Group Affiliation and Ownership Structure Features as Determinants of Capital Structure Decisions: Contextualizing the Facts for an Emerging Economy

Abstract:
This study considers the firm’s affiliation with business groups and the ownership structure as a special set of determinants in the capital structure puzzle of Chilean firms. The major findings show that group-affiliated firms take advantage of internal capital markets and transactions with related parties (e.g. low transference price or loans at competitive interest rates) which reduces the demand for external debt. Majority shareholders in affiliated firms behave as controllers of managers, on the one hand, and avoid the supervisory role of debt, on the other hand. In stand-alone firms, supervision led by majority shareholders is complemented by the monitoring role of debt through higher levels of leverage. The results also confirm some of the expected relations according to the main theories. For instance, the findings support the view that creditors are reluctant to finance companies with potentially high agency problems because of the existence of growth opportunities. Firm size and collateral impact positively on debt level, whilst profitability has the opposite effect according to the pecking order approach. We conclude that further developments in capital structure theories adjusted to the particularities of the different institutional contexts are needed.
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1. Introduction
Capital structure decisions have become a controversial and recurring issue in corporate finance. The findings of Modigliani and Miller (1958); (1963), to this day continue to inspire researchers to study the determinants of the capital structure puzzle. On this particular issue, Myers (1984) raises the question: “How do firms choose their capital structures?” and answers succinctly: “We don’t know.” Currently, there is still no consensus on the capital structure puzzle and on its determinant factors (Al-Najjar & Hussainey, 2011; Myers, 1984; Myers & Majluf, 1984). In addition, there is no universal theory of the debt-equity choice, and no reason to expect one, as a consequence of the countless number of factors that might explain the behaviour of a company. However, there are useful conditional theories. In fact, in their survey, Beattie, Goodacre, and Thomson (2006) state that despite the theoretical developments over the past few decades concerning the capital structure decisions, our understanding remains incomplete, despite having been highly relevant for executives (Bancel & Mittoo, 2004; Graham & Harvey, 2001). In this vein, the study of an emerging market country such as Chile challenges the existing theories and suggests the inclusion of new factors into the analysis due to the particularities of emerging markets’ corporate environments (Bekaert & Harvey, 2002).
In this paper, we examine the effect of a distinctive feature of emerging markets’ corporate environments over leverage decisions: the firms’ affiliation to a business group. Prior literature has extensively debated the benefits and disadvantages of the relation between business groups and corporate financial policies. On the one hand, in business groups firms are generally linked to pyramidal and cross-ownership relations, and the same controlling shareholder holds the control of several firms. In this way, business groups can be harmful to minority shareholders because pyramids cause a separation between voting rights and cash flow rights (Boubaker & Labégorre, 2008), so they can exacerbate the agency cost given the possibility of private benefit extraction through different mechanisms such as investment in non-value maximizing projects, tunneling, and perk consumption (Bebchuk, Kraakman, & Triantis, 2000; Bona, Pérez, & Santana Martín, 2011; Ruiz Mallorquí & Santana Martín, 2009). When controllers look to enjoy private benefits, capital allocation within business groups can be less efficient and result in underinvesting in the more profitable firms or overinvesting in the weaker subsidiaries (Ozbas & Scharfstein, 2010; Scharfstein & Stein, 2000). These inefficiencies suggest that these agency problems would encourage controllers to take more debt to engage in private benefit extraction activities (Atanasov, Black, Ciccotello, & Gyoshev, 2010; Jiang, Lee, & Yue, 2010).
On the other hand, the existence of internal capital markets also suggests the ability of business groups to overcome financial frictions from external markets, especially in emerging  economies (N. Khanna & Tice, 2001). The internal capital markets arise from the existence of diversified business lines, which allow firms to reduce their operating risk more efficiently and improve their debt capacity, also known in the literature as the coinsurance effect (Lewellen, 1971). Due to diversification, if business groups’ firms experience high earnings volatility in some periods, the potential costs of financial distress are lower compared to non-business groups firms due to the possibility of cross-subsidization in order to protect the group’s reputation (Chakraborty, 2015). In addition, those firms with limited access to external funds can benefit from the financial support of the other firms into the group. The financial literature has showed evidence consistent with internal efficiency on business groups (Almeida & Wolfenzon, 2006; Gopalan, Nanda, & Seru, 2007; Ronald W. Masulis, Peter Kien Pham, & Jason Zein, 2011; Wagner, Block, Miller, Schwens, & Xi, 2015). Buchuk, Larraín, Muñoz, and Urzúa (2014) state that internal capital markets can allocate funds more efficiently than the external capital markets when managers have the right incentives and good information about investment opportunities. Thus, efficiency motivations of internal capital markets within business groups suggest that firms will prefer internal debt allocation over external, and the external leverage decision will not be oversized, so business groups’ affiliated firms will present lower levels of external leverage. However, this relationship has to be considered carefully because lower levels of leverage due to the existence of internal capital markets allow firms to avoid the scrutiny of external markets, resulting in more asymmetric information problems (Carney, Van Essen, Gedajlovic, & Heugens, 2015). 
