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Abstract

Insiders often pledge their ownership in the firm to offer collateral for either their per-
sonal loans or loans to the firm. Pledging of shares modifies their payoff structure
without altering their control rights. This modification in the payoff structure can
influence the incentives of controlling shareholders and have real effects on the firm’s
value and performance. Using hand-collected data from India, the study finds that
share pledges for personal loans reduce the effective ownership of controlling share-
holders and destroy firm value. In contrast, share pledges for firm’s loans mitigate
borrowing constraints for the firm and add value to firms with limited access to debt
finance or high growth opportunities.

∗Pranav Singh (ppsingh3@illinois.edu) is with the Gies College of Business at the University of Illinois at
Urbana-Champaign. I am grateful to Jeffrey Brown, Heitor Almeida, Timothy Johnson, and Rustom Irani for
their support and guidance. I thank Charles Kahn, Rik Sen, Susan Christoffersen, Denis Sosyura, Alexander
Borisov, Radhakrishnan Gopalan, Joshua Pollet, Prachi Deuskar, Dana Kiku, Jay Ritter, Shreyans Jain
and the seminar participants at the University of Illinois at Urbana-Champaign for helpful comments and
suggestions. The help offered by Manpreet Singh, Lakshmi Naarayanan, Rohit Chordia and Manu Agarwal
in sourcing the data is sincerely appreciated.

mailto:ppsingh3@illinois.edu


1 Introduction

Shares of companies can be divided into two broad categories: “unencumbered”, the usual

shares that are free of liabilities; and “encumbered”, the shares that have some sort of liability

(for example, loans) attached to them. Encumbrance changes the payoff of shareholders

owning the composite security comprising the share and the attached liability, but rarely

changes their shareholding rights (Martin and Partnoy, 2005). As a result, the owners of

encumbered shares retain their ability to influence decisions of the firm, even though their

economic interests may be in conflict with that of the unencumbered shareholders. The

encumbrance of ownership by insiders, in particular, can lead to serious issues of corporate

governance. For example, the encumbered controlling shareholders can use their influence

on firms to force policies that benefit them at the expense of the other stakeholders. This

study examines the consequences of encumbrance of ownership by controlling shareholders

on the performance and valuation of firms.

Share pledges are the collateral of insiders’ equity in the firm and are used routinely to

secure loans. In 2012, Center for Financial Research and Analysis reported that the named

executives or directors have pledged shares for loans at approximately 16% of the companies

in the Russell 3000 index.1 Holderness (2009) estimates that 96% of the publicly listed firms

in the U.S. have blockholders, and these blockholders in aggregate own an average 39% of the

common stock. The proportion of the U.S. firms with share pledges would be significantly

higher than 16% if we could account for the share pledges by blockholders, which remain

undisclosed. In another working paper, Singh (2018), the author shows that directors and

named executive officers of 34% of S&P 1500 firms had pledged their shares atleast once

between 2007 and 2015. On average, pledged shares accounted for 38% of their ownership in

the firm. Moreover, the business of lending against share pledges is prevalent not only in the

U.S. but across countries. For instance, this study estimates that controlling shareholders

1Center for Financial Research and Analysis was a sister concern of Institutional Shareholder Services
(ISS), the leading provider of corporate governance solutions to institutional investors in the U.S.
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of approximately half of the publicly listed firms in India pledged their shares atleast once

between 2009 and 2014.

The impact of share pledges on firm value is under active research in academic law and

finance. Dou, Masulis, and Zein (2016) analyze share pledges in Taiwan and conclude that

share pledges destroy firm value. Chan, Chen, Hu, and Liu (2015) suggest that firms in

Taiwan repurchase shares to alleviate the margin call pressures on the pledged shares of

controlling shareholders. Anderson and Puleo (2015) randomly select 500 of S&P 1500 firms

and find that share pledges increase firm-specific risks. However, the emerging literature

classifies all share pledges as collateral for personal loans, which is inaccurate. Share pledges

are used by controlling shareholders either to offer collateral for their personal loans or to

provide additional collateral for loans availed by the firm. To the best of my knowledge, this

is the first study that explores both types of share pledges, thereby providing the complete

picture.

Share pledges for personal loans monetize the equity of controlling shareholders without

diminishing their voting rights. These share pledges allow controlling shareholders to retain

the upside in the value of pledged shares while limiting their downside to the amount of

proceeds from the loan.2 Institutional Shareholder Services (ISS) calls these pledges a sub-

stitute to the hedging strategies that lock-in gains on share prices for insiders.3 This effective

monetization of equity creates a wedge between the cashflow and control rights of control-

ling shareholders. The divergence between cashflow and control rights, in turn, misaligns

the incentives of controlling shareholders with those of the minority shareholders (Shleifer

and Vishny, 1997). As a result, share pledges for personal loans have been associated with

instances of serious corporate governance failures across the world. In 2006, the Securities

and Exchange Commission (SEC) commented that the share pledges for personal use by

Bernard Ebbers, who was the CEO of WorldCom, may have contributed to WorldCom’s

2For an illustration, see the example in Section 2 on page 10.
3To create awareness about the influence of share pledges for personal loans on the incentives of insiders,

ISS published the list of companies that prohibit hedging of shares by insiders but allowed them to pledge
shares.
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financial demise. Subsequently, SEC forced publicly listed firms to disclose in their proxy

statements the count of shares that were pledged by their directors and named executive

officers. Similarly, in 2011, the regulator in Taiwan restricted voting rights associated with

shares pledged by the insiders. Also, the regulator in India has enforced multiple disclosure

requirements from 2009 onward.

But, why do lenders to the firm take a collateral of controlling shareholders’ equity when

the dues on their debt are supposed to be paid before the claims on equity? The apparent

contradiction in lenders taking a collateral of equity gets resolved when we consider that

these share pledges can alleviate the problems associated with the limited pledgeability of

cashflows. If a firm defaults on these loans, then the lender not only initiates the recovery

process against the firm but also acquires the ownership of pledged shares. These lenders

may retain their ownership rights to influence the decision-making at the firm during the

bankruptcy resolution process. They may even choose to sell these shares and replace the

controlling shareholders. An expedient transfer of ownership rights upon default increases

the bargaining power of lenders against the controlling shareholders, thereby lowering their

expropriation. In 2013, the chairperson of the largest bank in India4 outlined the role of share

pledges for firm’s loans in strengthening creditor rights: “Everyone in the banking industry

agrees that should the management not perform, they have no right to be there and they

should be changed. At this point, it is very difficult to bring about a change in managements,

partly because earlier we did not take pledge of promoter shares.”5,6

Share pledges for firm’s loans are common for small businesses in the US. These share

pledges have not been associated with notable cases of corporate misdemeanor and have

drawn less attention when compared to share pledges for personal loans. As a result, in

general, the regulators in the US or outside have not forced firms to identify these share

pledges separately. Not surprisingly, I am unaware of studies that examine the effects of share

4Arundhati Bhattacharya, the chairperson of State Bank of India, was ranked amongst the 50 greatest
world leaders by Fortune - World’s 50 Greatest Leaders 2017, Fortune Magazine, March 23, 2017

5Promoter implies controlling shareholder in India.
6War on non-performing assets to intensify, new SBI chief says - Times of India, October 09, 2013
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pledges for firm’s loans on firm value and performance. In contrast, this paper separates the

two types of share pledges and evaluates their distinct effects on firms. The study finds

that, on an average, share pledges by controlling shareholders are detrimental to firm value.

However, while analyzing both types of share pledges separately, I discover that the two

types of share pledges have divergent effects on firms. Share pledges for personal loans can

increase expropriation by controlling shareholders and destroy firm value. On the contrary,

share pledges for firm’s loans can provide firms with better access to external finance and

improve their valuation. The precise effects of share pledges are determined by the type of

pledge and the intensity of pledging by controlling shareholders.

