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Abstract

The aim of the thesis is to examine the leverage debt maturity levels and the
determinants of capital structure and debt matuiftiirms in developing countries.
We use World Bank Enterprise Survey data coveri@39 firms in 24 countries
located in five regions. The survey provides infation about balance sheet and
income statements items allowing us to examine hdretapital structure theory is
portable to small firms in developing countries. Wl that the leverage and debt
maturity levels of small and large firms are diffiet. Leverage and debt maturities
are lower for small firms despite their high agseigibility and profitability ratios.
We attribute this to the economic and financialiemment of the country. Small
firms do not consider profitability when making esttal financing decisions. Firm
level determinants are important for large firmgameling capital structure and debt
maturity decisions. However, most of the econommd dinancial environment
variables become insignificant. Therefore, the nidifference between small and
large firms is derived from the impact of the ecmmoand financial environment of
a country. Most of the economic and financial emwiment variables do not have
statistically significant effects on the leveragel alebt maturity decisions of large
firms. We attribute this to large firmsO easy acteboth domestic and international
financial markets. Hence, if local governments paevbetter fiscal and monetary
policies and a friendly business environment, shivais can amplify their leverage

and debt maturity.
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CHAPTER 1

INTRODUCTION
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1.1. Introduction

The purpose of this thesis is to investigate threriege and debt maturity levels and
the capital structure and debt maturity choicesamhpanies in developing countries.
We use firm level survey data for 24 countries iffecent stages of financial
development from different regions. We analyse ithpact of leverage and debt
maturity levels on the size and listing statush&f tirms. Moreover, we investigate
how small firms have access to financing and haw #lacess affects their capital
structure and debt maturity decisions. We alsoudisdhe differences between the
financing decisions of small and large firms. Poems literature has mainly focused
on large listed firms in both developed and develgpcountries (Rajan and
Zingales, 1995; Demirguc-Kunt and Maksimovic, 199899; Booth et al., 2001).
Work on small and medium sized firms are limitedstome European countries
where the economic and financial environments aseeror less alike. There are a
number of studies that examine the capital strectiécisions of small and medium
size enterprises (Ang, 1991; Holmes and Kent, 1€3h and Hughes, 1994; Acs
and Isberg, 1996; Daskalakis and Psillaki, 2008tH&édy and Mateus, 2008). But
they are either examining a small number of coastrisee Hall et al., 2004;
Daskalakis and Psillaki, 2008; Bartholdy and MateR808 for cross country
studies) or a single country in Europe (see VarMdgst and Thurik, 1993; Sogorb-
Mira, 2005; Bartholdy and Mateus, 2005 for singteumtry studies). Since the
wealth of the countries is very low in the sample economic and financial
environments are different from the European coemtand some of the emerging
markets covered in previous work. Specifically, soof the countries in the sample
do not have a stock market. Therefore, it couldnbsleading to generalise the

results of these studies.

13



The main focus of the thesis is to examine therpetants of capital structure and
debt maturity decisions and access to financing simall firms in developing
countries. Small firms are important in developioguntries. They are more
productive and labour intensive; therefore, theipamsion enhances employment
more than large firms. For instance, the workfoereployed in SMEs for our
sample varies between 27.60% and 86.50% (Ayyagai.,e2005). We use a very
rich database that specifically examines the fimapaecisions of small firms.
About 90% of our private companies are small andiom sized, while about 70%
of the listed firms in our sample are small and imedsized. We are looking for the
answers to the following questions. Do the leveragel debt maturity levels
indicate differences based on the size and lissitagus of firms? Is there a size
effect on the capital structure and debt maturigcisions of firms? Are the
determinants of capital structure and debt maasritiifferent for small firms? Does
the economic environment have an impact on thenéimg decisions of firms? Does
the financial environment have an effect on thetahgtructure and debt maturity

decisions of firms?

By using the World Bank Enterprise survey, we inigte the leverage and
maturity levels and the determinants of capitalctire of firms from 24 developing
countries covering all regions including Africa, dEaAsia and the Pacific, Latin
America and the Caribbean, the Middle East andiNAftica, and South Asia. We
demonstrate that capital structure theories holddaveloping countries. We
conclude that small firms are less levered thageldirms and capital structure

theories are portable to small firms, except Perlorder. Small firms are more

14



sensitive to the changes in the economic and finheavironment than large firms.
Large firms have higher leverage and longer deltitintg. We attribute this to their

easy access to international financial markets.

In the following, we first explain the motivatiorf the thesis. In Section 1.3, we
outline the structure of the thesis. Section 1fhds the objectives. The last section

summarizes the main findings of the empirical chegpt

1.2. Motivation of the thesis

The databases used in previous studies provideldwvei information on large listed
companies in both developed and developing cowntk@r instance, Rajan and
Zingales (1995) use the Global Vantage databasar @iataset includes large listed
companies in G-7 countries. Booth et al (2001) $oon the developing countries.
They collect the data from the International Finah€orporation (IFC) database
for the largest listed companies in ten develomiogntries. Both databases only
provide firm-level variables for large publicly texl firms. Alternatively, some
studies focus on small and medium size enterprises.example, both Bartholdy
and Mateus (2008) and Daskalakis and Psillaki (2@3& the Amadeus database
and collect data for SMEs. Amadeus provides firneledata for SMEs and large
companies, but the database only contains firmm flEeuropean countries. For
instance, Bartholdy and Mateus (2008) analyze |lamgd SMEs for 16 developed
countries in Europe. Alternatively, Daskalakis d&xillaki (2008) present the results
for SMEs in four developed countries including GeeeFrance, Italy, and Portugal.
Yet all of these databases provide firm level dataither publicly listed companies

in developed and developing countries or SMEs amndagely held companies for

15



developed countries in Europe. Therefore, it is pudsible to investigate SMEs in

developing countries using those databases.

The determinants of capital structure and debt nigtaf firms have been analyzed
in developed and developing countries in previouglies (Rajan and Zingales,
1995; Demirguc-Kunt and Maksimovic, 1998, 1999; Boet al., 2001). Rajan and
Zingales (1995) investigate capital structure densof large listed firms for the G-
7 countries, while Booth et al. (2001) examine financial leverage decisions of
listed firms for ten developing countries. Demirg{ant and Maksimovic (1999)

analyze the relation between financing choicesiraid and the level of financial

market development in 30 developed and developountries. However, those
studies only include the large listed companieserEvf Demirguc-Kunt and

Maksimovic (1999) examine the financing choices foth large and small firms,

the firms included in the study are publicly listeempanies. This implies that the
small firms contained in their sample are relagjMalrge, especially for developing
counties. Since most large listed firms from anyrtoy are also one of the players
in international trade, they can easily accessrnat@nal financial markets and

institutions. However, this is not the case with BV

The studies on SMEs are limited due to data linoitest There are some studies that
examine the capital structure and debt maturityisitats of SMEs in European
countries (Van der Wijst and Thurik, 1993; GianetD03; Hall et al., 2004;
Bartholdy and Mateus, 2005, 2008; Sogorb-Mira, 20D&skalakis and Psillaki,
2008). Yet the countries included in those studiesEuropean countries where the

economic and financial environments of countriessamilar. Therefore, it could be

16



misleading to generalize their results for otheurtdes, especially for developing

countries, around the world.

1.3. Structure of the thesis

The thesis is organized as follows. Chapter 2 éxpldne capital structure and debt
maturity theories, and the empirical literatureameling capital structure and debt
maturity. It also contains hypothesis developmenttie leverage and debt maturity,
and firm level economic and financial environmeattbrs. Chapter 3 presents the
data and methodology. We explain the data and blasaand discuss the
methodology applied in the thesis and present thpirecal evidence that we will

use for Chapters 4, 5, and 6.

Chapter 4 shows the preliminary analysis of thesktt and stylized facts on the
leverage, debt maturity and firm-level factors meveloping countries. We discuss
the leverage and debt maturity levels of firms iaveloping countries. We
investigate whether the leverage and maturity kewélsmall and large firms are
different. We do the same analysis for privatelyjdhand listed companies.
Moreover, we examine the effect of the presenca stbck market on leverage and
the debt maturity levels of firms. We conclude thatall firms and privately held
firms are less levered than large and listed comegahe difference is greater in

the countries without a stock market.

Chapter 5 discusses the impact of the determirdrdapital structure in developing

countries. We empirically investigate the effectioh level economic and financial

environment variables on the leverage decisionfriofs, specifically small firms.

17



We conclude that capital structure theories ardapte to small firms, except
pecking order, and the main difference between Isamal large firms is due to the

economic and financial environment of the country.

Chapter 6 analyzes the impact of debt maturityctines of firms in developing
countries. We investigate the effect of firm levetonomic and financial
environment variables on the long-term debt tol tassets, short-term debt to total
assets, and long-term debt to total debt, espgdmismall firms. We find that the
debt maturity decisions of small firms are mores#ére to economic and financial
environment changes than large firms. Chapter ¥iges our conclusion of the

thesis.

1.4. Objectives of the thesis

In Chapter 4, we will discuss the World Bank Enteg Survey and present the
preliminary analysis of the dataset and stylizedisfan the leverage, debt maturity
and firm-level variables. We analyze the impacthaf size and listing status on the
leverage and debt maturity levels of firms. We agamine the existence of a stock
market on the debt financing decisions of firmsfifst, we explain the World Bank
Enterprise Survey and then examine whether thera difference between the
leverage and debt maturity levels of small anddafigns. We apply this same
analysis to privately held and listed companies. shsall firms, privately held
companies are closed in nature. They are not aspasent as publicly listed
companies. Therefore, it is easier for publiclyelits companies to access both local
and international financial markets. As a resuie teverage and maturity levels

might indicate differences between privately heid dsted companies. As some of
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the countries in the sample do not have a stoclkehawe examine whether the
presence of a stock market has an impact on therdge and maturity levels of
firms. We split our sample based upon countrie waitd without a stock market
and then investigate this difference on the firdes@rage and maturity. We do

identical analyses for small and large firms.

In Chapter 5, we investigate the determinants gfitah structure for firms in
developing countries. We initially analyze the filevel economic and financial
environment determinants of capital structure fibro& the firms in the sample.
Then, we examine whether the determinants are relifte for small firms.
Additionally, we apply various robustness tests. #gasider the robustness of our
results by using different definitions of size. &y, since the majority of the
previous studies investigate the determinants pitalastructure for publicly listed
companies, we divide the sample into two groupsdam the listing status and

examine whether the determinants are the sameif@tg@y held and listed firms.

In Chapter 6, we explore the determinants of thH& deaturity structure of firms in
developing countries. We analyze whether the detemmts of debt maturity are
different for small firms by analysing firm levelc@nomic and financial
environment determinants. Then, we apply robustnesis using different
definitions of size. We investigate whether thetdahturity structures of privately

held firms are same as that of small firms sincstrSMESs are private companies.

1.5. Summary of the findings
Our main findings are as follows. The leverage drtt maturity levels of firms

demonstrate differences based on the size, listays, and the presence of a stock
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market. We compare the leverage and debt mat@vigid of small and large firms
and privately held and listed companies. We coreclinit small and privately held
firms have lower leverage and shorter maturity etbtdvhen compared to large and
publicly listed companies. We also find that théstence of a stock market has an
impact on the leverage and debt maturity levelBrofs. Firms in a country with a
stock market can use more leverage and longer ityattlan those firms in
countries without a stock market. This differeneedimes significantly greater for

small and privately held firms.

In Chapter 5, we analyze the determinants of capitaucture in developing
countries. We find that both firm level economicdafinancial environment
determinants have an impact on the leverage desisibfirms. The capital structure
theories are also portable to small firms, exchptgecking order theory. We find
that small firms are more sensitive to changeshi& ¢conomic and financial
environment than larger firms. We confirm the rdbess of our results by using
different definitions of size. As small firms, pate firms are more affected by
changes in the economic and financial environmentheir capital structure and

debt maturity decisions than publicly listed compan

In Chapter 6, we investigate the determinants efdibt maturity structure. We find
that firm level economic and financial environmeéeterminants have an impact on
the debt maturity decisions of firms. We concluldat theories are portable to small
firms. The main difference between small and ldnges is due to the effects of the
economic and financial environment. When compaoddrge firms, small firms are

more sensitive to the changes in the local econ@mditfinancial environment. As
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small firms, the economic and financial environmartiluences the debt maturity

decisions of privately held companies.

In conclusion, the main obstacle in the externaricing decisions of small firms is
driven by the economic and financial environmenthaf country. Since small firms
do not have access to the international financiatkets, their demand for funding
has to be met in the local environment. Thereftre,alterations in the economic
and financial environment in the country have adirimpact on their external

financing decisions.
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CHAPTER 2

LITERATURE REVIEW
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2.1. Introduction

The purpose of this chapter is to review the pneviliterature regarding the external
financing decisions of firms and develop our hygsts accordingly. Firms have
two kinds of external financing options: debt amgligy. This combination of debt

and equity illustrates the capital structure oiran f The external financing decisions
of firms depend upon the firm characteristics, &l as the economic and financial
environment of a country. As analysed in the presiliterature, firm characteristics
have an impact on the capital structure and dehinadecisions of firms. We also

explore the effect of the economic and financialimmment of a country on the

external financing decisions of firms.

The theory of capital structure begins with Modigii and MillerOs (1958)
irrelevance theorem. They propose that in perfeagital markets, the capital
structure decision, the debt-equity ratio, doesafi@ct the firm value. Based on this
theory, three main capital structure theories eettrip the literature: Trade-off,
pecking order, and agency theories. Each theorloegthe choice between debt

and equity.

Trade-off theory proposes that a firmOs optimal deto is determined by a trade-
off between the tax benefits of debt and the cdsbamkruptcy. Alternatively,
according to the pecking order theory, firms follawpecking order to finance new
investments. Firms first prefer internal financirigen low risk debt, and, finally,
equity financing. The agency theory suggests thahey costs (those costs created
by the conflict of interest between shareholdergnagers, and debt holders)

determine the capital structure. The maturity matghprinciple proposes that the
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length of loans should be matched to the lengththef life of assets used as
collateral; therefore, the longer the asset lif longer the maturity of the debt.
Based on these theories, we discuss the determioardapital structure and debt

maturity and develop the hypotheses.

The empirical literature regarding capital struetwliscusses the determinants of
both developed and developing countries. For imgtamitman and Wessels (1988)
examine the factors for the U.S. companies, whilgaR and Zingales (1995)
investigate the determinants of capital structwe G-7 countries. Booth et al.
(2001) analyse the capital structure decisionsrofsf for ten developing countries.
Still, all of these studies focus on large listesnpanies. There are few studies in
the literature that focus on the financing decisimi SMEs. Hall et al. (2004)
investigate the cross county differences in SMEarfzing decisions for eight
European countries, while Daskalakis and PsillaR0g8) examine the determinants
of SMEs in Greece and France. Finally, Bartholdg &ateus (2008) analyze the
financing decisions of SMEs for sixteen Europeanntoes. However, the main
focus of these studies is on the SMEs in develamrdhtries, which provide an

economically and financially developed environment.

The main difference in the financing choices of braad large firms comes from
their ability to access the external financing. $rfiens have limited access to
external financing due to information asymmetriesl aagency problems. When
compared to large firms, it is difficult for credis to assess the quality and value of
the small firmsO investment opportunities due forrimation asymmetries. Small

firms have a close nature as they have fewer disoforequirements and are not
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required to provide audited financial statementstt{P& Singer, 1985). Another

issue is the agency problem between managers addars. In general, managers
and owners are the same person in the small fithesefore, managers may be
inclined to act in their own interest and misall@chunds as opposed to focusing on
the interests of creditors (Denis, 2004). Thusprnmiation opacity and agency

problems limit small firmsO access to externahfiima.

As small firms, privately held firms also have asgd structure. Unlike publicly
listed companies, they do not have to provide mftion to stock exchanges and
credit agencies. They are not required to discassenuch information as publicly
listed companies. As such, they are not as trasapass publicly listed companies.
When compared to listed companies, privately helchganies have limited and

more costly access to external financing due tormétion opacity.

In addition to the characteristics of small andvaiely held firms, external financing
decisions are not solely dependent upon firm chdibere are external factors that
limit the availability of external financing in eoantry, especially for developing
countries. This limited availability of externahfincing may be due to the scarcity
of external funds in developing countries due tstable macroeconomic policies.
Since SMEs do not have access to internationahdiagmarkets, local instabilities
may limit access to financing for those firms irveleping countries. In addition to
macroeconomic policies, the previous literatureo alsscusses the impact of the
financial environment on the capital structure aetht maturity decisions of firms
(Demirguc-Kunt and Maksimovic, 1998, 1999; Fan kf 2011). The financial

environment of a country is important since the litgieand efficiency of this
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environment influences the availability of exterrfalancing. Since developing
countries are not as economically and financially developed as developed
countries, the external financing decisions of frmay be different than firms in
developed countries. Therefore, we examine therm@tants of capital structure
and debt maturity decisions of firms, focusing woly the impact of firm level

determinants, but also on the effect of the econ@and financial environment of a

country.

The determinants that we apply are grouped undeetheadings including firm
level, economic environment, and financial enviremndeterminants. Firm level
variables used are asset tangibility, profitahilignd size. We explain them in
accordance with each of the theories. We also dsstheir effect on small and large
firms. Economic environment variables include GD#? papita, growth, inflation,
interest, and tax. Financial environment determimaonsist of corruption, legal

systems, financial institutions, and financial glbpation.

In this chapter, we review the literature regardiagital structure. First, we explain
capital structure theory including trade-off thegpgcking order theory, and agency
theory. As a second step, we discuss the detertsimmdrcapital structure based on
previous empirical literature both for developed @®veloping countries. We also
review the empirical literature on SMEs and theaipital structure decisions. Then,
we explain how the economic environment of a cgumtnpacts the financing

decisions of firms. Finally, we present the factof$inancial environment and their

effects on the financing decisions of firms.

26



2.2. Capital Structure Theory

Capital structure demonstrates how a firm finandss assets through some
combination of equity and debt. The firmOs capitakture is actually the structure
of its liabilities, mix of debt, and equity. Thegmerties of debt and equity illustrate
some differences. Debt is a contract between lsndad borrowers. By a debt
contract, borrowers accept to pay a fixed amounticgent upon not defaulting.
This property makes debt insensitive to firm perfance. The returns of debt
financing for lenders do not fluctuate with changea companyQOs profit level; it is
fixed. Therefore, lenders do not face financiak.riShe debt is a low cost contract
that permits a large degree of control by the hwero while it provides little
incentive to lenders for selecting and monitorihg projects ultimately financed.
This makes debt contracts accurately priced whempeoed to equity in situations
involving asymmetric information. Moreover, inter@sid for debt is tax deductible
decreasing the effective cost of debt. Conversdiypt has some disadvantages. A
higher debt ratio makes firms appear risky. Theeefisky firms must pay higher
interest rates increasing the cost of their delsice&Sdebt contracts are binding, it
may drive the firm to bankruptcy. This bankrupt@stclimits the amount of debt

financing.

The theory of capital structure begins with the itzdpstructure irrelevance
proposition of Modigliani and Miller (1958). Thew@ain that in perfect capital
markets, the financing decisions of firms have fiece on their value. They confirm
that in the absence of bankruptcy costs, corponateme taxation, or other market
imperfections, firm value is independent of itsafeial structure in competitive

capital markets. They have two propositions undesé conditions. First, they infer
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that the value of a company is not dependent uisocapital structure. Additionally,
the cost of a leveraged firm is the same as thieofesjuity for an unleveraged firm.
Therefore, according to them, the debt-to-equitjoraas no impact on the total
value of a firm. However, based on this theoryhwitthe literature there are three
main theories of capital structure: the trade-b#ary, the pecking order theory, and
the agency theory. In the following sections, wwstfiexplain the Modigliani and
Miller (1958) theorem, and then discuss the traiflepecking order, and agency

theories, respectively.

2.2.1. Modigliani and Miller theorem

The Modigliani and Miller theorem (1958), also knowas the capital structure

irrelevance principle, states that in perfect apitarkets, firm value is not affected
by financing decisions surrounding it. Accordinghes theory, the value of a firm is

not dependent upon its capital structure in cortipetcapital markets in the absence
of bankruptcy costs, corporate income taxatiorgtber market imperfections. Thus,
the financing choice of a firm, either debt or éguiloes not make any difference in
the firmOs value. They have two propositions utitEse conditions. According to

Proposition |, the value of a company is not depahdn its capital structure. They
came to this conclusion by using the following asptions:

¥ Capital markets are perfect; there are no trarwactists and taxes
¥ Bankruptcy cost does not exist
¥ Firms and individuals can borrow at the same rate

¥ Debtis risk free and the interest rate on debsksfree debt
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¥ Financing decisions do not affect investing decisio

LetOs suppose that we have two identical firms,theit capital structures are
different. Firm U is financed strictly by equity,hile the Firm L is financed by a
mix of equity and debt. According to the Modigliamd Miller (1958) theorem, the

value of these two firms (Firm U and L) is equagnde:

Proposition I: \(, = V| where \{;is the value of Firm U, financed solely with equity
and \ is the value of Firm L, financed partly by equitydapartly by debt. The cost
of a leveraged firm is the same as the cost oftedar an unleveraged firm. The
debt-to-equity ratio has no impact on the totalueabf the firm. Consequently,
according to Proposition I, the capital structufe@ dérm does not have an impact on

the value of the firm.

Proposition I, a derivation of Proposition |, poges that the return on equity has a
linear relationship with leverage. In this propmsit the return on equity capital is
an increasing function of leverage. The required o return increases as the firmsO
debt to equity ratio boosts. This is because dabnting raises the riskiness of the
firm. Therefore, the equity holders demand higleguired return on equity due to

the higher risk involved in a company with debt.

Proposition II:

k.=k + D/ Ek! k)
ke is the required rate of return or cost of equity

ko is the company unlevered cost of capital (i.espya®e no leverage)

kq is the required rate of return on borrowings astad debt
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D/E is the debt-to-equity ratio.
Thus, according to Proposition Il, the cost of égtor a leveraged firm is the same

as the cost of equity for an unleveraged firm, glnsdded premium financial risk.

In conclusion, by assuming perfect capital mark®tedigliani and Miller (1958)
propose that the value of a company is indepenafatd capital structure. However,
in the real world, capital markets are not pertend capital structure matters in the
financing decisions of firms. The Modigliani andIMr (1958) theorem is important
as it indicates where to look for determinants apital structure. Beginning with
this theory in the literature, there are three ntheories of capital structure (i.e., the
trade-off theory, the pecking order theory, anddbency theory). Each has tried to

provide an explanation for the choice between dabtequity finance.

2.2.2. Trade-off theory

The trade-off theory claims that a firmOs optinedit datio is determined by a trade-
off between the losses and gains of borrowing, ihgldhe firmOs assets and
investment plans constant (Brennan & Schwartz, 1@&Angelo and Masulis,
1980; Bradley et al., 1984). The goal is to maxarfizm value. For that reason, debt
and equity are used as substitutes. The starting pbthe trade-off theory is the
debate over the Modigliani and Miller (1958) theurdf corporate income tax was
included in the irrelevance proposition of the Mgi@ini and Miller (1958) model, it
would produce an advantage for debt in terms of dlaields. Since there is no
offsetting cost of debt and the objective functairthe firm is linear, firms can be
financed by 100% debt. Due to this extreme sitmatimnkruptcy costs are used to

offset the cost of debt. According to this argumenptimal leverage is defined as a
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trade-off between the tax benefits of debt and hagitky costs (Kraus and
Litzenberger, 1973; Scott, 1977). Firms could cleoakebt because it is tax
deductible, even though it increases the risk afkh#ptcy and financial distress.

Basically, bankruptcy costs increase with the degifdeverage.

Trade-off theory is divided into two parts: stati@ade-off theory and dynamic trade-
off theory. Static trade-off theory assumes thahgi target their capital structure.
Firms determine their financing needs based orofitenal capital structure. If the
leverage ratio departs from the optimal choice, fia will alter its financing
attitude back to the optimal level. Unlike the wtdtade-off theory, the dynamic
trade-off theory considers the expectations andusaigient costs. The correct
financing decision depends upon the financing nmatigat the firm predicts in the
next period. The optimal capital structure chomaaty is based on what is expected
to be optimal in the next period. The optimal calpgtructure in the next period
could be either generating new funds or paying tham If new funds are
generated, they may be in the form of debt or gquit each case, the optimal
capital structure in the next period will aid imping down a relevant comparison

for the firm in the current period.

In the literature, to test the trade-off theoryffatient proxies are used such as asset
tangibility, profitability and firm size. The trad#f theory assumes that these three
proxies, asset tangibility, profitability, and fireize, increase the leverage of firms.
Tangible assets can be used as collateral. Theretloe higher the collateral, the
higher the leverage that firms may have. Consetjyehts theory expects a positive

relation between debt financing and tangibilityofRability and firm size are also
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expected to be positively related to leverage. ifade firms should prefer debt to
benefit from tax shields. Also, in many asymmeimiormation models such as Ross
(1977), profitable firms are suggested to have éndéverage. Firm size is accepted
as a proxy for bankruptcy cost. The probabilitybainkruptcy for large firms is

lower as compared to small firms since they haghdn fixed assets. Thus, large

firms have more debt than small firms as firm ss&zpositively related to leverage.

2.2.3. Pecking order theory

The pecking order theory was developed by MyersMauf (1984) and states that
capital structure is driven by a firm's desire tnahce new investments, first
internally, then with low risk debt, and finallyf, all else fails, with equity. Unlike
the trade-off theory, this theory does not offetimal capital structure. However, it
demonstrates the preference of firmsO use of ahtéimancing as opposed to
external financing. The pecking order theory begiith asymmetric information,
asserting that firm managers or insiders have rkoosvledge about the companyOs
value, prospects, and risks than outside investdfge theory discusses the
relationship between asymmetric information and esttnent and financing
decisions. Asymmetric information has an effectloa choice between internal and
external financing; in other words, the choice hlemw use of debt or equity.
According to this theory, informational asymmetngrieases the leverage of the firm
to the same extent. Firms are likely to have fugdivith the lowest degree of
asymmetric information. Since outside lenders db lmave complete information
about the borrower, they will increase the cogbatowing. Therefore, to minimize
the cost of borrowing, firms prefer to use interfuadds first, then debt, and, only as

a last resort, outside equity. The pecking ord@eaps as managers do not prefer to
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dilute existing shareholdersO claims. As such, @rdyvalued securities are issued.
External investors, by considering this possihilityduce the firmOs value to show

adverse selection costs.

The standard pecking order theory demonstratesrtecydar case of the adverse
selection discussion regarding external financigerlof (1970) proposes adverse
selection and discusses the reasons for the signtfidecrease in the price of used
cars as compared to new cars. The seller of theét asehas more information about
the performance of the car than the buyer. Theeefire buyerOs best guess of the
performance of the car would be the average. Therbexpects that if the car is
proposed in the market, the performance of thenwast be below the average.
Hence, the price of used cars drop and cars teapraposed for sale are the ones
that are not well made or maintained. Buyers lamkdiscounts to compensate for
the possibility that they might purchase an Ake(t®70) lemon. In this case, the
seller knows about any problems with the car, beatltuyer does not. This is true for
companies, as well. In a firm, managers have bkttewledge about the true value
of the company than outsiders do. Stiglitz and W¢i981) find that the adverse
selection cost of debt arises when lenders knowrthan, but not the variable of the
borrowersO investment. Myers and Majluf (1984) inonfhat adverse selection
costs are always higher for equity than debt issesuch, issuing equity is never
optimal. There is a wedge between the cost of naleand external finance. Since
markets are imperfect, information problems reguladverse selection and moral
hazard problems for external financing. This wedd®o results from adverse
selection problems and the associated lemons prenfimong the three sources of

funding, retained earnings is the only one thatsdoet have adverse selection
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issues. Debt has only minor adverse selection pnod| while equity exposes a firm
to significant adverse selection issues. Outsidestors see equity as riskier than
debt because the adverse selection risk premiummigis on equity. Therefore,
outside investors request higher returns on eqingn debt. Alternatively, for
managers or insiders, retained earnings are a lsettece of financing than debt and

debt is better than equity.

In contrast, Ross (1977) argued that capital sirectould be used as a signal of
private information. Therefore, the capital struetehoice of a firm is taken as a
signalling factor by outsiders about the informatiof insiders. High debt levels
signal good firm quality. When bankruptcy costs lake enough, managers are able
to issue debt and commit to higher cash flow. Bovelr quality firms, since their
expected bankruptcy costs are high at any debt, l#ves not possible for their
managers to imitate higher quality firms by issumgre debt. However, due to the
asymmetric information and signalling problems asged with external financing,
the financing choices of firms follow an order, hwia preference for internal over
external finance and for debt over equity. As allteghe main point of this theory is
financial market imperfections. Transaction costd asymmetric information link

the firm's ability to undertake new investment#santernally generated funds.

In the previous literature, some proxies are ugetes$t the pecking order theory,
such as asset tangibility, profitability, and firsize. The trade-off theory also
assumes a positive relation between asset tangihitid leverage. Since tangible
assets can be used as collateral and collaterajateis information asymmetry

problems, we expect positive relationship betweangibility and leverage.
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Profitability is expected to be negatively relatedeverage. As Myers and Majluf
(1984) proposed that firms follow the pecking orddrey prefer to use internal
funds first. ThatOs why we expect a negative aggotibetween profitability and

leverage. Firm size is expected to be positivelsteel to leverage. Large firms are
generally more diversified and have less volatdeangs. Lower earnings volatility

mitigates the asymmetric information problem. Lafgens have been on the
markets for a while and they are better known. Thaye better reputations in the
debt markets as they face lower information costernwborrowing as compared to

small firms.

2.2.4. Agency theory

Agency theory focuses on the costs that are crediedto conflicts of interest
between shareholders, managers, and debt holdersording to Jensen and
Meckling (1976), capital structures are determibgdagency costs. They find that
optimal capital structure is the result of the &adf between the benefit (discipline
of management) and cost (excess risk-taking byesloddters) of debt financing.
Following the Jensen and Meckling model (1976)epthodels, such as Harris and
Raviv (1990) and Stulz (1990), emerge based onagewosts. In their models, the
conflicts between managers and shareholders ocgertd disagreements over
operating decisions. Harris and Raviv (1990) irtFext even if shareholders or debt
holders prefer liquidation of the firm, managensa}s choose to continue the firm's
business. This model provides rights to sharehslderforce liquidation if cash
flows are poor. Alternatively, Stulz (1990) assurtiest managers always prefer to
invest all usable funds even if paying out casheter for shareholders. However,

debt constrains the amount of free cash flow abkdldor profitable payments.
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Therefore, according to these models, capital &tradgs determined by the conflicts
of interest between inside and outside investong fature of the firm's assets and

growth opportunities are crucial factors in the artpnce of these agency costs.

Asset tangibility may also be a proxy for agencgotty. Agency theory proposes
that a higher amount of collateral reduces the oislenders who suffer the agency
costs of debt, like risk shifting. Large amounttafgible assets or collateral reduce
the risk shifting problem; therefore, firms can rease their borrowing capacity.
Moreover, it also eliminates the moral hazard issagsed by the shareholder and
lenders conflict (Jensen & Meckling, 1976). Henites theory expects a positive
relation between asset tangibility and leveraganFsize has a positive impact on
leverage. Since larger firms are more mature firthey have reputation in debt

markets; as such, they face lower agency costsluf d

Although the theories try to explain the choicenmsn debt and equity, there is still
no clear cut definition. There is still no singledel available to test all the theories,
as well as the differences among theories. As dstreted above, the variables that
are used as proxies are included in the modelgedbthe theories, but the same
proxy can explain more than one theory. Howevels #till not clear which theory

firms should follow in their capital structure dsions.

2.3. Empirical Literature on Capital Structure
The related empirical literature has discusseddiéterminants of capital structure
for both developed and developing countries. Tlotéofa that affect the firms' debt-

equity choice have been empirically discussed basethhe attributes that different

36



capital structure theories propose. For developaghtties, the determinants of
capital structure are analysed both within a cquatrd across countries (Titman &
Wessels, 1988; Rajan & Zingales 1995; Gianetti 3200itman and Wessels (1988)
consider the factors that affect the financing siecis of firms in the U.S. They
define the factors as assets structure, non-debssh&lds, growth, uniqueness,
industry classification, size, earnings volatilignd profitability> They find that
leverage is positively related to size, but negdyivrelated to uniqueness and
profitability; whereas, asset structure, non-deéx tshields, growth, industry
classification, and earnings volatility have noeeff on leverage. They note a
negative association between profitability and tage due to the transaction costs
This finding is consistent with the pecking ordeedry that firms prefer internal to
external financing. Across countries, Rajan andgdies (1995) examine the
determinants of capital structure across G-7 casbyy studying four factors: asset
tangibility (the ratio of fixed to total assetd)etmarket-to-book ratio, firm size, and
profitability. They note a negative relationshigween leverage and market-to-book
and profitability, while they find positive relatiobetween leverage and asset

tangibility and size.

Alternatively, some studies examine the variableat taffect capital structure
decisions in developing countries (Booth et al.,020 Demirguc-Kunt &
Maksimovic, 1996; 1998). Booth et al. (2001) analyhe financial leverage
decisions of listed companies from 1980-1990 acrb@sdeveloping countries
including India, Pakistan, Thailand, Malaysia, Teyk Zimbabwe, Mexico, Brazil,

Jordan, and Korea. Their variables are chosen basdatie theoretical models of

Uniqueness defined as research and developmpehditures.
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capital structure: the trade-off theory, the pegkorder theory, and the agency
theory. They find that size has a positive effattl@verage, while the average tax
rate, asset tangibility, the return on assets,rofitpbility have negative effects on
leverage. For market-to-book and business risky teuld not find any overall

significance?