We focus on Chilean firms for several reasons. First, although business groups are prevalent around the world, the affiliation to business groups is highly characteristic of emerging markets (Barca & Becht, 2001; Buchuk et al., 2014) such as Chile. Claessens, Djankov, and Klapper (2000) show that 4 out of 10 Chilean firms are associated with business groups, which are generally controlled by family ties through pyramidal corporate ownership structures (Almeida & Wolfenzon, 2006; Chakraborty, 2013; Claessens, Djankov, & Klapper, 1999; Claessens, Djankov, & Lang, 2000; Levy, 2009) which allow the creation of internal capital markets within the conglomerates (Buchuk et al., 2014; N. Khanna & Tice, 2001; Scharfstein & Stein, 2000). Second, although the definition of a business group varies extensively across researchers and countries (T. Khanna & Yafeh, 2005), as prescribed by the Chilean financial regulator (Superintendencia de Valores y Seguros, SVS, translated as the Superintendency of Securities and Insurance), which provides us with an objective and unambiguous definition of business groups according to Law No. 18045 on Capital Markets, Title XV, Article 96, they are described as a “set of entities that present such links in their ownership, management or credit liability, which presume that the economic and financial performance of their members is guided by the common interests of the group or subordinated to them or that exist common financial risks in the credits granted to them or in the acquisition of securities they issue.” The SVS oversees tracking the composition of business groups in the country and has been publishing this information on a monthly basis since 2002.[endnoteRef:1] We follow this specific definition of business groups for the Chilean context because it makes our findings comparable with those of previous empirical studies in Chile, is consistent and has not technically changed since it was applied. As a matter of fact, this definition does not differ substantially from Cuervo-Cazurra (2006), Mazumdar (2012) or Shyu (2013), who narrowed the concept to a set of legally-separate firms with stable relationships operating in multiple strategically unrelated activities and under common ownership and control. [1:  http://www.svs.cl/sitio/mercados/grupos.php (accessed in January 2017).] 

The contribution of this paper is twofold. First, compared to other studies for the Chilean context (Azofra, Saona, & Vallelado, 2004; de Andrés, San Martín, & Saona, 2004; Espinosa, Maquieira, Vieito, & González, 2012), this article fills the gap in the literature by allowing us to compound a more comprehensive approach than that usually applied in the empirical literature by considering the characteristics of the corporate ownership structure in Chile and the firms’ affiliation to business groups. Second, we suggest certain implications for regulators and policy-makers. By identifying conditions in which business groups operate, we state the needs for improvements of the current corporate governance legislation aimed to protect the interests and rights of minority shareholders and creditors. 
Using a sample of 982 firm-year observations from 119 Chilean firms listed in the Bolsa de Comercio de Santiago for the period from 2002–2014, our results confirm a negative relationship between business group affiliation and leverage. Firms affiliated with business groups tend to show different behavior related to capital structure decisions than stand-alone firms. A plausible explanation is that the existence of internal capital markets appears to overcome the financial frictions from external markets, moving business groups’ firms to prefer internal resources and showing lower levels of leverage. In a nutshell, affiliated companies substitute external debt with intragroup lending, as well as the fact that they seem to substitute debt discipline with ownership discipline. However, since non-affiliated firms cannot take advantage of internal capital markets, they incur more debt by complementing ownership discipline with debt discipline as governance mechanisms. 
The paper continues in the second section with the literature review and the development of the research hypotheses. The third section describes the data set, variables, and the methodology used in the empirical analysis. Section 4 summarizes the main results and section 5 presents the conclusions.
2. Hypothesis development: Business groups and ownership structure in the Chilean corporate sector
Although Chile is categorized as a French Civil-Law country (La Porta, Lopez-De-Silanes, & Shleifer, 2008), its financial system is widely oriented toward the capital markets as well as to banking (Djankov, La Porta, Lopez-De-Silanes, & Shleifer, 2008). An example of this is the high market capitalization which has averaged 117% of the GDP between 2009 and 2014. However, the relative weight of the banking industry in the economy is about 70% measured as the credit by deposit money banks as a share of the GDP over the same period (Beck, Demirgüç-Kunt, & Levine, 2000). Chile’s financial depth, measured as the sum of the bank deposits, private mortgages, domestic public debt, corporate bonds and market capitalization as a share of the GDP, increased from 46% in 1981 to 276% in 2011, making it financially the most sophisticated country in South America (Beck, Demirguç-Kunt, Laeven, & Levine, 2008; La Porta, Lopez-De-Silanes, Shleifer, & Vishny, 1998).
