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1 Introduction

Since Jensen and Meckling published in 1976 thenkwen agency costs and ownership structure, the
relevance and impact of conflicts of interest betwérms insiders on the one hand and other firms
stakeholders on the other hand has been one ahdisé investigated topic in the field of corporate
finance, as Shleifer and Vishny (1997) survey omporate governance well illustrates. While
empirical studies have mainly focused on the conftif interest between insiders and minority
shareholders (e.g. Gompers et al. 2003; Cremerdlamd®005) conflicts exist as well between insgder
and creditors. Empirical studies on this confliegtvé generally set their focus on wealth changes
associated to certain events (e.g. Warga and V\2€I08B; Billett et al. 2004) or investigated the irapa

of corporate governance mechanisms on the valgerpbrate bonds (e.g. Klock et al. 2005; Cremers
et al. 2007).

Several previous studies on conflicts of interesiMeen creditors and managers build on arguments
specifically developed for the conflict of intereBetween managers and minority shareholders;
however, as noted by Cremers et al. (2007), notr@king shareholders and creditors interests ate n
necessarily always aligned. Arguments based orrisleof asset substitution (Jensen and Meckling
1976) and tunneling (Johnson et al. 2000) see rntynshareholders and creditors interests quite
aligned, and predict an increase in conflicts dénest when the separation between ownership and
control increase. Market for corporate control (eSgulz 1988) theories depict instead a different
situation for the two classes of stakeholders: @vhih increase in insiders ownership can be beakfici
for minority shareholders, it would harm creditors.

The two arguments thus predict opposite relatigpsbietween insiders ownership concentration and
the strength of conflict of interests between iessdand creditors. As market for corporate control
effects are more influential when control is dighké (i.e. when ownership concentration is low) we
predict a non-monotonic relationship between tivellef ownership by insiders and the relevance of
their conflicts with creditors, and thus with ca$tdebt. We empirically investigate this relatioipshy
studying how the level of ownership by firms insgl@ffect the cost of bank loans. We use a large
sample of bank loans issued between 1996 and 20d0cantrolling for several borrower, loans,
lenders, market and country law characteristics fine that at 0.1% statistical confidence level the
relationship between insiders ownership and firost of borrowing is inverse U-shaped, with the cost
of debt increasing (decreasing) with insiders owhigxr when the latter is low (high). The turningtoi

is found for a level of ownership by insiders of ¥4 — 49.3% (depending on the model), as control



becomes no longer disputable. Beside statistigalfstance, the effect of insiders ownership omgr
cost of borrowing is economically sizable: cetgésibus, a firm where insiders own 43% — 49.3% of
equity pays on average 12.5% — 20% (or 20.5 — B@s) higher spreads on bank loans than a widely
held firm and 21.5 — 22% (34 — 35.5 bps) highentlhafirm where insiders hold all equity. The
functional form is robust to the use of differentg@rical strategies to test it, such as using agwese
linear regression or splitting our sample by levafisnsiders ownership. Estimations accounting for
potential panel unobserved effects and endogeireitiye ownership structure also confirm our main
result. We provide further evidence of the roleypthby market for corporate control by studying how
governance provisions protecting insiders from meechallenge moderate the phenomenon. We find
that the positive relationship between insiders enship and loans spreads is not in place for
borrowers characterized by multiple anti-takeovewvsions.

We then turn our attention toward how the relatmpdetween insiders ownership concentration and
cost of borrowing is moderated by capital structuf@eory predicts that leverage reduces the
sensitivity of the cost of debt to the ownershipusture, as lower free cash flow reduce the
discretionary use of resources by insiders (Jed9&6). Moreover, high leverage reduce the role of
market for corporate control, as creditors can gaare control on the firm (Burkart et al. 1997) and
the likelihood of a takeover is reduced (NovaesZ20Mdeed, we find that the correlation betweest co
of debt and the separation of ownership and cordrsirongly reduced for high levels of leverags] a
especially so for low levels of insiders ownershipe negative relationship found for high levels of
ownership concentration is instead still in plaadéhough mitigated.

Finally, we study how contingent clauses of loamntacts such as financial covenants and
performance pricing moderate the relationship betwewnership concentration and cost of debt.
While both class of clauses as predictable redueesénsitivity of debt price to insiders ownerslig,
former appear to be significantly more effectiveloing so.

The determinants of bank loans pricing, contract syndicate structure have recently received strong
attention (e.g. Carey and Nini 2007; Sufi 2007;e8and Strahan 2009; Ivashina 2009; Mattes et al.
2013). In particular, few papers have investigatesl relationship between firms ownership and the
cost of bank loans. (e.g. Lin et al. 2011, 2012rf8iers and Steffen 2011; Roberts and Yuan 2010).
We add to the findings of previous literature ivesal ways: first, we document that the relatiopshi
between the separation of ownership and contrsl maasured by the share held by firms’ insiders -
and the cost of bank loansnen-monotonicFew studies so far have assessed theoretically Seulz

1988) and empirically (e.g. Morck et al. 1988; Witiget al. 1996) a potentially non-linear effect of
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ownership concentration on operative performancesjoity value. To the best of our knowledge, this
is the first study to show empirical evidence afa-monotonic effect of insiders ownership on loans
pricing.

Second, we focus on insiders ownership concentratither than different proxies for separation of
ownership and control used in previous studies. dfiral. (2011, 2012) use the difference between
control rights and cash flow rights. This measuae long been used in the literature (e.g. Claessens
al. 2002; Faccio and Lang 2001); however, as nigdhe authors it identifies a separation of
ownership and control only in presence of “pyrarhidauctures, dual-class shares, and multiple
control chains” (Lin et al. 2011; p. 5). We focusstead our attention omsiders ownership
concentration(Grossman and Hart 1986; Hart and Moore 199M)is variable allows us to consider
the effect of the separation between ownershipcamtrol simply arising when insiders own less than
100% of firm’s equity. Moreover, while it does natow to consider the effect of particular control
structures as the wedge between control and casfrijht does, it has the great advantage of bamng
information easily available for a large numberfioins, allowing to study its effect on a broader
sample?

Finally, we contribute to the literature by studyirhow the influence of insiders ownership
concentration on cost of bank loans is moderatedhycapital structure of the firm and by the
covenants and performance pricing clauses bankschmle in loan contracts to protect themselves.
The rest of the paper proceeds as follow: in Sec®ave describe the dataset used. In Section 3 we
discuss how theory predicts a non-monotonic refatiqp between insiders ownership concentration
and the cost of debt, an present supporting enapiresults. Section 4 reports additional empirical
evidence on the role played by the market for cajgocontrol in shaping the relationship between
insiders ownership and cost of debt. In Sectione5digcuss the role played by borrowers leverage in

moderating this relationship, and show related egadiresults. Section 6 investigates to what exten

! Studies focusing on conflicts of interest betwshareholders and managers often model these titeerts separated
even when there is a shareholder with a relevaantesbf control rights (e.g. Shleifer and Vishny &28Given our goal to
study conflicts of interests with creditors, weld@l here the approach of Grossman and Hart (1986)Hart and Moore
(1990) among others to consider one of the actalwed to be a manager-owner, who benefit from mling the firm
while providing less than 100% of the capital. tdeoitally, the same definition of manager-owner wasumed also by
Jensen and Meckling (1976), even though their nmistesting predictions relate to the case wheeeatmount of capital
provided by the manager tends toward zero. Theidarulifference is that with our approach controldan existing
management is not exogenous, but exist exactlyusecenanagers have enough control rights to goverriitm. This in
turns gives greater relevance to market for cotparantrol arguments (e.g. Manne 1965).

2 In our most parsimonious model, we are able ttuide 6,423 distinct borrowers from 65 countrieswsetn 1996 and
March 2010; Lin et al. (2011) study includes 3,4688rowers from 22 countries between 1996 and 2008.
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loans contract clauses are effective in reduciegrébevance of potential conflicts of interest bew

insiders and creditors. Section 7 concludes.

2 Data

The two main datasets used in this study are thé BBalscan database, where we get information on
bank loans, and the Worldscope database, wheretferg level data.

Worldscope dataset initially includes 67,526 firnegrresponding to 979,746 yearly observations
between 1995 and 2009. Dealscan dataset inclugety March 2010, 41,476 distinct firms codes
associated to 106,613 loans packagkeided into 154,488 facilities. Following lvashif2009), we
keep only one facility per package, using the sfjgme starting at loan initiations. We decide ¢d n
use data before August 1996 as they are largelgmptete because they have been collected
retroactively (e.g. Ivashina 2009). The portionO¥alscan we consider includes 35,261 borrowing
firms and 83,551 deals.

Since Dealscan database appears to be more affgctiglicate identification codes for each firng w
use the Worldscope dataset as master in mergingvtheneaning that multiple Dealscan identification
codes may be associated to a single Worldscope id.

