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What is This Paper About?

Onset of World War I caused:
Large, transitory, plausibly exogenous increase in investment outlays

Related to war effort

Changes in corporate and personal tax rates

Imposition of “war profits tax” and “excess profits tax” during
1917-1920 created a tax bias towards equity financing

How important are taxes and investment outlays in explaining
leverage of firms?
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Yearly Tax Rates

Source: Table 3
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Relative Advantage of Debt

Source: Table D1
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Summary Statistics by Period

Source: Table 4
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Introduction of Corporate Income Tax

What explains the use of debt prior to introduction of taxes?
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Figure 1: Median Investment to Asset Ratio

How do firms finance temporary surge in investment expenditures?
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What Does It Find?

Shocks to corporate and individual taxes do not affect leverage ratios

Leverage actually increased during 1917-1920 despite the bias towards
equity in the tax code.

Transitory investments by firms during World War I resulted in
transitory increases in debt (especially by firms with low earnings).

Changes in leverage are related to investment outlays and negatively
related to operating cash flows.
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Cross-Sectional Regression Results

Source: Table 6
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Investment and Leverage

Changes in leverage are positively associated with changes in
investment and negatively associated with changes in profitabilty

Observed increase in leverage during World War I is driven by the
need to finance war-related investment expenditures.
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Investment Spikes, Financing Gaps and Change in Leverage

Why not estimate Pecking Order regressions?

Vidhan Goyal (HKUST) December 15, 2015 11 / 18



Leverage and Investment

Correlation between the change in leverage during the World War I
(1917-1920) and the post-war period (1921-1924) is -0.34.

Debt issued to finance investment spikes during World War I was
transitory.

Increase in leverage are a transitory response to funding needs during
the war years.
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Multivariate Analysis of Change in Leverage

Source: Table 10

Vidhan Goyal (HKUST) December 15, 2015 13 / 18



Comments: World War I and Corporate Leverage

War-time could affect both the demand and supply of debt.

What else was changing during the sample period?

Bank funding/credit market conditions
Ownership structures
Equity valuations (market timing)
Valuation disagreements between managers and investors
Managerial attitudes and social norms about debt

We lack a proper control group.
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Comments: Interpreting Results

How importance of adjustment costs?

Transitory increase in debt fund transitory investment outlays.
Rebalancing seems quick: As the wartime expansion dried up, firms
reduced leverage

How does the adjustment happen? Focus on issuances.
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Comment: Data and Accounting Standards

Why exclude railroads and mining companies?

Tax deductibility of interest was also a function of the capital stock
(accounting standards?). How binding was this constraint for firms?

Unclear if this is captured in the “direct measures of tax incentives”.
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Comments: Leverage Models

What models can be ruled out? What models make sense?

Targeting behavior?

Aspects of investment policies are important. Increase in asset growth
affects leverage.
Firms raise debt to fund expansion. They don’t borrow to fund equity
payouts.
What is happening to payout policies?

Leverage variation could be a byproduct of decisions about other
time-varying corporate policies.

Do firms have time-varying targets?
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Conclusions

Excellent description of changes to investments, taxes, and leverage in
the early 1900s.

World War I and imposition of “excess profits tax” is a great setting
for examining the effect of transitory shocks on corporate policy
decisions.

Questions about interpretation of these findings.
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