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Abstract 
We analyze capital structure and choice of financing alternatives in a broad sample of CEE 
companies. We build our investigation on two methods: the one concentrates on capital 
structure decisions through quantitative financial information, the second extends it with 
verbal and qualitative information about the explicit and latent preferences behind financing 
policy. We develop a questionnaire concentrating on financial decision-making, which is 
asked from a random sample of 498 firms fairly representing size classes and countries by 
weight of their economic performance. We collect accounting data from BvD Amadeus for 
the period of 2005-2008 to have a closer look at the strength of the pecking order and static 
tradeoff theory. We run a panel regression using the well-known accounting variables. The 
CFOs’ answers reflect a POT driven behavior, with a limited role of target leverage ratio 
(STT), which is confirmed by the estimated coefficients of the panel regression. 
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1. Introduction 
We analyze capital structure and choice of financing alternatives in a broad sample of 

Central and Eastern European companies from Poland, Hungary, the Czech Republic, 
Romania, Slovakia, Bulgaria, Slovenia, Lithuania, Latvia and Croatia. For a deeper 
understanding of firms’ motivations in their financing practice, we build our investigation on 
two methods: the one concentrates on regional firms’ capital structure decisions through 
quantitative financial information, that the second analysis extends with verbal and more 
qualitative information about the explicit and latent preferences behind financing policy and 
management practice. 

Brounen et al. (2006) carry out an international survey on capital structure choice 
among European CFOs. Their qualitative analysis addresses four developed markets. They 
test the robustness of the pecking order driven behavior and reveal that, similarly to the 
findings resulted from a survey in the U.S by Graham and Harvey (2001), the pecking order 
theory is followed by European companies. Moreover, the static tradeoff theory also holds as 
it is supported by the pronounced importance of target leverage ratio. Existing differences in 
institutional systems and financial orientation across western European countries do not seem 
to have a major influence on the choice (ranking) of the most relevant factors determining the 
capital structure decisions. 

Drawbacks of quantitative analyses such as potential distortions arising from the use of 
proxy accounting variables may be dissolved with a more qualitative questionnaire technique 
that allows us analyzing not only the accounting track of the financial decisions but also their 
motivational background and the specific logic followed by firms’ management. 

We use BvD Amadeus database for compiling a firm-level dataset. We develop a 
questionnaire concentrating on financial decision-making, which is asked from a random 
sample of 498 firms fairly representing size classes and countries by weight of their economic 
performance. Having the completed surveys with executives' preferences we collect 
accounting data to have a closer look at the strength of both the pecking order theory and the 
static tradeoff theory. We run a panel regression using the well-known accounting proxies 
(see Rajan and Zingales, 1995; Booth et al., 2001; Delcoure, 2007). This parallel investigation 
allows testing the implementation of theoretical implications as suggested by CFOs’ 
preferences. 

CFOs’ answers reflect a rather strong pecking order driven behavior, with a limited role 
of the target leverage ratio. A tradeoff consistent behavior of financing is more perceivable 
among firms having a fixed target leverage ratio. We do not find that the two rival theories are 
mutually exclusive. Among firm-specific attributes, the extent of managerial ownership has a 
strong impact on executives’ preferences and lead towards conservatism, while results do not 
confirm that the foreign influence in the CEE firms’ management has a strong impact on their 
financing decisions. 

 
2. Summary of recent empirical findings 

Since the pioneering papers of Miller and Modigliani (MM, 1958, 1963), a great 
number of studies addressed the corporate financing question in the last fifty years. Theorems 
of MM constitute the basis of modern thinking on capital structure by proving that, in the 
absence of all market imperfections, no optimal capital structure exists for a given firm. The 
irrelevance proposition has then been challenged by MM admitting that asymmetrical tax 
systems, information and transaction costs likely lead companies to favor a specific financing 
structure over other ones. Later, practitioners realized that firms’ risk is to be perceived 
differently by market participants in the function of their profitability (e.g. Jensen and 
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Meckling, 1976), size (Rajan and Zingales, 1995), activity (Fama and French, 2002), age, 
market exposure, growth options (Myers, 1977) or the structure of assets (Titman and 
Wessels, 1988). Moreover, neither the firms, nor international investors are subject to a 
uniform tax system as conceived by MM in their original proposition, which together with 
heterogeneous company profiles could ultimately harm the irrelevance of financing (Miller, 
1977). The existence of an optimal leverage ratio has proofs even today in some industries. 

In the ‘70s and ‘80s, two competing capital structure theories have developed on the 
basis of MM theorems and contemporaneous evidence of corporate financing. The one is the 
static tradeoff theory (STT) which aims to explain the leverage ratio by focusing on the 
specific cost-benefit function of borrowing that is supposed to be dependent on observable 
firm attributes. The other line of theories is a preference theory, such as the pecking order 
theory (POT) or the agency theory (AGT), which emphasize the role of transactions costs in 
the choice of financing derived from such factors as transaction timing, the information 
asymmetry among stakeholders, or, the prevailing market expectations, etc. Although these 
theories are different in how they explain firms’ capital structure, both are common in 
suggesting that there is an optimal financing strategy to follow under some conditions, based 
either on firm-specific attributes (STT), or, the information asymmetry between insiders and 
the market (POT), or, the agency costs between principals and their agents as well as between 
shareholders and creditors (AGT). 

Beyond empirical analyses conducted on developed markets, like Rajan and Zingales 
(1995) and Hovakimian et al. (2001), testing the capital structure theories in developing 
(cross-country) economies fell behind for a long time. We know today a lot about the stylized 
facts of financing in these countries yet, thanks to, among others Booth et al. (2001) who have 
contributed a comprehensive study focusing on the leverage choice in the emerging World. 
Analyzing a sample of Asian, African and Latin American entities, they find an encouraging 
evidence and conclude that, in explaining leverage knowing solely the firm’s nationality gives 
less than knowing it together with other firm-specific variables, which in the meantime, 
proved to be relevant earlier in developed countries (profitability, asset tangibility, growth 
etc.). However, these variables alone fail to reliably predict leverage indicating that one 
should expect much stronger country-effects among less developed countries. The strong 
existence of such effects cannot be seen only in this highly diverse international sample, but 
also in a more geographically restricted environment such as Central and Eastern Europe 
(Nivorozhkin, 2004, 2005) among countries that share many common roots of their 
institutional and legal framework and background. Nevertheless, beside these diversities, 
many firm-specific factors are found to be widely relevant. Asset tangibility plays a strong 
and internationally consistent role in leverage decisions. Booth et al. (2001) find a positive 
relation between tangibility and long-term debt as suggested by Rajan and Zingales (2001) 
who emphasize that fixed assets create pledgeable collateral that are more valuable if financial 
markets are less developed. The negative correlation of profitability and leverage also seems 
to be widely experienced. When the financial markets are less developed, one can expect that 
the cost of external financing, including both transactional and asymmetrical information 
costs are higher which implies that firms’ reliance on internal funds tend to be even stronger 
than in many developed countries (Rajan and Zingales, 1998; Demirgüç-Kunt and 
Maksimovic, 1998). Earlier La Porta et al. (1998) study at international scale the relationship 
between legal protection of investors and the type of prevailing law system. They find that 
there is a positive relationship between the quality of investor rights and the fact of belonging 
to Anglo-Saxon-type law countries, and a negative relationship with French-origin civil-law 
countries. Firms in countries with weaker investor rights tend to have higher ownership 
concentration which most probably has a significant consequence on firms’ capital structure 
decisions. 
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In recent years, these papers provided not only answers to several fundamental 
questions about firm’s preferences of financing, but they also created at least as many new 
open issues to be discovered. Nivorozhkin (2002) shows that Hungarian listed firms used 
excessively low debt compared to western standards in the early ‘90s. Later, Nivorozhkin 
(2005) and Delcoure (2007) both find that despite the considerable progress CEE countries 
have made in their financial markets and institutions during years after the change of regime, 
at the beginning of 2000’s, debt is still relatively underused in corporate financing. Moreover, 
following Chen (2004), Delcoure (2007) shows that external debt comes only as last resort 
after equity in a hierarchy of financing, because managers do not tend to constrain themselves 
with fixed debt service at the expense of ‘costless’ equity. Crnigoj and Mramor (2009) 
approach this issue by modifying the conventional shareholder value maximization concept 
by putting manager-owners and employees (insider shareholders) in control of capital 
structure decisions. They find a strong conservatism in corporate governance with negative 
correlation between leverage and the extent to which firms are characterized by employee-
governed behavior. The authors also show that despite the tendency for a lower leverage ratio 
in these firms, debt is still preferred to equity when external finance is desirable; therefore, 
these firms are likely to follow the POT in their decisions. Crnigoj (2010) later argues that the 
probability of using debt at all likely falls in CEE firms if the largest shareholders are equally 
managers (employees) too. Capital structure choice and in particular the use of debt in this 
mixed corporate governance framework, largely dominant in developing countries with rather 
weak law enforcement such as Eastern Europe with its German/French legal roots, is an issue 
to be further analyzed. 

Secondly, recent studies have found a rather mixed evidence on how much smaller, 
less-developed firms really follow the POT, and also that how much they have entirely 
different objectives. Based on Myers (1984) and Myers and Majluf (1984), one would expect 
SME’s strong reliance on the least controlled funds which is the retained earnings because for 
these firms the degree of informational asymmetry between insiders and outsiders is likely the 
highest. On the reverse side of the coin, SMEs are facing to higher relative transaction costs in 
their issuance decisions than bigger companies as a part of these costs, e.g. financial due 
diligence, legal services, etc. is fixed that handicaps lower transaction amounts. Numerous 
recent country specific studies (see Berger and Udell, 1998, Berggren et al., 2000, Chittenden 
et al., 1996, and Michaelas et al., 1999) found accordingly a pecking order driven behavior 
among SMEs. On the other hand, investigating this field by directly surveying financial 
executives in the US, Graham and Harvey (GH, 2001) conclude that a pecking order driven 
behavior is perceivable among firms, but this is not due to conventional POT factors such as 
size or growth that should both influence the implied informational asymmetry. Brounen et al. 
(2006) also survey CFOs with a questionnaire in four developed European markets and also 
find a pecking order consistent behavior but, similarly to GH, such a behavior is not driven by 
asymmetrical information costs. Moreover, just as in GH, the STT also holds as there is 
pronounced evidence on importance of the target leverage ratio.  

Thirdly, the treatment of corporate taxation seems to raise new questions also. GH show 
that there is a tendency towards a predefined target level of leverage among US firms, 
however, US CFOs report that tax concerns are only moderately important in their debt 
policy. More specifically, larger firms tend to be more interested in tax issues than do smaller 
ones. On average, European firms are somewhat less concerned by corporate tax issues than 
their US counterparts; but Brounen et al. (2006) find also a relatively strong support for the 
existence of target ratio among European firms. Similarly to Bancel and Mittoo (2004), the 
authors report a much higher importance of tax question among the larger firms, but cannot 
find evidence that the private/public status of firm would be correlated with the importance of 
tax. While corporate tax system nowadays is in fact one of the critical policy tools among 
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CEE countries in contest for the regional competitiveness, we hardly know about how much 
the diverse and country-specific corporate tax systems influence firms’, including SMEs and 
large firms, everyday financing practice. 