We start building our dataset cleaning Worldscope &) duplicates firms (by name, country and
sector) and ADRs; b) observations where no varigbf®n-missing; c) observation where the year or
the firm sector is missing. We are then left wighasl8 unique firms with 939,720 yearly observations
between 1995 and 2009. In the spirit of Facciol.e{2901), we drop observations characterized by
suspicious values, such as negative assets olitleghior when total assets is not equal to tha s
total equity and liabilities (with an acceptablergia of error of 5%). After this check, we are lefith
60,399 firms (432,594 observations) where at lsastor, country and total assets of the firm are
available. To further limit the potential for susipus data to affect our results , we winsorize all
Worldscope continuous variables at 1% level fohead.*

We then merge Worldscope with Dealscan using fingsie, country and sector (at 2-digit SIC code
level); we find at least one correspondence fo62% Worldscope unique firms. We are further able to
hand-match 1,195 entities, bringing the total nund§eNorldscope firms with a match in Dealscan to
16,818. The number of deals where we can idertidybiorrowing firm in Worldscope is then 34,648

% As usually done in the literature on syndicateahi) we use the terms “loan deal” and “loan packageynonyms.
* However, we do not winsorize or main independeariable for insiders ownership concentration defibelow, as it
correctly varies between 0 and 1. All the main itsgoresented in this paper holds using non wizgdridata as well.
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or 41.47% of the total where for 27,954 of them (corresponding to 8,38d&dwers from 76 different
countries) at least the 1 year lagged informatibou& firm’s country, sector and total assets is

available. Table 1 shows the distribution of deald borrowing firms by year and geographical area.

[Insert Table 1 about here]

The main dependent variable in our study is theapover the reference index paid by the borrower
for each deal. As customary in the literature ondsyated loans pricing (e.g. Lin et al. 2011) we us
the all-in spread drawn in basis points (sourceal8an), defined as the total annual cost, incydin
set of fees and fixed spread, paid for each ameffexdttively used under the loan commitment.

To measure insiders ownership concentration wethisepercentage of Closely Held Shar€H§
source: Worldscope) in decimalSHS is defined as the share of equity held by insidergcludes
shares held by officers, directors and their immaedifamilies; shares held in trust; shares of the
company held by any other corporation; shares hmsidpension/benefit plans; shares held by
individuals who hold more than 5% or more of théstanding share<CHS has been used in several
previous study as a measure of insiders ownerstgentration (e.g. Mitton 2002; Thomsen et al.
2006; Doidge et al. 2007).

In our analyses we include several controls thatehaeen found in the literature to significantly
influence the cost of corporate borrowing. Below described all the borrowers, loans, lenders| lega
environment and market rates characteristics imtluth this study; descriptive statistics for all
variables are then reported in Table 2. Variabkfindion is summarized in Table 9, reported in the

Appendix.

2.1 Borrowers characteristics

We use several firms characteristics relating todyeer credit quality and/or the level of asymmetri
information between borrowers and lenders. The roairtrol variable is the firmheveragewhich has
long been recognized as the main firm-specific rdeteant of credit spreads (e.g. Collin-Dufresne et
al. 2001). It is defined as the ratio of total llgikes over the sum of total liabilities and thearket
value of equity; in order to be able to include emobservations, in our most parsimonious model we
use a measure of leverage based only on accoutdiag_everage accountingdefined as the ratio of

total liabilities over total assets. We use totbilities instead of total debt - which is oftesed in the



literature - because non-financial liabilities tanchave a higher seniority than debt (Welch 20ahy
thus play a relevant role on the credit risk farders. We control for firms dimension using theunait
logarithm of Total Assets in thousands of USINTA), as bigger firms are usually found to face lower
costs of capital. The ratio of debt maturing witliryear (short-term debt) over the sum of short and
long-term debt $DTD) account for the borrower debt maturity structwae,firms with higher credit
quality tend to prefer short-term debt (Diamond 1)99The ratio of Intangible over Total Assets
(INTDA) is included to proxy for the quality of the caéleal (from the lenders’ point of view) in case
of default (e.g. Lin et al. 2011). We control fonis operative performance using the Return on t&sse
defined as Net Income over Total Assd®O@); we also include in our study the yearly percgata
growth of Net SalesSG, as growth opportunities increase potential ¢otsflof interests between
shareholders and creditors (Myers 1977). All ravtad®r computing these variables come from
Worldscope, and are lagged 1 year to reduce enédgen

Following Sufi (2007), we control for the naturabhrithm of 1 plus the number of previous loans in
Dealscan database to the same borrolmét ¢ n° of loans) to approximate for the information on the
firm held by potential lenders. Since an high lesebwnership concentration can be associated with
Government ownership especially in some countrfes and given that Government ownership
significantly affects the cost of borrowing (Bonsoand Megginson 2011), we also include a dummy
variable equal to 1 if the borrower is indicateddaalscan as a Government entity or a Government-
owned enterprise (GOE) and 0 otherwiSG®yernmerjt

2.2 Loans and lenders characteristics

We consider several deal characteristics typigattjuded in all studies on bank loans. We contooi f
the natural logarithm of the facility amount in USENFA); the number of facilities in each package
(Number of facilities the maturity expressed in montidaturity); a dummy variable equal to 1 if the
loan is senior debt and 0 otherwigefio); three dummy variables equal to 1 if respectivalythere

is a loan guarantorQuaranto; b) the contract includes performance pricingusks Performance
Pricing); or c) financial covenantsCpvenanty and O otherwise. A series of indicators is used
control for the loan stated purpose. We follow $26007) and group purposes in 5 categories: Working

Capital and corporate purposes, Refinancing, Adipms, Backup line and Other. As in Ivashina

® The incidence of GOEs is significantly (at 1% ddefice level) higher in Europe and Asia than inrést of our sample.
GOEs exhibit a mean value of CHS of 0.582 whileofirms average is 0.318, the difference beingssieally significant
at customary confidence levels.
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(2009), we also include a dummy equal to 1 if thsedrate is a prime rate and 0 otherwRenge
Rate.

Together with loans characteristics, we also céifitrofew relevant aspects of the lending grougstfi

we use a dummy variable equal to 1 if the loamdscated as syndicate and 0 otherwSegndication;

as shown in Table 2, syndicate loans account f&6 @8our sample. We include the number of lenders
(N° of lender¥ and the percentage of loan retained by lead bérdad Shargbecause the level of
concentration in lead lenders increase the effengs of monitoring, but at the same time a more
disperse lending base allow to reduce the condentraf risk (e.g. Ivashina 2009). Finally, we wse
dummy variable to control for the lead lentland the borrower being from the same counfignge
Country), as foreign banks are associated on average higter costs of debt (Qian and Strahan
2007).

2.3 Legal environment

Several studies (e.g. Esty and Megginson 2003; @meh Strahan 2007; Bae and Goyal 2009) have
shown the relevance of laws on creditors protectioexplaining cross-country differences in bank

loans structure and pricing. To account for this,wge Qian and Strahan (2007, QS hereafter) credito
rights indicator for the borrower’s country of dnglerived from La Porta, Lopez-de-Silanes, Shieife

and Vishny (1997, LLSV hereafter) seminal papetaam and finance. For countries not considered in
QS work we use original values reported in LLSV.ohstomary, we also use several indicators for the
country legal framework, assigning each countrypne of 6 possible law systems (English, French,

German, Islamic, Scandinavian and Socialist).

2.4 Market rates

Studies on loan pricing usually do not consider agnexplanatory variables the general level of
market interest rates and premia required by thekehdy the time the deal is settled. However, it
seems fair to assume that these affect the cahifin a way that simply using year indicatorsnmn
account for. To control for the term structure oferest rates, we use the value of the first three
principal components of the US Treasury yield cuageon the day the loan becomes active; these
components are usually thought of as representiad.éve| Slopeand Curvatureof the yields term
structure (Litterman and Scheinkman 1991). To adnfior the Default Premiumrequired by the

® When more than one lead lender is present, wedmmthe one retaining the highest share.
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market, we use the spread between the average gietobrporate bonds rated respectively Baa and
Aaa by Moody’s (e.g. Chen et al. 2009). All yietista are from the Federal Reserve website.

[Insert Table 2 about here]

3 Insiders ownership concentration and the cost of dw

Within the agency theory framework, several différeredictable effect of the separation between
ownership and control for firm’s stakeholders haeen proposed. Surely, the conflict of interesttmos
investigated is the one between insiders on thehand and minority shareholders on the other hand.
Two of the most prominent effects of the separatie@tween ownership and control were already
discussed by Jensen and Meckling (197&nnelingand Asset Substitutiofalso referred to as risk
shifting).

