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Abstract
We examine the association between CEO entrenchment and capital structure decisions of Asian firms. We find that firms with higher CEO entrenchment have lower level of leverage. Specifically, firms with CEO who chairs the board, lower proportion of outside directors and higher CEO tenure, have lower leverage.  The negative association between CEO entrenchment and corporate leverage is more pronounced in firms with higher agency costs of free cash flow. In addition, for firms with entrenched CEOs, those with greater institutional investors’ equity ownership have higher leverage. This result suggests that active monitoring by large shareholders mitigate entrenched CEOs’ incentives to avoid debt.
1. Introduction

A considerable body of research has focused on managers deviating from optimal level of capital structure due to conflict of interest between managers and shareholders. One stream of research suggests that leverage reduces managerial discretion over corporate resources because higher debt financing increases the commitment and pressure to distribute surplus cash as repayment of debt obligations (Jensen 1986). Thus, entrenched managers prefer capital structures with low leverage. Another stream of research suggests that entrenched managers have greater incentives to increase leverage beyond the optimal level to reduce the probability of successful takeovers by increasing the concentration of their shareholdings, which enables them to have greater control of in their firms (Harris and Raviv (1988) and Stulz (1988)). 

Prior studies on US listed firms provide some evidence that entrenched managers prefer low corporate leverage. Friend and Lang (1988) and Mehran (1992) find that firms with high agency costs of managerial discretion have low leverage levels.  Using a sample of large US industrial firms, Berger, Ofek and Yermack (1997) find that leverage levels are lower when CEOs do not face pressure from ownership and compensation incentives or active monitoring. They also document that leverage increases significantly in the aftermath of events that represent entrenchment-reducing shocks to managerial security such as unsuccessful tender offers, involuntary CEO replacements, and the addition to the board of major shareholders. However, given the opposing theories on the association between the capital structure decisions and managerial entrenchment, the empirical evidence supporting these views are hard to generalize, especially in other economies. For example, the market for corporate control in Asia is relatively less hostile and involuntary CEO turnover is quite infrequent. In addition, most firms in Asia are closely held and controlled by a large ultimate shareholder (Claessens, Djankov and Lang (2000)).  These ownership structures allow controlling owners to commit low equity investment while maintaining tight control of the firm, creating a separation of cash flow rights and voting rights. As the separation of cash flow rights from voting rights increases, the controlling owner becomes more entrenched with levels of control and entrenched managers in Asia may have weaker incentives to increase corporate leverage with the aim of increasing their voting rights. 

This paper examines the association between CEO entrenchment and capital structure decisions of Asian firms. We find that firms with higher CEO entrenchment have lower level of leverage. Specifically, our results indicate that firms with CEO who chairs the board, lower proportion of outside directors, and higher CEO tenure, have lower leverage.  
We then examine factors may affect the association between leverage and CEO entrenchment. We find that the negative association between CEO entrenchment and corporate leverage is more pronounced in firms with higher agency costs of free cash flow. Thus, in firms with entrenched CEOs, those with greater managerial discretion associated with free cash flow have lower leverage. We interpret our result as suggesting that high agency costs of free cash flow exacerbates the agency costs associated with CEO entrenchment, resulting in lower level of leverage.

We also find that for firms with entrenched CEOs, those with greater institutional investors’ equity ownership have higher leverage. This result suggests that active monitoring by large institutional shareholders mitigate entrenched CEOs’ incentives to avoid debt. Our result contributes to stream of research on the corporate governance role of institutional shareholders in curtailing the managerial opportunism or self-serving behavior (Gillan and Starks (2000), Hartzell and Starks (2003) Parrino, Sias and Starks (2003)). 
Debt-to-asset ratios represent the cumulative result of years of separate decisions. Thus, cross-sectional tests based on a single aggregate of different decisions are likely to have low power (Jung, Kim and Stulz (1996)). To increase the power of our test, we also examine the decisions to change leverage. Further analysis indicates that year-to-year change in leverage is negatively associated with CEO entrenchment. Specifically, net debt issued during the year is lower when CEO also chairs the board, when the CEO has longer tenure. We also find significant leverage decreases occurring in firms with low board independence.
As a robustness test, we also examine how leverage changes as a function of the firm’s financing deficit at the start of the year. The financing deficit variable is computed as cash dividends paid plus investments plus capital expenditure plus change in working capital less cash flow. We find that firms with entrenched CEOs tend fund their financing deficit by issuing less debt. We interpret our result as entrenched CEOs avoid increases in debt to fund firm-level financing deficit to mitigate the disciplinary role of debt in mitigating managerial discretion.  This result suggests that in firms with entrenched CEOs, those with high free cash flow are even less likely to fund their financing deficit with debt. In other words, the entrenchment effect of CEOs on net debt issued is more pronounced in firms with high agency costs of free cash flow. In firms with entrenched CEOs, those with high institutional equity ownership are more likely to fund their financing deficit with debt. Hence, the entrenchment effect of CEOs on net debt issued is mitigated by large institutional equity ownership, suggesting institutional shareholders play an effective monitoring role.