From these survey-based studies, we know a lot about the crucial importance of 
financial flexibility in debt decisions in both the US and Western Europe, although, we know 
only little on how much it plays a pivotal role in countries where markets and institutions 
operate less perfectly, and hence, investment and financing decisions are often interconnected 
yielding consequences on capital budgeting technique (Almeida et al., 2009). 

With regards to all these issues, we aim to analyze the capital structure and the choice of 
financing alternatives in a broad sample of small, medium (SME) and large-sized companies 
from Central and Eastern Europe (CEE). In order to get a deeper comprehension of firms’ 
preferences in their financing practice, we build our investigation on two complementary 
pillars: the one aims to broaden our knowledge about regional firms’ capital structure 
decisions through quantitative financial information, and the second analysis tries to complete 
it with rather qualitative information about the explicit and latent preferences of companies’ 
financing policy and management practice. 

 
3. Data 

As being one of the most comprehensive pan-European firm-level dataset used for 
research purposes (Desai et al., 2003, Hutchinson and Xavier, 2006), we use Bureau van 
Dijk’s Amadeus as source of data. Amadeus proves to be a valuable tool in sample 
constitution also allowing creating representative preliminary samples with regards to country 
and size concerns. The sample size has been limited to 498 firms. The geographical scope 
initially covered ten newly joined EU member or candidate states (Poland, Hungary, the 
Czech Republic, Romania, Slovakia, Bulgaria, Slovenia, Lithuania, Latvia and Croatia). The 
number of firms selected into the sample reflects each country’s economic weight within the 
total output of the block estimated by their nominal GDP (2006) in USD. By considering 
countries’ relative weight we could formulate general implications on firms’ capital structure 
choice that are representative to the region as a whole, but cannot draw specific conclusions 
for many smaller countries that have comparatively low population and economic power. 
Based on this method, Poland represents the biggest share in the sample with 180 firms, 
followed by Hungary (73), the Czech Republic (72) and Romania (68). Slovakia, Bulgaria, 
Croatia, Slovenia and Latvia count 30, 25, 22, 16 and 12 firms, respectively. Due to 
unanticipated troubles in course of surveying Lithuanian companies, we have been 
constrained to reject Lithuania from the analysis. Except financials and the smallest 
companies, each company in Amadeus has had an equal chance to get into one of the 
preliminary country samples (stratified sampling). These samples have been created by 
randomly selecting a large number of firms classified into five size categories (number of 
employees between 25-50, 51-250, 251-375, 376-650 and more than 650). 

The kind of data we analyze in the second pillar is covered by Amadeus in quite a good 
quality. Data covers full-length balance sheet and income statement, as well as supplemental 
information on industry, ownership structure, and creditworthiness for a maximum 10-year 
period. Data of the first pillar is fairly different from that analyzed in the second one. 
However, in some cases approximate accounting data is also required from the executive, the 
database made up from qualitative and ranking information gives essence of the first pillar. 
The questionnaire has been translated to all official languages represented in the sample and 
for minimizing the data bias arising from language problem, executives were interviewed on 
their mother tongue.  
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We provided our professional research partner1 with all country-size firm panels, each 
containing general contact information2 for around up to 500 companies. Ipsos has been 
responsible for delivering complete questionnaire in the predetermined number from each 
country-size classes3. Stratified sampling assures representation of both SMEs and the much 
fewer large regional firms, and therefore, allows the comparison of our findings with recent 
empirical conclusions targeting both larger firms and the sector of SMEs. The final sample of 
477 firms comprises both state-owned, municipality-owned and private companies, listed and 
closely-held firms as well as young and older firms with a considerable history. 

We have chosen surveying executives on telephone for avoiding multiple problems 
arisen in the course of similar surveys. A typical shortcoming of long questionnaires sent by 
post is the very low response rate that even reminder questionnaires can hardly improve. In 
the era of e-communication, the attentive power of e-mail decreased sharply too increasing 
the risk of low response rate, therefore, we equally rejected this way of surveying. By doing 
so we could also avoid a second potential bias that stems from substitution of the most 
relevant person in the field (an executive like a CFO or head of accounting, etc.) for anybody 
else less competent in the department. Similarly, in case of postal surveying the identity of 
responding person cannot be guaranteed. Thirdly, with phone contacting we opted for 
establishing an opener and more personal relationship with the contacted executive, which 
along with the relatively long time spent in conversation can encourage the respondent to give 
more sincere and more considered answers to our questions. Conducting the telephone-survey 
in collaboration with a recognized professional team has lead, in addition, to increase 
efficiency of data collection as the separation of the respondent from the analysts contributes, 
on the one hand, to increase the anonymity which is crucial for firms and, on the other hand, 
reduce the possible distortion of information. 

Once disposing of general contact information, surveyors had to call firms’ central 
office and ask for talking to the CFO, or alternatively in smaller companies, a homologue at 
the head of finance/accounting. The contacted person may have chosen either the definitive 
rejection of response, the postponement of answering, or an immediate response with option 
of suspension in course of the interview. The selection of surveyors has been jointly carried 
out with Ipsos professionals. Among selection criteria the most important were the language 
skill (only native speakers) and a basic background in the field of accounting/corporate 
finance. To increase efficiency of interviewing, we have provided them further specified 
training in the field of research. After having completed the sufficient number of surveys from 
each country-size sample, Ipsos has delivered us data in a structured format. 
 
4. Survey methodology 

Drawbacks of pure quantitative analyses may be partly dissolved with a more selective 
questionnaire technique that allows researchers to analyze not only the accounting track of 
financial decisions but also their motivational background and the specific logic followed by 
the firm’s management in course of the decision-making process. Brounen et al. (2006) argue 
that the validity of any capital structure theories can be tested more reliably without the 
potential distortions arising from the use of proxy accounting variables. We equally aim to 
test our hypotheses directly on a survey basis for which the questionnaire we use follows in 

                                                
1 The professional and native speaker surveyors of Ipsos Zrt. (member of worldwide Ipsos Group) have carried 
out the telephone research among CFOs of dedicated companies, taken place between February and October of 
2 Phone number of headquarter, central e-mail address, web address, name of executives etc. 
3 Within provided country-size samples, Ipsos has also conducted a simple random sampling. None of 
operational, profitability, liquidity or other capital structure measures, nor the firm’s legal status have been 
considered as an exclusion criterion in the sampling. 
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part the questionnaire first set up by GH. We completed it with some other questions that 
address financing issues we consider relevant in smaller and closely-held companies in the 
CEE region (capital lease, factoring etc.). By analyzing our results we interpret them in view 
of recent survey-based empirical findings also, in particular we consider the work of GH for 
the US market and Brounen et al. (2006) for Western European countries. 

The analyzed questionnaire is composed of 17 questions separated in two parts. Part A 
addresses general company information, such as managerial ownership in the firm, the 
dominant management culture, the firm’s most important goals, as well as the shareholders’ 
most important goals and the consideration of stakeholders. Part B contains questions about 
everyday financing practice and underlying preferences governing firm’s decisions-making 
processes. Such a technique allows testing directly the relevancy of capital structure theories, 
in particular the POT and STT. Questions of kind “How important are…” and “What would 
you do if…” are a particularly appropriate tool for capturing preferences of the financing 
policy, moreover, and this certainly opens a new room in the analysis of capital structure 
theories, give also an opportunity to contrast executives’ declaration with their firms’ 
observable track of financing. Most questions in Part B address directly the personal opinion 
of the subject and very often needs to be answered by ranking among multiple proposed 
alternatives. Ranking by importance/probability has to be done on a scale from 1 (not 
important, less likely) up to 4 (very important, most likely). Mean and distribution of answers 
from 477 regional firms, presented in Section 5, allow formulating conclusions on the 
dominant motivations of financing. 

 
5. Results 

Interpreting the questionnaire, we put the most emphasis on discovering the motivations 
of CFOs that govern their capital structure decisions in a tradeoff, a pecking order driven or a 
mixed framework. We have separate questions on much corporate governance and agency 
(stakeholder) issues, so responses allow a more thorough analysis of these questions too, but 
to limit pages of this study, we try to give a comprehensive essence of findings on financing 
choices instead of wading through all answers step by step. Additional information is used in 
the meantime to divide the sample along stakeholder- or ownership-related aspects based on 
which we can gain a particular insight into the specific financing pattern of different firm-
classes. We believe that identification of specific classes could help better understanding the 
diversity of previous empirical results regarding the theories’ relevancy, and can answer also 
why exclusivity of a theory cannot hold for a broadly diverse sample of firms. 

Since MM’s extended framework, we know that an optimal capital structure can create 
shareholder value in the presence of market imperfections, so one of the most-analyzed 
questions in modern corporate finance is whether firm’s financing decisions in combination is 
inspired by keeping a fixed leverage ratio at which the cost of capital can be minimized, or 
alternatively, financing decisions are the outcome of individual and customized cost-benefit 
analyses whose combination lead to the observed capital structure without preconception 
about how this structure should look like. 
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Table 1 Summary of survey results 

Table 1 presents the survey questions and answers for the full sample and country sub-samples. Figures show 
mean score of importance/likelihood for each question and the distribution of answers ‘1’ and ‘2’ classified as 
‘low’, and ‘3’ and ‘4’ referred to as ‘high’. 

