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Abstract:  

This paper examines the impact of the global financial crisis of 2007-08 on 897 Chinese listed 

non-financial firms by examining changes in their adjustment rate towards target capital 

structure from 2003 to 2012. Dynamic panel data technique has been used and it is found that 

there is noticeable change on both firm level and macroeconomic level determinants of target 

capital structure before and after the financial crisis. The study observes increased adjustment 

rate towards target capital structure after the financial crises. During pre-financial crises period 

Chinese non-financial firms adjust toward their leverage targets at an annual adjustment rate of 

15-53% and fully reach their leverage targets within 2-7 years. While during post-financial crises 

period Chinese non-financial firms adjust toward their leverage targets at an annual adjustment 

rate of 24-60% and fully reach their leverage targets within 1.7-4.1 years. 
Keywords – Target capital structure, adjustment rate, dynamic panel data models, China. 
 
1. Introduction 
There are two main competing capital structure theories: trade-off theory and pecking order theory. The trade-off 
theory claims that there is an optimal capital structure and firms try to achieve it to enjoy the benefits associated 
with it while on the other hand pecking order theory explains a strict order of financing where retained earnings 
comes at first then debt and equity at the end. Empirical research carried out in different economies provides 
mixed results (Qureshi et al., 2012, Titman and Wessels, 1988, Sheikh and Qureshi, 2014). Moreover, studies 
have also been carried out to explain adjustment rate of firms towards their target or optimal capital structure. 
Such as a study carried in Pakistan explains that firms adjust towards their target capital structure at the rate of 
10-37 percent annually (Ahsan et al., 2015b). Another study carried out in Asian economies explains this 
adjustment rate between 24-45 percent (Getzmann et al., 2014). A recent study carried out in China explains 
adjustment rate between 26-69 percent during different life cycle stages (Tian et al., 2015). Another study carried 
out for US firms explains negative impact of global financial crises on leverage adjustment rate (Dang et al., 
2014). The purpose of this study is to find out impact of global financial crises on the adjustment rate of Chinese 
firms.  
The financial crisis of 2007-08 affected the whole world in one way or another. The crisis did not spare the 
Chinese economy either. Following the global decline in economic growth, the Chinese economic growth rate 
fell from 13 percent to 6.8 percent in the fourth quarter of 2008 alone. The main reason was that the Chinese 
economy is mainly an export-oriented economy. The country’s export declined sharply because of adverse 
economic conditions of other big economies, which ultimately shattered the Chinese economy. In response to 
this crisis, Chinese government took very impressive measures like a stimulus package of 4 trillion Yuan. The 
central bank of china, the People's Bank of China (PBOC), decreased their interest rates sharply which helped 
boost the growth rate of credit. As early as the first quarter of 2009, the stimulus package and the revised 
monetary policy began to show their positive impact on the Chinese economy. But it is still early to talk about 
the sustainability of the present growth rate of the Chinese economy as a number of big economies are still under 
the influence of the crisis, especially European economies.  
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Till now, no significant work has been done on determining the impact of financial crisis on capital structure and 
adjustment rate towards optimal capital structure of Chinese firms. This study aims to fill this gap in literature 
with respect to non-financial listed firms of China for the time period of 2003-2012.  
While using dynamic panel data technique (GMM-System) the study explores that Chinese firms increased their 
adjustment rate after the financial crises. Before financial crises these firms have adjustment rate between 15-
53% annually but after the financial crises their adjustment rate towards target debt ratios is between 24-60% 
annually. The study explains increased liquidity as well profitability and decreased inflation rate as a plausible 
reason for increased leverage adjustment rate after the financial crises. Because liquidity and profitability by 
providing firms both the options (to go for cheaper debt or to use internal sources) make it easy for them to 
adjust quickly and reduced inflation rate lowers uncertainty.    
 
