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Abstract
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1 Introduction

Since Modigliani and Miller’s (1958) irrelevance propositions, a number of theories have
been developed to show that corporate capital structure does matter in the presence
of capital market frictions and imperfections (e.g., corporate and personal taxes, costly
financial distress/bankruptcy, agency problems and information asymmetries). As one of
the most dominant views of capital structure, the trade-off theory focuses on two such
frictions, namely taxes and financial distress costs, and argues that firms have optimal
capital structure that balances the tax benefits of debt (i.e., debt interest tax shields)
against the costs of financial distress/bankruptcy.! The empirical implication follows
that in a dynamic framework, corporate leverage should exhibit mean reversion as firms
seek to undertake adjustment toward their target leverage.? Hence, a large number of
empirical studies have attempted to examine the validity of the trade-off theory by testing
whether and how fast firms move toward target leverage.

Recent empirical research generally documents evidence in favor of firms’ (mean-
reverting) adjustment toward target leverage, which is consistent with the trade-off the-
ory. Estimating a linear partial adjustment model of leverage, Ozkan (2001) and Flannery
and Rangan (2006) find that UK and US firms move toward their target leverage reason-
ably quickly; their adjustment speeds are estimated at above 50% and 30%, respectively.
Antoniou et al. (2008) estimate a similar dynamic model and provide cross-country evi-
dence of capital structure adjustment for both market-based economies (the UK and the
US) and bank-oriented economies (France, Germany and Japan).?> However, an important
limitation of these studies is that they (implicitly) assume symmetry in the mechanism of
adjustment such that firms adjust at the same rate toward homogeneous target leverage.
Consequently, they do not allow for a possibility that firms facing differential adjustment
costs may take different paths toward their optimal capital structures (e.g., Fischer et
al., 1989; Leland, 1994).

Our paper aims to fill this gap in the literature by developing a novel empirical
approach to testing the dynamic trade-off theory, allowing for asymmetric and costly
adjustment toward leverage targets. In particular, we propose a dynamic panel threshold
model of leverage, allowing for asymmetries in the mechanism of adjustment for firms in

different ‘refinancing regimes’ associated with differential adjustment costs. To illustrate

1See Kraus and Litzenberger (1973), Brennan and Schwartz (1978) and Bradley et al. (1984) for early
static trade-off models; Hennessy and Whited (2006), Strebulaev (2007) and Titman and Tsyplakov
(2007) for recent dynamic trade-off models.

2There are alternative views of capital structure, such as the pecking order theory (Myers and Majluf,
1984; Myers, 1984), the market timing hypothesis (Baker and Wurgler, 2002) and the inertia hypothesis
(Welch, 2004), which do not predict target leverage and adjustment toward such target. See Harris and
Raviv (1991) and Frank and Goyal (2007) for comprehensive reviews of the capital structure literature.

3Most recent research disagrees about the magnitude of the estimated speed of adjustment, which is
sensitive to the econometric procedures employed, especially in the presence of unobserved firm fixed-
effects in short dynamic panels (e.g., Huang and Ritter, 2009).



the advantage of our approach, consider a dynamic setting in which a firm faces different
costs of leverage adjustment according to its characteristics and/or its position relative to
target leverage. Rather than having a unique leverage target, the firm may have a target
range within which it allows its leverage to vary. Capital structure adjustment is under-
taken only when the costs of such adjustment are outweighed by the benefits of being
close to target leverage (Fischer et al., 1989; Leary and Roberts, 2005). Importantly, the
size and speed of the adjustment are dependent on the deviation of the actual leverage
from the target (e.g., Byoun, 2008) and the costs of such adjustment, which in turn are
affected by the degree of financial constraints and flexibility facing the firm (e.g., Flan-
nery and Hankins, 2007; Faulkender et al., 2011). For example, firms with low earnings
volatility enjoy a lower cost of capital than those with high volatility, thus suggesting
they should undertake faster adjustment. In this dynamic framework, the conventional
linear partial adjustment model adopted in the literature becomes misspecified while our
proposed regime-switching dynamic panel model emerges as a more appropriate testing
approach.

Our paper makes two major contributions to the literature. First, the dynamic panel
threshold model of leverage developed in our paper is capable of directly testing the
validity of the dynamic trade-off theory. A few recent empirical studies have examined
the relations between the speed of capital structure adjustment and firm-specific and
macroeconomic variables (e.g., Drobetz and Wanzenried, 2006; Drobetz et al., 2006) and
the impact of financial constraints and/or financing gaps on the asymmetry in such
adjustment (e.g., Flannery and Hankins, 2007; Byoun, 2008; Faulkender et al., 2011).
This strand of research, however, does not focus on consistently estimating heterogeneous
speeds of adjustment for firms facing differential adjustment costs. Our approach can
consistently estimate heterogeneous adjustment speeds and provide important insights
into the characteristics of firms that follow asymmetric adjustment paths. In addition,
our model entertains a possibility that firms not only adjust at heterogeneous rates (i.e.,
short-run asymmetry) but also adjust toward heterogeneous leverage targets (i.e., long-
run asymmetries). This is an important innovation over recent research that allows for the
asymmetry in the adjustment speed but not in target leverage such that firms may only
undertake asymmetric adjustment toward homogeneous target leverage (Byoun, 2008;
Faulkender et al., 2011; Dang et al., 2011). Dynamic trade-off models generally imply
the existence of target leverage ranges (Fischer et al., 1989; Leary and Roberts, 2005)
so there is no clear justification as to why firms in different refinancing regimes should
consider a homogeneous target.

Second, we develop econometric techniques that provide both consistent and efficient
estimates of heterogeneous speeds of adjustment as well as a valid testing procedure for
threshold effects in short dynamic panels with unobserved individual firm fixed-effects.

Most recent studies adopt the sample-splitting or dummy variable approach to investigate



the (asymmetric) dynamic trade-off behavior of firms with different characteristics (e.g.,
Flannery and Hankins, 2007; Byoun, 2008; Faulkender et al., 2011; Dang et al., 2011).
However, this methodology is, at most, arbitrary and is likely to suffer from a sample
selection bias problem (Hansen, 2000). Our proposed dynamic panel threshold model
overcomes this limitation because in our framework, the threshold parameter is consis-
tently estimated within the model rather than being imposed. Our estimation approach
extends static panel threshold modeling (Hansen, 1999) by combining the existing time-
series techniques on threshold models (Chan, 1993; Hansen, 2000) and advanced methods
for dynamic panels (Alvarez and Arellano, 2003). Specifically, it involves generalizing the
Anderson and Hsiao (1982) instrumental-variable estimator (hereafter AH-IV) and, most
importantly, the Arellano and Bond (1991) generalized methods of moments estimator
(hereafter GMM) to a new estimation approach applicable for dynamic panel threshold
models. To test for the threshold effect, we follow Andrews and Ploberger (1994) and
Hansen (1996, 1999, 2000) and develop a bootstrap-based testing procedure, the validity
of which is then supported by Monte Carlo simulation studies. Further, our approach,
based on one-stage estimation is free of generated regressors problems inherent in the
two-stage procedure in which target leverage is estimated in the first stage before the
speed of adjustment is estimated in the second, an approach commonly used in recent
studies (Byoun, 2008; Faulkender et al., 2011; Dang et al., 2011).

We consider several firm-specific variables that potentially affect the costs of capi-
tal structure adjustment, namely financing (cash flow) imbalance, growth opportunities,
investment (capital expenditures), profitability, firm size and earnings volatility. Using
an unbalanced panel of UK firms over the period 1996-2003, we first document that UK
firms adjust relatively fast toward target leverage. Importantly, we find some evidence of
short-run and long-run asymmetries in firms’ adjustment mechanisms. The speed of ad-
justment is statistically different conditional on financing imbalance, firm investment or
earnings volatility (i.e., short-run asymmetry) but not on the remaining regime-switching
variables such as profitability and firm size. Specifically, firms with large financing imbal-
ance (or a deficit), large investment or low earnings volatility have a significantly faster
adjustment speed than those with the opposite characteristics. Further, we provide new
evidence that not only do these firms adjust at different rates but they also seem to
adjust toward heterogeneous leverage targets (i.e., long-run asymmetries). We observe
several important characteristics of firms that have a faster speed of adjustment: they
are significantly over-levered with a considerably large deviation from target leverage,
toward which they revert mainly through equity issues, rather than debt retirements.
This finding suggests that firms tend to make quicker adjustment to avoid the potentially
large financial distress costs caused by having above-target leverage. Taken together, our
results are generally consistent with dynamic trade-off models of capital structure.

The remainder of the paper is organized as follows. Section 2 provides a review



of the (linear) partial adjustment model of leverage widely used in the literature and
then develops a threshold (non-linear) partial adjustment model specification. Section
3 discusses the potential determinants of the speed of adjustment to be employed as
transition variables under the proposed regime-switching framework. Section 4 describes
the estimation and testing procedures. Section 5 summarizes the data and sample, and

discusses the empirical results. Section 6 concludes.

2 Dynamic Capital Structure Adjustment Models

The conventional econometric specification to model firms’ adjustment toward target
leverage takes the form of a partial adjustment process (e.g., Flannery and Rangan,
2006):

Aly =6 (67, — liy—1) + Vi, (1)

where £; and ¢}, denote the actual (observed) and target leverage ratios for firm i at
time t, respectively and v;; is the error component, the details of which will be specified
later. ¢ is the speed of adjustment that measures how fast firms move toward their target
leverage. This coefficient is expected to lie between 0 and 1, with a higher value indicating
a faster speed of adjustment.?

There are two approaches to dealing with the unobserved target leverage in (1). First,
target leverage can be proxied by the mean or the moving average of the actual (observed)
leverage. The drawback of this approach lies in the difficulty to justify why target leverage
should remain constant over time or only depend on past leverage decisions (Shyam-
Sunder and Myers, 1999).

Second, target leverage can be considered as a unique ratio determined by firms’

characteristics as follows:
g;kt = ,B/X“, (2)

where x;; denotes the k x 1 vector of exogenous factors determining target leverage
with B being the structural parameters. Here, we follow the literature and consider the
five most commonly-used determinants of leverage, namely (asset) tangibility, growth
opportunities, non-debt tax shields, profitability and firm size (e.g., Rajan and Zingales,
1995; Ozkan, 2001; Lemmon et al., 2008).

4Recent research considers alternative specifications. For example, Lemmon et al. (2008) employ the
initial leverage, ¢; o instead of ¢; ;_1. Alternatively, Huang and Ritter (2009) use the long-differencing
estimator based on the following equation:

Uit —livjp =0 (0, — Ui y—p) + vig, k> 1,

which alleviates the problem of weak instruments and relies on a smaller set of moment conditions, so
that its small-sample performance is arguably more reliable than the standard GMM estimators (Hahn
et al., 2007).