Previous empirical studies in capital structure endacused more on large listed
firms. The literature on SMEs is limited due to thevailability of data. There are a
number of studies that examine small and mediura sizterprises (Ang, 1991;
Holmes and Kent, 1991; Cosh and Hughes, 1994; Adslsberg, 1996; Beck and
Demirguc-Kunt, 2006; Daskalakis and Psillaki, 20B8rtholdy and Mateus, 2008).
Some of these studies have discussed only thecappity of the capital structure
theories (e.g., trade-off, pecking order, and ageheories) to the small firms.
Other studies analyse the economic and financiglr@mment of a country, in

addition to the applicability of the capital struict theories.

Few studies have examined the applicability ofdhgital structure theories to small
firms. Based on these studies, the capital stractiecisions of SMEs are in
accordance with the pecking order theory (Ang, 198dimes and Kent, 1991; Cosh
and Hughes, 1994), but in contrast to the tradekefbry (Pettit and Singer, 1985).
According to the trade-off theory, higher profiti#lgi decreases the expected costs
of distress and allows firms to increase their benefits by raising leverage.
Therefore, firms should prefer debt financing beeaaf the tax benefit. This theory

may be applicable for large firms, which are mokely to generate high profits.

Business risk is measured as the standard daviatithe return on assets.
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But for small firms, because they are less likelyhave high profits, they may not
have the option to choose debt financing for thedaields advantage (Pettit and

Singer, 1985).

In contrast, small firmsO financing decisions apeeted to be in accordance with
the pecking order theory. As the theory explainsd prefer internal over external
financing and debt over equity. Since small firmme apaque and have important
adverse selection problems that are explained bglitcrationing, they bear high
information costs (Psillaki, 1995). These costs aeey high when issuing new
capital, but for internal funds, the costs are m@tent. Alternatively, for debt
financing, the costs are in an intermediate pasiti@tween equity and internal
funds. Therefore, small firms prefer debt over gguio finance their new
investments. Another reason for this preference bwyhe control over the firm.
Since small firms are run by a few managers, thay not want to lose or reduce
their control and decision-making power of the fi{lamilton and Fox, 1998).
They perceive debt financing as a lower level trfusion with lower risks of losing

control and decision making power than equity.

Agency and asymmetric information problems are aswe complex for small
firms (Pettit and Singer, 1985). As managers amgels the owners in small firms,
there are no or very few agency costs of equitywéier, agency conflicts between
shareholders and lenders can be particularly se(xaa der Wijst, 1989; Ang,
1992). Small firms may face agency problems as ntfaagers may have an
incentive to misallocate their funds and to behawatrary to the interest of creditors

(Denis, 2004). Also due to asymmetric informationtside investors have difficulty
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in analysing the quality and value of the firmQ&stment opportunities. Insiders
have more information about the prospects of tira.flOne of the reasons for this
information asymmetry is that small firms have fewkhsclosure requirements;
therefore, they generally have a close naturei{Rettl Singer, 1985). Additionally,
the quality of information provided by small firmsries. Small firms are not
required to provide audited financial statement®xternal investors (Berger and
Udell, 1998). Even though investors may prefer @madfinancial statements, small
firms may want to avoid these costs or the smati@ls managers or staff may not be
able to come up with useful information (Ang, 199TIhis information opacity is
seen as the main reason for small firmsO inabilitysue publicly traded securities
(Berger and Udell, 1998). When compared to largemdj they have different
problems, such as shorter expected life, preseheestate tax, intergenerational
transfer problems, and prevalence of implicit cacis (Ang, 1992). As a result,
small firms have a higher probability of insolverityan large firms. They are seen
as risky (Berryman, 1982). Capital structure cheicé SMEs are expected to
demonstrate greater variability as compared toeldigns (Hall et al., 2004).

Therefore, the applicability of the theory to snfaths can be different.

As small firms, the external financing decisionspovately held companies might
display differences when compared to publicly distompanies. Publicly listed
companies are obliged to provide information to shack exchange. Additionally,
newspapers observe them on a regular basis asezppmgrivately held firms who
only present an annual report once a year. Listmisfmust provide accessible,
credible information to the public. They also pnepanformation for the credit

agencies. Moreover, they incur the high fixed cadtbeing listed. Therefore, this
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disclosure makes listed companies more transpaserthat they incur lower costs
of debt than privately held firms. That may be oh¢he reasons why privately held
firms borrow from a bank rather than financial netskand for listed firms to easily
access financial markets. Therefore, because sktfectors and fixed transaction
costs of long-term debt, privately held firms woulé expected to have more
problems accessing long-term debt and financialketar Consequently, we can
expect that small firms and privately held compameuld have more short-term

debt than large firms and publicly listed companies

Previous studies indicate that country specifietdechave an impact on the external
financing decisions of firms. The studies demonstthe challenges faced by SMEs
while accessing outside financing and find thatntou specific factors, such as
creditor rights and legal efficiency, have an impdgeck et al. (2008) find that
small firms are the most credit constrained dueainiderdeveloped financial and
legal systems and higher corruption. Bushman €804) and Francis et al. (2001)
confirm that firms in common law countries are miyemsparent than firms in civil
law countries. Morck et al. (2000) find that masket countries with poorer investor
protection and less developed financial systems hHagher volatility. Following
Morck et al. (2000), Jin and Myers (2006) proposeea theory by expanding
MyersO (2000) to conditions where firms have opsesse They report that a lack of
transparency is inclined to boost the cost of ngisequity and lessens the cost of
financial distress. Hence, this lack of transpayefarces firms to depend more
heavily on internal funds or debt capital to méetrtfinancing needs. Alternatively,
Brush and Chaganti (1998) find that ownership s$tmec and creditorsO rights

protection have a significant positive impact oa #ize and performance of SMEs.
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Moreover, borrowing and lending decisions and ttigude of business decision
makers toward outsiders may demonstrate variateiwden countries. Lending is
also related to the attitudes of financial insidn$ towards SMEs which are driven
by risk considerations. Basically, information ogyads the major reason for small
firmsO inability to access to external financirgpeeially equity financing. Small
firms are much more dependent upon bank financBigce banks are able to
examine the quality of small business by usinggoslich as screening, contracting,
and monitoring, they are able to address agency iafatmation asymmetry

problems (Berger and Udell, 1995, 1998).

Thus far, the capital structure decisions of SMBsehbeen studied for a single
country (Van der Wijst and Thurik, 1993; Sogorb-8}ir2005; Bartholdy and

Mateus, 2005) or using cross country comparisord @4 al., 2004; Daskalakis and
Psillaki, 2008; Bartholdy and Mateus, 2008). Hdllaté (2004) examine the cross
country differences in SMEs capital structure fighe European countries including
Belgium, Germany, Spain, Ireland, Italy, NetherlgnBortugal, and the UK. They
infer that the reason for cross country differenoeSMEs capital structure is due to
the firm specific, rather than country specifideetfs. In accordance with Hall et al.
(2004), Daskalakis and Psillaki (2008) support éffect of firm specific factors in

the capital structure determinants of SMEs for Eeamnd Greece. The firms
included in both studies are only small and medgire companies that have less
than 250 employees. In contrast, Bartholdy and Maté008) investigate the
capital structure decision of SMEs for the peri@4-2004 for sixteen Western
European countries. As opposed to the other stuthey conclude that country

specific factors, such as law, regulation, and wempnomic factors, have also an

42



impact on leverage decisions. Additionally, theydfithat the traditional financing
theories (trade-off and pecking order) seem to HotdSMEs in an international
setting. In addition to the above mentioned stydiesy also include unlisted large

companies. Yet, as in previous studies, their rf@as is on privately held firms.

Most studies on the capital structure decisionsSMEs have focused on the
developed countries in Europe. Those studies oohcentrate on unlisted SMEs,
with the exception of Bartholdy and Mateus (20@3rtholdy and Mateus (2008)
also take unlisted large companies into considaratout their study is limited to
privately held firms. Moreover, those studies dsgsmd above consider only
European countries. Alternatively, there have batéer studies that have examined
the capital structure decisions of firms for bo#veloped and developing countries
(Rajan and Zingales, 1995; Booth et al., 2001)aRand Zingales (1995) study the
capital structure decisions of large listed comearior G-7 countries, while Booth
et al. (2001) analyse the financial leverage densiof listed companies for ten
developing countries. But those studies only inellatge listed companies (public
companies). Since most large listed firms from aoyntry are also one of the
players in international trade, they may easilyenagcess to international financial
markets and institutions. Therefore, it could baleading to generalize the results
of these studies for each firm, especially for SMEswever, the studies for SMEs
only consider those specific countries that arelamm their economic and financial
environment. Thus, it is not possible to distinuihe economic and financial
environment effects. In the light of this, we wWilist examine the leverage and debt
maturity levels of firms and then investigate tlaital structure decisions of firms

for both small and large firms. The countries thet include in the sample are
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emerging market countries from different region$e Tcountries included have
different levels of financial development. Thereforwe can observe more
accurately whether firm-specific or economic andaficial environment factors

have an impact on the capital structure decisidrisnos.

Therefore, we examine these determinants and deweio hypotheses. First, we
investigate the impact of size and listing statosleverage and the debt maturity
levels of firms. Next, we discuss firm level detamamts and their relationship to
capital structure and debt maturity, including sleparation between small and large
firms. Then, we analyze the relation between thenemic environment and the
capital structure and debt maturity of firms. Fipalve look into the association
between the financial environment of a country Hrelleverage and debt maturity
structures of firms. While developing the hypotlsesee focus on the related
empirical literature on capital and debt maturityustures both for developed and

developing countries.

2.3.1. Leverage

Since some firms are more transparent and providee meliable information,
lenders are more willing to finance them. In cosiiravhen some firms have
information asymmetry and adverse selection probleoe to their opaqueness, it
becomes difficult for them to access external fewag. Therefore, some firms enjoy
greater financing through external resources whempared to others. This
difference may be due to the size of the firms Hradr listing status. Hence, we
expect that:

Hypothesis 1: Small firms are less levered thagddirms.
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Hypothesis 2: Privately held companies have lovestelage than listed
firms.
The difference in leverage levels of the firms niglome from the financial
environment of the country. For instance, the exis¢ of a stock market in a
country has an effect on the external financingsiecs of firms. Since the stock
market is another provider of external financingjnicreases the availability of

external financing in that country. Therefore, weect:

Hypothesis 3: Firms in countries with a stock mankél be more levered

than the firms in countries without a stock market.

2.3.2. Debt maturity

For debt maturity, we use three proxies: long-teiebt to total assets, short-term
debt to total assets, and long-term debt to taht.dMaturity of the debt depends on
the riskiness of the firm. Lenders do not prefepti@r long-term debt if the firms
carry high risk. This is especially applicable toadl firms. Small firms are mostly
owned and run by the owner of the company, so then@ conflict between
shareholders and lenders is expected to be sevareder Wijst, 1989; Ang, 1992).
Moreover, due to their opaqueness, they have hidbeels of information
asymmetry and adverse selection problems. Theretber maturity would be

shorter. Hence, we expect:

Hypothesis 4: Small firms have shorter maturigrttarge firms.
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Publicly listed companies have to provide informatiregularly to the stock
exchange. They are more transparent and they hetver bnformation disclosure
making it easier to get information about the pextp of listed companies. As a
result, lenders are more willing to provide longaaturities to them as compared to

privately owned firms. Hence, we expect that:

Hypothesis 5: Privately held companies have shonturity than publicly

listed companies.

The financial environment of a country might alsavé an impact on the debt
maturity of firms. For example, the existence ofstack market increases the
availability of financing in that country; there@rmore external financing becomes

available for firms. Thus, the maturity may be lengNe expect that:

Hypothesis 6: Firms in a country with a stock matkave longer maturity

than firms in a country without a stock market.

2.3.3. Firm level factors

In this section, we explain the firm level proxiased in relation to the capital
structure theory. The firm level proxies that weeuare asset tangibility,
profitability, and size. Previous literature disses other firm level proxies, but in
this study, we could not include them due to thevaiiability of data. For that
reason, in this section, we only focus on the factbat we will apply and their
possible differential impact on small versus larfgens and publicly listed

companies versus privately held firms.
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2.3.1.1. Asset Tangibility

As discussed by capital structure theories, the tffasset a firm owns in some way
has an impact on the capital structure choice aif firm. Scott (1977) proposes that
debt, secured by property with known values, alléwas to increase their equity
value by expropriating wealth from their existingsecured creditors. Alternatively,
according to Myers and Majluf (1984), issuing sdé®s8 may be costly as firms'
managers have better information than investoras;Thy issuing secured debt, they
can avoid these costs. For this reason, firms ¢hatuse their assets as collateral
may be expected to issue more debt. Since fixegtsasse used as collateral, firms
with a large amount of fixed assets should havatgreborrowing capacity and,
therefore, can maintain higher debt levels whilereasing expected bankruptcy

costs.

Tangible assets are important since they are usexbliateral making it easier for
firms to reach debt financing. Collateral becomgal when firms are opaque and
managers have more information about the prospédtee company than investors
or debtors. Since debtors want to secure theirsdéiey ask for higher amounts of

collateral. Therefore, we expect:

Hypothesis 9: Small firms have more tangible as¥ets large firms.

As small companies, privately held companies ateaadransparent as publicly held

companies and the information about the prospddteeacompany are not as readily
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available as in the case of listed companies. Thoeredebtors might ask for higher
collateral to be able to secure the debt. Hencesxpect that:
Hypothesis 10: Privately held companies have higbegels of tangible

assets than publicly listed companies.

The financial environment of the country might alsve an effect on the level of
tangible assets that a firm has. For instance, ¢gbantry does not have a stock
market, the only external financing source woulddeét financing for these firms.
Firms in those countries without a stock marketusthchave higher levels of

tangible assets to be able to borrow. Hence, weatxp

Hypothesis 11: Firms in countries without a stockrket have higher

tangible assets than firms in countries with alstoarket.

According to the trade-off theory, firms would pretiebt over equity until the point
where the probability of financial distress beconmggortant. The type of assets that
a firm has determines the cost of financial distréor instance, if a firm invests
largely in land, equipment, and other tangible &sse will have smaller costs of

financial distress than a firm relying on intangitdssets. Therefore, when a firm
possesses more tangible assets, lenders shouldreenttling to extend them credit

and leverage should be higher (Scott, 1977; Hamt Raviv, 1990). Furthermore,
according to the agency theory, a greater amounblidteral decreases the risk of
the lender suffering agency costs associated wetht, dike risk shifting. Through

collateral, lenders are protected from the moratalé problem caused by the

conflict of interest between shareholders and lenfiéensen and Meckling, 1976).
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Consequently, firms with a high ratio of fixed assghould have greater borrowing
capacity. Most empirical studies have found a pasitelationship between asset
tangibility and leverage (Titman and Wessels, 1988jan and Zingales, 1995;
Ozkan, 2002). Therefore, we expect positive cotilabetween asset tangibility
and leverage for all firms. Alternatively, firmstwilarge holdings of tangible assets
may already have a constant source of return, inffethem more internally
generated funds and discouraging them from turtorgxternal financing. As such,
we would expect a negative relationship betweeerbye and asset tangibility as
firms with more tangible assets appear to prefergusiternal funds generated from
these assets. Moreover, according to the maturgicinng principle, the length of
the loans should be matched to the length of fieeok the assets used as collateral
(Myers, 1977). Thus, long-term assets should banfted with long-term debt
(Booth et al., 2001). We would expect debt matutity increase with asset

tangibility.

The previous empirical literature finds a positieerrelation between asset
tangibility and leverage and debt maturity for Eifgms. The limited literature on
small firms also supports this positive relatiopshietween asset tangibility and
leverage and debt maturity (Van der Wijst and ThutB93; Michaelas et al., 1999;
Hall et al., 2004; Sogorb-Mira, 2005). Thereforee @expect positive association
between asset tangibility and leverage and debuniatfor both large and small
firms and publicly listed and private firms in acdance with the trade-off, pecking

order, and agency theories.

Hypothesis 12a: Leverage is positively related \agket tangibility.
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a. Leverage of large firms is positively related watbset tangibility.

b. Leverage of small firms is positively related witbset tangibility.

c. Leverage of publicly listed firms is positively a¢dd with asset
tangibility.

d. Leverage of privately held firms is positively redd with asset
tangibility.

Hypothesis 12b: Debt maturity is positively relateith asset tangibility.

a. Debt maturity of large firms is positively relatedith asset
tangibility.

b. Debt maturity of small firms is positively relatedith asset
tangibility.

c. Debt maturity of publicly listed firms is positivelelated with asset
tangibility.

d. Debt maturity of privately held firms is positivelglated with asset

tangibility.

2.3.1.2. Profitability

The profitability of the firms is important sincé is another source of funding.
Profitable firms can use their own internal sourdes finance themselves.
Furthermore, it is easier to access debt finandorgprofitable firms since the

bankruptcy risk of those firms is lower. Therefone expect that:

Hypothesis 13: Large firms are more profitable tearall firms.
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We do not expect any significant difference betweermately held and publicly

held firms. Hence:

Hypothesis 14: The profitability of publicly heldrrhs is the same as

publicly listed firms.

The profits level might also be different for firnrs countries with a stock market
and firms in countries without a stock market. Sirmountries that have a stock
market are more financially developed, the efficieand profitability of the firms

operating in those countries should be higher. dfoee, we expect that:

Hypothesis 15: Firms in countries with a stock nearkhave higher

profitability than firms without a stock market.

Myers and Majluf (1984) suggest that firms prefi@eafcing their new investment
from retained earnings first, from debt second, &inch issuing new equity third.
Firms choose to follow this order due to either nasyetric information or
transaction costs. In both cases, the past prdiitabf a firm and their retained
earnings should be an important determinant infitlné's capital structure. Since
firms prefer internal to external financing, oneulbexpect a negative correlation
between profitability and leverage (Harris and Ra¥P91; Rajan and Zingales
1995; Booth et al. 2001). On the other hand, adogrdo the trade-off theory,
leverage and profitability are expected to be pasif related. Higher profitability

lowers the expected costs of distress; therefarasfincrease their leverage to take
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advantage of tax benefits. As such, the sign ofr¢eionship will help distinguish

which theory is supported.

Most studies have noted a negative relationshipragosed by the pecking order
theory, including Titman and Wessels (1988), Raad Zingales (1995), Booth et
al. (2001). The studies about SMEs also confirmpieking order relationship (Van
der Wijst and Thurik, 1993; Sogorb-Mira, 2005). &rthe managers of small firms
are also the owners of the company, they wouldepttef maintain control over their
firms (Holmes and Kent, 1991; Hamilton and Fox, 898nd do not want to accept
new shareholders. Therefore, they prefer to utilizernal financing to finance firm
activity. Hence, we would expect to find a negatweerelation between profitability
and leverage and debt maturity for all types ahéirin accordance with the pecking

order theory.

Hypothesis 16: Leverage is negatively related rttfitability.
a. Leverage of small firms is negatively related witlofitability.
b. Leverage of large firms is negatively related witbfitability.
c. Leverage of publicly listed firms is negatively atdd with
profitability.
d. Leverage of privately held firms is negatively teth with

profitability.

Hypothesis 17: Debt maturity is negatively relanath profitability.

a. Debt maturity of small firms is negatively relate@h profitability.

b. Debt maturity of large firms is negatively relatedh profitability.
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c. Debt maturity of publicly listed firms is negatiyekelated with
profitability.
d. Debt maturity of privately held firms is negativehglated with

profitability.

2.3.1.3. Size

Size may be inversely related to the probabilitypahkruptcy as well as to the cost
of issuing debt and equity. Large firms are comipaely more diversified and fail
less often. This suggests that large firms shoelchighly leveraged. In contrast,
when compared to large firms, small firms pay mongdre for issuing equity (Smith,
1977) and long-term debt. Therefore, small firmsyrhave more short-term debt
than large firms. They may choose to borrow shemmtrather than long-term debt
due to the lower fixed costs of short-term debtughwe can expect a positive
correlation between long-term debt and size; wisrshort-term debt would be

inversely related to size (Hall et al, 2004).

According to the trade-off theory, firm size may ba inverse proxy for the
probability of bankruptcy costs. Larger firms aileely to be more diversified and
fail less often. They can lower costs (relativefiton value) in the occasion of
bankruptcy. Therefore, size has a positive effattlaverage. The pecking order
theory also expects this positive relationshipc8itarge firms are diverse and have
less volatile earnings, the asymmetric informatooblem can be mitigated. Size is
expected to have positive impact on leverage amd aaturity. We expect small

firms to be negatively related with leverage anbtdeaturity, while large firms are
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positively related to leverage and debt maturitgaoordance with both the trade-off

and pecking order theories.

Hypothesis 18: Leverage is positively related vgitte.

Hypothesis 19: Debt maturity is positively relateidh size.

2.3.2. Economic environment factors

In the previous section, we discuss the impacirof fevel variables on the capital
and debt maturity structures of firms in accordawit@ the theories. However, the
financing decision is not only dependent upon tiredO decision. There are external
factors, such as the economic environment, thag¢ laaveffect on the availability of
external financing in a country. The economic emwinent of a country plays a
significant role in the firmsO financing decisiarspecially for developing countries.
It is well known that external financing in deveillogp countries is scarce when
compared to developed countries due to unstableranpalicies. Therefore, a
governmentOs decisions regarding fiscal and mgrmtticies have a direct impact
on the economic environment of the country andy essult, on the capital and debt
maturity decisions of firms. By using fiscal poljagyovernments influence the level
of aggregate demand in the economy in an effoactoeve the economic objectives
of price stability and economic growth. Alternatiye governments may use
monetary policy to stabilize the economy by cotitnglinterest rates and the supply
of money. Thus, fiscal policy decisions have aredffon the tax rates, while
monetary policy decisions influence the rate oflaidn and interest rates. For
instance, changes in corporate tax rates haveeatdiffect on the capital and debt

maturity structure decisions of firms due to the $aields (Modigliani and Miller,
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1963; Miller, 1977). Moreover, interest rates astetimined by monetary policies
that have a direct impact on the cost of borrovand, therefore, on the capital and
debt maturity decisions of firms. High inflation developing countries may have an
effect on the scarcity of debt financing, espegiati the long term. Hence, the
economic development of a country affects the ehpihd debt maturity structure

decisions of its firms (Rajan and Zingales, 19960t et al., 2001).

Previous studies also confirm that capital and desturity structure decisions are
not only dependent upon firm specific factors, #lsb on country specific variables.
Gaud et al. (2007) examine the capital structumsdams of listed firms in Europe
and conclude that the trade-off and pecking orteoties are not sufficient to
explain the capital structure decisions in Eurdgeey demonstrate that the national
environment does matter in capital structure densiFan et al. (2011) investigate
the capital and debt maturity choices for listathé in 39 countries and conclude
that the country in which the firm is located hagr@ater impact on capital structure
decisions than the industry in which it operateall Et al. (2004) analyze the capital
structure decisions of SMEs for European counties find that even though firm
level determinants explain the capital structureisiens of SMEs, these firm level
determinants indicate differences among countkgice, country specific factors
have an effect on the capital and debt maturityisttats of firms. We use the
following macroeconomic variables to investigate impact of country specific
factors on the capital and debt maturity decisiohfirms: GDP per capita, growth
rate of GDP, inflation rate, interest rate, and tate (Demirguc-Kunt and

Maksimovic, 1996, 1999, Bartholdy and Mateus, 2008)
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2.3.2.1. GDP per capita

GDP per capita provides the income level of coest(Beck et al., 2008). It is a
broad indicator that describes the differences eulthh in each country, and is
accepted as a general measure of economic devetbgMerck et al., 2000). As
countries getting richer and economically more ttgyed, more financing becomes
available. Also, the economy of the country becomese developed. As a result,
we expect GDP per capita to be positively relatéth veverage and debt maturity

for all firms.

Hypothesis 20: Leverage is positively related viRdP per capita.
a. Leverage of small firms is positively related W&DP per capita.
b. Leverage of large firms is positively related wW&DP per capita.
c. Leverage of publicly listed firms is positively ag¢éd with GDP per
capita.
d. Leverage of privately held firms is positively redd with GDP per

capita.

Hypothesis 21: Debt maturity is positively relateith GDP per capita.
a. Debt maturity of small firms is positively relategith GDP per
capita.
b. Debt maturity of large firms is positively relatadth GDP per
capita.
c. Debt maturity of publicly listed firms is positiyelelated with GDP

per capita.
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d. Debt maturity of privately held firms is positivetglated with GDP

per capita.

2.3.2.2. Growth

Growth rate of the economy is included as a meastithe growth opportunities
available to firms in the economy. On an individtiah level, the growth rate is a
proxy for the investment opportunity set faced ibjp$ (Smith and Watts, 1992) and
its effect on the optimal financing of projects (&g, 1977). Therefore, we expect
economic growth to be positively related with leagg and debt maturity for all
firms. Alternatively, high growth in developing aauies may encourage firms to
list and issue equity (Glen and Pinto, 1994). Foeatineory proposes that for growth
options, firms should not prefer debt financing ifieguc-Kunt and Maksimovic,
1996). Thus, we would expect an inverse relatiawéen growth and leverage and

debt maturities.

Hypothesis 22: Leverage is positively related vgtbwth.

a. Leverage of small firms is positively related wgfowth.

O

. Leverage of large firms is positively related wigtowth.
c. Leverage of publicly listed firms is positively adéd with growth.
d. Leverage of privately held firms is positively redd with growth.
Hypothesis 23: Debt maturity is positively relateith growth.
a. Debt maturity of small firms is positively relatagth growth.

b. Debt maturity of large firms is positively relateath growth.
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c. Debt maturity of publicly listed firms is positivelrelated with
growth.
d. Debt maturity of privately held firms is positivelselated with

growth.

2.3.2.3. Inflation

Inflation indicates the governmentOs managemertheofeconomy and provides
evidence regarding the stability of the local caaye Countries with high inflation
are associated with high uncertainty about futuration (Demirguc-Kunt and
Maksimovic, 1996). Since debt contracts are gelyenaiminal contracts, the rate of
inflation may influence the riskiness of debt ficary. Lenders are more likely to
avoid providing debt under high inflation reduciing availability of debt financing.
We expect inflation to be negatively related toel@ge and debt maturities for all
firms. In contrast, Taggart (1985) suggests a pesitorrelation between debt and
inflation due to the properties of the tax codentsi may benefit more from tax
deductions on debt if inflation is high. Therefotiee trade-off theory supports this
positive relationship between debt and inflatiorarik and Goyal (2007) find the
same positive association. If managers can timé& thebt, they can use debt

financing when inflation is higher than interesesa

Hypothesis 24: Leverage is negatively related witlation.
a. Leverage of small firms is negatively related witfiation.
b. Leverage of large firms is negatively related vitthation.
c. Leverage of publicly listed firms is negativelyatdd with inflation.

d. Leverage of privately held firms is negatively tetawith inflation.
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Hypothesis 25: Debt maturity is negatively relatgth inflation.
a. Debt maturity of small firms is negatively relateih inflation.
b. Debt maturity of large firms is negatively relatedh inflation.
c. Debt maturity of publicly listed firms is negatiyerelated with
inflation.
d. Debt maturity of privately held firms is negativehglated with

inflation.

2.3.2.4. Interest rate

Interest rates have a direct impact on borrowingsitens. As interest rates increase,
firms are less willing to finance new investmenysdebt due to this increase in the
cost of borrowing (Bartholdy and Mateus, 2008)attdition to the firmsO reaction to
the changes in interest rates, creditors may ase ppreferences. Increases in debt
financing also boost the risk of a firm. Based loa tisk of the firm, creditors adjust
their interest rates by increasing them or refusmignd to the firms that are highly
leveraged (Glen and Pinto, 1994). For small firtesders might wish to charge
higher interest rates in order to compensate for additional costs, such as
contracting costs and monitoring costs they inae th the agency and asymmetric
information problems of small firms. Thus, interestexpected to be inversely

related with leverage and debt maturity for alnfs.

Hypothesis 26: Leverage is negatively related witrest.
a. Leverage of small firms is negatively related witterest.
b. Leverage of large firms is negatively related vintterest.

c. Leverage of publicly listed firms is negativelyatdd with interest.
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d. Leverage of privately held firms is negatively tethwith interest.
Hypothesis 27: Debt maturity is negatively relatath interest.
a. Debt maturity of small firms is negatively relatedh interest.
b. Debt maturity of large firms is negatively relatedh interest.
c. Debt maturity of publicly listed firms is negatiyerelated with
interest.
d. Debt maturity of privately held firms is negativehglated with

interest.

2.3.2.5. Tax

Debt financing provides firms tax advantages irmgerof interest deductibility.
While interest payments associated with debt cadeeicted from taxes, payments
paid to equity holders, such as dividends, areBypfassuming that personal income
is tax exempt, debt has a tax advantage. DeAngaiioMasulis (1980) find that
firms with large non-debt tax shields employ lesbtd The large amount of non-
debt tax shields, such as depreciation and invedttag credits, allow firms to have
higher probability of negative taxable income. ®ifere, we can expect a negative
relationship between firms with large non-debt tstxields and leverage. The
measure used to proxy non-debt tax shields is tepteciation divided by total

assets.

According to the trade-off theory, firms prefer tdimancing because debt is tax
deductible. This tax benefit of debt allows firnastiorrow more in accordance with
increases in the tax rate. Hence, we expect tae foositively related with leverage.

The tax advantage of borrowing can be appliedrgeléirms, which are more likely
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to generate high profits. Since small firms are ldgely to post high profits, this tax
advantage may not be reason enough to choose idahtihg for the tax shields
advantage (Pettit and Singer, 1985). We expectdaxave a positive correlation

with leverage for large firms, while we expect nels relationship with small firms.

Hypothesis 28: Leverage is positively related vtk
a. There is no relationship between leverage of sfimails and tax.
b. Leverage of large firms is positively related wiisx.
c. Leverage of publicly listed firms is positively agéd with tax.

d. Leverage of privately held firms is positively riedd with tax.

Hypothesis 29: Debt maturity is positively relateith tax.
a. Debt maturity of small firms is positively relatedth tax.
b. Debt maturity of large firms is positively relatedth tax.
c. Debt maturity of publicly listed firms is positiyetelated with tax.

d. Debt maturity of privately held firms is positivelglated with tax.

2.3.3. Financial Environment factors

This section explains the effect of the financiavieonment on the capital and debt
maturity structures of firms. Previous studies ®aum firm level variables and the
financing decisions of firms. Yet there is a grogviliterature that focuses on the
impact of legal systems and financial instituti@msthe external financing decisions
of firms (Demirguc-Kunt and Maksimovic, 1998; 199an et al., 2011). The aim
of firms, both in developed and developing coustris to minimize the cost of
capital. However, the environment of these firm®mwfvaries noticeably from that

found in most developed countries. The efficienog development of the financial
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environment affects the availability of externahding and, as such, the capital
structure and debt maturity decisions of firms. Wi discuss the effect of the
financial environment on the external financingidens of firms. First, we analyze
the effect of corruption and the legal system. Thee will focus on financial
institutions and the financial globalization effecin the external financing decisions

of firms.

2.3.3.1. Corruption

Corruption is defined as the misuse of public @fffor private gain (Shleifer and
Vishny, 1993). There must be three elements foruption to exist (Jain, 2001).
The first is discretionary power, which is relatedregulations (Rose-Ackerman,
1978). This power incorporates the authority toigtesegulations. as well as to
govern them. Therefore, we would expect to findydardiscretionary powers, and
more corruption, in regulated and controlled ecoesmn contrast to market
economies. Additionally, there must be economid mefated to this power. For
instance, these rents could be held by a partigraunp. Finally, there must be a
weak legal or judicial system. As a result, therdl Wwe a low probability of
detection or penalties for wrongdoing (Lee and RR)6). Thus, corruption has an
impact on the level of investment, entrepreneunmgentives, and the plan or
implementation of rules or regulations in relattonaccess to resources and assets

within a country.

Corruption increases the cost of borrowing both fwvernments and firms

(Ciocchini et al., 2003). If a firm operates in arrwpt country, investors oblige a

considerably greater return on debt. Also, cornmpitan create agency problems.
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Managers might choose to involve and accept thgeqso where they can take
bribes instead of analyzing the economic benefitsthe projects. Poor legal
enforcement makes it easier for managers to dresdurces from the firm to their
own private accounts, at the expense of bondholdessmanagers, government
officials also may try to create obstacles for Brto be able to obtain bribes. But all
of these attitudes cause waste and increase theatton costs in the economy.
Therefore, the greater the corruption, the higler ¢ost of borrowing is on the
markets, especially in international markets fothbibhe firms and governments of

those countries.

As debt markets, corruption has an impact on théteenarkets. By using firm

level data from 43 countries, Lee and Ng (2004)yeeathe correlation between
corruption and international corporate values. They that corruption significantly

lessens equity values. They document that firmsnore corrupt countries have
lower market multiples. They conclude that corraptihas significant economic
consequences for shareholder value. Since corruptiases a weak regulatory and
legal environment, corporate governance may beosaorse resulting in a boost in

the cost of equity.

While corruption has a negative impact on the ob&torrowing, some studies have
focused on the benefits of corruption (Leff, 1964, 1985; Kaufmann and Wei,

2000). They support the efficient grease hypothédmss hypothesis suggests that
firms that pay more bribes should have better acte<heaper credit. Therefore,
cost of capital must be lower (Kaufmann and WeiQ®O0 It expects a negative

relationship between bribes and effective wastatketiFirms that pay bribes can
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save time getting the officials to certify compkanwith regulations or securing
licenses. Some studies have found that some c@mrugbn be enviable (Leff,
1964). First, government officials may become mioegpful when they are paid.
Additionally, corruption enables entrepreneurs toveroome troublesome

regulations.

