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Do agency relations mediate the interaction between firms’ financial 
policies and business cycles? 

1. Introduction 

Recently Hackbarth et al. (2006) note that “little attention has been paid to the effects of 

macro-economic conditions on […] capital structure choices” and they propose a model 

where leverage is countercyclical, in line with some evidence obtained earlier by Korajczyk 

and Levy (2003) on a sub-sample of financially unconstrained U.S. firms. 

This limited theorizing and empirical investigation relating business cycles to analyses of 

leverage is surprising since business cycles influence many underlying determinants of capital 

structures. So for instance they are known to influence shareholders’ default policies 

(Hackbarth et al., 2006; Chen, 2010), marginal tax benefits (Graham, 1996), investment sets 

(Gomes and Schmid, 2010), the cost of debt (Hackbarth et al., 2006), credit spreads and bond 

prices (Chen, 2010), the value of collaterals (Jimenez et al. 2006; Benmelech and Bergman, 

2010), market capitalizations (for instance they should modify optimal portfolio allocation, 

Avramov and Chordia, 2006). Hence the theoretical expectation is that business cycles should 

influence capital structure policies because they influence the underlying variables when the 

perspectives taken by the trade-off, pecking order, signaling or market timing theories are 

retained.  

We note in passing that survey evidence provides some ground to the mere idea that expected 

booms and busts are considered by financial executives in the planning and execution of their 

financial policies (Graham and Harvey, 2001; Bancel and Mitoo, 2004; Brounen et al., 2006). 

In this paper we investigate the suggestion that this lack of aggregate evidence may be partly 

related to the mediating effect that ownership dispersion has on the relation between business 

cycles and capital structures. In fact we show that that empirical evidence, as derived from a 

sample based on European listed firms, is consistent with the idea that ownership dispersion 

polarizes financial policies followed by firms, in response to anticipated business cycles.  
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Interestingly, the literature on ownership dispersion and capital structure is about as limited as 

the one on business cycles and capital structure. Margaritis and Psillaki (2009: p. 622) note 

that “the relationship between ownership structure and capital structure remains largely 

unexplored”. They mention three international one-country studies. On the same subject, King 

and Santor (2008, p. 2425) cite a number of theoretical approaches, mostly from the 80s, and 

some empirical literature, primarily on U.S. data, all of which is focused on the marginal 

effects of entrenchment on capital structure, in a context where ownership is presumed to 

range from wide dispersion to limited concentration.  

Theoretically we expect that ownership dispersion should affect the underlying mix of agency 

relations in the firm, so that it should condition the nature of the financial policies followed by 

the firm, particularly in response to anticipated business cycles. First, monitoring by external 

block-holders strongly gains in efficiency (Shleifer and Vishny, 1986, 1997; Holderness, 

2010), to a point where some form of ex-post control may be exerted, which modifies the role 

of debt as a disciplinary device (Berger et al., 1997). Second, the existence of block holders 

has an effect on information asymmetry, adverse selection, signaling or still market timing. 

Block-holders have varying ways to collect information, sometimes semi-private or private 

information; and they may be associated to the board. Third, some block-holders may target a 

long-term shareholding, or may de facto face a liquidity constraint (particularly outside the 

U.S., Ruiz-Mallorqui and Santana-Martin, 2010). This should affect their opportunity cost of 

bankruptcy. This will exacerbate the opposition between new and old shareholders since 

block-holders will naturally belong to the latter category. Fourth, because of this “tying” of 

their investment, and, or because of their specific time-horizon, block-holders may require 

less risky debt-policies because they cannot easily diversify away, and they may have longer 

investment horizons. Sixth, the shift to the background of minority shareholders’ concerns 

will affect optimal debt-equity choices under constraints (irrespective of potential governance 

externalities), as related for instance to dilution or expected dividends.  

In this paper we focus on an institutional context, European listed firms, where ownership 

concentration is medium to high with a some proportion of direct control (Faccio and Lang, 

2002). In this specific institutional setting and in relation to business cycles, we investigate 
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how ownership structures could condition the execution of financial policies. We look 

specifically at a number of key financial policies in parallel, which account together for the 

build up of capital structures: we look at debt changes, including in particular public debt 

issuance, we look at investments (capital expenditures), changes in cash holdings, dividends 

and at the resulting change in the book and market leverages.  

The financial theory does not delve much into the interaction between financial policies and 

business cycles, and indeed we expect, in line with traditional financial theorizing, that this 

interaction is of limited relevance in the case of dispersed ownership firms (at best a 

moderating influence). However, we expect it to matter in the case of concentrated ownership 

firms or firms under control. Our reasoning is that a different mix of agency costs in these 

firms is conductive to different policy-mix, with more weight for considerations pertaining to 

the opportunity cost of bankruptcy, dilution (Levy and Hennessy, 2007), less weight for 

signaling, potentially different pecking orders...  

Our core result is that there is indeed a systematic empirical polarization in the way financial 

policies relate to information about expected business cycles, depending on whether the firm 

has primarily dispersed or primarily concentrated ownership. This result, derived from 

European data, echoes stylized facts about financial preferences in U.S. firms, most notably 

depending on size or status, or still private vs. public firms (Frank and Goyal, 2008). Our 

overall contribution is to attract attention onto the potential for a contrasted relevance of 

varying capital structure approaches, depending on the institutional context. 

It is noteworthy that we depart from the abundant literature (King and Santor, 2008: p. 2424) 

on the performance effects of ownership structures, and so do we depart from the modeling of 

the interaction between capital structure and business cycles ab abstracto. Rather we look 

empirically at specific financial policies that underlie capital structure choices, intending to 

investigate how strongly ownership bases can influence financial policies.  

In section 2 we provide some more background and derive our hypotheses. In section 3 we 

describe our data and methodology. Section 4 is allocated to results while section 5 concludes. 
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2. Financial policies, ownership and business cycles in institutional perspective 

As just noted we delve into the potential interaction between corporate finance variables that 

are not traditionally associated: capital structure choices and business cycles on the one hand, 

capital structure choices and ownership dispersion on the other. We do this while we focus on 

one of the most researched topics in corporate finance: capital structure, a topic on which 

Myers (2003) recently concluded “there is no universal theory of capital structure, and no 

reason to expect one. There are useful conditional theories, however  […] each factor could 

be dominant for some firms or in some circumstances, yet unimportant elsewhere”. 

While we focus on a traditional corporate finance topic in novel way, our specific contribution 

is to suggest a potential relevance of the institutional context for understanding this traditional 

subject. To this effect, we note that past empirical investigation of capital structures across 

internationally diverse institutional backgrounds is relatively recent. This is where we start 

(section 2.1), outlining some gaps in this literature, before we focus on our two key 

propositions, deriving specific hypotheses for firms with primarily dispersed ownership 

(section 2.2) and for firms with concentrated ownership or under control (section 2.3) 

 

2.1. Sampling European listed firms1 

Past empirical research on capital structure has primarily focused on the U.S., investigating 

international samples only recently (de Jong et al., 2008; Frank and Goyal, 2008; Mahajan 

and Tartaroglu, 2008). Further we note that the bulge of these recent international studies 

either focus on small subsamples of the most developed countries or they focus on broad 

samples of international firms, with both developing and developed countries (Antoniou et al., 

2008; Bessler et al., 2008; Booth et al., 2001; Demirguc-Kunt and Maksimovic, 1999; Fan et 

al., 2008; Gonzales and Gonzales, 2008; Mahajan and Tartaroglu, 2008; Rajan and Zingales, 

                                                
1 We are indebted to an anonymous reviewer (at an important U.S. academic finance conference) for attracting our attention 
on this issue:  citing his conclusion to a very short comment, “how are European findings relevant to other countries? If at 
all?”. So we provide a motivation for our specific (and relatively novel) sampling. We note that the interest for contrasting 
results as derived from U.S. data is peaking up (King and Santor, 2008). Further De Jong et al. (2008: p. 1956) note that “the 
conventional theories on capital structure [were] developed using listed firms in the United States as a role model…”, and 
they call for evidence derived from more diverse sampling, echoing similar remarks in Zingales (2000: p. 1624), or Frank and 
Goyal (2009).  
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1995; Wanzenried, 2006)2. Consequently cross-country evidence on non-U.S. but listed firms 

is either limited to very few countries, or based on samples featuring a very small but 

institutionally very diverse set of countries, or hampered by issues attached to economic 

development, or based on firms with specific international exposure (cross-listed firms, etc.).  

The European context is interesting for our purpose. We follow a standard scientific 

procedure in institutional, cultural or qualitative studies, which consists in limiting the 

variance on important criteria to enable the examination of specific dimensions. Cultural 

scholars, in particular, have long emphasized the potential fruitfulness of using regional 

groupings to derive meaningful conclusions (Ronen and Shenkar, 1985 for an early review; 

Schwartz, 1999; Lenartowicz and Roth, 1999, and of course, Hofstede, 2003) 

Specifically our European focus provides us with some converging socio-economic and 

political properties, with a relatively favorable environment for business, with adequate rule 

of law and contracting environment, with advanced economic development, relatively strong 

financing systems, whether through markets or banks, with commonalities in political systems 

featuring strong checks and balances, somewhat contained corruption, etc. Further there is 

now much commonality in regulations, as European regulations are now well developed and 

growingly common, particularly financial regulations, and there is recent convergence in 

accounting frameworks (IFRS reporting).  

On the other hand, this European sampling provides us -in historical perspective- with the 

successful and prolonged coexistence of both types of firms: closely held and widely 

dispersed. These structures are in line with international realities (La Porta et al., 1999; Denis 

and McConnell, 2003; Holderness, 2010), with a mean level of concentrated ownership 

oscillating between one and two third by country and over the period (appendix 1). This 

                                                
2 Authors mentioned here focus on small subsamples of the most developed countries, for instance on the G-5 (Antoniou et 
al., 2008) or on the G-7 (Mahajan and Tartaroglu, 2008; Rajan and Zingales, 1995), or they focus on broad cross-samples of 
international firms, involving both developing and developed countries. In these large international samples, development 
effects are complicating analysis (Demirguc-Kunt and Maksimovic, 1999; Fan et al., 2008, Gonzales and Gonzales, 2008). 
Booth et al. (2001), focusing on a sample of 10 developing countries, note that cross-country comparisons are impeded by 
development-policies and institution-specific issues 
We note a handful of regional studies. Deesomsak et al. (2004) focus on the Asian-Pacific region and two studies with a 
specific European focus mostly investigate small unlisted firms (Giannetti, 2003; Hall et al., 2004). Wanzenried (2006) 
investigates listed firms comparatively in four European countries while Bessler et al. (2008) use the Dow Jones STOXX 
600, so they include firms in 16 countries, but only 425 listed firms overall. Reuter (2009) provides some evidence that this 
may introduce a bias.  
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coexistence of contrasted ownership structures goes along with contrasted macro-financial 

structures with both a relying on markets and banks for the financing of listed companies 

(Aggarwal and Goodell, 2009a and 2009b). We note, in passing, that the overall levels of 

market capitalization in Europe, and the Gross European Product are comparable to that of 

the U.S., so that results derived from pan-European evidence may produce contrasting 

evidence (to that of the traditional U.S. role model) of much interest to researchers and policy 

makers alike. 

 

2.2. “Lean” financial policies (dispersed ownership firms) 

Our general proposition, derived below from existing literature, is that policies in controlled 

or concentrated ownership firms will favor some financial smoothing3, to mitigate risk while 

deriving more benefits from managerial discretion and bearing less costs from entrenchment. 

In contrast, dispersed ownership firms will have to conduct leaner financial policies to ensure, 

as a priority, the mitigation of agency costs between managers and shareholders. At the same 

time, managers in these firms need to cope with these constraints, imposed ex ante, and meant 

for governance but by the same token this limits the potential benefits that can be derived 

from managerial discretion. Overall the maximizing of capital structure and the execution of 

financial policies occur under different sets of constraints with potentially with differing time 

horizons.  