2. Literature Review 
The quest about capital structure started with (Modigliani and Miller, 1958) when they gave their theory of 
irrelevancy: capital structure is irrelevant to the firm's value in perfect market with symmetric information if 
there are no agency costs, bankruptcy costs and taxes. Till now, certain theories have been defined to explain 
various variables to determine the capital structure. Pecking order theory, trade off theory and market timing 
theory are the main capital structure theories which have identified variables like tangibility, profitability, size, 
liquidity and market to book ratio as the determinants of capital structure (Tong and Green, 2005). In this section 
we will discuss factors which may affect the capital structure decisions of firms and adjustment rate towards 
optimal or target capital structure.  
2.1. Tax 
Tax is one of the more important factors for determining the capital structure for firms. (Modigliani and Miller, 
1963) have suggested that companies should gain more debt financing for their on-going projects or for new 
investments because of tax deduction associated with it due to interest payments on debt. Following this a direct 
relationship is expected between tax rate, leverage ratio and adjustment rate towards leverage target. But a recent 
study carried out in China explains this relationship as negative (Tian et al., 2015). 
2.2. Non-debt Tax Shield  
According to (DeAngelo and Mesulis, 1980), non-debt tax shield (NDTS) is an alternative to tax shield on debt 
financing. Following this an inverse relationship is expected between NDTS and leverage. But studies have 
shown quite mixed results regarding the relationship between NDTS and leverage. (Bradley et al., 1984) have 
shown a positive relationship between the NDTS and leverage but (Wald, 1999) has shown a negative 
correlation between NDTS and leverage. For Pakistan studies explain mix results for different proxies of 
leverage (Sheikh and Qureshi, 2014, Ahsan et al., 2015a). In China, (Huang and Song, 2006) provide evidence 
that leverage and non-debt tax shield has negative relationship.  
2.3. Volatility 
Business risk measured as income volatility explains the probability of financial distress of a firm. Greater the 
volatility, greater will be the probability of financial distress. Therefore, firms with higher income volatility are 
perceived as riskier firms by the creditors. Accordingly, debt is available for them but with higher interest rates. 
Therefore, an inverse relationship is expected between income volatility or business risk, leverage and 
adjustment rate. Studies such as (Booth et al., 2001) (Jong et al., 2008)have found that volatility has a negative 
relationship with leverage. (Huang and Song, 2006) have found the same results for Chinese firms. Further, 
firms with higher volatility are expected to stay close to their target or an optimal leverage ratio, therefore a 
positive relationship is also expected between volatility and adjustment rate. Moreover, volatility may make it 
difficult for the firms to adjust their target debt ratios therefore, a negative relationship is also expected between 
adjustment rate and volatility as explained by a recent study (Ahsan et al., 2015b).  
2.4. Profitability  
Researchers have shown contradictory results regarding profitability and leverage in their studies. Pecking order 
theory suggests that there is a negative relationship between profitability and leverage because when firms have 
large profits they prefer internal funds for financing their investments but trade-off theory claims that profitable 
being perceived as less risky may access external funds to finance their investments.  
Several studies by Chinese researchers on China have shown a negative relationship between profitability and 
leverage (Chen, 2004, Tong and Green, 2005, Huang and Song, 2006) which supports pecking order theory. A 
recent study about leverage adjustment rate also explains negative relationship between profitability and target 
leverage (Tian et al., 2015).  
2.5. Liquidity 
Liquidity is another very important determinant of capital structure for firms. Capital structure theories have 
different arguments about the relationship between liquidity and leverage. The trade-off theory argues that there 
is a positive relationship between liquidity and leverage as firms with higher liquidity ratios should go for debt as 
these firms are perceived as less risky and may access cheap debt while, on the other hand, pecking order theory 
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believes that there is a negative relationship between liquidity and leverage because firm with higher liquidity 
ratios prefer to use internal funds (retained earnings) to finance their new investment projects. Studies have 
shown their findings which are consistent with the pecking order theory (Mazur, 2007) as well as trade-off 
theory (Qureshi et al., 2012, Ahsan et al., 2015a). 
2.6. Growth Opportunities 
(Myers, 1977) suggests that firms with high growth may hold more choices for future investment projects than 
low growth firms. Trade-off theory suggests that there is negative relationship between growth opportunities and 
leverage because firms holding future growth opportunities are like intangible assets and it can't be 
collateralized. Further, pecking order theory suggests that when firms expect high future growth, then they 
should use equity financing. Accordingly, both pecking order and trade-off theory explain negative relationship 
between growth or growth opportunities and leverage. (Deesomsak et al., 2004) have also shown a negative 
relationship between growth opportunities and leverage. (Chen, 2004) also provide evidence consistent with the 
above mentioned negative correlation of growth opportunities with leverage. (Wald, 1999) has shown that the 
USA is the only country where high growth is associated with lower debt/equity ratio. However, a recent study 
about leverage adjustment rate explains negative relationship between growth and target leverage. 
2.7. Tangibility 
Tangibility is also one of the important determinants of capital structure for firms. It can be defined as the asset 
collateralizing to get loan. According to (Myers and Majluf, 1984) issuing debt by this way, helps a firm to avoid 
associated costs. So, this finding suggests that tangibility has a positive correlation with leverage and leverage 
adjustment rate. Many researchers have shown in their studies that there is a positive relationship between 
tangibility and leverage (Wald, 1999, Jong et al., 2008). But some researchers also have shown a negative 
relationship between these variables (Mazur, 2007, Ahsan et al., 2015a).  
(Chen, 2004, Huang and Song, 2006) have concluded through their empirical findings that tangibility and 
leverage have a positive relationship in Chinese firms. A recent study in China also shows positive relationship 
between leverage adjustment rate and tangibility (Tian et al., 2015). 
2.8. Size  
According to trade-off theory, firms bigger in size are expected to raise more debt due to their cheaper access to 
it. Therefore, trade-off theory expects a positive relationship between leverage and firm size. On the other hand, 
pecking order theory explains a negative relationship between firm size and leverage due high level of internal 
funds available with bigger firms. (Rajan and Zingales, 1995) found that size has positive relationship with the 
level of debt which supports trade-off theory. A recent study about leverage adjustment rate for Chinese firms 
explains a positive relationship between leverage and firm size (Tian et al., 2015).  
2.9. Economic Development 
Economic growth ascertains the health of an economy. During good economic period firms have more 
opportunities to make profits. According to pecking order hypothesis; more profit means reduced debt 
dependence. Therefore, pecking order theory predicts a negative relationship between economic growth and 
leverage. On the other, trade-off theory explains that firms with more profits may have access to cheaper debt 
therefore; a positive relationship is expected between economic growth and leverage. Researchers have found 
that there is a negative correlation between GDP or GDP growth and capital structure (Bayrakdaroğlu et al., 
2013) in support with pecking order theory. Further, researchers have also find that during good economic 
conditions leverage adjustment rate of firms is higher than during bad economic conditions (Dang et al., 2014).  
 