On the whole, corruption boosts the cost of borng{Ciocchini et al., 2003). Since
corruption makes the regulatory and legal envirammeeak, investors expect a
greater return on debt to provide credit to firmsorrupt countries. Therefore, the
lower the corruption, the better the governance thiedmore debt firms can have.
We expect positive correlation between better guece and leverage for all types
of firms. In a more corrupt environment, long-tedebt is easier to expropriate, so
that short-term debt is expected to be used maendfFan et al., 2011). Debt
maturity increases in the countries with betteregonance. Therefore, we expect a

positive relationship between better governancedaid maturity.

Hypothesis 30: Leverage is positively related viadter governance.
a. Leverage of small firms is positively related wittetter governance.
b. Leverage of large firms is positively related whiktter governance.
c. Leverage of publicly listed firms is positively agdd with better
governance.
d. Leverage of privately held firms is positively reld with better
governance.

Hypothesis 31: Debt maturity is positively relateith better governance.
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a. Debt maturity of small firms is positively relatedith better
governance.

b. Debt maturity of large firms is positively relatedith better
governance.

c. Debt maturity of publicly listed firms is positiwetelated with better
governance.

d. Debt maturity of privately held firms is positivetglated with better

governance.

2.3.3.2. Legal System

The legal system has an impact on the financiaktets of firms because finance
can be seen as a set of contracts. According toidglaxi and Miller (1958), debt
and equity are legal claims on the cash flow omér Moreover, Jensen and
Meckling (1976) point out that the types of contsaavhich are used to address
agency problems, are shaped by the statutory lasle degree to which courts
enforce those laws. Thus, the countryOs contrachpany, bankruptcy, and
securities laws and the enforcement of these lawsldmentally determines the
rights of securities holders and the operationirdricial systems. The legal system

is important because it provides protection to shalders and creditors.

Legal systems have significant differences and alstematically across countries
(La Porta et al., 1997). The reason for this syatendifference is its legal origin,
which is mainly divided as common law and civil la@ommon law is English in
origin and is made by judges who have to resolvecifip disputes. Moreover,

precedents from judicial decisions form common |&tve main point of this system
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is its judicial independence from both the exeaitand legislature. Alternatively,
civil law includes French, German, and Scandinaveams that are three major
families within the civil law tradition. Civil laworiginates in Roman law, uses
statutes and comprehensive codes as a primary méangering legal material, and

relies heavily on legal scholars to ascertain amch@ilate rules (Merryman, 1969).

Legal origin is important as it influences ownepslsitructure, dividend payout,
availability and costs of external financing, andrket valuations. When compared
to French and German civil law countries, invesights tend to be stronger in
Anglo-Saxon common law countries (La Porta et 99). Countries with strong
investor rights tend to have lower ownership cotregion and increase the
willingness of investors to provide financing theyedecreasing the cost of external
financing. Moreover, the legal system has alsouerited the type of external
financing that firms can have access to. Demirguatkand Maksimovic (1998)
find that an effective legal system is importantlie able to obtain long-term
financing by controlling opportunistic behaviourfsaorporate insiders. Thus, firms
in countries with strong legal systems in whichgany rights and, in particular, the
rights of investors are enforced are likely relyemuity and long-term debt as types
of external financing. Consequently, firms in conmmlaw countries have greater
access to bank and equity financing; whereas, fim@vil law countries are more

likely to use debt financing.

Since common law legal systems provide better ptiote to external investors than

civil law legal systems, firms in common law couegrcan use more outside equity

and longer-term debt (Demirguc-Kunt and Maksimo%@98; La Porta et al., 1999).
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Therefore, we expect that civil law is positivelyrielated with leverage and short-

term debt, while it is negatively related with letegm debt for all types of firms.

Hypothesis 32: Leverage is positively related wveithl law.

a. Leverage of small firms is positively related witil law.

b. Leverage of large firms is positively related waikiil law.

c. Leverage of publicly listed firms is positively adéd with civil law.

d. Leverage of privately held firms is positively red with civil law.
Hypothesis 33: Debt maturity is negatively relatath civil law.

a. Debt maturity of small firms is negatively relatedh civil law.

b. Debt maturity of large firms is negatively relatedh civil law.

c. Debt maturity of publicly listed firms is negatiyelelated with civil

law.
d. Debt maturity of privately held firms is negativalglated with civil

law.

2.3.3.3. Financial institutions

Financial systems are vital in providing informatiex ante about possible
investments and capital allocation. They mobilind @ool savings. Therefore, they
make trading, diversification, and management gk reasier. After providing

financing, they monitor investments and exert caaf@governance. They facilitate
the exchange of goods and services. These finafunations are provided by all

financial systems. Yet how well these financialteyss enable those functions
varies among countries. Financial development takésce when financial

intermediaries and markets improve the effectsnédrmation, enforcement, and
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transaction costs and do a correspondingly bedterai providing those functions

(Levine, 2004).

Information acquisition for investment decisiongastly, especially for individuals.
It is not possible for individuals to collect, pess, and produce information on each
possible investment and to assess firms, managerd, market conditions.
Therefore, financial intermediaries facilitate amecrease the costs of information

acquisition and process, thereby ameliorating Hoeation of resources.

By financial intermediaries, we mean banks andkstoarkets. Banks decrease the
costs of acquiring and processing information ahdrdaby improve resource
allocation. Without intermediaries, each investoould face large fixed costs
associated with evaluating firms, managers and a@uoan conditions (Demirguc-
Kunt and Levine, 2008). Therefore, intermediariagéhan important role for firms
to provide external funding. Previous studies iathcthat firms in countries with
weak financial systems obtain less external fimapci(Demirguc-Kunt and
Maksimovic, 1998; Rajan and Zingales, 1998). Ashsume expect a positive

relationship between bank development and levesadedebt maturity.

Banks play a leading role in terms of monitoringrbwers. Banks have economies
of scale in gaining information (Diamond, 1984). &sesult, they are more likely to
use the collected information to discipline borrosvas compared to small investors
depending on free rider problems. Hence, we exgeceloped banking sectors to

ease external financing, especially for small firms
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The other financial institution is stock markets.eWiscuss the impact of the
presence of a stock market in a country and therdévelopment of a stock market
on available funding. There are two main theorétamguments that discuss the
effect of the existence of a stock market on ab&ldunding. The first one is the
level effect (Levine, 1997). The existence of acktonarket increases liquidity;
therefore, it provides sources of funding that dsnused for investment. The
presence of a stock market also provides improweth€ial reporting standards and
amplifies investor confidence. By providing infornoam transmission, which is
especially valuable to creditors, the existence @tock market makes lending to
listed firms less risky (Grossman, 1976; Grossnrath $tiglitz, 1980). It boosts the
ability of firms to obtain long-term debt. The sadatheory is the efficiency effect
(Greenwood and Jovanovic, 1990 and Obstfeld, 19PH¢. existence of a stock
market, by providing better diversification and reamsed liquidity, improves
investment allocation directed toward higher retuiskier projects. Therefore, the
occurrence of a stock market is expected to bolst amount of investment

available in a country and to improve the efficigmath which it is allocated.

Most empirical research has focused on the devedopmof a stock market on the
external financing decisions of firms (Demirguc-Kamd Maksimovic, 1996, 1998,
1999; Levine and Zervos, 1998; Rajan and ZingalE®95). Stock market
development is important in the sense that theyicgmrove information quality,

monitoring, and corporate control. In larger andenajuid markets, information is
cheaper and firms have incentives to provide mafermation about the firms.

Also, liquid stock markets facilitate trading. Asessult, liquidity risk also decreases.
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Hence, those improvements make more funds availablee financial system to

finance firms.

Stock markets may also complement banks. In caswith underdeveloped stock
markets, firmsO debt level increases, as well aisyegvith developments in the
stock markets (Demirguc-Kunt and Maksimovic, 19%Xpck market development
indicates greater use of equity markets in raisaygtal and also encourages greater
use of bank financing (Demirguc-Kunt and Levine9@P Countries with better
developed stock markets also have better develdmetks and nonfinancial
intermediaries. The developments in the stock makwially increase the quantity
of bank loans. Demirguc-Kunt and Maksimovic (19963 a negative relationship
between the level of stock market development aeddtios of both long-term and
short-term debt to total equity and a positive elation between bank development

and leverage.

For financial institutions, we use three proxiespaisit money bank assets to central
bank assets, stock market dummy, and stock maukedver. The ratio of deposit
money bank assets to central bank assets is used paexy for the financial
development or the size of the commercial bankliation to the central bank. If
deposit money banks in a country have a larger ttde the central banks in the
banking system, it indicates that this country Hagher levels of financial
development (Beck et al., 2009). Moreover, if thember of commercial banks is
high, the competition among banks is high. This getition may end up lowering
lending interest rates encouraging firms to borrdwhigh number of commercial

banks or a financially developed banking system esakore funds available to
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firms. We expect positive relationship between d&pmoney bank assets to central

bank assets and leverage and debt maturity foyas of firms.

Hypothesis 34: Leverage is positively related wigiposit money bank assets

to central bank assets.

a.

Leverage of small firms is positively related witbposit money bank
assets to central bank assets.

Leverage of large firms is positively related wikbposit money bank
assets to central bank assets.

Leverage of publicly listed firms is positively adéd with deposit
money bank assets to central bank assets.

Leverage of privately held firms is positively riedd with deposit

money bank assets to central bank assets.

Hypothesis 35: Debt maturity is positively relatedh deposit money bank

assets to central bank assets.

a.

Debt maturity of small firms is positively relatedth deposit money
bank assets to central bank assets.

Debt maturity of large firms is positively relatagth deposit money
bank assets to central bank assets.

Debt maturity of publicly listed firms is positiwelrelated with
deposit money bank assets to central bank assets.

Debt maturity of privately held firms is positivelselated with

deposit money bank assets to central bank assets.
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Stock market dummy is included as a proxy for thesence of a stock market or an
active stock market. Since some of the countriesumsample do not have either a
stock market or an active stock market, we use rangly variable to analyze the
effect of the stock market. As banks, stock markgtsvide funds to firms. In

accordance with the efficiency effect, the exiseermf a stock market helps to
increase the amount of investment available in anty and to improve the

efficiency with which it is allocated. Thereforepuntries with an active stock
market provide more funds into the financial syst&s such, we expect a positive
correlation between the occurrence of a stock manke leverage and debt maturity

for all types of firms.

Hypothesis 36: Leverage is positively related vstibck market dummy
a. Leverage of small firms is positively related witttock market
dummy.
b. Leverage of large firms is positively related wigttock market
dummy.
c. Leverage of publicly listed firms is positively atéd with stock
market dummy.
d. Leverage of privately held firms is positively reld with stock
market dummy.
Hypothesis 37: Debt maturity is positively relateith stock market dummy.
a. Debt maturity of small firms is positively relatedth stock market
dummy.
b. Debt maturity of large firms is positively relatedth stock market

dummy.
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c. Debt maturity of publicly listed firms is positivelelated with stock
market dummy.
d. Debt maturity of privately held firms is positivetglated with stock

market dummy.

Stock market turnover demonstrates the activityliguidity of a stock market
relative to its size (Beck et al., 2009). The higtiee turnover ratio, the more active
the market is, while the lower the turnover ratize less liquid the market. The
liquidity of the stock market is important in thense that it facilitates trading. As a
result of that liquidity, risk reduces. Additionallhigh turnover eases the external
monitoring of firms by encouraging investors to cm@e informed. A liquid stock
market indicates higher use of equity markets ising capital (Demirguc-Kunt and
Levine, 1996). Therefore, firms prefer equity ficang over debt financing. As
such, we expect an inverse relationship betweesk starket turnover and leverage

and debt maturity for all types of firms.

Hypothesis 38: Leverage is negatively related wittk market turnover

a. Leverage of small firms is negatively related wgtock market
turnover.

b. Leverage of large firms is negatively related wgtock market
turnover.

c. Leverage of publicly listed firms is negatively atdd with stock
market turnover.

d. Leverage of privately held firms is negatively teth with stock

market turnover.
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Hypothesis 39: Debt maturity is negatively relateith stock market
turnover
a. Debt maturity of small firms is negatively relatetth stock market
turnover.
b. Debt maturity of large firms is negatively relatetth stock market
turnover.
c. Debt maturity of publicly listed firms is negatiyalelated with stock
market turnover.
d. Debt maturity of privately held firms is negativelgiated with stock

market turnover.

2.3.3.4. Financial Globalization

Financial globalization demonstrates how a coustfifdncial system is engaged
with international financial markets. This engagetaovides firms from countries
with underdeveloped financial systems to gain accks developed financial
markets. This engagement has the following benditst, firms in a country do not
have to bear all the risks related to the econamttvities of that country. On the
other hand, they have to bear the risks of othents at the same time. However,
both of these type of risks equalize each othea essult of diversification (Stulz,
1999). Additionally, with financial globalizatiorirms have to meet the disclosure
requirements in the global market in order to rdigeds. As such, monitoring of
management is increased and information and ageasis will be diminished.
Moreover, with this integration, domestic financsgistems are developed (Fischer,
1998; Mishkin, 2003). As a result, the cost of talpiessens and financing

constraints are loosened (Bekaert and Harvey, 2B8@30n and Warnock, 2003;
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Lins et al., 2005; Stulz, 1999). Hence, attendapicthe global markets signifies
lower costs of capital since firms that enter thabogl capital markets have access to

a greater amount of funding opportunities.

We proxy financial globalization with two variablesffshore bank loans to GDP
and offshore bank deposits to domestic bank degpoBlte ratio of offshore bank
loans to GDP is used as a proxy for financial diaation as an increase in offshore
loans makes more funding available in the counfiyerefore, increases in the
availability of funds enables firms to borrow movée expect a positive relationship

between leverage and debt maturity and offshonesléa GDP for all types of firms.

Hypothesis 40: Leverage is positively related woffshore bank loans to
GDP.
a. Leverage of small firms is positively related watishore bank loans
to GDP.
b. Leverage of large firms is positively related wittishore bank loans
to GDP.
c. Leverage of publicly listed firms is positively adéd with offshore
bank loans to GDP.
d. Leverage of privately held firms is positively rigdd with offshore
bank loans to GDP.
Hypothesis 41: Debt maturity is positively relatedh offshore bank loans
to GDP.
a. Debt maturity of small firms is positively relatedth offshore bank

loans to GDP.
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b. Debt maturity of large firms is positively relatedth offshore bank
loans to GDP.

c. Debt maturity of publicly listed firms is positielrelated with
offshore bank loans to GDP.

d. Debt maturity of privately held firms is positivelselated with

offshore bank loans to GDP.

The other proxy is the ratio of offshore bank dégow domestic bank deposits
demonstrating the proportion of deposits held byoantryOs citizens in off-shore
banks relative to deposits in domestic banks (Betkal., 2009). A lack of
confidence and trust in the domestic banking systeuses households and firms to
prefer offshore banks. Increases in offshore bagposdits cause decreases in the
available funds of the country. Therefore, limiththding indicates less firm
borrowing. However, we include this variable asgaxyg for financial globalization.
This variable reports the integration of domesticaricial systems into the
international financial system. Therefore, we woekpect a positive correlation
between the ratio of offshore bank deposits to dbiméank deposits and leverage

and debt maturity.

Hypothesis 42: Leverage is positively related vatfshore bank deposits to
domestic bank deposits
a. Leverage of small firms is positively related witffshore bank
deposits to domestic bank deposits.
b. Leverage of large firms is positively related witififshore bank

deposits to domestic bank deposits.
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c. Leverage of publicly listed firms is positively a¢ed with offshore
bank deposits to domestic bank deposits.
d. Leverage of privately held firms is positively rgdd with offshore
bank deposits to domestic bank deposits.
Hypothesis 43. Debt maturity is positively relatadth offshore bank
deposits to domestic bank deposits
a. Debt maturity of small firms is positively relatedth offshore bank
deposits to domestic bank deposits.
b. Debt maturity of large firms is positively relatedth offshore bank
deposits to domestic bank deposits.
c. Debt maturity of publicly listed firms is positiwelrelated with
offshore bank deposits to domestic bank deposits.
d. Debt maturity of privately held firms is positivelselated with

offshore bank deposits to domestic bank deposits.

2.4. Conclusion

In this chapter, we explained the capital structhemries and empirical literature on
capital structure and debt maturity and developedhtypotheses that we will test in
the empirical Chapters 4, 5 and 6. Capital strecpresents firmsO combination of
debt and equity financing. Capital structure themrisuch as trade-off, pecking
order, and agency theories, try to explain the ahdietween these two financing
options. In accordance with these theories, wendafe determinants and develop
the hypotheses. We use three sets of variables: lwvel variables, economic

environment variables, and financial environmemialkdes.
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The previous literature discusses the determinahtsapital structure both for
developed and developing countries (Titman and Wessl988; Rajan and
Zingales, 1995; Demirguc-Kunt and Maksimovic, 19B9pth et al., 2001). Rajan
and Zingales (1995) examine capital structure dmwssof large listed companies
for G-7 countries, while Booth et al. (2001) analyse financial leverage decisions
of listed companies for ten developing countrieawiver, those studies only
include large listed companies. Since most largdi firms from any country are
also players in international trade, they can gaadcess international financial
markets and institutions. It could be misleadin@tcept and generalize the results
of these studies for each firm, especially for SMEkernatively, work on SMEs
has been limited due to the unavailability of d@ame studies have discussed the
capital structure decisions of SMEs for a singlartoy (Van der Wijst and Thurik,
1993; Sogorb-Mira, 2005; Bartholdy and Mateus, 2006 on a cross country-
comparisons (Hall et al., 2004; Daskalakis and l&gjl 2008; Bartholdy and
Mateus, 2008). Hall et al. (2004) examine the cramsntry differences in SMEs
capital structure for eight European countriesudolg Belgium, Germany, Spain,
Ireland, Italy, Netherlands, Portugal, and the UKiey explain that the cross
country differences in SMEsO capital structureuss w firm specific rather than
country specific effects. In accordance with Halla¢. (2004), Daskalakis and
Psillaki (2008) support the effect of firm specifiactors in the capital structure
determinants of SMEs for France and Greece. Thesfincluded in both studies are
only small and medium size companies having lessn tl250 employees.
Alternatively, Bartholdy and Mateus (2008) inveatigthe capital structure decision
of SMEs from 1994-2004 for sixteen Western Europeaumntries. As opposed to

other researchers, they conclude that country Bpéactors also have an impact on
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leverage decisions. They also find that the traddl financing theories (trade-off

and pecking order) seem to hold for SMEs in arrivatonal setting.

The previous studies on SMEs are mainly focus enBbropean countries where
the economic and financial environment is simil&s a result, it could be

misleading to generalize the results of these studdnly Beck et al. (2008) have
examined small firms for a number of both developed developing countries.
However, their data provide limited firm level fima@al information, which did not

allow them to replicate the firm level controls dse capital structure papers. In the
light of those, we are going to investigate theitedstructure and debt maturity

decisions of firms specifically for SMEs.

In Chapter 4, we will discuss whether leverage detht maturity levels alter
according to the size and listing status of fir& will also analyse the impact of
the presence of a stock market on the leveragenaatdrity levels of firms. In

Chapter 5, we will investigate the determinantcapital structure in developing
countries. We will analyze whether capital struettineories are portable to small
firms and whether the economic and financial emrment of a country has an
effect on the capital structure decisions of firdmsChapter 6, we will look at the

answers to these questions in regard to the detfotrityadecisions of firms.

In the next chapter, we present the sources of thaeth we use to collect our
information. We discuss the methodology and theiegoab models that we apply.
The countries that we include in the sample areldging countries from different

regions. The countries included have different Ilevef financial development.
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Therefore, we can observe more accurately whetimarspecific or economic and
financial environment factors have an impact on tapital structure and debt

maturity decisions of firms.
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CHAPTER 3

DATA AND METHODOLOGY
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3.1. Introduction

The main focus of this chapter is to provide infatibon about the data and
methodology that we apply for the empirical Chap#r 5, and 6. We use various
databases including the World Bank Enterprise Sufee firm level variables, the

World Development Indicators for macroeconomic ables, the Worldwide

Governance Indicators, and the Financial Developraed Structure database for
financial environment variables. By combining thelsiéerent databases, we try to
present the leverage and debt maturity levels apthm the determinants of capital
structures and debt maturity for firms in develgpicountries. We have a huge
dataset containing 24 developing countries frone figgions from 1999-2004. In
total, we have 10,839 firms with up to three yeafata for a total of 27,738

observations. 48% (41%) of the observations arm fthe small (medium) firms,

while only 11% is for large firms.

In this chapter, we define variables that we wdeun the empirical chapters. We
have four main sets of variables: leverage and deditrity, firm level variables,
economic environment variables, and financial emmnent variables. The firm
level variables include asset tangibility, profitalp, and size. The economic
environment variables are included to proxy theneoaic environment of the
country. Those variables are GDP per capita, growiftation, interest, and tax.
Additionally, the financial environment variable=port the financial environment of
the country. The variables are corruption, legatey, financial institutions, and

financial globalization.
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This chapter also presents the empirical modelwatvill apply for the empirical
chapters and the methodology that we will use.&we have different firms among
various years, we elect to apply static panel datdysis. We estimate our empirical
models used in Chapter 5 and 6 by applying thedfi#ects method based on the
results of Hausman tests. Unlike recent studiescowdd not apply the dynamic
model due to the unavailability of the data. Ttasone of the limitations of this

thesis.

The remainder of this chapter is organized as\icdloSection 3.2 explains the data
that we use to collect the variables. In the Sac8@, we describe the variables that
we use. Section 3.4 presents the correlation coefi of the variables. In Section
3.5, we discuss the methodology that we apply tonese our models. Section 3.6
demonstrates the model that we will apply in theay@ars 4, 5, and 6. In the last

section, we provide our chapter conclusions.

3.2. Data

The dataset used in this thesis is gathered framusdatabases. The data for firm
level variables are collected from the World Banktdtprise Survey, economic
environment variables are derived from World Depetent Indicators, and

financial environment variables are from Worldwi@evernance Indicators and the
Financial Development and Structure database (Bé&cK., 2009). Legal origin of

the countries is collected from La Porta et al.98,91999). In our dataset, we
include 24 developing countries from 5 differentgioms including Ethiopia,

Malawi, South Africa, Tanzania, Zambia from the i&&n region; Cambodia,

Indonesia, and the Philippines from the East Asid Racific region; Brazil, Chile,
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Ecuador, El Salvador, Guatemala, Guyana, Honddliaaragua, and Peru from the
Latin America and Caribbean region; Morocco, Omand the Syrian Arab
Republic from the Middle East and North African iceg and Bangladesh, India,
Pakistan, and Sri Lanka from the South Asian regidre dataset includes 15,201
firms from the above mentioned countries for ughieee years. Firms are omitted
from the sample if they do not have both total iliaes and total assets. We also
exclude firms if their leverage ratio is higherrihane® Therefore, we end up with
10,839 companies and a total of 27,738 observatibms level variables in the
database are based on local currencies, so wertahgm to U.S. dollars using the

rate from the World Development Indicators.

We use the 2002 version of the survey becauseowiges information about

balance sheet items such as fixed assets, curssetsa total liabilities including

short-term and long-term debt, and equity-sharetalapt also includes sales and
expenses in local currency units for three yearsimportant feature of the survey
is that it covers small and medium size enterpri$be survey includes three types
of firms. Firms are defined as small if they hagssl than 50 employees. Medium
firms employ 51 to 500 employees, while large firane defined as those with more
than 500 employees. Only 20% of the database iesllarge companies and 80%
of it contains small and medium firms in equal px@ns. Therefore, most of the

firms are privately held companies.

A distinguishing feature of the World Bank EntegeriSurvey is its coverage of

small and medium enterprises. By using this dagbae examine the leverage and

3 If a firmOs leverage ratio is higher than onmgians that the firm goes bankrupt. ThatOs why we
excluded firms which have already gone bankrupt.
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maturity levels of firms and determinants of th@ita structure and debt maturity
decisions of firms. To our knowledge, this is thstfstudy that uses the Enterprise
Survey for that purpose. For instance, Rajan amgjales (1995) use the Global
Vantage database that contains accounting dathddargest listed companies in G-
7 countries, while Booth et al (2001) use the Imiipnal Financial Corporation
(IFC) database that includes abbreviated balaneetstand income statements for
the largest companies in ten developing countBesh papers only consider large
companies. Beck et al. (2008) focus on small fiensl use the World Business
Environment Survey (WBES) 1999, which had limitedmf level financial
information. They investigate flows of external dice as a proportion of
investment expenditures. They use the total amaininternal and external
resources used in a particular year rather thamati® of external total financing to
total assets. In contrast, our rich database allosdo investigate whether the
leverage and debt maturity levels of firms areattéht based on the size and listing
status of firms and whether their capital structanel debt maturity decisions are
affected by the same theoretical determinants pitaastructures and debt maturity

used in developed countries.

The data for our economic environment variablesPGigr capita, growth of GDP,
inflation, interest rate, and tax rates, are ctdecfrom World Development
Indicators (April 2008) by World Bank. We use anihdata for macroeconomic
variables since our firm level variables are endhef year accounting data and the

macroeconomic variables are based on the U.Srdolla
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For financial environment variables, we use twoabases: the Worldwide
Governance Indicators and Financial Development@tnaicture database. We use
Worldwide Governance Indicators 1996-2008 by Kaufmeet al. (2009) for

corruption of countries data. The corruption inthcas measured in units ranging
from -2.5 to 2.5. The higher values correspond éfteb governance and less
corruption in the country. Since the survey dodsmdude the years 1999-2001, we

take the averages for the years 1998-2000 for 268%2000-2002 for 2001.

We use legal origin data from La Porta et al. (198809) to proxy for the legal
system. The data for financial institutions andafioial globalization is collected
from the Financial Development and Structure datab@®eck et al., 2009). As a
financial globalization proxy, we use the ratio affshore bank loans relative to
GDP and the ratio of offshore bank deposits to diimdoank deposits as they are

the only variables available for all of the couatrin the dataset.

Thus, our sample includes 27,738 observations ¢batain 48% of small firms,
41% of medium size firms, and 11% of large firmsr PBrivately held and listed
firms, the total number of observations in the slemg 25,729 including 92% of

private and 8% of publicly listed companies.

3.3. Variables

In this section, we define the variables that weduis our empirical models. First,
we explain leverage and debt maturity. Additionallye present the firm level
variables, asset tangibility, profitability, andeaj and define them. After the firm

level variables, we focus on the economic enviramnoé a country by explaining
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GDP per capita, growth, inflation, interest, and variables. Finally, we consider
the financial environment of a country by discugsaorruption, the legal system,

financial institutions, and financial globalization

3.3.1. Leverage

We define leverag@_everage)as total liabilities to total assets (Rajan andigaies,
1995; Demirguc-Kunt and Maksimovic, 1996; Boothaét 2001; Daskalakis and
Psillaki, 2008). This ratio can be seen as a pfoxyvhat is left for shareholders in
the case of liquidation. The data for leverageoitected from the Enterprise Survey

Questions 81 and 82.

3.3.2. Debt maturity

We use three proxies for debt maturity: long-terabtdto total assets, short-term
debt to total assets, and long-term debt to tatak.d_ong-term debt to total assets
(LTD/TA)is defined as long-term liabilities divided bydbassets, while short-term
debt (STD/TA) is short-term liabilities to total assets (Demuogtunt and
Maksimovic, 1999). Long-term debt to total debéxpressed as long-term liabilities
to total liabilities (Demirguc-Kunt and Maksimovic999). Maturity of debt
depends upon the riskiness of the firm. Lendersatqrefer to offer long-term debt

if the firms carry high risk.

3.3.3. Firm level variables

We use three different ratios to proxy for firm déwariables: asset tangibility,

profitability, and size.
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3.3.3.1. Tangibility
Asset tangibility(Tangibility) is defined as total assets minus current assetsd(f
assets) divided by total assets. (Rajan and ZisgaR95; Booth et al. 2001) (Survey

Question 81).

3.3.3.2. Profitability
Profitability (Profitability) is calculated as earnings before interest andliaded

by total assets (Survey Questions 74 and'81).

3.3.3.3. Size

We measure size in three different ways. First,rihber of employees the firm
has is used to define the size (Survey Question/6#jm is classified as small if it
has less than 50 employees, medium size if it edsden 51 and 500 employees,
and large if it has more than 500 employees. Sizedummy variable for small and
large firms (Beck et al., 2008). The second size&suee used is calculated as the
logarithm of total sales (Survey Question 74) (Ragad Zingales, 1995; Booth et
al., 2001). The last measurement for size is therakalogarithm of total assets

(Harvey et al., 2004).

3.3.4. Economic environment variables
We use five macroeconomic variables to proxy thenemic environment of a
country: GDP per capita, growth rate of GDP, inflatrate, interest rate, and tax

rate (Demirguc-Kunt and Maksimovic, 1996, 1999).

“Earnings is calculated as total sales minus theafuditect raw material costs, consumption of
energy, manpower costs, interest charges, anddiaaees, other costs.

88



3.3.4.1. GDP per capita

GDP per capitédGDP/Cap)is the gross domestic product per capita of thanuy.

3.3.4.2. Growth
The Growth(Growth) is the GDP growth rate of the country. It is ird#d as a

measure of the growth opportunities availablernmdiin the economy.

3.3.4.3. Inflation
Inflation (Inflation) is the inflation rate of the country. Inflation nseasured based
on the GDP deflator, which is the ratio of GDPagdl currency to GDP in constant

local currency.

3.3.4.4. Interest rate

Interest ratéInterest)is the lending interest rate of the country.

3.3.4.5. Tax
Tax variable(Tax) is the countryOs highest marginal corporate tax(Bartholdy

and Mateus, 2008).

3.3.5. Financial Environment variables

We use four variables to proxy the financial enmm@nt of a country including

corruption, legal system, financial institutioneddinancial globalization.
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3.3.5.1. Corruption

Corruption(Corruption)is measured in units ranging from about -2.5 & Bligher
values mean better governance and, therefore, l@wvels of corruption. Different
survey questions are combined to measure corrypsiorthe range of questions
includes the frequency of Oadditional paymentstdhgngs doneO to the effects of
corruption on the business environment, to meagu@grand corruptionO in the
political arena or in the tendency elite forms nga@ge in Ostate captureO (Kaufmann

et al., 2009).

3.3.5.2. Legal system
For legal system, we use dummy variable for leg@jio (La Porta et al., 1998). If
the legal origin of a country is based on the diaw, it is equal to one, and zero

otherwise.

3.3.5.3 Financial institutions
Three variables, deposit money bank assets toatdmtink assets, stock market
dummy and stock market turnover are used to prdwey financial institutional

environment of a country.

3.3.5.3.1. Deposit money bank assets to central laassets
Deposit money bank assets to central bank agbéimchba)is the ratio of deposit
money bank assets to deposit money bank assetxcgitiml bank assets (Beck et

al., 2009).
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3.3.5.3.2. Stock market dummy
Stock market dumm{Stockmrk)s a dummy variable used to proxy for the presence
of a stock market or an active stock market. loantry has a stock market or an

active stock market, it is equal to one and zehemwtise.

3.3.5.3.3. Stock market turnover
Stock market turnovefTurnover)is the ratio of the value of total shares traded t

market capitalization (Beck et al., 2009).

3.3.5.4 Financial globalization
We use two variables, offshore bank loans to GD& @ffshore bank deposits to

domestic bank depositas a proxy for financial globalization of a country

3.3.5.4.1. Offshore bank loans to GDP
Offshore bank loans to GD[RIrbloan)is the ratio of offshore bank loans relative to

GDP (Beck et al., 2009).

3.3.5.4.2. Offshore bank deposits to domestic bamleposits

Offshore bank deposits to domestic bank depd€itfdep)is the ratio of offshore
bank deposits to domestic bank deposits indicatwegproportion of deposits held
by a countryOs citizens in off-shore banks relativdeposits in domestic banks

(Beck et al., 2009).
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3.4. Correlation coefficients

Table 3.1 presents the correlation coefficients ragnvariables. Panel A reports the
correlations among firm level variables. Panel Brigvides economic environment
data, while Panel C illustrates the financial eonment variables. Panel D presents
the results for economic and financial environmemtiables. Firm level variables
are not highly correlated among each other and gntloa variables for economic
and financial environment. In contrast, some higinredation exists among the
macroeconomic variables. The correlation betweerP Gier capita and tax is -
71.87%, while the correlation between interest @xds -61.04%. The variables for
financial environment are not highly correlatedcept for civil and turnover. The
relation between civil and turnover is -63.22%. fEhare some high correlations
between the variables for the economic and finamrigironment. GDP per capita
is positively correlated (69.34) with corruptiomtdrest and deposit money bank
assets to central bank assets are negatively atadeht 69.17%. Tax is also highly
related with the civil law legal system dummy aB.%/%, deposit money bank
assets to central bank assets at 73.86%, and stagket turnover with 64.43%.
There some correlation exists among the variables.assess the problem of
multicollinearity, a variance inflation factor (VJRest is performed among the
independent variables. This analysis is useful ébeminine which independent
variables may be involved in multicollinearities §Mtlala, 1992). Table 3.1 Panel E
presents the results for the VIF analysis. The Vdkies for all variables are lower
than 10, so collinearity is not a problem for oumalysis. Dependent variables,
leverage, long-term debt to total assets, shon-tibt to total assets, and long-term
debt to total debt are not highly correlated tonfilevel variables, economic, and

financial environment variables.
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Table 3.1 Correlation Matrix among variables

This table reports the Pearson correlation stesigtr firm level, macroeconomic, and financial eorment variables. Leverage is the ratio of tdiediilities to
total assets. LTD/TA is the ratio of long-term lidles to total assets. STD/TA is the ratio of gh@rm liabilities to total assets. LTD/TD is thatio of long-term
liabilities to total liabilities. Tangibility is mesured as net fixed assets to total assets. Ribfitas calculated as the earnings before taviddid by total assets.
Small and Large are included as dummy variablggaay for size. If the firm employs less than 50pdoyees, small takes a value of one, and zero wiber
Large takes a value of one if the firm has more t6@0 employees, and zero otherwise. GDP/Cap is Rapita in U.S. dollars. Growth is the annualngh
rate of GDP. Inflation is measured based on the @Bfator. Interest is the lending rate. Tax is liighest tax rate shown on the schedule of tax rapplied to
the taxable income of corporations. Corruption messthe perceptions of corruption in a countryil@ a dummy variable equal to one if the courtias civil
law legal systems, and zero for common law legsiesys. Dbacba is the ratio of deposit money bas&taso deposit money bank assets plus central dosswks.
Stckmrk is a dummy variable equal to one if thertpuhas an active stock market; and zero otherwisenover is the ratio of total shares traded trket
capitalization. Nrbloan is the ratio of offshorenkdoans relative to GDP. Offdep is the ratio dishbre bank deposits to domestic bank deposits.iftficates

significance at the 1% level, ** indicates sign#ice at the 5% level and * indicates significartca@ 10% level.