The study begins with the analysis of investor reaction to an unanticipated disclosure

of share pledges in India. On January 07, 2009, the stock price of one of the largest infor-

mation technology companies in India crashed by about 80% on the revelation of a large

corporate fraud involving share pledges for personal loans. On January 28, 2009, the reg-

ulator responded by issuing disclosure guidelines on share pledges of publicly listed firms.

These guidelines mandated disclosure of the existing share pledges by controlling sharehold-

ers within 14 working days. The stock price reaction from the news of fraud to two days

after the end of disclosure period suggests that, on average, share pledges destroy firm value.

Firms with share pledges lost 3.17% of market capitalization, after controlling for common

risk factors, when compared to the firms where controlling shareholders had not pledged their

shares. Further, the value destruction increased with the intensity of pledging by control-

ling shareholders. A 1% increase in the encumbrance (pledged/owned shares) of controlling

shareholder was associated with a 9 basis points loss in market capitalization of the firm.

Lastly, the investor reaction was moderated by high levels of ownership by controlling share-

holders. This result suggests that share pledges destroy firm value by reducing the effective

ownership of insiders.

The announcement returns to the new share pledge transactions verify that investors

were concerned about share pledges throughout the period of 2009 to 2014 and not only
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during the initial disclosures. The disclosure guidelines, enforced on January 28, 2009, also

stipulated announcement of the new share pledge transactions within 14 working days on

an ongoing basis. Investors responded negatively to the creation of pledges for personal

loans if the controlling shareholders had already pledged a large fraction of their ownership.

In addition, they were particularly worried about the defaults on share pledges, with firms

losing 2.40% of market capitalization during the week following such disclosures.

The study utilizes a regulatory change in November 2011 in India to classify share pledges

into those for personal loans of controlling shareholders and for firm’s loans, respectively.

There were no major differences in the observable characteritics of firms where shares were

pledged for personal loans or firm’s loans. Infact, amongst the controlling shareholders who

pledged their shares for personal loans, about half of them had also pledged their shares

for loans to the firm atleast once during the period. On analyzing investor reaction to the

two types of share pledges separately, it is evident that share price movements contribute

to creation of share pledges for personal loans but not firm’s loans. I observe the share

prices of firms during the week prior to the execution of share pledge transactions to assess

whether changes in share prices generate share pledge transactions. On average, the creation

of pledges for personal loans follows a decline of 1.80% in share prices (relative to the market)

while the release of shares from existing pledges follows an increase of 0.55%. This implies

that, in case of share pledges for personal loans, new transactions are required to manage

the stipulated collateral value on existing pledges. In contrast, the creation and release of

share pledges for firm’s loans are not followed by significant changes in share prices. This

evidence validates that lenders to the firm do not use these share pledges to enforce margin

calls on controlling shareholders but to discipline them against expropriation.

Further, the regression analysis of announcement returns of share pledge transactions

suggests that share pledges have contrasting effects on the incentives of controlling share-

holders. Share pledges for personal loans distort the incentives of controlling shareholders,

thereby destroying firm value. Firms lose 1.21% of their equity value if these share pledges
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are created by controlling shareholders who do not own equity in other publicly listed firms.

This suggests that investors are particularly worried about these share pledges if controlling

shareholders lack financial resources that would be needed to meet margin call requirements.

In addition, firms lose 1.10% of market capitalization on creation of these share pledges if

controlling shareholders are members of a family. This indicates investor concern about poor

corporate governance practices at firms where decision-making is influenced by the interests

of a family. On the contrary, share pledges for firm’s loans may increase firm value. Investors

reward creation of these pledges if firms have been making large investments for capacity

expansion and operating at low levels of financial leverage. The announcement returns to

creation of these pledges were higher by 1.26% for firms with 1 standard deviation higher

growth in assets and 1.72% for firms with 1 standard deviation lower financial leverage. To

rephrase, share pledges for firm’s loans add value to firms that make large investments to

grow their business and do not compromise on financial prudence.

The alternate hypotheses, which ignore the incentives of the controlling shareholders, do

not provide a satisfactory explanation of the evidence presented in the study. The stock

price reaction to share pledge disclosures can not be explained by the investor concerns

regarding the possibility of margin calls. The defaults on share pledges for personal loans of

smaller than the median size comprise only 0.09% of firm’s equity and destroy 2.18% of firm’s

market capitalization. Even if the lender were to sell such a small amount of shares through

open market transactions, it is unlikely that the resultant increase in supply of shares would

lead to such an adverse price impact. The hypothesis that illiquidity of shares drives the

announcement returns to share pledge disclosures is also rejected by the data. Contrary to

the predictions of this hypothesis, illiquidity of shares is associated with lower announcement

returns to defaults on share pledges for personal loans.

In addition, the hypothesis that share pledges merely signal the quality of controlling

shareholders or the unobservable corporate governance issues at the firm is incompatible with

the investor reaction. The study identifies 144 observations where controlling shareholders
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pledged shares for the first time. If share pledges reveal unobservable characteristics of the

firm or the controlling shareholders, then creation of these share pledges should lead to

adverse investor reaction. However, the study does not find a negative stock price reaction

associated with initiation of share pledges. On the other hand, stock price reaction to

creation of share pledges for personal loans increases with the encumbrance of controlling

shareholders. This suggests that the intensity of pledging shares by controlling shareholders

affects their incentives. Finally, the alternate hypotheses do not account for the divergent

effects of share pledges for firm’s loans and personal loans. Although both these share

pledges default during the bad periods for the firm, they have contrasting effects on firm’s

performance and valuation.

The study further explores whether the effects of share pledges are evident in firm per-

formance and finds that share pledges affect access to debt and capital expenditure of firms.

Share pledges for firm’s loans are associated with an increase in the supply of credit to firms.

A 1 standard deviation increase in encumbrance for firm’s loans is associated with an in-

crease in financial leverage corresponding to 6% of its average value. Moreover, amongst

the high growth firms, those with share pledges for firm’s loans invest 75% more on capital

expenditure. This finding is in agreement with the prior literature that documents a posi-

tive relationship between creditor rights and lending by banks (La Porta, Lopez-de Silanes,

Shleifer, and Vishny, 1997; Bae and Goyal, 2009). On the other hand, share pledges for per-

sonal loans do not increase firm’s access to debt or capital expenditure. These result indicate

that the threat of transfer of ownership rights from controlling shareholders to lenders may

enhance the sustainable debt capacity of firms and provide them with growth capital.

Finally, the study evaluates whether share pledges encourage controlling shareholders to

expropriate from the firm. The change in default risk that is not explained by the known

predictors of default is used as a proxy for the expropriation by controlling shareholders. The

tests find that share pledges for firm’s loans, after accounting for the conventional predictors

of default using the O-score model, do not influence default risk of the firm. On the other
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hand, share pledges for personal loans almost double the default risk of the firm over the

subsequent year. Claessens, Djankov, Fan, and Lang (2002) show that a low ownership by

controlling shareholders increases their incentives to expropriate from the firm. Likewise, the

study finds that the relationship between default risk and share pledges for personal loans is

specific to the firms with low levels of ownership by controlling shareholders. These results

suggest that, unlike share pledges for firm’s loans, share pledges for personal loans create a

moral hazard for the controlling shareholders.

This paper contributes not only to the formative studies on share pledges but also to the

extensive literature that explores the role of controlling shareholders on firm performance.

This literature states that the separation between control and cashflow rights destroys firm

value (La Porta, Lopez-de Silanes, Shleifer, and Vishny, 2002) and increases the risk of

bankruptcy (Bebchuk, Kraakman, and Triantis, 2000). This article shows that share pledges

for personal loans too create a diversion between control and cashflow rights, in turn, de-

stroying firm value and increasing the risk of bankruptcy.