 

Number of observations 498 72 73 180 68

<5% 67.8 77.1 71.2 87.3 23.9
5-10% 4.2 2.9 0.0 4.9 1.5
10-20% 5.8 1.4 3.0 1.4 14.9
>20% 22.2 18.6 25.8 6.3 59.7

Low High Low High Low High Low High Low High
Maximize accounting profits 14.7 85.3 3.36 23.6 76.4 3.13 12.3 87.7 3.36 18.0 82.0 3.24 4.4 95.6 3.66
Maximize dividends 44.4 55.6 2.65 33.3 66.7 2.92 53.5 46.5 2.41 58.6 41.4 2.37 29.9 70.1 2.78
Maximize market value of equity 16.0 84.0 3.36 22.2 77.8 3.22 15.1 84.9 3.42 13.6 86.4 3.40 7.5 92.5 3.52
Maximize growth in sales 9.9 90.1 3.56 29.6 70.4 3.10 8.2 91.8 3.55 3.4 96.6 3.71 4.4 95.6 3.69
Stability of performance (production and operation) 3.8 96.2 3.71 2.8 97.2 3.72 2.7 97.3 3.84 3.4 96.6 3.69 1.5 98.5 3.69
Maximize growth of assets 24.9 75.1 2.95 31.9 68.1 2.78 40.3 59.7 2.61 18.0 82.0 3.08 20.6 79.4 3.01
Optimize solvability, liquidity 5.3 94.7 3.68 6.9 93.1 3.67 2.7 97.3 3.85 5.1 94.9 3.57 7.4 92.6 3.69

Foreign (international) 41.6 43.7 53.4 35.6 38.8
Local 58.4 56.3 46.6 64.4 61.2

Low High Low High Low High Low High Low High
Retained earnings 26.9 73.1 2.97 47.8 52.2 2.55 34.3 65.7 2.79 19.6 80.4 3.18 22.1 77.9 3.01
Restructuring assets 43.1 56.9 2.56 53.0 47.0 2.39 59.2 40.8 2.15 41.9 58.1 2.65 40.0 60.0 2.55
Straight debt 50.0 50.0 2.51 73.5 26.5 1.91 35.7 64.3 2.94 57.2 42.8 2.30 35.3 64.7 2.87
Convertible bond 86.8 13.2 1.48 95.5 4.5 1.21 98.6 1.4 1.16 85.9 14.1 1.48 79.4 20.6 1.75
External common equity 66.3 33.7 2.04 78.3 21.7 1.71 77.5 22.5 1.75 63.5 36.5 2.17 61.8 38.2 2.10

yes 26.7 14.1 27.7 38.1 18.2
no 73.3 85.9 72.3 61.9 81.8

We usually/permanently depart from it  (flexible) 16.4 28.6 29.4 6.6 30.0
We occasionally dep. from it  (somewhat tight) 44.0 28.6 11.8 45.9 50.0
We strictly respect it 39.7 42.9 58.8 47.5 20.00.0

37.8 44.4 18.3 45.6 16.90.0 0.0 0.0 0.0 0.0
Does your firm take advantage of operating lease? 

yes 46.7 50.7 34.2 54.8 25.0
no 53.3 49.3 65.8 45.2 75.00.0 0.0 0.0 0.0 0.0

In periods when the firm’s investment is low, does your firm retain a part of its free cash-flows?
yes 42.7 46.5 52.9 36.5 57.4
no 57.3 53.5 47.1 63.5 42.60 0 0 0 0

During the last three years, did your firm apply for new loans or capital leases? 
yes 69.2 59.7 72.2 64.4 86.8
no 30.8 40.3 27.8 35.6 13.2

If „Yes”, these applications were
always approved 94.1 90.7 92.3 93.0 96.6
always denied 1.2 0.0 3.8 0.9 1.7
sometimes approved and sometimes denied 4.7 9.3 3.8 6.1 1.7

Low High Low High Low High Low High Low High
Projected cash-flow from the assets to be financed 26.3 73.7 2.98 30.8 69.2 2.86 44.6 55.4 2.57 25.0 75.0 2.94 22.1 77.9 3.28
The debt levels of other firms in the industry 57.5 42.5 2.27 39.3 60.7 2.54 76.9 23.1 1.68 64.9 35.1 2.18 50.0 50.0 2.52
The potential costs of bankruptcy or financial distress 44.9 55.1 2.55 50.8 49.2 2.46 61.8 38.2 2.12 46.2 53.8 2.47 20.9 79.1 3.15
The corporate tax rate 49.9 50.1 2.44 61.7 38.3 2.20 76.1 23.9 1.79 51.6 48.4 2.46 30.9 69.1 2.82
The level of depreciation and other non-debt tax shields 44.0 56.0 2.57 59.7 40.3 2.16 55.2 44.8 2.28 34.6 65.4 2.78 41.8 58.2 2.63

Low High Low High Low High Low High Low High
Deviate from the actual capital structure 51.2 48.8 2.45 53.0 47.0 2.36 31.9 68.1 2.88 66.7 33.3 2.09 29.2 70.8 2.97
Cut the dividends 44.5 55.5 2.59 68.7 31.3 1.91 52.2 47.8 2.45 38.8 61.2 2.78 28.8 71.2 2.92
Restructure assets 42.9 57.1 2.56 39.7 60.3 2.54 47.1 52.9 2.37 44.3 55.7 2.56 43.9 56.1 2.59
Forgo the investment opportunity 66.7 33.3 2.11 62.7 37.3 2.10 75.4 24.6 1.87 59.2 40.8 2.32 84.8 15.2 1.86

in order to hold independence 42.6 57.4 2.69 62.5 37.5 2.08 52.9 47.1 2.35 39.2 60.8 2.81 40.0 60.0 2.60
in order to keep moderate level of leverage 32.1 67.9 2.87 28.0 72.0 2.92 16.7 83.3 3.06 36.0 64.0 2.79 10.0 90.0 3.00
in order to keep the senior shareholders’ value 54.5 45.5 2.35 50.0 50.0 2.38 68.8 31.3 1.81 55.9 44.1 2.40 50.0 50.0 2.60
external equity financing is unavailable 50.0 50.0 2.41 56.5 43.5 2.30 70.6 29.4 2.00 50.0 50.0 2.46 10.0 90.0 3.20
borrowing is impossible 58.1 41.9 2.25 72.0 28.0 1.92 93.8 6.3 1.44 52.1 47.9 2.41 10.0 90.0 3.20
debt service is not expected to be satisfied 50.6 49.4 2.42 53.8 46.2 2.35 52.9 47.1 2.12 55.7 44.3 2.39 20.0 80.0 3.10

CEE CZ HU PL RO

What percent of equity is owned by the top three 

Mean

Management culture dominance

How important are the following goals for your firm? Importance Mean Importance Mean Importance Mean Importance Mean Importance

Mean Importance Mean Importance Mean

Does your firm have a target value for the leverage ratio?

Which of the following sources of long-term funds are / 
would be important for financing new investments?

Importance Mean Importance Mean Importance

Importance

If „Yes”

What is this target value (book debt/total assets)?

What factors affect how you determine the appropriate 
amount of debt for your firm?

Importance Mean Importance

Mean Likelihood Mean

Mean Importance Mean Importance Mean

Likelihood Mean

If you forwent this attractive investment opportunity, 
which of the following reasons would be relevant?

Mean

Given an investment that could not be taken without 
modifying the actual balance sheet structure, what action 

Likelihood Mean Likelihood Mean Likelihood
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Table 1 shows how CFOs answer to the question “What factors affect how you 
determine the appropriate amount of debt for your firm?” by indicating the absolute 
importance of each given alternatives. The order of alternatives draws a general picture of 
their relative importance on both aggregate and country level. The overall results show that 
the most important factor affecting the amount of debt, with a mean score of 2.98 relates to 
the cash-flows primarily generated from the asset that expects to be financed with the loan. 
With about 74% of firms assessing the factor to be important, it is much more decisive in 
borrowing decisions than any other listed factor. The corporate tax rate the firm is subject to, 
for instance, is only moderately important as only 50% of CFOs assigned to it a score 3 or 
higher (mean is equal to 2.44). A merely similar outcome can be seen on the importance of 
the potential costs of bankruptcy or financial distress whose mean results to be only slightly 
higher (2.55), and the share of answers “important” is 55%. As long as the STT holds, and 
firms look for optimally balancing the marginal benefits and marginal costs of incremental 
borrowing, one could expect that these two factors are at least as strongly important as other 
ones. CFOs’ choice of other alternatives hence contests the relevancy of tradeoff aspects in 
the broad sample of CEE firms. Since depreciation, amortization and other non-debt related 
operating costs can also serve to decrease firms’ taxable income, one could expect that this 
factor is also taken into account when managers determine the proper amount of debt. CFOs 
tell, however, that this aspect is just as important as either the corporate tax rate, or the 
potential costs of financially distressed situations; that is, none of them play a determining 
role in debt policy. GH find a very similar pattern among relative importance of factors 
affecting the choice of debt. US CFOs give the most important consideration to keeping the 
financial flexibility, that is, not to fully hinder the firm’s ability to generate cash-flows 
internally in view of financing new projects in the future. Nearly 60% of firms reported this 
aspect as at least important, suggesting that the POT prevails in leverage decisions. Tax 
advantage on interest payments ranks in the meantime only as the fourth important factor 
(about 45% of answers given at least important), while the volatility of cash-flows and the 
potential cost of bankruptcy and distress, separately, rank third and seventh (with 48 and 21% 
of importance, respectively). 

Considering the four biggest CEE countries for which our sample allows a reliable 
analysis, CFOs’ choice depicts a fairly homogenous picture on the factors of debt policy. In 
all countries, the most important one results to be the amount of cash-flows from the assets to 
be financed with a mean running in a narrow interval (between 2.57 for Hungary and 3.28 for 
Romania). In general, country results exhibit a relatively moderate diversity in the overall 
correlation of conventional tradeoff considerations and the choice of debt. Hungarian CFOs 
attribute the lowest importance to the factors concerned at all, indicating the level of non-debt 
tax shields (2.28) and the potential costs of financial distress (2.12) as the second and third 
most important issues. In the contrary, Romanian firms seek to follow more rigorously the 
theoretical implications of corporate financing by attributing a relatively high importance to 
both the potential costs of financial distress (3.15) and the corporate tax rate (2.82) in their 
debt decisions. Romania can be considered consequently as the only country where the 
conventional implications of the STT are explicitly confirmed by the executives. Between the 
two extremes, Czech and Polish firms report a similar average relevancy of the concerned 
factors. Interestingly, Czech managers are the only ones who consider the debt level of other 
firms in the industry as relatively important factor with a mean of 2.54; ahead of the potential 
costs of financial distress. 

In line with the results explained above, answers given to the question “Does your firm 
have a target value for the leverage ratio?” underpin the fact that the majority of CEE firms 
(73%) indeed do not fix a target leverage ratio. Exploring the extent to which the firms 
reporting a definite target (about only 27%) may possibly adjust their capital structure, only 
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16% of them respond that they treat this predefined ratio as flexible in fact, contrary to 44% 
that consider the target as somewhat tight which the firm can only occasionally depart from, 
and the 40% of them indicating that they strictly respect this target. Among the countries there 
is a larger share of firms with fixed target leverage in Poland (38%) than in Hungary (28%) 
and much higher than in Romania (18%) and the Czech Republic (14%). Such a difference in 
the fixation of leverage target is more than surprising taking into account the CFO’s answers 
related to the theoretical tradeoff factors. Based on the survey answers, Hungary represents a 
country where managers commit themselves at an average degree to keep the firm’s capital 
structure fixed, however, when they are asked for their underlying motivations, they do not 
attribute high importance to any of the conventional factors incorporated into the optimum 
financing theory. In the contrary, Romanian firms treat all these factors as rather important in 
their decisions about the use of debt without having a predefined target leverage ratio for 
many of them. Results in all countries suggest strongly, however that when firms discipline 
themselves to hold leverage fixed, they try to anchor to this threshold tightly, and only few 
firms report flexibility in this question. 