Table 1: Independent variables, their description and expected relationship with leverage 
Variable name Model 

name 
Proxy Effect on 

leverage (+/-) 
Tax rate TAXit Effective rate % + 
Non-debt tax shield NDTSit Depreciation expenses/total assets - 
Volatility VOLit Standard deviation of EBT/total equity +/- 
Profitability PROFit Profit before tax/total equity +/- 
Liquidity 
Growth Potential 

LIQit 

GPit 

Current assets/current liabilities  
Tobin's Q(ratio of market to book value of assets) 

+/- 
+/- 

Tangibility TANGit Net fixed assets/total assets + 
Firm size SIZEit ln(total assets) +/- 
Economic Growth EDt % change of GDP + 
Inflation INFt average of consumer price index and producer price 

index 
- 
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2.10. Inflation Rate 
Another most important macroeconomic factor which can influence the capital structure is inflation rate. 
Inflation rate measures the uncertainty in economy. Uncertainty makes business environment more complex. 
Therefore, a negative relationship is expected between inflation rate and leverage adjustment rate. Further, 
inflation rate make it easy to adjust book value of debt and also increases tax shield benefits. Therefore, a 
positive relationship is also expected between inflation rate and leverage adjustment rate. Many researchers have 
tried to find out the relationship between inflation rate and capital structure but their findings differ greatly.  
(Frank and Goyal, 2009) argue that there is no relationship between inflation and capital structure of a firm. 
(Bayrakdaroğlu et al., 2013) argue that there is a negative relationship between inflation and capital structure. 
But some researchers have found that there is a positive relationship between inflation rate and leverage (Bokpin, 
2009).  
Table 1 presents the explanatory variables along-with their proxy and expected relationship with leverage.  
 