In addition, the study adds to the literature on the resolution of bankruptcies and bargain-

ing between shareholders and the lenders. According to this literature, the inefficient process

of bankruptcy resolution imposes significant costs on the lenders (Altman, 1984; Bris, Welch,

and Zhu, 2006). Large shareholders can delay this process and use their ownership rights

to extract more than their fair share (Bebchuk and Chang, 1992). Therefore, the resolution

of bankruptcies can be made fairer and less costly by providing lenders with shareholding

rights prior to reorganizing the firm (Aghion, Hart, and Moore, 1994; Bebchuk, 1988). In

fact, the transfer of control rights to lenders may obviate the need for filing for bankruptcy

and the subsequent loss to firm value. This paper adds that share pledges for firm’s loans

achieve the same objectives by making lenders the owners of pledged shares. Furthermore,

these share pledges may align the incentives of lenders and controlling shareholders, thereby

improving firm performance and valuation.

Studies in corporate governance face challenges in demonstrating that the relationship
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flows from corporate governance to valuation of the firm and not in the reverse direction

(Love, 2010). I believe that this study is robust to these challenges. The study utilizes the

mandatory classification of controlling shareholders in India and thus avoids the use of owner-

ship levels to measure both cashflow and control rights. Moreover, the effect of share pledges

on firm value is measured by observing the announcement returns rather than the long-term

changes in share price or Tobin’s Q. These announcement returns grow stronger with an in-

crease in the intensity of pledging, signifying causal nature of the relationship. Furthermore,

the divergent impact of share pledges for firm’s loans and personal loans demonstrate that

it is the incentives and not omitted variables that are driving the results. Lastly, the study

demonstrates that share pledges affect not only the share price of firms but also their debt

capacity, capital expenditure and bankruptcy risk.

The use of data from India is motivated by the changes in Indian regulations that offer a

unique opportunity to understand the effects of share pledges. This hand-collected dataset

includes the dates of execution and disclosure of share pledge transactions – creation of share

pledges, release of shares from existing share pledges and defaults on existing share pledges.

The study also avails the benefit of clean identification of controlling shareholders that are

classified as “promoters” in India. The regulations define promoters as either entrepreneur

of the firm, or entities and their associates that can appoint the majority of directors on the

board. In essence, promoters are entities that control the firm either directly or indirectly by

mechanisms like cross-holdings and ownership pyramids. Furthermore, the paper exploits

regulatory changes in India to identify the two types of share pledges. In contrast, the

upcoming literature on the topic classifies all share pledges as pledges for personal loans,

possibly due to lack of information about the use of their proceeds.

Although, one would expect that share pledges would create similar incentives for insiders

across countries; but, it is possible that they exert a stronger influence on firm performance

in India than in the U.S. The legal system in India does not allow class action lawsuits

and is less effective in deterring controlling shareholders against the acts of expropriation.
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Therefore, share pledges for personal loans may lead to higher expropriation in firms in India

than in the U.S. In addition, unlike the consolidated framework of bankruptcy resolution in

the U.S., the Indian bankruptcy regime was fragmented during the period of study. The

overlapping legislations caused delays and increased the expropriation of lenders by the

controlling shareholders. As a result, the recovery rate on defaulted loans was an average

26%, which was less than half of that in the US.7 In the event of default on share pledges for

firm loans, whether in India or the US, the ownership of pledged shares can be expediently

transferred to lenders without their having to approach the courts of law. As a result, share

pledges for firm loans may be more effective in limiting the expropriation of lenders in India

than in the countries with stronger creditor rights.

The remainder of the paper proceeds as follows. Section 2 illustrates the hypotheses,

while Section 3 describes the dataset and construction of explanatory variables. Section 4

presents the empirical evidence and is followed by Section 5 that concludes the paper.

2 Hypothesis

The article proposes that share pledges would affect the incentives of controlling shareholders

and impact firm value. Moreover, share pledges for firm loans and personal loans would have

distinct influences on the incentives of controlling shareholders. Controlling shareholders

effectively encash a part of their ownership in the firm by offering it as a collateral for personal

loans. This monetization of ownership increases with their encumbrance (pledged/owned

shares). The following example demonstrates how share pledges for personal loans protect

the downside risk to the wealth of the controlling shareholder.

For the purpose of illustration, consider a scenario where a controlling shareholder pledges

100$ of her shares in the firm for a personal loan of 50$. The lender stipulates an asset cover

(value of collateral / outstanding loan amount) of 2 throughout the tenure of the loan. The

7In 2015, India had a score of 6 (0 = weak to 12 = strong) on the Strength Of Legal Rights Index
published by the World Bank. This index measures the degree to which collateral and bankruptcy laws
protect the rights of borrowers and lenders and thus facilitate lending.
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next day the price of the share declines by 20%, which reduces the value of collateral to 80$.

But, the controlling shareholder does not provide for the shortfall in collateral value either

willfully or due to the lack of resources. This forces the lender to sell some of the collateral

to recover her dues and maintain the required asset cover.8 The lender sells pledged shares

worth 20$, lowering the value of collateral to 60$ and the outstanding loan amount to 30$.

Now, what would happen if share price declines further by x% the next day? The controlling

shareholder would lose 0.6x$ of her personal wealth (0.6x$ = 60$*x%). Had she not pledged

her shares, she would have lost 0.8x$ (0.8x$ = 80$*x%).

Let us assume that share price declines by 20% on each of the next three days and the

controlling shareholder does not provide for the shortfall. The lender would sell some of

the pledged shares on each of the three days to maintain the asset cover. At the end of

the three days, the lender would be left with a collateral of 12.96$ securing an outstanding

loan amount of 6.48$. The wealth of controlling shareholder would be 56.48$ comprising

50$ of loan proceeds and 6.48$ of equity in the collateral held by the lender. This is higher

than 40.96$, the value of her shares had she not pledged them four days earlier (40.96$

= 100$*80%*80%*80%*80%). Infact, the pledging of shares would ensure that she would

retain 50$ of loan proceeds even if the share price declined to 0$. Figure 2 shows that these

pledges not only make personal wealth of controlling shareholders less sensitive to a decline

in firm’s share price but also ensure that controlling shareholders retain the loan proceeds

at the least.

Please note that the lender managed to recover her dues and did not incur losses. The

losses were distributed amongst the investors who bought shares from the lender. The lender

would lose only when the share price drops by more than 50% in an instant. In this unlikely

situation, the value of the collateral would fall below the outstanding loan amount and hence

the lender would fail to recover her dues even after selling the entire collateral. In such cases,

the lender may pursue the controlling shareholder to recover her losses if the loan contract

8For 1$ decline in the value of collateral, lender would sell [1/(asset cover - 1)]$ of collateral to re-balance
the pledge.
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so allows.

What would have happened if rather than declining, the share price increased after the

pledge was created? In this scenario, controlling shareholder would receive the shares that

are in excess of the required collateral value. As a result, she would retain the entire upside

in the value of shares that she pledged. To summarize, share pledges for personal loans allow

controlling shareholders to retain the upside in their ownership in the firm while moderating

the downside and restricting it to the proceeds of the loan.

The controlling shareholder could have sold an equivalent amount of her shares instead

of pledging them to generate the funds. However, a sale of shares would have forced her to

forfeit the control rights associated with these shares. In comparison, a pledge of shares for

personal loans provides her with the money while allowing her to retain the control rights.

As a result, these share pledges create a divide between the control and cashflow rights

of the controlling shareholder. This separation between control and cashflow rights may

shift the incentives of the controlling shareholder and adversely affect firm value. However,

as explained in the illustration, the subsequent wealth destruction is usually borne by the

minority shareholders and not the lenders, although these pledges are bipartite contracts

between the controlling shareholder and the lender.

By reducing the skin in the game for controlling shareholders, share pledges for personal

loans may motivate them to expropriate from the firm (Bertrand, Mehta, and Mullainathan,

2002). Besides, controlling shareholders invest a large fraction of the funds raised by these

share pledges in their other businesses. Hence, these share pledges may also encourage them

to lower their efforts in monitoring the firm. Duchin, Goldberg, and Sosyura (2017) show

that managers respond to their incentives even if this may reduce firm value. Therefore,

the study proposes that share pledges for personal loans should decrease firm value and this

value destruction should increase with the rise in encumbrance of controlling shareholders.