In estimating (1) together with (2), there are two approaches available. The first is
a two-stage procedure (Shyam-Sunder and Myers, 1999; Fama and French, 2002; Byoun,
2008), in which one regresses actual leverage on the firm-specific characteristics in (2),
obtains the fitted values @Z‘t = leit (with [‘3 being the consistent estimate of ) and then
uses this proxy for target leverage, £, in (1). The most important limitation of this
estimation approach is that it suffers from a generated regressors problem (Pagan, 1984),
in which inference in the second-stage regression is likely to be invalid.® This becomes
potentially more problematic in dynamic threshold models where it can affect both es-
timation and testing of threshold effects and the speeds of adjustment. For this reason,
the two-stage procedure is not employed in this paper and we now turn to an alternative
approach, namely, the one-stage procedure (Ozkan, 2001; Flannery and Rangan, 2006),
in which (2) is substituted into (1) to yield:®

Cip = dlig1 + Xy + Vg, (3)

where ¢ = 1 — 60 and w = §B. Here, we follow the literature (e.g., Ozkan, 2001) and
model v; as an one-way error component that includes the individual firm fixed effects,

as follows:

Vit = O + €4¢.

The firm fixed effects, a;, may capture (unobserved) firm-specific characteristics such as
managerial ability and skills, the level of competition in the industry and the life cycle
of products. e; is the well-behaved error term with a zero mean and constant variance.

Note that by using (3), both the short-run dynamics, ¢, and the long-run coefficients,

B = lf 30 can be jointly estimated in one stage. Hence, this approach does not suffer
from the generated regressors problem that affects estimation precision and inference of
the aforementioned two-stage approach.

Testing trade-off models using (3) assumes that firms undertake capital structure
adjustments in a symmetric fashion. In the presence of costly adjustment, however,
this assumption is no longer valid because leverage changes are infrequent and tend to
occur at ‘restructuring points’ (Fischer et al., 1989; Leary and Roberts, 2005; Titman
and Tsyplakov, 2007). Firms adjust at different rates according to the position of their
actual leverage relative to targets as well as the costs of their adjustment (e.g., Byoun,
2008; Faulkender et al., 2011). To capture this dynamic trade-off behavior, we develop

the regime-switching, dynamic threshold model:”

5Previous research estimating the partial adjustment model in two stages has largely ignored this
issue (e.g., Fama and French, 2002; Byoun, 2008).

6We would like to thank an anonymous reviewer for this important suggestion.

7 Alternatively, one can adopt the two-stage estimation procedure outlined above and estimates the



Uiy = (1441 + T X5) Lgu<ey + (P2li—1 + THXt) Ligu<ey + Vit (4)

where 17, is an indicator function taking the value 1 if the event is true and 0 otherwise.
Model (4) represents an important extension of the (linear) partial adjustment model,
(3) in that it allows for short-run asymmetries in two AR(1) parameters (¢; and ¢,), the
implied speeds of adjustment (§; = 1 —¢; and d, = 1 — ¢»2), and the short run coefficients
(w1 and m5) as well as long-run asymmetries in the target leverage relationships (81
and f3), conditional on the (regime-switching) transition variable, g;;, and the threshold
parameter, c¢. For simplicity, the transition variable, ¢;, is assumed to be stationary and
€X0genous.

The threshold partial adjustment model given by (4) has at least four advantages
over the simple sample-splitting or dummy variable (two-stage) approaches to examin-
ing asymmetries in dynamic capital structure adjustments (Byoun, 2008; Faulkender et
al., 2011; Dang et al., 2011). First, the exogenous sample-splitting method requires an
arbitrary choice of known threshold a priori, such as the median, quartiles or quintiles.®
Our proposed approach overcomes this limitation because it allows the threshold param-
eter to be estimated within the model. Second, unlike the approach using dummies or
sub-samples where firms are typically classified into a regime over the entire sample pe-
riod, our model allows firms to switch regime over-time conditional on the proxies for
adjustment costs. Finally, unlike the two-stage approach commonly used in recent re-
search (Byoun, 2008; Faulkender et al., 2011; Dang et al., 2011), our one-stage estimation
approach based on (4) does not suffer from the generated regressors problem and the re-
sulting estimation and inference complexities, especially in dynamic panels. Finally, our
one-stage approach allows for complex adjustment mechanisms whereby firms may not
only adjust at heterogeneous rates (short-run asymmetry) but also adjust toward hetero-
geneous leverage targets (long-run asymmetries). This is an important innovation over
the two-stage procedure that implicitly imposes homogeneous target leverage relations

(long-run symmetries). Thus, our approach can entertain several intermediate scenarios

following dynamic threshold model in the second stage:
Agit = 51 (g:‘t - gitfl) 1{(11,1,SC} + 52 (th - git71> 1{q“>c} + Wit, 7= ]_, e ,N; t = 2, e ,T.

where £}, is estimated from:
S /
bip = 0y + wie = B'Xit + wis.

However, as in the linear model, this approach suffers from the generated regressors problem in a complex
manner, unless the strong assumption of independence between the errors, w;; and wu;; is maintained.
Further, this approach also imposes the restriction of long-run symmetries such that the long-run relations
between target leverage and its determinants remain the same even when firms are in different regimes.

8For example, Byoun (2008) uses dummy variables to distinguish between firms having a financing
surplus or a deficit and/or above- or below- target leverage. This clearly involves a certain degree of
arbitrariness since the threshold parameters are imposed instead of being consistently estimated within
the model.



from symmetries in target leverage relations and the speed of adjustment to asymmetries

in both in a flexible manner.

3 Determinants of the Speed of Capital Structure
Adjustment

In this section, we examine a number of candidates for the transition variable, ¢, in
our regime-switching framework, (4). While a large body of capital structure research
investigates the explanatory power of firm-specific or macro-economic factors determining
target leverage (see Frank and Goyal (2007) for a review), the literature is relatively
silent on the potential determinants of the speed of leverage adjustment. Our discussion
is motivated by a few of recent empirical studies on costly adjustment (e.g., Leary and
Roberts, 2005; Drobetz et al., 2006; Flannery and Hankins, 2007; Byoun, 2008; Faulkender
et al., 2011; Dang et al., 2011).

In adjusting leverage toward the target, firms have the following options. They can
issue new debt and/or repurchase existing shares when they have above-target leverage;
they can issue new equity and/or retire debt when they have below-target leverage (e.g.,
Flannery and Hankins, 2007). In addition, firms can make leverage adjustment internally
by keeping profits as retained earnings or pay out as dividends. Overall, the speed with
which firms adjust leverage is determined by the adjustment costs, financial flexibility
and constraints that they face. In what follows, we turn to discuss the (asymmetric)

mechanisms in which these factors affect the speed of leverage adjustment.

Financing imbalance (deficit/surplus)

Firms that have to cover substantial cash flow deficits or surpluses by changing their
debt and equity mix may face potentially lower costs of leverage adjustment because a
proportion of the adjustment costs is ‘shared” with transaction costs (Faulkender et al.,
2011).2 These firms are thus expected to have a quick speed of adjustment. The sign of the
financing imbalance also has important implications for firms’ adjustment speeds (Dang
et al., 2011). Specifically, when firms have a financing deficit, they are under considerable
pressure to offset this deficit by issuing debt, equity or both securities. Yet, such external
financing activities may provide an opportunity for these firms to choose an appropriate
debt-equity mix to move toward their target leverage. On the other hand, when firms
have a cash flow surplus, they are under relatively less pressure to address this imbalance,

implying less incentive for them to undertake leverage adjustment. However, these firms

9A firm’s financing (cash flow) deficit or surplus can be calculated as dividend payments plus net
investment and changes in working capital less operating cash flows after interest and taxes (Shyam-
Sunder and Myers, 1999). See also Table 2.



may find it easier to adjust toward target leverage because the costs of retiring debt
and/or repurchasing equity (in the presence of a deficit) may be lower than the costs of
issuing those securities (in the presence of a surplus). Since the above two predictions are
conflicting, the relation between firms’ financing imbalance and the speed of adjustment

will be resolved empirically.

Growth opportunities

The impact of growth opportunities on firms’” adjustment speeds is theoretically ambigu-
ous. First, high-growth firms are likely to be young and adopt a low-leverage policy to
control the under-investment problem (Myers, 1977). They may also have low profitabil-
ity and limited internal funds, and rely heavily on external (equity) financing to fund
growth opportunities. Through frequent visits to the external capital markets, these
firms can adjust leverage more easily by appropriately altering the mix of debt and eq-
uity (Drobetz et al., 2006). Low-growth firms, on the other hand, tend to rely more on
internal finance, so any capital structure changes are likely to take the form of internal
adjustment, the scope and magnitude of which is limited by the size of internal funds.
Hence, the speed of adjustment is expected to be relatively faster for high-growth firms
than for their low-growth counterparts. However, an opposite prediction can be made.
Many low-growth firms are mature, cash-rich and highly profitable so that they may
maintain a high-leverage policy to mitigate the free cash flow problem (Jensen, 1986).
While low-growth firms do not rely on external (equity) financing as much as high-growth
firms, they face less severe asymmetric information and agency problems, making it less
costly to adjust toward target leverage. Further, low-growth firms with typically high
leverage may find it more beneficial to quickly revert to target leverage in order to avoid

potentially high financial distress and bankruptcy costs.

Investment

Corporate investments have important effects on both financing decisions (Lang et al.,
1996) and adjustment toward optimal capital structure (Flannery and Hankins, 2007)
because capital expenditures tend to be mainly funded by internally generated cash flow
(Myers, 1984). As a result, high-growth firms with new investments financed with in-
ternal funds may have less scope left for (internal) capital structure adjustments (e.g.,
dividend payments, debt retirements or equity repurchases), implying a slower speed of
adjustment for these firms. However, it can be also argued that firms facing large in-
vestment opportunities may resort to external finance, which may present them with an
opportunity to change their capital structure mix appropriately given that the cost of
adjustment can be ‘shared” with the cost of raising external funds (Faulkender et al.,
2011).



Profitability

Profitable firms are likely to have available retained earnings so they may not suffer from
severe (internal) financial constraints and be able to issue securities at a low cost. In
addition, these firms have incentive to take advantage of debt interest tax shields and
minimize the asset substitution effect, especially when they are under-levered.!® Taken
together, firms with high profitability are likely to enjoy financial flexibility and adjust-
ment benefits, and, thus, are able to make quicker adjustment toward target leverage. On
the other hand, firms with low profitability tend to have limited internal funds and con-
sequently face financial instability and (internal) constraints, which prevent them from
making rapid leverage adjustment. This suggests that profitability has a positive effect on
the speed of adjustment. However, an opposite prediction can be made. Less profitable
firms are typically highly levered, as predicted by the pecking order theory (Myers and
Majluf, 1984) or dynamic trade-off models (e.g., Strebulaev, 2007), as well as suggested
by previous empirical results in the literature (e.g., Titman and Wessels, 1988; Rajan
and Zingales, 1995). Since high leverage may result in potentially large financial distress
costs, firms with low profitability should have more incentive to revert to their target

leverage quickly, implying a negative impact of profitability on the speed of adjustment.