Tunneling refers to “the transfer of resourcesajd company to its controlling shareholder” (Jaims
et al. 2000; p. 22). It is expected to affect mityoshareholders and creditors alike, and it isriere
likely the more the separation of ownership andtrabrincrease. An inverse relationship between
insiders ownership concentration and agency cdigstag creditors is thus expected; if the lathee
rational, they will make the shareholders bearagency cost by asking higher interests on debia As
result, insiders ownership concentration is predidb have a negative effect on the cost of debt.

A similar prediction is associated with asset sititgin; as the fraction of firm’s capital held by
insiders decrease, they have an incentive towaideri investments regardless of their net present
value, as they get a big upside potential withaedrimg financial losses if the investment f@kbt
Overhangproblems identified by Myers (1977) are just atipatar application of the asset substitution
argument.

The negative relationship between insiders ownprsleincentration and cost of debt predicted by
tunneling and asset substitution arguments hasvest@mpirical validation from several studies: in
particular, Lin et al. (2011) focus on bank loand ahow that the cost of debt increases with thégee
between control and ownership and decreases watbash flow right retained by insiders.

Theoretical works discussed so far make the intgissumption that insiders have a full controlhef t
firm and its resources and that they cannot easilgubstituted. However, if insiders own a smadireh

of equity, theMarket for Corporate Contro{e.g. Manne 1965; Scharfstein 1988; Stulz 1988kely

7 hitp://www.federalreserve.gov/releases/h15/datathidb
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to exert a strong disincentive for insiders to astirprivate wealth, as external shareholders aed ev
creditors in particular instances might take cdntifothe firm. Insiders thus need a certain minimum
level of ownership for the incentives toward tummgland risk shifting not being overcompensated by
the thread of losing control over the firm. It i#d@resting to notice that, while asset substituaod
tunneling arguments see the interests of credigmd minority shareholders aligned, market for
corporate control depicts a different situation tiee two classes of stakeholder. On the one hand, a
higher level of insiders ownership concentraticangiates into an higher premium paid in case of
takeover as long as control is disputable (e.gz3t988; Song and Walkling 1993). For low levels of
insiders ownership (i.e. when control is disputpbs: increase in ownership concentration is thus
beneficial for minority shareholders.

On the other hand, creditors do not beneficiatmftbis increase in the value of shares. A decrease
the disputability of control thus only translates €reditors into an higher likelihood of tunnelingd

risk shifting. As such, market for corporate cohfpoedicts a positive relationship between insiders
ownership concentration and the strength of candiidnterests between insiders and creditors, whic
in turns translate into a positive relationshipwesn insiders ownership and the cost of debt.

The relevance of market for corporate control fom¢$ creditors has received as well empirical
validation; for example, Klock et al. (2005) anda®h et al. (2009) show that anti-takeover provision
reduce ceteris paribus bonds yields and loans dpespectively. More to the point, Cremers et al.
(2007) provide empirical evidence that ownershiposmtration is positively correlated with bonds
yields when the firm is exposed to takeovers. Tolibst of our knowledge, no study has assessed so
far how market for corporate control moderatesrtiationship between ownership structure and cost
of debt in the context of bank loans.

Asset substitution and tunneling on the one harttiraarket for corporate control on the other hand
thus predict opposite relationships between thelle¥insiders ownership concentration and the cost
of firms borrowing. Moreover, as discussed aboves tatter becomes irrelevant when insiders
ownership concentration is high; on the contrargsea substitution and risk shifting increase in
relevance when control is hardly disputable.

For this, we predict that insiders ownership cotregion and cost of debt have an inverse U-shaped
relationship. When insiders ownership concentraisolow, it positive correlate with the cost of deb
due to market for corporate control effects; thiatrenship becomes instead negative when insiders

ownership concentration is high, as asset sulistitaind tunneling concerns become more relevant.
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3.1 Empirical evidence

To study empirically the relationship between iesgdownership and cost of debt, we formulate a
pricing model for the spread paid on bank loansctvlimclude bottCHSand its square valu€HS"9
among the determinants. We expect the coefficen€HS"2to be significant and negative, while the
coefficient for CHS should be positive and significant; the sum of lihear and quadratic effect of
CHSon loan spread characterizes a situation wii#t8increase the cost of debt as long as an higher
CHSprovide a stronger control to insiders; o@igSis high enough to grant insiders full control of th
firm, an increase iICHS should actually decrease the cost of debt, adensihave lower incentives to
extract private benefits from the firm.

Following Lin et al. (2011) we use as dependentalde the natural logarithm of the all-in spread
drawn in bp£ borrowers, loans, lenders, market rates and legaronment characteristics are the
control variables presented in Section 2. In aldels we include indicators for the country of loan
origination because, as noted by Carey and Nir@{2doans originated in Europe and Asia appear to
be characterized on average by lower spreads. A®rmary, we include also indicators for the
borrower industry (at 2-digit level SIC code) awnd the year of loan issuance. Table 3 reports thg O
coefficient estimation for different specificatiom$ the model, together with their standard errors

robust to heteroskedasticity and clustered at lawel.
[Insert Table 3 about here]

Model (1) is the most parsimonious: we include astls only the most relevant and frequently
available borrower characteristicENTA and Leverage accountingand loans characteristics and
purpose, together with market interest rates anghtcy, industry and year indicators. Model (2)
augments Model (1) by controlling for the structwfethe lending group. In Model (3) we use the
market measure of borrower leverageJeragé and include additional borrower characteristics.

Model (4) we control for government ownership aodthe legal environment of the borrower country
of origin. Finally, in Model (5) we follow Qian anSitrahan (2007) and exclude firms in the financial
and public sector industries (1-digit SIC codesn@ &) because their risks might be substantially

different from those of firms in other industries.

8 All presented empirical results are qualitativeiyilar when directly using the all-in-spread drawithout the logarithm
transformation
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For all modelsCHS and CHS"2 coefficients are respectively positive and negatwe both highly
significant (at 0.1% confidence level), giving engal confirmation that the relationship between
insiders ownership and cost of debt is non-monctospecifically, it is an inverse U-shaped
relationship, with cost of debt increasing@iSwhen the latter is low and decreasingdHS when

the latter is high. For example, wh€iSis equal to 0.1 the marginal effect of an increals€EHS by
0.01 (i.e. 1%, from 10% to 11%) drives an increafsthe spread by 0.45% — 0.64% depending on the
model, meaning an average increase of the spre@d%i— 1.05 bps. Conversely, when CHS is equal
to 0.9 an increase by 0.01 driveseductionof the spread by 0.67% — 0.83% (1.10 — 1.35 Hps3.
interesting to state that the marginal effecCéfS on In(spread)changes in sign for values GHS of
43.1% — 49.3%, i.e. fairly close to the value of#&@fter which an increase in ownership by insiders
does not grant them any additional control overfitine resources.

Figure 1 represent graphically the relationshipdeenCHSand the spread using Model (1) estimated
coefficients; to make results more easily intergiét in terms of cost of debt, we compute the non-
linear effect ofCHSon the natural logarithm of the spread over theeladample mean and reconvert
the predicted results in basis poititsAs can be seen, widely and closely held firms ti@se
exhibiting ceteris paribus the lowest cost of detdtjle firms with an high degree of separation of
ownership and contrdbut a sufficient ownership concentration as to avbie pressure of potential
external raiders are those paying the highest obstebt. Aside from statistical significance, the
estimated difference between this ownership stracamd widely and closely held firm structures is
economically sizable: ceteris paribus, a firm whergders own 43% — 49.3% of equity pays on
average 12.5% — 20% (or 20.5 — 32.5 bps) higherasis on bank loans than a widely held firm and
21.5-22% (34 — 35.5 bps) higher than a firm whiesiders hold all equity.

[Insert Figure 1 about here]

® Indeed, for Model (1) a nonlinear Wald-type tesésl not reject the null hypothesis that the peak®finverse U-shaped
relationship betwee@€HS andIn(spread)occurs forCHS equal to 0.5. Anyway, insiders actually needs tess 50% of
equity to assure themselves a non-disputable ddntroost of the cases; it thus makes sense tleapdisitive effect of the
market for corporate control evanish before thetlxr&shold.

%i.e.Spread in bps = exp[In(spread) + BcysCHS + BeysnCHS 2], whereln(spread) is the sample mean of the
natural logarithm of the all-in spread drawn.
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3.2 Robustness checks on the functional form

We use three alternative approaches to providadurtvidence of the inverse U-shaped relationship
between insiders ownership and loans spread.

First, we use a piecewise linear regression approathe spirit of Morck et al. (1988), and suhsgtt
the variableCHS with four variablesCHS0t00.1 CHSO0.1t00.3CHS0.3t00.5and CHSO0.5to1 defined

as in Equation 1

CHS, CHS < 0.1
0.1, CHS = 0.1

0, CHS < 0.1
CHS0.1t00.3 = {CHS - 0.1, 0.1<CHS<0.3
0.2, CHS = 0.3

CHS0t00.1 = {

1)
0, CHS<03

CHS0.3t00.5 = {CHS - 0.3, 0.3<CHS <05
0.2, CHS = 0.5

0, CHS < 0.5

Thus, for example, iCHS is 0.4 we haveCHSOto0.1lequal to 0.1 CHSO0.1t00.3equal to 0.2 and
CHSO0.3t00.%equal to 0.1. In this way each variable allowsapture the marginal effect of CHS for
each interval o€HSitself.