In terms of corporate environment, the privatization process during the 70s and 80s, and since only a few private agents were allowed to take part in it, triggered the subsequent concentration of firms’ ownership structures and the formation of business groups in the hands of influential families (Buchuk et al., 2014; F. Silva, Majluf, & Paredes, 2006). This fact eased the development of pyramidal corporate ownership structures linked to well diversified business groups[endnoteRef:2] (T. Khanna & Yafeh, 2007; Lefort, 2003; Lefort & Walker, 2007; Majluf, Abarca, Rodríguez, & Fuentes, 1998). Consequently, the main agency problem in Chilean firms is between majority and minority shareholders (Araya, Jara, Maquieira, & San Martín, 2015; Lefort & Walker, 2007; Saona, 2014) rather than between shareholders and executives. Therefore, any regulation passed in the country on corporate governance has tried to bring transparency to the information flow between minority and majority shareholders as well as to strengthen the rights of the minority shareholders.[endnoteRef:3] [2:  The Law No. 18046 of Public Companies, state that cross-holdings among firms are forbidden. This restriction makes the pyramidal structures relatively simple and straightforward to understand.]  [3:  Regulations such as the Law No. 19705 which regulates the Initial Public Offering and Regimes of Corporate Governance and Law No. 20382 on Corporate Governance and norms issued by the Superintendency of Securities and Insurance. ] 

As we mentioned, in the last few decades, corporate environment has been dominated by the presence of business groups. According to Lefort and Walker (2007), at the beginning of the 2000s almost 70% of the non-financial listed Chilean firms were controlled by some of approximately 50 business groups which represented more than 90% of the market total assets. Up until December 2015, the Superintendency of Securities and Insurance recorded a total of 126 business groups comprising 537 firms. According to the Chilean capital markets law,[endnoteRef:4] a firm belongs to a business group if any of the follow conditions hold: (i) the firm has the same controller as other firms, and the controller holds at least 25% of direct ownership; (ii) a significant portion of the firm’s assets are allocated to business groups; or (iii) the firm is controlled by one or more firms that belong to a business group controlled by an ultimate shareholder.  [4:  Law No. 18045 on Capital Markets, Title XV, pp. 39–44.] 

Previous literature has suggested several benefits of belonging to a business group. In general terms, the financial literature reports evidence consistent with internal financing motives of business groups (Almeida, Park, Subrahmanyam, & Wolfenzon, 2011; Gopalan et al., 2007; Ronald W Masulis, Peter Kien Pham, & Jason Zein, 2011; Wagner et al., 2015). The evidence has shown that business groups could be more efficient in terms on performance and the use of internal capital markets in Chile. For instance, T. Khanna and Palepu (2000) show that Chilean conglomerates benefit from diversification strategies that allow them to present greater levels of long-run performance. Buchuk et al. (2014) find evidence that suggests that the existence of internal capital markets are not a mechanism to expropriate minority shareholders. In fact, their results state that internal capital markets could be part of an efficient corporate governance environment. In this sense, the controlling shareholders within the group might act benevolently with other intra-group firms and provide funding. They also argue that those firms that get intra-group loans might improve the return on equity due to the fact that the cost of lent funds cannot be greater than the prevailing interest rates. Therefore, a substitution effect might be expected from external financing to intra-group financing for affiliated companies. Specifically, we expect that business groups present a negative influence over external leverage. 
Similarly, the ownership structure plays a crucial role as a corporate governance mechanism (Yafeh & Yosha, 2003). Thus, the higher the number of shares in the hand of the same shareholder, the higher will be his or her incentive to control managers. This eventually reduces agency problems by aligning the interests of managers and internal shareholders (La Porta, Lopez-De-Silanes, & Shleifer, 1999). Lins (2003) studied the relation between ownership structure, and particularly family ownership structure, and firm value for 18 emerging economies. Some of his results show that there are significant differences in the configuration of the ownership structure between countries with better or worse protection of the shareholders’ rights. 
As a matter of fact, one of the most important characteristics of Chilean firms’ ownership structure is the widespread use of pyramidal structures (Lefort & Walker, 2007). The relatively high ownership concentration in Chile in comparison to other more developed countries is the natural response to the lack of market for corporate governance. However, although principal-agent conflict might be efficiently monitored by controlling shareholders, another agency problem might arise. In this case, the wealth of minority shareholders might be expropriated by the power of majority shareholders. Thus, the role of ownership structure as a governance device might be beneficial for creditors, as long as majority shareholders efficiently reduce the agency problems between shareholders and managers, supporting a positive relation between debt and ownership concentration. But it might also be harmful for creditors if a controlling shareholder pushes managers toward asset substitution problems by undertaking riskier projects. In such a scenario, the wealth of creditors is expropriated, which would explain a negative relationship between debt and the ownership concentration. Therefore, the relationship between ownership concentration and debt level will be positive or negative depending on which hypothesis is stronger–either the alignment of interests or the asset substitution argument (Antoniou, Guney, & Paudyal, 2008; Hernández-Cánovas, Mínguez-Vera, & Sánchez-Vidal, 2016; Wu, 2004).
The previous arguments might also be used for the analysis of insiders’ ownership in Chile. Executives and directors usually have significant proportions of outstanding stocks in their portfolios. Consequently, it might be observed that there is either an alignment of their interests with those of shareholders, or a disjoint effect which is observed when managers expropriate creditors with suboptimal investment policies, called the managerial entrenchment conflict. Hence, agency issues might drive a positive or negative relationship between insider ownership and debt level in Chilean firms (Florackis & Ozkan, 2009). 
3. Sample, Variables, and Methodology
3.1. Sample description
The empirical analysis was done with an unbalanced panel of data from 119 non-financial firms listed in the Santiago Stock Exchange (Bolsa de Comercio de Santiago de Chile) for the period from 2002 to 2014, compounding a total of 982 firm-year observations. The dataset was obtained from audited financial statements from the Thomson Reuters’ Eikon database. The information about ownership structure also was obtained from the Thomson Reuters’ Eikon, except the affiliation to business groups, which is public information available on the SVS web page. As in similar studies, we exclude from the analysis all financial firms, companies technically in bankruptcy (e.g. those with negative common equity), and those with no available information for the construction of our variables.