Panel A: Correlation Matrix of Firm level variables

Leverage LTD/TA STD/TA LTD/TD Tangibility| Profitaility Small Large
Leverage 1.0000
LTD/ITA 0.5651*** 1.0000
STDI/TA 0.7486*** -0.1205*** | 1.0000
LTD/TD 0.1176*** 0.7688*** -0.5090*** | 1.0000
Tangibility -0.2315** | 0.0244*** -0.3029*** | 0.1666** 1.0000
Profitability | -0.0349*** | -0.0310** | -0.0177*** | -0.®32** |-0.0189*** | 1.0000
Small -0.2734** | -0.2127*** | -0.1617*** | -0.1163*** | Q1037*** -0.0556*** 1.0000
Large 0.1339*** 0.1309*** 0.0601*** 0.0909*** -0.087*** | 0.0557*** -0.3367*** | 1.0000
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Panel B: Correlation matrix of Economic Environmeatiables

GDP/Cap Growth Inflation Interest Tax
GDP/Cap | 1.0000
Growth -0.5160** | 1.0000
Inflation 0.0376*** -0.3670** | 1.0000
Interest 0.4161*** -0.4489** | 0.2385*** | 1.0000
Tax -0.7187** | 0.4618*** 0.0061 -0.6104** | 1.0000

Panel C: Correlation matrix of Financial Environmerariables

Corruption Civil Dbacba Stockmrk Turnovel Nrbloan Offdep
Corruption | 1.0000
Civil 0.2109*** 1.0000
Dbacba -0.4458** | -0.3970** | 1.0000
Stockmrk 0.1874%** -0.2519*** | 0.0286*** | 1.0000
Turnover -0.2690*** | -0.6322*** | (0.2558*** | 0.2299*** | 1.0000
Nrbloan -0.0114* 0.2947*** 0.3330*** | 0.0641*** -0.139*** | 1.0000
Offdep -0.2913*** | 0.0533*** 0.0144** -0.0669*** | -00706*** | 0.1202*** | 1.0000

94




Panel D: Correlation Matrix for Economic and FinaatEnvironment variables

GDP/Cap Growth Inflation Interest Tax Corruptio Civil Dbacba Stockmrk Turnover Nrbloan Offde
GDP/Cap 1.0000
Growth -0.5160** | 1.0000
Inflation 0.0376*** -0.3670*** 1.0000
Interest 0.4161** -0.4489*** 0.2385*** 1.0000
Tax -0.7187** | 0.4618*** 0.0061 -0.6104** | 1.0000
Corruption 0.6934*** -0.0945*+* -0.1867*** 0.0595** -0.5245*** 1.0000
Civil 0.4898** -0.4489** | -0.1534*** | 0.2786*** -0.6857** | 0.2109*** 1.0000
Dbacba -0.5006*** 0.4313*** -0.1694*** -0.6917** 07386*** -0.4458*+* -0.3970*** 1.0000
Stockmrk 0.3273*** -0.1315%* | 0.1569*** 0.1052** 00656*** 0.1874*= -0.2519** | 0.0286** | 1.0000
Turnover -0.3952** | 0.3965*** 0.2168*** -0.2592** | 0.6443** -0.2690** | -0.6322*** | 0.2558*** | 0.2299*** 1.0000
Nrbloan 0.1613*** -0.2539*** 0.0583*** -0.4852*+* 01264*** -0.0114* 0.2947** 0.3330*** 0.0641*+* -01139*** 1.0000
Offdep -0.0433** | -0.1961** | 0.2027** 0.0061 0.013* -0.2913** | 0.0533*** 0.0144** | -0.0669*** | -0.0706*** | 0.1202** | 1.0000

95



Panel E: VIF test

VIF

Tangibility 1.08

Profitability 1.03

Small 1.25
Large 1.15
GDP/Cap 7.71
Growth 2.79
Inflation 1.76

Interest 6.44
Tax 9.04
Corruption 6.12
Civil 3.99

Dbacba 5.41
Stockmrk 1.82
Turnover 3.18
Nrbloan 3.57
Offdep 1.37

3.5. Methodology

In this section, we discuss the methodology thabp@y to estimate our models in
the empirical Chapters 4, 5, and 6. In Chapter & pvesent the summary statistics
of variables for each country. Since our samplduthes 24 countries, we first
investigate whether the differences among variainlesach country are statistically
significant by applying an F-test. Then, we examiteether the leverage and debt
maturity levels show differences based on the sizé¢he firm or listing status.
Moreover, we will analyse the differences in levis firms in countries with and
without a stock market. We will apply a t-test ®eswhether the differences in
levels are statistically significant. By applyifgese significance tests, we can verify

the truth or falsify our hypothesis (Gujarati, 1995

For Chapters 5 and 6, we apply panel data anakshave 10,839 companies over

® Most of this section is based on Baltagi 2008.
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two or three year time periods across 24 count®asce the time period for each
firm is different, we have an unbalanced panel. Mply the panel data analysis as
this gives us the opportunity to analyze our fiewdl data across countries and time.
Panel data analysis provides regression analydis both spatial and temporal
dimension. The spatial dimension presents to aoBetoss section observations,
such as countries and firms. In contrast, tempdnalension relates to periodic
observations of the variables describing thesescsestional units over a particular
time period. Therefore, panel data refers to thelipg of observations on a cross
section of firms over several time periods. Panaadproposes that firms are
heterogeneous, whereas, cross-section and timessgasta cannot control for this
individual heterogeneity that may cause biasedltsesliherefore, panel data can be
considered a better method to account for the bgeeeity of firms. Since panel
data combines cross-section and time series modiéisn the same model, it
provides more informative data, more variabilitgss collinearity among the
variables, more degrees of freedom, and more effogi. When compared to cross-
section data, panel data improves the accuracy cohanetric estimates by
diminishing collinearity among the explanatory ahtes. Additionally, time series
models have problems with multicollinearity. Howegven the panel data, since
more variables were present in a cross sectiors basiadded, this problem is less
likely to occur. By adding more informative datanel data provides more reliable
parameter estimates. Furthermore, panel data terlsile to study the dynamic of
adjustment when compared to other models. Fornostait is not possible with
cross-section data to observe how the firmsO kagiitectures change during
financial development. Panel data enables us &ter¢hose changes from one point

in time to other changes at another point in ti(Baltagi, 2008)
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The most widely used panel data models are theedaelgression model, the fixed
effects model, and the random effects model. Thagaoregression model is the
simplest model and it proposes constant coeffisiehliis means that intercepts and
slopes are the same for all the firms and periods method implies that estimated
cross section is identical and it is better under hypothesis that the data set is a
priori homogeneous (e.g., if we have a sample dy ¢iigh income countries)

(Asteriou and Hall, 2007).

The fixed effects model is more general than th@lggbmodel, in the sense that the
fixed effects enable us to analyse the differenitesn one country/firm and/or
period to another. The model permits for differamiercepts for each country/firm
and/or period. The fixed effects estimator is &sown as the least-square dummy
variables estimator. It contains a dummy varialde éach group; therefore, it

permits for different constants for each group.dthe model is:

8 .1

Youss ( 38) * U+ -vwsd * g - 1e0wme) ¥ 578 12340ih5 s

i=1,2,..10,83%= 1999,E,2004
WhereD;/Vi; is the leverage or one of the debt maturity rafioghei™ firm at time

t. Fij: reports the firm level variables, whilgy; is the economic environment

variables, andfin;; represents the financial environment variables.
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To decide whether the fixed effects method is @aplie or not, we should apply a
test to see whether fixed effects (i.e., differemhstants for each group) should be
included in the model. To do so, a standard Fdastbe used to check fixed effects
against the pooled method. The null hypothesikas &ll the constants are the same
(homogeneity), and if the null hypothesis cannotédjected, the pooled method is

applicable.

Ho=!1=!,=13=EEE.= 1§

The F statistic is:

F= (Re!RIND __coianm noK (3.2)
L RL)/(NT N R

where R%, is the coefficient of determination of theefi effects model an& s the

coefficient of determination of the pooled modéF-{statistical is bigger than the F-

critical, then we reject the null hypothesis (Agtarand Hall, 2007).

We use period fixed effects rather than countryfirar-specific fixed effects. First,
as in Booth et al. (2001), we try to include thertioy fixed effects since we have
24 countries in the sample. When we include botleroeonomic variables and
country dummies, the macroeconomic variables bedosignificant. The country
dummies take the impact of the macroeconomic viesahs Lemmon et al. (2008)
predicted® Therefore, we omit the country dummies since thecnweconomic
variables can show the differentiation among caestrWe could not apply firm-

specific fixed effects either since the firms iradad in the sample have observations

® Please see the Appendices Tables 2-4 for thetsdsulcountry fixed effects.
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for only two or three years. The firm fixed effdakes the effect of firm specific
variables. Lemmon et al. (2008) support these aemisn They conclude Othe
majority of variation in leverage in panel of firns time invariant.O In addition,
including firm or country specific fixed effectsdreases the model fit, but at a cost
of fewer degrees of freedom and a loss of gengralithe model. Hence, too many
dummy variables prevent us from reaching a gerwenatlusion. ThatOs why we use

period fixed effects.

The loss of degrees of freedom can be avoided Img ws random effects model.
Unlike the fixed effects model, the random effauisdel assumes that the intercept
is a random variable. This model explains diffeemaen D;/V;; across firms as

omitted variables captured by a random error tdime. model is:

4
' . 3.3
§%#$&( & ¥ T uad ¥ g - 180wme) * 57812340y 5)5 s (3:3)

i=1,2,..10,83% = 1999,E,2004

The difference between the fixed effects and randdfacts method is that the
random effects method handles the intercepts fon saction not as fixed, but as
random variables. The random effects model contams types of random
disturbancesy and!;;, such as firm specific and time specific. The tigpecific
effects are considered as random over repeatediegmyhile in the fixed effects
model, these effects are considered as fixed. Tthes,random effects model
contains two types of random disturbances, whetteadixed effect model is just

one which is time specific.

100



When compared to the fixed effects model, the rama@dfects model has fewer
parameters to estimate. The random effects molbelsfor additional explanatory
variables, which have equal value for all obseorstiwithin a group (e.qg., it permits
the use of dummies). Alternatively, one disadvaataigthe random effects model is
that it requires specific assumptions about theildigion of the random component.
Also, if the unobserved group-specific effects aoerelated with the explanatory
variables, then the estimates will be biased andnsistent. Overall, the difference
between the fixed effects and random effects madetsat the fixed effects model
supposes that each period varies in its intercaptb,twhereas the random effects

model assumes that each period differs in its eéeron (Asteriou and Hall, 2007).

To decide which method to use, we apply the Haust@sin The Hausman test is a
specification test proposed by Hausman (1978) wiscbased on the correlations
between the regressors and the unobserved or dodiveffect. The Hausman test is
important to test the assumption of whether unaleskand observed explanatory
variables are correlated. The fixed effect estimasoconsistent even when the
estimators are correlated with the individual efféicthey are correlated, the fixed
effect is consistent, but the random effect is cmisistent. Therefore, we actually
test in the null hypothesis gHthat the random effects are consistent and effici
versus alternative hypothesis;jHhat the random effects are inconsistent (as the
fixed effects will be always consistent). The Haasntest uses the following test

statistic:

L <k 2+ DB A? %DEH g ARB_ 2 + o AHI I<KA (3.4)
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If the Hausman statistic is small, we cannot refleetnull hypothesis; therefore, the
random effects model is consistent. On the othedhiit is large, the fixed effects

estimator is more appropriate.

Table 3.2 Hausman test

Leverage for Chapter 5

Test Summary Chi-Sq. Statistic Chi-Sq. d.f. Prob.
Cross-section random 841.37 15.00 0.00
LTD/TA for Chapter 6

Test Summary Chi-Sq. Statistic Chi-Sq. d.f. Prob.
Cross-section random 348.44 15.00 0.00
STD/TA for Chapter 6

Test Summary Chi-Sq. Statistic Chi-Sq. d.f. Prob.
Cross-section random 1021.40 15.00 0.00
LTD/TD for Chapter 6

Test Summary Chi-Sq. Statistic Chi-Sq. d.f. Prob.
Cross-section random 676.05 16.00 0.00

Table 3.2 presents the results for the Hausmanwésapply the test for each model
that we use in Chapters 5 and 6. According to élg tve reject the null hypothesis
that the random effecst model is consistent in eade. Therefore, in accordance

with our test results, we apply the fixed effectsdel.

The model that we apply is the static panel moBat. most of the recent studies
apply the dynamic models. For instance, Antoniowalet(2006) use the dynamic
model to estimate debt maturity due to the preseh@substantial autocorrelation
in the residuals. They conclude that current leyerar maturity may depend upon

the past leverage or maturity; therefore, they psepthat the dynamic model is
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more appropriate than static. Due to data limitetjcas we have only two or three
years of firm level observations, we could not gpble dynamic model. As such,

this is one of the limitations of this thesis.

3.6. Empirical Models

In this section, we explain the models that wetosexamine our research questions.
In Chapter 4, we investigate the significance ffiedences in leverage and the debt
maturity levels of firms. In Chapter 5, we analythe effect of determinants of
capital structure on leverage decisions of firms.Qhapter 6, using the same
determinants, we examine the debt maturity strectlecisions of firms including
long-term debt to total assets, short-term deliotal assets, and long-term debt to

total debt.

The purpose of Chapter 4 is to analyse the leveaadadebt maturity levels of firms
in developing countries. First, we will apply antdst to examine whether the
differences in variables among the countries aaéissically significant. Then, by
conducting a t-test, we will compare the significaf differences in leverage, debt
maturity, tangibility, and profitability levels @mall and large firms. We will do the
same comparison for privately held and listed camgsa Finally, we will examine
the effect of a stock market on the leverage andumtya decisions of firms,
including small vs. large firms. We will conduct-gest to examine the significance

of the differences for the firms in countries wathd without a stock market.

The purpose of Chapter 5 is to investigate therdetants of capital structure in

developing countries. The basic empirical modet txa apply in Chapter 5 of this
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study is a regression of the measure of firmOdidtdities to total assets (leverage)
against the firmOs tangibility of assets, profitgband size, macroeconomic factors
including GDP/Cap, growth, inflation, interest, atak and financial environment
factors such as corruption, legal system, finangratitutions, and financial
globalization. In Chapter 6, we examine the impaictirm level, the economic
environment, and the financial environment on tibtanaturity decisions of firms.
This refers to:

Leverage/Debt maturity = f(firm level variables,oaomic environment factors,

financial environment factors)

The functional form of our model is as follows:

L (3.5)

Youss ( 38) * %+ -vwsd * g - 1e0wme) ¥ 578 12340ih5 s

i=1,2,..10,83%=1999,E,2004

For the Chapter 3);/Vi: presents the leverage as total liabilities tol tatsets for
thei™ firm at timet. Fi;: provides the™ firm level variables such as asset tangibility,
profitability, and size, whilé; ; represents the™ economic environment variables
including GDP per capita, growth, inflation, intsteand tax at timd. Fin;;
presents thé" financial environment variables, which are corraptilegal system,
deposit money bank assets to central bank assstk,rmarket dummy, stock market
turnover, offshore bank deposits to GDP, and offsHzank deposits to domestic

bank deposits at tinte

For the Chapter 6, we apply the same model by ¢hgrnipe dependent variable.

Di/Vi presents the debt maturity for tffefirm at timet. For debt maturity, we use
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three proxies, such as long-term debt to totaltasslort-term debt to total assets,
and long-term debt to total debt. We use the sardepiendent variables that we
apply for empirical Chapter 5. Only when we useglkberm debt to total debt as the
dependent variable, we also include leverage aobtiee firm-level variabless;

demonstrates the firm level variablds, . represents the economic environment

variables, andfin;;; presents the financial environment variablesmaéti

In both Chapters 5 and 6, we first estimate thevalemuations for leverage and debt
maturity. Then, we divide the sample based on e & a firm as small, medium,
and large. We repeat each estimation for each grédier that, we test the
robustness of our results by using different debns of size, such as logarithm of
sales and logarithm of assets. Finally, we disistgdirms based on their listing

status and estimate the above models for privagy and publicly listed firms.

3.7. Conclusion

In this chapter, we explained the data and metloggothat we apply in the thesis.
First, we discuss our data sources and define #nables that we generate. We
gathered the variables from various databasesyWbd Bank Enterprise Survey,

World Development Indicators, Aggregate Governahmdicators, and Financial

Development and Structure Database. In the sann@ehave 10,839 companies
with a total of 27,738 observations that contaifodd small firms, 41% of medium

size enterprises, and 11% of large firms. Moreo9@fo of the firms are private

companies, while 8% are listed firms.
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We are using four sets of variables. The firsteigetage and debt maturity. The
second group is firm level variables including agsegibility, profitability, and
size. The economic environment variables are GDPcppita, growth, inflation,
interest, and tax. The financial environment vdaalare corruption, legal system,

financial institutions, and financial globalization

Then, we examined the methodology to find the gmiate one for our analysis.
Unlike recent studies, we will use the static modet apply the fixed effects
method. We could not apply the dynamic model duéhéounavailability of data.

Finally, based on the appropriate method that wseconstructed the models for

Chapters 5 and 6.

In Chapter 4, we will analyse the leverage and dedturity levels of firms in

developing countries. We will examine whether theefage and maturity levels
indicate differences based on the size and lisstafus. Moreover, we will

investigate the impact of the presence of a stogiket on the leverage and maturity
levels of firms. In Chapter 5, we will discuss theterminants of capital structure by
analysing the effects of firm level, economic, dindncial environment variables on
leverage. We will employ robustness tests and ihdik analysis to investigate the
determinants of leverage for different types ofnfit In Chapter 6, we will examine
the determinants of the debt maturity structureusing long-term debt to total

assets, short-term debt to total assets, and kmg-tdebt to total debt and
demonstrate the effect of firm level, economic, &éindncial environment variables
on them. We also apply additional analysis to exanthe differences between

small and large firms and privately held and puplisted companies.
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CHAPTER 4

STYLIZED FACTS: LEVERAGE AND DEBT MATURITY IN

DEVELOPING COUNTRIES
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4.1. Introduction

The purpose of this chapter is to provide an intldejscussion about the databases
that we use and provide the preliminary analysisegrrage, debt maturity, and the
determinants of capital structure across countiiée. distinguishing feature of the
World Bank Enterprise Survey is its coverage foalsmand medium enterprises. By
using this database, we analyze the impact of@izthe leverage and debt maturity
levels of firms and make comparisons with thosdefeloped countries. Since this
is the first thesis to use the World Bank Entemr&urvey, the discussion of the
dataset is an original empirical contribution. lmstchapter, we also explain other
data sources in addition to the World Bank Entegpiburvey. As we previously
mentioned in Chapter 3, in addition to the WorlchB&nterprise Survey, we also
use the World Development Indicators for the ecaoanvironment variables and
the Worldwide Governance Indicators and Financiavé&opment Structure
database for the financial environment variablesthBthe World Development
Indicators and the Financial Development Structlaebase are provided by World
Bank, whereas the Worldwide Governance Indicateessambined by using various
data sources by Kaufmann et al. (2009). By mergimge different databases, we
create a huge dataset containing 24 developingtgesirirom five regions. In total,
we have 10,839 firms up to three years. As a reswdt have a total of 27,738
observations. 48% (41%) of the observations ama fsmall (medium) firms, while

only 11% is large firms.

Additionally, we present the summary statisticsevkerage and debt maturity, firm-
level variables, economic environment, and findnemwironment variables for each

country in the sample. Since our sample includedifidrent countries, we examine
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whether there is a difference in the leverage aett dnaturity, firm-level
determinants, and economic and financial envirortmaemo see whether these

differences among countries are statistically igant, we apply an F-test.

Moreover, we investigate the impact of size on lgwerage and debt maturity
decisions of firms in developing countries. Thevoas literature documents the
leverage and debt maturity levels of large listechpanies in both developed and
developing countries (Rajan and Zingales, 1995;tBab al., 2001). There are few
studies that focus on the leverage and debt matdetisions of small companies
(Michaelas et al., 1999; Hall et al., 2004; Sogbtiba, 2005; Daskalakis and
Psillaki, 2008). However, the main focus of alldas for small companies is based
on the European countries. Since the economic arahdial environments of
developing countries are not similar to Europeamées, it could be misleading to
generalize their results for all countries. Therefoby using the World Bank
Enterprise Survey, we find the leverage and debtumty levels of small and
privately held firms. To our knowledge, this is timst thesis to use this database to
present the debt and maturity levels of small finmsdeveloping countries. We
compare the averages of leverage and debt matexigls, as well as firm level
determinants of small and large firms. Furthermare investigate the leverage and
maturity levels of privately held and publicly kst companies. Finally, we examine
how the presence of a stock market affects themadténancing decisions of firms.
We compare the leverage and debt maturity levelsnodll and large firms in
countries with and without a stock market and itigase whether the differences in
leverage and maturity levels are statistically gigant by conducting a univariate

analysis. Hence, we are looking to answer theotig questions:
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¥ Are the leverage and debt maturity levels of snaadd large firms
different in developing countries?

¥ Do the leverage and debt maturity levels show ifiees between
privately held and listed companies in developiogntries?

¥ Does the presence of a stock market have an ingpattie leverage and

debt maturity levels of firms?

By using the World Bank Enterprise survey data,fiwwd that small firms are less
levered and have shorter maturity when comparethrge firms in developing
countries. Firms in a country with a stock markat cse more leverage and longer
debt maturity than firms in a country without acitamarket. This difference is
higher, especially for small firms. In contraste taverage leverage of large firms in
countries with an active stock market is closeht @average leverage in developed
countries. Therefore, the presence of an activekstoarket is important for the

external financing of firms in developing countries

The remainder of this chapter is organized as VidloSection 4.2 explains the
databases that we use to collect the variablegioBet¢.3 presents the descriptive
statistics for each individual country, while Seati4.4 provides the stylized facts.

Section 4.5 concludes the chapter.

4.2. Data Sources
The dataset used in the thesis is gathered fromousdatabases. The data for firm
level variables are collected from the World Banktdfprise Survey, economic

environment variables are from the World Developiredicators and the financial
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environment variables are from the Worldwide Goaewe Indicators and Financial
Development and Structure database. In additiothdg we use legal origin data
from La Porta et al. (1998, 1999) to proxy the leggstem. In our dataset, we
include 24 developing countries from 5 differentgioms including Ethiopia,
Malawi, South Africa, Tanzania, and Zambia from #feican region; Cambodia,
Indonesia, and the Philippines from the East Asid Racific region; Brazil, Chile,
Ecuador, El Salvador, Guatemala, Guyana, Honddliaaragua, and Peru from the
Latin America and Caribbean region; Morocco, Omand the Syrian Arab
Republic from the Middle East and North African iteg as well as Bangladesh,
India, Pakistan, and Sri Lanka the from South Asigion. The sample includes
10,839 firms and 27,738 observations. In the foll@asection, we will first explain
the World Bank Enterprise Survey. Then, in Sec#bR.2, we will discuss the
World Development Indicators. Section 4.2.3 exdime Worldwide Governance
Indicators by Kaufman et al. (2009). Section 4.2ldscribes the Financial

Development and Structure database.

4.2.1. World Bank Enterprise Survey

The World Bank Enterprise Survey is a major crasgignal survey conducted in
developing countries and emerging markets. Itfisnalevel survey that provides a
sample of an economyOs private sector. The sumeyt@ collect information about
the business environment in the country includircgeas to finance, corruption,
infrastructure, crime, and competition. It also \pdes data for some of the
performance measures, such as fixed assets, caseeits, total liabilities including
short-term and long-term debt to total assets apdtyeshare capital, as well as

sales and expenses. The survey sample representdtire non-agricultural private
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economy. The overall sample involves selected nsuifing industries, service
industries, and other relevant sectors of the emgnoThe service companies
included in the survey are construction, retail, olesale, hotels, restaurants,
transport, storage, communications, and IT. Rarelg, few countries, companies in
other sectors, such as education or health relatethesses, are included. In each
country, companies in the cities or regions of m&conomic activity are chosen
and the firms with five or more employees are airffeednterview. Companies that

are 100% owned by the government/state do notgakean the survey.

The number of interviews that will take place ixided based on the size of the
economy. In larger economies, 1,200-1,800 intersignave been made, 360
interviews occur in medium-sized economies, and 1&@rviews in smaller
economies. The size of the economy is measuredd baisethe Gross National
Income (GNI). The country is accepted as large econif its GNI is more than
$500 billion, a medium-sized economy if it is betne$100 to $500 billion, and

small if it is between $15 and $100 billion.

The survey is performed by private contractors emaf of the World Bank.
Government agencies or organizations connectedwergment are not included in
the data collection since some questions in theesuare related to business and
government relations and bribery. But the survags done in collaboration with
business organizations and government agenciethérecord of eligible firms.
Mainly, the list of eligible firms is obtained froime countryOs statistical office.
However, in some cases, the master list of firmecpuired from other government

agencies, such as tax or business licensing atiésonr sometimes taken from
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business associations or marketing database Ifsthof firms is not approachable
in one of those ways, then a sample of firms iste via block enumeration by the
World Bank. First, a countryOs cities of major eouin activity are divided into

clusters and blocks. Then, a subset of blocks lscte®l and enumerated. In that
way, World Bank creates an eligible list of firmsamually. In any case, the
confidentiality of the survey respondent is nevempromised since it is important
to have the highest number of participants andgitie and confidence in the

guality of the data.

The survey is done based on face-to-face intervawisit follows two stages. In the
first stage, from the list of the firms, eligiblerhs are selected using a Screener
guestionnaire. Contact information and some aduliacontrol information are
gathered from those eligible firms via phone. A¢ #econd stage, two versions of
the survey, Manufacturing or Services, is impleradnbased on the type of the
eligible firm via a face-to-face interview. Thenedwo kinds of questionnaires: the
manufacturing questionnaire and the services questire. Most of the questions
are the same except those that are not relevdhataype of business. For example,
guestions about production and non-production warkkee not applicable to retail
companies. Both the manufacturing and servicestigmesires included thirteen

sections structured by topic:

¥ Section A: Control Information: Gathered informatim the first stage

of application.

¥ Section B :General information: properties of tbenpanies.
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¥ Section C: Infrastructure and Services: power, watansport, and
communication technologies.

¥ Section D: Sales and Supplies: imports, exportgplyuand demand
situations.

¥ Section E: Degree of Competition: number of contpeti and
technology.

¥ Section F: Capacity.

¥ Section G: Land: land ownership, land access issues

¥ Section I: Crime: extent of crime and losses dueitoe.

¥ Section K: Finance: sources of finance, accessetitc

¥ Section J: Business-Government Relations: quafityublic services,
consistency of policy, regulatory compliance cqstanagement time,
bribes).

¥ Section L: Labour: employment, training, skills.

¥ Section M: Business Environment: ranking of genebaitacles.

¥ Section N: Performance: numbers and figures neddedstimate
performance or productivity.

¥ Section F: Capacity: use of production capacityre®f operation, is

a section only contained in the manufacturing qoesaire.

Most of the questions, more than 90%, objectivadtetmine the characteristics of

the business environment of a country. The remaiatiguestions, the obstacles to

firm growth and performance, examine the viewsur¥sy respondents.
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As a survey respondent, business owners and topgaeeihave been surveyed for
each company. When necessary, company accountsuanan resource managers
take part in the survey on behalf of the businegsen or top manager to answer

guestions in the sales and labour sections ofuheyg.

Methodology

The methodology used for the sampling of the surigeya stratified random
sampling with replacement method. In random sargpliall members of the
population have the same probability of being chosexd no weighting of
observations is needed. As opposed to a simplenarsdmple, a stratified random
sample divides all population units into homogerseguoups and, within each
group, simple random samples are chosen. Theretuseemethod helps handling
estimates for each of the strata with a specifee@ll of accuracy, while population
estimates can also be estimated by properly weightidividual observations. The
sampling weights deal with the varying probabifitief selection across different
strata. The strata for the Enterprise Survey amm fize, business sector, and
geographic region within each country. Firm sizdiisded into three groups based
on the number of employees as small firms (5-1®diom firms (20-99), and large
firms (100+). Sector breakdown is usually manufanty retail, and other services,
while geographic regions within a country are del@dased on which cities or

regions collectively contain the majority of econoractivity.

Since the enterprise survey contains more thanid@@ators, computation of a
minimum sample size is difficult due to the varianaf each indicator. Also, the

time necessary to obtain permission for the quatnté variables, such as number of
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employees and sales, are limitless; thereforeprfacticality, total sales are selected
to be the most vital quantitative variable in thevey. Due to the highly skewed
distribution of sales, the essential sample sizdarterpretations about its mean is
predictably too large. Hence, to take large valigbithe sample size is calculated
according to the logarithm of sales. For each a&trat minimum sample size is

computed based on a 7.5% precision on estimategaiflsales.

Most of the indicators in the Enterprise Survey @leulated based on proportions;
for instance, a percentage of firms that are in#dlin X activity or chose Y action.
To simplify the computation of sample size, theiarace of proportion is bounded.
The minimum level of precision is assured by assgnthe maximum variance
(0.5). Assuming maximum variance, the sample saescalculated based on the
estimates of proportions with 5% and 7.5% precigmo®0% confidence intervals by

using Equation 4.1.

G8

J
. 8 /
48 B HOTIELEGX Y (4.1)

whereN is the population sizé, stands for the population proportigpequals to 1-

P, k is the desired level of precision, aZg(égu\,M is the value of the normal standard

coordinate for a desired level of confidencd,. Ior instance, if the population is
10,000, then at the 5% precision minimum, the sangite is 270 and at 7.5%

precision minimum, the sample size goes down tb 12
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The generated sample sizes from the surveys areetdgigh for the selected
industries to perform statistically robust analyseish levels of precision at a
minimum 7.5% precision for 90% confidence intervabout estimates of
population percentage at the industry level aniinesés of the mean of log of sales
at the industry level. A 7.5% precision of an estienin a 90% confidence interval
implies that the population parameter is within th&% range of the observed

sample estimate, except in 20% of the cases.

The major problem of the Enterprise Survey is thatsample represents only firms,
which are keen to participate in the survey. lfiraxfrefuses to participate in the
survey, a willing party substitutes it. Only wilgrfirms attend the survey; therefore,
firmsO systematic refusal to participate mightcafiee randomness of the sample.
The refusal to attend the survey might be due ¢éoettonomic structure since some
firms may drop out of the market or it may be do¢he managerOs reaction. There
could be couple of reasons for the managersOareaktr instance, it could be due
to low productivity, effects of negative featuréshe investment climate refuses to

participate, or due to a previous experience wieghdurvey.

Another problem in Enterprise survey is non-respogsestions. This is a severe
problem for the collection of accounting data t@lgse the performance of firms,
such as sales, employment, cost of labour, rawmakgteand net book value of fixed
assets. The sampling strategy for non-responsesitactors is up to 25% non-
response per stratum; therefore, there are adequedponses to calculate
performance indicators with the precision indicatedhis sampling methodology.

Consequently, the total number of required intevgi@er stratum brings it down to
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160. But, 160 interviews are completed only for thedium and large economies
since they have enough observations at the indlstgl and constraints in the
budget. By using the World Bank Enterprise surweg,create our main data set. In

the next section, we describe the main sample insiis study.

4.2.1.1. Sample

From the World Bank Enterprise Survey, the firmelevariables used in this study
are collected. Our data set includes 24 develogmgntries from five different
regions. As can be seen from Table 4.1, the camtincluded are as follows:
Ethiopia, Malawi, South Africa, Tanzania and Zamfiam the African region;
Cambodia, Indonesia, and the Philippines from thst Asia and Pacific region;
Brazil, Chile, Ecuador, El Salvador, Guatemala, &wa Honduras, Nicaragua, and
Peru from the Latin America and Caribbean regionydéco, Oman, and the Syrian
Arab Republic from the Middle East and North Afniceegion; and Bangladesh,
India, Pakistan, and Sri Lanka from the South Asigion. The dataset includes
15,201 firms from the above mentioned countries fims are omitted from the
sample if they do not have both total liabilitiesdatotal assets. We also exclude
firms if their leverage ratio is higher than oheherefore, we end up with 10,839

companies and a total of 27,738 observations.

The total number of firm observation in our samigl€7,738 including 48.1% of
small firms, 41% of medium firms, and 10.9% of kriyms (see Graph 2 in the
appendices). The Latin America and Caribbean regiath 10,148, has the highest

number of observations, while the Middle East amdtiNAfrican region, 2,309, has

" If a firmOs leverage ratio is higher than onmgians that the firm goes bankrupt. ThatOs why we
excluded the firms that have already gone bankrupt.
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the lowest (see Graph 1 in the appendices). Althotige Latin America and
Caribbean region has the highest number of snrall 6bservations, for medium
and large firms, the South Asian region has theostn(see Graph 3 in the
appendices). In contrast, the least observationsrall firms, 1,097, is in the East
Asia and Pacific region, while the lowest for medjul,048, and large firms, 103,

are in the Middle East and North African region.