The rest of the paper proceeds as follows. Section 2 develops the hypotheses and places our paper in the context of related research. Section 3 describes the sample. Section 4 presents our results. We conclude the paper in section 5.

2. Prior Research and Hypothesis

2.1 CEO entrenchment and leverage

Conflicts of interest over capital structure decisions arise between managers and shareholders because managers may deviate from value-maximizing level of debt. Managers may prefer less leverage than optimal because of their preference for lower firm risk to protect their undiversified human capital (Fama (1980)) and their preference to avoid the performance pressures associated with fixed debt payments (Jensen (1986)). 
Jung, Kim and Stulz (1996) provide evidence supporting the entrenchment affecting capital structure choices.  They find that equity issuers are low-leverage firms with limited investment opportunities. These firms also invest more than similar firms issuing debt. These results suggest that agency costs of managerial discretion lead certain firms to issue equity when debt issuance would be the firm-value enhancing alternative.
Using a sample of 452 industrial firms in the United States, Berger, Ofek and Yermack (1997) find that firm leverage is negatively associated with the degree of entrenchment of managers. Specifically, they find that leverage is lower when the CEO has a long tenure in office, has weak compensation incentives, and does not face strong monitoring from the board of directors. In further analysis of leverage changes, they find that leverage increases significantly in the aftermath of events that represent entrenchment-reducing shocks to managerial security such as unsuccessful tender offers, involuntary CEO replacements, and the addition to the board of major shareholders. 
Another stream of research suggests that entrenched managers have greater incentives to increase leverage beyond the optimal level so that they can increase the voting power of their equity ownership and reduce the probability of successful takeovers (Harris and Raviv (1988) and Stulz (1988)). In a similar vein, Israel (1992) argues that by issuing debt, the management of the target firm transfers some of the value from equity holders to debt-holders in exchange for private benefits of control, which lowers the acquirer’s premium. Unlike US, the market for corporate control is less hostile in Asia and proxy fights are rare. In addition, involuntary CEO turnover is relatively infrequent in Asia.  Most firms in Asia are closely held and controlled by a large ultimate shareholder (Claessens, Djankov and Lang (2000)).  Corporate ownership in Asia is complicated by pyramidal and cross-holding structures. Specifically, these ownership structures allow controlling owners to commit low equity investment while maintaining tight control of the firm, creating a separation of cash flow rights and voting rights. As the separation of cash flow rights from voting rights increases, the controlling owner becomes more entrenched with levels of control, while the low cash-flow level provides a low degree of alignment of interest between the controlling owner and minority shareholders. Given the relatively inactive market for corporate control and high voting rights concentration in the controlling shareholder, we conjecture that entrenched managers in Asia have relatively weak incentives to increase corporate leverage with the aim of increasing their voting rights. 

Thus, on balance, entrenched CEOs of Asian firms are likely to prefer lower corporate leverage to avoid the monitoring associated with debt financing. If CEOs in Asian firms face less entrenchment-reducing shocks to managerial security such as unsuccessful tender offers and involuntary CEO replacements, the degree of CEO entrenchment will be higher. Our first hypothesis is 
H1 : In Asian firms, leverage is negatively associated with the CEO entrenchment.

2.2 Free Cash Flow, CEO entrenchment and leverage
Firms with high free cash flow may over-invest in negative net present value projects (Jensen (1986), Stulz (1990) and Zwiebel (1996)). Leverage reduces management’s discretion and mitigates the agency costs of managerial discretion. Since debt financing without retention of proceeds of issue commits the free cash flow to pay creditors, management has less control over the firm’s cash flow. Management will be monitored by creditors who want to ensure that they will be repaid.  We posit that entrenched CEOs have incentives to avoid the monitoring associated higher leverage so that they have more discretion over corporate resources.  We extend this notion to suggest that entrenched CEOs’ propensity to avoid leverage is exacerbated in firms with high free cash flow. Thus, the combination of higher free cash flow and higher CEO entrenchment amplifies the agency costs of managerial discretion and results in lower leverage.