3. Data and Methodology 
In this research article, annual data has been used from the financial statements of non-financial firms of China 
for the time period of 2003-2012. This time period exactly show the impact of financial crisis on the capital 
structure of firms in china. 2003-2007 is the period before the financial crisis and 2008-2012 is the period after 
financial crisis. Both time periods equally divided into 5 years which is representing a very significant amount of 
time for pre-post financial crisis analysis of firms. In total, we develop a balanced data of 8790 firm-year 
observations, 4395 firm-year observations for each period (before and financial crises).  
Firm level data (Profitability, Size, Tangibility, Liquidity, Non-Debt Tax Shield and Volatility) has been 
accessed from RESSET and CSMAR while economic data (Economic Development, Tax Rate and Inflation) has 
been taken from EIU-Country Data.  
Following other similar studies we develop dynamic panel data model to measure leverage adjustment rate and 
determinants of target leverage. 

 …………………………………………..……           … (1) 

Where  is the target capital structure or leverage ratio for the ith firm at time t, is the vector 

of firm and macroeconomic variables and  is the error components for ith firm at time t. Further, 

 
or 

 
Substituting equation 1 in equation 3 

 
Where  is one of three debt ratios (STDit: short-term debt ratio, calculated as short-term debt over 
total assets. LTDit: long-term debt ratio, calculated as long term debt over total assets and TDit: total debt ratio, 

calculated as total debt over total assets) used in the study for ith firm at time t.  is one of three 

optimal debt ratios.  is leverage adjustment parameter.  is leverage adjustment rate during one economic 

period.  is error term. 
We use dynamic panel data technique also known as GMM-system to calculate leverage adjustment rate as used 
by other similar studies (Getzmann et al., 2014).  
 
4. Analysis 
4.1. Descriptive statistics 
Table 2 presents the descriptive statistics for all the dependent and independent variables used in the study for 
pre and post financial crises separately. Pre total debt mean value (0.5954) and post total debt mean value 
(0.6319) explains that Chinese firms increased their debt dependence after the financial crises. Further, these 
firms reduced their tax payments as explained by pre and post mean value (0.2372, 0.2148) for tax respectively.  
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Table-2: Descriptive statistics 
 
 

Pre Financial Crises (2003-2007) 

Variable Obs. Mean Std. Dev. Min. Max. 

STDit 4395 0.4902 0.2898 -0.8824 2.0886 

LTDit 4395 0.1450 0.2310 -1.0920 0.8327 

TDit 4395 0.5954 0.5386 0.1184 6.5224 
TAXit 4395 0.2372 0.0913 0.0013 0.3300 
NDTSit 4395 0.0190 0.0264 -0.1154 0.0974 
VOLit 4395 0.1668 0.4876 0.0045 3.7556 
PROFit 4395 0.0824 0.2408 -1.2210 1.0744 
LIQit 4395 1.3252 0.9461 0.0628 6.1702 
GPit 4395 1.3845 1.1843 0.1826 7.5345 
TANGit 4395 0.3173 0.1845 0.0031 0.7948 
SIZEit 4395 21.4573 1.1360 18.6090 25.4035 
EDt 4395 11.6516 1.5869 10.0250 14.1660 
INFt 4395 3.5950 0.7987 2.7750 4.8210 
Post Financial Crises (2008-2012) 