The second approach we use is simply to split ampte by values oc€HS and then use a first order
model (i.e. including onlCHS but notCHS”*2among regressors) for the cost of debt. We usedhe
threshold foilCHSas in the piecewise regression, namely 0.1, 0.3and

The choice of thresholds is somehow arbitrary mésdnot lack theoretical underpinning: 0.1 is the
threshold usually used in the literature to defiaege” shareholders (e.g. La Porta et al. 199%Mea
and Levine 2008); 0.3 identifies in several cowstrthe threshold for mandatory tender offers (e.g.
Dyck and Zingales 2004), implying it can be consedea level of ownership granting a control that
cannot be easily challenged; with an ownershipngyders higher than 50% of firm equity of course
control and ownership tend to overfdp.

Finally, we control in Model (3) for unobserved péitevel effects by using an Arellano and Bond

(1991) estimator, using for each firm-year the bgjgdeal in terms of facility amount. Also, we

™ In unreported analyses, we use alternative thtdshdividing for example CHS by distribution qikes. Results are
qualitatively similar.
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account for the potential endogeneity of the owmerstructure by treatin@HS as endogenous and
including among instruments the industrial (at 8idi SIC code level) average GHSIn the spirit of
Laeven and Levine (2009). Of course, since: a) amg deal per firm-year can be considered; b)
ownership structure tend to be persistent and; at) every borrower receive different loans in
subsequent years, this empirical strategy strosigtink the usable sample. For this, we only comside
two subsamplesCHS < 0.3 andCHS > 0.5) to investigate the functional form of thedationship
between insiders ownership and cost of borrowing.

Table 4 reports the results for these alternatieelets specification. Model (1) reports results thoe
piecewise regression, Model (2), (a) — (d) repoesults for a first order model on split samplesng
CHS as main independent variable; Model (3), (i) amyl feports Arellano and Bond (1991)
estimations for the two subsamples consideredmaliiels include also control variables used in Model
(1) of Table 3'? To save space we do not report controlling vaeislsbefficients; their sign, magnitude
and statistical significance is however largelygaéid with results reported in Table 3. As can be
noticed, the inverse U-shaped relationship betw@d® and spreads is confirmed: looking at Model
(1) coefficients, we can see that a 0.01 higheelle¥ ownership concentration significantly (at%.1
confidence level) increase the spread on loans.®% WwhenCHS is lower than 0.1; whe@HS s
between 0.1. and 0.3 the effect is still positind atatistically significant (at 5% confidence Ivaut
smaller in magnitude (the spread is 0.3% highemafoincrease of 0.01 &HS); between 0.3 and 0.5
we have a null marginal effect of CHS on loan sgsedinally, for values oCHS higher than 0.5 the
marginal effect becomes significantly (at 1% coefide level) negative, and an increase of 0.01 of
CHSis associated with a decrease of the spread B%.0vdel (2) coefficients draw a similar picture;
the marginal effect oc€EHSis positive and significant (at 5% confidence I@¥er values ofCHSbelow

0.3 and negative and significant when CHS is highan 0.5, while is negative and only marginally (a
10% confidence level) significant in between. HyiaModel (3) shows that the effect @HS is
positive whenCHS is lower than 0.3 and negative when it is highemnt 0.5; coefficients for both
subsample are significant at 10% confidence lews. can thus find robust confirmation for the

predicted functional form.

[Insert Table 4 about here]

12 Of course Model (3) does not include country andustry effects, as they are time-invariant charistics of the
borrower.
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4 The role of market for corporate control: additional evidence

Section 3 presents robust empirical evidence ofitkierse U-shaped relationship between insiders
ownership and loans spread. In this Section weigeoadditional empirical evidence that market for
corporate control is actually responsible for thseryved functional form for low levels 6HS To do

S0, we investigate how the presence of anti-takepravisions moderate the effect©@HSon spreads;

if market for corporate control is the reason why ebserve a positive effect, this should be styongl
reduced for firms presenting provisions making katd challenge the control of exiting management.
To account for provisions protecting insiders friosing their control we use the Entrenchment Index
(“E Index”) proposed by Bebchuk, Cohen and Ferf20l09, BCF hereafter). The E index is built
summing one point for each of the 6 corporate guuece provisions — i.e. staggered boards, limits to
shareholder amendments of the by-laws, supermgajoetuirements for mergers, supermajority
requirements for charter amendments, poison pilts golden parachutes — identified by BCF as the
most relevant in explaining the effect of corporgdeernance on firms financial performances. The E
index thus varies between 0 and 6, where higheregadentify an higher level of protection of iresigl
from market for corporate control. Data on prowisicare from the Investor Responsibility Research
Center (IRRC) reports. IRRC data are updated exeéwears, and each report covers 1,400-1,800 US
firms (BCF, 2009). As customary for studies basedIRRC data (e.g. Gompers et al. 2003), for
missing years we assign to the E index the lastvknealue, as provisions at firm level tend to béeju
stable across time.

Table 5 reports the distribution of deals and filmgg1 year lagged) values of the E index; oveth#,
index is available for around 9,000 deals in oungle; for c.a. 10% of the deals there is no anti-

takeover provision, while in less than 4% of theasathe borrower presents more than 4 provisions.
[Insert Table 5 about here]

We estimate pricing models for firms with a lowe(i<0.3) level of insiders ownership including,rajo
with control variablesCHS and its interaction with the E Indek (ndex x CHY As insiders control
gets shield by anti-takeover provisions, the stmeid by insiders should become irrelevant. we thus

expect the interaction term to be significantly atge.

B pata on firms’ E index are availablehdtp://www.law.harvard.edu/faculty/bebchuk/datanshfor more details about the
index construction see BCF (2009).
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Table 6 reports estimated coefficients as welhascombined coefficient for each level of the Eeixd
Model (1) performs the analysis on the whole usablmple, while Model (2) excludes firms in the
financial and public sectors. Both Models inclutighee control variables used in Models (4) anddb)
Table 4 but country-level law variables, as thedei is available only for US firms.

As expected, the positive effect GHS on the cost of debt is decreasing in the E indehxile an
increase by 1% of CHS results in a 0.7% — 0.9%e#me in the cost of debt when no anti-takeover
provision is present (significant at 0.1% confidenevel), the relationship between CHS and cost of
debt is no longer statistically significant where tB index is 4 or higher. These results are coleren
with those by Cremers et al. (2007) on bonds yjedaisl confirms that market for corporate control

effects can indeed explain the verified positivegiral effect of insiders ownership on cost of Isan

[Insert Table 6 about here]

5 The role of capital structure

Capital structure is often considered to play evaht role in moderating conflicts of interestswaestn
shareholders and creditors (Hart 1995). Three raaguments can be used to explain why capital
structure might influence the relationship betweeiders ownership and cost of debt.

First, Jensen (1986) predicts that debt reducepttential for suboptimal use of firm’s capital by
manager by reducing the amount of free cash flogy tban dispose of. Since interests and debt
repayments have an higher priority over investmeoits distribution of generated wealth to
shareholders, an high level of debt reduce thedémsi degree of discretion over the use of firms
resources. In this sense, leverage should be ededot reduce the sensitivity of cost of debt to
separation of ownership and control for any le\iehe latter.

Second, for high levels of leverage, creditors likedy to have an higher control over the firm (e.g
Burkart et al. 1997); this reduces the need foritodng provided by the market for corporate cohtro
and the potential for tunneling by insiders.

Finally, an high leverage reduce the effectivertésaarket for corporate control because it redubes
likelihood of a takeover (e.g. Novaes 2002).

¥ To address concerns about a potential select&s) bi unreported analysis we re-estimated ourrgtiadModels (4) and
(5) presented in Table 4 using only observationsretihe E index is available. The inverse U-shdpadtional form is
confirmed. Notice that country of origination cang are still included as not all loans to US barees are originated in the
us.
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All'in all, all these theoretical arguments predicatelevant moderating role of leverage on the laxinf

of interest between inside shareholders and creliiiced to the separation of ownership and control
Leverage is expected to decrease the sensitiviopsif of debt to ownership concentration, as inside
have lower discretion on the use of firms resoyrbes also to increase the relevance of risk stgfti
and tunneling for low levels of insiders ownershag, market for corporate control effects should be
strongly mitigated.

To study empirically the effect of leverage on tationship between ownership concentration ot cos
of debt, we introduce in our pricing models tweenaiction variablesLeverage x CH&ndLeverage x
CHS”) representing the cross product betweewerageand CHSandCHS”2respectively.