All these answers related to firms’ debt policy revealed a fairly high conservatism in the 
use of debt in each country. The main driver behind borrowing seems to be attached directly 
to a class of assets instead of to firm-level optimization of borrowing costs and benefits. We 
see further evidence on the conservatism of CFOs by analyzing the question “Which of the 
following sources of long-term funds are/would be important for financing new 
investments?”. With this question we directly investigate whether managers are concerned by 
asymmetrical information problems. If they are, we expect that their preferences are 
consistent with the POT, that is, external funds are less desirable for financing than internal 
funds due to problems of undervaluation, and among external funds ordinary debt is preferred 
to convertible debt which precedes new common equity that likely has the highest relative 
costs among funds. CEE results show clearly that in financing of new assets the highest 
importance is attributed to internally generated funds with 73% of firms reporting it as 
important or very important. The mean score of 2.97 is significantly higher than the second 
most important “new funds” which is the restructuring of assets (2.56) being ranked of  new 
external debt (2.51), new external common equity (2.04) and as a last resort, convertible debt 
that gets a mean of 1.48 representing only 13% of CFOs considering it as an important 
alternative of financing. These figures provide hence a very strong support for the relevancy 
of the POT in which financing alternatives, surprisingly, keep their conventional order. 
Although conventional interpretation of the pecking order theory suggests that convertible 
securities incorporate a lower asymmetrical information problem than ordinary equity due to a 
favorable combination of their debt- and equity-like characteristics, we find evidence that 
their role is not yet material in CEE countries. With regards to earlier studies, CFOs’ 
preferences towards such an order are unusual and raise important implications. Previously, 
some researchers concluded that a modified pecking order theory could be more descriptive of 
those firms’ financing policy that do not operate on a developed and organized public market. 
Ang (1991) proposed a modified POT for small and medium-sized companies in which new 
external equity raised from the existing owners ranks at second place behind retained earnings 
arguing that it is difficult to draw a sharp edge between “real” internal funds and latent 
contribution of owners when the role of owner and manager is not separated. Similarly, Chen 
(2004) and Delcoure (2007) find in developing countries that, due to the lack of long-term 
borrowing possibilities because of the combination of missing corporate bond markets and 
immature banking systems, managers likely prefer external equity to debt because it is not 
obligatory, and share capital may appear to be long-term and “free” source relative to debt. 
Nivorozhkin (2005) raises similar concerns regarding the underuse of long-term debt funds 
when he analyzes firms’ capital structure in transitional CEE countries during the late ‘90s. 
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GH do not address similarly direct questions on the order of funds, instead they test the 
relevancy of POT indirectly. By questioning CFOs’ motivation in their debt decisions, the 
authors find that the most important aspect among all is keeping the financial flexibility, that 
is the future capacity of internal cash generation, although, this motivation seems likely to be 
driven by managers’ desire for their financial comfort rather than by optimization of present 
and future financing costs as argue Fama and French (2002). Concerning issuance decisions 
the authors report similarly moderate evidence on the POT, uncovering a somewhat positive 
relationship between insufficient internal funds and new debt issuance, but only weak 
relationship between insufficient internal funds and equity issuance, and even weaker one 
between exhausted debt capacity and equity issuance. Brounen et al. (2006) equally find in 
Europe that despite a pecking-order-consistent behavior is widely observable in everyday 
financing practice, this seems not to be caused by pure asymmetrical information concerns as 
first proposed by Myers (1984). 

Our findings are partly opposite to those of studies previously conducted on emerging 
markets since CFOs explicitly rank the funds in a way that represents a strong support for the 
POT. The analysis of underlying firm attributes will open more room to better understand the 
factors why some firms follow theoretical scheme more closely than do other ones. 

Contrary to earlier findings, our CFOs that mainly govern SMEs as at the end of 2000’s 
firmly declare that long-term borrowing is no longer an inaccessible and unviable option for 
firms, even the smaller ones, and a pecking-order-like financing pattern is observable in the 
broad sample of firms. The revealed hierarchy matches that of the most developed and mature 
economies. To the question “During the last three years, did your firm apply for new loans or 
capital leases?” nearly 70% of companies answer positively which is a remarkably high ratio 
even if we take into account that a material part of them target short-kind liquidity loans. 
Business environment in the CEE countries has thus substantially changed since the era of 
Nivorozhkin’s papers (2002, 2004, 2005), that is a period when even the biggest listed giants 
did suffer from severe credit rationing problems that restrained their development for a long 
time. The presence of a more mature banking system and availability of external credit is even 
more explicative if we take into account that between 2005 and 2008, 94% of all debt and 
capital lease applications were approved based on our survey. 

The above outcome suggests that the serious asymmetrical information problem 
between insiders, creditors and shareholders, that are characteristic to emerging countries do 
not necessarily lead firms to follow the POT and the hierarchy of financing may have a 
special time-varying behavior that could be permanently reversed as long as developed 
financial markets and corporate legal background criteria do not hold. While this reversion in 
the POT is no longer noticeable among CEE firms, we find another common specificity in the 
region. Asset restructuring under which we understand any kind of transaction targeting the 
pool of assets on place that may lead to free potential internal cash reserves has unexpectedly 
got high importance. That suggests that executives are clearly aware that their firms could 
temporarily operate with endogenous inefficiencies and take in fact this under-optimal 
investment problem from time to time as an opportunity to solve financing problems. While 
such a room for asset restructuring could not be so important, even not existing in a firm 
efficiently managed, say, we expect firms likely not to finance non-operating assets or 
excessive inventories and trade debtors permanently if they can rationally convert them into 
cash, yet the answers implies that executives broadly examine this option as closely as they 
consider an application for external debt. Using ordinary debt which is denoted by half of 
CFOs as important or very important for financing a new investment is almost as relevant as 
cash reserves that could be gained from liquidation of unnecessary assets. 
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One of the crucial elements in pecking order based financing is management’s intention 
to keep the maximum amount of liquidities under control. To their eyes, retained equity is 
cheaper than debt because there is no need to pay interest on it, and it is more easily 
accessible than external equity since even senior shareholders has to be persuaded to inject 
fresh equity in new projects. For non-owner managers, equity may look like the cheapest 
fund, but only if it is available internally. In our sample, 43% of CFOs respond “yes” to the 
question “In periods when the firm’s investment is low, does your firm retain a part of its free 
cash-flows?” which is significant taking into account that managers of cash-rich firms may be 
motivated to waste some part of excess (free) cash on perquisite assets and value-deteriorating 
investments. The ratio of reserve-keepers does change, however, considerably from country to 
country. Polish managers seem to be disciplined the most by their principals, as only 36% of 
them admit to build internal cash reserves opposite to Romanian and Hungarian firms that 
report a ratio of 57 and 53%. Interestingly, and despite retained equity represent a primary 
financing in all major countries, these are Polish CFOs who assess the relative importance of 
internal equity (3.18) the highest relative to asset restructuring (2.65) and ordinary debt (2.30). 
In the contrary, Hungarian CFOs are more willing (and probably more able) to retain internal 
equity, but its relative importance over ordinary debt practically vanishes, just like in 
Romania (3.01 against 2.87). In both countries the funds potentially available by restructuring 
ranks only third, opposite to Poland and the Czech Republic where that option precedes 
external debt. Not surprisingly, the ratio of loan applications explicitly supports this country-
specific scheme with Romanian (87% with a 97 percent approval rate) and Hungarian firms 
(72% with 92 percent approval rate), much ahead of Czech and Polish firms. 

This outcome suggests that, in addition to the mature and strong financial system that is 
apparently a condition so as firms follow the POT more consistently, so does the sufficiently 
tight and more sustainable lending conditions, otherwise, managers can occasionally find 
external credit as easily accessible fund with relatively low cost of asymmetrical information. 
While Polish firms admit to retain excessive liquidities in the lowest proportion (36%), these 
are also Polish firms who report having target leverage in the highest ratio (38%), together 
with relatively low ratio of loan applications (64%). 

By exploring the reason why Polish executives show more tradeoff and less pecking 
order consistent behavior, we reveal further specificities of financing in different country sub-
samples. We ask from the CFOs “what action would they take if a given investment could not 
be taken without modifying the actual balance sheet structure of the company”, offering them 
alternatives on both the asset and liabilities side, as well as, the choice of foregoing this 
attractive investment opportunity for whatever reason. 

Overall, executives are the most likely prepared to cut the dividends, as 57% of them 
consider that building cash reserve internally with the consent of senior shareholders are the 
easiest, and probably the cheapest way of funding a promising future investment. The mean 
likelihood of 2.59 is consistent with CFOs’ preferences expressed towards a pecking-order-
like hierarchy of financing funds, and so does the second likeliest action which is chosen to be 
the restructuring of assets with a mean of 2.56. These results give a strong support for the 
specific POT with the dominance of asset restructuring and retained cash we found, and in 
addition, prove a salutary consistency in CFOs’ answers. While CFOs show themselves quite 
flexible in adjusting dividends and fixing under-optimal investment problems, they are less 
inclined to deviate from the firm’s actual capital structure as soon as they feel questioned 
about this directly. Even though dividend adjustments similarly influence the firm’s 
debt/equity ratio, it rather has an indirect impact on it opposite to those external debt and 
equity decisions that managers more likely consider as a direct deviation from the actual 
capital structure. The mean of 2.45 indicates that such direct transactions are less preferred 
than internal actions; nevertheless, CFOs do not take it as an entirely unviable option. In line 
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with favorably loose lending conditions we find that, in general, when managers see an 
attractive opportunity, they most probably do not forgo it (2.11), and try to find the way to 
finance it either by restructuring the assets, or through the extension of balance sheet. 

Pooled answers do disguise, however, quite substantial differences in the hierarchy of 
actions in country-specific sub-samples. Foregoing an attractive investment, for instance, is 
less likely than the deviation from the actual capital structure in all countries, except Poland, 
where this latter is highly unlikely (2.09) compared to the full sample mean of 2.45. 
Consistently, discarding the opportunity ranks third in Poland, and the mean of 2.32 is well 
above other countries’ mean. Polish executives’ preferences are quite in line with their Czech 
homologues, since in both countries CFOs see an important opportunity in shifting assets 
composition and hence creating free liquidities. In the contrary, Hungarian and Romanian 
managers, showing higher willingness to retain free cash-flows, and to borrow from external 
creditors when it is necessary, and in between, to not to target a fixed leverage ratio, will more 
probably deviate from the actual capital structure (mean of 2.88 and 2.97, respectively) and 
cut the dividends back (2.45 and 2.92) if it is necessary to supply new funds, and are less 
likely to start solving inefficiencies in the existing asset portfolios. In both countries, the 
likelihood of foregoing the given opportunity results to be very low (1.87 and 1.86, 
respectively) in comparison with the other two countries. Country schemes revealed by these 
answers provide support to believe that there is a substantial heterogeneity among managers’ 
motivation regarding the strength of theoretical implications of both the POT and STT. 
Nevertheless, we still need to know how much of this heterogeneity is due to the unmodeled 
country-specific factors and how much of it might be explained by observable non-
quantitative firm-attributes. To extend our analysis in this direction, we identify qualitative 
attributes along which we could divide the full sample allowing the creation of sub-samples in 
which pure country-effects can be eliminated. It is our hope that the thorough assessment of 
survey responses in each of sub-samples and their comparison with the given complementary 
sample may allow us to unveil the nexus between firm characteristic, managerial motivation 
and the relevancy of capital structure theories from another perspective. 

