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A modern economy mobilizes capital and shares risk via corporations. In emerging economies, this legal concept has been deployed without adequate institutional infrastructure for auditing, asset valuation, banking regulation, bankruptcy, etc. This has led to large-scale, destabilizing expropriation via corporate pyramids. Corporations at the bottom of the pyramid obtain loans from a bank in the same pyramid; the loan proceeds are then siphoned off by transactions at unfair prices with other corporations in the pyramid in which the ultimate controlling shareholder holds higher cash flow rights. Its liability for the debt is limited to its low indirect equity stakes in the siphoned company and in the bank. In this manner, debt becomes a vehicle for expropriating minority shareholders and bank depositors, as well as taxpayers who might have to bail out the bank to prevent financial panic and systemic collapse.



The Asian Financial Crisis and the stagnation of Japan have generated many anecdotes about such expropriation via debt 
, but few fundamental reforms. An important impediment to reform is the difficulty of compiling comprehensive evidence when the debt is between related parties, obscurely documented and shuffled around sprawling, shadowy corporate groups ahead of unmotivated auditors. This paper presents indirect, but systematic and comprehensive, empirical evidence on expropriation via debt in the period just before the Asian Financial Crisis. The debt policies of corporate groups in the nine East Asian economies affected by the financial crisis are benchmarked against those in the five largest European economies, using evidence on the ownership, control, access to related party loans and leverage of all listed corporations with credible accounting data in these economies. We locate expropriation via debt in large Asian corporate groups that should be targeted by policy reforms.


To document the access to related party lending of each corporation in our sample, we trace its chain of ownership and control back to its ultimate controlling shareholder, then determine whether that shareholder also controls a financial institution or bank. It is useful to distinguish two standards of affiliation to a corporate group: “tight” affiliation when all control links to the ultimate shareholder include at least 20% of the voting shares and “loose” affiliation when all the control links are less than 20%, but at least 10% of the voting shares.


In Asia, 96.91% of loosely-affiliated corporations have access to related party lending; of these, 87.01% belong to a corporate group that includes more than 50 companies. Such corporations are especially vulnerable to expropriation via debt because they can be manipulated using a web of control chains whose individual strands are weak, hence of low visibility. Moreover, the multiplicity of corporations with non-transparent affiliations to the group facilitates intra-group shuffling of debt ahead of auditors and expropriation via unfairly-priced intra-group transactions. Corporations loosely affiliated to a large group that also controls a bank comprise 22% of listed Asian corporations, but only an insignificant proportion of listed European corporations. Corporations that are tightly affiliated to a large group that also controls a bank are also insignificant in both Europe and Asia. We shall relate these contrasting architectures of corporate groups in different sub-samples to the evidence of La Porta et al. (1998) on international differences in the rule of law and the transparency of accounting. 


To assess whether debt has been systematically exploited for expropriation, we introduce a measure of a corporation’s exposure to expropriation by the controlling shareholder. Suppose that a shareholder owns 100% of corporation X, which owns 60% of corporation Y, which owns 25% of corporation Z. This opens up opportunities for expropriation because its ownership rights in Z are O = 100%x60%x25% =15%, yet, via its majority control of X and Y, its control rights in Z are C = 25% — usually enough for effective control. By directing Z to buy goods or assets from X at a premium, the controlling shareholder expropriates 100% -15% of the premium from Z’s other shareholders. We measure an affiliate’s vulnerability to such expropriation by the ratio O/C of the controlling shareholder’s ownership rights O (defined as its percentage claim on the affiliate’s cash flows) to its control rights C (calculated by identifying the weakest link in each control chain linking it to the controlling shareholder, then summing the percentage control rights across these links). A low O/C ratio indicates that the controlling shareholder has the incentive and the ability to use unfairly-priced transactions to shift cash from this affiliate to affiliates higher up the pyramid, in which it has higher ownership rights. 

 
Loosely-affiliated Asian firms exhibit a significantly positive correlation between O/C and leverage, i.e., the more exposed a corporation is to expropriation, the higher its leverage. Major decisions like leverage would surely be made by the controlling shareholder, so this systematic relationship suggests that the higher leverage is intended to secure resources that can be expropriated within the group. The correlation between leverage and the O/C ratio is insignificant amongst loosely-affiliated European corporations and amongst tightly-affiliated Asian corporations. Amongst tightly-affiliated European corporations, the correlation is significantly negative. Since we found that few such firms have access to related-party loans, our interpretation is that arms-length lenders, alerted by the strong control links, are more wary of expropriation by corporations with a lower O/C ratio.


In contrast to U.S. evidence, we find that for loosely-affiliated corporations in both Europe and Asia, leverage increases with perceived growth opportunities, as measured by Tobin’s Q. Thus, a boom atmosphere (the “Asia Pacific Century”) could camouflage the abuse of debt, when group affiliations are difficult to discern .


Section I describes our data. Section II documents the access to related-party lending across our corporate sub-samples. Section III describes the regression variables. Section IV reports the regression results. Section V discusses Tobin’s Q. Section VI contrasts the role of debt in corporate governance in the US, Europe and Asia. Section VII concludes by connecting our results to the Asian financial crisis.
 

I. The Data


We consider the 5 largest West European economies (France, Germany, Italy, Spain, and the U.K.) and 9 East Asian economies (Hong Kong, Indonesia, Japan, Malaysia, Philippines, Singapore, South Korea, Taiwan, Thailand). The 1996 accounting data of all corporations listed in these countries is taken from the Worldscope database. We eliminate corporations reporting data that are not credible (i.e., negative debt or negative sales), and corporations with missing data on short-term debt, long-term debt, book or market value of equity, total assets, sales, earnings, or income taxes. We also exclude corporations whose main or secondary two-digit SIC is in the financial industry (SIC: 60-69), because their leverage ratios do not bear on agency issues. The 1996-97 ownership and group affiliation data on these corporations are taken from Worldscope, national stock exchanges, national company handbooks and the other sources listed in Appendices A and B. The network of indirect ownership via other corporations is traced back in order to identify all the ultimate owners of each corporation that own at least 5% of its shares. For these corporations, we also compute the control stake of any ultimate owner that maintains a chain of control over that corporation that includes at least 5% of the control rights at each link.
 This ownership and control data is taken from Claessens et al. (2000) for East Asia and from Faccio and Lang (2000) for Western Europe. The screening up to this point leaves 3964 non-financial corporations. Further screening is required to ensure that our sample of corporations account for debt on a consistent basis, in particular, in consolidating accounts with subsidiaries.


Consolidation forces the assets and liabilities of each subsidiary to be recognized in the accounts of the parent corporation. This can significantly affect our measures of leverage in some countries. Rajan and Zingales (1995) noted that, in the year a corporation consolidates its accounts, its debt-to-capital ratio increases, on average, by 5% over the previous year. This suggests that if our sample included a parent corporation with unconsolidated accounts, then we would typically be under-recording its leverage compared to a similar corporation with consolidated accounts. 
 This could bias our results, but not in a direction that is easy to predict. To ensure consistency in the reporting of debt, we eliminate all 435 corporations reporting unconsolidated accounts, as well as 81 corporations that provided no information about whether or not their accounts were consolidated. This elimination biases our empirical results against the conclusion that debt facilitates expropriation. This is because some eliminated corporations could have been using debt booked to subsidiaries to expropriate, while avoiding account consolidation legitimately or illegitimately. 


The consolidated accounts of a parent corporation recognize the assets and liabilities of the subsidiaries that they “control”, as defined in the accounting rules of their host country. This accounting definition is typically much more restrictive than ours. For example, the European Union Directive 7/83 requires a parent corporation to produce consolidated accounts if it holds a majority of the subsidiary’s voting rights, or controls the majority of its board. Therefore, corporation A might control corporation B in our sense of holding at least 20% or 10% of B’s voting rights, yet A would not control B in the accounting sense, so A and B would not consolidate their accounts. Conversely, corporation A could control an unlisted corporation B in the accounting sense — and therefore consolidate their accounts — yet A and B would not, on that basis, be affiliated to a group according to our definition, which requires that a group include at least two listed firms. Thus, affiliation to the same group in our sense is neither necessary nor sufficient for two firms to consolidate their accounts. 


Our definition of a “group” brings our empirical analysis to bear on listed corporations that typically have many outside shareholders, who might be expropriated by the controlling shareholder. Therefore, our analysis incorporates debt between two listed corporations affiliated to the same group, provided that neither is controlled by the other in the accounting sense; such debt is relevant to the agency issues addressed in this paper. Our analysis ignores debt between a listed corporation and the unlisted subsidiaries that it controls in the accounting sense, which is eliminated by consolidation; such debt is not relevant to agency issues since it is hardly likely to constrain the management of the parent corporation, nor to facilitate expropriation in view of its transparency in the consolidated accounts. Our analysis excludes the unlisted subsidiaries of corporations reporting consolidated accounts; these subsidiaries usually have a few block shareholders and thus are not exposed to the agency problems which are our focus. Non-financial companies do not consolidate account with financial firms, so our leverage measures include loans from group banks and financial companies.