Results are reported in Table 7; control varialmhetuded in Models (1) — (5) are the same used for
models (1) — (5) in Table 3. The only exceptiorthat, given the scope of these analyses, we use
Leveragenstead ol_everage accountinglso in Models (1) and (2). Since we are studwrgyadratic
model with interaction terms, coefficients intematéon is more easily done by looking at the
relationship between CHS and spreads for diffelerdl of leverage depicted graphically in Figure 2.
Table 7 coefficients however confirm us that cdpstaucture plays a relevant role in moderating thi
relationship: the coefficient fdreverage x CH$s statistically significant at 0.1% confidencedeéin

all model specifications; also the coefficient t@verage x CHS & statistically significant (at 5%
confidence level) when financial and public sedtons are excluded (Model (5)¥HS and CHS"2

coefficients still exhibit the same sign and stat#éd significance as in Table 3.

[Insert Table 7 about here]

Figure 2 reports the predicted relationship betw€éts and the cost of loan for different levels of
Leverage namely 0.25, 0.5 and 0.75. As for Figure 1, we tiee predicted spread in bps to make
results more easy to interpret in terms of costlaift. As can be seen, for low level of leverages th
inverse U-shaped relationship betwe€hlS and loans spread is in place; however, as leverage
increases, the part of the curve previously exindpin positive slope tends to become flat or even
downward sloping, while for high levels 6HSthe negative relationship is still in place. Nesdl to
say, firms with high leverage pay an higher spréash firms with low leverage; however, this
difference is decreasing @HS All in all, the higher the leverage, the m&@ElSand cost of debt tend

to be negatively correlated for all values @HS This result is highly coherent with the proposed

theoretical arguments: the increase in cost of datsen by an higher control by insiders is smodthe
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as market for corporate control becomes irrelewahtte mitigated, the potential for tunneling amskr
shifting becomes the only effect in place, driviogvard a (negative) monotonic relationship between

insiders ownership concentration and cost of debt.

[Insert Figure 2 about here]

6 The role of loan contract clauses

One of the most investigated topic in the literatan bank loans, especially syndicated loans, & ho
the presence of asymmetric information and agerastscinfluence the loan characteristics and
syndicate structure (e.g. Qian and Strahan 20G&hina 2009; Lin et al. 2012). In this section we
explore to what extent two main classes of prowsjmamely financial covenants and performance
pricing, are effective in moderating the effecirtdiders ownership concentration on the cost of.deb
Both financial covenants and performance pricirgg@mmon clauses in bank loans contratthpy
link the ongoing of the loan contract terms to leerower credit quality, usually measured in tewhs
credit rating or interest coverage. The main défee between these two class of provisions isithat
performance requirements are not satisfied, firdramvenants give the right to the lender to dadl t
loan; on the contrary, performance pricing clausesex-ante a change in the interest paid by the
borrower in case of a deterioration (or improverhaither financial performances (Asquith et al.
2005). Performance pricing clauses have beingdntred relatively recently, and have become popular
especially in the syndicate loan market: this igdose the break of financial covenants by the
borrower, while giving the lender the right to ctie debt, actually result in the bulk of casesin
renegotiation (e.g. Asquith et al. 1994). This pgxcan be very costly, especially if several lende
(like in the case of syndicate loans) are involvétle expected cost of this process is usually
transferred to the borrower in terms of higher apgs®

On the other hand, performance pricing provisigtiire to set ex-ante the cost (or premium) for the
borrower to deviate from the agreed credit qualitys might prove a hard task, as it requires to
estimate not only the likelihood that credit qualiill change for exogenous reasons, but alsoha) t
potential change in incentives for the managextmaet private benefits at the expense of credismic

b) the risk premia the market will require in th&ure. Thus, as conditions change, performance

!5 Financial covenants and performance pricing pionis appear in 39% and 29% of our sample respégtias Table 2
shows.

8 Indeed, our analyses reported in Table 4 showrifiiant positive effect of the presence of finmhcovenants on the
cost of loans. Ivashina (2009) finds similar result
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pricing might prove not an effective deterrent ifsgiders; contract renegotiation allowed by finahci
covenants, while more costly, allows lenders tairegthe new agreement to reflect the new condstion
by the time the negotiation is made. Thus, it seéarsto expect financial covenants to be more
effective in reducing the effect of ownership retal by insiders on the cost of debt.

To test this hypothesis, we follow the same emalratrategy adopted in Sections 4 and 5 and include
in our pricing model for loans the cross produc€éfSandCHS"2with Covenant§Covenants x CHS
and Covenants x CHS)2and Performance PricingPerformance Pricing x CH&nd Performance
Pricing x CHS"2.

Table 8 reports the estimated coefficients for ehesdels. Models (1) — (3) include the two cross
products withFinancial CovenantsModel (1) is specified as Model (1) of Table 3jng Leverage
instead ofLeverage accountingviodel (2) use all the control variables of Mo@4) of Table 3, while
Model (3) is as Model (2) but estimated excludimgiicial and public sector firms; Model (4) — (8¢ a
similarly specified forPerformance Pricingfinally, Model (7) account for both clauses typgiles
moderating effect and use the same controls as Bl¢teand (4).

Models (1) — (3) and (7) show how the presencenainicial covenants strongly reduces the impact of
insiders ownership on cost of debt: the coefficfentCCHSIis reduced by 0.68 — 0.85 (depending on the
model) when financial covenants are present, whiecoefficient fortCHS”2is increased by 0.74 —
0.85; both effects are sizable compared to estonetefficients forCHS and CHS”2and statistically
significant at 0.1% confidence level. Altogethenahcial covenants appear to strongly flatten the
relationship betwee@HS and cost of debt especially for low levels of tbemer, as Figure 3 well
illustrates. This result is coherent with thoselloy et al. (2012), who find loans covenants effeetin
reducing the effect of the wedge between contrdl @sh flow rights on the cost of debt. Model (4) —
(6) show that, while the sign of the interactionie coefficients for performance pricing are themea
they are both smaller and less statistically sigaift than those for financial covenants. Moreover,
when controlling for both clauses in Model (7), m&ents for Performance Pricing interaction with

CHS are no longer significant (albeit close to gigance).

[Insert Table 8 about here]

Figure 3 represents the effect of insiders owngrshi cost of debt in presence of contract proviion
While performance pricing is on average relatetb¥eer costs of debt, it does not significantly redu

the sensitivity of cost of debt to the share regdiy insiders. On the contrary, financial covesant
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strongly moderate this relationship. While moretlgpdinancial covenants thus appear to be more
effective in reducing the agency costs associatilal avseparation of ownership concentration. This
can explain why they are still preferred by lenderperformance pricing provisions in debt consact
(Asquith et al. 2005).

[Insert Figure 3 about here]

7 Conclusions

In this paper we investigate the relationship betwine level of ownership retained by insiders tued
firms cost of bank debt. Tunneling and asset sugtih arguments on the one hand and market for
corporate control on the other hand are assocwithdopposite predictions on the relationship betwe
these two variables. Market for corporate contr@dpcts a positive correlation between insiders
ownership and agency costs for creditors; on therapy, asset substitution and tunneling predict a
negative correlation. As the former effect is sgy@nfor low levels of insiders ownership, we sugges
and find empirical evidence that the insiders owhigr and cost of debt exhibit an inverse U-shaped
relationship. When insider ownership is low, itsrgmase igletrimentalfor creditors, who thus requires
higher interest rates; when insiders ownershiggh,hts increase is associated with a reductiothef
cost of debt. This non-monotonic effect of insidevgnership on the cost of debt is confirmed after
several robustness checks and is economically mgfai ceteris paribus, on average a firm where
insiders own 40% — 50% of equity pay 33bps (36héigpreads than a widely (closely) held firm. The
positive correlation for low levels of insiders osvehip is not in place for firms characterized by
multiple anti-takeovers provisions, confirming tkey contribute by market for corporate controlhe t
verified functional form.

We then turn our attention toward the moderating of capital structure; an higher leverage reduce
free cash flow to equity and the relevance of miafiecorporate control. The cumulate effect isttha
while of course firms with an higher leverage payaverage higher spreads, the difference in spreads
between highly and lowly-levered firms is ceter&ipus bigger for low levels of insiders ownership
concentration.

Finally, we investigate whether financial covenaams performance pricing provisions are effective i
moderating the relationship between insiders ownerand cost of capital. Financial covenants are
associated on average with an higher cost of detduse of costly debt renegotiation. However, they

are also more effective in reducing the sensitigityost of debt to insiders ownership, as theyndb
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require to set ex-ante the cost for managers teatievrom the optimal behavior (from creditors
perspective).