H2: The negative association between CEO entrenchment and corporate leverage is more pronounced in firms with higher free cash flow.
2.3 Institutional ownership, CEO entrenchment and leverage

Past studies document the role of large shareholders in corporate governance (Shleifer and Vishny (1997)). Due to the high cost of monitoring, large shareholders such as institutional investors can achieve sufficient benefits to have an incentive to monitor (Grossman and Hart, 1980). Specifically, large institutional investors have the opportunity, resources, and ability to monitor, discipline, and influence managers. McConnell and Servaes (1990), Nesbitt (1994), Smith (1996) and Del Guercio and Hawkins (1999) find  that firm performance (as measured by Tobin’s Q) is positively related to institutional investor ownership. These studies provide consistent with the hypothesis that corporate monitoring by institutional investors can result in managers focusing more on corporate performance and less on opportunistic or self-serving behavior. 
Other studies find that institutional investors have increasingly used their ownership rights to pressure managers to act in the interest of shareholders. Gillan and Starks (2000) find that corporate governance proposals sponsored by institutional investors receive more favorable votes than those sponsored by independent individuals or religious organizations. Hartzell and Starks (2003) find that institutional ownership is negatively associated with the level of executive compensation and positively associated with pay-for-performance sensitivity. Finally, Parrino, Sias and Starks (2003) show that institutional selling is associated with forced CEO turnover and that these CEOs are more likely to be replaced with an outsider. 

In this study, agency costs arise because entrenched CEOs under-lever their firms to avoid the tighter monitoring associated with higher debt financing. If institutional shareholders have the incentives and ability to perform an effective monitoring role, we predict that large institutional shareholders mitigate entrenched CEOs’ incentives to reduce corporate leverage. Thus, for firms with entrenched CEOs, those with higher institutional ownership have higher leverage. Our third hypothesis is:

H3: The negative association between CEO entrenchment and corporate leverage is mitigated in firms with higher institutional shareholders.

3.  Data and Method

3.1 Sample Construction
We begin with the Worldscope database to identify listed firms in eight East Asian countries comprising Hong Kong, Indonesia, Japan, South Korea, Malaysia, Philippines, Singapore and Thailand for the period 2000 to 2005. We exclude financial institutions because of their unique financial structure and regulatory requirements. We eliminated observations with extreme values of financial statement variables such as leverage and return-on-assets (discussed in section 3.2 below). This procedure yields an initial sample of 4,720 firms. In view of the costs of manually collecting CEO entrenchment and ownership variables from the annual reports, we randomly select 834 firms to obtain 18% of the firms in the initial sample. We obtain annual reports for fiscal year 2000 to 2005 from the Global Report database and company websites. Our final sample consists of 834 firms for 4,301 firm-year observations during the period 2000 to 2005 in eight East Asian countries (Hong Kong, Indonesia, Japan, South Korea, Malaysia, Philippines, Singapore and Thailand). On average, our final sample accounts for 62% of the market capitalization of the all the listed firms in these countries.
3.2  Empirical Model

We use the following regression model below to test the association between the corporate leverage and the CEO entrenchment:
 

LTD = β0 + β1*CEODUAL + β2*TENURE + β3*OUTDIR  + β4INSTIOWN  + β5ROA + β6*SIZE + β7*MB + β8*TANGIBLE + β9*FCF + Country Controls +  Year Controls + Industry Controls + e                              (1)

where:

LTD = long term debt divided by total assets.

CEODUAL = A dummy variable that equals 1 if the CEO is the chairman of the board of directors, and 0 otherwise.

TENURE = The number of years the CEO in office.

OUTDIR = The number of outside directors divided by board size.

INSTIOWN = percentage of common stock outstanding owned by institutional shareholders

ROA = net profit after tax divided by total assets.

SIZE = natural logarithm of total assets.

MB = market value of equity divided by book value of equity.

TANGIBLE = Net Property, Plant and Equipment divided by total assets.

FCF = (Cash flow from operations less capital expenditure less common dividends paid) divided by total assets.