Our analysis will be based on the 3448 non-financial corporations known to have consolidated accounts. A significant policy implication of our research is that it would be desirable to require account consolidation at the much lower levels of control where we find evidence of expropriation. 

II. Access to Related Party Loans


Our data does not identify loans by lender; indeed, a major problem in the lead-up to the Asian financial crisis was the opaque balance sheets of Asian corporations and financial institutions. However, we have data on corporate access to loans from related parties: financial institutions who share a controlling shareholder with the borrowing corporation. Table 7 displays the access of our sample of corporations, broken down by region and strength of group affiliation. 
 Financial institutions include banks, but also insurance companies, mutual funds, private pension funds, merchant banks and venture capitalists. In some countries, non-bank financial institutions are important sources of corporate finance; in others, corporate lending by some categories of non-bank financial institutions is forbidden or tightly regulated
. In the cross-sample comparisons below we focus on access to related banks, but similar remarks apply to access to financial institutions.


Table 7 shows that effectively all (96.91%) Asian loosely-affiliated non-financial corporations have access to loans from a group bank. 22.18% of all Asian non-financial corporations are loosely affiliated to the 6 largest Asian groups, each comprising more than 50 non-financial corporations plus some bank. These 6 groups include 87.01% (=22.18%/25.49%) of loosely-affiliated Asian corporations. 


 A high proportion (59.72%) of tightly-affiliated Asian corporations also have access to loans from a group bank; they comprise a substantial proportion (29.55%) of all Asian corporations, but only 7.41% (=2.19/29.55) of such corporations are affiliated to a large group. Assuming that the architecture of corporate groups reflects the interests of their controlling shareholders, this raises Question 1: in Asia why is affiliation to a group that includes a bank almost invariably to a large group when the affiliation is loose, to a small group when the affiliation is tight? 


In Europe, a high proportion (65.27%) of loosely-affiliated corporations have access to a group bank, but they are only a small percentage (6.20%) of all corporations; those affiliated to a large group are an even smaller percentage (2.15%). This raises Question 2: what benefits for related party lending does loose affiliation provide(especially to a large group) in Asia but not in Europe?


Only a minority (28.34%) of tightly-affiliated European corporations have access to a group bank and so must borrow at arms’ length. In Asia, a majority (59.72%) of corporations tightly-affiliated to a group enjoy such access. Moreover, the percentage of such companies in the corporate population is almost three times higher in Asia as in Europe (29.55% vs. 10.73%). This raises Question 3: for tightly-affiliated firms, what advantages does access to related party loans confer in Asia but not in Europe? 


In Europe, loosely-affiliated corporations are more than twice as likely as tightly-affiliated firms to have access to loans from a related bank (65.27% versus 28.34%) but represent a smaller percentage of all corporations (6.20% versus 10.73%). This raises Question 4: why?

[Insert Tables 7 and 8 about here]


Our pairwise comparisons of the architecture of corporate groups have raised four questions, which we shall address using the international comparisons of the rule of law and accounting transparency of La Porta et al. (1998). These are reproduced in Panel A of Table ??. Panel B averages these variables for Europe and Asia, weighting the variables for each economy by the number of firms from that economy in our sample. For all the variables pertaining to the rule of law and to accounting standards, the East Asian average is substantially lower. In the opposite direction, Asia averages marginally higher values for anti-director rights and creditor rights. These factors may have been insufficient to outweigh the effects of the first sets of factors because they are based on the formal rules in place rather than the levels of enforcement.


Given the weaker rule of law in Asia, corporations can be controlled via weaker links, creating opportunities for expropriation via debt that are difficult to detect and block. Given low accounting transparency; such expropriation would be further facilitated by affiliation to a large group, for then the control can be exercised through a web of control chains, each of whose strands is very weak, hence barely visible. This would explain why loose affiliation is almost invariably with a large group in Asia. By contrast, the more visible tight affiliation would not be primarily to create opportunities for expropriation via debt, so it need not be coupled with affiliation to a large group to further befuddle minority shareholders. This answers Question 1. Stronger rule of law in Europe would also mean that loose affiliation is usually insufficient to exercise control over a corporation; greater accounting transparency would help minority shareholders discern and block expropriation via debt. This would explain the advantages for related party lending that loose affiliation, especially to a large group, appears to confer in Asia but not in Europe (Question 2), the advantages that access to related party loans appears to confer in Asia but not in Europe (Question 3) and why a much lower percentage of European firms are loosely affiliated in the first place (Question 4).

III. Regression Variables


We regress corporate leverage on two variables associated with agency problems: the O/C ratio and the group affiliation dummy, plus variables to control for other factors which might have a systematic impact on leverage, and therefore might induce spurious correlations. The regression variables are now described.

A. Leverage


We define debt as the sum of long-term and short-term financial debt. This excludes non-financial liabilities, such as accounts payable, provisions for pensions, deferred taxes, and other provisions for future liabilities. Two alternative measures of leverage are used: 

· The debt/total asset ratio (D/TA), where total assets includes debt, non-financial liabilities, and shareholder equity. 

· The debt/(debt+equity) ratio (D/(D+E)), where the denominator includes debt and shareholder equity, but excludes all non-financial liabilities. 

Book values are used rather than market values, which already reflect market expectations of expropriation. 


We adjust each corporation’s leverage ratios for industry and country effects by subtracting the median of the ratio for sample corporations in the same country and industry, as measured by the 2-digit SIC code. This leads to the corporation's industry and country-adjusted (ICA) ratios. This adjustment eliminates biases from the industry-specificity of accounting ratios, inter-country differences in the way in which accounting items are treated
 and country-specific factors such as: the degree of legal protection of creditors and the origin of the legal system (La Porta et al. (1997, 1998, 1999, 2000)); the effectiveness of the bankruptcy system (Harris and Raviv (1990), Franks and Torous (1993)); and the tax system (Miller (1977), King and Fullerton (1984), Graham (1996)). Thus, we control for factors affecting the leverage of a specific industry or country when we test whether leverage is generally affected by a corporation’s vulnerability to expropriation.

B. Ownership and Control of Corporations


Dispersed shareholders have difficulty concerting their actions, so the largest shareholder can control a corporation if it holds enough voting shares. For each corporation in our sample, we identify the “controlling shareholder”, if any, i.e., the largest shareholder holding at least a specified cutoff percentage of control rights. Both the 10% and the 20% cutoffs shall be used in this paper, as in earlier studies such as La Porta et al. (1999) and Claessens et al. (2000); we find important differences in the response of external suppliers of capital to control chains of these two levels of strength. If the controlling shareholder is a corporation or financial institution, then we identify its owners, its owners' owners, etc. If the controlling shareholder is an unlisted company, then we consider the corporation to be family controlled (with the exception of corporations controlled by unlisted financial institutions). We do not distinguish amongst family members as shareholders, but use the family as the unit of analysis. 


The controlling shareholder of a corporate group can gain control rights in a corporation Z in excess of its ownership rights by pyramiding, i.e., owning Z indirectly through other corporations. If it owns a fraction x of the shares of corporation X, which owns a fraction y of the shares in corporation Y, which owns a fraction z of the shares in Z, then via this ownership chain, it owns a fraction xyz of the shares of Z. However, its share of the control rights of Z via this control chain can be measured by its weakest link, i.e., the minimum of x, y and z. Let O be the controlling shareholder’s share of the ownership rights in a corporation and let C be its share of the control rights, aggregated over all control chains. The O/C ratio will be low if it controls the corporation via long chains of intermediate corporations, so that it has the ability and incentive to expropriate minority shareholders via unfairly-priced intra-group transactions. Like Bebchuk et al. (1998), Claessens et al. (1999a), La Porta et al. (2000), and Faccio et al. (2001), we use O/C to quantify a corporation’s vulnerability to expropriation because its conceptual simplicity facilitates exposition and empirical analysis. Since O/C might fail to reflect this vulnerability fully, our regressions are biased toward finding insignificant results. 


To address the impact of regional differences in the effectiveness of capital market institutions on the relationship between leverage and vulnerability to expropriation, we also include the product of the European dummy with O/C in the regression. The European dummy by itself would not have a significant impact on leverage because of our country-level adjustments to leverage noted in Sub-section A.

C. Group Affiliation


A corporation is “group-affiliated” if it meets one of the following criteria: (i) it is controlled by a shareholder via pyramiding, i.e., indirectly through another corporation in the sample; (ii) it controls another corporation in the sample; (iii) it has the same controlling shareholder as at least one other corporation in the sample; (iv) its controlling shareholder is a corporation or financial institution that is “widely-held” in that no shareholder holds 10% or more of the control rights
. Group affiliation will be defined at both the 20% and the 10% levels of control. 