In contrast to share pledges for personal loans, share pledges for firm loans provide

loans to the firm and not to the controlling shareholders. These pledges do not reduce the

12



effective stake of controlling shareholders and hence should not destroy firm value. In fact,

these pledges can discipline controlling shareholders against expropriation by expediting the

transfer of control rights to lenders. As a result, it is unlikely that the disclosure of share

pledges for firm loans would lead to an equally adverse stock price reaction. This brings us

to the first hypothesis.

Hypothesis I: Share pledges for personal loans destroy firm value and hence their disclosure

would cause adverse stock price reaction. Moreover, this stock price reaction would increase

with the rise in encumbrance of controlling shareholders. On the other hand, the disclosure

of share pledges for firm loans is less likely to cause an adverse stock price reaction.

Large shareholders use mechanisms like delaying the resolution of bankruptcy and tun-

neling to expropriate the wealth of lenders post default by the firm. The previous litera-

ture (Aghion et al., 1994; Bebchuk, 1988) advocates modifications in Chapter 11 of the US

Bankruptcy Code to provide creditors with equity in the firm. This proposed restructuring

of capital structure would provide creditors with shareholding rights in accordance with the

seniority and amount of their outstanding claims. These shareholding rights are expected

to lower the expropriation of creditors and assist them in getting their fair share during the

resolution of bankruptcy. Accordingly, the study postulates that by transferring sharehold-

ing rights of controlling shareholders to lenders, share pledges for firm’s loans would increase

the bargaining power of lenders. In economies like India that lack an effective bankruptcy

resolution mechanism, share pledges for firm’s loans facilitate lenders in taking control of

the firm and replacing the management. As a result, these pledges may encourage lenders

to provide larger loans, which would reflect in an increase in the financial leverage of these

firms. The enhanced access to credit may also lead to higher capital expenditure by these

firms. On the other hand, share pledges for personal loans increase the supply of debt to

the controlling shareholder and not the firm. Therefore, these share pledges are unlikely to

increase the debt capacity or capital expenditure of firms. The relationship between access

to credit and share pledges is summarized in the following hypothesis.
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Hypothesis II: Share pledges for firm’s loans should increase the supply of credit to firms

and their capital expenditure while share pledges for personal loans are unlikely to do so.

Claessens et al. (2002) observe that it is common for controlling shareholders to expro-

priate from the firm, even more so in countries with poor investor protection. I hypothesize

that share pledges for personal loans would incentivize controlling shareholders to pay less

attention to monitoring and even expropriate from the firm. The stock price reaction to

news of misappropriation of funds destroys the wealth of controlling shareholders and de-

ters them from stealing from the firm. However, the option to default on share pledges for

personal loans protects controlling shareholders against large declines in share prices. This

reduces the effectiveness of investor reaction in punishing these controlling shareholders for

acts of expropriation and should reflect in higher incidences of bankruptcies. Therefore,

share pledges for personal loans should lead to an increase in the bankruptcy risk for firms

after controlling for the conventional predictors of default. In addition, the low levels of

ownership by controlling shareholders imply that they would internalize a smaller share of

value destruction at the firm. Hence, the increase in bankruptcy risk on account of the

share pledges for personal loans should be stronger for firms with low levels of ownership by

controlling shareholders.

It is unlikely that share pledges for firm loans would increase expropriation by controlling

shareholders. However, it may be argued that controlling shareholders can pledge their shares

to increase the supply of debt to the firm and subsequently siphon off these funds. Therefore,

the study does not have a strong prediction about the effect of share pledges for firm’s loans

on the probability of default. The last hypothesis proposes a relationship between share

pledges and bankruptcy risk of the firm.

Hypothesis III: The firms where controlling shareholders have pledged a large portion of

their ownership to raise personal loans would face a significantly higher probability of default.

In comparison, share pledges for firm’s loans would have a less pronounced effect on the

default probability.
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To recapitulate, the study postulates that share pledges for personal loans reduce the

effective ownership of controlling shareholders. Therefore, these pledges would create incen-

tives for controlling shareholders to maximize their wealth at the cost of other stakeholders.

In contrast, share pledges for firm’s loans do not reduce the stake of controlling shareholders

and may even increase the value of firms and provide them with valuable external finance.

3 Data and Variable Construction

3.1 Data sources and sample selection

The consideration set for this study comprises firms listed on National Stock Exchange (NSE)

from 2009 to 2015.9 During the initial disclosure period of January – February 2009, 1161

firms were trading on NSE. The dataset excludes the firms with less than $10 mn market

capitalization during the first week of January 2009, which was the week preceding the start

of study. This filter omits 17% of the firms from the initial consideration set. Further,

the firms that traded at a price less than INR1010 during the first week of January are

dropped, which trims 6% of firms in the dataset. The government of India does not pledge

its ownership in firms. So, the firms controlled by the government and the subsidiaries of

these firms are excluded, leading to further reduction of 6% of firms in the dataset. Next,

financial firms and the five firms that did not have a Promoter are discarded, which leaves

the dataset with 692 firms at the beginning of the study. Firms that were listed on NSE at

a later date and met the selection criteria are included in the study, increasing the dataset

to comprise 967 firms by 2015.

I hand-collect share pledge disclosures along with their time stamps from the websites

of stock exchanges for the initial disclosures between January and February 2009. Most of

the firms in the dataset are listed on both Bombay Stock Exchange (BSE) and NSE. So,

9The study excludes firms that are listed on Bombay Stock Exchange (BSE) but not on NSE since most
of these firms are small and thinly traded.

10Indian Rupee
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the share pledge disclosures are collected from both BSE and NSE websites and the earlier

disclosure is selected by comparing both the time stamps. Then, the repeat announcements

and the other discrepancies in disclosures are diligently cleaned from the data. Capitaline

is the primary database used by lenders and equity investors in India. The study uses

this database to identify the approximate dates of disclosure of share pledge transactions

after March 2009. After identifying the approximate dates of disclosure, I located the exact

announcement releases on the stock exchange websites and downloaded them. Lastly, I read

these announcements carefully to collect the relevant information.

Prowessdx database of Centre for Monitoring Indian Economy, the standard database

used in academic studies in India, is used for accounting, ownership and share price data of

firms. The accounting data corresponds to standalone firms and the accounting ratios are

winsorized at their 2.50 and 97.50 percentile values. The key variables used in the study

are defined in the Appendix. Capitaline and Prowessdx databases do not have a common

identifier, so firms are matched by their names across the two databases. Firms are classified

into their respective industries on the basis the National Industrial Classification Code 2008

(NIC-2008) available in Prowessdx. NIC-2008 is the latest industrial classification published

by the Central Statistical Organization, which is responsible for coordination of statistical

activities in India.

The analyst coverage of firms in India is measured using the IBES database. The count of

analysts with EPS targets for the firm over next year is employed as the measure of analyst

coverage. From 2009 to 2015, about half of the firms had one or more analysts covering them

and the median was coverage by three analysts. The abnormal stock returns are calculated

using the Fama-French and momentum factors for Indian markets that are published on the

website of Indian Institute of Management, Ahmedabad.
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3.2 Construction of explanatory variables

The paper uses two explanatory variables throughout the empirical analysis – “Firm with

Pledged Shares” and “Encumbrance”. Firm with Pledged Shares is the indicator variable

that takes the value of 1 for firms where controlling shareholders have pledged their ownership

and 0 otherwise. Encumbrance is the ratio of shares that have been pledged by the controlling

shareholder to the shares owned by her and measures her intensity of pledging. This variable

demonstrates the impact of the shift in incentives of the controlling shareholders. These

explanatory variables are created separately for the two types of share pledges. To mitigate

the concerns of endogeneity, the study controls for the important characteristics that differ

significantly across firms with pledged shares and those without.

3.3 Descriptive statistics

In an unexpected series of events, on January 28, 2009, the regulator forced the publicly

listed firms to disclose the total number of shares pledged by their controlling shareholders.

The disclosures revealed that controlling shareholders of about one-third of the firms (232

firms out of the total of 67311) had pledged their ownership. These controlling shareholders

had pledged an average 31.89% of their ownership and the median value was 25.56%. The

study utilizes these disclosures to compare the characteristics of firms with pledged shares

to those without.