Size

Capital structure adjustments generally involve substantial transaction costs (e.g., bro-
kerage fees for new issues), of which the fixed component is relatively smaller for large
firms. Further, large firms are typically mature with high tangibility, profitability and
financial flexibility, implying less severe asymmetric information, adverse selection and
moral hazard problems, as well as better access to capital markets. Hence, the cost of
external financing is smaller for large firms, suggesting a quicker speed of adjustment
for them (Drobetz and Wanzenried, 2006). On the other hand, large firms tend to use
public debt that is more expensive to adjust, while they have less cash flow volatility,
lower financial distress costs and fewer debt covenants. Thus, they have less incentive
and external pressure to adjust capital structure, implying a slower adjustment speed for

large firms (Flannery and Rangan, 2006).

Volatility

Under the trade-off framework, firms with volatile earnings have difficulty borrowing
because in bad states of the world, they may generate low earnings that are insufficient
for them to meet debt obligations (Antoniou et al., 2008). Put it differently, firms with

10For under-levered firms, retained profits increase the value of equity, resulting in a lower leverage
ratio and further deviation from target leverage, implying greater incentive for these firms to revert
toward the target.

10



high earnings volatility may have limited access to the capital markets to make capital
structure adjustments. The implication follows that earnings volatility and the speed of

adjustment are inversely related.

4 Econometric Methodology

4.1 Threshold Partial Adjustment Models

In this subsection, we derive the GMM estimators and describe how the threshold param-
eter is estimated and its confidence intervals are constructed. The fixed-effects (hereafter
FE) estimates of ¢; and ¢ in (4) are biased downward because the regressors are corre-
lated with the (unobserved) firm fixed effects, «;, via the correlation between ¢;; ; and
Vit, 1.e., B[l 1—1v;] # 0 (Nickell, 1981). This suggests that the FE estimator of the speeds
of adjustment, 0; = 1 — ¢, and 3 = 1 — ¢, is biased upward. Note that the FE estimator
of 7, and 7, are also biased.

To address this issue, we follow the literature and consider using instrumental variable
estimators and, more importantly, GMM. Despite a large literature on GMM in linear
dynamic panels (e.g., Arellano and Bond, 1991; Arellano and Bover, 1995; Blundell and
Bond, 1998), there has been no rigorous research investigating threshold mechanisms in
dynamic panel models. Here, we extend Hansen’s (1999) estimation and inference theory
for static panel threshold models and propose a new estimation and testing procedure for
the dynamic case. Specifically, we combine time series techniques on threshold modeling
(Chan, 1993; Hansen, 2000; Caner and Hansen, 2004) with the existing GMM literature
(Alvarez and Arellano, 2003).

We first rewrite (4) as:

Uiy = {1lri-1(c) + wix1(c)} + {p202i1-1(c) + mhXoit(¢)} + Vi, Vi = @ + €, (5)

where £1-1 (¢) = lip—11{gi<cys Coin—1(€) = Lip—11{gi>cps X1it(¢) = Xirl{g, <y and Xou(c) =
Xit1{g,>c}- Next, to deal with the correlation between the regressors and the firm fixed

effects in (4), we use the first-difference transformation of (5):

Aly = {1 Al y—1(c) + T AKX () JH{ P2 ALy 41 () + ToAx9(c) }+Aey, i =1,...,N; t =2,.... T,
(6)

which is free of the fixed effects «;. However, applying the pooled OLS estimator to

(6) still produces biased estimates since Afy; ;1 (¢) and Aly; ;1 (¢) are correlated with

Ae;. Hence, we need to find instruments for Aly; ;1 (¢) and Aly; ;1 (c) that satisfy

the orthogonal condition with Ae;;. Two obvious candidates for these instruments are

(142 (c) and lo; ;5 (c), as commonly used in the (just-identified) instrumental variable

11



estimation approach (hereafter AH-IV) (Anderson and Hsiao, 1982).!!

To improve the efficiency of the AH-IV estimator, we follow Arellano and Bond
(1991) and consider lagged values of ¢1;;—5 (¢) and f; ;2 (c) as additional instruments for
Aly; -1 (c) and Al (c) in (6). We next construct the full GMM instrument matrices
for Aly; ;-1 (c) and Al (c), denoted W1, (¢) and Wy, (¢), respectively for i =1,..., N
and j =1,2:

g]zl (C) O O
Ciin (c) , L (c
W=| | el : "
0 0 o Ay (e) Lz (€) -+ ljir—2 (€)

We express (6) in the matrix form as follows:
AL=71(c)0,+7Z5(c)0;+ Ae =Z(c) 0 + Ae, (8)

where Z; (¢) = (Al -1 (), AX (¢)), Z2 (c) = (Ae2 ~1(¢), AX3 (), Z(c) = (Z1 (c) , Z2 (0)),
0, = (g1, 7)), 05 = (¢, 7)), 0 (9/1,0') (Aﬁ/l, LAY A = (Al . Alr),
A1 (c) = (D, (). My, (€)' Aeﬂ () = (Alia (€) oy Al (), AX; (¢) =
(AX)y () ..., AXY (c)) and AX; (¢) = (Axi (c) o Axir (€)) for j =1,2.

Under the maintained assumption that the K x 1 vector of covariates, x;;, is exogenous

with respect to e;, we can construct the associated instrument matrix for Z (c) in (8) as
the following N (T —2) x {(T'—2) (T — 1) + 2K} matrix:'?

Wi (¢)
W (c) = : , Wi (c) = (Wy; (), AXy; (¢) , Wy (¢) ,AXy; (¢)), i=1,...,N.
W (0)
(9)
By employing the moment conditions, E [W(c)'Ae] = 0 with Ae = (Ae/, ..., Aely)" and
Ae; = (Aegs, ..., Aeir)’, we obtain a GMM estimator of 8 (given a threshold parameter

value, ¢) as:
0O =[Z(OW(EOV(E©) ' W(©O'Z(©)] [Z(/W(EQVE©) " W(ea] (10

The standard GMM theory suggests that an optimal (inverted) weighting matrix, denoted

"Note that the correlation between Afy; ;1 (c) and Als; ;1 (c) is most likely to be negligible as the
transition probability from one regime to the other can be relatively small. More importantly, the level
instruments, ¢1; -1 (¢) and f2; 41 (c), are orthogonal. Hence, there are no restrictions imposed on the
correlation structure within the instruments.

12In the case where x;;’s are weakly or strictly exogenous, one can in theory use (X1, ey X477) O
(%41, .-, Xi¢— 1 ) as additional instruments. In our empirical analysis, we do not consider these instruments
to avoid the over-fitting bias problem.
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V (¢), be given by the covariance matrix of the orthogonality conditions, E [W(c)'Ae] =
0.

Next, we derive the GMM estimator in two cases, with homoscedasticity or het-
eroscedasticity, respectively. First, if e;; is independent and has homoscedastic variance,
o2, across firms and over time, the GMM estimator can be simply computed in one step

(Arellano and Bond, 1991). The covariance matrix of E[W(c)'Ae] = 0 is given by:
E[W;(c) Ae;AeiW; (0)] = 0 Wi (¢) GW, (c), (11)

where G is a (T'—2) x (T — 2) fixed matrix with 2’s on the main diagonal, -1’s on the

next sub-diagonals, and zeros otherwise. Thus, we obtain the one-step GMM estimator
by:

Ocan, () = [Z(c) W () Vaun, (€)W () Z(0)] - (Z () W () Vaunar, (€)' W () Al]
(12)
where Ve, (¢) = SN, W, (¢) GW; ().
If e;; is heteroscedastic, however, the one-step GMM estimator outlined above is in-
efficient (Arellano and Bond, 1991). In this more general case, we consider the following

robust estimator of the covariance matrix (Arellano, 2003, p.89):

N
\/—G]\/[]w2 (C) = Z Wz (C)/ AéZ (C) Aél (C)l VVZ (C) s (13)
i=1
where A8; (¢) = AL-Z; (¢) O, () is the (T —2) x 1 vector of residuals obtained from
the one-step GMM estimation. We then obtain an efficient two-step GMM estimator
by:13

Ocrins, () = |Z () W (¢) Vaun, (€)' W (0)' Z (c)] o (Z (c)) W (¢) Ve, (€)W (o) AL].
(14)

Next, the threshold parameter, ¢, can be consistently estimated as follows:

¢ =argmin@ (c), (15)

ceC

13In principle, we may consider iterated or continuously updated GMM estimators as follows. First,
we obtain the updated weighting matrix, V&, (¢), in (13) by using the updated residuals, Aé¥ (c) =
AL;-Z; (¢) Ogar, (¢). Then, we obtain QZMM (¢) by substituting V%,,,, (¢) into (14). This iterative
procedure will continue until convergence, and in theory should be more efficient. In our empirical
analysis, we find that the difference between 9GM M, and the iterative estimator is mostly negligible,
mainly because we only employ linear moment conditions. Hence, to save computation time, we focus
on reporting the results based on 8¢y M,- Of course, when employing additional (nonlinear) moment
conditions as suggested by Ahn and Schmidt (1995, 1997), the iterative estimator will be likely to produce
more efficient results, though such extensions are beyond the scope of the paper both theoretically and
computationally. We thank a reviewer for this helpful suggestion.
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where C is the grid set and @ (¢) is the generalized distance measure, given by:

Q(c) = {NW (c) Aé (c)}/ {jlvaMMQ (c)}l {NW () Aé (c>} , (16)

where Aé (¢) = AL — Z (¢) O, (¢). Since the model is linear in 0 for each ¢, we use a
practical grid search algorithm to find a consistent threshold estimate, ¢, over a grid set
that consists of the support of the transition variable, ¢q. Following the literature, we use
two cut-off points at the 15th and 85th percentiles to avoid potential extreme values of
the transition variable while ensuring there is a sufficient number of observations in each
regime.

Chan (1993) theoretically shows that under the assumption of exogenous transition
variables, the threshold estimate, ¢, is super-consistent, though its asymptotic distribu-
tion is complex and depends on nuisance parameters, which is not useful for inference in
practice. Hansen (2000) suggests to construct a confidence interval for ¢ by forming a non-
rejection region using the LR statistic. Under the assumption that A\, = 60y — 6, = bN ™"
with b # 0 and 0 < 7 < 3, it is shown that N'727 (¢ — ¢) —4 wY, where w is a scaling
factor and the distribution function for YT is known. As A, tends to zero, the rate of
convergence is reduced but a simpler asymptotic distribution for ¢ can be derived, see
also Caner and Hansen (2004).