D. Tobin’s Q


Tobin’s Q is the ratio of market value of equity plus book value of debt to the sum of book value of equity plus book value of debt. The empirical evidence in the U.S. is that corporations with a high Q tend to have low leverage. Rajan and Zingales (1995) report a negative relationship between leverage and the market-to-book ratio for a sample of large corporations in the U.S., Germany, France, United Kingdom and Canada.
 Tobin’s Q is often interpreted as a proxy for a corporation’s growth opportunities.
 Titman (1984), Bradley, Jarrell and Kim (1984), Titman and Wessels (1988), and Maksimovic and Titman (1991), amongst others, find a negative relationship between leverage and other proxies for growth opportunities, such as the human capital of its employees, the brand image of its products, or other intangible assets that cannot be accepted as collateral by prudent lenders.
 This negative relationship is also consistent with Myers’ (1977) analysis of debt overhang as a constraint on a corporation’s willingness to undertake positive NPV projects financed by stockholders because this would benefit bondholders. Higher-growth corporations might exhibit lower leverage because they face higher costs of financial distress (Fama and French (1992))
. We control separately for this latter risk via the ratio of earnings before interest, taxes and depreciation (EBITDA) to interest expenses — see the discussion of bankruptcy risk below. 

E. Firm Size


This is measured by the logarithm of the corporation's total assets, Ln(TA). Rajan and Zingales (1995) argue that size could proxy for the probability of default, which is higher for smaller firms. On the other hand, larger, more visible firms suffer less from informational asymmetry, have easier access to equity markets and, therefore, should be less levered. Mixed evidence is provided by Hoshi, Scharfstein and Kashyap (1990), Kester (1986), Kim and Sorensen (1986), and Rajan and Zingales (1995). 

F. Asset Tangibility


This is measured by the ratio of fixed to total assets (Tangib). Rajan and Zingales (1995), argue that fixed assets are easier to collateralize, and so reduce the agency costs of debt. However, Berger and Udell (1994) argue that this relationship would be weaker in relationship-oriented economies. Myers (1977) suggests that the debt overhang problem would be less for corporations with tangible assets, which could imply a positive association between leverage and tangible assets. Harris and Raviv (1990) argue that corporations with more tangible assets have a higher liquidation value, which increases the usefulness of information to stockholders; since debt provides them information (e.g., on the corporation’s ability to service debt), they require higher leverage in corporations with more tangible assets.
G. Volatility.


We control for volatility using asset betas; see Table 1 for computational details. In line with Myers (1977), leverage has been found to decrease with operating risk (Kim and Sorensen (1986)) and return volatility (Bradley, Jarrell and Kim (1984). 

[Table 1 about here]

H. Bankruptcy Risk.


Harris and Raviv (1990) find that leverage is negatively correlated with the interest coverage ratio and the probability of reorganization following default. Ross (1977) and Harris and Raviv (1990), amongst others, find that leverage is positively related to the probability of default. To control for bankruptcy risk, we rank corporations in ascending order of the ratio of earnings before interest, taxes and depreciation (EBITDA) to interest expense. BankrDec assigns corporations to their decile in this ranking. Corporations in the first decile, with the lowest ratio of EBITDA to interest expense, face the most difficulty in meeting interest payments. This variable indirectly accounts for profitability also, since higher values of the EBITDA/interest expense ratio imply higher profitability. 
 Thus, we do not further control for profitability.

I. Diversification.


We measure diversification by the number of different two-digit SIC industries in which the firm operates (NoSic), following Lang and Stulz (1994). Diversification can affect leverage in at least two ways. First, through diversification, a corporation can reduce its firm-specific risk, indicating higher leverage. Second, diversified corporations might be able to access internal capital markets, indicating lower consolidated leverage. 

IV. Regressions

A. Summary Statistics of Regression Variables.


Table 2 summarizes the data used in the regressions. For each economy, it displays the number of corporations in the sample, the percentage of corporations affiliated to a group at the 20% and 10% cutoffs, the mean ownership/control ratio, the (unadjusted) leverage ratios, and the Q ratio. The proportion of group-affiliated corporations is highest in Indonesia (75.31%) at the 20% cutoff; in the Japan (78.85%) at the 10% cutoff. In Europe, it is highest in Italy at both cutoffs (51.04% and 57.29%). Leverage is highest in South Korea by a large margin (52.30% and 69.43% according to our first and second measures).

There is no significant difference between the percentages of European and Asian corporations affiliated to a group at the 20% cutoff (40.66 vs. 38.09), but a significantly lower percentage of European corporations are affiliated at the 10% cutoff (49.94 vs. 68.61). The higher percentage of Asian corporations whose group affiliation is between the 10% and 20% cutoffs (30.52 = 68.61 - 38.09 vs. 9.28 = 49.94 - 40.66) reflects less effective capital market institutions, which permit the controlling shareholder to achieve control with fewer control rights. Consequently, Europe has a significantly higher O/C ratio (0.856 vs. 0.735), hence less overall vulnerability to expropriation. Europe also averages a significantly lower (unadjusted) leverage (19.94% vs. 31.80% by our first measure; 33.08% vs. 42.73% by our second). 


The level of external scrutiny of a group affiliate could depend on the strength of its links to the controlling shareholder. Therefore, in assessing Table 2’s data on leverage by group affiliation, we partition corporations into those that are: 

(a) “tightly-affiliated”, i.e., affiliated at the 20% cutoff; 

(b) “loosely-affiliated”, i.e., affiliated at the 10% cutoff but not at the 20% cutoff; 

(c) “unaffiliated”, i.e., not affiliated at the 10% cutoff. 

At the 20% cutoff, group-affiliated corporations have significantly lower leverage than those that are not affiliated, i.e., sub-sample (a) has lower leverage than sub-samples (b) plus (c). At the 10% cutoff, group-affiliated corporations have significantly higher leverage than those that are not affiliated, i.e., sub-samples (a) plus (b) have higher leverage than (c). It follows that the loosely-affiliated corporations (b) average a significantly higher leverage than either (a) or (c). Thus, in analyzing the relationship between leverage and agency problems within groups, we need to distinguish the loosely-affiliated corporations from the other two sub-samples, rather than simply contrast affiliated and non-affiliated corporations at each cutoff level of control. 


Table 2 reports that corporations where the ownership and control rights of the controlling shareholder are identical (O/C = 1) have significantly lower leverage (by our second measure) than corporations where O/C < 1. This confirms that high leverage is associated with the greater vulnerability to managerial expropriation indicated by a low O/C ratio.

 [Table 2 about here]

B. Regression Results Across the Entire Sample


To set the stage, we first carry out cross-sectional OLS regressions of each measure of leverage against the controlling owner's O/C ratio, the dummy for group affiliation, the product of O/C and the group dummy and the product of O/C and the European dummy, plus the firm-specific control variables discussed in the preceding section. The initial regression results (Table 3) are consistent across the two measures of leverage and the two levels of control that define group affiliation: there are scarcely any differences in the signs of the coefficients or in whether the coefficients are significant, although the levels of significance do show some variation. 


The coefficient on the dummy for group affiliation (at both levels of control) is significantly negative. The coefficient of the product of O/C and the group dummy is significantly positive, i.e., when an affiliate seems more vulnerable to expropriation, leverage decreases. The variable O/C*Europe has a regression coefficient that is consistently positive and significant, indicating that, for European corporations, O/C has a positive impact on leverage. By contrast, the coefficient for O/C by itself is significantly negative. These aggregate results indicate the importance of group affiliation and regional location, but it is not clear how to reconcile the results either with the hypothesis that leverage constrains managerial expropriation within groups, or with the hypothesis that leverage facilitates such expropriation. To explore this issue, we carry out regressions for sub-samples distinguished by level of group affiliation and region.

[Table 3 about here]


Of the other control variables in the regression, we find that leverage is positively related to size, diversification and the share of assets that are tangible; it is negatively related to the riskiness of the business, and to bankruptcy risk. In contrast to US evidence, we find that leverage is positively related to Tobin’s Q. This relationship will be addressed in Section VI, after examining its validity within various sub-samples.
C. Regression Results by Region and Level of Group Affiliation


[Tables 4 and 5 about here]


The significant coefficient on the variable O/C*Europe that we found in our first regression, plus the differences in leverage by region and level of group affiliation reported in Table 2 lead us to disaggregate our sample along both these dimensions. Tables 4 and 5 display separate regressions for Europe and Asia for three sub-samples, distinguished by the level of group affiliation. In Europe: 

(a) O/C has a significantly positive impact on leverage for tightly-affiliated corporations; 

(b) O/C is not significantly related to leverage for loosely-affiliated corporations;

(c) O/C is not significantly related to leverage for unaffiliated corporations.