3.2. Variables measurement and model specification
The variables considered in the empirical analysis are directly related to the theoretical framework described above. We use leverage (LevB) at book value (Frank & Goyal, 2009; Welch, 2011) as our dependent variable, calculated as the total debt as the sum of debt outstanding with banks and public debt over the firm’s total assets.[endnoteRef:5] Whether to measure the ratio at market or book value has been widely debated in the literature (Parsons & Titman, 2008; Vallelado & Saona, 2011). Papers that use either measure of leverage achieve comparable results (Faulkender & Petersen, 2006; Flannery & Rangan, 2006; Huang & Ritter, 2009). From an operational point of view, on the one hand, the book value of the debt ratio implies the cumulative use of retained funds, debt and equity thereby revealing the actual financial policy of the firm (Chen & Zhao, 2006), while on the other hand, a measure based on market values could give too much importance to the recent changes in the equity (Lang, Ofek, & Stulz, 1996). Additionally, Graham and Harvey (2001) provide survey evidence that managers are concerned mostly with book values; and similarly, for emerging economies, Črnigoj and Mramor (2009) state that book values might better indicate capital structure decisions made by managers. Hence, based on these arguments, we use book values for the debt ratio in our baseline model. Hovakimian, Opler, and Titman (2001) and Banerjee, Heshmati, and Wihlborg (2004) find that the choice between book and market values does not influence empirical results significantly, and Bowman (1980) shows that the correlation between book leverage (LevB) and market leverage (LevM) is very high as our data actually show (see Table 2). Additionally, as a consequence of the large volatility of market capitalization in Chile (Lizarzaburu Bolaños, Burneo, Galindo, & Berggrun, 2015), leverage at market value (LevM) was not used in the baseline regressions to minimize the potential bias of the main results. Nevertheless, as robustness checks of our results, we include the estimates using leverage over the market value of assets in the appendix, Table A2. As can be observed in this table, the main results correspond with those of the baseline model exhibited in Table 4. [5:  In order to address properly the agency problems discussed in this study, we excluded from the leverage measures the net amount of debt with related parties (which is the case for affiliated firms).] 

The characteristics of the ownership structure are measured with different variables. The first measure is the concentration of shares (OWN1) in hand of the main shareholder. The second one is the log transformation of the proportion of shares in hand of the two largest shareholders (LnOWN2) according to Demsetz and Villalonga (2001) defined as Ln[OWN2/(1-OWN2)], where OWN2 denotes the fraction of shares owned by the second largest shareholders. We used this transformation to obtain a symmetric distribution of the variable because its value was largely skewed. In Table 5 we also used the ownership in hand of the second shareholder as an alternative ownership covariate (OWN2). It is important to note that by introducing the LnOWN2 and OWN2 variable we assume no existence of conflicts between the two reference shareholders. In fact, we introduced the second largest shareholders because generally in Chilean firms the controlling shareholder is the same as the second largest shareholder by using pyramidal structures (Majluf et al., 1998; F. Silva et al., 2006). Additionally, we used the insider ownership proxy (CLOHD) provided by Thomson Reuters Eikon, which is defined as the ownership that is closely held and represents the fraction of outstanding shares held by holding companies, employees, and insiders (e.g. managers, officers, and directors).[endnoteRef:6] Companies that are closely held tend to be resistant to hostile takeovers, since the majority of shares are held within a relatively small, interested group of shareholders, and consequently the use of closely held variable assumes a convergence of interest between all the closely held participants.[endnoteRef:7] The purpose of this variable is to measure the proportion of shares held by shareholders, who are directly related with the company or perform management or supervisory roles. These stocks are assumed not to be publicly traded in the same manner as common shares. Thus, closely held shares involve shareholders that do not necessarily have executive (e.g. managers) or monitoring (e.g. member of the board of directors) duties inside the firm, but do have a certain level of direct or indirect making decision power, such as the case of holding companies.  [6:  The original Thomson Eikon’s definition includes government ownership. However, we check one by one the entirely ownership structure of each firm-year and we can assert that government do not participate into the ownership structure of our sample.]  [7:  We thank an anonymous referee for suggesting us these additional arguments.] 

Finally, we use a dummy variable which identifies the affiliation of the firm to a business group (BG), similarly to the procedure applied in previous literature (Buchuk et al., 2014; Majluf et al., 1998). The information source for the construction of this variable was obtained from Chile’s Superintendency of Securities and Insurance (SVS), which keeps an updated record of all business groups in the country and their composite firms. 