Our findings reconcile some pieces of empiricaldewice reported in previous studies: Bhorjarj and
Sengupta (2003) for example find ownership conegioin to increase bond yields, while Lin et al.
(2011) and Klock et al. (2005) find a negative efffef ownership concentration on the cost of debt.
We show that both direction are plausible, with onghe other prevailing depending on the level of
ownership concentration, leverage and on corp@@aernance mechanisms.

It is interesting to notice that our results arestark contrast with those of the literature on ewghip
structure and the value of equity (e.g. Wright [et1l896). These studies provide empirical evidence
that conflicts of interest between insiders andanty shareholders decrease (increase) with owigersh
concentration when the latter is low (high). Owsules suggest that the opposite holds when creditor
instead of minority shareholders are considered.

Future research shall model altogether the non-toeoieffect of ownership structure on the value of
equity and debt, in order to estimate how muchhef value created for one stakeholder with a

particular ownership structure comes at the expehte other.
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Table 1 Sample distribution by year and country. This Talesent the yearly sample distribution of obséovatwhere at
least information about the borrower country, seetod total assets is available. Geographical ibigion refers to the
percentage of deals by borrowing firms’ country

Year N° of deals N° of borrowing firms Geographical distribution
Europe Asia USA Other

1996 701 604 6.85% 14.27% 68.76% 10.13%
1997 2,204 1,594 5.26% 15.34% 71.96% 7.44%
1998 1,953 1,439 6.71% 14.90% 73.84% 4.56%
1999 2,233 1,647 9.36% 17.69% 67.53% 5.42%
2000 2,333 1,699 10.24% 21.86% 61.77% 6.13%
2001 2,294 1,669 8.50% 21.14% 60.46%  9.90%
2002 2,346 1,746 8.57% 27.37% 59.38% 4.69%
2003 2,404 1,744 8.36% 28.29% 59.07% 4.28%
2004 2,393 1,836 10.45% 22.23% 62.56% 4.76%
2005 2,443 1,796 12.32% 25.67% 55.06% 6.96%
2006 2,171 1,691 10.92% 23.63% 58.36%  7.09%
2007 2,125 1,575 8.75% 29.08% 54.82% 7.34%
2008 1,428 1,122 10.36% 28.71% 50.42% 10.50%
2009 843 734 10.32% 25.74% 58.01% 5.93%
2010 83 70 18.07% 45.78% 27.71% 8.43%
All dataset 27,954 8,334 9.17% 22.88% 61.40% 6.54%
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Table 2 Descriptive statisticsTable 2 reports descriptive statistics for variableeluded in this study. All variables are as

defined in Section 2 and in Table 9

Percentile
Characteristics Variable N Mean Std. Dev. 25th 50 75th
All-in spread drawn 20,732 163.82 139.68 57.5 125 402
Borrower CHS 23,035 0.32 0.27 0.10 0.26 0.52
Leverage 25,431 0.51 0.27 0.29 0.49 0.75
Leverage accounting 27,954 0.66 0.32 0.48 0.64 0.86
LNTA 27,954 14.26 2.22 12.66 14.18 15.95
SDTD 26,790 0.33 0.32 0.06 0.23 0.53
SG 25,036 0.23 0.69 0.01 0.11 0.25
INTA 24,114 0.13 0.17 0 0.04 0.19
ROA 27,547 0.01 0.24 0.01 0.03 0.06
Government 27,954 0.01 0.11 0 0 0
In(1 + n° loans) 27,954 1.32 1.3 0 11 1.79
Loan LNFA 27,951 18.46 1.65 17.28 18.6 19.58
N° of facilities 27,954 1.4 0.84 1 1 2
Maturity 26,975 44.88 36.06 23 36 60
Guarantor 27,954 0.07 0.26 0 0 0
Performance Pricing 27,954 0.29 0.45 0 0 1
Covenants 27,954 0.39 0.49 0 0 1
Senior 27,954 0.98 0.12 1 1 1
Prime Rate 27,954 0.39 0.49 0 0 1
Loan purpose Corporate Purpose/WC 27,954 0.57 0.49 0 1 1
Takeover/LBO 27,954 0.11 0.31 0 0 0
Refinancing 27,954 0.18 0.38 0 0
Backup line 27,954 0.05 0.22 0 0 0
Lenders Same Country 27,954 0.71 0.46 0 1 1
N° of lenders 26,256 7.16 8.36 1 4 10
Lead Share 26,256 13.86 27.28 0 0 15.89
Syndication 27,954 0.73 0.45 0 1 1
Level 27,954 0.13 2.32 -1.77 0.29 221
Market interest rates Slope 27,954 -0.2 0.83 -0.94 -0.14 0.5
Curvature 27,954 -0.03 0.18 -0.15 -0.01 0.08
Default premium 27,954 0.94 0.38 0.72 0.86 1.03
Credit rights 27,502 1.56 1.01 1 1 2
Legal environment English law 27,951 0.81 0.39 1 1 1
French law 27,951 0.06 0.24 0 0 0
German law 27,951 0.1 0.3 0 0 0
Islamic law 27,951 0 0.06 0 0 0
Scandinavian law 27,951 0.02 0.13 0 0 0
Socialist law 27,951 0.01 0.1 0 0 0
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Table 3 Insiders ownership and loan prices. This tablsgmts the results of OLS regression on the prigindel for bank

loans. The dependent variable is the natural ltgariof the all-in spread drawn paid on the faciligfl independent

variables are as defined in Section 2 and TabMef@r effects are year indicators. Industry effeocts at 2-digits SIC code
level. Country effects are on the country of logndication. Law effects include Creditor rights d@ndicators for the legal
system. Models (1) — (4) are on the whole samplélevin Model (5) borrowers with a 1-digit SIC codqual to 6 or 9 are
excluded. Standard errors robust to heterosketyasticd clustered by firm are reported in round ke&e. *** and ***

denote statistical significance at 5%, 1% and Ocb¥fidence level respectively

Whole sample

Exl. Financials and Public Sector

1) (2) 3) (4) (5)
CHS 0.808***  (0.799***  (0.582***  (.578*** 0.593***
(0.096) (0.099) (0.109) (0.109) (0.111)
CHSN2 -0.825** -0.811*** -0.679*** -0.670*** -0.682***
(0.112) (0.115) (0.134) (0.134) (0.140)
Leverage Accounting 0.361***  (0.352*** - - -
(0.076) (0.078)
Leverage - - 1.154**  1,161*** 1.230***
(0.045) (0.045) (0.046)
LNTA -0.139%**  -0.143** -0.197*** -0.197*** -0.191***
(0.013) (0.013) (0.011) (0.011) (0.012)
Same Country -0.048* -0.049* -0.049* -0.050* -0.658
(0.021) (0.022) (0.023) (0.023) (0.023)
LNFA -0.108*** -0.107*** -0.062*** -0.060*** -0.070***
(0.012) (0.013) (0.012) (0.013) (0.014)
N° of facilities 0.147**  0.148** (0.131*** (0.133** 0.134***
(0.007) (0.008) (0.007) (0.007) (0.007)
Maturity 0.001* 0.001* 0.001* 0.001* 0.000*
(0.000) (0.000) (0.000) (0.000) (0.000)
Guarantor 0.089***  0.091** 0.076*** 0.077** 0.068**
(0.023) (0.023) (0.023) (0.023) (0.023)
Performance Pricing  -0.202*** -0.206*** -0.171** (.172*** -0.161***
(0.017) (0.018) (0.019) (0.019) (0.020)
Covenants 0.047* 0.051* 0.045 0.047* 0.052*
(0.020) (0.021) (0.023) (0.023) (0.024)
Senior -0.912** -0.895*** -0.871** -0.875*** -1.0668***
(0.102) (0.110) (0.118) (0.119) (0.118)
Prime Rate 0.219**  (0.221**  (0.190***  0.190*** 0.18***
(0.023) (0.024) (0.027) (0.027) (0.028)
Corp. Purpose/WC -0.181** -0.188** -0.170*** -Qg4*** -0.141%**
(0.023) (0.023) (0.026) (0.026) (0.028)
Takeover/LBO 0.089***  0.086**  0.124*** (0.127*** 0.52%**
(0.026) (0.026) (0.030) (0.030) (0.032)
Refinancing -0.075** -0.083*** -0.133*** -0.126*** -0.129%**
(0.024) (0.025) (0.028) (0.028) (0.030)
Backup line -0.668** -0.679*** -0.603*** -0.593*** -0.601***
(0.035) (0.036) (0.037) (0.038) (0.040)
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In(1 + n° loans)
N° of lenders
Lead Share
Syndication
SDTD

SG

INTA

ROA
Government
Level

Slope
Curvature
Default premium
Year effect
Industry effect
Country effect
Law effect