In dispersed ownership, because of shareholder’s dispersion, managers can derive benefits 

from a collective action problem, and extract perks, build an empire or build up their situation 

through entrenchment (Shleifer and Vishny, 1989). So Berger et al. (1997) define 

entrenchment as the manager’s ability to evade discipline, specifically through lower debt 

levels (Berger et al., ibid). Discipline is organized through ex-ante frameworks, rules, 

processes and contracts to align interests between shareholders and the manager, and ex post 

monitoring is needed to ensure that these are abided by. Eventually robust legal procedures 

                                                
3 We propose this label for convenience. It does not seem to have any established pattern of meaning, and different authors 
use it with different intentions. In macro-economics, Titelman and Uthoff (United Nations, ECLAC) use it as a synonym for 
counter-cyclical financing.  
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are primarily needed as an ex-ante dissuasion mechanism, completed, when needed, with ex-

post legal proceedings; trial’s outcome is by nature uncertain and its primary purpose is to 

render credible the ex-ante threat (Westbrook, 2009). So under dispersed ownership ex-post 

managerial discretion is mostly regarded as entrenchment because it limits the effectiveness 

of ex-ante-devices. It results that dispersed ownership firms should exhibit lean financial 

policies and potentially may exhibit more of a pro-cyclical bias upward in the presence of 

entrenchment in a significant number of firms.  

Hence we can derive a number of hypotheses for firms with dispersed ownership; they are 

characterized by the subscript (a).  

First, we expect that debt serves primarily as a disciplining or a signaling device and it 

follows expected profitability, i.e. expected business booms and busts.  

H1a. Debt. Net yearly debt changes are positively related to expected business cycles.  

The slack for managers needs to be limited to ensure that potential agency costs between the 

manager and shareholders (considered as a group with homogenous and converging interests) 

is kept under control. So demand shocks need to be accommodated appropriately (investment 

policies, etc.) and cash needs to be disgorged.  

H2a. Dividend. Yearly dividends are positively related to expected business cycles.  

H3a. Investments are positively related to expected business cycles. 

H3-specific. Investments are more specifically related to demand-driven business cycles. 

Of course in both cases, the expected positive relation is moderated at the firm level by the 

quality of the firm’s governance. Consequently the relation that we observe in aggregate 

consists of a “full” positive effect on the one hand, and a positive effect of lower intensity 

reflecting the lower governance quality in some proportion in the sample of firms.  

Relating to cash holdings, a number of approaches can be retained. If cash holdings are 

considered as a precautionary measure, it should fall with expected booms. If it is considered 
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as a tool used by managers to build up some form of entrenchment, it could exhibit some form 

of pro-cyclicality: upon expected upturns, managers build up some slack while they increase 

both debt and investment. So we leave this for empirical analysis.  

Last, we note that upon an expected upturn, managers will build up their asset-base 

(investments) while increasing their debt level. As a result book-leverage (debt over assets at 

book value) will have both an increasing denominator and increasing numerator, so the net 

change in book leverage could be both ways, and it is likely to be insignificant if the book 

leverage is around one (debt approximates total assets at book value).  

H5a. Book leverage is not significantly related to business cycles. 

 

2.3. “Financial smoothing” (firms with concentrated ownership or under control) 

Entrenchment and managerial discretion 

Entrenchment need not be associated with ownership concentration and its reverse side, 

managerial discretion, carries benefits. First, Claessens and al. (2002), as well as King and 

Santor (2008), show that, in a context of moderate to higher concentration of ownership, 

ownership concentration can lead to better valuations, provided an alignment in interests 

between managers and shareholders, i.e. “no pyramid”, congruence between cash flow- and 

voting rights, etc. More generally, Claessens et al. (ibid) note that entrenchment and 

alignment effects must be “disentangled” so that ownership concentration exhibit U-shape 

relation with entrenchment. Second, some authors note that entrenchment could be favorable 

to all shareholders. For instance the purpose of defensive measures, such as poison pills or 

parachutes, is precisely to entrench managers for the benefits of all standing shareholders 

(Sarig and Talmor, 1997). Third, there is a contradiction between the need to discipline 

managers and the need to grant them some discretion to foster strategic decision-making, 

exploit strategic opportunities in the face of competition and informational uncertainties 

(Garvey and Swan, 1994); and this is fact the purpose of meaningful management skills in the 

literature in Strategy (Hambrick and Mason, 1984; Charreaux, 2004), as opposed to the 
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literature in finance; this discretion that need to be granted to managers is labeled 

“managerial discretion” in Strategy research.  

As a result we expect that financial policies in firms with control or concentrated ownership 

need not be “lean” because the disciplining motive is more evenly balanced against the 

consideration of potential benefits to managerial discretion. 

 

Business cycles, block-shareholders and block-holding managers 

Financial policies in concentrated ownership firms may follow contra-cyclical patterns 

instead. A number of reasons could foster this relation. First the opportunity cost of 

bankruptcy may be higher not only for the management, but for varying shareholders holding 

share-blocks so risk mitigation becomes a primary objective over shareholder value 

maximization. Second there may be a psychological bias that increases the opportunity cost of 

bankruptcy for managers and block-holders. Third, varying stakeholders (banks, business 

partners, sovereign funds, government circles…) may gain not only from their shareholding, 

but from credit- (e.g. debt, commercial credit, etc.) and business relation as well. Fourth, these 

stakeholders may face severe credit constraints like the firms themselves, and they expect a 

counter-cyclical or “buffer-financial policy” by the firm in which they have a share. Fifth, 

downturns may present strategic opportunities (acquisitions…) that should be prepared 

upstream, provided managerial discretion presents limited risks. Sixth, provided the lock-up 

of capital or the investment horizon, block-holders are not at will to fully diversify or stock-

pick, so that they may expect risk-mitigation and smoothed financial policy (precise funding 

plans, dividend policies, etc.). 

 

“Smoothing policies” 

The relatively more limited relevance of manager-shareholder agency costs, compared to 

costs derived from other agency is an important aspect that enables contra-cyclical financial 

policies. In the literature derived from the seminal contribution by Jensen and Meckling 

(1976), debt is considered as a central disciplining device to constraint managers away from 
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excessive risk-taking or entrenchment. In other theories related to agency, financing can occur 

specifically in response to managers’ incentives (Myers, 2003). But with large block-holders 

or with family firms, there is a larger incentive alignment between managers and block-

holders than between block-holders and minority shareholders. In signaling or market timing 

theories, as derived from adverse selection arguments, the informational advantage of 

managers is very large, but it is probably much lower in “insider systems” such as those 

described as bank-based financial systems. In trade-offs theories of capital structure, the 

opportunity cost of bankruptcy is structuring the choice of leverage. Yet holders of share-

blocks may have a stronger incentive alignment with management than with minority 

shareholders (Ruiz-Mallorqui and Santana-Martin, 2010). 

In any case, when ownership is concentrated rather than dispersed, our prediction is that a 

changing combination of opportunity costs related to different agency relations is driving 

capital structures so that financial policies should be contra-cyclical.  

 

Hypotheses 

We emphasize here that our sample-pooling will proceed from two thresholds, fixed at more 

than two third, or less than one third of tightly held shares in the total shareholding (see data 

section). Firms in the middle will serve as a test case and should exhibit either an intermediate 

behavior, or replicate the behavior of either of the other group. Said differently, we have no 

specific prediction for the middle group, but that the relation obtained should be consistent 

with the otherwise observed relations. The rest of this section provides hypotheses for firms in 

the upper category, those with more than two-third of tightly held shares. We provide the (b) 

subscript for all specific hypotheses.  

Provided the relative importance of risk considerations in debt management, firms will 

smooth out their financial constraint inter-temporarily, based on business cycles effects on 

firms’ cash flows. So they decrease their debt to increase their debt capacity upon good news 

and build up debt upon bad outlooks (for instance before bad economic conditions may 

provide a credit squeeze in aggregate).  
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H1b. Debt. Net yearly debt changes are negatively related to expected business cycles.  

Similarly the dividend policy is expected to be contra-cyclical in terms of dividend payout 

ratio, because firms may target a specific absolute value dividend and they build up their 

reserves as a precautionary measure against adverse economic conditions or potential strategic 

opportunities.   

H2b. Dividend. Yearly dividend payout ratios are negatively related to expect business cycles.  

Relating to investments, we expect a positive correlation with expected business cycles, as in 

dispersed ownership firms, but we expect that this positive relation should be smaller than in 

dispersed ownership firms because opportunity costs of entrenchment are lower and 

opportunity benefits of discretion are higher  

H3b. Investments are positively related to expected business cycles. 

H3-comparative. The coefficient for investments is higher (more positive) in dispersed as 

compared to concentrated ownership firms. 

Third, relating to cash holdings, the reasoning is similar to that with investments. So while the 

prediction for concentrated ownership firms per so is difficult to make, the comparative 

assessment is that these firms have a stronger precautionary motive, while the cost-benefit 

analysis of entrenchment and discretion is more favorable. As a result we expect on the one 

hand a more negative precautionary effect or a less positive entrenchment effect.  

H4-comparative. Cash holdings. Net changes in yearly cash holdings are lower in absolute 

value for firms with concentrated ownership or under control. 

Last, as we expect a contra-cyclical change in the numerator (debt) and a pro-cyclical change 

in the denominator (assets), we expect a negative change in book leverage in concentrated 

ownership firms.  

H5b. Book leverage is negatively related to business cycles. 

A summary of hypotheses is provided for convenience after table 4 (annex 2b) 
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3. Sampling, data and methods 

3.1. Pooling depending on the concentration of ownership 

Our key theoretical arguments are hinging on the concentration of ownership. While extensive 

research efforts enabled recent progress (La Porta et al., 1999; Claessens et al., 2000; Faccio 

and Lang, 2002), there is evidence that the issue is intricate and the data is unreliable without 

extensive, detailed case-by-case analysis (Holderness, 2010). Provided data limitation and 

limitation in our potential research scope, we rely on the Worldscope item labeled “closely 

held shares” from which they derive a “public market capitalization” variable that is the 

proportion of the total value of the shares that are publicly and regularly traded over total 

market capitalization. These two items are not systematically reported, but they exhibit some 

consistency despite some missing years. We average the “public market capitalization” over 

each firm’s sampling period (length of listing) for each firm included in our database. So for a 

firm included for 18 years in our sample, and for which the proportion of floating shares is 

reported 15 times, we take the average of these 15 values. We carry on complementary 

analyses of the variance in this variable as compared to its level, and we carry on additional 

pooling based on variance levels of this variable as robustness tests in our main proceedings.  

We split our sample into three comparable groups, size-wise, those with more than two thirds 

of closely held shares on average (labeled “controlled or with concentrated ownership”), 

those with less than a third of closely held shares (labeled “dispersed ownership”), and the 

rest, to serve as a middle ground and a test case. Holderness reports discrepancies between 

mean ownership concentration as derived from Worldscope and as reported by him, Claessens 

et al. (2000) or still Faccio and Lang (2002). However these discrepancies, even though they 

are significant for cross-country comparisons would not be sufficient to lead to a large 

number of re-categorization among the three classes that we define. Further mis-

classifications would primarily consist in classifying firms with either “concentrated” or 

“dispersed” ownership in the middle category. Besides we note that Faccio and Lang (2002) 

point out that they could not trace back 28% of the ownership data (because non-listed 

companies, with no reported shareholders, were identified) and they assigned them to the 
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“family firm” group, following Claessens et al. (2000). So we note that the data about 

ownership is by nature difficult to handle and our pooling into three categories, however not 

perfect, with a polarization across a middle category, should average out some of the concerns 

while providing ground for some empirical progress. Our main purpose is to reject the general 

hypothesis that the two polar categories follow the same financial policies, hence providing 

some ground for our specific hypotheses for each specific financial policy item as 

hypothesized in H1 through 5 (these specific differences can not be rejected). 

 

3.2. Firm-, industry- and country-specific data 

Firms’ financials 

We restrict ourselves to a brief synthesis of the data gathering process, for the sake of length 

and clarity4. We collect firm-specific data primarily from Worldscope (through Thomson-

One-Banker). We collect data, since 1990, for all companies that have been, or are, listed on a 

stock exchange on the European territory (64 cities with stock exchanges). First, from an 

exhaustive list of 10 633 identified company tickers, dead or alive, we eliminate firms with no 

financial/accounting data at all (34%), firms with sic codes 6*** or 9*** (16% of counts), 

firms with less than 5million Euros in sales (11% of counts)5. Second, from a total of 4182 

companies with exploitable data we clean our database, bringing the count down to 3434 

firms (40 885 firm-years): we remove companies from stock exchanges with less than 25 

companies listed on average per year; we remove companies with less than 3 years of data; 

we remove firms (or years at the end of listing-spans) with missing data on any of the 

endogenous variables (i.e. market-cap, assets, debts); we remove some of the years/companies 

with missing data that can not be properly reconstituted. Third, we trim the data at 5 standard 

deviations removing further 129 firms-years (3 firms entirely). We use this database, 

removing further American-registered companies and Swiss-listed firms, for which we do not 

have the sentiment data6.  

