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( #D1ay) (aDra)) (apray) ( Kp/4)) [apia)) (aDia))
Conctant 0.04 0.03 0.05 0.03 0.02 0.23
onstan (5.30)** | (2.75)*** | (1.05) (3700 | (2.43)* | (6.04)***
0.07 0.07 0.12 0.04
DEFIA * (1.14) (1.11) (1.78)* | (0.76)
0.12 0.13 0.13 -0.02 -0.06 0.12
APPEIA) 1 % 1 (o) | 1o | (1200 | 019 | (0.61) | (-1.55)
0.005 | -0.001 0.0005 | 0.19 0.18 0.23
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0.12 0.11 -0.10 0.01 -0.03 0.02
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Deficit-in-Funds and Testing the Pecking Order Theory

Seokchin Kim* - Minkyu Park**

Abstract

A core friction in the theory of capital structure is the asymmetric information between
managers and less-informed outside investors. According to Myers (1984) and Myers & Majluf
(1984), there exists a financial hierarchy from internal to external financing, from long-term
debt to equity, due to information costs. This study investigates whether the pecking order
theory is supported for Korean firms, using Frank & Goyal (2003) empirical models.

Our sample consists of 299 Korean firms that had been traded in the Korea Stock Exchange
from January 1995 to December 2001. Korea has a unique form of business group, chaebol,
and experience of the IMF bailout. We further analyze sub-samples in terms of chaebol vs.
non-chaebol firms, top five chaebols vs. sixth to thirtieth chaebols, and pre-period vs.
post-period of the IMF bailout.

We find that coefficients of the deficit-in-funds variable (DEF) in the regression of the full
sample are significantly 0.17~0.18. DEF has a significantly positive impact on change of
leverage. Yet, DEF doesn’t wipe out the effects of conventional variables, which may not be
consistent with the pecking order theory. In other words, conventional variables also have
effects on change of leverage. As expected, the profitability variable has negative coefficients,
while the (logarithm of) sales variable has positive coefficients.

In the regressions of sub-samples of chaebol and non-chaebol firms, DEF is significantly
positively correlated with change of leverage as well. The coefficients of DEF in the
regressions of the sub-samples of top five chaebols and sixth to thirtieth chaebols firms are
0.10 and 0.32, respectively. Both are significant, but not big enough to support the pecking
order theory.

* Professor. School of Business Administration, Kyungpook National University.
** Research Fellow, Dae-Gyeong Research Institute.
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In the regressions of sub-samples of pre- and post-period of the IMF bailout, results are
similar. Yet, DEF for chaebols firms doesn’t have any significant effect on change of leverage
before the IMF bailout. Interestingly, DEF for sixth to thirtieth chaebols firms solely has
significant effects on change of leverage after the IMF bailout, which implies that these firms
underwent some changes in investment and financing during the IMF bailout.

In sum, while the pecking order theory is not supported in this study, the information
contained in financing deficit turns out to be an important factor to determine capital
structure along with other considerations. These findings appear to reflect the fact that
Korean firms prefer indirect to direct financing.

Key words: Pecking order theory, Deficit-in—funds, Leverage, Chaebol, IMF bailout
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