The first attribute we use to differentiate between firms is the existence of target 
leverage based on which two sub-samples have been set up. Table 2 shows that out of the 116 
firms being operated with a fixed target, 75% are managed by executives from whom the top 
3 own less than 5 percent of shares, there are 4% and 5% for which this ownership stake is 
between 5 and 10 percent, and 10 and 20 percent, respectively, and only in about 16% of 
firms hold the top 3 executives together an equity stake larger than 20 percent. In the contrary, 
firms that do not dispose of a definite target ratio are managed in a larger part by owner-
managers: beside 63% of firms governed by non-owner managers (below 5 percent 
ownership) we find 26% where the first 3 executives jointly hold more than 20 percent of 
shares. Surprisingly, we do not find any proof that origins of the dominant management 
culture would be correlated with the existence of target leverage. If we assume that in the 
CEE countries larger firms (listed companies and many large subsidiaries of multinationals) 
more likely belong to international owners, and the theory of optimal capital structure mainly 
gained ground in the most developed countries in recent decades, we would expect a 
significantly larger proportion of foreign-dominated management among firms having a target 
leverage than among those without it. Rejecting this relationship, in the two complementary 
samples the proportion of firms dominated by foreign culture is equally at 40-42% versus 58-
60% of firms where there is no prevailing foreign management culture. 
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Table 2 Summary of attribute-based sub-samples 

Number of observations 116 318 120 308 202 284

<5% 75.2 63.5 0.0 94.2 73.8 64.5
5-10% 4.0 4.0 0.0 5.8 4.1 4.0
10-20% 5.0 6.9 20.8 0.0 5.8 5.2
>20% 15.8 25.6 79.2 0.0 16.3 26.2

What percent of equity is owned by the top three 

No Low
Target leverage

Yes
Management Ownership

Foreign (Intl)High
Management Culture

Domestic

Foreign (international) 40.0 41.7 32.8 44.1 100.0 0.0
Local 60.0 58.3 67.2 55.9 0.0 100.0

Low High Low High Low High Low High Low High Low High
Retained earnings 23.5 76.5 3.03 30.1 69.9 2.89 22.6 77.4 2.95 28.9 71.1 2.95 28.6 71.4 2.96 25.4 74.6 2.98
Restructuring assets 40.7 59.3 2.65 46.2 53.8 2.49 41.6 58.4 2.52 44.0 56.0 2.57 43.2 56.8 2.58 43.3 56.7 2.55
Straight debt 50.4 49.6 2.47 50.3 49.7 2.50 31.3 68.7 2.97 58.1 41.9 2.31 53.4 46.6 2.42 48.0 52.0 2.57
Convertible bond 84.0 16.0 1.58 87.9 12.1 1.42 83.0 17.0 1.60 89.3 10.7 1.38 89.2 10.8 1.45 85.8 14.2 1.47
External common equity 63.0 37.0 2.21 68.0 32.0 1.97 70.1 29.9 1.95 65.4 34.6 2.05 67.9 32.1 2.02 66.2 33.8 2.03

yes 100.0 0.0 18.9 30.0 26.4 27.8
no 0.0 100.0 81.1 70.0 73.6 72.2

We usually/permanently depart from it (flexible) 15.9 35.0 12.5 19.5 15.1
We occasionally dep. from it (somewhat tight) 43.9 45.0 38.8 43.9 43.8
We strictly respect it 40.2 20.0 48.8 36.6 41.1

37.8 22.9 39.6 34.5 39.9
Does your firm take advantage of operating lease? 

yes 53.0 45.4 44.1 46.2 49.5 43.6
no 47.0 54.6 55.9 53.8 50.5 56.4

In periods when the firm’s investment is low, does your firm retain a part of its free cash-flows?
yes 47.8 42.9 51.3 41.9 42.1 43.0
no 52.2 57.1 48.7 58.1 57.9 57.0

During the last three years, did your firm apply for new loans or capital leases? 
yes 70.7 68.6 86.3 62.1 65.2 71.5
no 29.3 31.4 13.7 37.9 34.8 28.5

Mean

Management culture dominance

Which of the following sources of long-term funds are / 
would be important for financing new investments?

Importance Mean Mean ImportanceMeanImportance

Does your firm have a target value for the leverage ratio?

If „Yes”

What is this target value (book debt/total assets)?

ImportanceImportance Importance MeanMean

Low High Low High Low High Low High Low High Low High
Projected cash-flow from the assets to be financed 25.7 74.3 3.01 27.1 72.9 2.97 18.0 82.0 3.26 27.9 72.1 2.89 28.5 71.5 2.95 25.4 74.6 3.00
The debt levels of other firms in the industry 59.6 40.4 2.28 56.3 43.8 2.27 55.9 44.1 2.34 58.6 41.4 2.25 60.1 39.9 2.24 56.4 43.6 2.27
The potential costs of bankruptcy or financial distress 41.8 58.2 2.51 48.2 51.8 2.52 33.9 66.1 2.84 48.3 51.7 2.46 49.7 50.3 2.48 41.0 59.0 2.62
The corporate tax rate 44.5 55.5 2.54 53.9 46.1 2.35 47.7 52.3 2.50 52.2 47.8 2.38 50.6 49.4 2.44 49.0 51.0 2.46
The level of depreciation and other non-debt tax shields 34.9 65.1 2.73 48.9 51.1 2.47 48.2 51.8 2.55 43.4 56.6 2.55 44.4 55.6 2.54 43.8 56.3 2.59

Low High Low High Low High Low High Low High Low High
Deviate from the actual capital structure 56.4 43.6 2.32 49.3 50.7 2.51 36.3 63.7 2.83 55.7 44.3 2.31 50.8 49.2 2.40 51.7 48.3 2.48
Cut the dividends 39.8 60.2 2.68 46.2 53.8 2.56 31.9 68.1 2.88 49.3 50.7 2.46 43.4 56.6 2.60 46.0 54.0 2.56
Restructure assets 41.3 58.7 2.64 43.1 56.9 2.51 40.0 60.0 2.60 42.6 57.4 2.56 45.6 54.4 2.49 40.8 59.2 2.63
Forgo the investment opportunity 66.7 33.3 2.08 67.9 32.1 2.11 78.3 21.7 1.89 62.6 37.4 2.19 69.9 30.1 2.02 64.9 35.1 2.18

in order to hold independence 43.6 56.4 2.74 44.0 56.0 2.60 32.0 68.0 2.88 47.8 52.2 2.58 50.0 50.0 2.53 39.8 60.2 2.74
in order to keep moderate level of leverage 25.6 74.4 2.95 34.7 65.3 2.83 16.0 84.0 3.12 36.6 63.4 2.76 35.6 64.4 2.83 31.6 68.4 2.87
in order to keep the senior shareholders’ value 55.3 44.7 2.47 52.7 47.3 2.28 50.0 50.0 2.50 57.4 42.6 2.27 58.6 41.4 2.26 53.8 46.2 2.38
external equity financing is unavailable 55.3 44.7 2.34 49.0 51.0 2.43 30.8 69.2 2.77 50.9 49.1 2.40 56.9 43.1 2.28 45.7 54.3 2.49
borrowing is impossible 46.2 53.8 2.44 63.2 36.8 2.15 34.6 65.4 2.62 61.1 38.9 2.21 64.4 35.6 2.14 53.8 46.2 2.34
debt service is not expected to be satisfied 57.9 42.1 2.37 49.5 50.5 2.39 34.6 65.4 2.65 51.4 48.6 2.44 55.9 44.1 2.36 46.8 53.2 2.49

Coeff. t stat Coeff. t stat Coeff. t stat Coeff. t stat Coeff. t stat Coeff. t stat
C 0.39 1.80 * 0.49 2.89 *** 0.13 0.31 0.46 3.63 *** 1.18 3.02 *** 0.06 0.20
TAX 0.00 0.62 0.00 -0.78 -0.03 -1.32 0.00 0.55 -0.04 -1.17 0.00 0.47
ROA 0.05 0.59 -0.28 -2.62 *** -0.06 -0.52 -0.44 -8.16 *** -0.27 -2.66 *** -0.21 -5.70 ***
RISK -0.09 -0.16 -0.16 -1.09 -0.38 -1.22 0.28 0.97 -0.25 -0.72 0.08 0.21
SIZE 0.00 -0.43 -0.02 -2.17 ** 0.01 0.33 -0.01 -1.83 * -0.05 -2.24 ** 0.01 0.87
D_SIZE -0.02 -1.24 0.06 2.08 ** 0.04 1.02 0.03 1.11 0.07 2.66 *** 0.00 -0.12
TANG 0.18 6.75 *** 0.29 2.85 *** 0.38 7.12 *** 0.16 1.45 0.12 1.40 0.31 4.63 ***
CASH -0.38 -1.79 * -0.21 -3.26 *** -0.14 -0.69 -0.32 -6.68 *** -0.29 -2.93 *** -0.22 -4.61 ***
DEPR -1.81 -3.11 *** -0.91 -3.39 *** -0.46 -0.99 -1.17 -5.66 *** -1.45 -8.06 *** -0.89 -3.19 ***
INTAN 1.10 2.12 ** 1.01 5.88 *** -1.32 -2.48 ** 1.00 6.92 *** 0.01 0.02 1.14 3.39 ***

If you forwent this attractive investment opportunity, 
which of the following reasons would be relevant?

Given an investment that could not be taken without 
modifying the actual balance sheet structure, what action Mean

ImportanceWhat factors affect how you determine the appropriate 
amount of debt for your firm?