The African region includes 3,444 observations tha@itain 47.5% of small firms,

43.3% of medium firms, and 9.2% of large firms. ifha, with 76.2%, has more
small firm observations than other countries inrdgion. Observations for medium
size firms are at 17.8%, whereas large firms regpre§%. Malawi has 42.1% of
small firms, 47.6% of medium size firms, and 10.8%darge firms. South Africa

has more firm observations than other countrigbenregion with 1,370. It also has
the highest proportion of medium and large sizen fobservations when compared
to other countries in the region. It has 27.2% 998). of small (medium) and 12.9%
of large firms. Tanzania has 59.4% (36.9%) of srtrakdium) and 3.7% of large
firm observations, while Zambia has 31% (59%) ofabnimedium) and 10% of

large firm observations.

The East Asia and Pacific region contains 3,48 &nagions that include 31.5% of
small, 45.5% of medium, and 23% of large firms. Gadia with 90.6% has the
highest proportion of small firm observations ampared to other countries in the
region. Indonesia has 1,442 firm observations, Wwhielude 29.9% (39.4%) of

small (medium) and 30.7% of large firm observationise Philippines has 1,864
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firm observations containing 26.9% (54.1%) of snfaledium) and 19% of large

firms.

Table 4.1. Firm Observation by Country and Region

This table presents the composition of firm obsgowa for each country and region in the sample.
Small reports firms less than 50 employees. Mediamploys 50 to 500 employees, while large firms
have more than 500 employees. Private are privdttelg companies and listed are publicly held
firms. AFR stands for the African Region. EAP syiites the East Asia and Pacific region, while
LCR is for the Latin America and Caribbean regiMNA stands for the Middle East and North

Africa region and SAR is for the South Asian region

Years Total Small Medium Large Private Listed
AFR 3,444 1,636 1,490 318 3,344 10(
Ethiopia 1999-2001 1,091 831 195 65 1,091 0
Malawi 2003-2004 233 98 111 24 217 16
South Africa 2000-2002 1,370 373 820 171 1,320 50
Tanzania 2000-2002 355 211 131 13 344 1]
Zambia 1999-2001 395 123 233 39 372 23
EAP 3487 1097 1588 802 2928 559
Cambodia 2001-2002 181 164 11 6 181 0
Indonesia 2000-2002 1,442 431 568 448 1,286 196
Philippines 2000-2002 1,864 502 1,009 358 1,461 3 4(
LCR 10,148 6,065 3,594 489 9,36 78%
Brazil 2000-2002 4,232 2,244 1,795 199 4,056 176
Chile 2002-2003 1,793 1,000 663 130 1,641 15p
Ecuador 2000-2002 756 437 301 18 344 408
El Salvador 2000-2002 676 418 222 36 676 0
Guatemala 2000-2002 751 495 218 38 751 g
Guyana 2002-2003 273 229 42 2 245 28
Honduras 2000-2002 717 497 173 47 717
Nicaragua 2000-2002 757 618 121 18 757
Peru 1999-2001 193 127 59 7 172 21
MNA 2,309 1,158 1,048 103 303 0
Morocco 2001-2003 2,006 901 1,002 103 NA NA
Oman 2000-2002 143 100 43 0 143
Syria 2000-2002 160 157 3 0 160
SAR 8350 3387 3653 131( 7654 691
Bangladesh 1999-2001 780 246 426 108 730 5p
India 1999-2001 3,868 767 2,206 894 3,396 47p
Pakistan 1999-2001 2,764 2,094 625 44 2,614 9P
Sri Lanka 2001-2003 938 280 396 262 856 74
Total 27,738 13,343 11,373 3,022 23,594 2,185
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The Latin America and Caribbean region has the elktrgamount of firm
observations with 10,148 as compared to other nsgidhis region contains 59.8%
(35.4%) of small (medium) and 4.8% of large compabgervations. Within this
region, Brazil has more firm observations than otteuntries. It has 4,232 firm
observations that include 53% (42.4%) of small (e and 4.6% of large
companies. After Brazil, Chile has the highest namdf observations in the region
with 1,793 of which 55.8% (37%) of small (mediunmda7.2% of large firms. In
Ecuador, 57.8% (39.8%) of the firms are small (medisized and 2.4% percent are
large firms, while, El Salvador has 61.8% (32.8%¥small (medium) and 5.4% of
large firms. Guatemala has 751 firm observatiors most of them are small and
medium sized firms. Guyana has a few large firmeoleions at 0.7% while small
(medium) firms are 83.9% (15.4%). The total numbecompany observations in
Honduras is 717 that contain 69.3% (24.1%) of srfm#édium) and 6.6% of large
firms. Nicaragua has 757 firm observations. Witliose observations, small
(medium) firms have 81.6% (16%) and around 2.4%aafe firms. Peru has 65.8%

(30.6%) of small (medium) and 3.6% of large firms.

The Middle East and North Africa region has 2,308hfobservations that have
50.1% (45.4%) of small (medium) and 4.5% of largen$. This region includes
three countries: Morocco, Oman, and Syria. Mordta® 2,006 observations, which
contain 44.9% (50%) percent of small (medium) arid®of large firms. Oman and
Syria do not have any large firms. Oman has 69.9%mall and 30.1% of medium

size firms, whereas Syria has 98.1% of small a@#oclof medium firms.
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The South Asian region has 8,350 company obsenatiavhich have 40.5%
(43.8%) of small (medium) and 15.7% of large firnBangladesh has 31.5%
(54.6%) of small (medium) and 13.9% of large firnsdia with 75.8% has the
highest proportion of small firms to total firmshike 22.6% are medium sized and
1.6% are large firms. The total number of obseovatiin India is 3,868. Pakistan
has 2,764 firms, which include 75.8% (22.6%) of kifmmedium) and 1.6% of large
firms. For Sri Lanka, 29.9% (42.2%) of the firm ebgtions are small (medium),

whereas 27.9% are large sized firms.

To sum, the majority of the firms in the sample areall and medium sized
companies. Brazil has the highest number of snrali bbservations, while India
has the highest for both medium and large firmslaMawith 98 has the lowest
number of observations for small firms, while Onaend Syria do not have any large

firms.

For privately held and publicly listed firms, th&tdl number of observations in the
sample is 25,729, which include 92% of privatelydhand 8% of publicly listed
firms. The total number of observations for prikateeld and listed firms are
23,594 and 2,135, respectively. Some countriehensimple do not have either a
stock market or an active stock market. ThatOsG@emybodia, Ethiopia, Honduras,
Nicaragua, and Syria do not have publicly listechpanies. For other countries, El
Salvador, Guatemala, and Oman, our dataset doesontdin any publicly held
companies. India with 472 observations has the d@sghnumber for listed
companies, while Tanzania, with 11, has the loweshber of observations in the

sample. Alternatively, Brazil, with 4,056, has tiighest number of observations for
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private firms and Oman, with 143, has the loweshber of observations for private

firms.

As a result, the Latin America and Caribbean regepresents the majority of the
sample, while the Middle East and North Africanioeghas the least number of
observations. Overall, Brazil, with 4,232 obsemas$i, has the majority of the

sample, while Oman, with 143, has the lowest nurnbebservations.

4.2.2. World Development Indicators

The World Development Indicators database is pexvidy World Bank. World
Development Indicators (WDI) covers more than 2Q@lntries and contains
statistical data on over 700 development indicaioduding social, economic,
financial, natural resources, and environmentaicatdrs from 1960 onward. The
goal of WDI is to provide relevant, high-qualityptérnationally comparable
statistics. To achieve this goal, they describdech and disseminate international
statistics with the help of international and goweent agencies, as well as private
and non-governmental organisations. We use the W@édbase for our economic
environment variables. We use annual data for neaomomic variables since our

firm level variables are based on the end of yeaoanting data.

4.2.3. Worldwide Governance Indicators

Kaufmann et al. (2009) create the Worldwide Gowvecea Indicators (WGI)
database by combining 35 different data sources 8 various institutions around
the world. The database involves 213 countriestandories starting from the year

1996. The database has been updated each yearalBathe database merges the
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views of various survey respondents including ¢mises, citizens, and experts in
both developed and developing countries and previdata on perceptions of

governance.

Kaufmann et al. (2010) define governance as O#ulititms and institutions by
which authority in a country is exercised. Thisluges (a) the process by which
governments are selected, monitored and replace}l;tHe capacity of the
government to effectively formulate and implementursd policies; and (c) the
respect of citizens and the state for the instihgithat govern economic and social
interactions among them.O Based on this definittem gathered data is organized
under six clusters corresponding to the six dinwrssiof governance that include
Voice and Accountability, Political Stability andb8ence of Violence/Terrorism,
Government Effectiveness, Regulatory Quality, Role Law and Control of
Corruption. Voice and Accountability, and Politic8tability and Absence of
Violence/Terrorism as indicators for the processMych governments are selected,
monitored, and replaced. Voice and Accountabilitgicates whether a countryOs
citizens are involved in choosing their governmamdl whether there is freedom of
expression, freedom of association, and free médiarnatively, Political Stability
and Absence of Violence/Terrorism signify the pbgity that a government will be
destabilized by unconstitutional or violent meatsntaining politically motivated
violence and terrorism. Both of them are used t@suee the process by which

governments are selected, monitored, and replaced.

Government Effectiveness and Regulatory Quality lymghe ability of the

government to successfully create and apply soumticigs. Government
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Effectiveness indicates the views of the qualitypablic services and civil service
and the degree of its independence from politicakgure, the quality of policy
creation and application, and the trustworthindsthe governmentOs dedication to
such policies. Regulatory Quality represents theegumentOs capability to create
and apply sound policies and regulations that allowl encourage private sector

development.

Rule of Law and Control of Corruption specify tlespect of citizens and the state
for the institutions that manage economic and $eelations among them. Rule of
Law denotes the views about the quality of conteadbrcement, property rights,
the police, the courts, and the probability of @&imand violence. Control of
Corruption indicates the opinions as to whethedipydower is exercised for private
gain, containing both petty and grand forms of wption, together with a capture of

the state by elites and private interests.

All of these six dimensions are interrelated toheather. They are gathered as a set
of empirical proxies from various sources includisgrveys of firms and
households, subjective evaluation of a range ofmsernial business information
providers, non-governmental organizations, and ambmr of multilateral
organizations and other public sector bodies. Retance, data for corruption are
gathered from cross country households or firm eysvthat provides the
perceptions and experiences of respondents and d#«@GOmmercial data providers,
which offer its own corruption appraisal accorditogits network of respondents.

Then, those different measures of corruption arebgoned into a composite
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indicator that summarizes their common componehe $ame method applies to

the other indicators.

Methodology

The combination of various individual data souro#@s six aggregate governance
indicators is accomplished by applying a statisticel unobserved components
model. Since each data source provides an impesigoal of some underlying
concept of governance that is difficult to notitemghtforwardly, this statistical tool
helps to overcome this signal extraction problemr. &ach governance indicator,
they propose that the observed score of countoy indicatork, Yj is a linear
function of unobserved governance in countryg; and error termiy; therefore,

following model is applied:

[, "C/)+,<\)5,A (4.2)

As a safe selection of unitg; is assumed to be a normally distributed random
variable with mean zero and variance one. Thiscatds that aggregate governance
indicators are a standard normal random variabl wero mean, unit standard
deviation and varying around -2.5 to 2.5. The eteom is assumed to be normally
distributed with zero mean and a variance that do¢€hange across countries, but

alters across indicator®]5 ~' _ 7 and independent through sourd@j§, 5- ~'
, / /2

a for sourcem different from sourcek. The parameter§y and # indicate the
different units to measure governance from differsources. For instance,
corruption is measured on a scale from 0 to 3 by data source; whereas, in

another data source, it might be measured base@& dnto 10 scale. These
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differences in explicit and implicit selection afits in the observed data from each
source are captured By and#. Following that, estimates of these two parameters
are used to rescale the data from each sourcecortomon units. By using the

estimates' |, #, $% from the above equation, the following model isstoucted:

O]\ blg#c# »" * g d) Ut (4.3)

This conditional mean is used as the governanoma&st that is a weighted average

f 4 Gi .
of the rescaled scores for each counﬁ?,—h. wg refer to weights calculated as
h

kFY

d,’ v and weights become larger for the sources thaviggomore

80* P ki
informative signal of governance. By applying thisthodology, the six governance

indicators are calculated.

For our analysis, we use only the Control of Catiaupdue to the high correlation
among other indicators (see Table 1 in the appesylidhe corruption indicator is
measured in units ranging -2.5 to 2.5. The highalues correspond to better
governance, meaning less corruption in the courtmge WGI continues to collect
data for each year beginning in 1996, but the d@amldoes not cover the years
1997, 1999, and 2001. For the year 1999, we dexeeages by using the Control of
Corruption variable in the years 1998 and 2000 levfar 2001, we use 2000 and
2002. For the other years, we apply the availalale@es from the database since

after 2002, the data is available for each year.
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4.2.4. Financial Development and Structure Database

The financial development and structure databaseested by Beck et al. (2010).
The database combines the indicators for finamt@aklopment and structure across
countries and over time. The database providesstataton the size, activity, and
efficiency of financial intermediaries and marketach as banks, nonbanks, equity
markets, and bond markets. Basically, the datadidsenpts to compare the financial
systems for a given country and over time. Morepverlso includes various
indicators of financial globalization containing temational bond issues,
international loans, offshore deposits, and remdagaflows. The provided indicators
in the database cover different dimensions of thantial system. Indicators are
created based on the raw data from various datsbdsdicators on financial
intermediary development is created using the IMR@srnational Financial
Statistics; indicators on the equity market arenfrine Emerging Market Database
and indicators on bond market are taken from ti&. Bhe database includes more
than 200 countries from 1960-2009. The data faarfaial institutions and financial
globalization is collected from the Financial Deymhent and Structure database
(Beck et al., 2009). As a financial globalizatiomxy, we use the ratio of offshore
bank loans relative to GDP and the ratio of offghleank deposits to domestic bank

deposits as they are the only variables availablalf of the countries in the dataset.

4.3. Properties of Data

In this section, we discuss the descriptive statidbr leverage, debt maturity, firm
level variables, economic environment variablesd dmancial environment
variables. We present the summary statistics bothtlie overall sample and

individual countries in the sample. Initially, wésduss leverage and debt maturity.
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Then, we present the statistics for firm level ables, which are asset tangibility,
profitability, and size. Following that, we repothe averages for economic
environment variables, GDP per capita, growth, atidh, interest, and tax,
respectively. Then, we discuss the descriptivassiied of the variables for financial
environment that include corruption, legal systefimancial institutions, and

financial globalization. Since we have 24 differa@untries in the sample, we
conduct an F-test to examine whether the differeneevariables across countries

are statistically significant.

4.3.1. Leverage

Table 4.2 presents descriptive statistics for lager The mean (median) of leverage
for all countries in the sample is 39.09% (37.71%@verage is low in our sample

compared to developed countries. In the U.S. (U9, mean of leverage is around
58% (54%) (Rajan and Zingales, 1995). Firms in ted countries are more

highly leveraged than firms in developing countries

On the country level, we analyse whether the leyeilavels of firms demonstrate
differences among different countries. We apply Fatest to see whether the
differences across countries are statistically iBggmt. We find that the leverage
level indicates differences across countries and thfference is statistically
significant. The mean of leverage varies 5.18% &8b8%. Firms in Cambodia
with 5.18% have the lowest leverage compared tosfiln other countries in the
sample. In contrast, firms in Morocco with 59.58%vé the highest average

leverage. The leverage levels of firms in Malawajbia, and Morocco are similar
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to that of developed countries; however, most ef ¢cbuntries in the sample have

lower leverage when compared to developed countries

Table 4.2. Summary Statistics for Levefage

Leverage Mean Median Maximum Minimum Skewness Kurtos|s ‘]grgrie_ Prob Obs
All 0.3909 0.3771 1.0000 0.0000 0.2218 1.815¢4 1329/ 0.0000 27738
Cambodia 0.0518 0.0000 0.6271 0.000d 2.6324 10.1467594.23 0.0000 181
Guyana 0.0769 0.0167 0.9650 0.000( 3.036p 13.7256 728.10 0.0000 273
Syria 0.1312 0.0538 0.9709 0.0000 2.1314 7.9805 .56336| 0.0000 160
Pakistan 0.2015 0.1304 0.9851 0.0000 1.236 3.8680 790.31 0.0000 2764
Nicaragua 0.2034 0.0913 0.9861 0.0000 1.2709 3.6405 217.09 0.0000 757
Ethiopia 0.2414 0.1332 0.9878 0.0000 0.8634 2.5142 146.29 0.0000 1091
Bangladesh 0.2549 0.0000 0.9837 0.000! 0.8970 Q.257 122.54 0.0000 780
Guatemala 0.2647 0.1853 0.9951 0.000( 0.9080 2.8689103.74 0.0000 751
Honduras 0.2671 0.1629 0.9997 0.0000 0.920p 2.6199 105.59 0.0000 717
Indonesia 0.3097 0.1913 0.9996 0.000d 0.569b 1.8480 157.69 0.0000 1442
Tanzania 0.3804 0.3611 0.9474 0.000d 0.268)7 2.0218 18.42 0.0001 355
Brazil 0.3949 0.3612 0.9994 0.0000 0.3437 2.0077 6.95 0.0000 4232
Oman 0.4064 0.3849 0.9915 0.0000, 0.3256 2.1740 6.59 0.0370 143
Chile 0.4188 0.4080 0.9998 0.0000 0.2063 2.2238 73%7.| 0.0000 1793
El Salvador 0.4334 0.4471 0.9763 0.000Q -0.0589 121 22.49 0.0000 676
South Africa 0.4371 0.4190 1.0000 0.0000 0.1256 3287 95.27 0.0000 1370
Sri Lanka 0.4421 0.4664 0.9995 0.0000 -0.0156 n78 57.98 0.0000 938
Philippines 0.4720 0.4883 0.9996 0.0000 -0.0750 8217 116.96 0.0000 1864
Ecuador 0.4790 0.4661 0.9893 0.0009 0.009D 2.0910 6.042 0.0000 756
India 0.5102 0.5588 0.9990 0.0000 -0.441 23317 7.58 0.0000 3868
Peru 0.5104 0.5218 0.9677 0.0000 -0.123p 2.1295 8 6.5 0.0372 193
Malawi 0.5437 0.5702 0.9990 0.0000 -0.2979 2.0284 2.61 0.0018 233
Zambia 0.5659 0.5650 0.9997 0.0012 -0.198¢ 2.0296 8.091 0.0001 395
Morocco 0.5958 0.6290 0.9984 0.0000 -0.472p 2.4156 103.18 0.0000 2006
F-test (23,27714) 264.4999 0.0000

4.3.2. Debt maturity

Table 4.3 provides the summary statistics for aedsiurity. To proxy debt maturity,

we use three ratios: long-term debt to total assetst-term debt to total assets, and

8 Please refer to table 5 in the appendix for tiselte of F-test for regions.
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long-term debt to total debt. The mean (medianpof-term debt to total assets is
14.01% (2.56%) and the mean (median) of short-tdebt to total assets is 24.94%
(18.25%). Alternatively, the average (median) afigderm debt to total debt is
32.63% (19.73%) for the firms in the sample. Welpmm F test to examine
whether the differences on debt maturity acrossicts are statistically significant.
We confirm that long-term debt to total assets |ew@dter across countries and vary
between 1.80% and 27.32% in the sample. Firms iml@aia have the lowest
average long-term debt to total assets, while firmfndia have the highest long-
term debt to total assets. The average long-tebhtdetotal assets in the U.S. (UK)
is 37% (28%) (Rajan and Zingales, 1995). Firmsemealoped countries have more
long-term debt to total assets than firms in depi@lp countries. Even the highest

average is not close to the companies in the U.S.

The average (median) short-term debt to total adsetall firms in the sample is

24.94% (18.25%). Table 4.3 Panel B presents therigéige statistics among all

countries in the sample. The mean of short-ternt ttebotal assets varies between
2.70% and 53.44%. Guyana has the lowest short-detrh to total assets level with
2.70%, while Morocco, with 53.44%, has the higledsirt-term debt to total assets.
By applying an F test, we analyse whether the idiffees in short-term debt to total
assets levels are significant. We confirm that tstesm debt to total assets levels

show statistically significant differences acrdss tountries.
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Table 4.3. Summary Statistics for Debt Maturity

Panel A: Descriptive Statistics for Long-term Dabfl otal Assets

LTD/TA Mean Median Maximum Minimum|  Skewnesgs Kurtosis J:érgr:e— Prob Obs
All 0.1401 0.0256 0.9973 0.0000 1.582] 5.0374 16066 0.0000 27203
Cambodia 0.0180 0.0000 0.3009 0.0000 3.5110 15.8268612.68 0.0000 733
Syria 0.0360 0.0000 0.6307 0.0000 3.9788 18.5542 352a 0.0000 665
Ethiopia 0.0492 0.0000 0.9359 0.0000 3.3519 15.27466974.13 0.0000 736
Guyana 0.0499 0.0000 0.9231 0.000! 3.7843 20.8410272.27 0.0000 745
Morocco 0.0614 0.0000 0.8029 0.0009 2.6676 11.09457855.60 0.0000 233
Pakistan 0.0665 0.0000 0.9700 0.000 2.3848 10.62560276.50 0.0000 355
Nicaragua 0.0808 0.0000 0.9164 0.000 2.6120 16.192 2423.42 0.0000 665
Brazil 0.0931 0.0000 0.9412 0.0000 2.038B 6.9552 885D 0.0000 160
Guatemala 0.1089 0.0004 0.8100 0.000D 1.7560 5.7435616.51 0.0000 4232
Indonesia 0.1216 0.0000 0.9973 0.000 1.9370 6.16091501.97 0.0000 780
Honduras 0.1334 0.0095 0.9905 0.0000 1.8073 5.92P5619.67 0.0000 1442
Bangladesh 0.1384 0.0000 0.8846 0.000p 1.47p6 8.212 331.27 0.0000 181
South Africa 0.1497 0.0457 0.9828 0.000d 1.4887 7984 631.07 0.0000 143
Malawi 0.1534 0.0396 0.9024 0.0000 1.587p 47590 7.8 0.0000 1370
Ecuador 0.1546 0.0859 0.9836 0.000 1.6446 5.58f/1 85.23 0.0000 2006
Chile 0.1556 0.0931 0.9806 0.0000 1.3381 4.3982 .1881| 0.0000 273
Tanzania 0.1562 0.0613 0.8001 0.000 1.2679 3.6505101.37 0.0000 1864
Zambia 0.1574 0.0363 0.9382 0.0000 1.4244 4.2123 7.765 0.0000 3868
Sri Lanka 0.1779 0.0821 0.9835 0.0000 1.4127 4.2788 375.93 0.0000 193
Oman 0.1814 0.1343 0.9058 0.000¢ 1.5869 5.3401 592/6 0.0000 1793
Peru 0.1816 0.1090 0.8893 0.0000 1.4724 4.6600 0919 0.0000 395
El Salvador 0.1960 0.1546 0.9362 0.000 1.1170 1906] 169.52 0.0000 2752
Philippines 0.2052 0.0000 0.9956 0.0000 1.1438 1%07| 406.86 0.0000 938
India 0.2732 0.2871 0.9829 0.0000] 0.484Dp 2.8835 .1863| 0.0000 687
F-test 2§21?E’3'5) 169.3847 0.0000
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Panel B: Descriptive Statistics for Short-term Db otal Assets

STD/TA Mean Median | Maximum | Minimum Skewness Kurtosis Jggﬂ;e Prob Obs
All 0.2494 0.1825 0.9995 0.0000 0.9333 2.9678 3B%1.| 0.0000| 27209
Guyana 0.0270 0.0108 0.8014 0.0000 7.5496 77.8201 6271609 0.0000] 273
Cambodia 0.0332 0.0000 0.500(9 0.000D 2.9939 12.8130 996.61 0.0000 181
Syria 0.0951 0.0238 0.9709 0.000d 2.7210Q 12.7481  0.983 0.0000 160
Ethiopia 0.0997 0.0000 0.9878 0.000! 2.0397 6.5737 898.06 0.0000 733
Bangladesh 0.1165 0.0000 0.9372 0.0040 1.9740 $.293 859.01 0.0000 780
Nicaragua 0.1201 0.0265 0.9861 0.000D 2.1509 7.78f7 1270.44 0.0000 736
Honduras 0.1232 0.0173 0.9714 0.000D 1.9770 6.45p8 789.57 0.0000 687
Pakistan 0.1333 0.0667 0.9851 0.000D 1.9866 6.7283 3399.75 0.0000 2752
Guatemala 0.1568 0.0920 0.9369 0.0000 1.532p 5.1464 434.50 0.0000 745
Indonesia 0.1881 0.0151 0.9754 0.000D 1.2740 3.41p5 400.18 0.0000, 1442
Tanzania 0.2243 0.1665 0.9368 0.000D 1.013% 3.36p5 62.76 0.0000 355
Oman 0.2250 0.1905 0.8317 0.000 1.1997 3.9605 039.§ 0.0000 143
El Salvador 0.2333 0.1935 0.9466 0.000D 0.870¢Y 18.20 85.15 0.0000 665
India 0.2370 0.2049 0.9966 0.000d 1.0789 3.9374 0292 | 0.0000| 3868
Chile 0.2632 0.2250 0.9926 0.000d 1.0016 3.8105 .8348 | 0.0000 1793
Sri Lanka 0.2643 0.2057 0.9995 0.000 0.719§ 2.5868 87.68 0.0000 938
Philippines 0.2668 0.1863 0.9982 0.0000 0.8294 5356 228.37 0.0009 1864
i?rlljctg 0.2874 0.2456 0.9679 0.0000 0.5959 2.4740 .886 0.0000 1370
Brazil 0.3018 0.2537 0.9981 0.000(9 0.7509 2.7826 6.08) 0.0000| 4232
Ecuador 0.3115 0.2700 0.9889 0.0000 0.639% 2.6959 7.894 0.0000 665
Peru 0.3288 0.2972 0.9677 0.000 0.6631 3.0860 014.2 0.0008 193
Malawi 0.3903 0.4264 0.9519 0.0000 0.1485 1.9201 1812 0.0023 233
Zambia 0.4085 0.3887 0.9945 0.0012 0.3603 2.2394 .0718 | 0.0001 395
Morocco 0.5344 0.5598 0.9984 0.000 -0.2224 2.1596 75.57 0.0000 2006
F-test (227:?[’85) 286.1341 0.0000

Finally, we present the summary statistics for lergn debt to total debt. The mean

of long-term debt to total debt is 32.63% for alinls in the sample. The average

alters between 9.96% and 56.24% among the couniNesconduct an F-test to
examine whether this difference among the countsiesatistically significant. We

confirm that the difference is statistically sigo#int. Firms in Morocco have the

shortest maturity of debt, while the firms in Baaudgtsh have the longest maturity of

debt.
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Panel C: Descriptive Statistics for Long-term Dabi otal Debt

LTD/TD Mean Median Maximum|  Minimum|  Skewness Kurtosisjgrgr:e_ Prob Obs
All 0.3263 0.1973 1.0000 0.0000 0.6207 1.9418  28I4. 0.0000| 24127
Morocco 0.0996 0.0000 1.0000 0.000Q 24421 9.1810184%3| 0.0000/ 2005
Ethiopia 0.1201 0.0000 1.0000 0.0000 2.2358 6.5036872.63 | 0.0000 649
Brazil 0.1996 0.0000 1.0000 0.0000] 1.263 3.41]12 058D | 0.0000| 4051
Syria 0.2354 0.0000 1.0000 0.000( 1.1556 24947 5227| 0.0000 118
Zambia 0.2361 0.0838 0.9960 0.000d 0.990b 2.6367 .7766 0.0000 395
Malawi 0.2497 0.0994 1.0000 0.0000 1.017 2.7053 .3310| 0.0000 229
Ecuador 0.2787 0.1802 1.0000] 0.000 0.8259 2.5428 9.728 | 0.0000 733
i?rlﬁctg 0.2846 0.1691 1.0000 0.0000 0.8244 24205 1.106 | 0.0000| 1187
Pakistan 0.3087 0.0000 1.0000 0.0000 0.6220 1.812269.53 | 0.0000| 2187
Cambodia 0.3091 0.3000 1.0000 0.0000 0.6437 2.58163.59 0.1662 47
Guyana 0.3124 0.0000 1.0000] 0.000 0.6537 1.6387 .0236 0.0000 243
Peru 0.3172 0.2681 1.0000 0.0004 0.7388 2.6246 018.40.0001 190
Chile 0.3314 0.2854 1.0000 0.0000 0.4894 2.0281 .0B39 0.0000 1745
Nicaragua 0.3522 0.0904 1.0000 0.0000 0.5741 1.636273.10 0.0000 552
Guatemala 0.3537 0.2000 1.000Q 0.000p 0.5249 1.691(80.13 0.0000 683
Tanzania 0.3615 0.2542 1.0000 0.0000 0.5099 1.761135.62 0.0000 332
Philippines 0.3764 0.1886 1.0000 0.000( 0.4606 6349 222.01| 0.0000 1697
El Salvador 0.4185 0.4210 1.0000 0.0000 0.1423 0B66 50.53 0.0000 647
Sri Lanka 0.4188 0.3384 1.0000 0.000¢ 0.3380 1.684375.40 0.0000 827
Indonesia 0.4196 0.2920 1.0000 0.0000 0.3258 1.422416.89 | 0.0000 963
Oman 0.4412 0.4201 1.0000 0.0000 0.1726 1.8278 8.62.0141 137
Honduras 0.4712 0.5000 1.0000 0.0000 0.0532 1.272%68.39 0.0000 548
India 0.5343 0.5597 1.0000 0.0000 -0.3306 2.2368 2.266| 0.0000 3578
Bangladesh 0.5624 0.5885 1.000( 0.0000 -0.25p8 16.91 23.14 0.0000| 384
F-test (23, 24103) 171.74 0.0000

4.3.3. Firm-level variables

In this section, we discuss the descriptive stasistor firm-level variables. We
present the summary statistics for each countthiensample. We conduct an F-test
to examine whether the alterations in firm-leveliables are statistically significant

among the countries.
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Table 4.4. Summary Statistics for Tangibility

Tangibility Mean Median Maximum ~ Minimum| Skewness  Kurtosis JaB?rL;e- Prob Obs
All 0.4521 0.4407 1.0000 0.0000 0.2218 1.81%4 1469.| 0.0000 27738
Syria 0.1958 0.1220 0.9706 0.0000 1.2996 4.30p4 9548.| 0.0000 139
Cambodia 0.2596 0.1666 0.9715 0.0032 1.0502 3.0107 19.49 0.0001 106
Oman 0.2790 0.2103 0.9414 0.0014 1.1616 3.7002 431.6 0.0000 129
Morocco 0.2990 0.2604 0.9937 0.0004 0.673f 2.7167 58.44 0.0000 2006
Chile 0.3487 0.2983 1.0000 0.0000 0.7038 2.61p7 4P51| 0.0000 1710
i?rlljctg 0.3631 0.3478 0.9348 0.0000 0.2171 2.0494 260 0.0000 1323
Peru 0.3685 0.3592 0.8704 0.0063 0.1753 1.8053 711.83 0.0034 176
Philippines 0.4197 0.3710 1.0000 0.000¢ 0.4379 0604 133.42 0.0000 1855
India 0.4335 0.4732 0.9896 0.0000] -0.0340 2.3146 745 0.0000 3832
Brazil 0.4399 0.4223 1.0000 0.0000 0.2215% 2.0640 8.88 0.0000 4227
Zambia 0.4412 0.4449 0.9706 0.001d -0.0349 2.1222 3.051 0.0015 395
Ecuador 0.4654 0.4529 1.0000Q 0.000 0.1636 2.1464 5.172 0.0000 723
El Salvador 0.4785 0.4614 1.0000 0.000 0.1171 64.0( 29.15 0.0000 671
Malawi 0.4811 0.4520 1.0000 0.0024 0.1997 1.9401 .38.2 0.0021 231
Pakistan 0.4838 0.4739 0.9915 0.000! -0.0032 1.9393129.53 0.0000 2763
Ethiopia 0.5037 0.5014 1.0000 0.0000 0.0291 1.8612 58.40 0.0000 1078
Indonesia 0.5165 0.5292 1.0000 0.0000 -0.06%4 0.851 76.12 0.0000 1366
Tanzania 0.5312 0.5363 1.0000 0.000(L 0.0012 1.8759 17.64 0.0001 335
Sri Lanka 0.5356 0.5777 1.0000 0.000d -0.3077 1953 57.63 0.0000 938
Guatemala 0.5636 0.5889 0.9964 0.0006 -0.37p1 2.216 36.03 0.0000 744
Honduras 0.6094 0.6667 1.0000 0.000 -0.4864 1.9503 59.73 0.0000 700
Bangladesh 0.6108 0.6447 1.000! 0.000D -0.45B87 983.26 34.81 0.0000 601
Nicaragua 0.6310 0.7016 1.0000 0.000 -0.5574 5.994 70.53 0.0000 751
Guyana 0.7886 0.8917 0.9952 0.000 -1.8707 5.6130 30.82 0.0000 266
F-test (23, 27041) 140.676¢4 0.000d

4.3.3.1. Tangibility

The mean (median) of asset tangibility of the firmsthe sample is 45.21%
(44.07%). Tangible assets play an important rotete debt financing decisions of
firms. As tangible assets can be used as collatemals with high tangible assets
should have greater borrowing capacity. Thus, tteatgr the tangible assets, the
more debt firms must get. The range for tangibitifyassets in the sample alters
between 19.58% and 78.86%. The firms in Syria rHheelowest level of tangible
assets, while firms in Guyana have the highest lefveangible assets. The level of

collateral might be one of the reasons why firms$Symia have low levels of debt.
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The mean of asset tangibility for listed companiesthe U.S. (UK) is 39.5%

(35.6%) (Antoniou et al., 2008). The firms in depehg countries must have more

tangible assets to be financed by debt comparédrie in developed countries.