In particular, Hansen (1999) shows that an analytic inverse form of the asymptotic
distribution of the LR statistic can be given by —2log (1 - M) In this case, the
critical values are 6.53, 7.35 and 10.5 for a = 10%, 5% and 1%, respectively. However,
Seo and Linton (2007) note that in finite samples, the confidence interval for ¢, denoted
C,, is not necessarily a true interval. They subsequently suggest to use the interval,
C" = [Cmin, Cmax), Where iy = infeec, ¢ and pax = sup,ee, ¢ such that C2" O C,. In
our empirical work, we also find that C, sometimes tends to be so narrow that only a
small number of grids are selected. In a few extreme cases, the LR statistic produces a
value of zero such that the threshold estimate, ¢, is the only point selected from the grid

set, given the critical value (crit). To overcome this issue, we construct the confidence

interval by the following linear interpolation:

[Cint, Csup) = [é — (CL_RC> X crit, ¢ + (CL_RC> X cm’t]

where ¢ and ¢ (¢ < é < ¢) are the two nearest neighborhoods, and LR and LR are the

corresponding LR statistics, both of which are greater than crit.

Under the maintained assumption that the transition variable, g;;, is stationary and
exogenous, the GMM estimators of €(c) are asymptotically independent of the threshold
estimate such that inference on @ can proceed as if ¢ were the true value, e.g., Hansen
(1999, 200) and Caner and Hansen (2004). Hence, it is easily seen that the asymptotic
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distribution of @¢ M, (€¢) is normal with the covariance matrix estimated by
Var (Bcan, () = [Z () W (&) Ve, (6) W (@) Z(0)] (17)

4.2 Testing for Threshold Effects
4.2.1 Bootstrap-based Testing Procedure

In this subsection, we propose a bootstrap-based procedure to test the null hypothesis of
no threshold effect (one regime) in (4) against the alternative hypothesis of a threshold
effect (two regimes) by extending the Hansen (1999) procedure. The null hypothesis of
no threshold effect (8; = 6,) is given by:

Hy:RO =0, (18)
where R = [Ix 1, —Ix1]. We then construct the Wald statistic by:
A P A ! —~ A A ! _1 A A
we) ={Ro©®} {RVar (6(0)) R’} {RO(2)}, (19)

where 0 is the GMM estimator. Since the threshold parameter is not identified under
the null of no threshold effect, (18), the testing procedure is nonstandard (e.g., Davies,
1987; Andrews and Ploberger, 1994, 1996; Hansen, 1996). Thus, a natural test statistic
for Hy is given by:

sup W = sup W (c).
ceC

Given that the model is linear in 6 for each ¢, the Wald statistic is computed in a
straightforward manner using the asymptotic variance estimate formula (17). However,
the limiting distribution of sup W is not asymptotically pivotal and its critical values
cannot be tabulated.

Hansen (1996, 1999) suggests to use bootstrap techniques to obtain a valid asymptotic
p-value of the Wald statistic. Following this approach, we first estimate (6) under the
alternative hypothesis, and save the residuals, Aé; (¢), and the Wald statistic, W (¢). We
collect the residuals in A& = (Aés (6),..., A&7 (¢)), and Aé = (Aéy,...,Aéy). We
next consider the DGP under the null, estimate the null model, (3) by the two-step GMM
and save the parameter estimates by (q;, ﬁ'). Assuming that the initial values, ¢;; and

Ui, and x;; are given, we generate the bth bootstrap samples of ¢;; under Hy as follows:

o= b=1,...,B (20)
ot ) ) ) )
@) A >3
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where
ALY = GALY) |+ 7 Axyy + Aely

and Aez(»f) are the bth bootstrap samples of Ae;; obtained by re-sampling from Aé with
replacement. Next, using the bootstrap samples, 655 ), we re-estimate the model under the

alternative hypothesis, (6), and evaluate the Wald statistic by:

W (&) = {Ré(b) (a)}/ {Rﬁr <é(") (é)) R’} {Ré(b) (é)} b=1,....B. (21

Repeating this procedure B times, the bootstrap-based p-value of the statistic is evaluated

by:14

_ 1§ 2)(®) 5
p-value = ] d1 {W e >w (c)} : (22)
b=1

The null hypothesis in (18) is rejected if this p-value is smaller than the significance level.
Finally, under the assumption that ¢; is exogenous such that the GMM estimators
of 8(c) are asymptotically independent of ¢, we note that the bootstrap-based inference
for the threshold effect described above should attain the first-order asymptotic distribu-

tion, and thus the p-values are asymptotically valid (e.g., Andrews and Ploberger, 1994;
Hansen, 1996, 1999).

4.2.2 Monte Carlo Simulation Studies

Here, we conduct Monte Carlo simulation studies in order to investigate the finite-sample
performance of the bootstrap-based inference as described above. The data generating

process for leverage, ¢;; , is based on the threshold partial adjustment model:
Al = 61 (G, — liz—1) Ligi<ey + 02 (G, — liz—1) L{gi>ep + 6 + €ar, (23)
where target leverage is constructed as a non-linear function of a scalar covariate, x;:
0, = Prxilg,<ey + Bozitlig,>ep, i =1,... Ny t=1,...,T, (24)
Combining (23) and (24), we obtain:
Uip = (p1ip—1 + m1Tit) Ligi<ey + (poli 11 + momst) Ligu>ey + Qi + €4, (25)

where ¢; = 1 — 9, and 7; = §;5; for 7 = 1,2. Next, we construct the covariate, z;; as a
stationary AR(1) process:
Tip = PTig—1 T Ui, (26)

14 An alternative approach is to construct the sup W statistic, say sup W), from the bootstrapped
sample and evaluate the bootstrap p-value by the frequencies of sup W) that exceed the sample statistic,
sup W.
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where |p| < 1 and a transition variable by:
Qit = Mg + Vit (27)

We further impose the following restrictions. z;; and ¢; are exogenously generated such
that E [uyey] = 0, E [uyvy] = 0 and E [ve,] = 0. w; and vy follow i.d.d. normal distribu-
tions, such that uy ~ iidN (0,02) and v;; ~ #idN (0,02). To allow for heteroscedasticity
over time and across cross-section, we assume that e;; follows an ARCH(1) process (Ev-
eraert and Pozzi, 2007):

eir = hif *€u, i = w +ae?,_,, & ~ iidN (0,1), (28)

The initial value of e; can be obtained from the stationary distribution of e; such that
el = (ﬁ) 12 &1 and & ~ 1idN (0,1). A special case of homoscedastic errors is obtained
by imposing a = 0 such that e; = w'/2¢;,. Unobserved individual effects, o; are assumed
to be uniformly distributed, i.e., oy ~ U (—a, ). Assume that Var («;) is proportional
to o2 such that Var (a;) = a?/3 = ko?, and so a = v/3ko, > 0.1

Throughout the simulations, we fix /; = 0 and generate 7"+ 10 time period observa-
tions and then discard the first 10 observations to reduce the potential effects of starting
values. We consider N = {100,200} and set the parameters (d1, 51, p, fp, Ou, O, K) =
(0.5,1,0.5,0,1,1,3). We set the number of replications at 1,000, and the number of
bootstrap iterations at 100 per each estimation of (25). We estimate the threshold model

(25) by the two-step GMM estimator described in Section 4.1.
[Insert Table 1 about here]

Table 1 reports the simulation results for the empirical frequencies of the bootstrap-
based Wald statistic rejecting the null hypothesis of no threshold effect at the 1% and
the 5% significance levels. The empirical sizes of the tests, reported in the row with
(09, B2) = (0.5,1.0), are reasonably close to the nominal levels for all cases considered,
irrespective of the presence of heteroscedasticity. Importantly, we find that the power
of the tests increases monotonically with the absolute difference between the parameter
values. For example, when |0 — d2| > 0.2 and |5 — B3] > 0.2, the power reaches unity as
N = 200. Interestingly, we find that the power of the tests becomes slightly asymmetric
near the null hypothesis, showing that the test becomes slightly more powerful when
dy < 0.5 (relatively slow adjustment) than when d, > 0.5 (relatively fast adjustment)

though such difference will become negligible when |§; — 5| > 0.1.1¢ In sum, the above

e =1 implies that the individual effects are uniformly distributed over (—\/?:, \/ﬁ) We have also
considered cases with larger or smaller ranges and obtained qualitatively similar simulation results.

16Tn the empirical section below, we find that the asymmetric speeds of adjustment range between 0.5
and 0.8, and that the difference between them is mostly greater than 0.1, e.g., ranging between 0.113
and 0.325.
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Monte Carlo simulation results clearly demonstrate that the empirical size and power
performance of the bootstrap-based inference is highly reliable in finite samples, the size

of which is typically encountered in empirical capital structure studies.

5 Data and Empirical Results

5.1 Data and Sample Selection

We investigate a panel of UK firms collected from the Datastream database. Using
Datastream’s research sample (comprising 1,683 firms), we collected company accounting
data from the earliest possible year to January 2004 and constructed an unbalanced panel
of nearly 20,000 firm-year observations. Following previous studies (e.g., Ozkan, 2001;
Antoniou et al., 2008; Dang, 2011), we applied a number of standard data restrictions.
First, firms operating in financial sectors (banks, insurance and life assurance companies
and investment trusts) and in utility sectors (electricity, water and gas) were excluded
since they are subject to different accounting considerations. Second, in order to use the
GMM estimators that require lagged instruments, only firms with at least five years of
observations were retained (Arellano and Bond, 1991). Finally, observations that have
missing data were removed.'” Our final sample consists of 859 companies and 5,393 firm-
year observations, with the longest time series of 8 years over the period 1996-2003. The
definitions and summary statistics for the variables under consideration are provided in

Tables 2 and 3, respectively.

[Insert Tables 2 and 3 about here]

5.2 Regression Results for the Partial Adjustment Model

Table 4 reports the regression results for the symmetric, non-threshold partial adjust-
ment model of leverage given by (3). Panel A reports the short-run dynamics, including
the short-run coefficients, the speed of adjustment, and standard diagnostic tests (i.e.,
the AR(2) and Sargan tests) while Panel B contains the long-run coefficients on the
determinants of target leverage.'®

We employ two consistent estimators, AH-IV and GMM and report their regression
results in the respective columns in the table.!? Overall, the AH-IV and GMM regression

17As in previous UK studies (e.g., Dang, 2011), a large number of observations were dropped due to
the unavailability of data in firms’ cash flow statements.

¥ Throughout the empirical analysis, we follow the literature (e.g., Ozkan, 2001) and include (strictly
exogenous) time effects to control for macroeconomic and global effects, e.g., changes in the state of the
economy, interest rates and prices, accounting standards and other regulations.

19We have also experimented with the (least-squares) POLS and FE estimators, which in theory
provide biased estimates of the speed of adjustment and consequently the long-run coefficients. Indeed,
(unreported) results show that the POLS estimate of the speed of adjustment seems to be downward
biased while the FE estimate appears to contain an upward bias.