Country Controls = a set of country dummy variables 

Year Controls = a set of year dummy variables 

Industry Controls = a set of industry dummy variables

e is the error term.

Test Variables
We have three proxies for CEO entrenchment : (i) CEO duality, (ii) CEO tenure and (iii) board independence. The board of directors cannot objectively monitor a CEO who also chairs the board.  Consistent with this hypothesis, Dahya, McConnell and Travlos (2002) find higher CEO turnover following poor firm performance for firms that separate CEOs and board chairs. They also find that operating performance improves for these firms. We measure CEO duality with a dummy variable (CEODUAL) that equals 1 if the CEO is the chairman of the board of directors, and 0 otherwise.

Following Hermalin and Weisbach (1998), we argue that independent boards are more willing to monitor the CEO, whose ability to impose costs on them declines with their independence. We measure board independence as the proportion of outside directors on the board (OUTDIR). Outside directors are defined as those who are not current nor former employees of the company and those who do not have any related party transactions with the company. 

The CEO’s control over the internal monitoring mechanisms increases as his tenure increases. An entrenched CEO who is insulated from the threat of disciplinary action from the managerial labour market and the market for corporate control is likely to have a larger number of years in the office. We compute the CEO tenure as the number of years in office until the start of the current year (TENURE).
Hypothesis H1 predicts that corporate leverage is negatively associated with CEO entrenchment. Thus, we expect firms with CEO who chairs the board, lower proportion of outside directors, and higher CEO tenure, have lower leverage.  Hence, we predict the coefficients β1 and β2 to be negative and the coefficients β3 to be positive. 
Next, we construct a composite entrenchment variable using principal component analysis that summarizes the information contained in the individual entrenchment variables by detecting linear relationships among these variables. The advantage of this method is that it reduces the dimension of the explanatory variables and the potential multi-collinearity problem. 

To test hypothesis H2 and H3, we modify model (1) as follows:-

LTD = β0 + β1*ENTRENCH + β2*ENTRENCH*FCF + β3ENTRENCH*INSTIOWN + β4*INSTIOWN  + β5*ROA + β6*SIZE + β7*MB + β8*TANGIBLE + β9*FCF +  Country Controls +  Year Controls + Industry Controls + e                              (2)

Where 

ENTRENCH =  a composite CEO entrenchment index based on the principal component analysis of  CEODUAL, TENURE and OUTDIR with higher values of ENTRENCH denoting  higher CEO entrenchment.

Other variables are previously defined.

From Hypothesis H1, we predict the coefficient for ENTRENCH to be negative.

Hypothesis H2 predicts that the negative association between leverage and CEO entrenchment is more pronounced in firms with higher agency costs of free cash flow. We measure free cash flow (FCF) as cash flow from operations less capital expenditure less common dividends paid divided by total assets. Thus, we expect the coefficient on the interaction term, ENTRENCH*FCF, to be negative.

Hypothesis H3 predicts that the negative association between leverage and CEO entrenchment is more mitigated in firms with higher institutional equity ownership. Thus, we expect the coefficient on the interaction term, ENTRENCH*INSTIOWN, to be positive.

Control variables

We also include in our model standard control variables for other firm characteristics expected to influence leverage. These variables were considered in prior studies such as Titman and Wessels (1988) and Rajan and Zingales (1995). To control for firm size, we use the natural logarithm of the book value of total assets (SIZE). To control for profitability, we include a return on assets variable (ROA) defined as net income after tax divided by total assets. We also control for the collateral value of tangible assets by including the net property, plant and equipment divided by total assets (TANGIBLE). To control for growth options in the firm’s investment opportunity set, we include the ratio of market value of equity to book value of equity (MB). We also include year dummies to control for time-series effects and country dummies to control for country-specific effects. We include industry dummies to control for industry-level determinants of capital structure.  
4. Results
4.1 Descriptive statistics
Table 1 reports the descriptive statistics. Mean leverage, computed as long-term debt divided by total assets, is 0.1178. On average, the firms are profitable (mean ROA=0.037), relatively low growth firms (mean MB =1.096) and have high proportion of assets comprising of tangible assets (mean TANGIBLE= 0.406). About 26% of the firms have a CEO who also chairs the board. The mean CEO tenure is 6.1 years. The mean proportion of outside directors on the board is 0.4002. The mean of INSTIOWN is 0.19, suggesting that 19% of the firms have large institutional shareholders.