Importance MeanImportance Mean

Likelihood MeanLikelihood Mean

Mean

Likelihood

Importance Mean

Likelihood Mean

Importance Mean

Likelihood

Importance Mean

Likelihood Mean Mean

Cross-section included 71 192 84 177 121 173
Mean Leverage 0.25 0.27 0.3 0.3 0.28 0.26
Adj. R-square (overall) 0.06 0.14 0.1 0.1 0.1 0.17
Durbin-Watson stat (weighted) 1.06 1.33 1.4 1.4 1.58 1.28
Cross-section random (rho) 0.84 0.79 0.8 0.8 0.77 0.8
Idiosyncratic random (1-rho) 0.16 0.21 0.2 0.2 0.23 0.2
Number of observations 224 580 222 572 363 534  

Table 2 presents survey answers for specific firm-classes based on target leverage status, managerial ownership 
and dominant management culture. Figures show mean score of importance/likelihood for each question and the 
distribution of answers ‘1’ and ‘2’ classified as ‘low’, and ‘3’ and ‘4’ referred to as ‘high’. Regression-based 
coefficient estimates and their t-statistics for specific firm-classes are also reported with the total leverage ratio 
as dependent variable and the full set of explanatory variables. Coefficient estimates are subject to a two-sided 
statistical test. *, **, *** indicate significant coefficients at 10%, 5% and 1%, respectively. Dummy variables are 
included in the regressions but not reported. 
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Similarly to management origins, CFOs express an unexpected homogeneity in other 
financing issue too. We find no evidence, for example, that firms having fixed target leverage 
apply for new loans or capital leases more frequently than firms not fixing such a target. 
Likewise, there is only a limited difference in the proportion of firms retaining a part of free 
cash-flows in low-investment periods with around 43-47% share in both samples, which is 
very close to the respective data in the full sample. There is however a larger difference in the 
number of firms taking advantage of operating lease as firms with target leverage have 
recourse to such a tool more often (53% versus 45%). This outcome is in line with our 
expectations, as operating lease very often substitutes for heavy immediate investment need in 
long-term assets which can be seen as the most important advantage for a firm that tries to 
strictly keep a pre-defined capital structure. 

The relevant factors determining firms’ debt present both similarities and discrepancies 
at the same time. On the one hand, projected cash-flows from the assets to be financed is the 
most important factor in the two sub-samples with a mean equally around 3.0, representing 
about 75% of CFOs assessing its importance to be “important”, while the least important 
factor remains the debt level of rival firms with an average importance of 2.3. On the other 
hand, we find certain evidence too that firms having a target ratio assess the conventional 
tradeoff aspects to be more important in their debt decisions than do firms without target 
leverage. Answers show that CFOs of firms with a target give more consideration to corporate 
tax effects, as well as, to non-debt tax shield considerations, which gives some support for the 
relevancy of classical motivational framework which the STT is based on. While we see 
certain shift towards a more tradeoff-driven debt policy among these firms, interestingly our 
results do not confirm at the same time that these firms would be less concerned by pecking 
order considerations. For example executives in both samples choose retained earnings as the 
most important source of funds for financing new investments much ahead of asset 
restructuring and ordinary debt which rank closely to each other at the second and third 
places. Executives fixing a target capital structure do not confirm that ordinary debt plays a 
more essential role in their financing policy than it does in other firms. In addition, external 
equity is unexpectedly commonly considered as one of the least preferred alternatives of 
financing also in firms having target leverage which implies that even these firms are not 
indifferent to asymmetrical information problems of financing despite the fact that the STT, 
promoting the existence of an optimal capital structure does not explicitly differentiate 
between internal and external equity. 

We explored another attribute, namely the degree of managerial ownership to gain 
further insight into preferences of CEE firms by separating them into two classes. We find 
120 firms where the top 3 executives hold an equity stake bigger than 10 percent together 
(these firms are managed by “owner-managers” or “insiders” out of which in 21% managers 
hold an equity stake between 10 and 20%, and in 79% they own more than 20 percent). In the 
meantime, there are 308 firms in which the top 3 executives own less than 10 percent of 
shares (in 94% of firms led by “non-owner managers” the top 3 hold less than 5 percent of 
shares). As expected we find a higher proportion of firms with local management culture 
among firms managed by owner-managers (67%) than in the complementary sample (56%), 
however, in absolute terms a relatively high local management influence has been developed 
in all classes of firms by the end of the 2000’s. CFOs’ preferences described in the last 
paragraph anticipate that a certain negative correlation might be observable among the degree 
of managerial ownership and the probability that a firm has a target leverage ratio for which 
we collect confirmatory responses. We find that managers with a mixed (employee-owner) 
objective function are not only less inclined to constrain themselves to keep firm’s capital 
structure fixed than non-owner managers (19% against 30%), but also consider this target as a 
less strict objective from which they can more flexibly deviate occasionally. Opposite to firms 
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with low managerial ownership where an existing target is strictly respected by at least half of 
managers, insider CFOs report a ratio of only 20%. Moreover, concerning the beneficial level 
of this target, figures reveal a notable difference between the samples with a much lower 
required target ratio for firms with high managerial ownership (23% against 40%). 

Despite the fact that owner-managers do not manifestly like high and pre-defined 
leverage, they seem to step up quite frequently yet on the external debt market. Figures show 
that a substantially higher proportion of firms applied for a new loan or capital lease in the 
preceding 3 years (86%) among those operated by insiders than in the other sub-sample 
(62%), while we do not find such a difference regarding the role of operating lease. Other 
questions exploring relevancy of the pecking order driven financing provide further support to 
believe that there is a notable discrepancy in how CFOs treat external borrowing when there is 
a fusion between their managerial and shareholder interests and when there is not. Regarding 
the importance of specific long-term funds, CFOs of firms managed by insiders firmly declare 
an equal importance of ordinary debt and retained earnings with a mean importance of around 
2.95. This outcome contrasts strongly with the other sub-sample where non-owner managers 
have a clear preference for retained earnings (2.95) over asset restructuring (2.57) and straight 
debt (2.31) in long-term financing funds. Just as the frequency and importance of using debt, 
the factors determining the appropriate amount of it also vary between the two samples. In 
firms managed by insiders, CFOs assign a particularly high importance to the projected cash-
flow from the assets to be financed (3.26), opposite to other firms where this average is lower 
and much closer to the full-sample mean (2.89). In addition, there is also a noticeable gap in 
the consideration of potential financial distress and bankruptcy costs in favor of firms 
managed by owner-managers, fitting to our prior expectations that financing decisions made 
under a mixed objective function more vigorously represent shareholder-specific interests. 
Beside the treatment of debt and other funds, CFOs provide evidence that non-owner 
managers may operate a firm in a theoretically more disciplined way than do insider managers 
who could and will more likely deviate from the theoretical laws of game in their financing 
decisions. There is a higher probability that executives with low ownership have to keep to a 
target leverage ratio and it is more likely also that these executives have to weigh in with a 
reasonable argument before stepping up on external debt market. In addition, we find that 
non-owner managers have a higher willingness to forgo an attractive investment opportunity 
than do insider managers if this investment cannot be undertaken without restructuring of the 
firm’s balance sheet, while they less likely deviate from the actual capital structure and cut the 
dividends in which insiders have evidently more flexibility. 

As determining a factor as the managerial ownership is in firm’s financing practice, we 
unexpectedly find how much the management culture origin is not. Based on this attribute two 
almost equally large samples have been created with 202 (foreign) and 284 (local) firms 
included. Interestingly, we find that the simple fact of knowing which culture is prevailing in 
the firm’s management (only the local or a mixed one) add relatively little to our knowledge 
about the relevancy of capital structure theories. There is not, for instance, a notable 
difference in the proportion of firms having a fixed target leverage (26% of firms managed 
with a foreign culture rather against 28% of firms managed locally), even as in the proportion 
of firms opting for retaining a part of free cash-flows when the investment demand is low 
(42% against 43%). There is, however, a little gap in the relative number of loan and capital 
lease applications for the benefit of firms with local management culture, and in line with this, 
we find that in the meantime firms with foreign culture more likely take advantage of 
operating lease (49% against 44%). These discrepancies are quite modest however, and most 
probably could be the result of a spurious correlation derived from the fact that a higher share 
of firms are managed by insider executives in the sample of local culture than in that of firms 
with foreign management culture. Table 2 shows also that the relative order of financing 
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funds is very similar in the two samples, each yielding a very conventional pecking order 
consistent behavior with importance scores very close one to another for all listed alternatives. 

To confirm relevancy of the stylized facts above presented, we apply a conventional 
regression model to see whether theoretical aspects as verbally confirmed relate in fact to the 
observed capital structure, and also that whether these factors act in line with CFOs’ 
expectations. An overall analysis of the leverage ratio and the most important capital structure 
factors allow to formulate a global view on the financing practice followed by the firms in 
years right before the telephone survey had taken place. In view of the recent empirical 
findings, regression outcome may assign evidence to either the STT or the POT, or could 
eventually suggest mixed evidence. In any case, numerical evidence is a perfect tool to test 
the strength of corporate financing policy and decision-makers’ personal preferences in 
financing unveiled by the questionnaire. 

We analyze capital structure’s quantitative aspects through an unbalanced panel dataset 
covering about 300 firms and four financial years from 2005 to 2008. The panel consists of 
firms that have an available balance sheet (total asset value) in each period-end investigated. 
Further companies with incomplete set of regressors have been automatically removed from 
the regression, however, a missing variable for a given period does not induce the firm’s 
ultimate rejection from the sample. Our sampling method has resulted in a panel comprising 
of 918 observations for regression of the total leverage ratio (with 290 cross-sections, 
unbalanced). 

We base our analysis on recent studies to identify the most relevant and widely-
accepted capital structure factors and leverage determinants. Relying on an asymmetric panel 
structure (a relatively large number of cross-sections with few periods), the Hausman-test 
yielded that the consistency of estimator with random effects could be rejected at 5, but 
cannot at 1 percent significance level4, therefore, we estimate the following model with both 
effects (FE and RE) included: 

 
(1.) 
 

where Levi,t is the book leverage ratio for firm i in year t, Xi,t is the vector of explanatory 
variables, δi are cross-section specific effects (fixed or random), Di are time-invariant country, 
industry and public company dummies, α is the overall constant, β and γ (only in RE 
estimation) are the respective coefficient vectors and εi,t is the error term. The joint 
significance of period-effects has been rejected by an F-test in both estimations. Unequal 
variance in residuals is tested in both dimensions. Reported t-statistics are robust to 
heteroskedastic standard errors as White diagonal standard errors are applied in FE estimation 
and White cross-section standard errors are reported for RE estimation. 

As dependent variable we use leverage ratio calculated as the sum of long-term 
liabilities plus current loans divided by the sum of book equity, the long-term liabilities and 
the current loans, and refer to as the total leverage ratio. 