In Asia:

(a) O/C is not significantly related to leverage for tightly-affiliated corporations;

(b) O/C has a significantly negative impact on leverage for loosely-affiliated corporations; 

(c) O/C is not significantly related to leverage for unaffiliated corporations.

[Table 6 about here]

D. Interpretations of Regressions


We interpret our regression results in light of Section II’s evidence on access to related party loans. Essentially all loosely-affiliated Asian corporations (96.91%) had access to loans from a group bank; most of these corporations (87.01%) belonged to a large group comprising over 50 corporations. Major decisions, like the level of leverage, would have been made by controlling shareholders, who could direct a group bank or financial institution to provide loans when outside lenders would be reluctant. Therefore, the significantly positive correlation that we found indicates that controlling shareholders set higher leverage for corporations that were more exposed to expropriation in that they had a higher O/C ratio. This interpretation is consistent with the finding of Faccio et al. (2001) that loosely-affiliated corporations with a lower O/C ratio paid lower dividends, presumably to retain resources in the corporation to be expropriated.


For tightly affiliated European corporations, Section II reported that only 28.34% had access to a group bank and only 46.74% had access to a group financial institution; many of the latter would be barred from corporate loans to related parties by national regulations. Therefore, the significantly negative correlation that we find between leverage and the O/C ratio must arise largely from the joint decisions of borrowers and arms-length lenders. However, a group affiliate with a lower O/C ratio would be motivated to borrow more, not less. Therefore, the significantly lower leverage of group affiliates with a lower O/C ratio appears to reflect the greater reluctance of arms-length lenders to lend to companies that they perceive to be more vulnerable to expropriation. This interpretation is consistent with the results of Faccio et al. (2001) that tightly affiliated companies with a lower O/C ratio paid higher dividends, presumably to allay capital market concerns about their greater vulnerability to expropriation.


These interpretations of our two significant regression results are also consistent with the insignificant results that we reported for the other sub-samples. Although tightly-affiliated Asian firms enjoy good access to related party loans, their visible links would attract scrutiny, which is further facilitated by the fact that most belong to a small group. Thus, the ambiguous regression results may reflect some expropriation via debt within some corporate pyramids (which would tend to produce a positive correlation between leverage and the O/C ratio) and some countervailing action by arms-length lenders (which would tend to produce a negative correlation). Similar comments apply to the ambiguous regression results for loosely-affiliated European firms. 

V. Tobin’s Q 


Table 7 also illuminates our regression results on the impact of Tobin’s Q on leverage, which is positive in both Europe and Asia. This contrasts with the generally negative relationship in the U.S., which indicates that equities rather than debt are used to fund projects with higher growth opportunities, given their greater problems from factors such as: inadequate collateral (Maksimovic and Titman (1991)), debt overhang (Myers (1977)), costs of financial distress (Fama and French (1992)) and information asymmetry because assets are less tangible (Harris and Raviv (1990)). Our evidence for Europe and Asia indicates that projects with higher growth opportunities tend to be funded by loans, which we conjecture come largely from related parties. This can be seen by comparing Tables 6 and 7 with Table 8, which displays the coefficients for Q in our leverage regressions in the four sub-samples. If one sub-sample is more vulnerable to the abuse of debt than another according to Table 6, so that it enjoys greater access to related-party loans according to Table 7, then it exhibits a significantly more positive relationship between leverage and Q according to Table 8, 
 i.e., a stronger association between leverage and growth opportunities. While related-party loans facilitate the exploitation of growth opportunities by overcoming information asymmetry between borrower and lender, the lack of external scrutiny opens wide the door to the abuse of debt to expropriate minority shareholders and bank depositors, who raise few questions during a growth boom. This was seen in the Asian financial crisis, as discussed below.

VI. The Role of Debt In Corporate Governance 


Our conclusions on expopriation via debt in corporate groups in Asia and Europe contrast with the role of debt highlighted by Jensen and Meckling (1976) in their pioneering analysis of the agency problems between professional managers and dispersed corporate shareholders. They argued that debt constrains managerial expropriation by imposing fixed obligations on corporate cash flow. This argument was further developed by Jensen (1986, 1989) in the context of leveraged buyouts, that forced managers to disgorge their corporations’ free cash flow, replacing equity with debt.
 Underlying the constraint that debt imposes on managerial expropriation in the U.S. is the role of reputation in the manager market (Fama and Jensen (1983a,b)). Although the manager is not personally liable for his corporation’s debts, default would trigger winding-up proceedings that would force him to search for re-employment, just when his reputation had been crippled. However, debt could play a different role in corporate governance if the key decisions were made by a manager whose reputation and career are not tied specifically to the corporation liable for the debt.


In contrast to the US, in Europe and Asia, many corporations have a controlling block of shares held by one shareholder, which also supplies the top managers, so that the key agency problem is between the controlling and the minority shareholders. The controlling shareholder often exerts control through a pyramid structure, controlling corporations lower down the pyramid through corporations higher up the pyramid.
 Within a corporate pyramid, increased indebtedness by an affiliate need not constrain expropriation by the controlling shareholder because the debt can be rolled over by group banks, recycled into external loans guaranteed by other affiliates, or reshuffled ahead of auditors to other affiliates by intra-group loans or transfer pricing. Even a default by the affiliate need not damage the reputation of the manager/controlling shareholder if the affiliation is through obscure control webs passing through several layers of the pyramid. In any case, reputational damage can be shrugged off by a manager/controlling shareholder who employs himself within the pyramid, in contrast to the severe problems that default would cause a professional manager thrown onto the external manager market tainted by clear responsibility for the defaulting firm. Thus, the higher fixed obligations implied by the affiliate’s higher debt need not constrain the controlling shareholder more tightly. On the contrary, it could facilitate expropriation of the affiliate by allowing the controlling shareholder to control more resources without diluting his control stake or assuming more liabilities directly.
 Those expropriated can include not only minority shareholders, but also creditors left with uncollectible debt and taxpayers forced to bail out the financial system endangered thereby.

VII. Conclusions


Debt constrains the professional manager of an autonomous corporation with dispersed shareholders, because a creditor can initiate winding-up proceedings that would force the manager to seek re-employment with reputation crippled. By contrast, the debt of a group affiliate at the base of a corporate pyramid need not constrain the controlling shareholder/manager, who can shuffle the debt around the pyramid and, as a last resort, could direct the affiliate to default, without jeopardizing his career as top manager within the pyramid. Instead, higher debt could facilitate expropriation by giving him control over more resources. However, in Europe during the sample period, shareholder protection was effective enough that controlling shareholders could maintain control only with links that were tight 
, hence visible, which facilitated external scrutiny. Also, creditor protection was effective enough to obviate high levels of related-party lending, as documented in Table 7. The consequence, argued in Sections IV and V, was that the external suppliers of capital required lower leverage amongst group affiliates that seemed more vulnerable to expropriation in being lower down a pyramid. 


East Asia achieved rapid growth, despite pre-modern economic institutions, because these were bolstered by “Asian values”, manifested in family-based corporate groups and related-party transactions. These business structures facilitated the transactions required to mobilize capital and co-ordinate production, despite inadequate legal protection of contracts and creditor and shareholder rights. However, when capital market institutions failed to develop in line with economic growth, these business structures left controlling shareholders with wide opportunities for expropriating minority shareholders, creditors and taxpayers. In the period leading up to the financial crisis, from which our data is taken, the exploitation of these opportunities appears to have escalated, as opportunities for creating value were compressed by rising wages, competition from China and exchange rates that appreciated because linked to the rising US dollar.
 We have documented that expropriation via debt was facilitated and camouflaged by ineffective capital market institutions (Section V), extensive corporate pyramiding via low-visibility linkages and extensive access to related party loans (Table 7), and the perception of endless growth opportunities (“The Asia-Pacific Century”) that seemed to justify high leverage (Table 8). The high levels of debt that precipitated the Asian financial crisis (Table 2), if due to mere incompetence or irrational exuberance for growth, would hardly have exhibited the statistically significant increase in leverage that we found amongst loosely-affiliated corporations that were more vulnerable to expropriation. Instead, our evidence, drawn from all corporations listed in the nine affected Asian economies, points unmistakably toward systematic expropriation on a regional scale. 
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Appendix 1: Data Sources for East Asian Corporations (from Claessens, Djankov & Lang (2000))
	Country
	Immediate Ownership Data
	Dual-Class Shares
	Business Groups: Pyramids and Cross-Holdings

	Hong Kong


	Worldscope (1998)

Asian Company Handbook (1998)

Hong Kong Stock Exchange (1997)
	Datastream International (1998)
	Chu, Yin-Wah and Gary Hamilton, 1993, Business Networks in Hong Kong, University of California, Davis, mimeo.