We also introduce several independent control variables which are traditionally considered as determinants of the debt level. These are the firm’s size (SIZE), computed as the logarithmic transformation of the firm’s total assets (Frank & Goyal, 2009). For profitability, we use return on assets measured as the earnings before interest and taxes over total assets (PROF), whilst for tangibility (TANG) we use a measure which corresponds to the net property, plan, and equipment over total assets. Growth opportunities are measured through two alternative proxies according to Adam and Goyal (2008): GO1, which is computed as the addition of the firm’s market capitalization and total debt and divided by the total assets; and GO2 which corresponds to the market to book value of common equity, estimated as the market capitalization over total common equity. According to Parsons and Titman (2008), the market to book value of common equity is one of the strongest and most reliable predictors of leverage, regardless of whether book or market leverage is used as the dependent variable. For the non-debt tax shield (NDTS) we use the annual depreciation charge over total assets (Vallelado & Saona, 2011). According to the previous literature, the market timing condition (MKTIM) has been measured through the stock price run up computed as , where  is the year-end market price per share (Baker & Wurgler, 2002; Cotei, Farhat, & Abugri, 2011; Saona & Vallelado, 2012).[endnoteRef:8] It was estimated for  and  lagged periods in order to prevent Welch (2004) inertia theory. Temporal (Year FE) and industry specific dummy variables were also included in the estimates. So, the model to be tested takes the following form: [8:  Taggart (1977) and Jalilvand and Harris (1984) use similar proxy for the stock prices run up, while Marsh (1982) and Frank and Goyal (2003) use the abnormal stock return as proxy for the stock prices run up.] 

		(1)
Where the error term is decomposed in  which represents the unobservable firm-specific effect of each  firm which captures all time-invariant components (e.g. managerial style, patterns of financial decisions, among others);  which is the temporal effect for the  periods considered in this study, and the stochastic error term  that varies cross-sectionally and over time. 
3.3. Methodology
Due to endogeneity problems in panel data, ordinary least squares estimators can provide coefficients that are biased. Thus, Blundell and Bond’s (1998) generalized method of moments (GMM) System Estimator is used. The GMM System Estimator deals with the endogeneity issues in the relation between capital structure decisions, ownership, and growth opportunities, among others (A. de Miguel & Pindado, 2001). Specifically, we estimate a GMM two-step System Estimator (SE) with adjusted standard errors for potential heteroskedasticity as a superior estimation method (Richard Blundell & Stephen Bond, 1998). Since the existence of weak instruments can lead to poor asymptotic precision in finite samples (Alonso-Borrego & Arellano, 1999; Blundell, Bond, & Windmeijer, 2000), the SE specifications use two kinds of (simultaneous) equations with their own instruments. The first category of equations is in levels, and its instruments are the lagged differences in the dependent and the independent variables. The second category consists of equations in first-differences with the levels of the dependent variable and the independent variables as instruments (Bond, 2002; Wooldrigde, 2002).
The Hansen statistics are used for examining the lack of correlation between the instruments and the error term (Hansen, Heaton, & Yaron, 1996). F-test of joint significance for all independent variables is computed as well as the non-linear restrictions test for the interaction between business group variables and ownership measures, which corresponds to the multiplication between the dummy variable for affiliation to business groups (e.g. BG) and the alternative variables used to measure ownership structure features (e.g. OWN1, OWN2, LnOWN2, and CLOHD). The second-order autocorrelation test among the variables as well as variance inflation factor (VIF) is also computed to ensure inexistence of the autocorrelation problems.
4. Results
4.1. Descriptive statistics
From Table 1 we can derive the following observations. First, concerning ownership structure for the whole sample, on average, 43.0% of outstanding shares are in the hands of the controlling shareholder, something that is far higher than what is needed to exercise control (Lefort & Walker, 2000). Moreover, for our period of analysis, about 52.0% of Chilean firms in our sample are affiliated within some business groups (BG), and systematically these firms have shown higher concentration of the ownership by the majority shareholders (OWN1 and LnOWN2) as well as the shares owned by insiders (CLOHD). This is not a surprising finding, knowing that affiliated firms are a complex web of family owned firms with pyramidal structures (Donelli, Larraín, & Urzúa, 2013). 
Second, about 23.6% of the total assets are financed with debt (LevB). The same measure of leverage but this time at market value shows that the average debt level is 30.7% of the addition of a company’s market capitalization and total debt. These results are comparable with previous studies for the Chilean corporate sector (Espinosa et al., 2012) and from other economies (Céspedes, González, & Molina, 2010; Rajan & Zingales, 1995). The comparison of LevB between group-affiliated and independent firms reveals that the latter have a higher proportion of debt outstanding in their books than the former. However, when the leverage is computed at market value, there is no difference, statistically speaking, in the ratio between affiliated and non-affiliated companies. Third, the two alternative proxies of growth opportunities, GO1 and GO2, are higher than one (1.186 and 1.969 times, respectively), meaning that the market as a whole has a generally positive perception about the company’s future prospects. Additionally, the descriptive statistics show that non-affiliated firms have on average more growth opportunities than affiliated firms (measured through the two proxies). The descriptive statistics also show that group-affiliated firms are more profitable (PROF) than outside group firms. According to Claessens et al. (1999), capital-constrained firms may establish internal capital markets that allocate scarce capital among member firms more efficiently, which leads to economic benefits and greater profits. Similarly, according to Farías (2014), in incomplete or imperfect markets (e.g. labor, product, and capital markets), business groups can act as intermediaries between firms and markets, generating economies of scope and scale, and greater negotiating power compared to other agents. Consequently, it is expected that affiliated companies may be more profitable than outside group firms. This preliminary finding is in line with the beneficial arguments of business group affiliated firms, which corresponds to their ability to overcome market frictions (Buchuk et al., 2014). Finally, we also observe that the measure for the market timing condition (MKTIM) is positive (0.141 times), meaning that on average the firm’s stock price growth is positive.