                                                
4 A more comprehensive description of the data collection effort is provided in a related article by the same author 
5 …on average per year, eliminating many firms with significantly missing data for exogenous variables, missing years in 
data-ranges, etc. See King and Santor, 2008 for a related procedure based on market cap. rather than sales data 
6 For all companies, but one, the place of primary listing is that of official company registration. 
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Business cycles and other context variables 

We use two primary measures of business cycles, while controlling for stock-market activity, 

long-term interest rates, unemployment and inflation. We proceed with extreme care in the 

way we build up our regression models, because of the pair wise correlations observed across 

these “context variables” (details in the method section and annex 1), and we implement an 

instrumental variable approach detailed just below.  

Our two measures for business cycles are both derived from a survey that has been carried out 

by the European Community for more than 20 years (appendix 2). It is a robust index, broadly 

used in economic policy and macroeconomics and it has been used in academic research in 

Finance (for a recent example Geyer et al., 2004 and Ferreira et al., 2008 on the relation with 

output growth and interest rates). The first measure we use is a manager-specific measure 

labeled manager’s economic sentiment indicator (Managers’ E.S.I.) and the latter is a measure 

derived from a survey of consumers (consumer’s E.S.I.). Both measures formalize into an 

index the expectations in terms of business cycles for managers on the one hand, and 

consumers on the other. While consumer confidence is now widely used in practice and in 

research, in economics and in finance, the measure e use here for managers’ confidence is less 

common, probably because the European E.S.I. index is one of the only indices available, 

consistent across time and countries.  

The distinction between these two measures of expected business cycles is important in two 

ways; first, as shown below, both E.S.I. measures capture some specific and independent 

pieces of information about business cycles. We content that the managers’ measures proxy 

for economic up- and downturns that are more supply-side related. Being more specific to 

business executives, this E.S.I. measure is more asymmetric with relation to the information 

used by stock market agents: manager’s E.S.I. captures a greater share of the information 

asymmetry that is driving some of the agency costs and hence potentially some financial 

policies. Second, we expect somewhat differential effects for E.S.I. measures depending on 

whether they are derived from managers or consumers, particularly in dispersed-ownership 

firms: manager’s E.S.I. should be specifically related to entrenchment effects that could be 
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prevalent in some proportion of the dispersed ownership firms, and consequently observed in 

aggregate (due to heteroskedasticity depending on firm’s governance quality). 

Overall we include six “context variables”: in addition to the 2 confidence indicators just 

mentioned, we include as a measure of the long-term interest rates obtained from Datastream 

and we use the yield on 10-years government bonds for the respective national governments 

in the 15 countries eventually included in our sample. This measure is particularly important 

because it could serve as a proxy for business cycles too. However, because it is, at the same 

time, directly related to financing and investing decisions, its overall effects are obscured by 

the combination of direct and indirect effects. So we had no specific hypothesizing regarding 

this variable, nor do we expect to be able to test our hypotheses H1-5 on this variable.  

Further, we obtain from Datastream other control variables that include indicators for inflation 

(Consumer Price Indices-CPIs), for broad stock market indices (generally the Morgan Stanley 

Dean Witter’s broad market indices for the varying national stock markets), and an indicator 

of unemployment by country. All our context variables are available on a monthly basis but 

used on a yearly basis for the regressions because firms’ financials are available on this basis 

only. All these context variables are implemented on a flow basis, i.e. as a net change in the 

index from one period to the next, normally year-on-year7. In this way time frames are 

matched to those of the financial variables obtained form Worldscope. All these six context 

variables, collected on a monthly basis over 20 years, were centered-reduced, before taking 

net yearly changes. This made particular sense provided that these context variables are 

indices with different base-years and besides most other measures are computed from a 

percentage (e.g. debt as a percentage of capital, see below), on the basis of a year-on-year 

change. 

                                                
7 Specifically, this means the difference from the end of December of one year to the end of December of the previous year in 
all regressions conducted with firm financials. As a robustness check, alternative measures of net differences in indices were 
derived and tested on initial “baseline models”. These included net differences on a 3- or 6-months basis before December, as 
well as a year-on-year difference with a six-months lag (a year-on-year difference based on end of June of the previous years 
compared to financial data. Results for the baseline models were much the same with the 6-months window or 6-months lags 
showing limited difference in significance and signs. Complementary analyses on co-variances in context variables and the 
instrumental variables approach were based monthly data (sometimes quarterly data), “filtered back up” to match the yearly 
data provided by Worldscope. Quarterly financials are very rarely available with European data. Robustness checks included 
additional analysis with further data from two sources, both available on a quarterly basis. This included data on capacity 
utilization in industry available from the European Union (same source as for E.S.I.) and hourly labor costs available from 
Datastream. The analysis on a quarterly data yields similar results as those based on monthly data with a narrower scope. 
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It is very important to mention that a thorough analysis of the interactions between these 

variables was conducted, regressing in particular managers’ E.S.I. on the other 5 context 

variables. This analysis (appendix 2) was carried out on the indices themselves (on “stocks”) 

as well as on “flows” and all specific analyses were conducted on a monthly basis, with 

univariate and multivariate regressions, with OLS for the “flow” variables (net monthly 

changes) and with more refined techniques for the “stock” variables. Four conclusions were 

derived from this analysis8. Eventually in our main pooled results from the regression of our 

six endogenous variables on firm-and industry-specific variables we present our results only 

with either of the two E.S.I. measures and with a specific instrumental variable (I.V.) 

approach. In the I.V. approach retained here, we regress managers’ E.S.I. on consumers’ 

E.S.I. and long-term debt. These three variables were retained as most meaningful through the 

robustness check.  

 

3.3. Variables 

For the most part, our definitions are standard, directly related to those of Worldscope, and 

they follow recent contributions on international Capital Structures (e.g. Antoniou et al., 

2008; Fan et al., 2008; Frank and Goyal, 2009, etc. who provide mostly converging 

definitions). Our Table 1 (annex 1) provides definitions for our variables (those presented 

here and others, tested, but not reported because of lack of either significance or stability). 

Table 1 provides ratio-definitions as well. On both counts, variables are presented, but it is 

primarily their year-on-year differences that are used subsequently. Table2 provides statistics.  

We are interested in understanding the mechanisms driving financial policies, so this is the 

reason why we analyze our variables mainly in terms of flows, on a yearly-change basis, 

                                                
8 First, monthly regressions based on aggregate data (European level data is used) were very different from those based on 
country-level data. In particular coefficients of esicsumer in the varying univariate, and multivariate, regressions of esimnger 
were nearing 1 in aggregate data while they were generally around, or just above, 0.5 with country-level data (appendix 2). 
Second and consequently, when appropriate granularity is retained, esimnger provide specific and separate information from 
other business cycle proxies, and in particular esicsumer. Third, the overall levels of pair wise correlations, based on country-
level data, are lower than one would expect and exhibit interesting cross-industry, cross-country properties. Fourth, the 
instrumentalization of esimnger differs depending on whether flow or stock variables are retained. Based on stocks, stepwise 
regressions indicate that esimnger can be instrumentalized on esicsumer and broad stock market levels. On a flow basis, the 
stepwise procedure indicates that net changes in the LT interest rates are more meaningful than those stock market indices 
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rather than in terms of stocks. We content that this provides for a more direct relation with 

agency, manager’s information and manager’s behaviors.  

Endogenous variables include the yearly change in both measures of leverage (book, market), 

changes in outstanding debt, changes in cash holdings as well as yearly investments. 

Noteworthy are the following points: for both measures of leverage we include all financial 

debt, i.e. long-term plus short-term debt; we split ex-post our measure of change in 

outstanding debt into a mutually exclusive measure of public long-term debt issuance and 

change financial debt outstanding, net of public long-term debt issuance. Investment is 

measured through capex, which was the best proxy we could identify provided our data-

source. All other details about variables are straightforward (annex 1 and appendix 4) 

Relating to our exogenous firm-specific variables, they include two sets of variables. 

Following Frank and Goyal (2009), we include their four firm-specific “core variables”, 

which are robust to varying specifications in their very long time-horizon, U.S.-focused 

analysis of capital structures’ determinants. This includes profitability, size, tangibility, as 

well as the market-to-book ratio (specifics in annex). A second set of variables includes a 

number of additional variables making particular sense provided our focus on flows. They 

include among others changes in dividend payout ratio or non-debt tax-shield. In these “first 

sets”, most variables are a proportion (but for size for instance, measured in logarithm), and 

all variables are measured in terms of “flow”, as with the endogenous variables. 

We compute as well the variable introduced by Baker and Wurgler (“EFWAMB”, 2002) and 

we add some of the variables just mentioned in terms of “stock”, in particular the logarithm of 

size or the dividend pay-out ratio. We include industry-specific variables, based on varying 

definitions, and in varying forms. We primarily use the median industry leverage in stock and 

in flow, based on two-digits SIC codes or on the aggregation used in the Nace categorization 

of the E.U. manager’s E.S.I. measures by economic branch. We use as well the difference 

between firm’s leverage and firm’s median industry leverage (with appropriate amend for 

book- and market leverages).  
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3.4. Methodological proceedings 

Our methodological proceedings are structured by a number of specific dimensions. First, we 

depart from the bulge of the literature, which has analyzed the overall debt ratios in 

equilibrium or dynamically rather than based on net changes in financial policies. Further we 

note the general lack of consensus on the potential convergence in capital structure 

mechanisms in international samples (see section 2.1). So our approach provides us with less 

precedence than usual and limited consensus. Third, our approach is based on year-changes in 

ratios, or proportions, or centered-reduced indices, so this limits the potential for auto-

correlation, endogeneity and heteroskedasticity in residuals, an issue that had been prominent 

in past studies of capital structure (Antoniou et al., 2006; Barclay and Smith, 2003). Fourth 

our specific focus is not on the firm-specific determinants of financial policies, but on their 

interaction with manager’s information and business cycles. So we retain a range of firm-

specific determinants that serve as controls while they generally are the focus of the 

investigation. Fifth, we investigate simultaneously a range of six endogenous variables, so it 

is important for the sake of clarity in proceedings and in communication to streamline and 

systematize our empirical approach, using for instance a stable set of exogenous control 

variables across the regressions. 

As a result, we provide extended robustness checks around a base-line model, based on what 

has been identified as the “core variables” in capital structure studies (Frank and Goyal, 

2009). In particular every endogenous variable is added to the model on an univariate basis, as 

a marginal addition to the baseline model (equations 1-1 to 1-6 below) to which it is 

compared, and eventually on a multivariate basis in a full model (equation 2-1 to 2-6 below). 

Overall we calibrate a very large number of models that are unreported here. Further our 

focus is on the interaction between expected business cycles, financial policies and the 

mediating role of ownership dispersion, so firms- and industry-specific variables are treated as 

control-variables in the rest of the study9.  

                                                
9 27 regressions for each of the 6 endogenous variables were eventually formalized and are available on demand. These 
robustness checks attest of the stability in the results of the successive coefficient obtained from the range of models. These 
results are broadly consistent with those reported in the literature. Some further comments in section 3.6 and 4.1 
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3.5. Empirical models 

Our baseline models are:  (EQUATIONS 1-1 to 1-6) 

ENDOGENOUS i ((t+1) – t) = α+γ1FIS(1)i((t+1)–t)+D(1)t+D(2)k+D(3)j+εit 

Our full-size models are: 

ENDOGENOUS i ((t+1) – t) =  (EQUATIONS 2-1 to 2-6) 

α+γ1FIS(1)i((t+1)–t)+γ2FIS(2)i((t+1)–t)+γ3MIL?t+γ4FSit+γ5Fk((t+1)–t)+γ6ESIk((t+1)–t)+D(1)t+D(2)k+D(3)j+ε i t  

The models retained for pooling are: 

ENDOGENOUS i ((t+1) – t)                                                   = (EQUATIONS 3-1 to 3-6) 

 Pooling by ownership class** 

α+γ1FIS(1)i((t+1)–t)+γ2Δ(MIL)j((t+1)-t)+δ1ln(Size)it+δ2B&Wi∑t=1 to t+δ3ESI*k((t+1)–t)+D(1)t+D(2)k+D(3)j+εit 

 

Where i,j,k,t and ? stand respectively for firms, industries, countries, years or any-one of 

these. ENDOGENOUS stands for the year-difference in any of the 6 endogenous variables. 