STDit 4395 0.4974  0.2921  -0.8824  2.0886  

LTDit 4395 0.1940  0.2378  -1.0920  0.8327  

TDit 4395 0.6319  0.6514  0.1184  6.5224  
TAXit 4395 0.2148  0.0569  0.0013  0.3300  
NDTSit 4395 0.0139  0.0268  -0.1154  0.0974  
VOLit 4395 0.1786  0.4872  0.0045  3.7556  
PROFit 4395 0.0902  0.2250  -1.2210  1.0744  
LIQit 4395 1.3604  0.9858  0.0628  6.1702  
GPit 4395 1.4709  1.3463  0.1826  7.5345  
TANGit 4395 0.2797  0.1904  0.0031  0.7948  
SIZEit 4395 22.1091  1.3372  18.6090  25.4035  
EDt 4395 9.2420  0.9001  7.6520  10.4100  
INFt 4395 2.5625  2.7576  -1.7460  5.0710  
 
Furthermore, we observe increased income volatility after financial crises as depicted by pre-post mean value 
(0.1668, 0.1786) of volatility respectively. Further, we observe decreased economic growth and inflation rate 
after the financial crises with a mean value of 11.6516 before crises and 9.2420 after financial crises for 
economic growth rate and with a mean value of 3.5950 before crises and 2.5625 after financial crises for 
inflation rate. But, we observe increased profitability and liquidity after the financial crises with a mean value of 
0.0824 before crises and 0.0902 after financial crises for economic profitability and with a mean value of 1.3252 
before crises and 1.3604 after financial crises for liquidity.   
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4.2. Leverage adjustment rate  
Table 3 presents the results of dynamic panel data analysis (GMM-System) for short-term, long-term and total 
debt ratios, separately2. The estimated coefficients of the lagged leverage for all three debt ratios are significant 
(p=0.01) indicating the existence of target debt for non-financial firms in China.  
Moreover, the results show that Chinese non-financial firms partially adjust their target debt before and after 
financial crises. The adjustment rate before financial crises towards short-term target debt is 34.16%, towards 

long-term target debt is 52.56%, and towards total target debt is 15.92%. Using 1/(1- ) to determine the time 
frame to fully reach the target leverage, we find that on the average Chinese non-financial firms before financial 
crises fully reach their short-term target debt in 2.93 years, long-term target debt in 1.90 years, and total target 
debt in 6.28 years. The adjustment rate after financial crises towards short-term target debt is 59.09%, towards 

long-term target debt is 54.50%, and towards total target debt is 24.69%. Using 1/(1- ) to determine the time 
frame to fully reach the target leverage, we find that on the average Chinese non-financial firms before financial 
crises fully reach their short-term target debt in 1.69 years, long-term target debt in 1.83 years, and total target 
debt in 4.05 years. These adjustment rates towards target debt ratios provide evidence about the existence of 
dynamic trade-off theory. We can conclude that Chinese non-financial firms do have target debt ratios and 
adjustment rate of these firms towards their target debt ratios is higher after the financial crises as compared to 
the adjustment rate before financial crises. The reason is increased profitability and liquidity ratios after the 
financial crises and more growth opportunities (table 2).  
 
4.3. Determinants of target debt 
In this section we discuss only those variables which have different impact before and after financial crises. 
Talking about short term target debt; the relationships of non-debt tax shield (NDTS), income volatility (VOL), 
profitability (PROF), tangibility (TANG) and firm size (SIZE) are not significant before crises but after crises 
their relationship with short term debt turns significant. Further, inflation (INF) and growth (GP) have significant 
relationship with short term debt before financial crises but after financial crises. Liquidity has significant 
negative relationship during both periods but its magnitude is higher for post financial crises period. The 
plausible reasons for increased adjustment rate towards short term debt during post financial crises are: 
significance of profitability with short term debt after financial crises and higher magnitude of 
liquidity during post financial crises period.  
For long term debt ratio; tax rate (TAX) is insignificant negative before financial crises but turns significant 
negative after financial crises. Further, economic growth (EG) has negative insignificant relationship before 
financial crises that turns significant positive after financial crises and this seems the plausible reason of 
increased adjustment rate towards long term debt ratio during post financial crises period because other 
relationships are almost same for both the periods. 
For total debt ratio; tax rate (TAX) is again insignificant negative before financial crises but turns significant 
negative after financial crises. Profitability (PROF) and growth (GP) have significant positive relationship but 
only before financial crises. Further, inflation (INF) has significant negative relationship with total debt only 
before financial crises period and that seems the plausible reason for lower adjustment rate towards total debt 
target for the period before financial crises.  

