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correlation of leverage is viewed as one minus the speed of adjustment, the financing information is lost in the translation
from issuance decisions to leverage evolution.

To retrieve the lost financing information, we propose target financing models to link the choice of debt or equity issuance
with the leverage deviation from target. A firm would be more likely to issue (retire) debt or repurchase (issue) stock when
under-levered (over-levered) if it tries to eliminate the leverage deviation; otherwise we will not observe any significant
association between leverage deviation and issuance decisions. Nesting targeting and alternative financing strategies, the
models enable us to separate the effect of targeting behavior on leverage evolution from mechanical mean reversion of
the leverage ratio. The linearized partial adjustment representation of the target financing model gives the SOA explicitly
as the product of the effect of targeting behavior and the effect of random financing.

We describe leverage evolution using the conventional partial adjustment model and our target financing model, in real-
world data as well as in simulated data based on alternative financing strategies. The conventional partial adjustment model
has similar estimates of the coefficient of lagged leverage in both the real-world data and the simulated data, failing to dis-
tinguish targeting behavior from random financing. In contrast, our target financing models yield significantly larger esti-
mates of the target financing, and the average partial effect of leverage deviation on issuance decisions is far more
pronounced in real-world data than in simulated data. Overall, expected SOA from active rebalancing (30%) more than dou-
bles what is expected from mechanical mean reversion alone (13%). Comparisons of estimates between the real-world data
and the simulated pecking-order data also generate similar results. Thus, our target financing model, capable of distinguish-
ing targeting behavior from alternative financing strategies, finds that firms indeed engage in issuance activities aimed at
narrowing leverage deviations, consistent with the generalized tradeoff theory of capital structure.

Appendix A. Target formation

The following table presents the fixed effects (that includes time effects) estimation of the target leverage model. The
coefficients on predicting variables, including a vector of firm characteristics and the industry median leverage, and the cor-
responding standard errors [in brackets] are reported on the left side of the Table. ™" marks statistical significance at the 1%
level. The descriptive summary of the leverage measure (levy.,) and the predicting variables are shown on the right. The sam-
ple consists of 140,731 firm years of U.S. Compustat data spanning 1970-2010. Sample specifics including the construction
of the leverage measure, firm characteristics, and industry median leverage are in the Data section.

Table Al
Target estimation.

N =140,731 Estimation Mean Median Std

leveiq 0.437 0.435 0.203

mth; —0.006% 1.755 1.259 1.510
[0.001]

profit, —0.237"* 0.111 0.129 0.148
[0.007]

sizey 0.008* 5.255 5.064 1.953
[0.002]

tangi, 0.083* 0.313 0.263 0.226
[0.010]

rd¢ —0.011" 0.126 0.000 0.783
[0.001]

rdd; 0.000 0.451 0.000 0.498
[0.003]

depre, 0.457* 0.045 0.038 0.031
[0.040]

indlev, 0.308* 0.423 0.420 0.086
[0.035]

Pooled R? 19.8%

Within R 8.0%

% obs trimmed 0.04%

Overall R 68.7%




Appendix B. Discrete dependent variable target financing models

For robustness we estimate discrete dependent variable variants of our target financing model which do require an issu-
ance indicator. There are three discrete choice models examined: the Logit model with a common issuance probability (P1),
the Logit model with heterogeneous issuance probability (P2), and a fixed effects Probit model (P3).

The first empirical model is a Logit with common probability of issuance, or a pooled Logit specification with predicated
probability:

Pe(laldy . d) = 1/[1 4 e (0] (1)
where the issuance indicator I; is equal to one when net issuance of debt exceeds net issuance of equity, I;(ndi > nde) =1,
and zero otherwise. Target leverage for time t+ 1, d;,,, is the fixed effects regression based target presented in Appendix A,
and leverage deviation is defined as deviation of lagged leverage from target leverage, (d;,; — d;). The coefficient 0 measures
the sensitivity of debt issuance to leverage deviations and is able to detect targeting behavior.

In the second specification, the restriction on the probability of issuance is relaxed to allow for firm-specific probability of

issuance (i.e., heterogeneous target leverage), with the added term In (%}—J. Now, the predicated probability becomes:
t+

Py(lgld;, |, de) =1/ {1 +exp (- (oc +dln ( ] ﬁi ) +0(d;,, - dd))} : (P2)

t+1

where § is the logistic scale parameter.
The third specification is a Probit estimator that also allows for firm-specific effects, captured by heterogeneous inter-
cepts, o;, and a common coefficient parameter on leverage deviations,

Pe(lald; e, ) = (04 + 0(d:,; — ). (P3)

Table B1
Financing decisions.

Panel A. Financing decisions and net issuance indicator

ndi < nei (46.3%)  ndi > nei (53.7%) Equity decision
Debt decision Repurchase  No action Issue  Total
Repay 71.0% 4.9% 9.6% 4.0% 219% 35.4%
No action 1.4% 0.6% 0.3% 0.1% 0.6% 1.0%
Issue 27.6% 94.6% 14.8% 51% 43.7%  63.6%
Total 100% 100% 24.6% 9.2% 66.2%  100.0%
Equity decision  Repurchase  15.0% 32.9%
No action 8.7% 9.6%
Issue 76.3% 57.5%
Total 100% 100%
Panel B. Financial deficit
Mean Median Std
Asset growth 0.147 0.080 0.346
Change in retained earnings/assets 0.007 0.031 0.160
Financial deficit/assets 0.140 0.050 0.334
>0 >5% <-5%
Financial deficit/assets 69.1% 50.1% 15.5%
Fraction financial deficit satisfied by debt 0.734 0.872 3.264
Panel C. Leverage changes and net issuance indicator
ndi < nei (46.3%) ndi > nei (53.7%)
(50.7%) Alev: >0 18.2% 81.8%
(49.3%) Alev: < 0O 75.1% 24.9%

This table shows how the debt issuance indicator, dissue, is associated with debt and equity issuance/repurchase decisions (Panel A), properties of financial
deficit (Panel B), and leverage changes (Panel ). The indicator dissue =1 if ndi > nei and 0 otherwise, where nei and ndi represent net debt and equity
issues, respectively, as a ratio to total assets and take negative values when debt (equity) is repaid (repurchased). No action is defined as net equity or debt
issues within the (—0.1%, 0.1%) range. The sample consists of 140,731 firm years of U.S. Compustat data spanning 1970-2010.
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