Table 1 provides the detailed descriptive statistics for firms immediately before the dis-

closure of share pledges. During the week preceding the disclosures, firms with share pledges

traded at valuations (Tobin’s Q) that were comparable to that of the firms without share

pledges. Also, there were no noticeable differences in the age profile, industry concentration,

credit ratings, cost of debt or operating margins of these firms. The differences were signif-

icant in terms of size, financial leverage, payout ratio and ownership structure. Firms with

11The stocks exchanges disclosed share pledges for 19 firms later than two days after the end of the
disclosure window and hence these firms are excluded them from the current exercise.
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share pledges were growing at a faster pace and had a lower dividend yield. Further, they

were larger, more likely to be affiliated with business groups and maintained higher financial

leverage including better access to the commercial paper market. Lastly, these firms had

higher institutional ownership and lower ownership by the controlling shareholders.

The regulations published on January 28, 2009, also mandated publicly listed firms to

disclose the details of new share pledge transactions on an ongoing basis within 14 working

days of their execution.12 Share pledge transactions comprise creation of share pledges

(creation), release of shares from existing pledges (release) and transfer of ownership of

pledged shares to the lender subsequent to default (default). The disclosures reveal that

out of 967 firms in the dataset, controlling shareholders of 475 firms (amounting to 49.12%

of firms in the dataset) had pledged their shares at least once till 2014, and their average

encumbrance was 35.75% (median: 26.78%). Share pledge transactions were frequent in firms

with pledged shares, with roughly three pledge creations and two pledge releases each year.

On average, creation of a share pledge comprised 2.79% of firm’s equity while release and

default transactions involved 2.24% and 1.31%, respectively. Table 3 provides an overview

of the dataset comprising 4589 creation, 3485 release and 667 default disclosures from April

2009 to December 2014. The disclosures are identified as transactions for personal loans and

firm’s loans from January 2012 till December 2014. The transactions for share pledges for

firm’s loans were roughly twice the size of those for personal loans.

It has been a longstanding practice for controlling shareholders to pledge their shares for

both personal loans and loans to the firm. Amongst the firms that reported share pledges

during the period, 90% had made disclosures about share pledges for personal loans and

53% about share pledges for firm’s loans. Table 4 provides the descriptive statistics for firms

where controlling shareholders never pledged shares, pledged shares for personal loans and

for firm’s loans, respectively. When compared to the firms where shares were never pledged,

12To be accurate, the regulator mandated disclosure of creations and defaults on January 28, 2009, while
the disclosure of releases was enforced at a later date. However, firms started reporting releases on a voluntary
basis from January 28, 2009.
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firms with share pledges were larger, grew their revenues faster, paid less dividends and

operated at higher financial leverage. These firms reported similar ebitda margins but lower

net profitability. There were no perceptible differences across firms where shares were pledged

for personal loans or firm’s loans. Infact, the disclosures show that it was common for firms

to have both types of share pledges during this period. Approximately 50% of firms that

disclosed share pledges for personal loans had also reported the existence of share pledges

for firm’s loans. The following subsection explains how the share pledges are classified into

pledges for personal loans and for firm’s loans, respectively.

3.4 Identification of the nature of share pledges

As mentioned earlier, the pledge of shares can be offered by controlling shareholders either

to avail personal loans or to provide collateral for loans availed by the firm. A change in

regulations in November 2011 is utilized to identify whether the subsequent share pledge

transactions were for personal loans or loans to the firm. This regulation mandated listed

firms to disclose the names of lenders to the new share pledge transactions. In India, banks

are not permitted to lend against share pledges for personal loans. If a bank accepts a

pledge of controlling shareholder’s shares, then the loan has to be given to the firm. The

share pledges serve as additional collateral for the loan. Hence, the share pledge transactions

where a bank was mentioned as the lender are classified as transactions for firm’s loans. On

the other hand, the non-bank financial companies can lend against share pledges for both

personal loans and loans to the firm. However, these lenders focus on retail loans and have

negligible presence in lending to firms.13 So, the share pledge transactions where the lender

13In India, deposits are the low-cost source of funds for lenders. The government provides deposit in-
surance to banks but not to non-bank lenders. This has forced non-bank lenders to depend on wholesale
finance and operate at a substantially higher cost of funds when compared to banks. The non-bank lenders
find it difficult to compete with banks in funding corporate loans and hence focus on financing high-yield
retail loans. Moreover, during the period of study, banks had access to superior recovery provisions under
Sarfaesi Act. In the event of default, banks were allowed to take possession of the secured assets, liquidate
these assets, take over the firm and change the management. The non-bank lenders did not have a recourse
to Sarfaesi Act and avoided lending to firms. They preferred lending against share pledges for personal loans
where collateral could be promptly liquidated upon default.
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was a non-bank entity are classified as transactions for personal loans. It is possible that a

few of the share pledges accepted by non-bank financial companies are for the purpose of

firm’s loans and not personal loans to the controlling shareholder. This may bias the study

against finding divergent results across the two types of share pledges.

Unlike the share pledge transactions, the total quantum of share pledges of a controlling

shareholder can not be separated directly into pledges for personal loans and firm’s loans.

The regulations require controlling shareholders to disclose their total quantum of share

pledges at the end of each quarter. But, controlling shareholders are not obliged to report

separately the share pledges for personal loans and firm’s loans. Moreover, the type of

share pledge transactions remains undisclosed if they were created prior to November 2011.

Therefore, the study can not use the cumulative disclosures of share pledge transactions

to arrive at the total quantum of share pledges for firm’s loans and personal loans. This

creates difficulty in distinguishing between the effects of the two types of share pledges on

firm performance. However, the information provided by the disclosures of share pledge

transactions after November 2011 is utilized to work around this issue.

The study uses disclosures of share pledge transactions to create three categories of firms

beginning December 2011: firms where shares were never pledged, firms where shares were

pledged for personal loans only and firms where shares were pledged for firm loans only. If

all share pledge transactions of the firm after December 2011 were for personal loans, then

the firm is classified as one with share pledges for personal loans only. Similarly, if all the

transactions were for firm loans then the firm is identified as one with share pledges for

firm loans only. Lastly, firms that never disclosed any share pledge transactions are called

firms where shares were never pledged. This analysis excludes the firms where controlling

shareholders pledged their ownership for both firm loans and personal loans. This strategy

identifies 492 firms where shares were never pledged, 144 firms where shares were pledged

for personal loans only and 31 firms where shares were pledged for firm loans only.

20



4 Empirical Evidence

4.1 The effects of share pledges on firm value

The main hypothesis of the study proposes that share pledges affect firm value by influencing

incentives of controlling shareholders. Moreover, the incentives associated with share pledges

for personal loans and firm’s loans would be different and at times in conflict with each other.

The study evaluates the effects of share pledges on firm value by observing stock price reaction

to the disclosure of share pledges both old and new. The analysis starts with an event in

which publicly listed firms were unexpectedly forced to disclose the quantum of ownership

that was pledged by their controlling shareholders.

On January 7, 2009, the founder and chairperson of Satyam Computer Services, one of

the largest and most awarded information technology firms in India, wrote a confession letter

to the stock market regulator. He pleaded guilty to falsifying the accounts and admitted that

the approximately $1.2 bn cash with the firm was a fabrication. He and his wife had pledged

most of their ownership in the firm to raise personal loans. The accused claimed that the

falsification was done to hide the true financial position of the firm so that he could avoid

margin calls on these loans and retain his control over the firm. The share price of Satyam fell

by about 80% and the stock market index declined by approximately 6% by the end of day.

On January 28, 2009, the stock market regulator responded by issuing disclosure guidelines

on share pledges that were applicable to all publicly listed firms. These firms were mandated

to disclose the total quantum of ownership pledged by their controlling shareholders within

14 working days. The event period is defined as the duration between the news of fraud at

Satyam to two days after the end of the disclosure period.