4.2 Leverage levels

Table 2 presents the results of regressions of corporate leverage levels. The dependent variable is the level of leverage defined as long-term debt divided by total assets. In column (1), the results indicate that firms with entrenched CEOs have lower leverage. Specifically, the estimated coefficient on CEODUAL is negative and significant at the 1% level, suggesting that firms with CEO who chairs the boars have lower leverage.  Furthermore, the estimated coefficient on TENURE is negative and significant at the 1% level, suggesting that the longer the CEO tenure, the lower the corporate leverage. This result is consistent with entrenched CEOs taking on less debt, under the assumption that entrenched CEOs have longer job tenure in office. Variables associated with stronger monitoring have positive associations with leverage. When the CEO’s power over the board decreases, corporate leverage increases. Specifically, the positive and significant coefficient on OUTDIR suggests that firms with higher proportion of outside directors on the board have higher leverage. Thus, independent boards have greater influence over entrenched CEOs’ incentives to avoid leverage. 
In Table 2 column (2), we include a composite CEO entrenchment variable (ENTRENCH) based on the principal component analysis of CEODUAL, TENURE and OUTDIR. The composite CEO entrenchment proxy is an increasing function of managerial entrenchment given the relative importance of the overall factor loadings of each individual entrenchment proxy. Thus, higher values of ENTRENCH denote higher CEO entrenchment. The estimated coefficient on ENTRENCH is negative and significant at the 1% level. This result supports the hypothesis that entrenched CEOs prefer less debt.  
In Column (3), the coefficient on the interaction term between CEO entrenchment and free cash flow (ENTRENCH*FCF) is negative and significant at the 5% level. This finding suggests that the negative association between leverage and CEO entrenchment is more pronounced in firms with higher agency costs of free cash flow. Thus, consistent with hypothesis H2, in firms with entrenched CEOs, those with greater managerial discretion associated with free cash flow have lower leverage. In other words, higher free cash flow exacerbates the agency costs associated with CEO entrenchment, resulting in lower level of leverage.

Furthermore, our results indicate that leverage increases with the proportion of equity owned by institutional investors (INSTIOWN). This finding suggests CEOs are more likely to take on more debt when there is active monitoring by large external shareholders. More generally, large shareholders appear to act as monitoring complements to debt-holders. We also document that the coefficient on the interaction term between CEO entrenchment and free cash flow (ENTRENCH*INSTIOWN) is positive and significant at the 1% level.  Thus, consistent with hypothesis H3, this finding suggests that the negative association between leverage and CEO entrenchment is mitigated in firms with higher institutional equity ownership. By demonstrating that in firms with entrenched CEOs, those with larger institutional equity ownership have higher leverage, our result provides evidence supporting the notion that large institutional shareholders play an effective monitoring role in reducing managerial discretion.

In general, the control variables are in their predicted direction.  Firms with larger profitability and those with lower free cash flow have lower leverage.  Larger firms and firms with higher proportion of tangible assets have higher leverage. As robustness tests, we repeat our analysis by country. Regression results by country (not tabulated) yield qualitatively similar results. Similarly, when we repeat our tests using annual regressions, our inferences are not changed. Thus, there is no clustering of results by economy and by year.
4.3 Changes in leverage 
Prior studies (Jung. Kim and Stulz (1996) and Berger, Ofek and Yermack (1997)) suggest that debt-to-asset ratios represent the cumulative result of years of separate decisions. Thus, cross-sectional tests based on a single aggregate of different decisions are likely to have low power. Following Berger, Ofek and Yermack (1997), as an additional test, we analyse the decisions to change leverage, rather than the cross-sectional variation in debt-to-asset ratios. To examine the net change in leverage during the year, we compute the net debt issued variable (DEBTISSUE) as 

DEBTISSUE =  ( debt issued less debt retired ) minus (equity issued less equity retired)