Note that we extend this to 8 variables (and 8 regressions models) below, because we split net 

financial debt change into two sub-components (net pubic long-term debt issuance and other 

financial debt changes), and because we include results for market leverage. FIS(1) are firm- 

and industry specific variables based on year-on-year differences. They include five of the 

six-core variables mentioned by Frank and Goyal (2009): size, profitability, tangibility, 

Tobin’s Q, median industry leverage and we add the change in non-debt tax shield, provided 

our range of endogenous variables. FIS(2) are other firm- and industry specific variables 

following the literature, based on year-on-year differences. MIL are additional measures 

related to median industry leverage, including the firm-to-industry difference in leverage (? 

stands for i) and the absolute value of the median industry leverage (? stands for j). FS 

includes a range of firm-specific variables used in absolute value (corresponding to firm-

specific variables used in FIS(1) and FIS(2)). Note that in the models retained (equations 3-.), 

we only retain the log of size in absolute value. B&W is the cumulative measure adapted 

from the EFWAMB variable initially proposed by Baker and Wurgler: (see section 3.3). F 

stands for varying financial or economic variables, including in particular long-term interest 

rate, stock market indices, unemployment, inflation, etc (see annex 1 for further variables’ 

details). E.S.I. are the European Union Economic Sentiment Indicators, either for managers, 

or consumers, or still for the residual of manager’s ESI regression on consumer’s ESI and 
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long-term interest rates. D1 to 3 stands respectively for time-, country- and industry dummies. 

ε  is the residual that we presume normally distributed and homoscedastic because we took 

year-on-year differences in all endogenous and firm-specific variables (but for a few flow 

variables such as investment of public L.T. debt issuance), and because we included dummies 

for potential sources of heteroskedasticity.* we repeat the regression sets with EITHER 

managers’ E.S.I., OR consumers’ E.S.I. OR the I.V. approach to managers’ E.S.I. (section 

3.2). **Three ownership classes as defined in section 3.1. 

We primarily use OLS regressions, provided that we work on year-differences. Early 

robustness checks on the baseline model contrast OLS approaches with panel-data regression 

(under a Maximum Likelihood specification); results were very similar. 

 

 

4. Results 

Our focus is on the way ownership structures mediate the interaction between business cycles 

and financial policies. For this reason we provide only very brief commentaries about the 

successive regressions as identified in equations series 1- & 2-. Similarly commentaries 

pertaining to the regressions in equations series 3- are focused on the variables of interest. For 

this reason we provide in table 4 (annex 2) an extract of the regressions performed in 

equations 3-. The full regressions’ results are provided in tables 5a & 5b (appendix 3).  

So we start by providing brief commentaries about the overall results (4.1) before we focus on 

the specific interactions of interest (section 4.2 to 4.4). There we examine first results 

pertaining to the interaction between debt and business cycles (section 4.2) before we 

examine other financial variables (investments, dividends, cash holdings, section 4.3). In 

these two sections we consider results irrespective of which business cycle proxy is 

considered and section 4.4 is allocated to the specific distinction between our respective 

proxies. It deals with results pertaining to book-leverage as well.  
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4.1. Short notes about overall results 

Our firm- and industry-specific “baseline” results are mostly conventional. Let us note that 

the Tobin’s Q provides some variation and appears to be systematically misleading in 

univariate regressions (reversion in signs in multivariate regressions). Besides it offers some 

discrepancies depending on model scope and on pooling criteria. Some of the variables are 

meaningful in both absolute value and in differences, especially size and the dividend payout 

ratio, and in those two cases opposite coefficients are obtained for the variable in absolute 

value and in difference. This could indicate mean-reversion for dividend payouts, and a non-

continuous relationship with thresholds for size. Further research may be warranted. Third, 

the Baker and Wurgler ‘s variable fares well, confirming their specific insight that the 

building up of leverage ratios is path-dependent. Fourth, the variable computed as the 

difference between firms’ leverage (book or market) minus the median’s industry leverage is 

significant and positive, implying that a higher leverage than the industry induces increases in 

debt, higher cash holdings, higher capital expenditures and a higher resulting book-leverage. 

We suggest this could be due either to considerations pertaining to firm’s quality or to 

heteroskedasticity in firms, which deserves further research too.  

Now we focus on the results of the pooled regressions, reported in Table 4 (annex 2), which 

reports only the coefficients obtained for the business cycle proxies. 

 

4.2. Interactions between financial policies and business cycles (1): debt 

We specifically hypothesized that net yearly debt changes are positively (negatively) related 

to expected business cycles in dispersed (concentrated) ownership firms (H1a and b). Our 

results for the first regression, on overall net financial debt changes, disconfirm H1a 

(dispersed ownership firms), and they are consistent with H1b (concentrated ownership firms 

and firms in the medium range, with a slightly higher coefficient for concentrated ownership 

firms). This suggests that some financial smoothing may indeed occur in non-dispersed 

ownership firms to smooth out debt capacity in relation to business cycles.  
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Splitting total financial debt into long-term public debt issuance and a residual category 

Provided this mixed result we expand our analysis to two kinds of debt. As Worldscope 

provides two items labeled “public long-term debt issuance” and “public long-term debt 

reduction”, we compute “net public long-term debt issuance” (the difference in the two items) 

and we split our regression of financial debt changes into two mutually-exclusive, completely-

exhaustive categories: public long-term debt changes and other financial debt changes. We 

repeat our range of regressions for these two additional variables and test further H1a & b on 

public long-term debt and on other financial debt.  

This provides us with a more complete and more complex picture. Relating to public long-

term debt, we now see that that the coefficient is negative and significant, by about half the 

previous value, but it is only significant for dispersed ownership firms and for the middle 

category. This implies for instance that when business prospects deteriorate, dispersed 

ownership firms will tend to issue long-term public debt. Relating to the other category, net 

other financial debt changes, the coefficients are now significant for all firms, and they are 

negative for concentrated ownership and middle-range firms, while they turn out positive for 

dispersed ownership firms. So, if we focus on concentrated ownership firms, or firms under 

control, we have some evidence that there is no relation with public long-term debt, while the 

issuance of other private financial debt seems contra-cyclical. We conclude that we cannot 

reject H1b. Now, for dispersed ownership firms, the negative, contra-cyclical, coefficient 

obtained for public long-term debt (-0.0023) is overcompensated by a positive and higher 

coefficient in absolute value (+0.0038) for other financial debt. Hence this suggests two 

contrary effects that may explain the absence of significance of the coefficient initially 

obtained for net total financial debt changes. The overall net effect, adding the respective 

significant coefficients obtained from the split, would correspond the one previously 

identified (0.0038-0.0023= +0.0015, i.e. close to +0.0019) even though it was found 

insignificant in aggregate. So from this new set of results, we can confidently reject H1a (pro-

cyclicality), as relating to public long-term debt issuance, why we cannot reject H1a (pro-

cyclicality) for other net financial debt. Further from the aggregation of the specific results, 

we cannot reject pro-cyclicality overall as the sum of the two specific coefficients is 

positive10.  

                                                
10 For the middle-range firms, the results are consistent with the two other categories, providing relations mostly in line with 
those of concentrated ownership firms, with lower coefficients.  
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So what does this suggests? This suggests that concentrated ownership and controlled firms 

may be indeed associated with some financial smoothing because manager-shareholder 

agency costs are lower, while there is some inter-temporal management of the firm’s debt 

capacity, as exemplified by surveys (Graham and Harvey, 2001; Bancel and Mitoo, 2004; 

Brounen et al., 2006). In dispersed ownership firms, this suggests debt substitution in relation 

to the accommodation of business cycles. Upon expected business downturn these firms may 

issue public bonds, to secure financing, while decreasing net other financial private debt by a 

greater proportion. This seems to support our lean company proposition while providing some 

room for risk-mitigating arguments (i.e. smoothing arguments), specifically through debt-

substitution. Eventually we note that the counter-cyclicality for concentrated ownership firms 

is derived from private debt management only. This suggests that financing may not only 

occur differently, in response to anticipated business cycles, but through different channels as 

well. We note that median-range firms present a mixture of the patterns observed for both 

dispersed ownership and concentrated ownership firms11. Last we note that debt changes are 

specifically related to consumers’ E.S.I. and we delve further into this in section 4.4.  

 

4.3. Interactions (2): dividends, cash holdings and investments 

Dividend policies 

Relating to the dividend policies, we cannot reject either of H2a & b. In dispersed ownership 

firms, a positive, pro-cyclical, relation is obtained between the dividend payout ratio and 

expected business cycles, while this relation is negative, contra-cyclical in concentrated 

ownership firms. It is not significant in the middle range.  

This would imply that firms with dispersed ownership disgorge excess cash flows more than 

proportionally paralleling the anticipated business situation and expected future cash flows. 

This corresponds to varying theoretical frames including signaling arguments or 

corresponding to effective governance, shareholders getting rewarded for the subsumed risk 
                                                
11 We note that in all these regressions we control for firm’s size (appendix 3) and we obtain a positive and significant 
coefficient for dispersed ownership firms across the boards (i.e. the bigger the size, the more addition of debt of any kind), 
while coefficients’ signs are mixed for medium-range companies and insignificant for concentrated ownership firms. 
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with a residual share of excess returns. For firms with concentrated ownership or under 

control, this implies that, upon a positive (negative) business outlook, a smaller (larger) 

proportion of earnings are distributed. It may suggest an absolute value-target for the dividend 

policy. This corresponds to evidence collected on family firms, to arguments about dividend 

clienteles, or still to our suggestion that the mitigation of inter-temporal risks bears relatively 

more weight than manager-shareholders agency costs. Obviously this may have consequences 

in terms of majority shareholder-to-minority shareholder agency costs in this specific 

institutional context, which will need further exploration. A minima, this shows that a 

changing mix in agency relations bears consequences on financial policies. 

 

Investment policies 

Relating to investment policies we find some evidence consistent with our hypothesizing as 

well. More specifically, we can reject H3 for concentrated ownership firms while we cannot 

reject H3 for firms with dispersed ownership. As a consequence, H3-comparative cannot be 

rejected either (the coefficient for dispersed ownership firms is more positive).  

Overall this provides support for our suggestion that firms with dispersed ownership need to 

be lean, as a consequence of the disciplining motive derived from traditional governance 

considerations (in the perspective provided by the dispersed ownership role model, De Jong et 

al., 2008; Holderness, 2010). The fact that we cannot identify any significant relation between 

our anticipated business cycle proxies and investments, in concentrated ownership firms, is 

somewhat puzzling. But it is in line with our argumentation. It suggests that time-horizons or 

investment policies may follow different pattern depending on ownership structures, which is 

for instance consistent with specific arguments in Jensen (1989) or Zingales (2000).  

 

Cash holdings 

Now relating to cash holdings, we had conflicting prediction derived from theory, and we 

observe a positive and significant sign for all classes of firms. Further the coefficient for 
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dispersed ownership firms is twice that of concentrated ownership firms, which provides 

some ground for hypothesis H4-comparative.  

So we find that cash holdings are pro-cyclical in all types of firms and, the more dispersed the 

ownership class, the larger the coefficients obtained in absolute value, both for E.S.I. measure 

(positive coefficient) and for interest rates (negative coefficient). The interpretation of this 

result is somewhat speculative. First, this is a sign that endogeneity or entrenchment effects 

(pro-cyclicality) are dominating precautionary measures (counter-cyclicality). Second, this is 

a sign that, overall, pro-cyclicality is more pronounced in dispersed ownership firms, 

consistently with H4-comparative and with our general propositions about lean vs. smoothing 

policies. Third and complementarily, we note that if the coefficient for the E.S.I. measure is 

twice larger, in dispersed compared to concentrated ownership firms, it is three times larger 

for interest rates, which only reinforces our pro-cyclicality argument. 

 

4.4. Interactions (3): varying proxies for anticipated business cycles 

We now turn to the specifics of the three complementary regressions (equations 3-*), adding 

either managers’ E.S.I., or consumers’ E.S.I., or still the I.V. approach. We did not 

hypothesize on the relative effects of our three main variables, but for general mechanism 

relating to investment policies (H3-pecific). However, while we cannot disconfirm H3-

specific, we further identify noteworthy results. 

Interest rates 

First, we note that long-term interest rates do not matter for any of the debt regressions. We 

conduct additional regressions (not reported here) with the baseline model, adding only long-

term interest rates to it. None of the coefficients obtained here, for interest rates, is significant, 

in any of the 3 regressions, for any ownership structure. This confirms the results reported in 

annex 2 in relation to the I.V. approach where interests rate are included along with 

consumers’ E.S.I. and the residuals from the I.V. approach. This result is surprising because 

one would expect some debt management in relation to interest changes, as exemplified by 
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survey evidence (see earlier citations). We suggest that this lack of relation may be due to a 

combination of financial sophistication in banking credit (flexible rates), and, or in banking 

markets (ability to renegotiate without re-contracting). More specific evidence, country by 

country, is needed.  