N° observations
N° borrowers

R2
Adjusted R

- 0.036* 0.000

(0.015) (0.015)
- -0.002* -0.001
(0.001) (0.001)
- 0.000 -0.000
(0.000) (0.000)
- 0.063** 0.044*
(0.023) (0.025)
- - -0.126***
(0.027)
- - 0.054***
(0.009)
- - 0.305***
(0.047)
- - -0.095
(0.102)
-0.032*** -0.028*** -0.036***
(0.008) (0.008) (0.009)
0.032* 0.034* 0.040*
(0.016) (0.016) (0.018)
-0.089* -0.087* -0.112*
(0.043) (0.044) (0.050)
0.088***  0.080***  0.086***
(0.024) (0.024) (0.026)
Yes Yes Yes
Yes Yes Yes
Yes Yes Yes
No No No
17,866 17,061 12,642
6,423 6,186 4,694
0.60 0.60 0.66
0.59 0.59 0.65

-0.001
(0.015)
-0.001
(0.001)
-0.000
(0.000)
0.042
(0.025)
-0.131%+
(0.027)
0.054%+*
(0.009)
0.304***
(0.047)
-0.096
(0.103)
-0.151
(0.097)
-0.035*+
(0.009)
0.041*
(0.018)
-0.112*
(0.050)
0.088%+*
(0.026)

Yes

Yes

Yes
Yes

12,496

4,627
0.66
0.65

0.051%**
(0.014)
-0.001
(0.001)
-0.001*
(0.000)
-0.009
(0.026)
-0.120%*
(0.027)
0.061%**
(0.010)
0.251%*
(0.048)
-0.096
(0.103)
-0.167
(0.118)
-0.033%+
(0.009)
0.039*
(0.019)
-0.115*
(0.052)
0.097***
(0.027)

Yes

Yes

Yes
Yes

10,835
4,058
0.65
0.64
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Table 4 Robustness checks for the functional form. Thibl@aeports estimation for robustness checks oriodue pricing
model functional form. The dependent variable & tlatural logarithm of all-in spread drawn in bjpsModel (1) and (2)
we use an OLS estimator. In Model (1) variable G$iSubstituted with four piecewise variables (CH® 0.1, 0.1 to 0.30,
0.30to 0.5 and 0.5 to 1) defined as in Equatiom Model (2), the sample is split in 4 using tlaene thresholds for CHS
used for Model (1). In Model (5) we consider orihe thiggest deal per year for each firm and use rafiaho and Bond
(1991) estimator, treating CHS as endogenous aing) @s instruments 1 year lags and the average &H®lustry level
(2-digits SIC code). We include as control varialddl other regressors used in Model (1) of Tabltandard errors robust
to heteroskedasticity and clustered by firm arerea in round brackets. °, *,** and *** denote 8&tical significance at

10%, 5%, 1% and 0.1% confidence level respectively

Whole sample Split Sample
(1) Piecewise (3) Arellano &
regression (2) OLS regression Bond
(@0to (b)0.1to (c)0.30to (d)0.5 ()O0to (i) 0.5
0.1 0.3 0.5 tol 0.3 tol
CHS - 1.131* 0.382* -0.372° -0.257* 0.485° -0.437°
(0.521) (0.185) (0.204) (0.101) (0.280) (0.248)
CHS 0t0 0.1 1.456%** - - - - - -
(0.298)
CHS 0.1t0 0.30 0.311* - - - - - -
(0.138)
CHS 0.30t0 0.5 0.100 - - - - - -
(0.128)
CHS 0.5t01 -0.315** - - - - - -
(0.098)
Borrower
characteristics Yes Yes Yes Yes Yes Yes Yes
Loan characteristics Yes Yes Yes Yes Yes Yes Yes
Syndicate
characteristics No No No No No No No
Additional borrower
char. No No No No No No No
Market rates Yes Yes Yes Yes Yes Yes Yes
Time effect Yes Yes Yes Yes Yes Yes Yes
Industry effect Yes Yes Yes Yes Yes No No
Country effect Yes Yes Yes Yes Yes No No
Law effect No No No No No No No
N° of observations 17,866 4,831 5,523 3,337 4,175 1,658 388
N° of firms 6,423 1,837 2,726 2,009 2,206 701 215
R? 0.60 0.60 0.58 0.63 0.63 - -
Adjusted B 0.59 0.59 0.57 0.61 0.61 - -
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Table 5 Entrenchment Index. This table presents the frequby deals and firms of the different possibleuesl for the E
Index proposed by Bebchuck, Cohen and Ferrell (808 defined as in Section 2 and in Table 9

E Index N°deals N°Firms

0 909 253
1 1,642 491
2 2,320 690
3 2,217 630
4 1572 401
5 312 79
6 29 7
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Table 6 The role of Market for Corporate Contrdlhis Table presents OLS estimates for loans priaioglels excluding
CHS”2and including the interaction between CHS andBhtrenchment Indexq Index x CHP Analyses are limited to
observations where CHS is lower than 0.3. Modeir(@ludes all firms, while Model (2) excludes firrmsthe Financial and
Public Sector (1-digit SIC code 6 and 9). Both Medaclude all control variables of Models (4) afl) of Table 3,

excluding country-specific law variables as thenHex is only available for US firms. For each Mqdek estimated CHS
coefficients for different values of the E Indexe aiso reported. Standard errors robust to hetedasticity and clustered
by firms are reported in round brackets. *, **, atid denote coefficients statistical significanceé 826, 1% and 0.1%
respectively

CHS<0.3
(1) Whole sample (2) No Fin. & Pub. Sec.
CHS 0.737%*=* 0.859***
(0.202) (0.208)
E Index x CHS -0.139* -0.184**
(0.057) (0.058)
N° observations 4,444 4,021
N° firms 1,245 1,112
R? 0.66 0.67
Adjusted B 0.65 0.66
E Index CHS coefficient
1 0.599%** 0.678***
(0.167) (0.172)
2 0.460** 0.492**
(0.146) (0.151)
3 0.321* 0.301*
(0.146) (0.150)
4 0.183 0.125
(0.167) (0.171)
5 0.044 -0.059
(0.202) (0.207)
6 -0.095 -0.242
(0.246) (0.251)
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Table 7 Insiders ownership effect on loan spreads for diffelevels of leverage. This Table reports OLSweation for the
loan pricing model including the interaction betweawnership concentration and borrower’s finandéalerage. The
dependent variable is the natural logarithm ofdhén-spread drawn in bps. Leverage x CHS is tfus< product of CHS
and Leverage, while Leverage x CHS”2 is the crosdyzt of CHS*2 and Leverage. Models (1) — (4) esttmated using
the whole sample, while Model (5) has the sameifpaiton of Model (4) but excludes Financials @dblic Sector firms
(1-digit SIC code 6 and 9). Models (1) and (2) uag all control variables of Models (1) and (2)Table 3 but use
Leverage instead of Leverage accounting. Models (8) include all control variables of Models (3p) reported in Table
3. Standard errors robust to heteroskedasticity @dustered by firm are reported in round brack&ts™, *** denote
statistical significance at 5%, 1% and 0.1% confaelevel respectively

Whole sample Excl. Financials and Public Sector
1) (2) 3) (4) (5)
CHS 1.079** 1.117** 1.103** 1.098*** 1.308***
(0.195) (0.200) (0.219) (0.220) (0.227)
CHS"2 -0.898** -0.923** -0.827** -0.815** -1.122%**
(0.275) (0.282) (0.286) (0.288) (0.305)
Leverage x CHS -1.108**  -1,193** -1.186** -1.203** -1.778***
(0.389) (0.397) (0.448) (0.447) (0.453)
Leverage x CHS"2 0.579 0.633 0.418 0.432 1.178*
(0.505) (0.514) (0.556) (0.558) (0.586)
Leverage 1.339** 1.352%* 1.438** 1.446%** 1.584***
(0.068) (0.069) (0.080) (0.080) (0.079)
Borrower characteristics Yes Yes Yes Yes Yes
Loan characteristics Yes Yes Yes Yes Yes
Syndicate characteristics No Yes Yes Yes Yes
Additional borrower char. No No Yes Yes Yes
Market rates Yes Yes Yes Yes Yes
Time effect Yes Yes Yes Yes Yes
Industry effect Yes Yes Yes Yes Yes
Country effect Yes Yes Yes Yes Yes
Law effect No No No Yes Yes
N° observations 16,906 16,138 12,642 12,496 10,835
N° of firms 6,102 5,880 4,694 4,627 4,058
R® 0.64 0.64 0.66 0.66 0.65
Adjusted R 0.64 0.64 0.65 0.66 0.65
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Table 8 Moderation of loans contract specifications. ThablE reports OLS estimations of pricing models udgig

interaction terms between insiders ownership arahdoprovisions. Models (1) — (3) focus on the rofe financial