                                                 
2Dynamic panel data analysis automatically reduces the number of firm-year observations from 4,395 to 3,516 because it takes one-year lag 
of dependent variable (leverage) as independent variable. 
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Table 3: Leverage adjustment rate and its determinants 
Pre Financial Crises (2003-2007) Post Financial Crises (2008-2012) 
Variables STDit LTDit TDit STDit LTDit TDit 

Coef. Prob. Coef. Prob. Coef. Prob. Coef. Prob. Coef. Prob. Coef. Prob. 
Adjustment 
Rate 

34.16% 52.56% 15.92% 59.09% 54.50% 24.69% 

Debt ratioi,t-1 0.6584  0.0000  0.4744  0.0000  0.8408  0.0000  0.4091  0.0000  0.4550  0.0000  0.7531  0.0000  
TAXit -

0.1808  0.0170  
-
0.0538  0.5540  -0.0316  0.8060  

-
0.1516  0.0900  

-
0.1059  0.0640  

-
0.1540  0.0430  

NDTSit 
0.0389  0.9490  

-
0.3229  0.3530  -0.4832  0.4670  0.8638  0.0410  

-
0.2713  0.3200  0.4963  0.1530  

VOLit -
0.0033  0.9630  0.0498  0.1600  0.1508  0.0050  0.0632  0.0220  0.0389  0.1010  

-
0.0984  0.0910  

PROFit 
0.0564  0.1750  

-
0.2061  0.0000  0.0927  0.0860  

-
0.1234  0.0030  

-
0.1557  0.0000  0.0213  0.6970  

LIQit -
0.0910  0.0000  0.0338  0.0080  -0.1585  0.0000  

-
0.1194  0.0000  0.0347  0.0000  

-
0.1232  0.0000  

GPit -
0.0570  0.0020  

-
0.0212  0.1080  0.0824  0.0280  0.0021  0.7870  

-
0.0062  0.2340  0.0177  0.1060  

TANGit -
0.0026  0.9860  

-
0.0074  0.9370  0.0761  0.7510  

-
0.2780  0.0160  0.0328  0.6350  0.2296  0.4760  

SIZEit -
0.0007  0.9880  0.1073  0.0000  -0.1002  0.0430  

-
0.0443  0.0470  0.0848  0.0000  

-
0.1448  0.0060  

EDt 

0.0110  0.1830  
-
0.0013  0.8200  -0.0343  0.0030  

-
0.0045  0.2890  0.0079  0.0070  

-
0.0195  0.0060  

INFt 

0.0273  0.0080  0.0086  0.1690  -0.0444  0.0160  0.0018  0.2140  
-
0.0045  0.0010  0.0042  0.1220  

Constant 
0.1948  0.8440  

-
2.2344  0.0000  2.9059  0.0100  1.5672  0.0030  

-
1.8376  0.0000  3.6436  0.0020  

Wald chi2 335.88 0.0000 195.09 0.0000 1249.52 0.0000 291.44 0.0000 130.85 0.0000 310.62 0.0000 

AR(1) 
-
3.6532 

0.0003 -
6.0149 

0.0000 -2.9303 0.0034 -
3.3605 

0.0008 -
6.7794 

0.0000 -
2.8486 

0.0044 

AR(2) 
-
1.5354 

0.1247 -
0.3537 

0.7235 -2.0432 0.0410 0.4266 0.6696 -
0.0482 

0.9615 -
2.1434 

0.0321 

No. of obs. 3516 3516 3516 3516 3516 3516 
No. of firms 879 879 879 879 879 879 
Notes: The table presents the results from dynamic panel regressions (Arellano-Bover/Blundell Bond-estimator also known as GMM-System) for 
three leverage ratios used in this study. STDit is defined as short term liabilities over total assets; LTDit is defined as long term liabilities over total 
assets; TDit is defined as total liabilities over total assets; TAXit is defined as % effective tax rate; NDTSit is defined as depreciation expense over total 
assets; VOLit is defined as standard deviation of EBT/total equity;, PROFit is defined EBT scaled by total equity; LIQit is defined as current assets over 
current liabilities; GPit is defined as Tobin's Q(ratio of market to book value of assets); TANit is defined as net fixed assets over total assets; SIZEit is 
defined as natural logarithm of total assets; EDit is defined as the yearly % change of GDP and INFit is defined as average of consumer price index and 
producer price index. Wald chi2 test ensures the joint significance of all the explanatory variables included in the model. AR(1) is Arellano-Bond test 
to verify the first order autocorrelation. AR(2) is Arellano-Bond test to verify the second order autocorrelation. 
 