Second, and still relating to interest rates, we note that there are significant and negative 

coefficients across the board (in all ownership classes) for the three complementary analyses 

of investments, dividends and cash holdings. This is confirmed by complementary analyses 

based on the ‘baseline’ plus the interest rates alone, as above, results that are not reported 

here. These results are more in line with conventional wisdom because interest rates are 

central in the investment process, they represent the opportunity cost of holding cash (from a 

managerial perspective) on the one hand, or holding risky shares on the other.  

Debt & investment policies vs. dividend and cash policy 

We note that there are clear and marked differences concerning which proxy for the expected 

business cycles matters. While manager’s specific information (E.S.I. manager) does not 

matter for debt or investment policies, consumer confidence (ES.I. consumers) does not 

matter for dividend or cash policies.  

This polarization of observed correlations between expected business cycle proxies and 

specific financial policies is puzzling; first, the specific association between dividend and cash 

policies echoes findings by Bates et al. (2009) who observe that the “change in cash ratios 

and net debt is the result of a secular trend, [which] is concentrated among firms that do not 

pay dividends”. Second, this association seems to provide consistence to the debate pertaining 

to the association between entrenchment and cash holdings/ dividend policies. So while some 

suggests that poorly governed firms hold more cash (for instance Dittmar et al., 2003), other 

suggests that poorly governed firms use more intensively cash, so that they hold less cash 

(Harford et al., 2008). Further, Bates et al. (2009) suggests that the general increase in cash 

holdings, in historical perspective in the U.S., is primarily driven by precautionary arguments. 

In any case the polarization in our findings in a context where we suggest both a divergence in 

precautionary policies and in the opportunity costs of entrenchment relates to the two side of 
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the debate. We speculate that entrenchment and precautionary arguments may carry different 

weight and interrelate in different ways, depending on ownership dispersion, echoing our 

findings on the contra-cyclicality of debt vs. debt substitution in section 4.2. 

In any case, the polarization of our results, depending on the variable we use to proxy for 

business cycles, suggests marked differences in the way financial policies unfold. Relating to 

manager-specific information about business cycles (E.S.I. managers), we observe a marked 

pro-cyclicality of dividend and cash-holdings policies in dispersed ownership firms, while 

there is evidence, in concentrated ownership firms, of dividend smoothing and more limited 

pro-cyclicality in cash holdings.  

Relating to consumer confidence, a piece of information more readily observable to all 

economic actors, we note no effect on either dividend or cash holdings for any class of firm, 

while we note a strong pro-cyclicality of both investment and debt policies in dispersed 

ownership firms. In firms with concentrated ownership, or under control, there is no cycle-

sensitivity of investment and some financial smoothing in relation to economy-wide growth 

anticipations (consumer confidence). So it seems that general growth, and its expected effects 

on free cash flows, has an incidence on investment, in dispersed ownership firms, and debt, in 

both cases, but with opposite effects.  

Leverage and anticipated business cycles 

Book leverage is contra-cyclical in concentrated ownership firms (H5b), while it is not related 

to business cycles in dispersed ownership firms (H5a), hence providing further support to our 

proposition that the management of dispersed ownership companies is lean, which is broadly 

consistent with the traditional financial view that firm’s policies should not be directly and 

importantly influenced by anticipated business cycles.   
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5. Conclusion. 

We proceed here to a largely explanatory study about the interactions between capital 

structures, business cycles and ownership structures in an institutional context where mean-

ownership structures are moderate and neither dispersed ownership nor concentrated 

ownership firms dominate, in aggregate. This research design departs from the more 

traditional literature in many ways, reflecting some more recent contributions either on 

international capital structures (de Jong et al., 2008; Fan et al., 2008; King and Santor, 2008; 

Margaritis and Psillaki, 2009), or on financial intermediation and financial macro-structures 

(i.e. market-financed vs. bank-financed macro-financial structures, Aggarwal and Goodell, 

2009a), or still on the interaction between the two domains (Antoniou et al., 2008; Gonzales 

and Gonzales, 2008). Building on this blossoming literature, we try to provide a theoretical 

and practical sense about how a specific mix of agency relations, corresponding to varying 

degree of ownership dispersion, should (in theory) and does (empirically) lead to a 

polarization in financial policies.  

We focus on a sample of firms corresponding roughly to the universe of the European listed 

firms over the last two decades. This provides us with a population of listed and liquid firms, 

in a context where there is much converging quality standards in economic, legal, regulatory, 

accounting, or political terms, while mean-concentration of ownership is moderate to high, 

much in line with worldwide realities (Holderness, 2010).  

Our baseline, in line with traditional financial theorizing, is that the interaction between 

capital structures and business cycles should be of limited relevance. However, we suggest 

that this proposition, that we label as lean financial policies, should correspond to what De 

Jong et al. (2008) call the traditional perspective in financial theory, based on the U.S. role 

model, with dispersed ownership. So given our institutional context, characterized with the 

prolonged co-existence of firms with primarily dispersed vs. primarily concentrated 

ownership, we propose an alternative that we label financial smoothing. We suggest that 

financial smoothing policies correspond to firms with primary concentrated ownership, and 

they are characterized by a marked contra-cyclicality, where risk-mitigation receives 
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relatively more attention by the management and the board, while signaling, market timing, or 

disciplining receives relatively less attention. Theoretically we interpret this as the 

consequence of the shift in the mix of agency relations, implying different agency costs, 

opportunity benefits of managerial discretion, as well as an alignment in risk-mitigation 

motives among management and block- or control-holders.  

We delineate our proposition into specific hypotheses, pertaining to varying dimensions of the 

financial policies followed: including public debt issuance, change in private financial debt, 

dividend policies, investment policies, cash holdings and book-leverage. We note empirically 

a marked polarization of the relation with anticipated business cycles, depending on 

ownership dispersion: empirically the anticipated business cycle proxies exhibit a polarized 

relation with all of our exogenous variables but one (change in cash holdings). Further, we 

note, first, that debt management in dispersed ownership firms exhibits either some risk 

mitigation or a market timing pattern, because long-term public debt issuance is contra-

cyclical (unlike total financial debt). Second, changes in cash-holdings are more pro-cyclical 

in dispersed ownership firms, which suggests either a different precautionary perspective, or a 

different importance of entrenchment effects in aggregate. In any case, it seems that both 

arguments play out differently, depending on ownership dispersion. Third, different proxies 

matter in relation with anticipated business cycles, with managers’ specific information being 

relevant for dividend and cash policies, while economy-wide information (consumer 

confidence) matters for debt and investment management.  

To streamline and simplify our argument, we reckon that business cycles are of little 

relevance in the context of the dispersed ownership firm, where a primary structuring 

dimension in the execution of the financial policies is the agency relation between the 

manager and shareholders. As exemplified, debt and investment management need to be pro-

cyclical to ensure the disciplining of the manager, and so is the dividend policy, while some 

effects of entrenchment are observable in aggregate. In firms under control or with 

concentrated ownership (their average proportion of floating shares is lower than a third of the 

total market capitalization), policies enfold in different ways, and primarily reflect a concern 

for the mitigation of risks as represented by business cycles. While investment is not related 
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to the business cycle, debt management (primary private financial debt) is contra-cyclical and 

the dividend policy probably reflects an alignment in interests among family members, in 

firms controlled by families, among the manager-owner and other block-holders, or between 

the manager and varying block-holders in other firms. So the answer of our question in title is 

yes, agency mediates the interaction between business cycles and financial policies.  

Our potential contribution extends to a number of adjacent research questions. First, we 

suggest that business cycles relate differently to debt and investment management, depending 

on ownership dispersion. This provides some specifics on how a theory of investment could 

me mediated by some underlying institutional dimension (Jensen, 1989; Zingales 2000), here 

ownership concentration. Second, because we suggest that risk mitigation, and ripping off the 

benefits of managerial discretion, may be a primary concern in firms with concentrated 

ownership, a thorough analysis of performance effects should be carried out in international 

samples, keeping in mind varying investment mechanisms, different time-horizons and 

sampling concerns, in particular in relation to censoring (M&As, bankruptcies, etc.). Third, a 

relative assessment of governance mechanisms, depending on ownership concentration, could 

take into account potentially positive performance effects that minority shareholders may 

free-ride. After all, it has long been recognized that small bond-hollers may free-ride effective 

monitoring by larger bond-holders (Shleifer and Vishny, 1986). This potential benefit could 

be balanced against the opportunity costs of expropriation (La Porta et al., 1999). Fourth, 

Frank and Goyal (2008: p. 21) note in their synthesis on past and present capital structure 

research “no-one has tried to distinguish among alternative sources of pecking order 

behaviors”. We suggest, in this article, that a more refined and polarized approach to agency 

could provide thicker material to investigate managerial behaviors empirically. In short, we 

provide some specific evidence on how an institutional context can mediate financial relations 

and managerial or shareholder behaviors. So we provide some specifics on a rising field of 

interest in financial research, as exemplified by De Jong et al. (2008: p. 1955): “financial 

policies and manager’s behavior are influenced by the institutional environment and 

international operations […] more research is needed”.  
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Annex 1a. Table 1.
Sources, definitions and variables
Financials Worldscope definitions and specifications
Float The float is the public market capitalization.

Year-end public market capitalization = Year-end maeket price x (Common Shares Outstanding - Closely Held Shares)

EBITD EBITD is earnings before interest, taxes, amortization and depreciation. "EARNINGS BEFORE INTEREST, TAXES AND 
DEPRECIATION (EBITDA) represent the earnings of a company before interest expense, income taxes and depreciation. It is 
calculated by taking the pretax income and adding back interest expense on debt and depreciation, depletion and amortization and 
subtracting interest capitalized."

DnA Depreciation and Amortization
IncBT Income before Taxes
LTD Long-Term Debt
MC Year-end Market Capitalization  (roughly the closing share price times the number of ordinary shares as a personal check indicates)
MC(pub) The year-end public market capitalization is "Market Price-Year End * (Common Shares Outstanding - Closely Held Shares)"
PayOut Dividend pay-out ratio, "Sum of the trailing twelve months dividends divided by sum of the trailing twelve months earnings"
PPE(net) Net Property Plant & Equipment
RE Retained Earnings
STD Short Term Debt; specifically, "ST DEBT AND CUR PORT LT DEBT represents that portion of debt payable within one year including 

current portion of long term debt and sinking fund requirements of preferred stock or debentures"
TA Total Assets
Taxes Income Tax
TD Total Debt. Author have checked that TD = STD + LTD did hold for the sample
TS Total Sales
TSE Total Shareholder Equity is computed in this way: "Preferred Stock + Common Stock Net + Capital Surplus + Retained Earnings - 

Treasury Stock +/- Other Liabilities"
Financials Variables retained and computations
Exogenous variables
C_MLev Change in market leverage from Market leverage: ML = TD / (TD + MC) 
C_BLev Change in book leverage from Book leverage: BL = TD / TA
C_TD_TA Change in financial debt over total assets
NLTDI_TA Net long term public debt issuance over total assets
C_ResidD_TA Change in other financial debt over total assets
C_Cash_TA Change in cash holdings over total assets
capex_TA Capital expenditures over total assets
Divpayout Dividend payout ratio
Firm-specific variables 
C_Profits Change in profitability from Profitability : EBITD / TA
C_size Change in logarithm of size from Size: ln (TA)
C_tobinsq Change in tobin's Q from Tobin’s Q: QMV / TA: Quasi-market value (QMV) = TA - + MC
C_tangible Change in tangibility from Tangibles: PPE(net)
C_non_D_TS Change in non-debt tax shield from Non-debt tax shield: DnA / TA
Size The logrithm of size
Cumul_NEI_TA Cumulated net equity issue over total assets from "neteqissubw": A ratio based on Baker & Wurgler, computed as 

the sum, from the first year of listing (or by default 1990) to the current year, of [Change (TSE)-change(RE)]/TA
Pooling variable
pubcapav Firm's average public market capitzlization over listing period: Average of MC(pub)/MC over the sample period*
class_pubMC Splitting pubcapav (just above) into three categories; sortpmcap=0 if pubcapav<33%, =2 if pubcapav>66% and 1 otherwhise*
Other variables Industry-related variables and variables about the economic contetx. Variables and sources. 
Industry-specific variables
C_med_BLev Change in median industry book leverage from the median book leverage per industry based on the E.U./ Nace categorization, 

"Industry" below.
C_med_MLev Change in median industry market leverage from the median market leverage per industry based on the E.U./ Nace categorization, 

"Industry" below.
BLev_to_ind Firm's book leverage minus median industry book leverage
MLev_to_ind Firm's market leverage minus median industry market leverage
Industry Nace classification used by the European Comission, in particular in the context of the computation of the economic cycle and  

confidence indices. Aggregated into 5 categories: Manufacturing industries, Services, Construction & Retail trade industries and an 
'other' category.