                                     Total assets at the start of the year 

Table 3 presents the regression results for our model of year-to-year net change in leverage. The dependent variable is net debt issued during the year. All independent variables are measured at the start of the year. In column (1), we find that firms with CEO who also chairs the board have significant decrease in leverage.  The results also indicate significant increases in leverage in firms with higher CEO tenure. We also document that firms with higher proportion of outside directors on the board have larger leverage increases. Furthermore, net debt issued by firms is positively associated with the proportion of institutional equity ownership. Collectively, these results suggest that entrenched CEOs are less likely to issue net debt. 
In column (2), we replace three of the proxies for CEO entrenchment (CEODUAL, TENURE and OUTDIR) with a composite CEO entrenchment variable (ENTRENCH).  Recall that the variable ENTRENCH is computed based on the principal component analysis of CEODUAL, TENURE and OUTDIR with higher values of ENTRENCH denoting greater CEO entrenchment. The estimated coefficient on ENTRENCH is negative and significant at the 1% level. This finding implies that entrenched CEOs issue less net debt.  
In Column (3), we test whether agency costs of free cash flow exacerbate entrenched CEOs incentives’ to issue less debt. The coefficient on the interaction term between CEO entrenchment and free cash flow (ENTRENCH*FCF) is negative and significant at the 5% level. This finding suggests that in firms with higher agency costs of free cash flow, those with more entrenched CEOs have lower propensity to issue net debt.  Hence, the combination of higher agency costs of free cash flow and greater CEO entrenchment is associated with greater decline in leverage. We also document that the coefficient on the interaction term between CEO entrenchment and free cash flow (ENTRENCH*INSTIOWN) is positive and significant at the 1% level.  Consistent with hypothesis H3, this finding suggests that in firms with entrenched CEOs, those with higher institutional equity ownership have higher increases in leverage. 
4.4 Financing deficit
Our main results indicate that less entrenched CEOs issue more debt. However, as Berger, Ofek and Yermack (1997) note, more leverage may not represent a value-increasing strategy, and it is possible that CEOs increase their firms’ leverage beyond optimal levels as a defensive measure when their security is threatened.  For example, increasing corporate leverage increases the concentration of equity, which may reduce the likelihood of takeover.  
To address this issue, we examine how leverage changes as a function of the firm’s financing deficit at the start of the year. Table 4 presents the results of regressions of changes in leverage on financing deficit and CEO entrenchment variables. The dependent variable is net debt issued during the year (defined in section 4.3). The financing deficit variable (DEFICIT) is computed as cash dividends paid plus investments plus capital expenditure plus change in working capital less cash flow. A positive coefficient on DEFICIT indicates that the firm funds its financing deficit with debt.  In column (1), the financing deficit variable is positive and significant, indicating that firms fund their financing deficit mainly with debt issuance. The interaction term between financing deficit and composite entrenchment index (ENTRENCH*DEFICIT) is negative and significant at 5% level. This result suggests that firms with entrenched CEOs tend fund their financing deficit by issuing less debt. We interpret our result as entrenched CEOs avoid increases in debt to fund firm-level financing deficit to mitigate the disciplinary role of debt in mitigating managerial discretion. Hence, this result casts doubt that the changes in leverage are likely to be firm value-enhancing.
In column (2), we examine how agency costs of free cash flow affects the association between changes in leverage and the financing deficit in firms with entrenched CEOs. The three-way interaction term (ENTRENCH*DEFICIT*FCF) is negative and significant at the 5% level. This result suggests that in firms with entrenched CEOs, those with high free cash flow are even less likely to fund their financing deficit with debt. In other words, the entrenchment effect of CEOs on net debt issued is concentrated in firms with high agency costs of free cash flow. 

In column (3), we explore how institutional equity ownership affects the association between changes in leverage and the financing deficit in firms with entrenched CEOs. The three-way interaction term (ENTRENCH*DEFICIT*INSTIOWN) is positive and significant at the 10% level. Thus, there is some evidence supporting the notion that in firms with entrenched CEOs, those with high institutional equity ownership are more likely to fund their financing deficit with debt. In other words, the entrenchment effect of CEOs on net debt issued is reduced in the presence of large institutional equity ownership. 

5. Conclusion

Entrenched CEOs have discretion over their firms’ leverage choices. Following Jensen (1986)), leverage reduces the agency costs of managerial discretion. Since debt issuance commits the free cash flow to pay creditors, management has less control over the firm’s cash flow. Thus, we posit that entrenched CEOs have incentives to avoid the monitoring associated higher leverage so that they have more discretion over corporate resources.  We find that firms with higher CEO entrenchment have lower level of leverage. Specifically, firms with CEO who chairs the board, lower proportion of outside directors and higher CEO tenure have lower leverage.  
We also predict that the combination of higher free cash flow and higher CEO entrenchment exacerbates the agency costs of managerial discretion and results in lower leverage. Consistent with our hypothesis, we find that the negative association between CEO entrenchment and corporate leverage is more pronounced in firms with higher agency costs of free cash flow. Finally, we document that for the sub-sample of firms with entrenched CEOs, those with greater institutional investors’ equity ownership have higher leverage. This result suggests large institutional shareholders play an important corporate governance role to mitigate entrenched CEOs’ incentives to avoid debt.
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Table 1
Descriptive Statistics

The sample consists of 4,301 firm-year observations in the period 2000 to 2005. All variables are defined in appendix 1.