4.3. Robustness 
To investigate the robustness; first of all we carried out Variance Inflation Factor (VIF) test to check the 
multicollinearity. Table 4 presents the results of Variance Inflation Factor (VIF) test for three debt ratios before 
and after financial crises separately. We find maximum VIF value 1.55 for growth (GP) before financial crises 
and 1.63 for economic growth (EG) after financial crises. The results explain that our data do not suffer from 
multicollinearity problem.  
Table 3 also presents the results of some robustness tests carried out to make sure the validity of the 
methodology used in the study. First of all Wald test by rejecting (prob>chi2=0.000) the null hypothesis (H0: All 
coefficients of the explanatory variables are jointly equal to zero) validates the joint significance of all the 
explanatory variables included in the model. Further, Arellano-Bond test for first-order autocorrelation (AR-1) 
rejects the null hypothesis (H0:No autocorrelation) but for second-order autocorrelation (AR-2) it accepts the null 
hypothesis (H0:No autocorrelation) significantly suggesting that residuals do not face second-order 
autocorrelation. The test for second-order autocorrelation is more important because the consistency of GMM 
estimator depends upon it (Arellano and Bond, 1991). Moreover, the study uses robust standard errors adjusted 
for heteroskedasticity (White, 1980). 
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Table-4: Variance Inflation Factor Test 
 

Variables 
Pre-Financial Crises (2003-2007) Post-Financial Crises (2008-2012) 

STD LTD TD STD LTD TD 

TAXit 1.04 1.04 1.04 1.03 1.03 1.03 
NDTSit 1.32 1.32 1.32 1.32 1.32 1.32 
VOLit 1.11 1.11 1.11 1.12 1.12 1.12 
PROFit 1.05 1.05 1.05 1.07 1.07 1.07 
LIQit 1.26 1.26 1.26 1.27 1.27 1.27 
GPit 1.55 1.55 1.55 1.60 1.60 1.60 
TANGit 1.44 1.44 1.44 1.45 1.45 1.45 
SIZEit 1.35 1.35 1.35 1.52 1.52 1.52 
EDt 1.45 1.45 1.45 1.63 1.63 1.63 
INFt 1.33 1.33 1.33 1.61 1.61 1.61 
 
5. Conclusion 
We find plenty of capital structure adjustment studies carried out in developing and developed economies. But 
the studies covering impact of financial crises on leverage adjustment are quite a few. Such as a study carried out 
in US finds negative impact of crises on adjustment rate (Dang et al., 2014). In china empirical studies regarding 
leverage adjustment rate have not incorporated the impact of financial crises yet. This is the first study in 
authors’ knowledge that investigates leverage adjustment rate of Chinese non-financial firms before and after the 
financial crises (2007-08).  
The study uses a balanced panel of 8790 firm-year observations for the period from 2003 to 2012. The study 
divides the period into two parts (2003 to 2007 a period before the financial crises and 2007-2012 a period after 
the financial crises). While using dynamic panel data technique (GMM-System) the study finds out increased 
leverage adjustment rate after the financial crises. Before financial crises Chinese firms have adjustment rate 
between 15-53% annually but after the financial crises their adjustment rate towards target debt ratios is between 
24-60% annually. The study explains increased liquidity as well profitability and decreased inflation rate as a 
plausible reason for increased leverage adjustment rate after the financial crises. Because liquidity and 
profitability by providing firms both the options (to go for cheaper debt or to use internal sources) make it easy 
for them to adjust quickly and reduced inflation rate lowers uncertainty.       
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