18



results are reasonable as the AR(2) and Sargan tests of no second-order serial correlation
and valid instruments cannot be rejected at conventional significance levels, and the
estimated (long-run) coefficients are statistically significant with the expected signs.?°
The speed of adjustment is estimated at 53% and 59%, respectively by AH-IV and GMM.
These results suggest that UK firms can close more than a half of their deviation from
target leverage within a year. Using the concept of half-life, this suggests that UK firms
only need between 0.91 and 0.76 years to halve their deviation from target leverage. These
speeds are consistent with the previously reported UK results (Ozkan, 2001; Dang, 2011)
but faster than the speeds estimated for US firms (Flannery and Rangan, 2006; Lemmon
et al., 2008; Huang and Ritter, 2009).

[Insert Table 4 about here]

Next, we turn to the AH-IV and GMM results regarding the long-run coefficients
reported in Panel B. Growth opportunities have a significantly negative effect on leverage,
which is consistent with the prediction that high-growth firms lower leverage in order
to mitigate the under-investment problem (Myers, 1977). The impact of profitability
on target leverage is significantly negative, which is consistent with the prior empirical
evidence (Titman and Wessels, 1988; Rajan and Zingales, 1995), and supportive of both
the pecking order theory (Myers and Majluf, 1984; Myers, 1984) and the dynamic trade-
off theory (e.g., Strebulaev, 2007). The coefficient on tangibility is significantly positive,
which is in line with the trade-off view that tangibility can be used as a security to avoid
the asset substitution problem and reduce the agency costs of debt (e.g., Frank and Goyal,
2007). The coefficient on non-debt tax shields is significantly negative, supporting the
hypothesis that non-debt tax shields are a substitute for the tax benefits of debt so firms
with high non-debt tax shields should have less debt (DeAngelo and Masulis, 1980). Firm
size has a significantly positive coefficient, which is in line with the prediction that large
firms face low bankruptcy, agency and transaction costs and thus have easier access to
debt financing (Frank and Goyal, 2007). In sum, the results for the long-run coefficients
are empirically plausible and consistent with the trade-off framework.

The results discussed so far assume that firms undertake capital structure adjustments

at the same rate toward a homogeneous target leverage ratio. We now turn to discuss

20Recently, Antoniou et al. (2008) and Lemmon et al. (2008) have suggested employing the Blundell
and Bond (1998) SYSGMM to address the weak instruments problem of the GMM estimator. This
method is mostly useful when the dependent variable, leverage in this context, is close to a random
walk process (Blundell and Bond, 1998). As documented by Frank and Goyal (2007), however, corporate
capital structure in the US has been remarkably stable over the last half century. Our unreported analysis
shows that the aggregate UK leverage ratio has also been stable over our sample period. Unless there
is a way of choosing an optimal set of instruments for alternative GMM estimators, the SYSGMM that
employs more instruments than the GMM is likely to suffer from more severe over-fitting bias problems,
especially in small samples (Zilak, 1997). We have adopted SYSGMM in empirical analysis but found
that the Sargan test strongly rejects the validity of the instruments used. For all these reasons, we do
not consider the SYSGMM estimator in the paper.
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the main empirical results obtained from the proposed dynamic panel threshold model

of leverage, (4).

5.3 Regression Results for the Threshold Partial Adjustment
Model

Table 5 presents the results from the two-step GMM estimation of the threshold partial
adjustment model, (4), for three transition variables financing imbalance, growth opportu-
nities and firm investment. Firms are classified into the low (high) regime when the value
of the transition variable is less than or equal to (greater than) the estimated threshold
value. Panel A reports the short-run dynamics, namely the coefficients on lagged leverage
and the determinants of leverage, as well as the Wald test statistics for the null hypothesis
of the individual short-run symmetry.2! It also reports the implied speeds of adjustment,
the threshold value and its confidence interval, as well as the (bootstrap-based) Wald
test for the threshold effect (one versus two regimes). Further, this panel contains the
conventional AR(2) and Sargan test statistics, which allow us to check the validity of
the instruments used in the GMM regressions. It is worth noting that throughout the
empirical analysis below, both tests are not rejected at the 5% significance level, suggest-
ing that all GMM regressions use valid instruments.?? Panel B of the table reports the
long-run coefficients and the Wald test statistics under the null of long-run symmetries.
Note that these tests enable us to shed light on the interesting question of whether firms
in different regimes adjust toward heterogeneous target leverage. Finally, in Panel C, we
report several important characteristics of firms being classified into the low and high
regimes. In particular, we examine the mechanisms (i.e., equity versus debt financing) in

which firms adjust their capital structure toward target leverage.

[Insert Table 5 about here]

Financing imbalance

The bootstrap-based regime test statistic in Panel A, column (1) first indicates that the
null of one regime can be convincingly rejected such that there exists a threshold effect
conditional on firms’ financing imbalance. This finding is consistent with the evidence
of short-run asymmetries in several coefficients (i.e., tangibility, non-debt tax shields,
growth and firm size) and more importantly, in the speed of adjustment. Indeed, firms

with higher financing imbalance have a faster speed of adjustment than those with lower

21Under two regimes, this Wald statistic follows the asymptotic x? distribution.

22As in a previous footnote, although our econometric framework allows for a straightforward exten-
sion using the Blundell and Bond (1998) SYSGMM, we do not consider this estimator here because
in unreported tests, the validity of the SYSGMM instruments is always rejected at the 1% level. The
over-fitting bias problem appears to be even more serious in dynamic panel threshold models.
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imbalance: the former firms adjust at a rate of 75%, compared to the rate of 50% for
the latter firms. The difference in the two adjustment speeds of nearly 25% is both
statistically and economically significant. Moreover, the threshold value is estimated at
0.07, at the 78th percentile of the distribution of the (regime-switching) variable financing
imbalance. This finding suggests that consistent with our prediction, the sign of the
imbalance does matter. Specifically, firms with a large financing deficit have a quicker
speed of adjustment than those with a small deficit or a financing surplus. It is consistent
with the argument that firms having more pressure and/or more incentive to cover their
financing deficit undertake quicker adjustment, and is in line with recent international
evidence on the asymmetric impact of firms’ financing deficit and surplus on their speed
of capital structure adjustment (Dang et al., 2011).

The results in Panel B show that the long-run coefficients are generally significant
with the expected signs (except for non-debt tax shields and profitability in the high
regime). Further, these coefficients appear to differ in magnitude between the two groups
of firms. Specifically, the effects of asset tangibility and non-debt tax shields are signifi-
cantly stronger for firms with low financing imbalance than for those with high imbalance.
The effects of profitability and growth opportunities are also different, albeit only at 10%.
Taken together with the results in Panel A, these findings suggest that not only firms with
different levels of financing imbalance adjust their capital structure at different rates but
they also adjust toward different long-run target leverage ratios. In short, conditional on
firms’ financing imbalance, there is evidence of both short-run and long-run asymmetries
in capital structure adjustment.

The results in Panel C confirm that firms adjusting relatively quickly have a large and
positive financing deficit (0.21) while those adjusting relatively slowly have a surplus (-
0.03), which is consistent with the results regarding the threshold value reported in Panel
A. Further, the former firms have a positive deviation from target leverage, indicating
they are on average over-levered.?> This observation is consistent with the recent US
evidence that over-levered firms tend to make fast adjustment to avoid the large financial
distress/bankruptcy costs associated with having above-target leverage (Byoun, 2008).
The statistics on firms’ external financing decisions show that these firms issue both debt
and equity to cover their financing deficit, although they rely considerably more on net
equity issues than net debt issues (0.20 versus 0.07). Note that this financing pattern is
consistent with target adjustment behavior because through equity issues, over-levered

firms can reduce their leverage from the above-target level.

23The variable deviation is equal to the actual leverage ratio (£;;) less the estimated target leverage
Al

ratio (£%, = B x; with B being the long-run coefficients estimated from (4)).
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Growth opportunities

In column (2), the joint (regime) test of homogeneous short-run coefficients is rejected
at 1%, thus strongly suggesting the presence of a threshold effect conditional on firms’
growth opportunities. Further, the results show that low-growth and high-growth firms
adjust toward their target leverage at the rates of 54% and 70%, respectively. This finding
appears to support our earlier prediction that high-growth firms undertake faster leverage
adjustment thanks to their frequent visits to the capital markets, which in turn provide
them with more opportunities to find an appropriate mix of debt and equity. Surprisingly,
however, these two speeds of adjustment are not statistically different from each other
according to the test statistic. This mixed finding may reflect the theoretically ambiguous
relation between growth opportunities and capital structure adjustments discussed earlier.

In Panel B, there is some evidence that low-growth and high-growth firms have het-
erogeneous target leverage as the long-run coefficients seem to be relatively larger in
magnitude for the former firms. In particular, the effects of growth opportunities and
firm size are both economically and statistically stronger for low-growth firms than for
their high-growth counterparts. The results regarding the differential effects of growth
opportunities indicate that firms are more concerned about free cash flow problems, which
are most relevant for low-growth, cash rich firms (Jensen, 1986), than about underinvest-
ment incentives, which are likely to arise in the presence of high growth opportunities
(Myers, 1977). On the other hand, the weaker impact of firm size on target leverage for
high-growth firms may be explained by the tendency of these firms to eschew debt in
order to avoid the debt overhang problem. Overall, we find some statistical evidence for
long-run asymmetries and heterogeneity in target leverage but not for short-run asym-
metry in the speed of adjustment. Put it differently, firms with low- and high-growth
opportunities may adjust toward heterogeneous leverage targets, albeit at homogeneous
rates.

The results in Panel C reveal that low-growth and high-growth firms have different
characteristics. Most notably, high-growth firms are over-levered with a financing deficit,
which they offset by making relatively large (net) equity issues. These characteristics are
similar to those of firms with high financing imbalance, i.e. those that have a fast speed

of adjustment in column (1).

Firm investment

It can be seen from Panel A, column (3) that the bootstrap-based regime test cannot
be rejected, suggesting that there is no threshold effect conditional on firm investment.
This finding is possibly driven by the lack of short-run asymmetries in the coefficients on
the determinants of leverage. Indeed, individual test results confirm that all coefficients

are not statistically different between the two groups of firms, at the 5% level. However,
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the speed of adjustment seems to be faster for firms with large investment (77%) than
for those with small investment (59%). Importantly, the difference in the speeds (18%)
is not only economically significant but also statistically significant. This finding is thus
inconsistent with the prediction that firms facing potential financial constraints due to
large spending on investment projects should have a slow speed of adjustment. On the
other hand, it seems to support the argument that large capital expenditures that require
external funds may provide firms with opportunities to choose an appropriate mix of new
debt and equity in order to quickly move toward their optimal capital structure.

The results in Panel B suggest that firms with small and large investment may con-
sider heterogeneous leverage targets. The long-run coefficients are generally larger in
magnitude for firms in the low regime than for those in the high regime. In particular,
the effects of profitability and firm size on target leverage are statistically different for
these two groups of firms. The stronger inverse relation between profitability and target
leverage for firms in the low regime can be explained by the fact that firms with lim-
ited capital expenditures may not need to use (external) debt, especially when they are
profitable and have retained earnings.