The change in share prices during the event reveals that firms were punished if their con-

trolling shareholders had pledged their ownership in the firm. Furthermore, the stock price

reaction increased with the fraction of ownership that was pledged by controlling share-
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holders. Figure 1 depicts stock price reaction, while Table 2 analyzes the reaction using

regressions on cumulative abnormal returns adjusted for the Fama-French and momentum

factors. Specification (1) shows that firms with pledged shares earned a cumulative abnormal

return of -3.17% from the news of fraud at Satyam till two days after the end of the disclosure

period. According to specification (2), the firms where encumbrance was higher than the

median attracted cumulative abnormal return of -5.62%. On average, a 1% encumbrance

by controlling shareholders was associated with a 9 basis points loss in market capitaliza-

tion during the event. Specification (4) indicates that the investor reaction to pledging of

shares was mitigated by controlling shareholder’s ownership in the firm. That is, investors

were worried that controlling shareholders were using share pledges to reduce their effective

ownership in the firm. Specification (5) uses unadjusted stock returns and reports similar

results after controlling for the characteristics that differ across the firms with pledged shares

and those without. The investor reaction to disclosure of share pledges indicates that these

pledges lower the effective ownership of controlling shareholders and destroy firm value.

One may question whether share pledges only play the role of signaling the underlying

corporate governance problems at firms. But, this appears unlikely. The study discovers that

share price of the firm reacts when the controlling shareholder pledges more of her shares.

This evidence demonstrates that share pledges do not reflect the permanent attributes of

firms or their controlling shareholders. Moreover, the descriptive statistics in Table 1 show

that the firms where shares were pledged by controlling shareholders do not significantly

differ with the rest of the firms. This similarity in observable characteristics suggests that

we may need a better understanding of the thought process of controlling shareholders to

explain why some of them pledge their shares while others do not. Such a study can lead to

valuable insights but is outside the scope of the present article. For those who would like to

explore this further, a related work of the author (Singh, 2018) studies S&P 1500 firms and

identifies the insiders who are most inclined to pledge their shares.

The analysis of announcement returns to share pledge transactions post the initial disclo-
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sures shows that investors have been concerned about share pledges throughout the period

of 2009 to 2014 and not only during the initial disclosure period in January – February 2009.

The disclosure guidelines of January 28, 2009, forced the publicly listed firms to also disclose

the new share pledge transactions on an ongoing basis. The study takes advantage of this

regulation to observe announcement returns to the new share pledge transactions. Table 5

shows that investors react negatively to the creation of pledges by the highly encumbered

controlling shareholders (18 cents of market value lost on each dollar of share pledged by

high encumbrance controlling shareholders), but do not react positively to the reduction in

pledges. The stock price reaction to the defaults is particularly intense, resulting in a loss of

about two dollars of market value on each dollar of shares taken over by the lender.

Thereafter, the study examines whether large changes in share prices lead to share pledge

transactions. The process of disclosure of share pledge transactions comprises sequential

steps of controlling shareholders informing the firms about share pledge transactions, these

firms passing on the information to stock exchanges and the stock exchanges disclosing it

on their websites. As a result, these disclosures usually take place a few days after the

transactions. In November 2011, the regulator ordered publicly listed firms to reveal the

dates when the new transactions were being executed. The study uses these disclosures to

observe the stock returns during the week prior to the execution of share pledge transactions.

The share price changes during the week before execution of share pledge transactions

indicate that large changes in share price contribute to these transactions. Table 5 suggests

that these transactions are needed to maintain the stipulated collateral on existing share

pledges. The release of shares from existing pledges follows an of increase of 0.55% in share

prices of the firm during the preceding week. While, the creations and defaults follow a

decline of 1.65% and 4.77%, respectively. An increase in share price would raise the value

of pledged shares beyond the required value of collateral and lead to the release of surplus

collateral of pledged shares. Similarly, a decline in share prices would lower the value of

pledged shares below the required value of collateral and lead to either an addition of shares
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to the pledge (creation of share pledge) or a default on the pledge. The investor reaction to

disclosures of creations and defaults on share pledges lead to a further decline in share prices

and increase the probability of follow-up transactions.

In addition, there is strong evidence to suggest that the relationship between share price

movements and share pledge transactions varies according to the nature of share pledges.

Table 6 summarizes this evidence. During the week prior to the release of shares from ex-

isting pledges for personal loans, share prices of firms increase by an average 0.55% relative

the market. In contrast, the creations and defaults on share pledges for personal loans are

preceded by declines in share prices of 1.80% and 4.91%, respectively. These sharp declines

in share prices indicate that margin calls on the existing share pledges for personal loans

contribute to defaults and creations of additional share pledges. Moreover, the disclosure

of these transactions, particularly by highly encumbered controlling shareholders, attracts

investor reaction and further lowers the share prices. Firms with highly encumbered con-

trolling shareholders lose an average 0.60% of their market capitalization when they disclose

creations of share pledge for personal loans. In contrast, transactions for share pledges for

firm’s loans do not seem to be caused by margin calls. Furthermore, the price reaction to

the creation of these pledges is statistically insignificant. This evidence implies that the risk

of margin calls and follow-up transactions are concentrated in the firms where controlling

shareholders have pledged a large fraction of their ownership for personal use.

Next, the study analyzes the characteristics that interact with share pledges by sorting

disclosure returns according to the characteristics of the firms and their controlling sharehold-

ers. Panel A of Table 7 provides the univariate sorts of the announcement returns. Investor

reaction appears to be particularly adverse to the creation of share pledges for personal loans

if the firm is family controlled or a standalone entity rather than part of a business group. On

the other hand, the creation of pledges for firm’s loans seems to be rewarded substantially if

the firm maintains low levels of financial leverage. Both types of share pledges are at higher

risk of default if the firms have high financial leverage or low market to book. However, if

24



these characteristics are highly correlated, then they would not add new information. The

Panels B and C of Table 7 show that the correlations are at moderate levels.

The study further appraises the characteristics that appear to interact with share pledges

by employing regressions on announcement returns with industry-quarter fixed effects. The

results for share pledge transactions for firm’s loans are presented in Table 8. Specifications

(1) to (6) assess whether announcement returns to creation of these pledges vary across firms

with different characteristics. Specification (7) employs all of these characteristics together as

explanatory variables. The results in specification (7) show that investors react positively to

the creation of pledges for firm’s loans if the firm was growing at a fast pace or operating with

low financial leverage. One standard deviation higher growth in assets was associated with

disclosure returns of 1.26%, while one standard deviation lower financial leverage attracted

announcement returns of 1.72%. This shows that investors meaningfully reward the creation

of share pledges if the loan proceeds are likely to be used to support growth in business and

the firm is not excessively indebted. Specification (8) does not find announcement returns

to release of these share pledges across firms with different characteristics.

Table 9 identifies the characteristics that interact with share pledges for personal loans.

Specifications (1) and (2) suggest that investors react strongly against the creation of these

pledges by family controlled firms (-1.42% of market capitalization) and firms that are not

associated with business groups (-1.78% of market capitalization). Specifications (3) to (6)

suggest moderate reaction against creation of these pledges at firms with high growth, high

financial leverage, low market to book and low operating profitability. A 1 standard devia-

tion change in these variables affects announcement returns by 0.20% to 0.60%. Specification

(7) uses Amihud Illiquidity Ratio to measure the illiquidity of shares and rejects the hypoth-

esis that lack of liquidity drives the announcement returns to share pledge transactions for

personal loans. Specification (8) uses all these characteristics as explanatory variables and

finds that investor reaction to creation of these pledges was focused on family controlled

firms (-1.10% of market capitalization) and standalone firms (-1.21% of market capitaliza-
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tion). These results indicate that when share pledges are created for personal use, stock

markets are apprehensive about the background of controlling shareholders. Investors seem

to be particularly worried about the issues of accountability in family controlled firms. The

reaction against firms that are not associated with business groups suggests that investors

are concerned about the lower reputation of these firms and the lack of wealth of controlling

shareholders outside the firm that would be needed to avoid margin calls. Specification (9)

does not find announcement returns to release of these pledges across any of the character-

istics. Specification (10) analyzes investor reaction to the defaults on these share pledges.