Taylor, Michael, 1998, “Have Cash, Will Travel,” Far Eastern Economic Review, Special Section on the Li

Ka-Shing Conglomerate, March 5.

Hong Kong Stock Exchange (1997). 

	Indonesia
	Worldscope (1998)

Asian Company Handbook (1998)

Institute for Economic and Financial Research (1996)
	Datastream International (1998)

Institute for Economic and Financial Research (1996)
	Fisman, Ray, 1998, Announcement Effects of Suharto’s Illnesses on Related Companies, Harvard Business School, mimeo, September. 

W.I.Carr Banque Indosuez Group, 1997, Indonesian Group Connections, Jakarta, Indonesia

Indobusiness, 1998, 1995 Ranking of the Largest Indonesian Conglomerates, available at http://indobiz.com/company/warta/conglo/htm


	Japan
	Worldscope (1998)

Japan Company Handbook (1998)
	Datastream International (1998)
	Dodwell Marketing Consultants, 1997, Industrial Groupings in Japan: the Anatomy of the Keiretsu,” 12th Edition, 1996/1997, Tokyo, Japan.

Sato, Kazuo, 1984, “The Anatomy of Japanese Businesses,” M.E.Sharpe, Chapter 4. 

	South Korea 
	Worldscope (1998)

Asian Company Handbook (1998)
	Datastream International (1998)
	Korean Fair Trade Commission, 1997, 1996 List of the Largest 30 Chaebol, Seoul, Korea. 

Lim, Ungki, 1998, Ownership Structure and Family Control in Korean Conglomerates: with Cases of the 30 Largest Chaebol, Seoul University, Korea.


	Appendix A (Continued)


	Country
	Immediate Ownership Data
	Dual-Class Shares
	Business Groups: Pyramids and Cross-Holdings

	Malaysia
	Worldscope (1998)

Asian Company Handbook (1998)


	Datastream International (1998)

Kuala Lumpur Stock Exchange (1997)
	Hiscock, Geoff, 1998, Asia’s Wealth Club, Nicholas Brealey.

http://www.ambg.com.my for A-M Banking Group

http://www.berjaya.com.my for Berjaya Group

http://ww.simenet.com for Sime Darby Group

http://www.lion.com.my for Lion Group

http://www.hongleong-group.com.sg for Hong Leong Group

	Philippines
	Worldscope (1998)

Asian Company Handbook (1998)

Philippine Stock Exchange (1997)
	Datastream International (1998)

Philippine Stock Exchange (1997)
	Philippine Stock Exchange, 1997, Investment Guide 1996, Manila.

Tan, Edita, 1993, Interlocking Directorates, Commercial Banks, Other Financial Institutions, and Non-Bank Corporations, Philippine Review of Economics and Business, 30, 1-50. 

	Singapore
	Worldscope (1998)

Asian Company Handbook (1998)
	Datastream International (1998)

Singapore Stock Exchange (1997)
	Singapore Stock Exchange, 1997, Singapore Company Handbook.

Hiscock, Geoff, 1998, Asia’s Wealth Club, Nicholas Brealey.

	Taiwan
	Worldscope (1998)

Asian Company Handbook (1998)
	Datastream International (1998)
	China Credit Information Service, 1997, Business Groups in Taiwan, 1996-1997, Taipei, Republic of China.

Baum, Julian, 1994, The Money Machine, Far Eastern Economic Review, August 11, for the corporate holdings of the Kuomintang.

	Thailand
	Worldscope (1998)

Asian Company Handbook (1998)

Securities Exchange of Thailand (1997)
	Datastream International (1998)

Securities Exchange of Thailand (1997)
	Tara Siam, 1997, Thai Business Groups 1996-1997: A Unique Guide to Who Owns What, Bangkok, Thailand.

The Nation, 1998, Thai Tycoons: Winners and Losers in the Economic Crisis, Special Issue, July.

Vatikiotis, Michael, 1997, From Chickens to Microchips: the Story of Thai Conglomerates, Far Eastern Economic Review, January 23. 


Appendix B: Sources of Ownership and Control Data for West European Corporations

	Country
	Immediate Ownership Data
	Dual-Class Shares
	Business Groups

	France
	The Herald Tribune (1997), "French Company Handbook 1997", SFB-Paris Bourse

Financial Times (1997): "Extel Financial"

Worldscope (1998)

http://www.bourse-de-paris.fr/fr/market8/fsg830.htm
	Datastream (1999)

Financial Times (1997): "Extel Financial"

Les Echos (1996)

Muus (1998)
	The Herald Tribune (1997), "French Company Handbook 1997", SFB-Paris Bourse

Financial Times (1997): "Extel Financial"

	Germany
	Commerzbank (1997): "Wer gehört zu wem" (http://www.commerzbank.com/navigate/date_frm.htm)

Financial Times (1997): "Extel Financial"

Worldscope (1998)
	Datastream (1999)

Financial Times (1997): "Extel Financial"

Die Welt (1996)

Becht and Boehmer (1998)
	Commerzbank (1997): "Wer gehört zu wem"

Financial Times (1997): "Extel Financial"

	Italy
	CONSOB (1997): "Bollettino - edizione speciale n. 4/97 - Compagine azionaria delle società quotate in borsa o ammesse alle negoziazioni nel mercato ristretto al 31 dicembre 1996" (http://www.consob.it/trasparenza_soc_quot/trasp_soc_quot.htm)

Il Sole 24 ore (1997): "Il taccuino dell'azionista"
	Datastream (1999)

Il Sole 24 ore (1997): "Il taccuino dell'azionista"
	Il Sole 24 ore (1997): "Il taccuino dell'azionista"

http://www.fiatgroup.com/it/informazioni/if2informaz-1.htm
http://www.olivetti.it/group/
http://www.pirelli.com/company/index.htm

	Spain
	Comision Nacional del Mercado de Valores (1998): "Participaciones significativas en sociedades cotizadas" (http://www.cnmv.es/english/cnmve.htm)
	Datastream (1999)

Financial Times (1997): "Extel Financial"

ABC (1996)

Crespi-Cladera and Garcia-Cestona (1998)
	Comision Nacional del Mercado de Valores (1998): "Participaciones significativas en sociedades cotizadas" http://www.cnmv.es/english/cnmve.htm

Financial Times (1997): "Extel Financial"

	United Kingdom
	Financial Times (1997): "Extel Financial"

London Stock Exchange (1997): "The London Stock Exchange Yearbook"

Financial Times (1996): "Extel Financial"

Worldscope (1998)

http://www.hemscott.com/equities/company/
	Datastream (1999)

Financial Times (1997): "Extel Financial"

Financial Times (1996): "Extel Financial"
	Financial Times (1997): "Extel Financial"


Table 1: Description of Regression Variables

	Variable
	Description

	D/TA
	Book value of short and long term external (i.e., excluding intra-group) financial debt to total assets. 

	ICA_D/TA
	Industry and country-adjusted debt-to-total asset ratio. We first compute for each industry and country the median of D/TA. Then, the corporation's ICA_D/TA is the difference between the corporation's debt-to-total asset ratio and the industry median for its country. We rely on a corporation's primary SIC to define the industry.

	D/(D+E)
	Book value of short and long term external (i.e., excluding intra-group) financial debt to the sum of book value of debt plus book value of equity (ordinary and preferred).

	ICA_ D/(D+E)
	Industry and country-adjusted debt-to-debt plus equity ratio. We first compute for each industry and country the median of D/(D+E). Then, the corporation's ICA_D/(D+E) is the difference between the corporation's debt-to-debt plus equity ratio and the industry median for its country. We rely on a corporation's primary SIC to define the industry.

	C
	Control Rights: voting stake held by the largest controlling shareholder. Calculated by identifying the weakest link in each control chain linking the corporation to the controlling shareholder, then summing the percentage control rights across these links.

	O
	Ownership Rights: the claim on the company's cash flows by the largest ultimate controlling shareholder

	O/C
	The ratio of ownership rights to voting rights of the largest ultimate controlling shareholder, for corporations with an ultimate owner who owns at least 5% of the shares. 

	Group
	Group affiliation dummy = 1 if the corporation is group-affiliated; = 0 otherwise. A corporation is “group-affiliated” if it satisfies one of the following criteria: (i) it is controlled by a shareholder via pyramiding, i.e., indirectly through a chain of corporations; (ii) it controls another corporation in the sample; (iii) it has the same controlling shareholder as some other corporation in the sample; (iv) its controlling shareholder is a widely-held corporation or a widely-held financial institution. Additional information about group affiliation is collected from country sources.

	NoSic
	Number of different two-digit SIC code sectors in which the firm reports at least 10% of sales.