covenants, while Models (4) — (6) focus on perfamoepricing. Both are considered in Model 7. Cdntasiables included
in Model (1) , (4) and (7) ((2) and (5)) are thengaas in Models (1) ((4)) of Table 3. Models (34 46) exclude financial
and public sector firms from the sample as in Md8glof Table 3. Standard errors robust to heterdakticty and clustered

by firm are reported in round brackets. °, *, ****denote coefficients statistical significancel#i%, 5%, 1% and 0.1%

confidence level respectively

Financial Covenants Performance Pricing Both
Excl. Fin. Excl. Fin.
and Pub. and Pub. Whole
Whole sample Sec. Whole sample Sec. sample
1) (2) 3) (4) (5) (6) (7)
CHS 0.950***  0.971*** 1.017%* 0.701***  0.729*** 0.735*** 0.922%*=*
(0.142) (0.162) (0.165) (0.129) (0.147) (0.150) (0.145)
CHS”™2 -1.045%*  .1.078*** -1.127%* -0.819*** -0.863*** -0.875*+* -1.031***
(0.182) (0.197) (0.210) (0.162) (0.178) (0.188) (0.186)
Coven. x CHS -0.676***  -0.758*** -0.754*** - - - -0.852***
(0.157) (0.181) (0.183) (0.194)
Coven. x CHS"2 0.744**  0.807*** 0.786*** - - - 0.854**=*
(0.204) (0.227) (0.238) (0.244)
Perf. Pric. x CHS - - - -0.264° -0.372* -0.329° 0.267
(0.146) (0.171) (0.173) (0.179)
Perf. Pric. x CHS"2 - - - 0.405* 0.494* 0.462* -0.133
(0.187) (0.213) (0.222) (0.221)
Covenants 0.121***  0.149*** 0.155%*=* 0.032° 0.047* 0.052* 0.057***
(0.030) (0.035) (0.035) (0.019) (0.023) (0.024) (0.034)
Perf. Pricing -0.176**  -0.175*** -0.164*** -0.18***  -(0,135*** -0.130*** -0.235***
(0.016) (0.019) (0.020) (0.027) (0.032) (0.032) (0.032)
Borrower charact Yes Yes Yes Yes Yes Yes Yes
Loan charact Yes Yes Yes Yes Yes Yes Yes
Syndicate charact. No Yes Yes No Yes Yes No
Add. borrower ch. No Yes Yes No Yes Yes No
Market rates Yes Yes Yes Yes Yes Yes Yes
Time effect Yes Yes Yes Yes Yes Yes Yes
Industry effect Yes Yes Yes Yes Yes Yes Yes
Country effect Yes Yes Yes Yes Yes Yes Yes
Law effect No Yes Yes No Yes Yes No
N° observations 16,906 12,496 10,835 16,906 12,496 10,835 16,906
N° firms 6,102 4,627 4,058 6,102 4,627 4,058 6,102
R? 0.64 0.66 0.65 0.64 0.66 0.65 0.64
Adjusted B 0.64 0.65 0.65 0.64 0.65 0.64 0.64
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Fig. 1 Insiders ownership and loan pricing. On the x-éxithe percentage of Closely Held Shat@Bl9 in decimals. On
the y-axis is the expected level of loan spread b@sis points). The expected spread is computen usstimated

coefficients for CHSand its squar€HS"20f Model (1) reported in Table 3. As Model (1) degent variable is the natural
logarithm of spread, the estimated spread is coatpusing the formul8pread in bps = exp[ln(spread) + BeusCHS +

,B’CHSAZCHS’\Z], whereln(spread) is the sample mean of the natural logarithm efdlt-in spread drawn

1)
(8]
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Fig. 2 Insiders ownership and loan pricing for differeewdls of leverage. On the x-axis is the percentddg&osely Held
Shares CHS in decimals. On the y-axis is the expected lefeloan spread (in basis points). The expectedashis
computed forLeverage(defined as in Table 5) equals to 0.25 (light dieg), 0.30 (dark grey line) and 0.75 (black line),
and using estimated coefficients from Model (1Yable 5. The estimated natural logarithm of loaread is converted into

an expected spread in bps in a similar way as itestin Fig. 1
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Fig. 3 Insiders ownership and financial covenants. Onxfaxis is the percentage of Closely Held Sha@kl) in
decimals. On the y-axis is the expected level aihl@pread (in basis points). The expected spreadiig estimated
coefficients from Model (7) of Table 8 for threeffdient cases: when no financial clause is prefgack line); when
financial covenants are included in the loan cant(ight grey line); and when performance priciciguses are included

(dark grey line). The estimated natural logarithiniban spread is converted into an expected sprebgs in a similar way
as described in Fig. 1
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Appendix

Table 9 Variables definition. This table reports definitiand source of all variables included in this study

Variable

Definition Source

All-in spread drawn

CHS

Leverage

Leverage accounting
LNTA

SDTD

SG

INTA
ROA
Government

LNFA

N° of facilities
Maturity
Guarantor

Performance Pricing
Covenants
Senior

Prime Rate

The total annual cost, includi set of fees and fixed spread, paid for eabDlealscan
amount effectively used under the loan commitmErpressed as a spread in
basis points over the reference rate

Closely Held Shares. It's the percentage (@inus) of total equity held by: Worldscope
officers, directors and their immediate familiessts; any other corporation;
pension/benefit plans; individuals who hold 5% oorenof the outstanding

shares

Total Liabilities/(Market CapitalizationTetal Liabilities) Worldscope
Total Liabilities/Total Assets Worldscope
In(Total Assets in USD) Worldscope
Short-term Debt/(Short-term Debt + Long-termebk) Worldscope
Sales Growth; it is the percentage yearly irsrdm decimals) of Net Sales Worldscope
Intangible Assets/Total Assets Worldscope
Net Income/Total Assets Worldscope

A dummy equal to 1 if the borrower di¢ated as a governmental entity or Bealscan
fully or partially Government-owned enterprise ghdtherwise

In(Facility Ammount in USD) Dealscan
Number of facilities in each deal Dealscan
Facility matuirty expressed in months Dealscan

A dummy variable equal to 1 there isaamIguarantor and 0 otherwise Dealscan

A dummy variable equal to thé loan cotract includes performance pricinealscan
and 0 otherwise

A dummy variable equal to 1 if the loantact includes financial covenant®ealscan
and 0 otherwise

A dummy variable equal to 1 if the loandsisr and O otherwise Dealscan

A dummy variable equal to 1 if the iagtrrate is a prime rate and O otherwise  Dealscan

Corporate Purpose/WC A dummy variable equal to thd loan purpose is corporate or workinBealscan

capital and 0 otherwise

Takeover/LBO A dummy variable equal to 1 if therlqaurpose is a takeover or a levered bufpealscan
out
Refinancing A dummy variable equal to 1 if the |gaurpose is refinancing maturing debDealscan
and 0 otherwise
Backup line A dummy variable if the loan purposa isackup line and 0 otheriwse Dealscan
(continug
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Same Country

In(1 + n° loans)

N° of lenders
Lead Share
Syndication

Level
Slope

Curvature
Default premium

Credit rights
English law
French law
German law
Islamic law
Scandinavian law
Socialist law

E Index

A dummy variable equal to 1 if thertwer and the lead lender are from thBealscan
same country and O otherwsie. In case of multiglad|lenders, the one
retaining the highest share of the loan is considler

For each deal, the natural lopariof 1 plus the number of previous loans fdealscan
the same borrower included in our dataset

N° of lending banks
Share retained by leading banks

Dealscan
Dealscan

Dummy variable equal to 1 if the thalde a syndicated loan and O otherwise  Dealscan
The first principal component of the US Tnegsyield curve Fed
The second principal component of the USStngayield curve Fed
The third principal component of the U8akury yield curve Fed

The spread between average yieldsdrporate bonds rated Baa and Aaa lkRed
Moody's

An indicator from 1 to 4 of the le\aflcreditors protection in each country QS (2007)

LLSV (1997)
A dummy variable equal to 1 if the lwawver comes from an English lawQS (2007);
country and 0 otherwise LLSV (1997)

A dummy variable equal to 1 if the bareo comes from a French law countr@S (2007);
and 0 otherwise LLSV (1997)

A dummy variable equal to 1 if the baeo comes from a German lawQS (2007);
country and 0 otherwise LLSV (1997)

A dummy variable equal to 1 if the lmwer comes from an Islamic lawQS (2007);
country and 0 otherwise LLSV (1997)

A dummy variable equal to 1 if Hoerower comes from a Scandinavian 1a®S (2007);
country and 0 otherwise LLSV (1997)

A dummy variable equal to 1 if thertoover comes from a Socialist lawQS (2007);
country and 0 otherwise LLSV (1997)

Entrenchment Index from 0 to 6. 1 poinassigned for each of the followingBCF (2009)
anti-takeover provision: staggered boards, linoteylaw amendments, poison

pills, golden parachutes, and supermajority requémts for M&As and

charter amendments
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