while managers of poor go-
vernance firms do not dynamically explore all avenues of wealth creation. We
contend that these agency conflicts play a vital role in determining the sources of
financing used by management and that earlier studies have overlooked this
important aspect while testing for the static trade-off theory.

Earlier literature on the direct tests on the theory has evidenced a negative re-
lationship between profits and leverage. Governance structure appears to have
strong bearing on these tests as good governance firms would be expected to re-
sult in an increase in the value of the firm and managers would be expected to
act in shareholders’ interest. The analysis provides justification to these inter-
pretations and lends support to the hypothesis that with strong governance
structures in place, management will rely on more debt when profits increase,
while the same would not be true of firms with inadequate governance struc-
tures. This outcome is further augmented by results that provide support for the
tangibility and empire building hypotheses. Together these tests provide the first
direct test of the theory and identify the importance of strong corporate gover-
nance structures as a factor motivating managers to issue increasingly more
debt. Further tests using interaction variables for profitability, size and tangibili-
ty lend robustness to the findings and provide support for the three hypotheses
examined in this study. The findings of the study also suggest that earlier litera-
ture on the trade-off theory of capital structure has missed an important variable
(corporate governance) and that in firms with adequate governance mechanisms
the trade-off theory of capital structure holds true.

The evidence provided in this paper has two implications for the body of
knowledge and one policy implication. First, the alignment of interest of man-
agers and shareholders result in maximizing shareholders” wealth. The benefits
of the interest tax shields are achieved through active readjustment of the leve-
rage ratio; however the cost of such readjustment has to be considered and is left

for future research when more data is available. Second, while the managers of
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poor governance firms do not act towards moving to an optimal capital struc-
ture, it is hard to decipher if this is a deliberate or inadvertent action. The out-
come of our investigation also requires policy implication on part of regulators.
Earlier policy changes such as the SOX act helped protect investors from frau-
dulent financial reporting by corporations. In light of the results of this study it
seems prudent that regulations are implemented that minimizes the agency
problem and protects shareholders interest. The pros and cons of such regula-
tions have to be weighed since there is a cost associated with changing existing
governance structures.

The paper also provides insight into areas of future research. Evidence for
tangibility and empire building hypotheses can instigate investigation on wheth-
er firms optimally use their existing resource for value creation. Additionally,
other theories of capital structure can be further research in light of the impor-
tance of governance structures. Research can also focus on weighing the cost of
governance structures against the benefits accrued from implementation of such

processes.
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Appendix

Definition of variables

G-Index: Corporate Governance Index created by Gompers, Ishii and Me-
trick (2003) [39]. The index has a theoretical (practical) range of 1 - 24 (1 -
18).

Good Governance Firms: Firms that fall in the G-Index range of 1 - 5 (max-

imum shareholder power) following Gompers et al. (2003) [39].

Poor Governance Firm: Firms that fall in the G-Index range of 14 - 18
(maximum management power) following Gompers et al (2003) [39].

MVA: The total market value of assets, computed as the sum of the book
value of debt plus the market value of equity.

LEV: The ratio of long term debt and long term debt in current liabilities to
the market value of the total assets of the firm.

PRFT: The ratio of the net income to the market value of the total assets of
the firm.

COL: The ratio of the property, plant and equipment to the market value of
the total assets of the firm.

SIZE: The log of the total assets of the firm.

LTS: The log of the total sales of the firm.

MTB: The ratio of the market value to the book value of the firm.

CAPEX: The ratio of the total expenditures to the total assets of the firm.
INTANG: The ratio of the intangible assets to the market value of the firm
CF: The ratio of the total cash flows to the total assets of the firm.

RISK: Standard deviation of the cash flows for the past 3 years.

MED: The year-to-year industry median leverage.

NWC: The ratio of the net working capital to the total assets of the firm.
Dummy: Binary variables that equals 1 if it is a poor governance firm and 0
otherwise.

i PRFT: The dummy variable multiplied by the ratio of the net income to the
market value of the total assets of the firm.

i COL: The dummy variable multiplied by the ratio of the property, plant
and equipment to the market value of the firm.

i SIZE: The dummy variable multiplied by the log of the total assets of the

firm.
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