	
	Mean
	25th Percentile
	Median
	75th Percentile
	Standard deviation

	LTD


	0.1178
	0.0023
	0.0734
	0.1972
	0.1299

	ROA


	0.0373
	0.0038
	0.0384
	0.0849
	0.1451

	SIZE

	12.4491
	11.4710
	12.3871
	13.406
	1.3999

	MB

	1.0969
	0.4673
	0.7771
	1.3248
	1.0778

	TANGIBLE

	0.4067
	0.2464
	0.4030
	0.5558
	0.2048

	FCF

	0.0026
	-0.0331
	0.0062
	0.0643
	0.0781

	CEODUAL

	0.2600
	0
	0
	1
	0.4382

	TENURE

	6.149
	4.662
	5.223
	6.0379
	2.4584

	OUTDIR

	0.4002
	0.2864
	0.3247
	0.5565
	0.1514

	INSTIOWN

	0.1908
	0.1129
	0.1912
	0.2653
	0.1037

	
	
	
	
	
	


Table 2

Regressions of capital structure levels.
The sample consists of 4,301 firm-year observations in the period 2000 to 2005. The dependent variable is long-term debt divided by total assets (LTD). ENTRENCH is a composite entrenchment index based on the principal component analysis of  CEODUAL, TENURE and OUTDIR with higher values of ENTRENCH denoting  higher CEO entrenchment. The clustered t-statistics, adjusted for heteroscedasticity and serial correlation,  are reported in parenthesis. All other variables are defined in appendix 1.

	
	1
	2
	3

	CEODUAL
	-0.0185

(-4.26)***


	
	

	TENURE
	-0.0026
(-3.17)***


	
	

	OUTDIR
	0.0413
(3.08)***


	
	

	INSTIOWN
	0.0853
(5.23)***


	0.0653
(3.41)**
	

	ENTRENCH
	
	-0.0249
(-6.84)***


	-0.01708
(-3.95)***

	ENTRENCH*FCF
	
	
	-0.0147
(-2.23)**



	ENTRENCH*INSTIOWN
	
	
	0.0341
(4.51)***



	ROA
	-0.1052

(-8.34)***


	-0.2172

(-9.02)***
	-0.1467
(-6.53)***

	SIZE
	0.0322

(14.16)***


	0.0324

(16.62)**
	0.0317
(14.28)***

	MB
	0.0045

(2.11)**


	0.0035

(2.15)**
	0.0071
(1.09)

	TANGIBLE
	0.1523

(7.62)***


	0.1516

(7.49)***
	0.1495
(7.31)***

	FCF
	-0.0147

(2.10)**
	-0.0285

(-2.21)**
	-0.0382
(-1.71)*



	Year indicator variables
	Yes

	Yes
	Yes

	Country indicator variables
	Yes

	Yes
	Yes

	Industry indicator variables
	Yes

	Yes
	Yes

	N
	4,301


	4,301
	4,301

	Adjusted R2 
	29.1%
	28.6%
	30.7%


Table 3
Regressions of net debt issued
The sample consists of 1,198 firm-year observations in the period 2000 to 2005. The dependent variable is net debt issued divided by total assets at the start of the year (DEBTISSUE). Net debt issued is (debt issued less debt repurchased) minus (equity issued less equity repurchased) during the year.  All the independent variables are measured at the start of the year. ENTRENCH is a composite entrenchment index based on the principal component analysis of  CEODUAL, TENURE and OUTDIR with higher values of ENTRENCH denoting  higher CEO entrenchment. The clustered t-statistics, adjusted for heteroscedasticity and serial correlation,  are reported in parenthesis. All other variables are defined in appendix 1.

