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The ability of financial markets to 
provide capital to firms as efficiently as the 
textbooks describe is an important fac-
tor in determining corporate profitabil-
ity, and economic welfare more broadly. 
Equally important, the recent “Financial 
Crisis” has shown that financial markets 
vary substantially over time in their abil-
ity to provide capital: sometimes they get 
“overheated” and provide too much capi-
tal, while at other times they slow down 
and do not provide enough capital. Much 
of my recent research is related to this 
topic. I study both the factors that affect 
firms’ access to capital and the implica-
tions of uncertain access to capital for 
corporate behavior.

Factors that Affect 
Access to Capital

The Financial Crisis substantially 
reduced firms’ ability to access capital 
markets. Using data from before the 
Crisis, Isil Erel, Brandon Julio, Woojin 
Kim, and I consider whether this was an 
isolated occurrence, or an extreme exam-
ple of a more general phenomenon.1 Do 
macroeconomic conditions affect firms’ 
abilities to raise capital, and if so, how do 
they affect the manner in which the capi-
tal is raised? We address these questions 
using a large sample of publicly-traded 
debt issues, seasoned equity offers, bank 
loans, and private placements of equity 
and debt. Our results suggest that a bor-
rower’s credit quality significantly affects 
its ability to raise capital during macro-
economic downturns. For non-invest-
ment-grade borrowers, raising capital 
tends to be pro-cyclical; for investment-
grade borrowers, it is countercyclical. 
Moreover, the proceeds raised by invest-

ment-grade firms are more likely to be 
held in cash during recessions than in 
expansions. Poor market conditions also 
affect the structure of securities offered, 
shifting them towards shorter maturi-
ties and more safety. Overall, our results 
suggest that macroeconomic conditions 
influence the securities that firms issue to 
raise capital, the way in which these secu-
rities are structured, and indeed firms’ 
ability to raise capital at all. This influ-
ence likely occurs primarily through the 
effect of macroeconomic conditions on 
the supply of capital.

The Financial Crisis also made evi-
dent the importance of financial inno-
vation, and in particular securitization, 
in the ability of firms to access capital 
markets. Taylor Nadauld and I directly 
estimate the effect of securitization on 
firms’ cost of capital.2 Our results sug-
gest that loan facilities which are subse-
quently securitized are associated with a 
17-basis-point lower interest cost than 
loan facilities which are not subsequently 
securitized. We also consider what char-
acteristics are associated with the likeli-
hood of securitization and then estimate 
how these characteristics are related to 
interest rate spreads. Our research shows 
that Term Loan B facilities, facilities 
of B-Rated firms, and facilities origi-
nated by banks that issue Collateralized 
Loan Obligations (CLOs) are securi-
tized more frequently than other facili-
ties. The facilities that we estimate to be 
more likely to be subsequently securi-
tized have lower spreads than otherwise 
similar facilities. These results are con-
sistent with the view that securitization 
reduces the cost of capital.

One change in the financial mar-
kets in recent years has been the increas-
ing importance of institutional investors, 
who have played a significant role in pro-
viding capital. Jongha Lim, Bernadette 
Minton, and I study the way in which 
institutions, when they are equity holders 

in a firm, increasingly have become lend-
ers to the firm as well.3 We argue that in 
this situation, institutions have provided 
capital to firms in situations in which they 
could not otherwise access the capital 
market. In our sample of 11,137 tranches 
of institutional “leveraged loans” occur-
ring between 1997 and 2007, over 2,000 
of them (18 percent) have a non-com-
mercial bank institution that also owns 
at least 0.1 percent of the firm’s equity. 
Such “dual holder” loan tranches have 
higher spreads than otherwise similar 
loan tranches without participation of an 
equity holder. The premium is present for 
both revolver and term loans, and exists 
within all non-investment grade rating 
classes. Contrary to risk-based explana-
tions of this finding, we find that a dual 
holder tranche is priced at a premium 
to other tranches of the same loan pack-
age, after controlling for tranche specific 
characteristics, even though they share 
the same underlying fundamentals. Dual 
holding premiums are higher when the 
equity-holder’s stake is larger and when 
the equity holder is a hedge fund or a pri-
vate equity fund. These findings are con-
sistent with the view that equity holding 
institutions provide capital to firms in 
situations in which they are having diffi-
culty accessing capital markets, and that 
the premiums represent compensation 
they receive in exchange for providing 
capital in these circumstances. 

The Impact of Uncertain Access 
to Capital on Firms’ Activities

Given that firms’ access to capital 
is substantially more uncertain in prac-
tice than is predicted by standard eco-
nomic textbook models, how should 
firms react? What aspects of their opera-
tional and financing decisions are likely 
to be affected? Heitor Almeida, Murillo 
Campello, and I study this question in a 
model of firm’s investment behavior in 
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the presence of potential future financ-
ing constraints.4 Our model suggests 
that a greater likelihood of future financ-
ing constraints leads firms to have a pref-
erence for investments with shorter pay-
back periods, investments with less risk, 
and investments that use more assets that 
can be pledged. The model also shows 
how investment distortions towards 
more liquid, safer assets vary with the 
marginal cost of external financing and 
with the firms’ internal cash flows. Our 
theory helps us to reconcile and inter-
pret a number of patterns reported in 
the empirical literature, in areas such 
as risk-taking behavior, capital structure 
choices, hedging strategies, and cash 
management policies. For example, con-
sistent with the empirical evidence of 
Andrade and Kaplan (1998) and Rauh 
(2009) but contrary to the famous argu-
ments of Jensen and Meckling (1976), 
we show that firms are likely to reduce 
rather than to increase risk when lever-
age exogenously increases.5 Furthermore, 
firms in economies with less developed 
financial markets will not only under-
take less investment, but they will also 
undertake different kinds of investment 
by focusing on safer, short-term proj-
ects that are potentially less profitable. 
We also point to several predictions that 
have not been examined empirically. For 
example, our model predicts that invest-
ment safety and liquidity are comple-
mentary: constrained firms are especially 
likely to decrease the risk of their most 
liquid investments.