Our further analysis of the firm-specific characteristics in Panel C suggests that firms
classified as having more investment, i.e., those belonging to the high regime and have
a faster speed of adjustment, tend to have a significantly higher financing deficit, which
they then offset by issuing both debt and equity. This pattern is clearly consistent with
the argument above that firms with large capital expenditures have more opportunities
to adjust leverage thanks to their visits to the capital markets. Moreover, the results also
show that these firms’ leverage adjustment is mainly driven by (net) equity issues, rather
than by debt issues, which is in line with target adjustment behavior given that they
have above-target leverage (as indicated by a positive deviation) and so little incentive

to issue additional debt.
[Insert Table 6 about here]

We next turn to Table 6, which reports the regression and test results for the threshold
partial adjustment model (4) using the remaining transition variables, namely profitabil-
ity, firm size and volatility. The format of this table is similar to that of Table 5 described

above.

Profitability

In Panel A, column (1), the bootstrap-based regime test suggests a threshold effect as
the null of one regime is rejected at 5%. On closer inspection, however, we find almost
no evidence of short-run asymmetries as the individual (short-run) coefficients are not

statistically different between firms in the two regimes (except for growth opportunities).
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Next, the implied speeds of adjustment for firms with low and high profitability are
64% and 74%, respectively, which appears to support the argument that firms with low
profitability are highly levered and so have more incentive to revert to target leverage in
order to avoid financial distress. Nevertheless, these speeds are faster than the estimated
speed in the linear model reported in Table 4 while the difference in these speeds (of 10%)
is not statistically significant.

In Panel B, there is evidence of long-run asymmetries in the impact of tangibility and
growth opportunities on target leverage, although surprisingly there is no such evidence
for profitability. Overall, firms with low and high profitability may adjust toward het-
erogeneous target leverage (i.e., long-run asymmetries), although there is no statistical
evidence in favor of short-run symmetries. Finally, in Panel C, the characteristics of the
two groups of firms with different levels of profitability are significantly different (except
for net debt issued). Compared to the results from Table 5, firms that appear to adjust
at a quick rater, i.e., highly profitable firms, are over-levered but have a surplus and rely

on both debt and equity financing activities to cover their imbalance.

Firm size

The results in column (2) show that the speeds of adjustment for small and large firms
are respectively 77% and 62%, which are faster than the speed estimated for the sym-
metric model discussed in Subsection 5.2. The magnitude of these speeds appears to be
consistent with the argument that due to facing lower cash flow volatility and financial
distress costs as well as fewer debt covenants, large firms have less incentive and external
pressure to adjust capital structures, implying a slower speed of adjustment. However,
the test statistic shows that the difference in the two speeds of adjustment (of 15%) is
not statistically significant. Moreover, according to the regime test, there is no evidence
of a threshold effect conditional on firm size, which is further corroborated by the lack of
asymmetries in the short-run coefficients on the determinants of leverage. This finding
is inconsistent with recent evidence on the relation between firm size and the speed of
adjustment (Dang et al., 2011; Faulkender et al., 2011). Note however that in Panel B,
there is almost no evidence of long-run asymmetries, except for tangibility, which has a
statistically different impact on target leverage for small and large firms. The effects of
profitability and growth are only marginally different at 10%. Taken together, the results
regarding firm size do not provide evidence for short-run and long-run asymmetries in

any meaningful sense.

Volatility

The results in column (3) provide strong evidence of joint short-run asymmetries, as the

bootstrap-based regime test is rejected at 5%. More importantly, this finding is driven
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by the heterogeneity in the speed of adjustment alone because there is no evidence of
significant asymmetries in the remaining short-run coefficients. Indeed, firms with low
and high earnings volatility adjust at different rates (67% versus 56%) and although the
difference in these speeds is only 11%, it is statistically significant at 1%. This finding is
consistent with the prediction that firms with low earnings volatility face a lower cost of
capital and so have more scope to undertake capital structure adjustment.

In Panel B, there is some weak evidence of long-run asymmetries as only firm size
has a differential impact on target leverage for the two groups of firms. Firm size may
matter more for firms with volatile earnings possibly because these firms may face high
(fixed) costs of capital and have limited access to debt financing. Finally, in Panel C,
the results show that firms that adjust more quickly (i.e., those with low volatility) are
over-levered and have a financing deficit. Although these firms retire debt, they mainly
rely on (net) equity issues to reduce their above-target leverage, consistent with target
adjustment behavior. These characteristics are generally similar to those documented for

firms that adjust with a quick speed in Table 5.

Discussion and Summary of Results

The results above combine to provide a complex, yet interesting picture of firms’ asym-
metric capital structure adjustments in both the short and long run. Overall, we are
able to identify two distinct sets of results. The first set consists of cases where the
transition variable used is either financing imbalance, investment or volatility. The com-
mon finding in these cases is that there are significant asymmetries in both the speed of
adjustment and the long-run target leverage relationships.?* Indeed, firms having large
financing imbalance (or a deficit), large investment or low earnings volatility adjust at
statistically quicker rates than those with the opposite characteristics. In terms of the
long-run coefficients, their signs are empirically plausible, the same as in the symmetric
partial adjustment model discussed in Subsection 5.2. More importantly, the effects of
tangibility, profitability and firm size on target leverage tend to be relatively stronger for
firms that adjust with a relatively slower speed. This finding may shed light on a possible
relation between the short-run and long-run adjustment mechanisms, i.e., the speed of
adjustment seems to be inversely proportional to the size of the adjustment in (long-
run) target leverage as proxied by the effects of the determinants of such target. Next,
we also document a consistent pattern about firms having faster speeds of adjustment:

these firms are significantly over-levered with a financing deficit and a considerably large

24Growth opportunities may also be added to this group, though there is no statistical evidence of
heterogeneity in the speed of adjustment for this case. Also recall that for firm investment, the regime
test does not suggest a threshold effect, possibly due to a lack of short-run asymmetries in the coefficients
on the determinants of leverage. Hence, the results for this transition variable should also be treated
with care.
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(positive) deviation from their target leverage.”> Moreover, these firms revert to target
leverage mainly via equity issues, which is consistent with target adjustment behavior.

The second set of results consists of two cases with the transition variable being either
profitability or firm size. In both cases, we find no statistical evidence of asymmetry in
the speed of adjustment. Moreover, compared to the regression results for the linear
model in Subsection 5.2, the estimated speeds of adjustment are both faster than the
(symmetric) speed of adjustment in the linear model. Empirically, one should expect the
parameters in the symmetric model to be close to the weighted means of those in the
low and high regimes; yet we find contrasting evidence here. Hence, the results regarding
the estimated adjustment speeds should be treated with great caution. Note that finding
is inconsistent with recent research (Dang et al., 2011; Faulkender et al., 2011) that
documents significant asymmetry in the speed of adjustment conditional on profitability
and firm size. One possible explanation for our different finding is that unlike previous
studies, we adopt the one-stage estimation procedure allowing for asymmetries in long-run
target leverage relationships. For example, we document some evidence of heterogeneity
in target leverage in that there are significantly different effects of tangibility and size on
long-run target leverage for firms with relatively slow speeds of adjustment (at least in
terms of magnitude).

To sum up, the above discussions indicate that using the first group of variables,
namely financing imbalance, investment and volatility, as the regime-switching variable
provides reasonable empirical evidence of (short-run and long-run) asymmetries in capital
structure adjustments. In contrast, profitability and firm size do not seem to be good

candidates for the regime-switching transition variable.

6 Conclusions

The (dynamic) trade-off theory of capital structure implies that firms facing differential
adjustment costs may follow different paths toward their target leverage. This paper
proposes a new empirical approach to test this prediction by modeling short-run and long-
run asymmetries in capital structure adjustments. Specifically, our testing framework
entertains a possibility that firms may adjust at different rates toward heterogeneous
leverage targets. In terms of methods, we have advanced a dynamic panel threshold model
of leverage and developed appropriate econometric techniques to consistently estimate the
speeds of adjustment in different regimes associated with differential adjustment costs.
We have also provided a valid bootstrap-based procedure to test for the threshold effect.

We have documented some evidence of asymmetries in firms’ adjustment toward target

2Using the (absolute) deviation from target leverage as a transition variable could be useful for
verifying this finding, although such an approach is not permitted in our current modeling that assumes
exogenous transition variables. We leave this issue for future research.
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leverage. Firms with large financing imbalance (or a deficit), large capital expenditures
or low earnings volatility have a significantly faster speed of adjustment than those with
the opposite characteristics. Further, we provide some evidence of long-run asymmetries
that not only do firms with such characteristics adjust at different rates, but they also
seem to adjust toward heterogeneous leverage targets. Firms that have a significantly
faster speed of adjustment possess important characteristics: they are significantly over-
levered with a financing deficit. These firms then revert to their target leverage and
offset their deficit mainly via equity issues rather than by debt issues/retirements. This
finding suggests that firms tend to make quicker adjustment to avoid the potentially large
financial distress costs caused by having above-target leverage, which is consistent with
the dynamic trade-off theory.

On the other hand, conditional on profitability and firm size, two commonly used
proxies for adjustment costs, we find no evidence of short-run asymmetry in the speed of
adjustment and only limited evidence in favor of long-run asymmetries. Noticeably, in
both cases, the estimated speeds of adjustment in the low and high regimes are always
faster than the speed of adjustment estimated for the linear model. This, therefore,
suggests that using profitability and firm size as the transition variable in our regime-
switching framework may not produce plausible empirical results.

A few words of caution are in order. While the empirical framework developed in our
paper is capable of examining the validity of the dynamic trade-off theory, it does not
directly test the predictions of alternative views of capital structure such as the pecking
order theory, the market timing and inertia hypotheses. Our approach to estimating
target leverage follows the convention in the capital structure literature so it may be
subject to potential empirical problems, such as the presence of a mass point at zero-
leverage, non-linearity of leverage ratios and survivorship biases in firm-level panel data
(e.g., Welch, 2007; Cook et al., 2008). Further, the empirical evidence in favor of target
behavior and dynamic rebalancing of leverage may be affected by mechanical mean rever-
sion (Shyam-Sunder and Myers, 1999; Chen and Zhao, 2007; Chang and Dasgupta, 2009),
and be consistent with both the trade-off and modified pecking order theories (Leary and
Roberts, 2005). In terms of methods, our modeling approach only allows for exogenous
regime-switching in dynamic panel threshold models so it would be desirable for future

research to consider endogenous regime-switching mechanisms (Kourtellos et al., 2009).
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Table 1: Rejection Probability of the Bootstrap-based Wald Test in Dynamic Panel

Threshold Models

This table reports the probability of rejecting the null of no threshold effects (one regime) in dynamic
panel threshold models by using the bootstrap-based Wald test statistic as described in Section 4.1. The
probability is evaluated based on 1,000 replications of regression, (25) (the threshold partial adjustment
model) at the 5% and 1% significance levels. The coefficients are estimated by the two-step first-difference
GMM estimator and the threshold value is estimated through a grid search over the range between the
15th and 85th percentiles of the transition variable. Simulated data are generated by (25) with the
parameters set as follows: (41, 81, p, tgs Ou, 0v, &) = (0.5,1,0.5,0,1,1,3) with T'= 10 and N = (100, 200).
Two forms of variance are considered in (28), namely homoscedasticity (a = 0) and heteroscedasticity
(a = 0.3). The unit long-run variance is set such that w = 1 — a. For each realization of the sample size
(N,T), T + 10 time period observations are generated and then the first 10 observations are discarded.
Experimented parameter values are specified in the first column.