 [Insert Table 1 about here]
The correlation matrix is reported in Table 2. As expected, the leverage at book and at market value are highly and statistically positively correlated (0.599). The leverage seems to be negatively correlated with future growth opportunities (GO1 and GO2) as suggested in the literature (Parsons & Titman, 2008), profitability (PROF), and the non-debt tax shields (NDTS). The statistics show that the firm’s size (SIZE) plays an important role in driving financing decisions. In fact, there is a positive relationship between the size of the firm and its debt level measured both at book and at market values. Firms’ ownership structure, however, shows positive and negative correlations depending on whether the book value or market value of leverage is used (OWN1, OWN2, LnOWN2, and CLOHD). Further analysis of the impact of ownership structure on leverage is discussed later on in the multivariate analysis. 
[Insert Tables 2 about here]
4.2. Multivariate analysis
Under the assumption of stationarity of the panel, Richard Blundell and Stephen Bond (1998) show that their GMM System Estimator is more efficient than the original Arellano and Bond (1991) estimator. Consequently, we used a Fisher-type (Choi, 2001) contrast to test the null hypothesis that all the panels contain a unit root to test the stationarity of the variables in the models. This test was used since it does not require strongly balanced data, as is our case. A Fisher-type test for panel data unit roots follows a meta-analysis perspective. That is, the test conducts unit-root tests for each panel individually, and then combines the p-values from these tests to produce an overall test.
As seen in Table 3, all four of the tests strongly reject the null hypothesis that all the panels contain unit roots for all the variables except TANG for the inverse normal .[endnoteRef:9] Although Choi (2001) suggests that the inverse normal  statistic offers the best trade-off between size and power, we still believe in the inexistence of unit roots, since the hypothesis is rejected in all the series in at least three out of four estimated models. These findings are maintained as evidence that all series in the panel are stationary.  [9:  In the results, we observed that the inverse logit  test typically agrees with the  test. Under the null hypothesis, Z has a standard normal distribution and  has a  distribution with 5N + 4 degrees of freedom. Low values of  and  cast doubt on the null hypothesis. When the number of panels is finite, the inverse chi-squared  test is applicable; this statistic has a chi-squared distribution with 2N degrees of freedom, and large values are cause to reject the null hypothesis.] 

[Insert Table 3 about here]
In Table 4 we first estimate the GMM SE regression results corresponding to equation (1) where the dependent variable is the leverage at book value (LevB). The efficiency of the methodology depends on the assumption that the dependent and the other explanatory variables are valid instruments and that the error terms do not exhibit serial correlation. To address this, we show the second-order serial correlation AR(2) test under the null hypothesis that there is no serial correlation of the error term. This test is distributed as a standard normal. The Hansen contrast is used to test the over-identifying restrictions that the instruments are valid. This test is distributed as a Chi-squared under the null hypothesis of instrument validity. As observed in Table 4 (and in the subsequent tables) we accept the null hypothesis of validity of instruments in all specifications, indicating that it is appropriate to treat firm-specific characteristics as exogenous. The second order serial correlation AR(2), which detects autocorrelation in levels, reveals that the model is properly specified, despite the fact that the hypothesis of the inexistence of first-order serial correlation cannot be rejected as expected (not tabulated for space-saving reasons). Although not reported, we also used the variance inflation factor (VIF) to ensure inexistence of the autocorrelation problems. 
Table 4 shows that the affiliation to business groups’ dummy variable (BG) is negatively related to leverage (LevB) across all the models. This finding is in accordance with the descriptive statistics observed in Table 1, where companies inside groups showed a lower level of debt (at book value) than firms outside groups. Therefore, capital structure decisions of affiliated firms are different from those decisions in non-affiliated firms. As we previously argue, business group affiliation gives incentive for firms to consider internal capital markets as a substitute for external funding. 
Regarding ownership features, results in Table 4 show how the number of shares held by controlling shareholders (OWN1 and LnOWN2) impacts positively on debt level. The supervisory role of majority shareholders supports the monitoring hypothesis that eventually reduces the agency costs, and consequently, it becomes easier for firms to issue debt. Controlling shareholders are argued to reduce the scope of managerial opportunism, resulting in lower direct agency conflicts between management and shareholders (Shleifer & Vishny, 1986). As Brailsford, Oliver, and Pua (2002) suggest, corporate debt ratios are likely to be an increasing function of the level of share ownership of controlling shareholders, ceteris paribus, as our findings show. Similarly, in a study which analyzes the endogeneity between debt and ownership concentration, Ganguli (2013) argues that higher debt coupled with concentrated shareholding might help resolve the collective action problem and reduce managerial discretion. Supporting this argument, Pindado and De La Torre (2011) record that the larger debt increments are promoted by outside owners when managers are entrenched, which may describe the case of Chilean firms where investors’ rights are weakly protected relative to other more developed markets (B. Silva, Azúa, Díaz, & Pizarro, 2008).