                                                
4 If the Hausman-test does not reject the null hypothesis, then both fixed and random effects estimators are 
consistent, but the latter is efficient. 

ti,iiti,ti, εδγDβXαLev ++++=
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Table 3 Regression of the total leverage ratio 

Variable Mean t-stat Mean t-stat
C 0.453 1.02 0.376 2.00 **
TAX -0.002 -0.17 -0.002 -0.54
ROA -0.212 -2.47 ** -0.252 -4.72 ***
RISK -0.013 -0.04
SIZE -0.017 -0.64 -0.008 -0.83
D_SIZE 0.023 1.03 0.029 1.58
TANG 0.326 3.94 *** 0.239 2.94 ***
CASH -0.146 -1.71 * -0.238 -3.79 ***
DEPR -1.414 -3.36 *** -1.070 -8.10 ***
INTAN 0.871 2.65 *** 0.932 7.91 ***
D_P -0.133 -2.12 **
D_HR 0.122 3.10 ***
D_CZ -0.092 -2.88 ***
D_PL -0.054 -2.45 **
D_RO -0.068 -2.39 **
D_SK -0.032 -0.62
D_BG 0.072 1.88 *
D_SI 0.161 3.27 ***
D_MANU 0.010 0.87
D_UT -0.170 -4.86 ***
D_CONS 0.033 1.03
D_WHOLE 0.029 1.03
D_TRANS -0.039 -1.45
D_SERV 0.044 1.75 *

Periods included 4
Cross-section included 299
Mean Leverage 0.270
Adj. R-square (within) 83.0%
Adj. R-square (overall) 12.3%
Durbin-Watson stat 2.007
Durbin-Watson stat (weighted) 1.345
Cross-section random (rho) 0.787
Idiosyncratic random (1-rho) 0.213

Number of observations 918

Period Fixed Effect Period Random Effect

 
Table 3 reports results for the panel regression of the total leverage ratio with cross-section fixed and random 
effects for years 2005 to 2008. Estimation with cross-section random effects can be rejected at 5% significance 
level, but cannot be rejected at 1% significance level (Hausman test). Period fixed effects are not applied. 
Coefficient standard errors are White heteroskedasticity robust in both cross-section and period dimensions. The 
full set of explanatory variables is included. Coefficient estimates are subject to a two-sided statistical test. *, **, 
*** indicate significant coefficients at 10%, 5% and 1%, respectively. Explanatory variables are tested for 
multicollinearity. Correlation coefficient matrix of independent variables is not reported. 

 
We incorporate tax effects in our model (TAX), as the income tax effectively paid in the 

previous financial year divided by the accounting profit before taxation. We consider this 
measure as the best proxy for taxation for multiple reasons. On the one hand, even if the 
annual effective tax rate could be biased (Booth et al., 2001), averaging annual effective tax 
rates would be simply misleading given that the statutory rates in the CEE countries have 
shown a regressive trend during the last decade (KPMG’s Tax Rate Survey, 2009). On the 
other hand, historical income statements show that CEE firms rarely pay as much tax as they 
should if they were solely subject to rules imposed by statutory Corporate Tax Law. 

We measure the size variable (SIZE) as the natural logarithm of annual net sales, 
converted into euro. Using net sales as a size proxy instead of assets limit biases resulting 
from differences in firms’ investment policy and can avoid the underestimation of firms 
operating with an elder asset structure. 
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We measure profitability (ROA) as the earnings before interests and taxes (EBIT) to 
total assets. We include cash in the model beside ROA as well because de Haan and 
Hinloopen (2003) suggest that firm’s ample liquidity and high profitability are together the 
indicators of financial health. Following Gaud et al. (2007) we measure the availability of 
internal funds (past accumulation of financial slack) by the ratio of cash and equivalents to 
total assets (CASH). 

Volatile earnings are often considered as a good indicator of business risk. A financially 
distressed situation that is the likely outcome of volatile profitability has its own costs (e.g. 
renegotiating a supplier or debt contract, restructuring organization etc.) influencing firm’s 
interest in borrowing decisions. In controlling for it (RISK), we measure the four-year average 
variability of ROA, as introduced by Booth et al. (2001). 

Numerous studies (Long and Malitz, 1985, Friend and Lang, 1988, etc.) identify asset 
structure as a determining factor of leverage. Empirical evidence shows that the proportion of 
fixed to total assets (tangibility of assets) positively influences leverage while the intangibility 
of assets has an opposite effect on it. We follow Titman and Wessels (1988) by using two 
asset structure variables (TANG and INTAN) as proxies for the collateral value of assets. 
TANG is calculated as the sum of net tangible fixed assets plus inventories to total assets, 
while INTAN is calculated as the ratio of intangible assets to total assets. 

Since non-financial cost items might fulfill the same favorable role in corporate taxation 
as interest payments; a firm incurring higher depreciation costs may be less motivated to 
increase borrowing. Following Fama and French (2002) and de Haan and Hinloopen (2003), 
we apply the ratio of annual depreciation and amortization costs to total assets (DEPR) as a 
proxy for non-debt tax shields. We expect that testing non-debt tax shields effects does have, 
in addition, a particular secondary concern in case of smaller private companies, as these 
firms’ manager have much more options to optimize tax liability (flexible cost structure, 
perquisite assets) since they are not necessarily interested in dazzling the market. 

Present and future growth opportunities are considered as key determinants of leverage 
in all capital structure theories. With regard to current growth, and based on the assumption 
that present growth rate is to hold in the near future (Fama and French, 2002), we incorporate 
the D_SIZE variable into our model which is a proxy for growth rate of the firm, calculated as 
the difference of log net sales in period t and that in period t-1. Beside above described 
financial proxies, we include into the regression a public company dummy and explicit 
dummies capturing country and industry effects. 

Table 3 summarizes the results of panel regression of the total leverage ratio. At the 
leverage optimum, the marginal benefit of an incremental portion of debt should equalize the 
marginal cost arising from increasing financial distress and under-optimal investments. In 
general, we find that overall results do not confirm the existence of strong tradeoff aspects in 
financing decisions for the broad sample of firms. This result coincides well with CFOs’ 
preferences revealed by survey answers. The TAX variable that should positively relate to the 
leverage ratio under the STT, and which is denoted by half of executives as not important 
indeed turns to be uncorrelated with the total leverage ratio. In general, one would expect that 
higher the corporate tax paid is, the more the firm is interested in using debt instead of equity 
whose remuneration is not deductible for corporate taxation. The RISK, which is a time-
invariant proxy representing earnings’ volatility does neither play a determinant role in firms’ 
financing decisions. Similarly to TAX and according to our survey, hardly more than half of 
CFOs report the costs of getting into a financially distressed situation a decisive factor in 
borrowing decisions, one more result which does not support the STT taking into account that 
a firm with more volatile operating profitability shall target a lower debt/equity ratio to avoid 
potential problems in debt service. The estimated coefficient of SIZE which we assume to be 
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a proxy for degree of diversification, maturity and longevity fails also to reveal a positive 
relationship with the leverage ratio. Coefficient estimates imply hence that the majority of 
firms rejecting the existence of target leverage ratio (73%) indeed do not optimize their 
capital structure by analyzing tax savings and distress costs of debt. 

If we divide our sample based on the target leverage attribute and rerun the regression 
for those firms only that report having a fixed target, we surprisingly find that, although TAX 
turns to be slightly positive, it remains entirely insignificant, and so does the RISK variable. 
The irrelevance of these proxies on leverage decisions are further confirmed by each sample-
specific regression based on the managerial ownership and culture attributes. In the meantime, 
we find that SIZE is correlated with the total leverage negatively in firms without a predefined 
target ratio while it is inconclusive on leverage in firms having a target. Such a pecking order 
consistent outcome is supported by SIZE’s negative estimated coefficient in the sub-sample of 
low managerial ownership. 

The strong irrelevance of RISK and SIZE has, in addition, an important implication that 
goes beyond the relevancy of the STT, since regardless the analyzed theory, both variables are 
explicitly considered to be important factors in consideration of the widely-reported supply 
constrains of debt. In this sense, no matter is that the firm wants to use debt because it has to 
achieve its leverage target, or because it looks for external financing with the lowest possible 
asymmetry costs. For any credit application, one can expect that firm size correlates positively 
with transparency and negatively with the implied informational asymmetry, while business 
risk correlates negatively with the estimated future debt capacity of the firm. 

That is what the logic of financial intermediary system tells us, although these variables’ 
measured uncorrelation with leverage may imply two consequences. One is that using log 
sales as size proxy and standard deviation of ROA as risk proxy is not appropriate in the CEE 
countries, which is less probable taking into account numerous previous studies (e.g. Booth et 
al., 2001). Another explanation suggests that lenders, whatever their identity is, do not strictly 
follow conventional rules in risk assessment which most capital structure theories consider as 
fundamental. That reasoning can get some support from the idea that, in case of local 
companies, numerous form of debt-kind financing may be observable that often by-pass the 
conventional system and takes forms of different intercompany or personal lending. When 
managerial ownership is high or/and there is a substantial foreign economic interests in the 
firm (CEE economies are all relatively small and open ones), there may be more likely a shift 
between the party who contracts external debt and, therefore, is subject to external risk 
assessment (mother or any related company, personal guarantees etc) and the party who 
finally uses funds up. Another reasoning that may support the observed irrelevance of 
conventional risk proxies stems from the economic cyclicality that largely influences the 
banking sector’s lending policy. In an economic period where historically high lending 
activity was further fuelled by very impressive economic growth region-wide, the growing 
risk appetite could notably alleviate the extent of well-known constraints of bank financing. 
Survey answers were positive in nearly 95% providing support to believe that most firms did 
not encounter difficulties during loan applications in the investigated period. Moreover, 
contrary to our expectations and the role of transparency and market presence in borrowing 
(de Haan and Hinloopen, 2003), our results do not confirm that publicly traded companies 
would be more indebted than private ones. 

Unlike TAX and RISK, asset tangibility shows a strong positive relationship with 
leverage underlining the fact that long-term tangible assets could still serve as primary 
collaterals, and; lending decisions are more closely related to the nature of assets than to 
firm’s expected ability to generate sufficient free cash to repay loans. This consideration is 
highly predominant among the CFOs too, as out of the factors influencing the appropriate 
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amount of borrowing; the highest importance is attributed to the cash-flows generated from 
the assets to be financed. In the contrary, CFOs reject to rely on observed financing 
characteristics of rival firms in the industry with only 43% dedicating it as an important 
factor. This outcome is appealing taking into account some widely-known implication of the 
STT in applied corporate finance, like for example the assumption about an optimal financing 
structure - often used for discount rate estimation and valuation purposes - to which firms tend 
to approach in medium- to long-term. Interestingly, this factor is either not respected in firms’ 
financial management, or, the principle of optimal debt/equity structure within an industry is 
not a priori valid: firms get closer to average industry financing (if exists) only if and when 
specific firm-level factors, such as the structure of assets, justify this and they are likely 
reluctant to align their capital structure for simple theoretic consideration. 

Despite TANG is undoubtedly a very strong positive determinant of leverage on 
average, its impact can vary notably between firm-classes. Figures reveal that TANG is more 
significantly influencing leverage in firms managed by insiders than in firms managed by 
non-owner managers, and also that it plays a more crucial role in firms operated by a local 
management culture. 

The role of DEPR in borrowing decisions is ambiguous. Regression results show that it 
is negatively correlated to leverage (significant at 1% level) which we a priori expected 
assuming that the STT holds, yet little more than 50% of CFOs denote this factor to be 
important when we explicitly ask them about this issue. This may imply that either we did not 
formulate our survey precisely enough and, therefore, have not received accurate response 
while executives do indeed consider depreciation allowances as a decisive factor when 
borrowing decisions are made. Or, we erroneously assumed asset-scaled level of depreciation 
as a reliable proxy for such a factor, and there is a latent secondary correlation between 
leverage and DEPR that we could not detect but what explains the observed relationship. 
Using depreciation as a proxy for non-debt tax shields can have a potential drawback because 
depreciation allowances vary typically in line with the level of tangible assets creating some 
positive correlation between the two regressors. We tested our model for this correlation and 
found it remains quite low (below 0.3) suggesting that this issue did not bias our estimation. 