These defaults were punished severely for high growth firms and family controlled firms.

The family controlled firms lost 2.55% of market capitalization while firms with 1 standard

deviation higher growth in assets lost 2.63% of market capitalization post announcement of a

default. It is worth noting that firms with illiquid shares suffered less adverse announcement

returns to defaults when compared to firms with liquid shares. This evidence suggests that

illiquidity of shares mitigates the announcement returns to defaults rather than inflate it.

The study briefly examines whether controlling shareholders pledge their shares for per-

sonal loans primarily to purchase additional shares of the company and if it is followed by

an increase in the share price of the firm. The available data suggests otherwise. In such

pledge+buy cases, controlling shareholders seem to use a small fraction of about 20% of the

proceeds from the pledge of shares to purchase more shares in the company. The rest of the

loan proceeds are utilized for other personal purposes. This implies that these transactions

reduce the skin in the game for controlling shareholders rather than increase it. Not surpris-

ingly, the share price changes following these transactions are similar to that for the average

share pledge for personal loans.

4.1.1 Alternate explanations

An alternate hypothesis is that share pledges do not destroy firm value by influencing in-

centives of controlling shareholders but by increasing floating stock of the company. The
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defaults on loans secured by a pledge of shares may lead to the sale of these previously

untraded shares by the lender and increase the floating stock of the firm. This appears to

be an unlikely explanation since the average default involves only 1.25% of firm’s equity and

leads to 2.40% decline in market capitalization during the week after the disclosure. This

hypothesis is explored further through an analysis of the stock market reaction to defaults of

smaller than the median size. On average, these defaults involve 0.09% of firm’s shares and

can only marginally increase the floating stock; still, they lead to a destruction of 2.18% of

market capitalization during the week after the disclosure. Moreover, the increase in floating

stock should lead to smaller value destruction for firms with highly liquid shares. On the

contrary, upon disclosure of defaults on share pledges for personal loans, firms with highly

liquid shares undergo larger value destruction. Therefore, it is highly unlikely that the threat

of an increase in floating stock after defaults is driving the investor reaction to share pledge

transactions.

In addition, the study finds evidence that does not support the hypothesis that share

pledges merely signal the quality of controlling shareholders or their predetermined intentions

to expropriate from the firm. The study identifies 144 initiations of pledges, the transactions

where controlling shareholder pledges shares for the first time, and examines the stock price

reaction to their announcements. If the reactions to creation of pledges were restricted

to the initiations, then it would imply that share pledges signal the quality of controlling

shareholders. The announcement returns to these transactions were positive (0.40%) and

statistically insignificant, which indicates that share pledges are not a signal of the quality of

controlling shareholders. The initiation of a pledge implies that the controlling shareholder

had no prior encumbrance. Hence, the lack of investor reaction to initiation transactions

is in agreement with the observation that stock markets do not punish creation of share

pledges at extremely low levels of encumbrance. On the other hand, there is strong evidence

suggesting that the effects of share pledges grow stronger with an increase in encumbrance.

This result suggests that share pledges drive incentives of controlling shareholders and not
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merely reveal them.

Finally, it is difficult to devise plausible alternate hypotheses that illustrate contrasting

effects of the two types of share pledges on firm performance and value. The investor

reaction varies qualitatively across share pledges for firm loans and share pledges for personal

loans, although these share pledges are not specific to firms with distinct sets of financial

characteristics or controlling shareholders. In addition, the following tests show that the two

types of share pledges have divergent effects on the fundamental drivers of firm value, like

availability of credit and expropriation from the firm.

4.2 The effects of share pledges on access to credit and capital

expenditure

Stiglitz and Weiss (1981) provide a theoretical framework to demonstrate that lenders would

respond to poor enforcement of contracts by rationing credit to borrowers. Through their

empirical work, La Porta et al. (1997) show that poor investor protection lowers access

to external finance across 49 countries. The relationship between improvement in creditor

rights and increased lending by banks in these countries has also been documented by Bae

and Goyal (2009). Likewise, hypothesis II states that share pledges for firm’s loans improve

the enforceability of debt contract and hence should increase the availability of credit for the

firm. Furthermore, share pledges for personal loans provide funds to controlling shareholders

and hence are unlikely to improve firm’s access to debt.

The results of regressions analyzing the relationship between share pledges and access

to credit are documented in Table 10. The financial leverage is measured by the ratio of

debt to assets of the firm for a given year. From the year 2009 to 2015, the average value

of financial leverage was 28% for firms in the dataset. Specification (1) of the table shows

that an increase of 1% in encumbrance is associated with an increase of 6.8 basis points in

financial leverage of the firm, after controlling for the financial leverage for the previous year.

The use of control variables in specification (2) moderates the effect on financial leverage
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to an increase of 2.8 basis points. Specification (3) explores within industry-year variation

and finds a similar effect of 3.1 basis points. This implies that a firm with average level

of encumbrance has 1.3% higher financial leverage, which corresponds to 4% of the average

value of financial leverage. To rephrase, on account of share pledges, the debt capacity of

the firm increases by 4% at the average level of encumbrance . The use of firm fixed effects

alongwith year fixed effects in specification (4) finds stronger results corresponding to an

increase of 4.8 basis points for a 1% rise in encumbrance. This amounts to 6% higher access

to credit for firm with average level of encumbrance. Firms in India rarely witness a change

in their controlling shareholders and hence the firm fixed effects can also be interpreted

as controlling shareholders fixed effects. The results of firm fixed effects suggest that the

impact of share pledges on firm performance increases with encumbrance irrespective of the

controlling shareholder.

On exploring the effects of both types of share pledges separately, it becomes evident

that share pledges for personal loans do not affect firm’s debt capacity while share pledges

for firm’s loans increase it. Specification (5) shows that, unlike share pledges for personal

loans, share pledges for firm’s loans increase the financial leverage of firms by 2%, which

amounts to a rise of 7% in the average debt capacity of firms. While identifying share

pledges for firm’s loans and personal separately, the dataset gets restricted to 4 observations

per firm, corresponding to the years from 2012 to 2015. It would be ambitious to expect

that the regressions employing firm fixed effects would identify the coefficients for both a

constant (indicator variable for the share pledge) and a slope (encumbrance for the share

pledge) using 4 observations. So, the next two specifications estimate the coefficients for the

indicator variable and encumbrance separately. These specifications verify that the increase

in access to debt is restricted to share pledges for firm’s loans. Specification (7) shows that

on average share pledges for firm’s loans increase the debt capacity of firms by 6% while

share pledges for personal loans do not affect the access to debt.

Next, the study evaluates whether the increase in debt capacity varies with firm charac-
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teristics. The results in Table 11 suggest that share pledges for firm’s loans enhance access

to debt for both high growth and financially constrained firms. Specifications (3) and (5)

show that these pledges increase the debt capacity for high growth firms and firms with

high operating profitability by an average 9%. While, specifications (2) to (5) find that

these pledges improve the access to debt for financially constrained firms - firms with high

financial leverage, low growth in assets, low Tobin’s Q and poor operating profitability - in

the range of 8% to 12%.

The study further explores whether the increase in debt capacity leads to an increase

in capital expenditure of firms. Capital expenditure is measured by change in gross fixed

assets normalized by the total assets of the firm at the beginning of the year. The results

are presented in Table 12. Specification (1) suggests that, on average, share pledges for both

firm’s loans and personal loans do not influence capital expenditure of firms. Specifications

(2) to (5) explore whether share pledges for firm’s loans affect capital expenditure for firms

with specific characteristics. Specification (3) finds that high growth firms incur additional

capital expenditure corresponding to 3.75% of their assets each year. This represents a large

increase of 75% of the average value of capital expenditure. However, there is no evidence

to suggest that share pledges for firm’s loans increase capital expenditure for financially

constrained firms. This evidence is in agreement with the positive investor reaction to

creation of these pledges by high growth firms but not financially constrained firms. In

untabulated results, similar regressions for share pledges for personal loans find that these

pledges do not influence capital expenditure of firms across any of these characteristics.