Table 4.5. Summary Statistics for Profitability

Profitability Mean Median | Maximum| Minimunl Skewness  Kurtosis Jgrgge- Prob Obs
All 0.3702 0.2197 7.3933 -4.0425 2.268 15.8356 82836 0.0000 27041
Oman 0.0205 0.0234 1.2811 -2.9019 -2.9517 18.71169 479.83 0.0000 126
Syria 0.1219 0.0691 2.5153 -1.801Y 2.2011 17.6937 47053 0.0000 150
Zambia 0.1549 0.0835 6.5916 -1.9149 7.3611 94.556740814.70 0.0000 393
Morocco 0.1852 0.1613 6.8393 -1.861p 3.6326 72.3363105227.70 0.0000 2001
Peru 0.1885 0.1252 1.6049 -2.6778 -1.1590 17.8795 823.62 0.0000 193
Ethiopia 0.1988 0.0682 5.7591 -3.669P 2.5445 18851 12379.58 0.0000 1072
Guyana 0.2169 0.1772 2.5642 -0.7032 3.0698 28.07407580.34 0.0000 273
Cambodia 0.2179 0.1753 2.1950 -3.1190 -0.41B6 8715 314.89 0.0000 165
Tanzania 0.2444 0.1480 4.4114 -1.7562 2.0348 18.383 3221.49 0.0000 346
i?rlljctg 0.2498 0.1340 3.3535 -2.6621 1.4031L 11.0304 4091.45 0.0000 1357
Philippines 0.2843 0.1082 7.3933] -4.0425 25525 7351 18421.14 0.0000 1818
Guatemala 0.3010 0.2065 5.5851 -3.9778 1.28f7 43.58 3643.92 0.0000 737
Nicaragua 0.3015 0.1477 3.654( -1.7348 1.9565 8.686 1855.68 0.0000 742
El Salvador 0.3054 0.1778 5.5542 -3.2466 1.8842 12B&® 4482.92 0.0000 667
Chile 0.3068 0.2088 5.7963 -3.1258 2.1280 16.9260 573%.69 0.0000 1781
Ecuador 0.3437 0.2608| 5.1958 -3.6680 1.5120 14.73384092.81 0.0000 669
Honduras 0.3754 0.1822 4.8631 -3.2097 1.0826 8.27D0 895.37 0.0000 662
Pakistan 0.3964 0.1644 6.1774 -3.9045 2.3021 13.235 14202.16 0.0000 2706
India 0.4294 0.3279 5.6317 -2.8611 2.59577 16.90P3 4993.29 0.0000 3814
Malawi 0.4952 0.3861 4.6236 -3.019 2.014B8 13.3721 1176.19 0.0000 228
Brazil 0.5113 0.3448 6.5042 -3.577 1.9301L 11.235314334.82 0.0000 4159
Indonesia 0.5151 0.3609 6.7542 -3.6444 1.0285 8.313 2463.81 0.0000 134]
Sri Lanka 0.5483 0.3465 6.3548 -2.8708 2.3063 7326 4624.61 0.0000 876
Bangladesh 0.6242 0.3153 6.4745 -0.9174 2.8045 892.8| 352151 0.0000 765
F-test (23, 27017) 37.4567 0.0000

4.3.3.2. Profitability

Table 4.5 presents the summary statistics for fafuifity across countries. The

average (median) profitability of the sample iS0ZP56 (21.97%). The profitability in

the U.S. (UK) is 16% (11.6%) (Antoniou et al., 2D08he profitability levels of

firms among countries vary between 2.05% and 62.42% apply an F test to
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examine whether the firmsO profitability are déffgéracross different countries. We
find that the profitability levels of firms demonste statistically significant
differences among the countries. Firms in Oman hé#éwve lowest average
profitability, while firms in Bangladesh are the sa@rofitable. The firms in most of
the countries have higher levels of profit when paned to the U.S. (UK). Since
external funding options are limited in developicguntries, firms prefer to keep

their profits in the company as an internal fundsogrce.

Table 4.6. Summary Statistics for Size

Small| Medium| Largg Sale Assgt
India 20% 57% 23%| 12.18 12.14
Philippines 27% 54% 19%| 12.99 12.58
South Africa | 27% 60% 13%| 15.24 14.67
Sri Lanka 30% 42% 28%| 13.13 13.11
Indonesia 30% 39% 31%| 13.97 13.85
Zambia 31% 59% 10%| 13.50 13.22
Bangladesh | 32% 55% 14%| 13.37 12.69
Malawi 42% 48% 10%| 13.4%5 13.12
Morocco 45% 50% 5% | 13.83 13.85
Brazil 53% 42% 5% | 13.70 13.19
Chile 56% 37% 7% 7.57| 7.5
Ecuador 58% 40% 2% | 13.54 13.31
Tanzania 59% 37% 4% | 12.7% 13.08
El Salvador | 62% 33% 5% | 15.29 15.15
Peru 66% 31% 4% | 13.71 13.54
Guatemala | 66% 29% 5% | 12.77 12.64
Honduras 69% 24% 7% | 12.24 12.18
Oman 70% 30% 0% | 14.68 16.00
Pakistan 76% 23% 2% | 1252 12.56
Ethiopia 76% 18% 6% | 10.88 11.44
Nicaragua 82% 16% 2% | 1154 1150
Guyana 84% 15% 1% | 12.16 12.71
Cambodia 91% 6% 3% 8.48| 8.69
Syria 98% 2% 0% | 12.56 13.1B
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4.3.3.3. Size

We use a size dummy variable for small and langesfibased on the firmsO number
of employees. A firm is classified as small if &shless than 50 employees and large
if it has more than 500 employees. According te tiassification, 48% of the firms
in our sample are small firms, while only 11% oériare large firms. Medium size
firms account for 41%. The number of small firmsies between 20% and 98%
among the sample. India has the lowest number afl $iims compared to the total
number of firms in India. Syria has the highest bemof small firms with 98%.
When we look at large companies, the range forelagnpanies is 0%-31%. The
sample for Oman and Syria does not include anyelamnpanies, while Indonesia,
with 31%, has the highest number of large firmsbl@al.6 also presents the size

measure based on a logarithm of sales and assets @ountries.

4.3.4. Economic environment variables
This section explains the descriptive statistice floe economic environment
variables. We also do an F-test to analyze whethervariations in economic

environment variables are statistically significantoss countries.

4.3.4.1. GDP per Capita

Table 4.7 demonstrates the descriptive statishic&DP per capita across countries.
The average (median) GDP per capita for our sam$d,698 ($996). The average
GDP per capita among the countries differs betvi&t6 and $8,694. We apply an
F-test to investigate whether the differences inPQigr capita among countries are

statistically significant. We confirm that GDP peapita is different among the
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countries. The richest country in the sample is @ma2002 with $8,962, while the

poorest country is Ethiopia in 1999 with $121. he same period, the average GDP

per capita in the U.S. (UK) is $34,852 ($25,359.¢an be seen from these figures,

there is a great wealth difference between evemi¢hest country in the sample and

developed countries.

Table 4.7. Summary Statistics for GDP per capita

Jarque-

GDP/Cap Mean Median Maximum| Minimun] Skewnegs  Kurtodis Bera Prob Obs
All 1698 996 8962 121 1.2707 4.1841 9084.66 0.00p@7738
Ethiopia 126 124 131 121 0.2414 1.4160 124.66 @0q0 1091
Malawi 136 138 138 134 -0.0773 1.0060 38.88 0.00p0 233
Tanzania 278 278 290 268 0.2844 1.6341 32.38 0.0000355
Cambodia 311 317 317 303 -0.1218 1.0148 30.17 0.000 181
Zambia 312 310 318 306 0.2730 1.3924 47.44 0.0Q00 95 3
Bangladesh 338 338 349 325 -0.1566 1.5480 71.y0 000.0 780
India 456 453 469 443 0.0713 1.4870 372.23 0.0000 8683
Pakistan 531 533 535 526 -0.5450 1.5362 383.60 00.00 2764
Nicaragua 777 777 782 771 -0.4378 2.5108 31.72 00.00 757
Indonesia 823 818 844 800 0.037§ 1.4383 146,87  00.00 1442
Sri Lanka 887 879 920 858 0.3081 1.4594 107.60 omog 938
Guyana 994 988 1000 988 0.007 1.0001 45.50 0.000@73
Philippines 1001 996 1015 992 0.6424 1.5016 301.280.0000 1864
Honduras 1166 1175 1175 1147 -0.4951 1.44P8 101/080.0000 717
Syria 1197 1200 1214 1170 -0.5563 1.6331 20.71 00.00 160
Ecuador 1348 1347 1387 1295 -0.3343 1.6074 75.17 0000. 756
Morocco 1426 1411 1480 1383 0.430: 1.475%0 256,31 0000. 2006
Guatemala 1730 1739 1739 1716 -0.3879 1.1654 124.19.0000 751
Peru 2059 2054 2077 2044 0.3538 1.4605 23.07 0.0000193
El Salvador 2130 2139 2139 2120 -0.1447 1.0356 17”11, 0.0000 676
South Africa 3068 3046 3128 3020 0.3877 1.3411 4M1; 0.0000 1370
Brazil 3712 3700 3738 3695 0.6363 1.4538 707.17 0GDO | 4232
Chile 5145 5215 5215 5074 -0.010 1.0001 298.83 00mDO| 1793
Oman 8694 8800 8961 8271 -0.662p 1.6561 21.21 0.000 143
F-test (23,27714) 257108 0.0000

4.3.4.2. Growth

In table 4.8, we demonstrate the summary statifticthe growth rate. The growth

rate of GDP is 3.26%, on average, and the medi8rOi, while the growth rate is
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1.75% (2.40%) in the U.S. (UK). The average groveiie varies 0.40%-7.40%. By

applying an F-test, we confirm that the differencesthe growth rate across

countries are statistically significant. The majprof the countries in the sample

have higher growth rates when compared to the @&y Indonesia, Malawi,

Guyana, and Ecuador grow more slowly than the Dtf&. fastest growing country

in the sample is Cambodia in 2001 at 8.04% andstbeest growing country is

Indonesia in 2002 with 0.15% growth.

Table 4.8. Summary Statistics for Growth

Growth Mean Median| Maximum  Minimur Skewnegs  Kurtosis ‘]grgrie_ Prob Obs
All 0.0326 0.0307 0.0804 0.0015 0.3157 2.7672 5P3.6 0.0000 | 27738
Indonesia 0.0041 0.0019 0.0099 0.0015 0.8975 1.8151277.96 0.0000 1442
Malawi 0.0057 0.0083 0.0083 0.003( -0.0773 1.0060 8.83 0.0000 233
Guyana 0.0071 0.007§ 0.0078 0.0064 -0.00y3 1.0001 5.504 0.0000 273
Ecuador 0.0145 0.0160 0.0164 0.0101 -0.9301 1.8817148.39 0.0000 756
Brazil 0.0185 0.0185 0.0201 0.0171 0.075p 1.5029 9.9 0.0000 4232
Zambia 0.0231 0.0243 0.0284 0.0156 -0.5403 1.6962 7.204 0.0000 395
Chile 0.0257 0.0264 0.0264 0.025( -0.01Q0 1.00p1 8.88 0.0000 1793
Syria 0.0264 0.0251] 0.0294 0.0234 0.1906 1.2200 881.| 0.0000 160
South Africa 0.0265 0.0269 0.0280 0.0248 -0.3527 5531 147.59 0.0000 1370
Peru 0.0270 0.0252 0.0365 0.0206 0.5970 1.6795 925)4 0.0000 193
Honduras 0.0277 0.0264 0.0307 0.0265 0.7107 1.987790.98 0.0000 717
El Salvador 0.0286 0.0264 0.0306 0.0268 0.1364 8601 112.68 0.0000 676
Pakistan 0.0312 0.0327 0.0341 0.026P -0.5720 1.4662421.67 0.0000 2764
Philippines 0.0337 0.0315 0.0396 0.030p 0.6495 750 303.96 0.0000 1864
Morocco 0.0372 0.0386) 0.0418 0.0307 -0.5290 1.5729263.78 0.0000 2006
Sri Lanka 0.0372 0.0373 0.0397 0.0348 0.0103 1.5296 84.51 0.0000 938
Oman 0.0377 0.0359 0.0429 0.034 0.5293 1.4539 220)9 0.0000 143
Guatemala 0.0379 0.0373 0.0394 0.0373 0.9524 2.3859.27.33 0.0000 751
Nicaragua 0.0412 0.0371 0.0503 0.037[L 0.8021 2.1848102.14 0.0000 757
Ethiopia 0.0437 0.0467 0.0468 0.0384 -0.5737 1.3296186.68 0.0000 1091
Tanzania 0.0452 0.0442 0.0514 0.040B 0.58%0 1.733143.99 0.0000 355
Bangladesh 0.0519 0.0521 0.0534 0.0501 -0.3389 0I.58 80.40 0.0000 780
India 0.0584 0.0584 0.0655 0.0534 0.532B 1.88f7  .G282| 0.0000 3868
Cambodia 0.0724 0.0654 0.0804 0.065¢4 0.1218 1.014830.17 0.0000 181
F-test (23,27714)]  24993.L 0.000Q

140



Table 4.9. Summary Statistics for Inflation

Inflation Mean Median Maximum Minimum Skewness$ Kurtosjs Jzérgr:e— Prob Obs
All 0.0695 0.0620 0.3082 -0.0704 0.3157 2.7672 3004 | 0.0000 27738
Ethiopia 0.0040 0.0066 0.0688 -0.0575 0.0407 1.4448 110.24 0.0000 1091
Morocco 0.0090 0.0079 0.0115 0.0075 0.6412 1.45p3 37.63 0.0000 2006
Cambodia 0.0162 0.0071 0.0264 0.0071 0.1218 1.0148 30.17 0.0000 181
El Salvador 0.0219 0.0121 0.0340 0.012] 0.1544 66.04 110.16 0.0000 676
Bangladesh 0.0263 0.0186 0.0466 0.0159 0.7977 4.668 140.35 0.0000 780
Peru 0.0296 0.0366 0.0394 0.0143 -0.5864 1.38//8 9631. 0.0000 193
India 0.0341 0.0353 0.0380 0.0303 -0.1507 1.4401 6.8 0.0000 3868
Oman 0.0366 -0.0067 0.1998 -0.0658 0.6783 1.66[111 .6421| 0.0000 143
Guatemala 0.0425 0.0645] 0.0683 -0.0408 -1.3783 62.90 238.05 0.0000 751
Syria 0.0445 0.0456 0.0970 0.0054 0.3417 1.52y9  5517.| 0.0002 160
Guyana 0.0500 0.0549 0.0549 0.0451] -0.007B 1.0001 5.504 | 0.0000 273
Chile 0.0520 0.0623 0.0623 0.0417 -0.010( 1.0001 8.8® | 0.0000 1793
Nicaragua 0.0525 0.0325 0.0857 0.0325 0.3359 1.2590109.84 0.0000 757
Philippines 0.0575 0.0634 0.0638 0.0450 -0.712L 0855 330.33 0.0000 1864
Tanzania 0.0703 0.0717 0.0749 0.0630 -0.677[7 1.7653 49.72 0.0000 355
Brazil 0.0862 0.0896 0.1061 0.0620 -0.3241 1.5201 60.86 0.0000 4232
il?r:lctg 0.0907 0.0881 0.1052 0.0767 0.1318 1.3992 0.26 | 0.0000 1370
Honduras 0.0911 0.0513 0.3082 0.0513 2.2066 6.0763864.58 0.0000 717
Sri Lanka 0.1009 0.1181 0.1366 0.0515 -0.5168 043p 137.77 0.0000 938
Ecuador 0.1150 0.1240 0.2661 -0.0704 -0.3019 1.6840 66.03 0.0000 756
Malawi 0.1174 0.1451 0.1451 0.0875 -0.0773 1.0060 8.838 0.0000 233
Pakistan 0.1291 0.0789 0.2489 0.0584 0.6748 1.4962469.91 0.0000 2764
Indonesia 0.1292 0.1430 0.2045 0.0590 -0.0250 7.443 145.68 0.0000 1442
Zambia 0.2536 0.2431 0.3004 0.2135 0.335¢ 1.51p4 .7043| 0.0000 395
F-test (23, 27714 1245.64 0.0000

4.3.4.3. Inflation

As shown in table 4.9, the average (median) imftabf the countries in the sample
IS 6.95% (6.20%); whereas, the rate is 2.13% (2)4h%he U.S. (UK). The average
inflation varies between 0.40% and 25.36% in tha@a. We examine whether this
variation of the inflation rate is statisticallygsificant. By applying an F-test, we
find that the differences in the inflation rate @3 countries are statistically
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significant. Ethiopia has the lowest average rdtaftation, while Zambia has the
highest average inflation rate. The majority of ttwntries have higher inflation
rates when compared to the U.S. Only Ethiopia, Moopand Cambodia have lower
rates than the U.S. The highest inflation is 30.88%dHonduras in 2000, while the
lowest rate is -7.04% for Ecuador in 2000. The higlation makes debt financing

costly for the firms in developing countries.

4.3.4.4. Interest rate

Table 4.10 demonstrates the descriptive statidticsinterest rate. The mean
(median) of interest is 21.27% (13.69%). In cortiréite interest rate falls to 6.2%
(4.75%) for the U.S. (UK). All of the countries the sample have higher interest
rates than developed countries. The average imteags changes between 6.96%
and 18.67%. We test the significance of the difieee by applying an F-test
including all countries in the sample. We confiinatt the difference is statistically
significant. Chile has the lowest interest ratejlevBrazil has the highest interest
rate. The highest interest rate is 62.88% percanBfazil in 2002 and the lowest is
6.18% percent for Chile in 2003The higher the interest rate, the more costs firms
must pay for debt financing in developing countrigs such, the cost of borrowing

is higher for firms in developing countries thardieveloped countries.

° High inflation due to financial crisis causes et rates to increase in Brazil.

142



Table 4.10. Summary Statistics for Interest rate

Interest Mean Median Maximum|  Minimum| Skewness  Kurtos is‘]grgrge_ Prob Obs
Al 0.2127 0.1369 0.6288 0.0618 1.6164 3.9653  13155.81000| 27738
Chile 0.0696 0.0618 0.0776 0.0618 0.0100 1.00p1 29883 0000.| 1793
El Salvador 0.0849 0.0714 0.1074 0.0714 03322  1.3618  88.02 000.) 676
Syria 0.0900 0.0900 0.0900 0.0900 NA NA NA NA 16
Oman 0.0925 0.0923 0.1006 0.0855 0.1951 1.5541 13.37 018. 143
Ethiopia 0.1079 0.1087 0.1089 0.1058 -0.815b6 1.6952 198/33.0000 | 1091
Philippines 0.1082 0.1091 0.1240 0.0914 -0.1090  1.4991  178/65.0000 | 1864
India 0.1227 0.1229 0.1254 0.1208 0.364yY 1.7698 329/63 0000.| 3868
Morocco 0.1297 0.1313 0.1325 0.1256 -0.585¢4 1.4626 312J11.0000 | 2006
Pakistan 0.1386 0.1369 0.1451 0.1341 0.5532 1.5366 38761 0000.| 2764
Sri Lanka 0.1417 0.1317 0.1939 0.1034 0.484y 15711 116/53 0000.| 938
South Africa 0.1472 0.1450 0.1575 0.1377 0.1935 1.3847 157/49 0000.| 1370
Bangladesh 0.1519 0.1550 0.1583 0.1413 -0.7044 1.65p0 123/73.0000 | 780
Ecuador 0.1555 0.1546 0.1626 0.1508 0.6012 1.7381 96.10 000.0 756
Guyana 0.1566 0.1499 0.1633 0.1499 0.0078 1.00p1 45.50 000.0 273
Cambodia 0.1636 0.1623 0.1650 0.1623 01218  1.0148 30.17 000.0 181
Guatemala 0.1809 0.1686 0.2088 0.1686 07998 20281  109/630000.| 751
Nicaragua 0.1834 0.1830 0.1855 0.1814 0.465y7 2.0434 56.23 000.0 757
Indonesia 0.1867 0.1855 0.1895 0.1846 0.4139 1.2842 218/04 0000.| 1442
Tanzania 0.1961 0.2026 0.2158 0.1643 -0.7014 1.7787 51.35 0000. 355
Honduras 0.2351 0.2269 0.2682 0.2269 1.7885 4.9182 49219 0000.| 717
Peru 0.2975 0.3000 0.3506 0.2498 0.0998 1.5453 17.34 002.0 193
Zambia 0.4204 0.4052 0.4623 0.3880 0.4202 1.3366 57.16 000.0 395
Malawi 0.4264 0.3683 0.4892 0.3683 0.0778 1.0060 38.83 000.0 233
Brazil 0.5915 0.5762 0.6288 0.5683 0.6279 1.4545 699,23 0000.| 4232
F-test (23, 27714) 131823 0.0000

4.3.4.5. Tax

Table 4.11 reports the summary statistics for Tehe average (median) corporate

income tax rate is 29.64% (30%). The tax rate emihS. (UK) is 35% (30%). The

tax rate varies between 12% and 45%. We conducF-éest to analyse the

difference in tax rates among the countries anctlode that the alterations in the

tax rate across countries is statistically sigaific Oman has the lowest tax rate,

while Guyana has the highest. Bangladesh, Moro8gaa, and Zambia have the

same tax rate as the U.S. Alternatively, India,iftak, and Guyana have higher tax

rates and the rest of the countries have lowes raten compared to the U.S.
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Table 4.11. Summary Statistics for Tax

Tax Mean Median | Maximum  Minimum| Skewness  Kurtos is‘JaB?rl;e' Prob Obs
All 0.2964 0.3000 0.4500 0.1200 -0.3499 2.0298 1654 0.0000 27738
Oman 0.1200 0.1200 0.1200 0.1200 NA NA NA| NA 314
Brazil 0.1500 0.1500 0.1500 0.1500 NA NA NA NA| 4232
Chile 0.1625 0.1650 0.1650 0.1600 -0.01Q0 1.0001 8.88 0.0000 1793
Cambodia 0.2000 0.2000 0.200( 0.2000 NA NA NA A N| 181
Ecuador 0.2500 0.2500 0.2500 0.2500 NA NA NA NA 756
El Salvador 0.2500 0.2500 0.2500 0.2500 NA NA NA NA 676
Honduras 0.2500 0.2500 0.250(0 0.2500 NA NA NA AN| 717
Nicaragua 0.2500 0.2500 0.250(0 0.2500 NA NA NA NA 757
Ethiopia 0.3000 0.3000 0.3000 0.300d NA NA NA AN | 1091
Indonesia 0.3000 0.3000 0.3000 0.3000 NA NA NA NA 1442
Malawi 0.3000 0.3000 0.3000 0.3000 NA NA NA NA| 233
Peru 0.3000 0.3000 0.3000 0.3000 NA NA NA| NA 319
South Africa 0.3000 0.3000 0.3000| 0.300(¢ NA NA AN NA 1370
Tanzania 0.3000 0.3000 0.3000 0.3000 NA NA NA A N| 355
Guatemala 0.3100 0.3100 0.310¢ 0.310p NA NA NA NA 751
Philippines 0.3200 0.3200 0.3200] 0.320( NA NA NA NA 1864
Sri Lanka 0.3327 0.3500 0.3500 0.300¢ -0.64%2 B416 163.11 0.0000 938
Bangladesh 0.3500 0.3500 0.350 0.3500 NA NA NA NA 780
Morocco 0.3500 0.3500 0.3500 0.3500 NA NA NA NA 2006
Syria 0.3500 0.3500 0.3500 0.350(0 NA NA NA NA 601
Zambia 0.3500 0.3500 0.3500 0.3500 NA NA NA NA 395
India 0.3844 0.3955 0.3960 0.3500 -1.1719 2.3740 8.9 0.0000 3868
Pakistan 0.4300 0.4300 0.4300 0.4300 NA NA NA A N| 2764
Guyana 0.4500 0.4500 0.4500 0.450 NA| NA NA NA 273
F-test (23, 27714) 137073 0.0000

4.3.5. Financial Environment variables

This section presents the descriptive statistidenahcial environment variables. As

economic environment variables, we apply an Fiestee whether the financial

environment across countries demonstrates angtatatisignificant difference. We

will first discuss corruption and legal system. Wewe focus on the financial

institutions, concluding with the examination afdncial globalization.
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Table 4.12. Summary Statistics for Corruption

Corruption Mean Median Maximum Minimum|  Skewness Kurtosis Jzérgr:e— Prob Obs
All -0.3030 -0.4179 1.5075 -1.1274 1.3136 4.891F 113204| 0.0000| 2773
Tanzania -1.0674 -1.0644 -1.0149 -1.1139 0.1063 7965 30.51 0.0000 355
Indonesia -1.0615 -1.0559 -0.9835 -1.1274 0.1564 5190 137.67 0.0000 1447
Bangladesh -0.9735 -1.0007 -0.8666 -1.0426 0.6440 .638B 114.18 0.0000 780
Ecuador -0.9733 -0.9667 -0.8985 -1.0340 0.1783 3¥53 71.76 0.0000 756
Cambodia -0.9640 -0.9754 -0.9510 -0.9754 0.1218 14B0 30.17 0.0000 181
Zambia -0.9427 -0.9390 -0.9275 -0.9585 -0.1763 4842 42.89 0.0000 395
Malawi -0.7906 -0.7610 -0.7610 -0.8225 -0.0778 ®&@M0 38.83 0.0000 233
Honduras -0.7885 -0.8126 -0.7225 -0.8126 0.9348 7385 109.87 0.0000 717
Pakistan -0.7550 -0.7687 -0.7230 -0.7741 0.6695 96R4 466.93 0.0000 2764
Nicaragua -0.6403 -0.5173 -0.5173 -0.916p -0.7705 .12m& 99.26 0.0000 757
Guatemala -0.6081 -0.626 -0.5642 -0.6269 0.8395 1082 113.06 0.0000 751
Philippines -0.5326 -0.5326 -0.5170 -0.548p 0.0000 1.5057 173.44 0.0000] 1864
Ethiopia -0.4742 -0.4767| -0.4493 -0.4980 0.126[ 5145 98.31 0.0000 1091
Syria -0.4655 -0.4863 -0.3010 -0.6717 -0.2137 19460 17.01 0.0002 160
Guyana -0.4273 -0.414Q -0.4140 -0.440y -0.0073 Q00o0| 45.50 0.0000 273
El Salvador -0.4052 -0.4404 -0.3304 -0.4404 0.7070 2.0586 81.28 0.0000 676
India -0.3938 -0.3959 -0.3538 -0.4174 0.689yY 2.0024 467.08 0.0000 3868
Peru -0.2190 -0.2108 -0.2060 -0.2437Y -0.82Q7 1.7480 34.37 0.0000 193
Sri Lanka -0.1576 -0.1610 -0.1443 -0.1666 0.5963 5870 133.61 0.0000 938
Morocco -0.0661 -0.0804 -0.0061 -0.1081 0.551P @057| 271.33 0.0000 2006
Brazil 0.0076 0.0092 0.1155 -0.0972 0.0261 1.4995 97.50D 0.0000 4232
South Africa 0.4113 0.4180 0.5218 0.3147 0.1201 0335 131.16 0.0000 137(
Oman 0.8745 0.8708 0.9601 0.7815 -0.0766 15292  0313] 0.0015 143
Chile 1.3532 1.2004 1.5075 1.2004 0.0100 1.0001 .8298| 0.0000 1793
F-test (23, 27714) 88014 0.0000

4.3.5.1. Corruption

Corruption is scaled ranging from about -2.5 to. Htgher values mean better
governance. Table 4.12 demonstrates the descrigtatistics for corruption across
countries. The mean (median) of corruption is -@:8042) in our sample. The range
of average corruption among countries is -1.07.85.1By applying an F-test, we
confirm the difference is statistically significantThe most corrupt country is
Tanzania and the least corrupt country is Chilecdntrast, the value of corruption

in the U.S. (UK) is 1.75 (2.06). Corruption seemse a problem for the countries
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in our sample. None of them are close to the U.8s Torrupt environment

increases the costs of external financing. Highugiron may be another reason for
the low leverage and debt maturity of firms in eample. The most corrupt country,
with -1.13 in the sample, is Indonesia, while thask corrupt country is Chile with

1.51.

Table 4.13. Summary Statistics for Legal System

Civil Common
All 60% 40%
Bangladesh Yes
Brazil Yes
Cambodia Yes
Chile Yes
Ecuador Yes
El Salvador Yes
Ethiopia Yes
Guatemala Yes
Guyana Yes
Honduras Yes
India Yes
Indonesia Yes
Malawi Yes
Morocco Yes
Nicaragua Yes
Oman Yes
Pakistan Yes
Peru Yes
Philippines Yes
South Africa Yes
Sri Lanka Yes
Syria Yes
Tanzania Yes
Zambia Yes

4.3.5.2. Legal system
The majority of the countries in the sample (60%peace a civil law legal system,

while 40% are common law countries. Table 4.13 destrates whether the country
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is based on civil law or common law legal systeWis. expect that firms in civil law

countries use more debt; specifically, short-tembtdvhen compared to firms in

common law countries. That might be the reason thkyfirms in our sample have

more short-term debt than long-term debt.

4.3.5.3. Financial institutions

This section explains the three proxies for finahanstitutions. We, first discuss

deposit money bank assets to central bank assex$, We will focus on the stock

market dummy and stock market turnover, respegtivel

Table 4.14. Summary Statistics for Deposit monek laasets to central bank assets

Dbacba Mean Median Maximum  Minimum| Skewness  Kurtog is‘]grgrie_ Prob Obs
Al 0.6215 0.7500 0.9984 0.0036 -0.8990 2.1359  4599.63.0000 | 27738
Brazil 0.0076 0.0088 0.0103 0.0036 -0.6020 1.5385 632.24.0000 4232
Chile 0.0275 0.0300 0.0300 0.0249 -0.0100 1.00p1 298.83.0000 1793
Zambia 0.1652 0.1514 0.1951 0.1446 0.509y 1.31b1 63/82 000.0] 395
Nicaragua 0.2507 0.2334 0.3700 0.2101 15980  3.7853 34163 0000. | 757
Syria 0.5434 0.5480 0.5514 0.5345 -0.2662 1.1841 23,87 0000. 160
Malawi 0.5778 0.5677 0.5887 0.5677 0.0778 1.0060 38,83 000.0f 233
Ethiopia 0.6046 0.6212 0.6261 0.5666 -0.7011  1.5166  189.40.0000 | 1091
Guyana 0.6639 0.6636 0.6643 0.6636 0.0078 1.00p1 45/50 000.0f 273
Pakistan 0.6963 0.6773 0.7409 0.6696 0.6484 1.4620 466.08 0000. | 2764
Guatemala 0.7110 0.7206 0.7206 0.6888 -0.8561 2.07p1 118.44.0000 751
Indonesia 0.7130 0.7061 0.7500 0.6902 0.6748 1.73p3 206.30 0000. | 1442
Tanzania 0.7413 0.7138 0.8228 0.7024 0.8970 1.8447 6735 000.0 355
Cambodia 0.7910 0.8037 0.8037 0.7766 -0.1218 1.0148 30417 0000. 181
Ecuador 0.8179 0.8301 0.8338 0.7834 -0.9252 1.88p0 147.38.0000 756
India 0.8567 0.8593 0.8733 0.8275 -0.7862 2.0744 536.56.0000 3868
Honduras 0.8819 0.8693 0.9699 0.8693 23180  6.3759  982.550000. | 717
Sri Lanka 0.8883 0.8811 0.9151 0.8667 0.3954  1.4477 11862 0000. | 938
El Salvador 0.8914 0.8884 0.9018 0.8884 15632  3.6711  287.99 0000. | 676
Bangladesh 0.8937 0.8930 0.8967 0.8914 0.4119  1.4411  101.04 0000. | 780
Philippines 0.9092 0.9062 0.9220 0.8993 0.4341  1.4887 23594 0000. | 1864
Morocco 0.9456 0.9460 0.9463 0.9445 -0.5702 1.46p9 306.70.0000 2006
South Africa 0.9663 0.9843 0.9882 0.9321 -0.5307 1.2963 230.00.0000 1370
Oman 0.9892 0.9925 0.9984 0.9775 -0.4339 1.4660 18/51 000Q. 143
Peru 0.9917 0.9921 0.9925 0.9903 -0.7350 1.7185 30,58 0000. 193
F-test (23, 27714) 346807 0.0000
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4.3.5.3.1. Deposit money bank assets to central lkaaissets

Table 4.14 illustrates the summary statistics gpakit money bank assets to central
bank assets across countries. The mean (mediasgpafsit money bank assets to
central bank assets is 62.15% (75%). Financial [dpugent varies between 0.76
and 99.17 among countries in the sample. By comtyein F-test, we find that the
alterations among countries are statistically d$iggmt. The least financially
developed country is Brazil, while the most finatigi developed country is Peru,
on average. For the U.S. (UK), this ratio is 91.2(B%.35%). The most financially
developed country is Oman in 2000 with 99.84% dmdi¢ast financially developed
country is Brazil in 2000 with 0.36%. If the depasioney banks in a country have a
larger role in the banking system than central b#&nkdicates that the country has
higher levels of financial development (Beck et &009). Our sample includes
financially developed countries, but if we looktla¢ average, it seems that most of

the countries in the sample are not financiallyadeped.