	
	1
	2
	3

	CEODUAL
	-0.0542
( -2.75)***


	
	

	TENURE
	-0.0021

(-3.18)***


	
	

	OUTDIR
	0.0487

( 2.03)**


	
	

	INSTIOWN
	0.0457

(2.17)**


	0.0283
(2.09)**
	

	ENTRENCH
	
	-0.0611
(-4.86)***


	-0.0484

(-5.17)***


	ENTRENCH*FCF
	
	
	-0.0122
(-2.14)**



	ENTRENCH*INSTIOWN
	
	
	0.0155
(1.99)**



	ROA
	0.1819

(3.95)***
	0.1832
(3.98)***
	0.1622
(3.49)***



	SIZE
	0.0178

(5.65)***
	0.0177
(1.89)*
	0.0058
(0.94)


	MB
	-0.0141

(-1.87)*
	-0.0139
(-1.86)*
	-0.0146
(-1.96)***



	TANGIBLE
	-0.0135

(-0.65)
	-0.0123
( -0.60)
	-0.0041
( -0.19)


	LTD
	-0.1838

(-5.85)***
	-0.1838
(-5.63)***
	-0.1792
(-5.72)***



	FCF


	-0.2193

(-5.52)***


	-0.2154
(-5.44)***
	-0.2250
(-5.64)***

	Year indicator variables
	Yes

	Yes
	Yes

	Country indicator variables
	Yes

	Yes
	Yes

	Industry indicator variables
	Yes

	Yes
	Yes

	N
	1,198
	1,198
	1,198



	Adjusted R2 
	15.8%
	15.7%
	16.3%


Table 4
Regressions of net debt issued on financing deficit 

The sample consists of 1,162 firm-year observations in the period 2000 to 2005. The dependent variable is net debt issued divided by total assets at the start of the year (DEBTISSUE). Net debt issued is (debt issued less debt repurchased) minus (equity issued less equity repurchased) during the year. All the independent variables are measured at the start of the year. ENTRENCH is a composite CEO entrenchment index based on the principal component analysis of  CEODUAL, TENURE and OUTDIR with higher values of ENTRENCH denoting  higher CEO entrenchment. DEFICIT is financing deficit for the year computed as the sum of cash dividend plus capital expenditure plus investments plus change in working capital less cash flow from operations divided by total assets. CHGROA is the change in return on assets. CHGMB is the change in market-to-book equity. CHGSIZE is the change in firm size as measured by logarithm of total assets. CHGTANGIBLE is the change in tangible assets. The clustered t-statistics, adjusted for heteroscedasticity and serial correlation,  are reported in parenthesis. 

	
	1
	2

	DEFICIT
	0.0745

(2.84)***


	0.8503

(2.19)**

	ENTRENCH
	-0.0197

(2.25)**


	-0.0211

(-1.81)*

	ENTRENCH*DEFICIT 
	-0.0116

(-2.29)**


	-0.0134

(-2.01)**

	ENTRENCH*DEFICIT*FCF
	
	-0.1006

(-6.41)***



	ENTRENCH*DEFICIT*INSTIOWN
	
	0.0345

(1.93)*



	CHGROA
	-0.1877

(-4.06)***


	-0.1828
(-4.02)***

	CHGSIZE
	0.1159

(8.12)***


	0.1041
(7.36)***

	CHGMB
	0.0026

(0.61)


	0.0041
(0.98)

	CHGTANGIBLE
	0.0745

(1.67)*


	0.0545
(1.24)

	Year indicator variables
	Yes
	Yes


	Country indicator variables
	Yes
	Yes


	Industry indicator variables
	Yes
	Yes


	N
	1,162
	1,162



	Adjusted R2 
	10.5%
	13.7%


Appendix 1 – Variables definition
	Variables 


	Definition

	LTD
	Long-term debt divided by total assets.



	ROA
	Net income after tax divided by total assets.



	SIZE
	Natural logarithm of book value of total assets.



	MB
	Market value of equity divided by book value of equity



	TANGIBLE
	Net Property, Plant and Equipment divided by total assets.



	FCF
	(Cash flow from operations less capital expenditure less common dividends paid) divided by total assets.



	CEODUAL
	A dummy variable that equals 1 if the CEO is the chairman of the board of directors, and 0 otherwise.



	TENURE
	The number of years the CEO in office.



	OUTDIR
	The number of  outside directors divided by board size.



	INSTIOWN
	The proportion of common equity held by institutional investors.
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