	Variable
	Description

	Tangib
	Ratio of fixed to total assets.

	A
	Asset beta. We first define a corporation’s equity beta as
[image: image1.wmf], where I is the standard deviation of its stock return, I,M, is the correlation coefficient between its stock return and the return on the market index (see below), and M is the standard deviation of the market return. Standard deviations and correlation coefficients are computed using the monthly stock returns over the period Jan 1994 to Dec 1996; for corporations that went public through 1994 the period is Jan 1995 to Dec 1996. We assume that the beta of debt equals zero, and compute the asset beta from the relation 
[image: image2.wmf], where S is the market value of equity, B is the book value of debt, and tc is the corporation's tax rate. The latter is computed by dividing its taxes by pretax income.

The market indexes used are: France: SBF 250; Germany: Faz Aktien; Hong Kong: Hang Seng Index; Indonesia: Jakarta Composite Index; Italy: Banca Commerciale Italy Index; Japan: Nikkei Dow; Malaysia: KLSE Composite Index; Philippines: Philippines S.E. Composite Index; Singapore: Straits Times Industrial; South Korea: South Korea Composite Index; Spain: Madrid Stock Exchange; Taiwan: Weighted Price Index; Thailand: Bangkok Stock Exchange Index; United Kingdom: FT Index.

	Q
	The market value of (ordinary and preferred) equity plus the book value of debt divided by the book value of equity plus the book value of debt.

	BankrDec
	We first rank corporations in ascending order of their ratio of earnings before interest, taxes and depreciation (EBITDA) to interest expenses. BankrDec assigns corporations to their decile in this ranking. Corporations in the first decile have the lowest (typically negative) EBITDA per unit of interest costs, and face the most difficulty in meeting interest payments.

	Ln(TA)
	Natural logarithm of the book value of total assets. 

	Europe 
	European dummy = 1 if the corporation is from Western Europe; = 0 if it is from East Asia.


Table 2: Group Affiliation, Ownership/Control & Mean Leverage Ratios in Europe and Asia

All ratios are unadjusted. The sample includes 3448 non-financial corporations with consolidated accounts at the end of 1996. a, b, and c denote significance at the 1%, 5%, and 10% levels, respectively.

	Country
	Number of corps
	% corps gp.-affil. at 10%
	% corps gp.-affil. at 20%
	O/C
	D/TA
	D/(D+E)
	Q

	Panel A: Summary statistics

	France
	372
	45.43
	41.94
	0.941
	22.23
	36.68
	1.61

	Germany
	309
	49.84
	45.96
	0.835
	23.00
	41.75
	1.90

	HK
	212
	52.83
	52.36
	0.882
	24.49
	30.63
	1.43

	Indonesia
	81
	75.31
	75.31
	0.789
	35.32
	41.45
	1.40

	Italy
	96
	57.29
	51.04
	0.720
	22.82
	37.68
	1.19

	Japan
	832
	78.85
	19.95
	0.596
	33.12
	47.58
	1.38

	Malaysia
	149
	61.75
	59.73
	0.844
	24.55
	32.23
	2.91

	Philippines
	36
	77.78
	75.00
	0.873
	23.64
	27.91
	1.73

	Singapore
	145
	68.97
	64.14
	0.794
	22.52
	27.79
	1.77

	South Korea
	138
	58.70
	44.93
	0.908
	52.30
	69.43
	0.99

	Spain
	82
	50.00
	47.56
	0.920
	18.98
	28.77
	1.67

	Taiwan
	83
	51.81
	37.35
	0.851
	25.06
	29.17
	2.05

	Thailand
	70
	35.71
	35.71
	0.939
	40.58
	47.47
	1.35

	U.K
	843
	51.13
	36.30
	0.833
	17.57
	28.17
	2.22

	All
	3448
	59.40
	39.36
	0.794
	25.95
	37.99
	1.74

	Europe
	1702
	49.94
	40.66
	0.856
	19.94
	33.08
	1.94

	Asia
	1746
	68.61
	38.09
	0.735
	31.80
	42.73
	1.55

	Panel B: T-statistics for differences between means

	European vs Asian corporations
	-11.37 a
	1.55
	11.67 a
	-19.40 a
	-11.25 a
	8.70 a

	Group-affiliated vs non-affiliated corporations at 20% level 
	
	-2.94 a
	-3.44 a
	-0.18

	Group-affiliated vs non-affiliated corporations at 10% level
	
	3.21 a
	3.24 a
	-4.63 a

	O/C = 1 vs O/C < 1 corporations
	
	-1.05
	-2.07 b
	4.10 a


Table 3: Regressions of leverage on group affiliation and the Ownership/Control Ratio

Leverage ratios are industry and country-adjusted. The sample includes 3448 non-financial corporations with consolidated accounts at the end of 1996. The regressions use ordinary least squares. a, b, and c denote significance at the 1%, 5%, and 10% levels, respectively. T-values are reported in parentheses below the coefficients estimates.

	Dependent Variable:
	Interc.
	O/C
	Q
	Group
	O/C * Group
	O/C* Europe
	Ln(TA)
	NoSic
	Tangib
	A
	BankrDec
	Adj. R2
	F

	Panel A: Group affiliation defined at the 20% level of control

	ICA_D/TA
	0.098 a
	 -0.052 a
	0.003 c
	 -0.069 a
	0.056 a
	0.032 a
	0.008 a
	0.004 b
	0.071 a
	 -0.031 a
	 -0.032 a
	0.302
	150.37 a

	
	(4.45)
	(-5.18)
	(1.68)
	(-5.10)
	(3.50)
	(5.34)
	(5.66)
	(2.12)
	(6.06)
	(-4.62)
	(-34.35)
	
	

	ICA_D/(D+E)
	0.123 a
	 -0.078 a
	0.012 a
	 -0.078 a
	0.064 a
	0.053 a
	0.014 a
	0.006 a
	0.006
	 -0.033 a
	 -0.046 a
	0.303
	151.05 a

	
	(4.00)
	(-5.59)
	(4.36)
	(-4.13)
	(2.86)
	(6.29)
	(7.16)
	(2.63)
	(0.35)
	(-3.49)
	(-35.92)
	
	

	Panel B: Group affiliation defined at the 10% level of control

	ICA_D/TA
	0.106 a
	 -0.068 a
	0.003 c
	 -0.035 b
	0.030 c
	0.031 a
	0.009 a
	0.003 c
	0.065 a
	 -0.030 a
	 -0.032 a
	0.296
	145.63 a

	
	(3.71)
	(-3.50)
	(1.71)
	(-1.96)
	(1.67)
	(5.15)
	(6.07)
	(1.77)
	(5.52)
	(-4.46)
	(-34.01)
	
	

	ICA_D/(D+E)
	0.140 a
	 -0.103 a
	0.011 a
	 -0.047 c
	0.039 c
	0.052 a
	0.015 a
	0.006 b
	-0.001
	 -0.032 a
	 -0.046 a
	0.299
	148.19 a

	
	(3.49)
	(-3.77)
	(4.22)
	(-1.87)
	(1.68)
	(6.12)
	(7.50)
	(2.37)
	(-0.08)
	(-3.37)
	(-35.69)
	
	


Table 4: Regressions of leverage by group affiliation in Europe
Leverage ratios are industry and country-adjusted. At the 20% level of control, the sample includes 692 European group-affiliated corporations and 1010 non-affiliated corporations. At the 10% level of control, the sample includes 850 group-affiliated corporations and 852 non-affiliated corporations. 158 corporations are loosely-affiliated (i.e., affiliated at the 10% but not at the 20% level). The regressions use ordinary least squares. a, b, and c denote significance at the 1%, 5%, and 10% levels, respectively. T-values are reported in parentheses below the coefficients estimates.