4.3.5.3.2. Stock market dummy

All countries in the sample do not have a stockkeiarTable 4.15 presents the
results for stock market. If a country has a stowlket, it is shown as OyesO, if a
country does not have a stock market, it is preseas OnoO. Eleven percent of the
countries in the sample do not have either a stagiket or an active stock market,
while 89% of the countries have an active stockketarBased on the sample, the
countries that do not have a stock market are Cdmapd&thiopia, Guyana, and

Syrial® The countries without an active stock market aomdtiras and Nicaragua.

9 The stock market in Guyana opened in 2003.
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Approximately 14% of the firms (11% of the obseivas) in the sample are

operating in countries without a stock market.

Table 4.15. Summary Statistics for Stock Market

Country Stockmrk
All 89%
Cambodia No
Ethiopia No
Honduras No
Nicaragua No
Syria No
Guyana Yes
Bangladesh Yes
Brazil Yes
Chile Yes
Ecuador Yes
El Salvador Yes
Guatemala Yes
India Yes
Indonesia Yes
Malawi Yes
Morocco Yes
Oman Yes
Pakistan Yes
Peru Yes
Philippines Yes
South Africa Yes
Sri Lanka Yes
Tanzania Yes
Zambia Yes

4.3.5.3.3. Stock market turnover

Table 4.16 demonstrates the summary statisticstémk market turnover. The mean
(median) of stock market turnover is 0.97 (0.16)e Btock market turnover changes
from 0 to 3.52 among the countries. By applying-atest, we find the difference is
statistically significant. Guyana has the lowesntwer. Pakistan has the highest

stock market turnover on average. Stock marketowtgnin the U .S.(UK) is 1.65
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(0.88). The country with the highest turnover ikiB@an in 2000 with 5.01, while

the country with lowest turnover is Guyana in 20@g 0.0001. In the U.S. (UK),

stock market turnover is 1.65 (0.88). Guatemaldjalnand Pakistan have higher

stock market turnover when compared to the U.ShHignover is an indicator of

low transaction costs (Levine and Zervos, 1998gré&fore, the higher the turnover,

the more active and liquid the stock market issdems that some of the stock

markets in the sample are illiquid.

Table 4.16. Summary Statistics for Stock Markehdwer

Turnover Mean Median | Maximum  Minimunm Skewnegs  Kurtosis Jgrgge- Prob Obs
All 0.8681 0.1179 5.0102 0.0000 1.608¢ 4.4969 145562 0.0000 27738
Guyana 0.0001 0.0001 0.0001 0.000D -0.00¥3 1.0001 5.504 0.0000 273
Ecuador 0.0110 0.0110 0.0156 0.0068 0.1375 1.6443 0.276 0.0000 756
El Salvador 0.0157 0.0159 0.0173 0.012p -1.09p9 91RO 135.54 0.0000 676
Malawi 0.0667 0.0391 0.0965 0.0391 0.0778 1.0060 .838 0.0000 233
Chile 0.0675 0.0884 0.0884 0.0464 -0.01Q0 1.0001 8.8 0.0000 1793
Tanzania 0.0752 0.0269 0.1722 0.0201 0.6277 1.4003 61.16 0.0000 355
Morocco 0.0754 0.0683 0.1071 0.0527 0.5252 1.5729 62.43 0.0000 2006
Zambia 0.1009 0.0430 0.2090 0.0339 0.5456 1.3058 .8466 | 0.0000 395
Brazil 0.1230 0.1179 0.1572 0.0953 0.343p 15213 8.8 0.0000 4232
Peru 0.1282 0.1440 0.1709 0.07638 -0.3905 1.4276 7924.| 0.0000 193
Oman 0.1537 0.1596 0.1697 0.1328 -0.4330 1.4183 3719.| 0.0001 143
Philippines 0.1567 0.0795 0.3157 0.0758 0.7125 8650 330.49 0.0000 1864
Sri Lanka 0.1984 0.1892 0.2837| 0.1152 0.0963 1.4884 90.75 0.0000 938
South Africa 0.4355 0.4270 0.4986| 0.3781 0.2168 6405 128.45 0.0000 1370
Indonesia 0.4590 0.4349 0.5333 0.420p 0.8510 1.8002 260.53 0.0000 1442
Bangladesh 0.7292 0.6475 0.911] 0.64712 0.82D3 Q.6y3 144.72 0.0000 780
Guatemala 1.8288 3.0700 3.070¢ 0.0147 -0.3767 9.141 125.79 0.0000 751
India 2.5188 2.2582 3.4432 1.5104 0.079b 1.4864 .3373| 0.0000 3868
Pakistan 3.5157 3.0234 5.0102 2.519p 0.5905 1.4956421.28 0.0000 2764
F-test (23, 27714) 6879.F 0.0000
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4.3.5.4. Financial globalization
This section discusses the two proxies for findnglabalization. First, offshore
bank loans to GDP will be explained and then offslieposits to domestic deposits

will be discussed.

4.3.5.4.1. Offshore bank loans to GDP

As illustrated in table 4.17, the mean (medianjhefratio of offshore bank loans to
GDP is 8.54% (7.80%). The ratio varies between %.78nd 20.26% across
countries. By applying an F-test, we confirm thatistical significance of the

difference. Ethiopia has the lowest offshore baménk, while Indonesia has the
highest. In the U.S. (UK), this ratio is 16.10% .@%6). With the exception of

Nicaragua, the Philippines, Oman, and Indonesiaptaler countries have lower
offshore bank loans when compared to the U.S. Beme levels of the countries
increase, international loans also rise; therefofishore banks provide more loans
to high income countries than low income countriggice our sample includes
middle and low income countries, the average iy V@wv when compared to the
U.S. (UK). Therefore, it is difficult for firms inower income countries to find

funding from offshore banks. The country with higheffshore bank loans is
Indonesia in 2000 with 24.80% and the country Watvest offshore bank loans is

Ethiopia in 2001 with 0.01%.
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Table 4.17. Summary Statistics for Offshore Bardnsdo GDP

Nrbloan Mean Median Maximum ~ Minimun  Skewnesgs  Kurtos is‘]grgrge_ Prob Obs
All 0.0854 0.0780 0.2840 0.0051 0.456§ 2.2996  1BB]1. 0.0000| 27738
Ethiopia 0.0078 0.0069 0.0119 0.0051 0.6245 1.647154.12 | 0.0000] 1091
Bangladesh 0.0086 0.0088 0.0094 0.0073 -0.4706  51.60 92.02 | 0.0000 780
Cambodia 0.0110 0.0107 0.0113 0.010p 0.1218 1.01480.17 | 0.0000 181
Brazil 0.0137 0.0146 0.0152 0.0114 -0.60538 1.4560 79.3%6 | 0.0000] 4232
Syria 0.0238 0.0231 0.0269 0.022¢ 0.7324 1.7701 4025} 0.0000 160
Malawi 0.0322 0.0255 0.0394 0.0255 0.0778 1.0060 .838| 0.0000 233
Zambia 0.0335 0.0296 0.0434 0.0292 0.89Q9 1.7963 .1076 0.0000 395
Tanzania 0.0389 0.0413 0.0440 0.031) -0.5145 1.4098%3.06 0.0000 355
India 0.0407 0.0424 0.0451 0.0367 -0.2483 1.3849 0.14%6| 0.0000 3868
Sri Lanka 0.0533 0.0511 0.0581 0.0509 0.7813 1.613a.70.61 | 0.0000 938
Guyana 0.0607 0.0529 0.0685 0.052p 0.0073 1.0001 .5045 0.0000 273
Ecuador 0.0827 0.0693 0.1162 0.069p 0.9414 1.886450.73 | 0.0000 756
Pakistan 0.0934 0.0918 0.1112 0.078p 0.22]12 1.514276.71 | 0.0000] 2764
Honduras 0.1053 0.1032 0.1297 0.0994 2.15¢7 5.981821.37 | 0.0000 717
Peru 0.1134 0.1120 0.1328 0.098% 0.3547 1.6126  319.50.0001 193
Guatemala 0.1140 0.1144 0.1244 0.1010 -0.4112 2.5p9 27.25 0.0000 751
South Africa 0.1218 0.1219 0.1321] 0.1091 -0.2565 544a5 135.63| 0.000d 137¢
Chile 0.1230 0.1329 0.1329 0.1130 -0.01Q0 1.0001 8.8%€| 0.0000 1793
Morocco 0.1316 0.1331 0.1491 0.113 -0.0779 1.5076.88.19 | 0.0000| 2006
El Salvador 0.1328 0.1349 0.1349 0.130p -0.15p0 39B0| 110.76 | 0.000Q 676
Nicaragua 0.1669 0.1776 0.1776 0.1423 -0.8186 P.218103.84 | 0.0000 757
Philippines 0.1827 0.1803 0.1899 0.1778 0.5727 5048 279.97 | 0.0000 1864
Oman 0.1841 0.1855 0.1922 0.1754 -0.1764 1.4182 5414, 0.0007 143
Indonesia 0.2026 0.2197 0.2480 0.152p -0.27B5 1341183.33 | 0.0000 1442
F-test (23, 27714) 27596 0.0000

4.3.5.4.2. Offshore deposits to domestic deposits

Table 4.18 demonstrates the descriptive statifticeffshore deposits to domestic
deposits. The mean (median) of offshore deposdamestic deposits (Offdep) is
12.23% (6.75%). This ratio alters between 1.19% @&h68% among the countries
in the sample. By conducting an F-test, we confina difference is statistically
significant. Bangladesh has the lowest offshoreodigép as compared to domestic
deposits, while Ecuador has the highest averagehdnU.S. (UK), this ratio is
10.64% (16.67%). Offshore bank deposits fall with income level of the country;

therefore, this ratio is expected to be higherow income countries (Beck et al.,
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2009). The lack of confidence and trust in the detmebanking system make

households and firms prefer offshore banks in thomentries. However, it also

demonstrates financial globalization. Ecuador, 00@ has the highest offshore

deposits, while Bangladesh, in 2001, has the lowsfhore deposits when

compared to domestic deposits.

Table 4.18. Summary Statistics for Offshore DepdsiDomestic Deposits

Offdep Mean Median| Maximum| Minimun] Skewness  Kurto is‘]grgrge_ Prob Obs
All 0.1223 0.0675 0.8346 0.0107 2.5997 10.1293 g%®| 0.0000 | 27739
Bangladesh 0.0119 0.012¢4 0.0127 0.01Q7 -0.5763 48.43 122.80 0.0000 780
India 0.0254 0.0239 0.0318 0.0227 1.111) 2.3260 .8869| 0.0000 3868
Chile 0.0385 0.0396 0.0396 0.0374 -0.01Q0 1.0001 8.8» | 0.0000 1793
Indonesia 0.0443 0.0447 0.0462 0.0414 -0.591L.7 2.697 186.10 0.0000 1442
Sri Lanka 0.0542 0.0549 0.0562 0.0518 -0.40%6 K446 120.05 0.0000 938
Ethiopia 0.0563 0.0555 0.0669 0.0474 0.2646 1.5989101.78 0.0000 1091
El Salvador 0.0588 0.0594% 0.0595 0.0577 -0.25[(2 94p1 99.31 0.0000 676
Brazil 0.0704 0.0675 0.0765 0.0671 0.667p 1.4519 6.9 0.0000 4232
Honduras 0.0733 0.062% 0.1038 0.052)7 0.8292 1.8859.22.68 0.0000 717
Morocco 0.0893 0.0884 0.0921 0.087 0.5312 1.4570 93.32 0.0000 2006
Philippines 0.0974 0.0985 0.1025 0.0911 -0.3685 0355| 215.00 0.0000 1864
Cambodia 0.1079 0.0923 0.1255 0.092B 0.1218 1.014830.17 0.0000 181
South Africa 0.1107 0.1113 0.1463 0.0669 -0.2641 5488 136.13 0.0000 137(
Pakistan 0.1634 0.167 0.1708 0.151p -0.67P6 1.5426157.37 0.0000 2764
Syria 0.2020 0.1975 0.2451 0.1737 0.5531 1.6316 6420, 0.0000 160
Peru 0.2038 0.1993 0.2462 0.1602 0.0333 1.5266 017)5 0.0002 193
Guyana 0.2088 0.2074 0.2101 0.207p 0.0073 1.0001 .5045| 0.0000 273
Malawi 0.3111 0.2894 0.3346 0.2894 0.077B 1.0060 .838| 0.0000 233
Nicaragua 0.3435 0.277 0.5284 0.264P 1.02%56 2.061060.52 0.0000 757
Tanzania 0.3649 0.3661 0.4135 0.3137 -0.0740 1.411837.63 0.0000 355
Guatemala 0.4057 0.3534 0.5581 0.3534 1.24)7 2.9p047195.13 0.0000 751
Zambia 0.5542 0.6323 0.6446 0.3869 -0.68%5 1.4177 9.086 0.0000 395
Oman 0.5971 0.6117 0.6871 0.4807 -0.3975 1.6045 3715/ 0.0005 143
Ecuador 0.6168 0.556( 0.8346 0.506[L 0.8678 1.8547 36.20 0.0000 756
F-test (23,27714) 16137 0.0000
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4.4. Stylized Facts

The purpose of this section is to investigate thpact of size and the existence of a
stock market on leverage and debt maturity decssioh firms in developing
countries. By applying a univariate analysis, wenpare the averages of leverage
and debt maturity levels, as well as firm leveledetinants of small and large firms.
Then, we apply the same analysis for privately lagld publicly listed companies.
Finally, we investigate the impact of the preseotca stock market on the leverage
and maturity levels and firm level determinants. ¥éenpare our results to those of

developed countries. In this section, we will anstlke following questions:

¥ Are the leverage and debt maturity levels of sranl large firms different
in developing countries?

¥ Are the leverage and debt maturity levels of lisead privately held
companies different in developing countries?

¥ Does the presence of a stock market have an inopaitte leverage and debt

maturity levels of firms?

In the following, Section 4.4.1 presents the analyer leverage levels. Section
4.4.2 looks at the debt maturity levels. Then, wepare the asset tangibility levels

of firms and examine the profitability levels ob#e firms in developing countries.
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4.4.1. Leveragé'

As we demonstrated in the previous section, tmasfim our sample are less levered
than firms in developed countries. The mean of riege for all countries in the
sample is 39.09%, while in the U.S. (UK), the medneverage is around 58%
(54%) (Rajan and Zingales, 1995). The reason fas thight be the limited
availability of funds to finance companies sindeolthe countries in the sample are
developing economies. Additionally, the majority thie firms in the sample are
small and privately held firms. Since large antelilsfirms can provide more reliable
information when compared to small and privatelJdhieéms, the available funds
are generally allocated to large firms or publiibted companies. For instance,
leverage for large listed firms in developing coig# varies between 30.3% and
73.4% (Booth et al., 2001). In contrast, the legerfor small firms in the UK is
42.2% (Michaelas et al., 1999). This figure goesauf1.41% for the small firms in
Spain (Sogorb-Mira, 2005). For the other developaahtries, Greece, France, Italy,
and Portugal, the leverage for small firms varietwieen 52.78% and 76.44%

(Daskalakis and Psillaki, 2008).

Table 4.19 presents the univariate analysis faerlye. The leverage for small firms
is 30.65% and rises to 50.48% for large firms ie $ample. We employ the

univariate analysis to confirm whether this differe in leverage between small and
large firms is statistically significant. Accordirtg the analysis, the difference is
statistically significant and we confirm our hypesiis that small firms are less
levered than large firms. Since small firms havermation asymmetry and adverse

selection problems due to their opaqueness, thgg hmited access to external

M please refer to table 6 in the appendix for leyer@nd debt maturity levels of SMEs in developed
countries.
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sources; therefore, their leverage is lower whempared to large firm& Also,
when compared to small firms in developed counttiies firms in our sample are

less levered.

Table 4.19. Univariate Analysis for Leverage

Leverage is the ratio of total liabilities to todset. Small represents the firms that employtless

50 employees, medium firms have 50-500 employegd, large firms employ more than 500
employees. Private represents the privately heldpamies and listed is for publicly listed firms.
Stockmarket represents the firms in countries &itstock market and without stockmarket reports
the firms in countries without stock market. * iodies significance at the 10%, ** presents

significance at 5% level, and *** represents sigrahce at the 1% level.

Panel A: Leverage Levels of Firms

Small Large t-test
0.3065 0.5048 34.2562***

Small Medium t-test
0.3065 0.4597 -41.8051***
Medium Large t-test
0.4597 0.5048 7.8335%**
Listed Privately held t-test
0.4629 0.367 14.4227*+*

We apply the same statistical analysis for priyatedld and listed companies. The
leverage of privately held companies is 36.70% |evthie leverage of listed firms is
46.29%. As we expected privately held companies Hawer leverage than listed
firms. This difference is statistically significanfAs large firms, publicly listed
companies are more transparent and they have néssnation asymmetry and
adverse selection problems as compared to privagdty companies. Lenders prefer
to fund listed companies as the quality of informratprovided by them is more

reliable than privately held firms. Therefore, thiegve better access to external

12\We also report the results for medium-sized firBist our main focus is on the differences
between small and large firms. Therefore, we oigubs the results for small and large firms.
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funding resulting in higher leverage. Alternativetite financial environment of a
country might trigger higher debt levels in listians since raising equity funding
might prove difficult. A possible reason may be timited availability of equity
funds due to the lack of developed stock marketsr(ibguc-Kunt and Maksimovic,
1998; Rajan and Zingales, 1998). Since some otdhmtries in the sample do not
have either a stock market or an active stock matte debt financing decisions of
those firms might show some differences among cmmtFor instance, Cambodia,
Guyana, and Syria do not have a stock market amg fin those countries have the

lowest leverage in the sample.

We conduct a univariate analysis to test whethereths a statistically significant

difference between the leverage of the firms inntoes with a stock market and in
countries without a stock market. Table 4.19 Pdhgdresents these results. The
mean of leverage in the countries with a stock etaik41.27%. The mean of those
countries without a stock market is 21.37%. Thsiteindicates that there is a huge
difference between firm leverage in countries vatstock market and those without
a stock market. This difference is statisticallygnsiicant. We confirm our

hypothesis that firms in countries with a stock kearare more levered than the
firms in countries without a stock market. Since #tock market is another source
for firms to raise financing, its existence increm$unding opportunities, as well as
sources within the country. Even if the firms invel®ping countries have lower
leverage when compared to firms in developed c@sjtthe presence of an active
stock market enable firms to improve their debtelsvcompared to firms in

countries without a stock market.
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Panel B: Leverage of Firms with and without Stock két

Stockmarket Without stockmarke} t-test
All 0.4127 0.2137 35.6184***
Small 0.3381 0.1606 27.8122%**
Medium 0.4615 0.4216 3.1525***
Large 0.5125 0.3418 7.2005***

We apply the same univariate analysis and comparsrall firms in countries with
and without a stock market and large firms with amithout a stock market.
Average leverage for small firms in countries wglock market is 33.81%;
however, this ratio falls to 16.06% for small firms countries without a stock
market. Also, the average leverage for large firmesountries with stock market is
51.25%; whereas, it is 34.18% for large firms inmwies without stock market. The
mean of leverage for large firms in countries vathactive stock market is close to
the average leverage in developed countries. Towerehaving an active stock
market in developing countries is important formfg searching for external
financing. Alternatively, even in countries withseock market, small firms are less
levered than large firms. This also confirms tmeited financing available for small

firms.

Per our previous discussion, small firms have Wsst when compared to other
firms and they have even lower debt in countrieheuit a stock market. Therefore,
it is important to be a large firm in developinguoatries in order to access external

financing.
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4.4.2. Debt maturity

For debt maturity, we use three proxies: long-telebt to total assets, short-term
debt to total assets, and long-term debt to taht.dAs we discussed in the previous
section, firms in the sample have shorter mat@astgompared to firms in developed
countries. In the sample, the mean of long-ternt ¢tehotal assets is 14.01%, the
mean of short-term debt to total assets is 24.%¥d,the average of long-term debt
to total debt is 32.63%. On the other hand, theaayeelong-term debt to total assets
in the U.S. (UK) is 37% (28%) (Rajan and ZingalE395). The range for long-term
debt to total assets of large listed firms in dep#lg countries is between 9.7% and
49.4% (Booth et al., 2001). Since most of the firmur sample are small and
privately held companies, the average long-ternt teltotal assets is lower when
compared to large listed companies, even in devajaguntries. The reason for the
low long-term debt to total assets in our samplghtnbe the information asymmetry
due to the size of the companies. In contrastatleeage for long-term debt to total
assets for small firms in the UK is 11.9% (Michae# al., 1999), while the range
for other developed countries is between 2.06% 28d6% (Hall et al, 2004).
Moreover, for short-term debt, the range for depetb countries varies between
38.22% and 62.96% (Hall et al., 2004) and for Spairs 52.45% (Sogorb-Mira,

2005).

As leverage, we also examine whether the debt matdiecisions indicate
differences among different sizes and the presemnce stock market. Table 4.20
demonstrates the univariate analysis for debt ntgatuFirst, we discuss the
univariate analysis of long-term debt to total &ss€he average long-term debt to

total assets for small firms is 9.60%, while itreases to 21.41% for large firms.
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This difference is statistically significant andnéions our hypothesis that small
firms have lower long-term debt when compared tgddirms. As we discussed in
the previous section, it is difficult to find delmancing for small firms due to their
opaqueness. However, to be financed by long-terimt & much lower when

compared to short-term debt. Alternatively, therage long-term debt to total
assets for privately held and listed firms is 1400&nd 21.19%, respectively. Listed
companies have higher long-term debt to total agban private companies, in part,

due to better information disclosure.

Table 4.20. Univariate Analysis for Debt Maturity

LTD/TA is the ratio of long-term liabilities to tat assets. STD/TA is the ratio of short-term
liabilities to total assets. LTD/TD presents théaaf long-term liabilities to total liabilitiesSmall
presents those firms that employ less than 50 grapk) medium firms have 50-500 employees, and
large firms employ more than 500 employees. Privapgesents the privately held companies and
listed is for publicly listed firms. Stockmarketpresents the firms in countries with a stock market
and without stockmarket reports those firms in ¢oes without stock market. * reports significance

at 10% level, ** presents significance at the 5%eleand *** indicates significance at the 1% level

Panel A: Long-term Debt to Total Assets

Small Large t-test
0.096 0.2141 -31.5683***
Small Medium t-test
0.096 0.1716 30.7989***
Medium Large t-test
0.1716 0.2141 -9.8788***
Listed Privately held t-test
0.2119 0.1405 15.4740***

Underdeveloped financial systems may cause firndeireloping countries to have
lower long-term debt to total assets since sonta@@tountries in the sample do not
have an active stock market. For instance, Camb8giga, and Guyana do not have

a stock market and the firms in these countrieetihe lowest average long-term
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debt to total assets. The mean of long-term dehittéd assets for firms in countries
with stock market is 14.69%, while it is 7.70% foms in countries without a stock
market. The presence of a stock market increasesathount of long-term
investment available in the country. Since the texise of stock market aids in
boosting the available investment in a countrynéirin a country with a stock
market can access more long-term debt. We alsoMesther the small and large
firms can acquire longer debt if they are in comstwith a stock market than those
without a stock market. The average long-term delotal assets of large firms in
countries with a stock market is 21.64%, but therage falls to 15.43% for firms in
countries without a stock market. As large firmsiai firms in countries with a
stock market (10.29%) have higher average long-tébt to total assets than small
firms in countries without a stock market (6.09%lnus, financial institutions are
important for firms to access external financingt &ize still has a greater impact on
long-term borrowing decisions. To conclude, smafiems and the firms in a
country without a stock market have lower level$ooig-term debt. Size and access
to a stock market play an important role in thegikberm borrowing decisions of

firms.

Panel B: Long-term Debt to Total Assets for Firmhwand without a Stock Market

Stockmarket,  Without Stockmarket t-test
All 0.1469 0.077 17.2286***
Small 0.1029 0.0609 10.1117%*
Medium 0.1727 0.1427 2.8358***
Large 0.2164 0.1543 2.9486***

As long-term debt to total assets, large firms hmgre short-term debt to total

assets than small size firms. The average shor-debt to total assets for small and
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large firms is 20.76% and 29.18%. When comparimg{term debt to total assets,
short-term debt to total assets is higher for sivatls as they have limited access to
long-term debt financing. Since the probability bEnkruptcy is higher for small

firms, lenders may not prefer to provide long-tdunding. In contrast, it seems that
there is not much difference between privately laeld listed firms in terms of short
term debt financing. The average short-term debated assets for private and listed
firms is 22.47% and 24.98%, respectively. Hencéliply listed firms have longer

maturity than privately held firms.

Panel C: Short-term Debt to Total Assets

Small Large t-test
0.2076 0.2918 16.9843*+*

Small Medium t-test
0.2076 0.2868 -25.0884***
Medium Large t-test
0.2868 0.2918 0.9959
Listed Privately held t-test
0.2498 0.2247 4.7074**

Panel D: Short-term debt to total assets for finmigh and without stock market

STDI/TA Stockmarket |  Without Stockmarket t-test
All 0.2651 0.1031 32.5063***
Small 0.234 0.0725 28.6908***
Medium 0.2881 0.2485 3.1613**
Large 0.2963 0.1749 5.2150***

As long-term debt to total assets, firms in cow@strivith a stock market have a
higher mean of short-term debt to total assets finas in those countries without a
stock market, 26.51% and 10.31%, respectively.auezage short-term debt to total
assets for large firms in countries with a stockketis 29.63%, while it is 17.49%

for large firms in countries without a stock markEor small firms, the mean of
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short-term debt to total assets is 23.40% in caestvith a stock market and drops
significantly to 7.25% in countries without a stookarket. Due to information
asymmetries, it is hard to access to financingfiimns in developing countries.
Generally, large firms have a greater advantageesithey have access to
international financial markets. It seems that @neg of an active stock market

affects the small firmsO debt level more than Inges.

Panel E: Long-term Debt to Total Debt

Small Large t-test
0.2808 0.4138 -17.6246***
Small Medium t-test
0.2808 0.3494 14.2910***
Medium Large t-test
0.3494 0.4138 -9.0023***
Listed Privately held t-test
0.42 0.3397 9.5816***

Finally, we employ a univariate analysis for lomgrd debt to total debt. The
average long-term debt to total debt for small §irm 28.08%, while it rises to
41.38% for large companies. As expected, largesfilrave longer maturity than
small firms. As large firms, listed firms (42%) lelonger maturity as compared to
privately held companies (33.97%). Basically, amé get larger, their maturity
becomes longer.

Panel F: Long-term Debt to Total Debt for Firms kvénd without a Stock Market

LTD/TD Stockmarket |  Without Stockmarket t-test
All 0.3287 0.2999 3.5355%**
Small 0.2762 0.3104 -3.3467***
Medium 0.3533 0.2677 5.4083***
Large 0.4184 0.3009 3.5527**
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Next, we investigate the impact of the existenceadtock market. The average
long-term debt to total debt for firms in a countvith a stock market is 32.87% and
it is 29.99% for firms in a country without a stoclarket. As expected, the presence
of a stock market lengthens the maturity of laigad$. However, surprisingly, it has
an opposite impact on small firms. Small firms $&ortheir maturity in a country
with a stock market. Since a stock market is anaharce of financing, small firms
might prefer equity financing rather than long-tedebt financing in countries with

a stock market.

4.4.3. Tangibility

In the previous section, we demonstrate that thannud asset tangibility of the
firms in the sample is 45.21%. The average asagtlity for the large listed firms
in developing countries varies between 32.8% an8% ABooth et al., 2001). The
difference between them might be due to the sizéh@fcompanies in our sample
since the majority of the sample is comprised odlsand privately held companies.
Small and privately held firms have more tangipitihan the large and listed firms.
Since small and privately held firms are more ogagihen compared to large and

listed companies, they must have higher tangildetago be used as collateral.
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Table 4.21. Univariate analysis for Tangibility

Tangibility is measured as net fixed assets td #aets. Small represents the firms that empley le
than 50 employees, medium firms have 50-500 empkyand large firms employ more than 500
employees. Private represents the privately heldpamies and listed is for publicly listed firms.
Stockmarket represents those firms in countriesh wait stock market and without stockmarket
represents firms in countries without stock markeindicates significance at the 10% level, **

presents significance at the 5% level, and *** népaignificance at the 1% level.

Panel A: Tangibility

Small Large t-test
0.4817 0.4143 11.6595*+*
Small Medium t-test
0.4817 0.428 -15.1732***
Medium Large t-test
0.428 0.4143 2.6541***
Listed Privately held t-test
0.4337 0.4671 -5.3647***

Table 4.21 demonstrates the results for tangibilitye mean of tangibility for small
firms is 48.16%, while for large firms it is 41.44%ven if small firms have higher
tangible assets, they have lower leverage andrdetitrity compared to large firms.
The same is true for privately held and listed camgs. The average tangible assets
for privately held firms is 46.07% and it is 43.3766 listed companies. The mean
of asset tangibility for listed companies in theSU.(UK) is 39.5% (35.6%)
(Antoniou et al., 2008). Moreover, the asset taifigglfor small firms in developed
countries alters between 19.8% and 56.3% (Hall. e2@04). This figure changes to
35.3% for the UK (Michaelas et al., 1999). The firm developing countries must
have more tangible assets to be financed by debpaced to firms in developed
countries. Additionally, small and privately heldnspanies must have higher levels
of collateral to be able to obtain debt due to rtte@aqueness and information

asymmetry.
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Panel B: Tangibility for Firms with and without $toMarket

Tangibility Stockmarket |  Without Stockmarket t-test
All 0.4402 0.5513 -20.9460***
Small 0.4614 0.5774 -17.3679***
Medium 0.427 0.4486 -1.8942*
Large 0.4102 0.5016 -4.2134**+*

When we look at the impact of a presence of a shoaiket, we find that firms in a
country with a stock market (44.02%) have lowergthle assets than firms in a
country without a stock market (55.13%). Both snaaitl large firms have higher
levels of tangible assets in a country withoutaclstmarket. The average tangible
assets for small firms in a country with a stockrketiis 46.14%, while it rises to
57.745 for the small firms in a country withouttack market. Since the existence
of a stock market provides equity financing optioirsns can lower their tangible

assets.

4.4.5. Profitability

The firms in developing countries have higher Isval profit when compared to the
U.S. (UK). The average profitability of the sampse 37.02%, while it is 16%

(11.6%) in the U.S. (UK) (Antoniou et al., 2008)n& external funding options are
limited in developing countries, firms prefer toeetheir profits in the company as
an internal funding source. Small firmsO profitgbis 32.91%, on average. The
average profitability of large firms is 48.39%. @wuerage, privately held firms at
38.67% are more profitable than listed firms a6360. However, we could not find

any statistically significant difference betweeivately held and listed companies.
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Table 4.22. Univariate Analysis for Profitability

Profitability is calculated as the earnings befamerest and tax divided by total assets. Small
represents those firms that employ less than 50oy@@s, medium firms have 50-500 employees,
and large firms employ more than 500 employeesiaRrirepresents the privately held companies
and listed is for publicly listed firms. Stockmatkepresents those firms in countries with a stock
market and without stockmarket reports those finmsountries without a stock market. *, **, and

*** indicates significance at the 10%, 5%, and 18gdls, respectively.

Panel A: Profitability

Small Large t-test
0.3291 0.4839 -10.3529***
Small Medium t-test
0.3291 0.3884 6.5479***
Medium Large t-test
0.3884 0.4839 -6.5608***
Listed Privately held t-test
0.3655 0.3867 -1.2625

Panel B: Profitability for Firms with and without&k Market

Stockmarket Without stockmarket t-test
All 0.3829 0.2653 8.4633***
Small 0.3443 0.2592 5.1749%*
Medium 0.3937 0.2728 3.8679***
Large 0.4892 0.3557 1.7974*

When we compare the firms in countries with a stoekket and without it, we find
that firms in countries with a stock market (38.2%4ave higher profitability than
firms in countries without a stock market (26.53%% expected, large firms are
more profitable than small firms in countries wahd without a stock market. The
average profitability of small firms in countriesitiv a stock market is 34.43%,
while it declines to 25.92% in countries withoust@ck market. Large firms are
more profitable in countries with a stock marke8.92%) than without a stock

market (35.57%). Since external funding optionslianged in developing countries,
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especially for small firms, firms should be profita to be able to use internal

funding sources.

4.5. Conclusion

This chapter explained the data sources and prepert data. First, we discuss our
data sources, present the summary statistics @blas across countries, and apply
univariate analysis to test whether size and bsttatus have an effect on the
leverage and debt maturity levels of firms. Morapwee investigate the impact of
the presence of a stock market on the leveragaelebtdmaturity levels of firms. To
our knowledge, this is the first thesis to use Werld Bank Enterprise Survey to
analyse the leverage and maturity levels of firBiace this is the first thesis to use
the World Bank Enterprise Survey, the propertiesttid data and preliminary

analysis are the contributions of this chapter.

In this chapter, we also presented the descrigiagstics and univariate analysis.
We find that leverage and debt maturity are loveerfirms in developing countries
than firms in developed countries. Moreover, thbtdevel of small and privately
held firms is much lower as compared to the larmgpklested firms in the sample. We
have discussed the level of leverage and term myatarcountries with and without

a stock market. We find that firms in a countryhwé stock market can use more
leverage and higher debt maturity than firms inoantry without a stock market.
This difference is higher especially for small fgmn contrast, the average leverage
of large firms in countries with an active stock rket is close to the average
leverage in developed countries. Therefore, thegoree of an active stock market is

important for the external financing of firms inv@oping countries. Moreover, we
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analyze the difference between privately held asteéd firms. Privately held firms
are less levered than listed firms; but the leveraflisted firms is still lower than

those in developed countries.