Our evidence on behavior in the face 
of financial constraints suggests one way 
that economists can identify which firms 
are likely to face such constraints. In par-
ticular, this theory along with earlier 
work I did with Almeida and Campello 
suggests that constrained firms, unlike 
unconstrained firms, will save a positive 
fraction of the cash flows they generate 
to finance their future investment.6 This 
“cash flow sensitivity of cash” provides 
an easy method for evaluating whether 
a particular firm’s managers believe that 
they will be facing financial constraints 
in the future. A positive estimate of 
the marginal propensity for a firm to 

save cash out of incremental cash flows 
indicates that a firm is likely to be con-
strained, while a zero estimate indicates 
that it is likely to be unconstrained. Our 
empirical work, as well as that of others, 
indicates that this approach leads to a 
classification of constrained firms that is 
consistent with other evidence on firms’ 
financial constraints.

Erel, Yeejin Jang, and I use this 
methodology to measure the extent to 
which financial constraints are relieved 
when firms are acquired.7 This is an 
interesting question because managers 
often claim that an important source 
of value in acquisitions is the acquiring 
firm’s ability to finance investments for 
the target firm. This claim implies that 
targets are financially constrained prior 
to being acquired and that these con-
straints are eased following the acquisi-
tion. We evaluate the extent to which 
mergers lower financial constraints using 
a sample of 5,418 European acquisitions 
occurring between 2001 and 2008. Each 
of these targets remains a subsidiary 
of its new parent, so we can observe 
the target’s financial policies following 
the acquisition. We ask whether these 
post-acquisition financial policies reflect 
improved access to capital. We find that 
the level of cash held by target firms, the 
sensitivity of cash to cash flow, and the 
sensitivity of investment to cash flow 
all decline significantly, while invest-
ment increases significantly, following 
the acquisition. These findings are con-
sistent with the view that easing finan-
cial frictions is a source of value that 
motivates acquisitions.

One sector that appears to be par-
ticularly sensitive to financial market 
conditions is private equity. Liquid debt 
markets are widely believed to be impor-
tant drivers of the buyout booms in both 
the 1980s and 2000s. Ulf Axelson, Per 
Stromberg, and I develop a model that 
explains the relation between capital 
market conditions and buyout activity.8 
This model also has a number of addi-
tional predictions that explain how pri-
vate equity contracts are structured in 
response to, among other things, the 
uncertainty about future capital mar-

ket conditions. In our model the finan-
cial structure minimizes agency conflicts 
between fund managers and inves-
tors. Relative to financing each deal 
separately, raising a fund in which the 
manager receives a fraction of aggre-
gate excess returns reduces incentives 
to make bad investments. Efficiency is 
further improved by requiring funds 
to also use deal-by-deal debt financ-
ing, which becomes unavailable in states 
where internal discipline fails. In this 
model, private equity investment is 
highly sensitive to economy-wide avail-
ability of credit, and investments in bad 
states outperform investments in good 
states. The model, which is derived from 
agency and information problems in the 
presence of uncertainty about financial 
market conditions, explains a number of 
observed stylized facts about the private 
equity industry, both in terms of the 
contractual structure between limited 
partners, general partners, and portfolio 
firms, and around the quantity and per-
formance of their investments over time.

Axelson, Tim Jenkinson, Stromberg, 
and I test the prediction of this model 
using detailed data on the financing of 
1,157 worldwide private equity deals 
occurring between 1980 and 2008.9 We 
find that buyout leverage is cross-section-
ally unrelated to the leverage of matched 
public firms and is largely driven by fac-
tors other than what explains leverage 
in public firms. In particular, the econ-
omy-wide cost of borrowing is the main 
driver of both the quantity and compo-
sition of debt in these buyouts. Credit 
market conditions also have a strong 
effect on prices paid in buyouts, even 
after controlling for prices of equiva-
lent public market companies. Finally, 
we find evidence that highly leveraged 
transactions tend to be associated with 
lower fund returns, controlling for fund 
vintage and other relevant characteris-
tics. The results are consistent with the 
view that the availability of financing 
affects booms and busts in the private 
equity market, and agency problems 
between private equity funds and their 
investors can have an effect on buyout 
capital structures.
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Summary

My research has examined both the 
factors affecting firms’ access to capital 
and the implications of potential future 
financial constraints on firms’ behavior. 
Macroeconomic conditions have a large 
impact on the way in which firms raise 
capital, and on how much capital they 
raise. In addition, financial innovation 
and the identity of a firm’s equity holders 
can be an important influence on firms’ 
access to capital markets.

Uncertainty about whether a firm 
will be able to raise capital in the future 
can influence firms’ financial policies, as 
well as its real investments. Particularly 
noteworthy is the effect of uncertainty 
about future capital market conditions 
on a firm’s cash policy; the firm’s “cash 
flow sensitivity of cash” will vary system-
atically depending on managers’ percep-
tions of future financial market condi-
tions. In addition, this uncertainty about 
financial markets affects the very bound-
aries of the firm, because it appears to 
be an important driver of acquisition 
decisions. Finally, uncertainty in capital 
market conditions is an important factor 
in understanding private equity firms, 
both in terms of how they are structured 
contractually and also about the tim-

ing, pricing, and performance of their 
investments.
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