Beside DEPR whose impact is only moderately supported by the survey, TANG is the 
sole conventional factor being in line with static tradeoff implications, as neither ROA that 
represents asset-scaled profitability, nor D_SIZE (firm’s growth) prove to be in accordance 
with the theory. Although profitability is significantly correlated with leverage, the estimated 
relationship is negative underlying the fact that the expected cost of distressed situations is not 
a matter of importance. Like the earnings’ volatility ROA fails to prove that the main driver 
behind borrowing decisions is the goal of minimizing corporate tax burden. It seems that 
firms operating more profitably more likely use equity to finance their operation which 
directly supports the POT and is consistently backed by survey responses. The negative 
coefficient of CASH underpins the basic principle of the POT, that is, firms do not seek to 
borrow as long as they can cover their financing needs with internal funds. Closely in line 
with regression outcome, CFOs explicitly rank retained earnings, which may be considered as 
the primary source of firm’s liquid assets, as the most important source of financing. 

A moderate support for the STT is delivered however by specific regressions, as the 
estimated coefficient of ROA turns to be non-negative only in the sub-sample of firms having 
target leverage, although the estimation is not significant at 10%. Still, since this result 
contrasts very strongly with all other samples for which we find strongly significant negative 
ROA coefficient; and moreover, the estimated CASH coefficient also shows a considerably 
weaker and the estimated DEPR a rather stronger negative effect for the targeting firms. 
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While coefficients of ROA, TAX and RISK do not support the STT in the broad 
sample, this does not imply that tax optimization is of a second rank among CEE firms’ 
financial goals. Private companies are often given a larger flexibility in adjusting their cost 
structure and optimizing tax than do listed companies whose action is under a permanent and 
thorough market control. As opposed to listed ones, private firms do not particularly aspire to 
dazzle the market; hence, they can find several alternative ways to minimize tax burden 
without having to increase leverage that may threaten management’s position once the 
business gets running worse. Such conservatism in borrowing decisions is clearly expressed 
by CFOs of firms governed by an insider management. In addition, as GH show tax policy of 
firms with international presence could take profit from opportunities given at international 
scale (transferring the tax base between countries, borrowing at favorable locations in 
favorable currencies etc.), while smaller local firms which are often run as family-business 
could realize a tax gain rather due to the fact that ownership and management are not 
separated dissolving the shareholders’ interest of controlling the management’s perquisite 
consumption. Beside the higher level of personnel allowances and perquisite assets purchased 
for the benefit of insider management, CEE countries’ economic and tax policy is typically 
characterized by further advantaging SMEs over larger, foreign-owned employers for social 
purposes. 

The current growth rate of firm is rather positively related to leverage explaining the 
fact that creditors have been willing to finance corporate sector growth in this period, which 
we find to be in line with banking sector statistics, and also with CFOs’ answers indicating 
that the majority of loan applications has been approved. Beside the negative impact of ROA, 
coefficient of D_SIZE provides support for the pecking order driven financing in the broad 
sample showing that dynamically expanding firms were willing and able to borrow externally 
if they were not profitable enough to build up cash reserves internally  

INTAN’s positive coefficient raises another interesting issue. Many researchers (e.g. 
Titman and Wessels, 1988) consider intangible assets simply as negative tangibility that 
behaves like an inverse proxy for the collateral value of assets. It this was true, one would 
expect under both the STT and POT that INTAN would be negatively correlated to leverage. 
We note however that the pure reciprocity of variables does not necessarily hold: there may 
be firms with high level of both tangibles and intangibles in the same time. Based on Rajan 
and Zingales (1995) who carve out intangibles from total assets reasoning that national 
differences in accounting rules together with buoyant M&A activity could lead to very 
different level of intangibles across different countries, one would expect that larger acquirers 
account for higher level of intangibles. Our correlation analysis does not confirm this idea. 
Similarly, the positive correlation does not support the fact that intangibility is generally a 
good indicator of firm’s R&D activity (Long and Malitz, 1985) as one could expect that 
riskier assets, such as the future growth opportunities incorporated in the value of present 
R&D expenses are difficult to borrow against. 

In order to verify relevancy of selected proxies on leverage, we directly compare the 
results obtained from FE and RE estimators. Assuming that the independence of explanatory 
variables and unmodeled individual effects does not hold (only FE is consistent), we find that 
ROA, CASH and DEPR are negatively correlated to leverage, while INTAN and TANG are 
estimated to impact leverage positively. All parameter estimates are significant at 1% except 
CASH. As the independence of omitted individual effects and explanatory variables could not 
be rejected at 1% level (Hausman test), we repeated the regression assuming cross-section 
random effects by including proxies such as RISK, industry and country dummies. A very 
similar result has been issued with all estimated parameters having the same impact on 
leverage and to be significant. In the meantime, none of RISK, SIZE and D_SIZE becomes 
statistically significant in both estimations. RE regression shows also that when country 
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effects are separated from unmodeled effects, most of them imply an economically significant 
impact on leverage. Unlike country dummies, results generally disapprove the role of 
belonging to a given industry such as manufacturing, trade or construction companies (with 
the sole exception of utilities) in the explanation of leverage differences among firms. Survey 
results provided evidence in the meantime that a more qualitative approach could deliver 
useful extra information on underlying non-financial firm attributes that help to understand 
capital structure decisions much better. From this analysis we learn that the impact of country 
dummies might cover much more than the simple fact of belonging to a given country: Polish 
firms, for example, tend to prefer lower leverage compared to other CEE countries, but this is 
probably not because they are from Poland, but rather because a higher proportion of them is 
governed by owner-managers that likely follow a more conservative financing policy. 

Overall, the R-squared yielded for the within estimation (FE) is very high indicating that 
the combination of selected proxies and the unmodeled firm-specific heterogeneity is 
sufficiently powerful to predict firm’s choice of leverage. RE estimation provides robust 
results that are in line with FE estimation: we find valuable correlation between explanatory 
variables and leverage equally within a cross-sectional unit and across different individuals. 
As expected, the overall R-squared of RE estimation resulted to be substantially lower, 
however, the figure is still in line with the coefficient of other regressions performed for 
similar purposes. The calculated rho shows that about 79% of variance measured are due to 
cross-section random effects, which underscores the strength of firm-specific attributes in 
borrowing decisions and coincides well with the combination of high overall R-squared and 
the relatively modest test-statistic values for the FE estimation. 

 
6. Concluding remarks and further works 

We test the capital structure theories, namely the static tradeoff and pecking order 
theory with two distinct methods in ten CEE countries. The first method we apply is a 
questionnaire based test where 498 firms’ CFO is questioned on the behavior according they 
act in financing decisions. The second method we apply is a panel regression for the period of 
2005 and 2008 with the dependent variable of total financial leverage and the well researched 
independent variables like size, risk, profitability, cash, tangibility, intangibility, tax and non-
debt tax shields. 

In the first step using our questionnaire we find that the most important factor affecting 
the level of borrowing is the cash-flows generated from the asset that expects to be financed 
by the new loan, while corporate tax, non-debt tax shields and the potential costs of 
bankruptcy are only moderately important. At first sight these answers support a strong 
pecking order driven behavior in leverage decisions. We find that country-specific results 
exhibit some diversity in the correlation of tradeoff considerations and the choice of debt. 
Results show that the majority of CEE firms (73%) indeed do not fix a target leverage ratio; 
however CFOs’ preferences reflect higher deviation between CEE countries with the highest 
proportion of leverage targeting firms in Poland, and the lowest in the Czech Republic. 
Executives express clearly that in financing new assets the highest importance is attributed to 
internally generated funds with 73% of firms reporting it as important or very important ahead 
of asset restructuring, ordinary debt, new external common equity and as a last resort, 
convertible debt. These figures provide a strong support for the POT. The question “In 
periods when the firm’s investment is low, does your firm retain a part of its free cash-
flows?” addressing one of the most crucial elements in the POT yields a 43% “yes”, which 
coincide with our previous results. 

Using the survey answers we have the possibility to divide the sample into firm-classes 
based on different attributes. Firstly we examine whether the CFOs who report to have a 
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predefined target leverage give significantly different answers to questions from those who do 
not have such a target. We find that the firms which have a target leverage are managed by 
non-owner managers in larger proportion, while firms which do not have a target seem to be 
managed in a larger part by owner-managers. In the meantime, we do not find any proof that 
origins of the dominant management culture would have any influence on the presence of 
target leverage. Answers show that CFOs give more consideration to corporate tax, as well as, 
to non-debt tax shield considerations in firms operated with a target capital structure, which 
gives some support for the the STT. The second attribute for the classification we use is the 
degree of managerial ownership. We find that managers with a mixed shareholder-manager 
objective function are not only less inclined to keep firm’s capital structure fixed, but they 
also consider this target as a less strict objective opposite to firms with low managerial 
ownership where an existing target is strictly respected by at least half of respondents. In 
addition, a substantially higher share of firms applied for a new loan or capital lease in recent 
years among those operated by owner-managers than in the other sub-sample. Regarding the 
long-term financing funds, CFOs of firms managed by insiders firmly declare an equal 
importance of ordinary debt and retained earnings in contrasts with non-owner managers who 
have a clear preference for retained earnings over asset restructuring and straight debt. We 
find that non-owner managers have a higher willingness to forgo an attractive investment 
opportunity than do insider managers if this investment cannot be undertaken without 
restructuring of the firm’s balance sheet. 

The outcome of panel analyses confirms in general the inexistence of strong tradeoff 
aspects in financing decisions for the broad sample of firms, which coincides well with CFOs’ 
opinion revealed in our survey. The estimated coefficients and their t-statistics well reflect the 
answers the managers gave for the specific questions. We find the tax variable insignificant 
similarly to most of the CFOs mentioning it as less important in the survey. The answers 
reveal that executives do not put much emphasis on the costs of getting into a financially 
distressed situation, which is confirmed by the insignificant risk variable in the regression. 
Similarly the size variable becomes rather insignificant in the broad sample. The proxy for 
non-debt tax shield is negatively correlated to leverage and it is significant, which result is 
slightly contradictory to our survey answers, where only a little more than 50% of edenoted 
this factor to be important. Tangibility is the only variable which corresponds well to the STT, 
while profitability, cash and intangibility are significant also but their relationship to total 
leverage ratio show more from the POT 

One of the main conclusions we can draw is that the two independent methodology 
applied give similar results, therefore a robust picture can be drawn on underlying motivations 
and preferences of the managerial behavior and applying the regression equation reliable 
prediction can be given for firms in the CEE countries. The investigation of capital structure 
choices of CEE firms by creating another samples based on firm-level attributes, such as use 
of internal cash reserve, use of operating lease, importance of external equity, etc. may be a 
promising direction for future research in this field. 
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