Country variables included in the regressions as presented
Year Dummies for the years 1990-2007
Country 15 countries: aut, bel, deu, dnk, esp, fin, fra, gbr, grc, irl, ita, nld, pol, prt, swe*
esimnger** 12-moonths change in E.S.I. for managers from the European E.S.I. measures. Details in appendix 2
mgerregres** Residuals of the I.V. approach to the change in E.S.I. manager. Details p. 16 and 22 of the manuscript
esicsumer** 12-moonths change in E.S.I. for consumers from the European E.S.I. measures. Details in appendix 2
dtstrm_LTR2** Change in long-term interest rates from Long-term interest rate (10-years government bond). Source: Datastream
dtstrm_St_mkt** Change in stock market indices by country from Broad stock market indices. Source: Datastream
O_CPI Change in consumer price index from Consumer price indices by country. Source: OECD
O_Emplot Change in unemployment from Unemployment index. Source: OECD
Further country variables used in robustness tests
Inflation Inflation rates by counrty, source: European Union website
dtstrm_CPI Consumer price indices by country. Source: Datastream
dtstrm_STR Short term interest rates (government bonds). Source: Datastream
dtstrm_LTR1 Medium-term interest rates. Source: Datastream
O_LTR_gvt Long-term interest rate (10-years government bond). Source: OECD
O_St_mkt Broad stock market indices. Source: OECD
O_STR Short term interest rates (government bonds). Source: OECD
O_LTR Long-term interest rate (interbank market). Source: OECD
Quotes in italic are definitions or specifications from Worldscope. * at the end of a definition characterizes a time-invariant variable. All variables preceded by
"C_" are computed as the year-on-year difference. All variables preceded by "D_" are dummy variables. ** Some context variables (E.S.I.measures mainly)
are implemented with different lags and potentialy based on year-changes or semester-changes. Further details in footnote 6 in the body of the text. "O_"
stands for Oecd source while "dtstrm_" stands for data from Datastream. 
The first sub-table provides specifics about firm-financials extracted from Worldscope. The second subpart of the table presents the computations we executed
on the firms'financials. The third sub-part of the table presents details and sources about industry and country-specific variables



Annex 1b. Table 2
Statistics
Variable Mean Std. Dev. Min Max
Descriptive variables
year 2001 n.s. 1991 2008
country
industry
class_pubMC 1.01 0.76 0.00 2.00
Exogenous variables
Change in market leverage 0.008 0.122 -0.965 0.933
Change in book leverage 0.005 0.105 -3.464 3.049
Change in financial debt over total assets 0.009 0.170 -10.414 2.264
Net long term public debt issuance over total assets 0.007 0.103 -6.622 2.764
Change in other financial debt over total assets 0.004 0.152 -10.414 1.640
Change in cash holdings over total assets 0.000 0.130 -10.421 0.970
Capital expenditures over total assets 0.063 0.114 -0.172 4.227
Dividend payout ratio 0.279 0.314 0.000 1.000
Firm-specific endogenous variables
Change in profitability -0.002 0.190 -4.420 6.100
Change in tangibility -0.002 0.067 -1.420 2.029
Change in logarithm of size 0.088 0.320 -3.726 4.719
Change in tobin's Q -0.084 1.273 -37.763 30.132
Change in non-debt tax shield 0.000 0.045 -1.759 1.539
Change in median industry book leverage 0.002 0.018 -0.139 0.166
Change in median industry market leverage 0.002 0.042 -0.218 0.313
Firm's book leverage minus median industry book leverage 0.023 0.180 -0.281 4.988
Firm's market leverage minus median industry market leverage 0.050 0.221 -0.446 0.895
Logrithm of size 5.303 1.998 -2.814 12.529
Cumulated net equity issue over total assets 0.113 0.509 -2.791 2.990
Context variables
12-moonths change in E.S.I. manager -0.064 1.250 -4.691 3.029
12-moonths change in E.S.I. consumer -0.065 1.060 -4.742 2.643
Change in stock market indices by country 0.116 0.635 -2.487 1.968
Change in long-term interest rates -0.134 0.435 -1.952 1.217
Change in unemployment -0.034 0.565 -1.495 2.482
Change in consumer price index 0.035 0.736 -1.912 1.798
Residual of the I.V. approach to the change in E.S.I. manager -0.032 0.804 -2.558 1.858

Annex 1c. Table 3
Pairwise correlations. Coeficients reported at the 10% significance level. Shades of color are provided to streamline the reading with darkest colors representing most correlated variables

1 2 3 4 5 6 7 8 9 10 11 12 13 14 15 16 17 18 19 20 21 22 23 24 25
1 Change in market lev.
2 Change in book lev. 62% Leverage
3 Change in financial debt (/TA) 48% 59%

4 Net long term public debt 
issuance (/TA) 37% 49% 61%

5 Change in other financial debt 
(/TA) 36% 44% 86% -9%

6 Change in cash holdings (/TA) -3% -4% 21% 7% 21%
7 Capital expenditures (/TA) 4% 4% 5% 10% 3% -1%
8 Dividend payout ratio 2% 2% 5% 4% 4% 1% 4% Other exogenous variables
9 Change in profitability -18% -24% -9% -2% -9% 14% -3%

10 Change in tangibility 13% 14% 9% 4% 8% -20% 11% 1% -6%
11 Change in logarithm of size 18% 9% 45% 34% 35% 34% 6% 2% 15% -5%
12 Change in tobin's Q -19% -7% -6% -5% -5% 2% 1% -19%
13 Change in non-debt tax shield 6% 5% -7% -6% -5% -11% 3% -1% -13% 11% -17% -2% Firm-specifric variables

14 Change in median industry book 
lev. 13% 5% 4% 5% 2% -3% -3% 2% -5% 3%

15 Change in median industry 
market lev. 25% 7% 3% 5% 1% -6% -6% 3% -2% -15% 6% 69%

16 Difference firm's less industry 
book lev. 20% 33% 16% 18% 10% -2% 4% -8% -4% 3% -2% 3% 1% -4% -2%

17 Difference firm's less industry 
market lev. 27% 18% 8% 7% 6% -1% -12% -4% 4% -7% 2% -3% -4% 77% Industry variables

18 Logrithm of size 3% 1% 8% 7% 5% 6% -1% 14% -2% 7% 2% 2% 15% 15%

19 Cumulated net equity issue 
(/TA) 5% -1% 10% 6% 9% 14% 4% 15% -17% 16% -8% 9% 2% 4% -12% -9% 24% National economic "context" variables

20 12-moonths change in E.S.I. 
manager -20% -5% -2% -3% 5% 5% -4% 5% 12% -4% -27% -53% -4% -3%

21 12-moonths change in E.S.I. 
consumer -19% -5% -2% 5% 4% -4% 7% 13% -4% -24% -48% -3% -3% 76%

22 Change in stock market indices 
by country -23% -4% 2% 2% 7% 4% -4% 10% 20% -7% -21% -63% 1% 2% -3% -4% 52% 59%

23 Change in long-term interest 
rates 1% -5% -3% 2% -4% 2% -1% -3% 1% 1% 32% 18% 8%

24 Change in unemployment -2% -6% -4% -4% -2% 1% 4% -13% 4% 1% 1% 2% -6% -23% -32% -19% -32%

25 Change in consumer price index -1% -2% -1% -1% -1% 2% -3% 1% -4% -2% -1% 6% -3% -18% 9%

26 Residual of the I.V. approach -10% -3% -2% -3% -1% 3% -1% 3% -2% -1% 4% -2% -17% -29% -2% -2% 75% 15% 15% 29% -4% 15%



Annex 2. Table 4
Main results. Pooling the regressions of financial policies variables on firm-, industry-specific and business cycle proxies

Low Float Medium Float High Float Low Float Medium Float High Float Low Float Medium Float High Float

i.e. c-o. firms i.e. d-o. firms i.e. c-o. firms i.e. d-o. firms i.e. c-o. firms i.e. d-o. firms

1-Regressing change in total debt (over total assets)
E.S.I. manager n.s. -0.0031** n.s.
Residuals of I.V.a. (≡ esimnger cleaned) n.s. n.s. n.s.
E.S.I. consumers -0.0046**-0.0041*** n.s. -0.0045**-0.0046*** n.s.
L.T. interest rates n.s. n.s. n.s.
1a-Regressing public long-term debt issuance (over total assets)
E.S.I. manager n.s.    n.s.    n.s.    
Residuals of I.V.a. (≡ esimnger cleaned) n.s.    n.s.    n.s.    
E.S.I. consumers n.s.    -0.002*   -0.0022** n.s.    -0.0023** -0.0023** 
L.T. interest rates n.s.    n.s.    n.s.    
1b-Regressing change in residual financial debt (residual net of public long-term debt issuance)
E.S.I. manager n.s.    -0.0021** n.s.    
Residuals of I.V.a. (≡ esimnger cleaned) n.s.    n.s.    n.s.    
E.S.I. consumers -0.0037** -0.0023** 0.0035** -0.0034*   -0.0023** 0.0038** 
L.T. interest rates n.s.    n.s.    n.s.    
2-Regressing dividend payout ratio
E.S.I. manager -0.0085** n.s. n.s.
Residuals of I.V.a. (≡ esimnger cleaned) -0.0121*** n.s. 0.0117***
E.S.I. consumers n.s. n.s. n.s. n.s. n.s. n.s.
L.T. interest rates -0.0264***-0.021*** -0.022***
3-Regressing capital expenditure / total assets 
E.S.I. manager n.s.    n.s.    n.s.    
Residuals of I.V.a. (≡ esimnger cleaned) n.s.    n.s.    n.s.    
E.S.I. consumers n.s.    n.s.    0.0013** n.s.    0.0026*** 0.0022***
L.T. interest rates -0.0107*** -0.0169*** -0.0051***
4-Regressing change in cash / total assets
E.S.I. manager 0.0017*   n.s.    0.0031** 
Residuals of I.V.a. (≡ esimnger cleaned) 0.0027** 0.0033** 0.0068***
E.S.I. consumers n.s.    n.s.    n.s.    n.s.    n.s.    n.s.    
L.T. interest rates -0.0053** -0.0073***-0.0151***
5-Regressing change in book-leverage
E.S.I. manager -0.002*   -0.0018** n.s.    
Residuals of I.V.a. (≡ esimnger cleaned) n.s.    n.s.    n.s.    
E.S.I. consumers -0.0043***-0.0028*** n.s.    -0.0043***-0.0035*** n.s.    
L.T. interest rates n.s.    0.0054*** n.s.    
Addition-Regressing change in market-leverage
E.S.I. manager -0.0097*** -0.0079*** -0.0081***
Residuals of I.V.a. (≡ esimnger cleaned) -0.0078*** -0.0038*** -0.0035***
E.S.I. consumers -0.0096*** -0.01*** -0.011*** -0.0108*** -0.0112*** -0.0111***
L.T. interest rates 0.011*** 0.0111*** 0.0059** 
This is an extract of tables 5a&b in appendix 3

Summary of hypotheses: 
H1. Net yearly debt changes are positively (negatively) related to expected business cycles for firms with dispersed (concentrated)
ownership. H2. Yearly dividend payout ratios are positively (negatively) related to expect business cycles for firms with dispersed
(concentrated) ownership. H3. Investments are positively related to expected business cycles for all types of firms, and H3-specific. 
Investments are more specifically related to demand-driven business cycles. H3-comparative. The coefficient for investments is
higher (more positive) in dispersed as compared to concentrated ownership firms H4-comparative. Net changes in yearly cash
holdings are lower in absolute value for firms with concentrated ownership or under control. H5. Book leverage is not significantly
(negatively) related to business cycles for firms with dispersed (concentrated) ownership. Subscripts a / b in the body of the text stand
respectively for hypotheses pertaining to firms with dispersed / concentrated ownership (e.g. H1a for dispersed ownership firms vs.
H1b for concentrated ownership firms, etc.)