Error variance Homoscedasticity Heteroscedasticity
Significance level 5% 1% 5% 1%
Number of observations 100 200 100 200 100 200 100 200
(02, B2) Hy: ¢y = ¢o,m =m
(0.2,0.7) 0.991 1.000 0.971 1.000 0.987 1.000 0.963 1.000
(0.3,0.8) 0.885 0.995 0.773 0.973 0.901 0.988 0.809 0.969
(0.4,0.9) 0.422 0.678 0.261 0.514 0.449 0.708 0.265 0.547
(0.5,1.0) 0.043 0.053 0.016 0.019 0.055 0.058 0.019 0.020
(0.6,1.1) 0.356 0.633 0.194 0.469 0.325 0.627 0.166 0.474
(0.7,1.2) 0.792 0.965 0.650 0.907 0.801 0.956 0.648 0.926
(0.8,1.3) 0.960 0.998 0.890 0.993 0.938 1.000 0.869 0.996
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Table 2: Variable Definitions

This table describes the proxies for the variables considered in the paper. The data set is a panel of UK
firms collected from Datastream and consists of 859 companies and 5,393 firm-year observations over the

period 1996-2003.

Variables

Definitions

Leverage
(Asset) Tangibility

Growth opportunities

Profitability
Non-debt tax shields
Size

Investment
Deviation

Net debt issued

Net equity issued
Financing imbalance

Total debt to the market value of equity plus the book value of debt

Fixed assets to total assets

The market value of equity plus the book value of debt to total assets
Earnings Before Interest and Depreciation (EBITD) to total assets
Depreciation to total assets

Log of total assets in 1995 prices

Capital expenditures less depreciation divided by fixed assets

Actual leverage less (estimated) target leverage

Net debt issued to the firm’s market value

Net equity issued to the firm’s market value

Minus Cash flow after tax plus Net investment (incl. Capital Expenditures,
Acquisitions and Disposals) plus Dividends plus Net change in cash including
changes in working capital, all divided by the firm’s market value

Table 3: Descriptive Statistics

The data set consists of a panel of 859 UK firms with 5,393 firm-year observations over the period 1996-
2003. To minimize the effects of extreme outliers, we follow the literature and winsorize each variable at
the 1st and 99th percentiles. See Table 2 for variable definitions.

Variables Mean Stdev. Min Med. Max Skew. Kurt.
Leverage 0.200 0.199 0.000 0.146 0.990 1.104 3.750
Asset tangibility 0.310 0.243 0.000 0.256 0.997 0.846 2.903
Non-debt tax shields 0.039 0.031 0.000 0.033 0.204 1.947 8.816
Profitability 0.014 0.266 -1.495 0.079 0.446 -3.213 16.255
Growth 2.043 2.216 0.188 1.363 20.000 4.556 30.326
Size 11.189 2.105 1.609 11.012 18.961 0.343 3.167
Investment 0.043 0.665 -3.710 0.022 3.840 0.125 23.768
Financing imbalance 0.024 0.143 -0.690 0.001 0.645 0.296 10.049
Net debt issued -0.005 0.097 -0.540 -0.001 0.358 -1.167 11.891
Net equity issued 0.054 0.169 -0.175 0.001 1.133 3.926 20.030
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Table 4: Regression Results for the Partial Adjustment Model of Leverage

This table presents the regression and test results for the one-stage partial adjustment models of leverage
given by Equation (3). AH-IV stands for the Anderson-Hsiao just-identified instrumental variable esti-
mator, where leverage lagged by two periods is used as an instrument for the first-difference of leverage
lagged by one period. GMM refers to the two-step GMM estimator with Windmeijer’s (2005) small-
sample correction being applied to the computation of the two-step GMM standard errors. AR(2) test is
a test for second-order serial correlation, and is asymptotically distributed as N (0, 1) under the null of no
serial correlation. Sargan test is a test for the validity of instruments and is asymptotically distributed as
x? under the null of valid instruments. Figures in () are the standard errors of the coefficients and those
in [] are the p-values of the test statistics. All coefficients are significant at the 1% level. See also Table
2 for variable definitions. All computations are carried out using Stata; the AH-IV and GMM estimates
are obtained using Stata module xtabond2 (Roodman, 2009), which is non-commercially downloadable
through Statistical Software Components (SSC). All program modules available upon request.

Independent Expected Partial Adjustment Model
variables Sign AH-IV GMM
Panel A. Short-run dynamics
Leverage (t-1) + 0.470 0.403
(0.068) (0.074)
Tangibility (t) 0.241 0.231
(0.049) (0.050)
Non-debt tax shields (t) -0.649 -0.549
(0.225) (0.225)
Profitability (t) -0.124 -0.115
(0.017) (0.017)
Growth opportunities (t) -0.009 -0.008
(0.002) (0.002)
Size (t) 0.050 0.051
(0.009) (0.009)
Speed of adjustment 0.530 0.597
Number of observations 3673 3673
Time dummies Yes Yes
AR(2) test -1.480.14] -1.51[0.13]
Sargan test 23.82[0.25]
Panel B. Long-run coefficients
Tangibility (t) + 0.455 0.387
(0.116) (0.099)
Non-debt tax shields (t) -/+ -1.224 -0.920
(0.506) (0.433)
Profitability (t) +/- -0.234 -0.193
(0.046) (0.038)
Growth opportunities (t) - -0.017 -0.014
(0.004) (0.004)
Size (t) + 0.095 0.086
(0.021) (0.018)

35



[00°0] 60°0 €0°0 [00°0] 90°0 10°0 [00°0] 020 10°0 ponsst £ymbo joN
[00°0] 200 20°0- [00°0] 000 z0'0- [00°0] L0°0 €0°0- ponssT 3qop 1N
[00°0] 90°0 000 [00°0] €0°0 000 [00°0] 12°0 £0°0- eoue[RqUI SUIOUBUL]
[00°0] 80°0 ¥0°0- [00°0] 200 60°0~ [00°0] 90°0 200~ UOTRIAd(]
muﬁwiwau,ﬁp‘mﬂu E_:rrﬁ O ﬁwﬁdﬁﬂ
[£10°0] (910°0) (610°0) [5%0°0] (¢10°0) (210°0) [v0z 0] (910°0) (610°0)
8029 9.0°0 9600 120°F 120°0 PIT0 TI9°T L¥0°0 €50°0 + (1) oz1g
[796°0] (z00°0) (500°0) [8£0°0] (z00°0) (¥00°0) [€80°0] (200°0) (500°0)
z00'0 110°0- 110°0- 88C'F 010°0- £€T°0- Too'e ¥20°0- ¥10°0- - (1) senyrunjroddo yymorn
[¥00°0] (€1£°0) (€70°0) [902°0] (€20°0) (¢€0°0) [860°0] (€1£°0) (€70°0)
£0T'8 €C1°0- L2T0- 965°T Z9T1°0- %€ 0" 6€LC 8110~ L81°0- -/+ (3) Aypqesgorq
[162°0] (50L°0) (68¢°0) [692°0] (g¥e0) (7z¥°0) [610°0] (50L°0) (68¢°0)
PIT'T 810~ 6£0°'T- €TT'T 679°0- GL0°0 129G 690°0- 8TT 1~ +/- (1) sprerys xe) 1qop-uoN
[zLe0] (L60°0) (£80°0) (282°0] (5200) (€60°0) [0g0°0] (L60°0) (£80°0)
86L°0 eve0 18€°0 €.0°0 16270 qre0 0e8'¢e 67€°0 €970 + (3) AmqrSuey,
SHUSIOIJO0D UNI-SUOT ‘¢ [ourg
[g1z°0] 6€2°1- [260°0] €89'1- [621°0] aye1- (e)uv
[88%°0] ¥6C°6€ [e9¢°0] GG6'9¢ [L0g0] G81'8¢ uesreg
[a12°0] 1871 [000°0] 829'96 [000°0] 1227911 1509 SUIISY
$88°T S0s'e LYY L16 PSI‘T 50TV SUOI}BAISSCO JO IaqUINN
[£20°0°T€L0°0] [19716°0°¢£16°0] [9020°0°2690°0] [BAISIUT SOUSPYUO)) %G6
(%19) €€L0°0 (%LT) 0¥T16°0 (%8L) €0L0°0 (%) proyseryL,
1LL°0 0650 00.°0 6£5°0 16470 ¥09°0 jusurjsn(pe jo paadg
[cL1°0] (010°0) (010°0) [500°0] (010°0) (010°0) [000°0] (010°0) (010°0)
£v8'T 8500 100 748 0900 T90°0 PIVIE Ge0'0 8200 (1) oz1g
[97%°0] (z00°0) (z00°0) [520°0] (z00°0) (z00°0) [110°0] (z00°0) (z00°0)
7880 800°0~ 1000~ 100G 10070~ 9210~ €979 810°0- L0070~ (1) seryrunjroddo yymorn
[290°0] (L61°0) (zz0'0) [L0z 0] (¥50°0) (810°0) [e18°0] (L61°0) (zz0'0)
187°€ S60°0- ¥eT0- 06T €1T0- L8T°0- 9500 680°0- S60°0- (3) £Lnmqesgorg
[ggL0] (€6¥7°0) (0g2°0) [z91°0] (¥ez0) (¥¥2°0) [810°0] (€6¥7°0) (0g2'0)
1600 ¥29°0- ¥19°0- GG6'T ¥SF0- 0700 129°G T50°0- 619°0- (1) spretys xeq 1qep-uoN
[Fr10] (€20°0) (£0°0) logg 0] (¥50°0) (180°0) [000°0] (€20°0) (£0°0)
0€T'C G920 qTT0 ¥26°0 802°0 0LT°0 €071 z92°0 £€T0 (1) LpqiSuey,
[€00°0] (¥60°0) (060°0) [€9T1°0] (660°0) (¥20°0) [000°0] (¥60°0) (060°0)
00L'8 6220 A eV6'T 00£°0 19%°0 0LT'9T 6%2°0 9670 + (1-1) oSeronor]
SOTWRUAD UNI-MIOYS Y [oued
189, HOIH MOT 189, HOIH MOT 189, HOIH MOT udts ~dxy so[qerreA juspuadapuy