We also discuss the economic and financial enviemof the countries in the
sample. Countries in the sample are not as rictleaeloped countries. They have
higher uncertainty and interest rates. Also thelytéaprovide a business friendly
environment for firms. The countries in the santpd@e higher corruption and they
do not have developed financial institutions. Afl tbese factors make external
financing difficult for the firms in our sample. Waso apply an F-test for country
differences and find that the economic and findnenwvironments of countries are
not the same; therefore, we justify the use of enun and financial environment
variables in our analysis in the following chapte8ce each country provides a
different environment for its firms, they shouldveaan impact on their external
financing decisions. Hence, in the Chapters 5 gndedwill investigate their effects

on the leverage and debt maturity decisions ofdirm
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CHAPTER 5

DETERMINANTS OF CAPITAL STRUCTURE
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5.1. Introduction

The purpose of this chapter is to investigate aeapiructure decisions of small and
privately held firms in developing countries. Theeyous literature has mainly
focused on the large listed firms in both developed developing countries. For
example, Rajan and Zingales (1995) examine therrdetants of capital structure
across G-7 countries and conclude that the facmesthe same across countries.
Booth et al. (2001) analyse the capital structuneiae of large firms in ten
developing countries and find that decisions afecédd by the same variables as in
developed countries, but with persistent differsmnaeross countries, which could be
due to the impact of different institutional feasron capital structure. Large firms
are not, however representative of firms in develggountries. About 90% of our
sample is small and medium sized firms, which attarése the corporate sector in
developing countries much more accurately. The ock employed in the SMEs
in our sample varies between 27.60% and 86.50%d@ax et al., 2005). Work on
small and medium sized firms has been limited dua lack of data. Some studies
have examined some European countries where theoedo and financial
environments are similar. There are a number dissuthat examine the capital
structure decisions of SMEs (Ang, 1991; Holmes lkadt, 1991; Cosh and Hughes,
1994; Acs and Isberg, 1996; Bartholdy and Mate(§382 Daskalakis and Psillaki,
2008). But they either examine a small sample ahtiees (for cross country studies
see Hall et al., 2004; Bartholdy and Mateus, 2@xskalakis and Psillaki, 2008) or
a single country in Europe (for single country stsdsee Van der Wijst and Thurik,
1993; Bartholdy and Mateus, 2005; Sogorb-Mira, 3008herefore, it could be
misleading to generalise the results of these esuddnly Beck et al. (2008) have

examined small firms for a number of both developed developing countries.
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However, their data provide limited firm level fima@al information, which did not

allow them to replicate the firm level controls dsm capital structure papers.
Financing patterns are given in terms of propogiof investment, not as debt to
asset ratios, as is common in the literatdfEhey focus instead on how financial
and institutional development affects the finananfidgirms using a broad spectrum
of financing sources including leasing, suppliedgvelopment, and informal

finance. However, their data do not allow themetst for the capital structure theory
as in studies for developed countries. In conti@st,rich database allows us to do

that. Our study helps answer the following question

1. Is there any difference in corporate financing sietis due to the size or

listing status of the firms?

2. Does the economic and financial environment of antty have an impact

on the capital structure decisions of firms?

We use the World Bank Enterprise survey and ingatdi the determinants of the
capital structure of firms from 24 developing caieg covering all regions
including Africa, East Asia and Pacific, Latin Anex and Caribbean, the Middle
East and North Africa, and South Asia. We find tbapital structure theories hold
in developing countries. We confirm that small farhave lower leverage. The
economic and financial environment has a signiticempact on the financing
decisions of small firms, while for large firms, stoof the variables become
statistically insignificant and do not add muclitie explanation of the variability of

our dependent variable.

13 See Beck et al. (2008), page 470.
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Section 5.2 discusses the empirical results antidpe®.3 concludes this chapter.

5.2. Empirical Results

In this section, we present the regression redualtshe determinants of capital
structure in developing countries. We first repaut results for all of the firms in
the 24 countries. We find that large firms havehkigleverage than small firms. To
examine whether the capital structure theoriesparéable to small firms, we split
the sample based on the size of the firms as smalliium, and large. We present
the results for medium firms too but we will onlyscuss the results for the
determinants of capital structure for small andéafirms. We confirm that capital
structure theories are portable to small firms. Tien difference between small
and large firms is derived from the impact of theoreomic and financial
environment of the country. For the robustness wf @sults, we use different
definitions of size and we confirm that our resate robust to different definitions
of size. Since most of the previous studies exantir@e determinants of capital
structure for listed companies, we divide our samphsed on privately held and
listed firms and analyze whether the determinaftprivate and listed firms are
different. We find that firm level, economic, anddncial environment determinants
have a significant impact on the leverage and deddurity decisions of privately
held firms, while most of the variables do not hasignificant effect on listed

firms. This is not surprising since most privatens are SMEs.
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5.2.1. Determinants of capital structure
We have estimated the leverage against firm leeebnomic, and financial
environment variables. The functional form of thguation estimated and the

expected signs of the variables are as follows:

MNONED\As' ( §) *%g + -wuud * g . 160wms) * 57813435 g (5.0

i=1,2,..10,839 = 1999,E,2004

Leverageis total liabilities to total assets for tie firm at timet. Fi;« indicates the
firm level variables, asset tangibility, profitabjland size, whileg; x ; represents the
economic environment variable, GDP per capita, ¢npwmflation, interest, and tax
at timet. Fin;;; presents the financial environment variables, wmiron, legal
system, deposit money bank assets to central bssgtsa stock market dummy,
stock market turnover, offshore bank deposits td”G&nhd offshore bank deposits to

domestic bank deposits at tirne

Table 5.1 presents the results of leverage foottezall sample. The coefficient for
tangibility is negative for leverage indicating thas collateral increases, firms
borrow less as opposed to our expectation. Accgrtbnthe trade-off and agency
theories, as tangibility increases, collateral@ases and firms should be able to find
more debt (Rajan and Zingales, 1995; Titman andséles 1988). The pecking
order theory also supports this positive relatiances collateral relieves the
information asymmetry problem. Alternatively, sostadies have found an inverse
relationship and explain it with the maturity matahprinciple (Booth et al., 2001).

We observe the same in opposition to our expeaigtid/e will discuss the maturity
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matching principle in Chapter 6 when we discuss rémults for debt maturity.

Hence, firms with higher tangible assets prefeitgdunancing to debt financing.

Table 5.1. Leverage

This table presents the regressions of leveragérmnlevel, economic, and financial environment ighfes.
Leverage is the ratio of total liabilities to todsets. Tangibility is measured as net fixed agseetivtal assets.
Profitability is calculated as the earnings befterest and taxes divided by total assets. Snmalllarge are
included as dummy variables to proxy for sizeh# firm employs less than 50 employees, small téhkesalue

of one and zero otherwise. Large takes a valuenef ib the firm has more than 500 employees and zero
otherwise. GDP/Cap is the GDP per capita in U.9adolGrowth is the annual growth rate of GDP.dtidin is
measured based on a GDP deflator. Interest istigirlg rate. Tax is the highest tax rate showrhersthedule
of tax rates applied to the taxable income of caafions. Corruption measures the perceptions afiption in a
country. Civil is a dummy variable equal to onehié tcountry has a civil law legal system and zeracéonmon
law legal systems. Dbacba is the ratio of deposihey bank assets to deposit money bank assetcetusl
bank assets. Stockmrk is a dummy variable equahtif the country has a stock market and zeroraike.
Turnover is the ratio of total shares traded tokeiacapitalization. Nrbloan is the ratio of offsadrank loans
relative to GDP. Offdep is the ratio of offshorekaleposits to domestic bank deposits. The repdités the
adjusted R Standard errors are in parentheses. ***, ** anddicates significance at 1%, 5%, and 10% level ,
respectively.

Leverage
Tangibility -0.1718***
(0.010)
Profitability -0.0154***
(0.004)
Small -0.1066***
(0.006)
Large 0.0576*+*
(0.009)
GDP/Cap -0.0584***
(0.007)
Growth 3.1978**
(0.258)
Inflation 0.1390***
(0.030)
Interest 0.4114**
(0.035)
Tax 0.1593**
(0.074)
Corruption 0.1241 %+
(0.0112)
Civil 0.0904***
(0.010)
Dbacba 0.1700***
(0.016)
Stockmrk 0.1996***
(0.010)
Turnover -0.0252***
(0.003)
Nrbloan 0.1012
(0.070)
Offdep 0.1304***
(0.022)
C 0.3803***
(0.054)
Observation 26419
R? 0.1940
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The coefficient for profitability is negative inditing that as profitability increases,
leverage decreases. We confirm our hypothesidehatage is negatively related to
profitability. This provides support for the pec§iorder theory (Myers and Majluf,
1984). Firms use retained earnings first and thevemto external sources of
financing. This negative correlation also suppdtie existence of asymmetric
information. Since managers of the firms know betiban outside investors about
the companyOs value, prospects, and risks, outsidstors increase the cost of
borrowing to compensate for information asymmefiyerefore, to reduce the cost
of borrowing, firms prefer to be financed by intalfunds first. In accordance with
Booth et al. (2001), this result proposes thatreedefinancing is costly; as a result,
firms avoid it. The size dummy for small firms hasegative coefficient and the
dummy for large firms has a positive coefficienéverage is higher for large firms
and lower for small firms. As firmsO size increatiesy become more diversified
and have more stable cash flow. They are less diftakrupt when compared to
small firms (Pettit and Singer, 1985). Since they more mature firms, they have
better status in the debt market. Therefore, temegcost of debt is lower for those
firms, so that they can afford higher levels ofdege. Booth et al. (2001) also
supports this positive relationship between leveragd firm size. Therefore, we

confirm our hypothesis that larger firms have higkgerage.

Looking now at the macroeconomic variables, we fthdt GDP per capita is
negative; however, we expected a positive relabietween leverage and GDP per
capita. Firms in rich countries might prefer equityancing to debt financing. As
increases in GDP per capita define the economieldpment of a country, more

financing and financing options become available fioms. Therefore, firms in
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economically developed countries prefer equity riciag. GDP growth has a
positive coefficient. In countries with a relatiydhigher rate of economic growth,
firms are eager to take on higher levels of delfin@nce new investment (Bartholdy
and Mateus, 2008). The coefficient for inflatiorpissitive implying that firms boost
their debt financing in an inflationary environmevtiich opposes our expectations.
Increases in inflation lead to a higher value of teeductions on debt (Taggart,
1985). As a result, firms are inclined to use maebt financing in an inflationary
environment. Frank and Goyal (2007) also find tlane positive association.
According to them, firms have an incentive to barnmore as inflation increases if
managers can time their debt. In that way, theyloamr their cost of borrowing
when inflation is higher than the current interestie. The impact of interest on
leverage is positive suggesting that firms contittuborrow despite the increases in
the cost of interest. We expected negative relaligmbetween leverage and interest
as increases in the interest rate boost the cdstrodwing. However, firms continue
to borrow despite the increases in interest. Thay e due to the fact that in most
developing countries, interest rates rise whenngslare abolished as a result of
financial liberalisation and funds become availafBzkaert et al., 2003). The
coefficient for tax is positive for leverage in aocdance with our hypothesis. As
taxes increase, firms borrow more. In accordandé tie trade-off theory, firms
prefer to be financed by debt as interest paymamtdax deductible. By using the
Miller tax term, Booth et al. (2001) find the samesitive impact on leverage.
Therefore, firms can benefit from higher tax shsdby continuing to fund with more

debt.
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Next, we discuss the regression results on the ampiathe financial environment
variables on firm leverage. First, we analyze thwpact of corruption on firm
leverage. The coefficient for corruption is postifor leverage. We confirm our
hypothesis that firms increase their debt finanegmgetter governed countries. As
the exercise of public power for private gain daees, financial systems become
more transparent and, as such, more trustablemidre transparent and trustable
the financial system is the more loans and investsnbecome available. Since the
countries in the sample are relatively poor comghate European countries,
corruption is one of the largest obstacles makmgstment and borrowing costly.

Therefore, the lower the corruption, the more fagdirms are able to find.

Additionally, we examine the effect of the legalst/gm on firm leverage. The
coefficient for the civil law dummy is positive foéeverage implying that firms in
the countries with civil law legal systems can barrmore. Since countries with
civil law legal systems have weaker property aneestor rights, firms in those
countries prefer debt financing, specifically sherm debt financing (Demirguc-
Kunt and Maksimovic, 1999). We will analyze the ewp of debt maturity in the

Chapter 6.

Furthermore, we investigate the effect of finanaratitutions on leverage. The
coefficient for deposit money bank assets to ceriesmk assets is positive for
leverage in accordance with our expectations. Wherdeposit money banks play a
larger role than the central bank in the bankingteay, we could say that financial
institutions in the country are highly developed®¢B et al., 2009). The developed

banking system provides more funds; therefore, diebt financing of firms
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increases. The coefficient for the stock market uhynis positive for leverage. We
confirm our hypothesis that in countries that hav@ock market, firms have access
to more external financing. As banks, the stockkeaiais another option for firms to
raise funds. Stock markets signify the use of gguiarkets in raising capital, but it
also encourages greater use of bank financing weldeing countries (Demirguc-
Kunt and Levine, 1996). The existence of a stockketaoffers better diversification
and increased liquidity; therefore, the amountvestments available in a country
is expected to amplify (Greenwood and Jovanovi®01®bstfeld, 1994). With
stock markets, bank loans rise. As a result, filmage access to more external
funding. The coefficient for stock market turnover negative for leverage
suggesting that as turnover increases, firms prefpnty financing. Since high
turnover decreases the transaction costs and r#igediquidity of the market,
funding in the stock market becomes cheaper (LeantkeZervos, 1998). Therefore,
firms may prefer to borrow less debt and shift tHeiancing choices from debt
financing to equity financing. Financial instituti® play an important role in
supplying available funds to firms. Financially é&ped countries create more
external financing opportunities, while an activedamore liquid stock market
allows firms to elect equity financing over debtancing. The existence of a stock
market amplifies the available funding in the fioih system; therefore, firmsO

borrowing increases.

Finally, we explore the effects of financial gloization on firm leverage. Offshore
bank loans to GDP do not have a significant impawtthe leveragé? The

coefficient for offshore bank deposits to domediank deposits is positive for

14 We find a positive relationship when we do theusthess test. We discuss the effect in the
robustness test section.
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leverage. As offshore bank deposits increasegjebelevel of firms also amplifies.
The lack of trust in the domestic banking systeny foace firms to prefer offshore
banking. We expected a negative correlation betwodishore banking and leverage
since available funds become unavailable within doenestic banking system.
However, as we see this variable as a proxy fanimal globalization, we find a
positive relationship. Financial globalization makecal markets more open and
connected to the international financial markets.tle financial system integrates
to international financial markets, more funds lmeeoavailable in the domestic

system. Therefore, the debt funding of firms isarded.

In conclusion, the firms in our sample follow tHeeories in their debt financing
decisions. Firm level variables have an impacthairleverage decisions, as well as

the economic and financial environment of the count

5.2.2. Are the determinants of capital structure pdable for Small Firms?

In this section, we analyse whether the determgahtapital structure are portable
to small firms. Table 5.2 presents the resultsSorall, Medium and Large firms.
Tangibility is negatively related to leverage inpopition to our expectations. Both
small and large firms borrow less when they haghdi collateral. Daskalakis and
Psillaki (2008) find the same negative relationsbgtween leverage and asset
tangibility for SMEs. They explain it as firms withigher tangible assets already
have a steady source of income. This income hélps fto generate more internal
funds; therefore, firms are less reluctant to ugereal financing. Alternatively, the
reason for this negative association might be thgunty matching principle (Booth

et al., 2001) that will be discussed in ChaptetL#&ge firms follow the pecking
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order when they utilize internal funding. Howewsg could not find any significant
relationship between the profitability and leverajesmall firms as opposed to our
expectation. Therefore, the debt financing decsioinsmall firms is dependent only
on collateral. Internal sources do not have anyachpn their debt decisions. If

small firms have enough resources, they would oak for external financing.

The main difference between small and large firmses from the impact of the
macroeconomic and financial environment variabMsst of the economic and
financial factors become insignificant for largenfs. The richness of the country
lowers the debt financing of small and large firnmsopposition to our hypothesis,
both types of firms shift from debt financing toudy financing as the country gets
richer. Economic growth boosts the debt financihgmall firms, while uncertainty
in the economy encourages their borrowing. Unlikel firms, large firms are not
affected by growth, inflation, and taxes, but objythe GDP per capita and interest
rates. Large firms continue to borrow debt in spitéhe increases in interest rates.
Hence, the results indicate that the effects traheve seen for the overall sample
chiefly demonstrate the capital structure decismfrgmall firms. In accordance with
the trade-off theory, small firms boost their débancing with increases in the tax

rate.
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Table 5.2. Leverage for Small, Medium and Largensir

This table presents the regressions of leverag@mnevel, economic, and financial environmentiahtes for
small, medium, and large firm&olumn 1 reports the regression for leverage of Isfinals, Column 2 presents
the results for medium firms, and Column 3 is farge firms. Leverage is the ratio of total lialgl to total
assets. Tangibility is measured as net fixed assdtsal assets. Profitability is calculated as ¢#arnings before
interest and taxes divided by total assets. Smalllarge are included as dummy variables to proxysize. If
the firm employs less than 50 employees, smallstakgalue of one and zero otherwise. Large takedue of
one if the firm has more than 500 employees and atrerwise. GDP/Cap is GDP per capita in U.S. dalla
Growth is the annual growth rate of GDP. Inflatisrmeasured based on a GDP deflator. Intereseitetiding
rate. Tax is the highest tax rate shown on thecsdbeof tax rates applied to the taxable incomeaoporations.
Corruption measures the perceptions of corruptioa gountry. Civil is a dummy variable equal to ohéhe
country has civil law legal systems and zero fanown law legal systems. Dbacba is the ratio of deépmooney
bank assets to deposit money bank assets plusicbatrk assets. Stockmrk is a dummy variable emuaihe if
the country has a stock market and zero othenilisenover is the ratio of total shares traded to keiar
capitalization. Nrbloan is the ratio of offshorenkdoans relative to GDP. Offdep is the ratio ofshbre bank
deposits to domestic bank deposits. The reporfdd fe adjusted R Standard errors are in parentheses. ***
indicates significance at 1% level, ** at the 5%dk and * at the 10% level.

Leverage Small Medium Large
Tangibility -0.1783** -0.1770%** -0.1083***
(0.013) (0.017) (0.033)
Profitability -0.0003 -0.0357** -0.0232**
(0.004) (0.006) (0.011)
GDP/Cap -0.0425*** -0.1022*%** -0.0510*
(0.009) (0.012) (0.028)
Growth 2.2893*+* 4.4984** 1.1692
(0.369) (0.437) (0.901)
Inflation 0.2307*** 0.1488*** 0.0434
(0.046) (0.049) (0.140)
Interest 0.4514** 0.5096*** 0.3225*
(0.050) (0.055) (0.129)
Tax 0.3018*** -0.0195 -0.3029
(0.104) (0.130) (0.309)
Corruption 0.1721%* 0.1493** -0.0025
(0.015) (0.017) (0.037)
Civil 0.0790*** 0.1265*** -0.0482
(0.015) (0.016) (0.037)
Dbacba 0.2326*** 0.1785*** 0.0624
(0.024) (0.026) (0.064)
Stockmrk 0.1801** 0.1320%*** 0.1655**
(0.013) (0.021) (0.051)
Turnover -0.0327*** -0.0151*** -0.0196*
(0.004) (0.005) (0.010)
Nrbloan 0.1801* 0.0816 0.2415
(0.094) (0.129) (0.276)
Offdep 0.2164*** 0.1259*** -0.1234
(0.032) (0.035) (0.079)
C 0.1223* 0.7243*+* 0.7376***
(0.072) (0.093) (0.217)
Observation 12626 10927 2866
R? 0.1934 0.1119 0.0338

The impact of the financial environment on leverdgeisions among different sizes

of firms indicates some differences. Like the eacpimoenvironment, most of the
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financial environment variables become insignificéor large firms. A civil law

legal system and a less corrupt environment aidl $imasO borrowing. We confirm
our hypothesis that small firms borrow more in kcilw and better governed
countries. Financial institutions are an importéaattor for small firms, whereas
large firms do not consider them for their leveratgeisions. The effect of the
financial institutions stays the same for smalmt They prefer debt financing
when the country has a developed banking systemaasidck market. A highly
liquid stock market makes small firms shift frombtdénancing to equity financing.
In contrast, although large firms boost their d@fincing in countries with a stock
market, they prefer equity financing when stock keaturnover is high. Therefore,
we confirm our hypothesis that both small and ldrgas prefer debt financing in
countries with a stock market and they prefer ggtinancing when the stock

market turnover is high as the cost of equity feiag becomes cheaper.

Financial globalization increases the externalrfamag of small firms, but it does
not significantly affect large firms. With finantiglobalization, firms gain access to
developed financial markets. This access makes ruoiding available for firms;

therefore, small firms can increase their extefmancing in accordance with our
expectations. Alternatively, we could find no sigrant correlation between

financial globalization and leverage for large fan®ince large firms have already
had access to the international financial marketsyes not matter to them whether
the countryOs financial system is engaged in teenational financial markets or
not. Hence, for large firms, the presence of aivadtock market and turnover are
the only factors that have an impact on the detdniting decisions among the

financial environment variables.
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In sum, no matter what the size of the firm, firavdl variables have an important
impact on their debt financing decisions. Onlydarall firms, could we not find any
significant correlation for profitability. We comfn that small firms are more
exposed to the shocks and changes in the econowhittreancial environment of the
country than large firms since most of the varialdecome insignificant for large
firms. The reason for this could be large firms€@ssto the international financial
markets. Large firms only consider increases in ¢bst of borrowing and the
existence of a stock market in their debt finanalegisions. As expected, liquidity
of the stock market encourages them use equityding. In contrast, changes in
the local economy and financial environment altex tdebt financing decisions of
small firms. Thus, the external financing of snfaths is more dependent upon the

economic and financial development of the country.

5.2.3. Are results different for different measuref size?

We test the robustness of our results by usingmifft definitions of size. First, we
use the logarithm of sales and then the logarithimagsets to proxy size,

respectively, in Table 5.3. When we examine TabB We observe that the results
are very similar to those reported in Table 5.1vdrage is higher for large firms.

Larger firms usually have more stable cash flowd lamver bankruptcy risk (Pettit

and Singer, 1985). They also have access to tlenational capital markets;

therefore, being a large firm increases leverage .cdhfirm that firms in the sample
follow the theory. The impact of macroeconomic deieants also remains the
same. The richness of the country reduces the @rinsrrowing, while economic

growth increases leverage. Firms continue to bordespite uncertainties in the
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economy and the higher cost of borrowing. We coutd find any significant

association between tax and leverage, as opposrd fwrevious results.

When we look at the financial environment variabteere is no significant change
from the previously reported results. The only gxiom is offshore bank loans to
GDP. We find a positive relation between this ratma leverage as opposed to the
insignificant relationship noted previously. Thglmner the offshore loans, the more
leverage firms have. Since offshore bank loansigeomore available funds into the
domestic financial system, firms can borrow morev&oped banking systems and
active stock markets boost the leverage of firnts|ashigher stock market turnover

decreases leverage.

In summary, our results are robust to differenirdegbns of size. Regardless of the
various definitions of size we used based on theabar of employees, sales, and
total assets of the company, we find that leveliagagher for larger firms. Large

firms have access to the international capital miatktherefore, being a large firm

increases leverage.
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Table 5.3. Leverage with Different Size Proxies

This table presents the regressions of leverag@mnevel, economic, and financial environmentightes by
using different size proxie€olumn 1 presents the regression with the logaritfisales and Column 2 reports
the regression results with a logarithm of asdetgerage is the ratio of total liabilities to totsets. Tangibility
is measured as net fixed assets to total asseffitaBility is calculated as the earnings beforeiast and taxes
divided by total assets. Small and Large are ireuds dummy variables to proxy for size. If thenfemploys
less than 50 employees, small takes a value ofindezero otherwise. Large takes a value of onteeifitm has
more than 500 employees and zero otherwise. GDRS@PP per capita in U.S. dollars. Growth is theual
growth rate of GDP. Inflation is measured basedao@DP deflator. Interest is the lending rate. Tsuthie
highest tax rate shown on the schedule of tax rapgdied to the taxable income of corporations. Qation
measures the perceptions of corruption in a coutivil is a dummy variable equal to one if the coyrhas a
civil law legal system and zero for common law legysstems. Dbacba is the ratio of deposit monex lzasets
to deposit money bank assets plus central banksag&teckmrk is a dummy variable equal to oneef ¢buntry
has a stock market and zero otherwise. Turnovénasratio of total shares traded to market capasion.
Nrbloan is the ratio of offshore bank loans relatte GDP. Offdep is the ratio of offshore bank dgizsoto
domestic bank deposits. The reportedsRhe adjusted R Standard errors are in parentheses. *** indicates
level of significance at 1%, ** a level of signifince at 5%, and * a level of significance at 10%.

Sale Asset
Tangibility -0.1647*= -0.1733***
(0.010) (0.010)
Profitability -0.0188*** -0.0057
(0.004) (0.004)
Size 0.0211%* 0.0174**
Log(sale) (0.001) (0.001)
GDP/Cap -0.0889*** -0.0841***
(0.007) (0.007)
Growth 4,1455%* 4,1583***
(0.258) (0.259)
Inflation 0.1670*** 0.1682**
(0.030) (0.030)
Interest 0.2872%* 0.3295%*+*
(0.036) (0.036)
Tax -0.0381 -0.0297
(0.075) (0.076)
Corruption 0.1455*+* 0.1406***
(0.011) (0.011)
Civil 0.0781** 0.0735**
(0.010) (0.010)
Dbacba 0.1035** 0.1202**
(0.017) (0.017)
Stockmrk 0.2479%** 0.2502**
(0.010) (0.0112)
Turnover -0.0272*** -0.0292***
(0.003) (0.003)
Nrbloan 0.2583*** 0.2805***
(0.071) (0.071)
Offdep 0.0668*** 0.0654**
(0.023) (0.023)
C 0.3383** 0.3287**
(0.055) (0.055)
Observation 26390 26419
R? 0.1803 0.1737
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5.2.4. Are the determinants of capital structure dferent for privately held

firms?

We perform other estimations to check the robustoé®ur results. Since most of
the previous studies focus on listed firms, wetspir sample into two subsamples
based on firms that are privately held and publidyed. Table 5.4 reports the
results for leverage of privately held and listednpanies. The impact of firm level
variables stays the same for privately held firmiile for listed firms, profitability
and large become insignificant. For listed firm#ernal funds and being a larger
firm are not important factors in debt financingcdeons. The effect of economic
environment variables on privately held and listeans stays the same in
accordance with the results of small and large djrexcept for growth and tax.
Although growth does not have any significant intpac large firms, listed firms
boost their debt financing as the economy growx Aas a negative impact on
listed firms, while it has no effect on large firmEhe opposite relationship is true
for private and small firms. We could not find asignificant association between
tax and leverage for private firms, but small firmerease their leverage as tax rates

increase.

Column 1 in Table 5.4 presents the results forreye of privately held firms. Firm
level determinants of capital structure for prikateeld firms stays the same in
accordance with our previous findings in the abmextions. Privately held
companies also prefer internal financing as assgilility and profitability boost.

Being a large firm increases the debt financing dfm, while smaller firms have
lesser debt. Privately held firms also consider doenomic environment of a

country in their debt financing decisions. The nieks of the country decreases the
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leverage of privately held firms, while growth ihet economy increases the debt
financing of privately held firms, as well as unte@mties in the economy. Privately
held firms continue to use debt financing in spitdhe increases in interest, while
tax does not have any significant effect on theuwerage decisions. Privately held
firms consider corruption, financial institutioremd financial globalization in their
leverage decisions. They use more debt financingcauntries with better
governance, developed financial institutions, amuarfcial globalization since
developed financial environments increase the abllfunding opportunities in the

country.

Column 2 in Table 5.4 reports the estimations éwelage of publicly listed firms.
As opposed to our previous findings, we could nad fall of the firm level
determinants significant. Listed firms also prefeternal financing as tangibility
increases and being a small firm decreases delanding. Alternatively,
profitability and large do not have any significafifiect on the leverage decisions of
listed firms. Moreover, most of the economic enmiment variables become
insignificant. The richness of the country decresagebt financing, while economic
growth increases the leverage of listed firms.alidin does not have a significant
impact on the debt financing decisions of listeth. Interest has a positive and tax
has a negative impact on leverage. In contrasiarge firms, listed firms can find
external funding in both domestic and internatiomaérkets; therefore, the
development of the financial environment does rieca their capital structure
decisions. Thus, the debt financing decisions avapely held firms are more
sensitive to the development of the financial emwinent of a country more so than

listed firms.
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Table 5.4. Leverage for Privately Held and Listeds

This table presents the regressions of leverag@mnevel, economic, and financial environmentiaates for
private and listed firms. Tangibility is measuresireet fixed assets to total assets. Profitabititgalculated as
the earnings before interest and taxes dividedtgl tissets. Small and Large are included as duwarigbles
to proxy for size. If the firm employs less than &®ployees, small takes a value of one and zererwibe.
Large takes a value of one if the firm has morenth@0 employees and zero otherwise. GDP/Cap is GBP p
capita in U.S. dollars. Growth is the annual grovete of GDP. Inflation is measured based on a @&fator.
Interest is the lending rate. Tax is the highestréde shown on the schedule of tax rates appligtia taxable
income of corporations. Corruption measures thegptiens of corruption in a country. Civil is a dummy
variable equal to one if the country has civil legal systems and zero for common law legal syst&hacba
is the ratio of deposit money bank assets to depusiney bank assets plus central bank assets. 1Sthdk a
dummy variable equal to one if the country hasoalstarket and zero otherwise. Turnover is the ratitotal
shares traded to market capitalization. Nrbloathésratio of offshore bank loans relative to GDRFfd€p is the
ratio of offshore bank deposits to domestic barpodis. The reported?#s the adjusted R Standard errors are
in parentheses. ** indicates a level of significanat 1%, **a level of significance at 5%, and feael of
significance at 10%.

Leverage Private Listed
Tangibility -0.1788*** -0.1253***
(0.0112) (0.042)
Profitability -0.0138*** -0.0088
(0.004) (0.013)
Small -0.1326*** -0.0716***
(0.006) (0.026)
Large 0.0866*** -0.0076
(0.010) (0.023)
GDP/Cap -0.0152** -0.1086***
(0.007) (0.037)
Growth 2.5446%** 3.5022**
(0.307) (1.344)
Inflation 0.0966** -0.0412
(0.038) (0.069)
Interest 0.3885*** 0.2242*
(0.046) (0.129)
Tax -0.1433 -0.7224**
(0.108) (0.324)
Corruption 0.0894*+* 0.0355
(0.013) (0.043)
Civil -0.0108 0.1202*
(0.013) (0.067)
Dbacba 0.1559** 0.0859
(0.018) (0.070)
Turnover -0.0083*** -0.0122
(0.003) (0.012)
Nrbloan 0.2022** 0.0796
(0.083) (0.287)
Offdep 0.0925*** 0.0045
(0.025) (0.077)
C 0.4135** 1.2530%**
(0.067) (0.315)
Observation 22409 2006
R? 0.1638 0.0924
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5.3. Conclusion

This section examined the determinants of capitaicgire decisions of firms in
developing countries. The main focus of the previbierature is mainly on large
listed firms. Since large listed firms have alsoess to the international markets, it
can be misleading to generalize their results MES. In contrast to earlier studies,
our main focus is on small and privately held firmsleveloping countries. About
90% of private firms and about 70% of the listaehB in our sample are small and
medium sized. We use survey data from the WorldkBamterprise Survey, which
has not been used before. As indicated in the puevchapter, leverage is lower for
private and small firms despite their higher asaagibility and profitability. We

attribute this to their limited access to financing

Size is an important factor in the level of leverag firm holds. We confirm our
hypothesis that as firms become larger, they irser¢beir leverage in their capital
structures. Larger companies are usually more sified and their risk of failure is
reduced. As a result, they can have higher lever&geall firms have lower
leverage. Both small and large firms do not prefelbt financing when they have
higher collateral as opposed to our expectatiorskBlakis and Psilliaki (2008) find
the same inverse relation for SMEs. Firms with highgible assets have a more
stable source of return; therefore, they can gémerere internal funds and prefer
less external financing. On the other hand, wectaot find any significant relation
between profitability and leverage for small firras opposed to previous studies
(Daskalis and Psillaki, 2008). Due to informatigymmetries and high inflation in

developing countries, small firms face higher iegtrrate costs. Also, they are
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financially more risky when compared to large firds a result, debt financing

becomes expensive for small companies.

The economic environment of each country influentesdebt decisions of firms
differently. GDP per capita, economic growth raiefiation, and interest rates are
important for small and privately held firms. Sineege and listed firms have easy
access to both domestic and international finanmiakkets, not all economic
environment factors are significant as opposed up expectations. As with the
economic environment, the financial environmentuences leverage decisions of
small and privately held firms. Leverage of largent is only affected by the

existence of a stock market and turnover; wherested companies increase their
leverage in countries with civil law legal systenifierefore, the main difference
between small, privately held and large, listechircomes from their sensitivity to
the economic and financial environment of the cournbince small and privately
held firms cannot access international financiatkeis, the decisions taken by local
governments on economic policies and the finaneralironment have a direct
impact on the external financing decisions of smalll privately held firms. Since
small firms are vital for economic growth, localvgonments must consider small
firms before making any policy decisions. They ddotake small firms into

consideration when they prepare fiscal and mongtatigcies and any regulations

that they set for financial institutions.
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