An additional explanation for the positive relationship between debt level and concentrated shareholding is supported by the pecking order approach (Myers, 1984). This theory suggests that market information is asymmetrically shared and, consequently, if the company issues equity to finance a project, it will have to do it at less than the prevailing market price, which represents bad news about the company’s future prospects. This signals that the shares are overvalued and the management is not confident to serve the debt if the project happens to be financed by debt (Ganguli, 2013). However, if debt is used to finance the project, it is constitutive of a good signal that management is confident on the future cash flows for serving the debt. Hence, controlling shareholders may encourage managers to use debt before equity in financing decisions, supporting the positive relationship between our ownership concentration measures and the firm’s leverage. 
However, when the variable that measures the percentage of shares held by officers and/or directors (CLOHD) is considered, the relationship with debt becomes negative at the standard levels of significance. A number of explanations are plausible. First, when insiders own a substantial proportion of outstanding shares, their personal default risk increases at high levels of debt, and consequently, they will reduce the debt outstanding. An alternative explanation is supported by the entrenchment hypothesis (Claessens, Djankov, Fan, & Lang, 2002; Alberto de Miguel, Pindado, & de la Torre, 2005). This approach suggests that when managers have a considerable proportion of company shares in their personal portfolios, their interests will not be aligned with the minority shareholders’ interests nor with creditors’ interests. This might cause the asset substitution problem at the expense of creditors, who will be reluctant to lend funds to firms with problems like these and will respond by rationing credits. Recall that in Table 1 the mean value of the CLOHD variable is 80.3%, which is far greater than the optimal level needed to exercise efficient control. Other arguments that can explain our results rely on the managerial incentives to raise external debt. Florackis and Ozkan (2009), and Ganguli (2013) show that a greater level of managerial ownership results in higher managerial opportunism and, consequently, less incentive to raise external debt in order to avoid monitoring. That is, if managers are not subject to internal scrutiny from the large shareholders, then they avoid monitoring produced by lenders. Additionally, according to Brailsford et al. (2002), since the occurrence of bankruptcy or financial distress will result in loss of employment, potential impairment of future employment, and potentially lower earning capacity of managers, they suggest that self-interested managers have incentives to reduce corporate debt to a level which is less than optimal.
Finally, as a robustness check we estimate two different analyses. First, we estimate the baseline models using OLS two-way fixed effect panel data tabulated in the appendix in Table A1. What is unique about the two-way fixed effects estimator is that another adjustment is made in order to address the consequences of simultaneously including firm and time specific effects in the regression model (Wallace & Hussain, 1969). Second, in Table A2 we replace the leverage at book value (LevB) by the leverage at market value variable (LevM). In both tables, the results observed are consistent with the evidence in Table 4 regarding the influence of ownership features and business group affiliation over leverage decisions.
[Insert Table 4 about here]	
A further analysis concerning the ownership structure and its differential impact on affiliated companies and companies outside groups is conducted with the introduction of interacting terms of ownership and business groups, as is shown in Table 5. In this case, we multiplied the ownership variables (OWN1, OWN2, LnOWN2 and CLOHD) with the BG dummy variable and created OWN1*BG, OWN2*BG, LnOWN2*BG, and CLOHD*BG. Before the interpretation of these interacting terms, it was necessary to run linear restriction tests to figure out if the linear combinations of estimators are statistically significant. In all the cases, as shown in the table, we rejected the null hypothesis that the linear combinations of the interacting estimators are equal to zero. Estimates are tabulated in Table 5. In this table we can observe, for instance, that OWN1 and OWN1*BG variables are statistically significant at the standard levels of confidence (e.g. see models (1) and (5)). Hence, when firms are affiliated within a business group (e.g. BG=1), the marginal effect on leverage is negative when ownership concentration of majority shareholders increases (see the linear combination OWN1+OWN1*BG). However, if firms are not affiliated (e.g. BG=0), leverage increases in the same direction as the ownership in hand of the majority shareholders. This result confirms those already found in the previous table. 
In order to test the robustness of such an important finding, we compute alternative linear combinations with OWN2 and LnOWN2 variables, representing the proportion of shares in hand of the second majority shareholder (OWN2), and the logarithmic transformation of the ownership in hand of the two majority shareholders (LnOWN2). We apply this transformation because the original variable (e.g. ownership held by the two majority shareholders) is highly skewed. We followed Demsetz and Villalonga (2001) in applying this transformation to obtain a symmetric distribution of this measure of ownership. In both cases (see models (2) and (6) for OWN2 and (3) and (7) for LnOWN2) we consistently observe that leverage drops when corporate ownership structure gets more concentrated in affiliated companies as recorded in the liner combinations OWN2+OWN2*BG and LnOWN2+LnOWN2*BG. Nevertheless, such a relationship is still positive when firms are not affiliated with any business group. Altogether, these findings reveal the differential role of ownership structure on capital structure decisions between affiliated and non-affiliated firms. In a nutshell, on the one hand, affiliated companies substitute external debt by intragroup lending, and on the other hand, they can substitute debt discipline by ownership discipline. However, since non-affiliated firms cannot take advantage of internal capital markets, they incur more debt by complementing ownership discipline with debt discipline as a governance mechanism.