Juaurysoau] (g)

sonprunyrodd ymoirry (g)

soueequi] Suueur (1)

S[qeLIeA UOT}ISURIT,

"SUOT)TUTOP d[([RLIRA IOJ g J[(B], OS[® 929G 'SOI)SIPe)s 9} JO sonjea-d oY) aIe
[] ur esoy) pue SHUSIONJE0D B} JO SIOIIS PILPUR)S oY} dIe () Ul S8INS[] "SPOUSISJIP URSUWI OU JO [[NU 9Y) Ipun So13sIpe)s- oY) Jo senfea-d oY) sjussaid 31 ) [oURJ UI S[IYm ( Pue y s[aued Ul
ArjowrmiAs UNI-Suo[ I0 UNI-}I0YS [RNPIAIPUL JO [[NU 8Y3 Iopun X woly sonfea-d PUeE SOIPsIIe)s 3503 p[ep\ oyj sjuesaxd 4S9, uwn[o)) "I°F UOIJoeg Ul paquidsop st ainpeooxd peseq-derysjooq e £q
pogjenyeas st onfea-d si1 {(gT) ‘s3oepe ployselys ou jo siseyjodAy [[NU oY) 10§ O19S13eIS 1593 P[EAA-dNS B SI 1591 SWISeY “SHUSWNIISUL PI[eA JO [[NU 9Y3) Iopun X se ponquysip A[reorojdwsse st
pue sjULWNIISUL JO AJTPI[RA 9Y) IO 1S9) ® ST 1597 UB3IeS "UOITR[9LIOD [RLISS OU JO [[NU 91 Iopun (] ‘0) N Se peInqrisip A[reorjojduwidse s pue ‘UOIR[91I0D [RLISS IOPIO-PUOISS 9] 10] 1597 © ST 1597
(2)gv ‘yoeoxdde (666T) S uesuel Suisn paurejqo sI 9jewr)so 1ojourered ployYsaIy) oY) I0J [RAIOIUI 9OUSPYUOD O], ‘O[qRLIRA UOIJISURI} 911 Jo so[1juadIad Igg pue Yig] oy} usomiaq asuel oY)
I9A0 [OIBds PLIS © YSNOIY) paurelqo st anfea proyseayy oy I, (FT) ‘109eurise NND dojs-om) a1} 01 SI9JoI NN "Serurmunp dy10ads-awil) SpN[OUT PUR SIOUSISJIP 1SIY UT PIIRUIIISS dIR S[OPOW [y
"JuemysaAul o sorjrungroddo ypmoad ‘eouefequul JuouRUY ST S[(RLIRA UOIISURI) 97} oIoym ‘(f) ‘[opouwr juowgsnlpe [eryred ploysaIy) o) I0J S NSOI 491 pUR UOISSaISal o) sjuasoxd a[qey siyJ,

JUSUIISOATU] IO SOI}IUNY

-10dd() yimorr) ‘eour[equ] SUDURUIL] UO [RUOINIPUO,) 9SRIGAST JO S[OPOJA JUouISN[py [RI)IRJ PIOYSOIY T, 0] SINSOY UOISSOISIY :G 9[(R],

36



[00°0] L0°0 G0'0 [00°0] 700 ) [00°0] 200 90°0 ponsst £3mbo joN
[00°0] 00°0 10°0- [c0°0] 00°0 10°0- [s1°0] 10°0- 000 penssl 3qep jaN
[00°0] 700 z0°0 [00°0] g0°0 S0°0 [00°0] 10°0- €00 ooueRqUIT SUDURUL]
[00°0] 90°0- 70°0 [00°0] 10°0- €0°0 [00°0] G0°0 10°0- uoryerAd(]
SOTISLI9ORIRYD WL ) [oued
[620°0] (€10°0) (810°0) [vzs ol (910°0) (610°0) [10z°0] (¢10°0) (210°0)
TLLT 0600 9.0°0 90%°0 8.0°0 1900 1€9'1 €90°0 GL0°0 + (1) oz1g
[025°0] (€00°0) (¥00°0) [180°0] (z000) (200°0) [000°0] (z000) (¥00°0)
€280 110°0- ¥10°0- €50°¢ ¢10°0- 900°0- 61V°Cl ¥00°0- G100~ - (1) serprungroddo yymors
[eeg 0] (7€0°0) (zv0°0) [62,0°0] (e1€°0) (€v0°0) [089°0] (€£0°0) (ge0°0)
67€°0 €91°0- ¥81°0- 680°€ £V 0- 011°0- 0L1°0 102°0- 197°0- -/+ (1) Avrqesgord
[e18°0] (z97°0) (00%°0) [esT 0] (g02°0) (68¢€°0) [1%9°0] (zve0) (¥e¥0)
950°0 0LL0- ge80- 8€0°C we'T- 60€°0- 812°0 2T8°0- 189°0- +/- (1) spreIys xe) 1qop-uoN
[£9¢°0] (6L0°0) (980°0) [810°0] (260°0) (280°0) [0%0°0] (L0°0) (£60°0)
vEE0 TLEO €980 88G°G 8TV°0 I€T°0 6617 gez'0 G9¢°0 + (1) LpqiSuey,
muQ@_UEQOO Qﬂhlwgog m ﬁwﬁﬁnﬁ
[520°0] SLLT- (260°0] 189°T- [£80°0] eeLT- (@uv
[e1g°0] TH0'6€ [e8z°0] 699°'F¥ [e79°0] 62T'SE ueBreg
[€10°0] L1T'VE [622°0] STH°01 [z10°0] G12'9¢ 1597 oumISoY
10T'C 88C'¢ 0857 608 198 80S‘'Y SUOT}RAIISCO JO I9QUIN N
[8780°0°25L0°0] [L60T°6'670T°6] [629T°0°'059T°0) [BAISIUT DOUSPYUO)) %66
(%19) 1080°0 (%51) 0501°6 (%82) 829T°0 proysaayJ,
85G°0 1.9°0 129°0 VLLO £7L°0 8£9°0 juaurjsn(pe jo paadg
[cvi0] (o10°0) (600°0) [00Z°0] (oT0°0) (o10°0) [69¢°0] (o10°0) (o10°0)
065°0 050°0 160°0 GL0'T 8%0°0 2500 qze0 1¥0°0 8700 (1) oz1g
[egz 0] (z00°0) (z00°0) [T 0] (z00°0) (z00°0) [000°0] (z00°0) (z00°0)
900°0- 600°0- G9T'C 600°0- G00°0- 8Tg el €00°0- 0100~ (1) seryrunjzoddo yymorn
[c01°0] (gz00) (L10°0) [%90°0] (L61°0) (220°0) [627°0] (¥50°0) (810°0)
929°C 160°0- €z10- A IST°0- 680°0- 105°0 6710~ €01°0- (1) Arqeigord
[26€°0] (zge0) (0gz°0) [9gT 0] (e6%°0) (0gz°0) [8¢8°0] (vez0) ¥z 0)
91L0 620" 095°0- 82T'C €€8°0- 6£2°0- Zr0°0 88€°0- gEv0- (1) spreIys xe) jqop-uoN
[611°0] (650°0) (6v0°0) [e30°0] (€L0°0) (£90°0) [eeT 0] (¥50°0) (180°0)
vev'e L02°0 L€T°0 00TV 992°0 101°0 29C°C VL10 €620 (1) LypqiSuey,
[0T0°0] (£90°0) (880°0) [L17°0] (¥60°0) (060°0) (692°0] (660°0) (¥20°0)
€g9'9 T o 620 859°0 6L€°0 922°0 2T 1 1820 29€°0 + (1-3) e8riene]
wOwEﬁQ%@ QS,T@,HOQW <« ﬁwﬂﬁﬁw
19, HOIH MOT 189, HOIH MO'T 389, HOIH MO'T uSts ~dxg sojqerrea juepuadepuy
AyyeroA (9) oz1g (9) Ayqergoid (v) O[qEBLIBA UOIISURL],

"STOT)TUGOP o[(BIIeA I0] g O[(B], OS[E 009G 'SoT)SIjels o)
Jo senyea-d oy} oIe [| UI 9SOY) puU® SJUSIDYJO0D dY) JO SIOLId pIepue)s oY) aIe () ul soanSl] "SOOULISJIP URSW OU JO [[NU S} I9PUN SIIPsIpe)s-3 oY) Jo sonjea-d oy} sjussoxd 91 ) [oue Ul 9[IYM
g pue y s[pued ul Arjowwids uni-guoy 10 UnI-I0ys [ENPIAIPUL JO [[NU 94 Iopun X woly sonfes-d pue sorsiie)s 1891 P[eA\ oY sjussald 4S9, Uwn[o)) "T'§ UOII09G Ul POQLIOSOp se oInpadord
peseq-de)sjooq e £q pojenyeas st onfea-d sjr {(81) ‘s309he P[oYseIy} ou Jo sisey3odAy [[NU oY} 10§ O1ISIYRIS 1593 P -dns & ST 1593 owISey "SJUSWILIISUL PI[A JO [[NU oY} Jopun X st PonqLIIsip
AqreorjojdunAse ST pue SJULSTWNISUT JO AJTPI[RA S} I0] 1599 © ST 1S9} ULSIRg "UOIJR[SIIOD [RLISS OU JO [[NU oY) Ipun (T ‘Q)N Se peInquusip A[resrjojdwidse ST pue ‘UOIYR[OII0D [RLISS IOPIO-PUOIDS
oY) 10J 9891 ® SI 9591 (g)yVy ‘yorordde (666T) S,uesur]] Suisn pourelqo sI 9Jew)se Iojowrered ploYsaly) oY) I0] [RAISJUI 9OUSPHUOD Y], O[(RLIRA UOIJISURI) oY) Jo so[ljuadoiod UGy pue yigT
9} ueaM)Oq 9SURI B I9AO YdIeds PLIS © YSNoiy) paurelqo st anyea proysaryy oy, *(F1) ‘1orewnise NND dois-om) oYy 01 SI9JoI NN ‘sorwwunp oyroods-ow) 9pnoul pue S9OUdIOHIP JSIY UI
polRMIISe o1 S[PPOW ([ “AJ[1IR[OA IO ‘0zls wiy ‘AI[iqesgoid sI o[qrelIeA UOIIISURI) oY) oIoym ‘() ‘[opour Juewussn(pe [erpred pPloOYSaIY) 93 I0] SI[NSOI 1S9) PUR UOISSOIZT oY) spuasald o[qe) sIy T,

AYIYRIOA 10 9ZIG ‘AYI[IqRIGOLJ UO [RUOI}IPUO,) 98RISADT JO S[OPOJN YUOUISNIPY [e13Ie PIOYSOIY ], 10 SHNSIY UOISSAISY :9 9[qR],

37