We regress the five endogenous variables on the 'baseline' plus one of the three business cycle proxies: this is correspondonging to
EQUATIONS 2-1 to 2-3 but the "base-line coefficients are not reported here (they are instead in appendix 3). We use O.L.S. becasue
we use mostly year-on-year differences and eight regression results, instead of 5, are presented because of the split of total debt change
into its two components (long term public bonds and other financial debts) and because of the reporting of results for market leverage
as a complement. The 'baseline' regression (implemented in these regressions, but not reported for ease of reading) includes on top of
the business cycles proxies that are presented here the following list of variables: C_Profits, C_tangible, C_size, C_tobinsq,
C_non_D_TS, C_med_MLev, MLev_to_ind, Size, Cumul_NEI_TA. 

Adding ESI Managers only to regressions Adding ESI COnsumers only to regressions Instrumental variable approach

POOLING:



20% 

30% 

40% 

50% 

60% 

70% 

80% 

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 

Ownership dispersion in Europe.  
Average public market capitalization as % of overall market capitalization 

Sweden 

Ireland 

Finland 
Denmark 

Spain 

U.K. 

Netherlands 

Italy 
Belgium 

Portugal 

Germany 

France 

Poland 

Greece 

Austria 

Floating shares as % of total market capitalization  

Appendix 1. Ownership concentration in Europe 

A key item in our study is the governance regime that firms belong to. We identify the governance 
regime from the proportion of the float in the total stock market capitalization. The float is a variable 
provided by Datastream that quantifies the share of stocks that are traded publicly, provided the 
number of outstanding shares. Hence it proxies for the existence of blocks or long-term investors 
(families, sovereign investors, institutional investors such as insurers or pension funds…).  

We compute the all-years average and the standard deviation of the float for each company. On both 
criteria, we separate our sample in three categories. For the average of the float over the listing period 
we distinguish companies that have a float lower than 33%, those that have a higher float than 66% 
and others (respectively 28%, 28% and 42% of firm-years). For the standard deviation of the float, we 
set the thresholds at 5% and 25%. Relating to the latter, we note that 2/3rd of the low volatility firms 
are low float firms. Otherwise, there seem to be no further overlap.  

Overall, our sample exhibit contrasted governance structure: there are more than a third of firms 
exhibiting both concentrated and dispersed ownership structures in any of the 15 countries investigated 
here. More specifically and roughly speaking, a third of countries have a median float around 33%, a 
third around 50% and a third around 66%. Not surprisingly, the U.K. and Ireland have highest median 
float (more dispersed-ownership) while countries generally featured as bank-based financial systems 
(with universal banks, a larger proportion of banking assets as compared to total market capitalization, 
etc.) have lower median floats. Interestingly, there seems to be a slight upward trend in the median and 
average float for most countries, but the U.K. and Ireland, so that overall median differences have 
decreased over the last two decades. Median and averages by industry do not exhibit any noticeable 
pattern at first sight, but for the upward general trend just mentioned. The next table provides detail 
about this variable. 

 

 

 

 

 

 

 

 



 

Appendix 2a. The E.S.I. measures 

 

In this study we use the Economic Sentiment Indicator (ESI) developed by the European Commission. 
It is available for most European countries and was developed 3 decades ago, with robust sampling 
and measure over the period1. This index comes in different versions: managers’ surveys, consumers’ 
surveys and capacity utilization. It is executed on a monthly basis and aggregated over industries, over 
countries or for Europe as a whole with varying perimeters (e.g. 12, 13, 15, 16, 25 or 27 countries). 
There are 7 survey-questions for managers’ surveys2 and 12 questions for consumers’ surveys (with 
some more questions in quarterly and annual surveys for both). The managers’ surveys deal with 
company’s business situation, its demand for inputs, employment, upstream and downstream prices. 
The consumer surveys deal with both household-specific issues (wages, employment, prices) and 
general assessment of their country’s economic situation.  

 

Generally, the E.S.I. and economic sentiment indices in general are widely used in practice. Policy 
makers in the E.U. and in member countries routinely use the E.S.I. The E.S.I. and other economic 
sentiment indices (such as the ones produced by the O.E.C.D., by Datastream, by Dow-Jones, by 
Michigan University,… ) are commonly used by stock market actors (high citation frequency of 
“economic sentiment” on Reuters News, Dow-Jones News, PR Newswire…). This cite-frequency in 
specific stock market information sources is a tangible sign that economic sentiment are integrated 
into mechanisms of price-discovery on stock markets. Additionally, such indices are often cited in the 
business press (Business Week, Financial Times, New-York Times…), and so they are likely to be 
used by business decision makers as well. 

 

The E.S.I. has been used in research across human sciences, in particular in political sciences and in 
economics. In economics, it has been shown to associate to accurate economic forecasting, to stock 
market activity, to GDP growth or to household spending.  

 

In Financial research, it has been used in two recent studies dealing with the antecedents of 
government yield spreads in the EMU. Geyer & al. (2004 2004) show that the E.S.I. marginally 
accounts for government yield spreads; long-term corporate bonds and swaps being primary drivers3. 
Ferreira & al. (2008 2008) show that the ESI can be used instead of past ex-post data on output and 
consumption to predict economic growth, hence replacing yield spreads. They conclude that “this 
ability of yield spreads to capture economic agents expectations may be the actual reason for the 
predictive power of yield spreads about future business cycles”.  

 

 
                                                
1 The index is available for download from the European Commission’s website and the survey methodology is explained in 
the related User Guide (2007 2007). In particular the section 3.1 of this user guide provides details on the sampling 
methodology. 
2 Industries based on the NACE classification were originally sampled from three broad categories: retail, construction and 
manufacturing. ‘Services’ were added in the early 90s and the related survey included 6 questions instead of 7 questions. 
Financial services were then added very recently. The 7 survey-questions for industry-managers are: Q1 How has your 
production developed : + = - Q2 Do you consider your current overall order books to be...? : + = - Q3 Do you consider your 
current export order books  : + = - Q4 Do you consider your current stock of finished products to be...? : + = - Q5 How do 
you expect your production to develop  : + = - Q6 How do you expect your selling prices to change  : + = - Q7 How do you 
expect your firm’s total employment to  : + = - 
3 The ESI is indeed based on a short-term assessment, so it should not come as a surprise that “long spread models” explain 
most of the variation in yield spreads, and that ESI are a complementary source of explaining power.  



Appendix 2b. Analyzing E.S.I. measures 

 

We analyze the sentiment measures provided the European Union in three ways (appendix 3). 
Graphically, we analyze measures of managerial sentiment by industry and by country. They follow 
similar trends generally, but exhibit specific sub-trends that are sufficiently marked. Second we 
compute pair-wise correlations for all measures in each country. These pair wise correlations cover the 
range of correlations between 0 to 1, so that on the one hand, specific implementation must be done 
carefully, but on the other hand the correlations are lower than one could expect.  

Third, we regress managerial sentiment on varying other context variables, based on indices or on 
period-to-period differences (i.e. months for variables available with monthly data, or quarters for 
other variables). Further we repeat regressions with aggregated European data and country-based 
measures. We note striking differences and important losses when data is aggregated. In that case 
every context-variable ends to proxy for the general economic situation, i.e. pan-European growth. .  

We attract attention on the fact that the coefficient of regressing centered-reduced measures of 
manager’s E.S.I. on consumers’ E.S.I. is about 0.5, so that there is separate explanatory power in both 
the managers’ and consumers’ ESI.  

 

 

 

 

 

 

 

 

Appendix 2. Table 6
Regressing E.S.I. for managers on other variables relating to the economic context and to economic cycles.
MONTHLY REGRESSIONS QUARTERLY REGRESSION 

Multivariate Univariate Multivariate Univariate Multivariate
Coef. P(.) Coef. P(.) R2 Coef. P(.) Coef. P(.) R2 Coef. P(.) R2

By countries on indices By countries on monthly-differentiated data By countries on indices
esicsumer 0.703 0% 0.785 0% 65% 0.416 0% 0.532 0% 30% 0.624 0%
d_st_mkt 0.273 0% 0.434 0% 19% -0.044 32% -0.291 0% 1% 0.204 1%
d_ltr2 0.143 0% -0.180 1% 3% 0.475 0% 0.785 0% 21% 0.080 22%
o_emplot 0.089 0%  -0.127° 9% 2% -0.040 32% -0.158 0% 1% 0.132 0%
o_cpi -0.040 0% -0.273 0% 8% 0.006 85% 0.154 0% 1% 0.023 65%
lc 0.052 18%
cu 0.204 0%

Univariate 
Coef.

For pan-European data on indices For monthly-differentiated  pan-European data By countries on indices
esicsumer 1.001 0% 0.916 0% 84% 0.488 0% 0.585 0% 44% 0.807 0% 65%
d_st_mkt 0.026 73% 0.468 0% 22% 0.093 30% 0.500 0% 10% 0.444 0% 19%
d_ltr2 0.003 94%  -0.126° 6% 1% 0.193° 7% 0.348 2% 2% -0.160 1% 2%
o_emplot 0.053 15% -0.354 0% 12% -0.143 24% -0.432 0% 3% -0.152 3% 2%
o_cpi 0.215 0% -0.241 0% 6% -0.057 24% -0.038 51% -3% -0.271 0% 7%
lc -0.120 7% 1%
cu 0.535 0% 27%

(with labor cost &
capacity utilization)



Appendix 3. Table 5a

Low Float Medium Float High Float Low Float Medium Float High Float Low Float Medium Float High Float

i.e. c-o. firms i.e. d-o. firms i.e. c-o. firms i.e. d-o. firms i.e. c-o. firms i.e. d-o. firms