	
	Intercept
	O/C
	Q
	Ln(TA)
	NoSic
	Tangib
	A
	BankrDec
	Adj. R2
	F

	ICA_D/TA as dependent variable - Europe

	Group affil. at 20%
	0.036
	0.034 c
	-0.003
	0.005 c
	 -0.011 a
	0.138 a
	-0.025
	 -0.024 a
	0.255
	34.71 a

	
	(0.90)
	(1.76)
	(-0.88)
	(1.79)
	(-2.70)
	(6.21)
	(-1.59)
	(-12.34)
	
	

	Loosely-affiliated 
	0.210 a
	-0.019
	0.011 c
	0.0001
	0.006
	0.053
	-0.025
	 -0.036 a
	0.409
	11.79 a

	
	(2.75)
	(-0.54)
	(1.87)
	(0.02)
	(0.69)
	(1.23)
	(-1.36)
	(-7.79)
	
	

	Non-affil. at 10%
	0.077 c
	0.027
	-0.003
	0.005 c
	 -0.010 b
	0.111 a
	-0.001
	 -0.028 a
	0.299
	52.77 a

	
	(1.66)
	(0.83)
	(-0.92)
	(1.84)
	(-2.47)
	(5.18)
	(-0.11)
	(-16.99)
	
	

	ICA_D/(D+E) as dependent variable - Europe

	Group affil. at 20%
	-0.019
	0.062 b
	-0.002
	0.017 a
	 -0.014 a
	0.061 c
	 -0.041 c
	 -0.037 a
	0.236
	31.47 a

	
	(-0.32)
	(2.11)
	(-0.46)
	(4.13)
	(-2.28)
	(1.81)
	(-1.70)
	(-12.65)
	
	

	Loosely-affiliated 
	0.303 b
	-0.025
	0.043 a
	0.001
	0.019
	0.002
	-0.022
	 -0.062 a
	0.389
	10.92 a

	
	(2.37)
	(-0.42)
	(4.27)
	(0.09)
	(1.28)
	(0.02)
	(-0.70)
	(-7.91)
	
	

	Non-affil. at 10%
	0.097
	0.036
	0.005
	0.014 a
	 -0.012 c
	0.049
	-0.001
	 -0.048 a
	0.315
	56.86 a

	
	(1.36)
	(0.71)
	(1.05)
	(3.34)
	(-1.83)
	(1.49)
	(-0.06)
	(-19.05)
	
	


 Table 5: Regressions of leverage by group affiliation in Asia
Leverage ratios are industry and country-adjusted. At the 20% level of control, the sample includes 665 Asian group-affiliated corporations and 1081 non-affiliated corporations. At the 10% level of control, the sample includes 1198 group-affiliated corporations and 548 non-affiliated corporations. 533 corporations are loosely-affiliated (i.e., affiliated at the 10% but not at the 20% level). The regressions use ordinary least squares. a, b, and c denote significance at the 1%, 5%, and 10% levels, respectively. T-values are reported in parentheses below the coefficients estimates.

	
	Intercept
	O/C
	Q
	Ln(TA)
	NoSic
	Tangib
	A
	BankrDec
	Adj. R2
	F

	ICA_D/TA as dependent variable - Asia

	Group affil. at 20%
	-0.043
	-0.0005
	0.0004
	0.015 a
	0.011 a
	0.003
	-0.016
	 -0.032 a
	0.335
	48.85 a

	
	(-0.84)
	(-0.02)
	(0.08)
	(4.30)
	(3.24)
	(0.11)
	(-1.18)
	(-15.49)
	
	

	Loosely-affiliated 
	0.306 a
	 -0.043 b
	0.060 a
	0.0004
	0.008 c
	-0.012
	-0.027
	 -0.055 a
	0.600
	72.46 a

	
	(4.12)
	(-2.16)
	(3.85)
	(0.09)
	(1.94)
	(-0.29)
	(-1.47)
	(-20.39)
	
	

	Non-affil. at 10%
	-0.175
	0.122
	0.010 c
	0.018 a
	0.010 b
	-0.011
	 -0.047 b
	 -0.034 a
	0.303
	34.99 a

	
	(-1.30)
	(0.97)
	(1.87)
	(4.03)
	(2.31)
	(-0.34)
	(-2.43)
	(-13.78)
	
	

	ICA_D/(D+E) as dependent variable - Asia

	Group affil. at 20%
	-0.011
	-0.038
	0.004
	0.020 a
	0.015 a
	 -0.055 c
	-0.020
	 -0.041 a
	0.339
	49.57 a

	
	(-0.17)
	(-1.47)
	(0.64)
	(4.47)
	(3.52)
	(-1.68)
	(-1.17)
	(-15.91)
	
	

	Loosely-affiliated 
	0.401 a
	 -0.088 a
	0.113 a
	0.001
	0.008
	 -0.110 b
	-0.029
	 -0.075 a
	0.606
	74.34 a

	
	(4.09)
	(-3.37)
	(5.51)
	(0.23)
	(1.37)
	(-1.98)
	(-1.17)
	(-20.95)
	
	

	Non-affil. at 10%
	-0.266
	0.210
	0.024 a
	0.022 a
	0.016 a
	 -0.075 c
	 -0.059 b
	 -0.044 a
	0.311
	36.28 a

	
	(-1.58)
	(1.33)
	(3.46)
	(3.94)
	(2.91)
	(-1.83)
	(-2.42)
	(-14.26)
	
	


Table 6: Empirical Results on Regression Coefficients of O/C

The Table displays the coefficients in regressions of leverage on the O/C ratio for various sub-samples of corporations

	
	Europe
	Asia
	Assumption S

	Tightly-affiliated Corporations


	significantly positive
	insignificant
	less effective

monitoring



	Loosely-affiliated Corporations


	insignificant
	significantly negative
	

	Inference from Section V 
	less effective capital market institutions 
	


Table 7: Access of Non-Financial Corporations to Related-party lending

At the 20% level of control, the sample includes 1128 European and 1198 Asian group-affiliated non-financial corporations. At the 10% level of control, the sample includes 1411 European and 1815 Asian group-affiliated corporations. 283 European and 617 Asian corporations are loosely-affiliated (i.e., affiliated at the 10% but not at the 20% level).

	
	Europe
	Asia
	

	Tightly-affiliated corporations
	Fin. Inst.
	Bank
	Fin. Inst.
	Bank
	

	Percentage of tightly-affiliated corporations that are in a group that controls some financial institution/ bank at the 20% level.
	46.74
	28.34
	75.56
	59.72
	

more

related party lending



	Percentage of all corporations that are tightly affiliated.
	37.88
	37.88
	49.48
	49.48
	

	Percentage of all corporations that are tightly affiliated to group which controls some financial institution/ bank at the 20% level.
	17.70
	10.73
	37.39
	29.55
	

	Percentage of all corporations that are tightly affiliated to a group which controls some financial institution/ bank at 20% and comprises more that 50 non-financial corporations.
	3.83
	1.65
	2.19
	2.19
	

	Loosely-affiliated corporations
	
	
	
	
	

	Percentage of loosely-affiliated corporations that are in a group that controls some financial institution/ bank at the 10% level.
	67.34
	65.27
	97.76
	96.91
	

	Percentage of all corporations that are loosely affiliated.
	9.50
	9.50
	25.49


	25.49
	

	Percentage of all corporations that are loosely affiliated to group which controls some financial institution/ bank at the 10% level.
	6.40
	6.20
	24.91
	24.70
	

	Percentage of all corporations that are loosely affiliated to a group which controls some financial institution/ bank at 10% and comprises more that 50 non-financial corporations.
	5.74
	2.15
	22.18
	22.18
	

	
	 more related party lending
	


Table 8: Impact of Tobin’s Q on Leverage

	
	Europe

more effective institutions
	Asia

less effective institutions
	

	Tightly-affiliated 

more alert monitoring
	insignificantly negative
	insignificantly positive


	

significantly more

positive Q

coefficient

	Loosely-affiliated 

less alert monitoring
	positive
	strongly positive


	

	
	significantly more positive Q coefficient
	


Table 9

	
	Efficiency of judicial system
	Rule of law
	Corruption
	Risk of expropriation
	Risk of contract repudiation
	Rating on accounting standards
	Anti-director rights
	Creditor rights

	France
	8
	8.98
	9.05
	9.65
	9.19
	69
	3
	0

	Germany
	9
	9.23
	8.93
	9.9
	9.77
	62
	1
	3

	Hong Kong
	10
	8.22
	8.52
	8.29
	8.82
	69
	5
	4

	Indonesia
	2.5
	3.98
	2.15
	7.16
	6.09
	
	2
	4

	Italy
	6.75
	8.33
	6.13
	9.35
	9.17
	62
	1
	2

	Japan
	10
	8.98
	8.52
	9.67
	9.69
	65
	4
	2

	Malaysia
	9
	6.78
	7.38
	7.95
	7.43
	76
	4
	4

	Philippines
	4.75
	2.73
	2.92
	5.22
	4.8
	65
	3
	0

	Singapore
	10
	8.57
	8.22
	9.3
	8.86
	78
	4
	4

	South Korea
	6
	5.35
	5.3
	8.31
	8.59
	62
	2
	3

	Spain
	6.25
	7.8
	7.38
	9.52
	8.4
	64
	4
	2

	Taiwan
	6.75
	8.52
	6.85
	9.12
	9.16
	65
	3
	2

	Thailand
	3.25
	6.25
	5.18
	7.42
	7.57
	64
	2
	3

	UK
	10
	8.57
	9.1
	9.71
	9.63
	78
	5
	4

	
	
	
	
	
	
	
	
	

	Weighted averages (weights: number of companies in each country)

	Europe
	9.02
	8.73
	8.81
	9.70
	9.47
	71.6
	3.56
	2.74

	Asia
	8.72
	7.89
	7.52
	8.89
	8.86
	64.2
	3.72
	2.75


	Efficiency of judicial system
	Assessment of the "efficiency and integrity of the legal environment as it affects business, particularly foreign firms" produced by the country produced by the country-risk rating agency Business International Corporation. It "may be taken to represent investors' assessments of conditions in the country in question". Average between 1980-1983. Scale from 0 to 10, with lower scores for lower efficiency levels. Source: La Porta et al., 1998

	Rule of law
	Assessment of the law and order tradition in the country produced by the country-risk rating agency International Country Risk. Average of the months of April and October of the monthly index between 1982 and 1995. Scale from 0 to 10, with lower scores for lower efficiency levels. Source: La Porta et al., 1998

	Corruption
	International Country Risk's assessment of the corruption in government. Higher scores indicate "high government officials are likely to demand special payments" and "illegal payments are generally expected throughout lower levels of government" in the form of "bribes connected with import and export licenses, exchange controls, tax assessment, policy protection, or loans". Average of the months of April and October of the monthly index between 1982 and 1995. Scale from 0 to 10; with lower scores for higher levels of corruption. Source: La Porta et al., 1998.