Finally, the last corporate ownership variable on the spot is CLOHD, which represents the ownership addressed by executives and directors. The linear combination CLOHD+CLOHD*BD in estimations (4) and (8) still shows that a marginal change in closely held shares impacts negatively on leverage for the subsample of affiliated firms. This result supports the previous findings that managers shun debt monitoring by cutting outstanding debt. Results for non-affiliated companies, however, are not that clear because CLOHD reports a change in sign between models (4) and (8). Hence, we cannot assert that managers try to avoid debt discipline when their ownership increases in the firms they manage.
[Insert Tables 5 about here]
5. Conclusions
According to various theories, the potential drivers of capital structure decisions are still a mystery. With this work, we attempt to shed some light on the determinants of capital structure for firms in institutional contexts that have somehow been omitted from empirical analyses, such as the Chilean corporate sector and its particularities, basically driven by the ownership structure of corporations and their affiliation to business groups. We conclude that:
First, looking at the whole sample, the positive effect of firm size and tangibility as well as the negative effect of growth opportunities, profitability, and market timing condition on firm leverage verify the postulates of the main theories on capital structure decisions tested for contexts of developed countries. Therefore, some conclusions and expected relationships hypothesized for Anglo-Saxon context are also verified for the Chilean case.
Second, and perhaps more importantly, we observe some relations that are intrinsic to the institutional system in Chile. For instance, the general wisdom in economics is that business groups tend to be viewed as efficient responses to the existence of transaction costs in an economy by internalizing certain market inefficiencies (T. Khanna & Palepu, 2000). Eventually, business groups strengthen their internal structures and processes in ways that will enable them to increase their role as intermediaries in different markets such as capital markets and labor markets, among others. However, more than 15 years after the findings of T. Khanna and Palepu (1999) for the Chilean corporate sector, we still observe the contradiction with the traditional view that liberalization and improvements in the capital markets are likely to reduce the role of diversified business groups as intermediaries in the economy. Such a conclusion was also reached more recently by Larraín and Urzúa (2016), and our own findings seem to show similar results as well, although from a capital structure perspective. Our results demonstrate that when majority shareholders of affiliated firms increase their stakes, companies issue less debt to avoid lenders’ scrutiny and discipline. In this case, our results show that firms take advantage of the internal capital markets. However, when firms are not affiliated, as shareholders increase their proportion of shares in the company, the leverage ratio increases as a mechanism to reduce the potential free cash flow problems. Therefore, although the Chilean economy has experienced a deep improvement in reducing transaction costs through more developed financial markets, deregulation, and transparency in financial reporting in the last three decades, we observe that intra-business group transactions are still relevant. As a result, firms might become even more profitable if they are pursued as part of a business group that can act as intermediary between firms and imperfect markets. For instance, usage of internal capital markets by using the intra-group resources helps firms to get internal financing when the external one is even more costly than in developed economies. 
Third, our study contributes to the academic discussion about the capital structure puzzle and also to the strategic decisions made by both practitioners and policy-makers. Concerning the practitioners, this work allows them to compare the capital structure puzzle between group-affiliated and non-affiliated firms. Regarding policy-makers, the study provides evidence that the current institutional context requires better corporate governance legislation in order to foster the protection of the rights of both minority shareholders and firms’ creditors. Despite statistics placing Chile at the top of Latin-American countries in addressing market inefficiencies, the economy must still consider successful examples in other latitudes to keep on progressing toward a more developed economy.
Fourth, and also related to the corporate ownership, we observe that the closely held shares impact negatively on the level of debt. This finding shed additional light on the erroneous incentives of managers who try to protect their personal default risk and avoid the lenders’ scrutiny with lower levels of firm debt. This is what we observe in our results: when the marginal proportion of shares in hand of insiders increases, leverage decreases, and particularly in affiliated firms. 
From these conclusions, we derive a few recommendations for policy makers and regulatory authorities. An imbalance is observed between the development of capital markets and resilience (and growth) of business groups across time. When the former enhances, it is expected that the role of the latter decreases. But this does not seem to be the case in Chile. Why? Two explanations are plausible. One, on the market side, although capital markets have developed substantially in the last three decades, serious market imperfections still remain that justify the existence and predominance of business groups. Second, business groups have gained such a level of political and economic power that private benefits and accumulation of wealth (e.g. through transference prices at less than the market prices) keep them building empires which eventually negatively impact resource allocation. Consequently, policy makers and supervisory authorities are recommended to develop tasks aimed to improve market efficiency even further, and to regulate the way business groups develop cross-related economic activities, in such a way that does not distort market competition. This recommendation is in line with recent corporate events in Chile, such as the SQM case, where the controlling shareholder has held a hard dispute with other reference shareholders and minority shareholders (such as the pension fund managers and other institutional investors), which led the controlling shareholder to look for strategies to consolidate the control by making some institutional investors step down temporarily from the board of directors.
Finally, through our research we conclude that modern capital structure models are not necessarily transferable from developed to developing countries unless local corporate characteristics are considered. Consequently, much still needs to be done to develop theories on corporate finance, in general, and on capital structure decisions, in particular, that adjust and articulate their assumptions to the particularities of the different institutional contexts. From here we foresee a fruitful future research line.
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