1-Regressing change in total debt (over total assets)
Change in profitability -0.1485*** -0.1321*** -0.123*** -0.149*** -0.1328*** -0.123*** -0.1489*** -0.1349*** -0.123***
Change in tangibility 0.1772*** 0.3655*** 0.1553*** 0.1683*** 0.3677*** 0.155*** 0.1682*** 0.3782*** 0.149***
Change in logarithm of size 0.2645*** 0.2622*** 0.2492*** 0.2656*** 0.2613*** 0.2486*** 0.2746*** 0.2657*** 0.2484***
Change in tobin's Q n.s. 0.0075*** 0.0036*** n.s. 0.0075*** 0.0035*** n.s. 0.0077*** 0.0035***
Change in non-debt tax shield n.s. -0.0856*** -0.1747*** n.s. -0.0878*** -0.1836*** n.s. -0.0878*** -0.1861***
Change in median industry book lev. 0.1213*** 0.1339*** 0.1876*** 0.0934** 0.1312*** 0.2066*** 0.0951** 0.1141*** 0.197***
Difference firm's less industry book lev. 0.0841*** 0.0819*** 0.0783*** 0.083*** 0.082*** 0.0792*** 0.0783*** 0.081*** 0.0787***
Logrithm of size 0.0022** n.s. 0.0036*** 0.0021** n.s. 0.0036*** 0.0023** n.s. 0.0036***
Cumulated net equity issue (/TA) n.s. 0.0061** n.s. n.s. 0.0055** n.s. n.s. 0.0051** n.s.
E.S.I. manager n.s. -0.0031*** n.s.
Residuals of I.V.a. (≡ esimnger cleaned) n.s. n.s. n.s.
E.S.I. consumers -0.0046*** -0.0041*** n.s. -0.0045** -0.0046*** n.s.
L.T. interest rates n.s. n.s. n.s.
1a-Regressing public long-term debt issuance (over total assets)
C_Profits -0.0402*** -0.026*** -0.0389*** -0.0405*** -0.0254*** -0.0383*** -0.0395*** -0.0257*** -0.0368***
C_tangible n.s.    0.1596*** 0.039** n.s.    0.1593*** 0.0387** n.s.    0.1646*** 0.0302*   
C_size 0.1153*** 0.1237*** 0.121*** 0.1194*** 0.1229*** 0.1207*** 0.1198*** 0.1245*** 0.1199***
C_tobinsq 0.0025*   0.0021** 0.003*** 0.0027** 0.002** 0.003*** 0.0028** 0.0021** 0.0031***
C_non_D_TS 0.2767*** -0.1299*** n.s.    0.3585*** -0.13*** n.s.    0.3602*** -0.1302*** n.s.    
C_med_MLev 0.0746** 0.1041*** 0.1671*** 0.0653*   0.0938*** 0.1584*** n.s.    0.0883*** 0.1533***
MLev_to_ind 0.0381*** 0.047*** 0.0474*** 0.0374*** 0.0475*** 0.0489*** 0.0363*** 0.0473*** 0.0489***
Size n.s.    0.0021*** 0.0021*** n.s.    0.002*** 0.002*** n.s.    0.0021*** 0.002***
Cumul_NEI_TA -0.0088** 0.0043** -0.0068*** -0.0091** 0.0041*   -0.007*** -0.0094** n.s.    -0.0067***
esimger12 n.s.    n.s.    n.s.    
mgerregres12 n.s.    n.s.    n.s.    
esicsumer12 n.s.    -0.002*   -0.0022** n.s.    -0.0023** -0.0023** 
d_ltr212 n.s.    n.s.    n.s.    
1b-Regressing change in residual financial debt (residual net of public long-term debt issuance)
C_Profits -0.1362*** -0.1103*** -0.0873*** -0.1367*** -0.1115*** -0.0878*** -0.137*** -0.1131*** -0.0891***
C_tangible 0.1781*** 0.2391*** 0.1287*** 0.1733*** 0.242*** 0.1286*** 0.1728*** 0.2465*** 0.1297***
C_size 0.2252*** 0.1747*** 0.1483*** 0.2257*** 0.1741*** 0.1482*** 0.2343*** 0.1772*** 0.1488***
C_tobinsq n.s.    0.0062*** n.s.    n.s.    0.0062*** n.s.    n.s.    0.0063*** n.s.    
C_non_D_TS n.s.    n.s.    -0.1533*** n.s.    n.s.    -0.1615*** n.s.    n.s.    -0.1652***
C_med_MLev 0.091** n.s.    n.s.    n.s.    0.0555*   n.s.    n.s.    n.s.    n.s.    
MLev_to_ind 0.0689*** 0.0489*** 0.0387*** 0.068*** 0.0486*** 0.0384*** 0.0632*** 0.0478*** 0.0379***
Size n.s.    -0.0009*   0.0017*** n.s.    n.s.    0.0018*** n.s.    n.s.    0.0018***
Cumul_NEI_TA n.s.    0.0044** 0.0057** n.s.    0.0038*   0.0056** n.s.    0.0039*   0.0057** 
esimger12 n.s.    -0.0021** n.s.    
mgerregres12 n.s.    n.s.    n.s.    
esicsumer12 -0.0037** -0.0023** 0.0035** -0.0034*   -0.0023** 0.0038** 
d_ltr212 n.s.    n.s.    n.s.    
2-Regressing dividend payout ratio
C_Profits n.s.    0.0291** 0.0498*** n.s.    0.0276** 0.0482*** n.s.    0.0293** 0.0479***
C_tangible 0.1656*** 0.1198*** n.s.    0.1739*** 0.1198*** n.s.    0.1595*** 0.1155*** n.s.    
C_size n.s.    -0.0253*** -0.0307*** n.s.    -0.0236*** -0.028*** n.s.    -0.025*** -0.028***
C_tobinsq n.s.    0.0059*** 0.0048** n.s.    0.006*** 0.0051** n.s.    0.0061*** 0.0049**
C_non_D_TS -0.1224* -0.1184** -0.1515* n.s.    -0.1186** -0.1626* n.s.    -0.1188** -0.1603*
C_med_MLev -0.3176*** n.s.    n.s.    -0.2117** n.s.    -0.1663** -0.2389** n.s.    n.s.    
MLev_to_ind -0.2338*** -0.1587*** -0.1597*** -0.2332*** -0.1622*** -0.1646*** -0.2371*** -0.1645*** -0.1637***
Size 0.0235*** 0.0167*** 0.0241*** 0.023*** 0.0168*** 0.0243*** 0.0236*** 0.0172*** 0.0243***
Cumul_NEI_TA 0.0803*** 0.084*** 0.0432*** 0.0821*** 0.0836*** 0.0427*** 0.0807*** 0.0833*** 0.0435***
esimger12 -0.0085** n.s.    n.s.    
mgerregres12 -0.0121*** n.s.    0.0117***
esicsumer12 n.s.    n.s.    n.s.    n.s.    n.s.    n.s.    
d_ltr212 -0.0264*** -0.021*** -0.022***

Pooling the regressions of financial policies variables on firm-, industry-specific and business cycle proxies. 
All regression-coefficients are reported unlike in table 4, which is an extract of this table

We regress by OLS the five endogenous variables. We use O.L.S. because we use differences in most of our variables. These resuts are the full results
corresponding to EQUATIONS 2-1 to 2-3 in our method section. Eight regression results over two tables are presented, instead of 5, because of the
split of total debt change into its two components (long term public bonds and other financial debts) and because of the reporting of results for market
leverage.

Adding ESI Managers only to regressions Adding ESI COnsumers only to regressions Instrumental variable approach

POOLING:



Appendix 3. Table 5b

Low Float Medium Float High Float Low Float Medium Float High Float Low Float Medium Float High Float

i.e. c-o. firms i.e. d-o. firms i.e. c-o. firms i.e. d-o. firms i.e. c-o. firms i.e. d-o. firms

3-Regressing capital expenditure / total assets 
Change in profitability n.s.    -0.0179*** -0.0095*** n.s.    -0.0177*** -0.0093*** n.s.    -0.0148*** -0.0091***
Change in tangibility 0.1429*** 0.2009*** 0.207*** 0.1401*** 0.2009*** 0.2053*** 0.1343*** 0.171*** 0.2025***
Change in logarithm of size 0.0179*** 0.0365*** 0.0203*** 0.0179*** 0.0363*** 0.0196*** 0.0178*** 0.0262*** 0.0187***
Change in tobin's Q n.s.    0.0016*   0.0013*** n.s.    0.0015*   0.0013*** n.s.    0.0014** 0.0014***
Change in non-debt tax shield 0.0766*** 0.0411*   0.034** 0.0859*** 0.0417*   0.0384** 0.0826*** 0.0348** 0.0402***
Change in median industry book lev. n.s.    n.s.    n.s.    n.s.    n.s.    n.s.    n.s.    0.0885*** n.s.    
Difference firm's less industry book lev. n.s.    n.s.    -0.0053*   n.s.    n.s.    -0.0063** n.s.    0.0132*** n.s.    
Logrithm of size -0.0039*** -0.0013** 0.0009*** -0.0038*** -0.0014** 0.001*** -0.0022** n.s.    0.0011***
Cumulated net equity issue (/TA) 0.0056*   0.0097*** 0.0066*** 0.0053*   0.0099*** 0.0065*** n.s.    0.0069*** 0.0064***
E.S.I. manager n.s.    n.s.    n.s.    
Residuals of I.V.a. (≡ esimnger cleaned) n.s.    n.s.    n.s.    
E.S.I. consumers n.s.    n.s.    0.0013** n.s.    0.0026*** 0.0022***
L.T. interest rates -0.0107*** -0.0169*** -0.0051***
4-Regressing change in cash / total assets
C_Profits 0.0814*** 0.0559*** 0.083*** 0.0816*** 0.0553*** 0.0827*** 0.0797*** 0.0555*** 0.0816***
C_tangible -0.2657*** -0.3516*** -0.3782*** -0.268*** -0.3551*** -0.3823*** -0.2653*** -0.3581*** -0.3845***
C_size 0.0876*** 0.1319*** 0.1279*** 0.088*** 0.133*** 0.1284*** 0.0886*** 0.1345*** 0.129***
C_tobinsq n.s.    0.0052*** -0.0031*** n.s.    0.0053*** -0.003*** n.s.    0.0053*** -0.0032***
C_non_D_TS -0.1415*** -0.0449** -0.2164*** -0.1454*** -0.0433** -0.2201*** -0.1464*** -0.0418** -0.2203***
C_med_MLev -0.1038*** -0.0797*** -0.091** -0.1181*** -0.0995*** -0.1287*** -0.1141*** -0.0842*** -0.0773*   
MLev_to_ind 0.014*** 0.0222*** 0.0138*   0.0145*** 0.0219*** 0.0132*   0.016*** 0.0216*** 0.013*   
Size n.s.    n.s.    n.s.    n.s.    n.s.    n.s.    0.0011*   n.s.    n.s.    
Cumul_NEI_TA 0.0302*** 0.0319*** 0.0276*** 0.0303*** 0.0316*** 0.0277*** 0.0301*** 0.0322*** 0.0279***
esimger12 0.0017*   n.s.    0.0031** 
mgerregres12 0.0027** 0.0033** 0.0068***
esicsumer12 n.s.    n.s.    n.s.    n.s.    n.s.    n.s.    
d_ltr212 -0.0053** -0.0073*** -0.0151***
5-Regressing change in book-leverage
C_Profits -0.1688*** -0.1478*** -0.1148*** -0.1694*** -0.1483*** -0.1144*** -0.1699*** -0.149*** -0.1155***
C_tangible 0.1964*** 0.2001*** 0.1407*** 0.1891*** 0.2037*** 0.1416*** 0.1905*** 0.2056*** 0.14***
C_size 0.0552*** 0.0596*** 0.0531*** 0.0552*** 0.0596*** 0.0535*** 0.0574*** 0.0597*** 0.0537***
C_tobinsq 0.0025*** 0.0026*** 0.0033*** 0.0027*** 0.0027*** 0.0033*** 0.0027*** 0.0027*** 0.0033***
C_non_D_TS 0.1725*** 0.0381** n.s.    0.1702*** 0.0373** n.s.    0.1806*** 0.0377** n.s.    
C_med_MLev 0.1473*** 0.0981*** 0.1713*** 0.1302*** 0.0895*** 0.1851*** 0.1246*** 0.072*** 0.1721***
MLev_to_ind 0.0866*** 0.0801*** 0.0887*** 0.086*** 0.0808*** 0.0908*** 0.0825*** 0.0801*** 0.0899***
Size -0.0021*** -0.0008*   n.s.    -0.0022*** -0.0008*   n.s.    -0.0021*** n.s.    n.s.    
Cumul_NEI_TA -0.0195*** -0.0134*** -0.0097*** -0.0195*** -0.0136*** -0.0099*** -0.0198*** -0.014*** -0.0098***
esimger12 -0.002*   -0.0018** n.s.    
mgerregres12 n.s.    n.s.    n.s.    
esicsumer12 -0.0043*** -0.0028*** n.s.    -0.0043*** -0.0035*** n.s.    
d_ltr212 n.s.    0.0054*** n.s.    
Addition-Regressing change in market-leverage
C_Profits -0.1157*** -0.1112*** -0.1107*** -0.1154*** -0.1105*** -0.1097*** -0.1125*** -0.1102*** -0.1098***
C_tangible 0.2243*** 0.2058*** 0.1098*** 0.2174*** 0.2097*** 0.1139*** 0.2192*** 0.2023*** 0.1125***
C_size 0.0911*** 0.0929*** 0.0827*** 0.0911*** 0.0933*** 0.0831*** 0.091*** 0.0934*** 0.0826***
C_tobinsq -0.015*** -0.0088*** -0.0076*** -0.0146*** -0.0084*** -0.0075*** -0.0142*** -0.0081*** -0.0074***
C_non_D_TS 0.1361*** 0.1267*** n.s.    0.1436*** 0.125*** n.s.    0.1555*** 0.126*** n.s.    
C_med_MLev 0.4874*** 0.5673*** 0.5956*** 0.5083*** 0.5583*** 0.5956*** 0.4521*** 0.5233*** 0.5695***
MLev_to_ind 0.163*** 0.1576*** 0.1796*** 0.1614*** 0.1579*** 0.1836*** 0.154*** 0.1564*** 0.1832***
Size -0.004*** -0.003*** -0.0021*** -0.004*** -0.003*** -0.002*** -0.004*** -0.003*** -0.0021***
Cumul_NEI_TA n.s.    n.s.    n.s.    n.s.    n.s.    n.s.    n.s.    n.s.    n.s.    
esimger12 -0.0097*** -0.0079*** -0.0081***
mgerregres12 -0.0078*** -0.0038*** -0.0035***
esicsumer12 -0.0096*** -0.01*** -0.011*** -0.0108*** -0.0112*** -0.0111***
d_ltr212 0.011*** 0.0111*** 0.0059** 
We regress by OLS the five endogenous variables. We use O.L.S. because we use differences in most of our variables. These resuts are the full results
corresponding to EQUATIONS 2-1 to 2-3 in our method section. Eight regression results over two tables are presented, instead of 5, because of the
split of total debt change into its two components (long term public bonds and other financial debts) and because of the reporting of results for market
leverage.

Pooling the regressions of financial policies variables on firm-, industry-specific and business cycle proxies. 
All regression-coefficients are reported unlike in table 4, which is an extract of this table

Adding ESI Managers only to regressions Adding ESI COnsumers only to regressions Instrumental variable approach

POOLING:
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