	Risk of expropriation
	International Country Risk's assessment of the risk of “outright confiscation” or “forced nationalization”. Average of the months of April and October of the monthly index between 1982 and 1995. Scale from 0 to 10; with lower scores for higher risks. Source: La Porta et al., 1998.

	Risk of contract repudiation
	International Country Risk's assessment of the risk of a modification in a contract taking the form of a repudiation postponement, or scaling down due to budget cutbacks, indigenization pressure, a change in government, or a change in government economic and social priorities. Average of the months of April and October of the monthly index between 1982 and 1995. Scale from 0 to 10; with lower scores for higher risks. Source: La Porta et al., 1998.

	Rating on accounting standards
	Index created by examining and rating companies’ 1990 annual reports on their inclusion or omission of 90 items. These items all into 7 categories (general information, income statements, balance sheets, funds flow statement, accounting standards, stock data and special items). A minimum of 3 companies in each country were studied. The companies represent a cross-section of various industry groups where industrial companies numbered 70 percent while financial companies represented the remaining 30 percent. Source: La Porta et al., 1998.

	Anti-director rights
	An index aggregating the shareholder rights. The index is formed by adding 1 when: (1) the country allows shareholders to mail their proxy vote to the firm; (2) shareholders are not required to deposit their shares prior to the General Shareholders’ Meeting; (3) cumulative voting or proportional representation of minorities in the board of directors is allowed; (4) and oppressed minorities mechanism is in place; (5) the minimum percentage of share capital that entitles a shareholder to call for an Extraordinary Shareholders’ Meeting is less than or equal to 10 percent; or (6) shareholders have preemptive rights that can only be waved by a shareholders’ vote. The index ranges from 0 to 6. Source: La Porta et al., 1998.

	Creditor rights
	An index aggregating different creditor rights. The index is formed by adding 1 when: (1) the country imposes restrictions, such as creditors’ consent or minimum dividends to file for reorganization; (2) secured creditors are able to gain possession of their security once the reorganization petition has been approved (no automatic stay); (3) secured creditors are ranked first in the distribution of the proceeds that result from the disposition of the assets of a bankrupt firm; and (4) the debtor does not retain the administration of its property pending the resolution of a reorganization. The index ranges from 0 to 4. Source: La Porta et al., 1998.








� 	Backman (1999).


� 	See Claessens et. al (1999a,b) and La Porta et al. (2000).


� 	The same 5% cut-off was used by La Porta et al. (1999) and Claessens et al. (1999a).


� 	In our sample, industry and country-adjusted leverage ratios are significantly higher (at the 1% level) for companies reporting consolidated accounts (88.8% of the total); for the first measure of leverage defined in Section IIIA, the difference is 7.9%, for the second it is 12.3%.


� 	Though by the end of our sample period, most companies had moved to consolidated accounts, this was true for only 63.6% of companies in Korea, 78% in Germany, and 80.9% in Japan. Therefore, we have screened out a significant number of firms from these countries, thereby understating the role of some large groups, such as the Korean chaebols. After our screening, Hyundai and Lucky Goldstar have only 8 group affiliates each. Chaebol became famous after the Asian financial crisis for using subsidiaries to “park” debt out of the sight of auditors of the parent.


� 	In compiling these statistics, we do not eliminate firms with unconsolidated accounts since we are concerned with ownership and control rather than leverage.


� 	For example, in Taiwan, insurance companies have been pillaged by their controlling shareholders to finance group affiliates. In Singapore, a loan of more than 5,000 dollars by a financial institution to a group affiliate is strictly monitored and must be secured. In the U.K., banks need approval from the Bank of England to hold shares, and are subject to ceilings; other financial firms are only benchmarked against the "prudent man". Until recently, German universal banks faced almost no limitations on their equity holdings, but insurance companies could not invest more than 20% of their assets in equities (Prowse, 1994). Until 1994, Italian banks were forbidden to hold equity stakes in non-financial firms. European Union Directives (plus national laws), place ceilings on equity stakes for financial institutions; banks also face upper limits on "large loans". The German Banking Act (1994) disciplines loans to related parties, i.e., where either borrower or lender holds more than 10% of the counter-party’s capital. Such loans can be granted only if supported by all the lender’s managers and approved by the supervisory board. In addition, when loans to related parties exceed 5% of the lender’s capital and exceed 250,000 DM, they must be reported to the Banking Supervisory Office and the Central Bank. 


� 	See Rajan and Zingales (1995) for a discussion of these practices, and an analysis of differences in leverage across the G-7 countries.


� 	Consequently, our regressions do not include country or regional dummies — except when multiplied by another variable. As a robustness check, we ran our regressions with industry and country dummies instead of adjusting leverage for industry and country effects, but this did not affect our conclusions.


�	Such corporations have the same incentive and opportunity to manipulate the corporations that they control as the controlling shareholder of a corporate pyramid. The same definition was used in Claessens et al. (1999b). Khanna and Palepu (2000) use a different definition.


� 	However, the relationship is not significant in Italy and Japan when a book value measure of leverage is used; it becomes significant when leverage is measured at market value. McConnell and Servaes (1995) find that for high growth firms, Q is negatively affected by leverage; for low growth firms, they find a positive correlation between Q and leverage. Lang et al (1996) find that higher levels of leverage have a negative impact on the growth of the firm when Q < 1, but a positive (though insignificant) impact when Q > 1. They argue that debt disciplines management when Q < 1, preventing them from investing in negative NPV projects. For firms with Q > 1, (i.e., good investment opportunities) high leverage does not constrain management.


� 	Another widely-used proxy for growth opportunities is the historical sales growth rate, which we used as a check, but without finding any significant difference in the results. The use the Q-ratio is supported by the consideration that lenders should be more concerned about future growth (i.e., ability to pay back debt) rather than historical growth.


� 	Some studies of the U.K. (e.g., Lasfer (1995)) also find a negative relationship between leverage and growth.


� 	The preceding studies do not control for this possibility in analyzing the relationship between leverage and growth, so it is not possible to distinguish between the two hypotheses.


� 	Harris and Raviv (1990) summarize the literature on the relationship between leverage and profitability. Kester (1986) documents that leverage is inversely related to profitability in the U.S. and Japan. 


� 	Cross-equation F-tests confirm this statement at the 1% level (for both measures of leverage) for all pairs of sub-samples, except tightly-affiliated European and Asian corporations. For this pair, it holds at the 10% level for ICA_D/TA and at the 5% level for ICA_D/(D+E), despite the insignificance of the individual coefficients. 


� 	Easterbrook (1984) argues that debt forces managers to be accountable to the external capital market. Lang et al. (1996) document that debt curtails investment by firms with poor prospects, and that leverage increases when growth opportunities are less (see also Kim and Sorensen (1986), Titman and Wessels (1988)). Maloney et al. (1993) document that leverage improves managerial decision-making on key issues like acquisitions. 


� 	See, e.g., La Porta et al. (1999).


� 	In a U.S. context, Harris and Raviv (1988) and Stulz (1988) argue that controlling shareholders may use leverage to inflate the voting power of their shares, and reduce the discipline of the market for corporate control. Stulz (1988) shows that managers who value control very highly rely primarily on debt financing in order to minimize dilution of their equity stakes in the firm, thus making the firm less vulnerable to hostile takeover. 


� 	Table 7 shows that only 9.28% of European corporations are loosely affiliated, versus 25.49% in Asia. 


� 	Johnson et al. (2000) argue that the financial crisis drove down security prices more sharply in economies with poorer investor protection because expropriation escalated as future prospects deteriorated. 
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