To summarize, the test of Hypothesis II finds that share pledges for firm’s loans enhance

the debt capacity of firms and provide high growth firms with access to growth capital. On

the other hand, share pledges for personal loans do not increase firm’s access to debt or

capital expenditure.
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4.3 The effects of share pledges on default probability

Hypothesis III proposes that the aggregate effects of share pledges should be evident in the

changes in bankruptcy risk of the firms. The changes in bankruptcy risk would include

the impact of expropriation from the firm, which is difficult to measure. Share pledges for

personal loans reduce the skin in the game for controlling shareholders without curtailing

their control rights. This may incentivize them to lower their efforts in monitoring the

firm and even indulge in misappropriation of funds, thereby increasing the risk of default.

Moreover, default risk should increase with the encumbrance for personal loans and low

ownership levels of controlling shareholders.

On the contrary, share pledges for firm’s loans do not reduce the effective ownership of

controlling shareholders and hence are unlikely to increase expropriation by control share-

holders. It may be argued that controlling shareholders may pledge their shares to increase

firm borrowing and subsequently expropriate these funds. But, the study finds that the in-

crease in firm’s loans on account of these share pledges comprise approximately 2% of firm’s

assets. In comparison, according to the prior literature, the estimates of control premium

in India are about 20 times higher or more. Therefore, it does not appear to be a prof-

itable proposition for controlling shareholders to jeopardize their valuable control rights for

siphoning additional funds raised by pledging their shares.

The study collates credit rating announcements across all major credit rating agencies in

India to identify defaults. The borrowers are obligated to inform the rating agency within

15 days of a default. The date of default is assumed to be 15 days prior to the date of

announcement by credit rating agencies to account for the lag. The dependent variable is

1 if firm defaults on its debt obligations over the next year and 0 if it does not. The firms

that default on debt once are excluded in the subsequent years.

Ohlson’s O-score model is used to control for the usual predictors of default. The predictor

variables of the O-score model are created for the firms that are listed in India. These
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predictor variables are:

1. Adjusted Size = log(Total Assets/GNP price level index14), measures firm’s total assets

adjusted for inflation.

2. Leverage Measure = Total Liabilities/Total Assets, represents total leverage of the

firm.

3. Working Capital Measure = Working Capital/Total Assets, measures working capital

intensity of the firm.

4. Inverse Current Ratio = Current Liabilities/Current Assets, indicates availability of

liquidity at the firm.

5. Return on Assets = Net Income/Total Assets, is an indicator of firm profitability.

6. Funds to Debt Ratio = Funds from Operations/Total Liabilities, where Funds from

Operations = Pretax Income + Depreciation. This variable measures firm’s ability to

finance its debt using its operational income.

7. Discontinuity Correction for Leverage Measure: equals 1 if Total Liabilities exceed

Total Asset and 0 otherwise. This variable corrects for the extremely leveraged position

of firms.

8. Discontinuity Correction for Return on Assets: equals 1 if net income was negative for

the previous two years and 0 otherwise. This variable corrects for the persistent losses

of the firm.

9. Change in Net Income = (Net Incomet – Net Incomet−1) / (|Net Incomet| + |Net

Incomet−1|), where Net Incomet represents the Net Income of the most recent year.

This variable takes into account the change in earnings of the firm.

The results suggest that share pledges increase the probability of default over the following

year. Specification (1) of Table 13 shows that firms with share pledges were about three times

more likely to default than the firms without. Specification (2) uses the O-score model alone.

14GNP denotes Gross National Product. The study does not have access to a reliable Gross National
Product price level index for India, and hence, uses the Gross Domestic Product (GDP) price level index.
The difference between GNP and GDP for India is not material.
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In the subsequent specifications, the share pledge information is added to O-score model to

assess whether share pledges retain their predictive power. It is worth noticing that the

share pledge information remains a significant predictor of defaults when added to O-score

model and improves the explanatory power of the composite model. Specification (3) shows

that in the composite model, share pledges correspond to an increase in the probability of

default by 2.3% over the next year. O-score model has been criticized for not accounting

for the factors specific to industry and time. The industry-year and firm,year fixed effects

are utilized in specifications (4) and (5) to address this concern. These use of these fixed

effects yields stronger results. The average firm with share pledges reports an increase in the

probability of default of 3.6% and 4.4% in specifications (4) and (5) respectively. Overall,

the tests find strong evidence to suggest that share pledges affect not only the firm valuation

but also its performance.

Next, the relationship between the default probability and the nature of share pledges

is examined. Specification (6) demonstrates that the default probability increases with con-

trolling shareholder’s encumbrance if pledges were created for personal loans, but not if they

were created for loans to the firm. Specification (7) employs industry-year fixed effects and

suggests that share pledges for personal loans do not increase bankruptcy risk at extremely

low levels of encumbrance (less than 8%). Finally, the study interacts share pledges with

ownership of controlling shareholders. Firms with higher than the median value of owner-

ship by controlling shareholders are classified as Firms with High Ownership by Controlling

Shareholders and the rest as Firms with Low Ownership by Controlling Shareholders. The

acts of expropriation from the firm destroy controlling shareholders’ wealth in proportion of

their ownership in the firm. Therefore, the low ownership of controlling shareholders would

encourage them to expropriate more from the firm. The results in specification (8) suggest

that the increase in bankruptcy risk on account of share pledges for personal loans is lim-

ited to the firms with low ownership by controlling shareholders. These results verify that

pledging a large portion of ownership for personal loans creates suboptimal incentives for
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the controlling shareholders and destroys firm value.

To recapitulate, share pledges are an important predictor of default risk and improve the

predictive power of the O-score model. On average, over the next year, the probability of

default for firms with share pledges is approximately double of that for firms without share

pledges. In addition, the risk of default further rises with an increase in encumbrance of the

controlling shareholder. However, this relationship between encumbrance and probability

of default is restricted to firms with share pledges for personal loans and low ownership

by controlling shareholders. The results suggest that only share pledges for personal loans

create a moral hazard for controlling shareholders.

5 Conclusion

The practice of raising debt by offering a collateral of equity may be as old as the existence

of equity itself. It is quite common for insiders across countries to pledge their shares as

a collateral for loans, and yet the effects of such share pledges are relatively unexplored.

This article provides credible evidence to suggest that share pledges influence incentives of

controlling shareholders, which, in turn, affects the performance and valuation of firms. The

paper also emphasizes that all share pledges are not the same. The incentives associated

with share pledges for personal loans are different from those for firm’s loans. In fact, share

pledges for personal loans and firm’s loans may have conflicting effects on firm performance

and valuation. Share pledges for personal loans create a diversion between control and

cashflow rights of controlling shareholders. On the other hand, share pledges for firm’s loans

improve creditor rights and may align incentives of the lenders and controlling shareholders.

As a result, share pledges for personal loans may lower firm value while share pledges for

firm loans may add value to firms.

Moreover, the influence of share pledges is evident in the changes in firm performance.

Share pledges for firm loans increase the debt capacity for both high growth and financially
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constrained firms. These high growth firms utilize their improved access to external finance

to further invest in increasing their production capacity. In contrast, share pledges for

personal loans do not enhance the debt capacity or capital expenditure of firms but sharply

increase their risk of bankruptcy. This increase in bankruptcy risk is specific to firms where

controlling shareholders have low levels of ownership and hence partake small share of value

destruction at the firm. This evidence suggests that the effective monetization of ownership

by share pledges for personal loans creates a moral hazard for controlling shareholders.

The incentives created by share pledges are universal in nature. Therefore, the qualitative

findings of the study are likely applicable across countries even though the data is specific

to India.
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Figure 1: Stock returns +– 60 days around the event

The figure illustrates investor reaction to disclosure of share pledges after the fraud at Satyam
Computer Services was announced in the news. The two lines display market capitalizations
of portfolios of firms with share pledges and without. The portfolios are equal-weighted and
normalized on January 06, 2009, the day prior to the revelation of fraud at Satyam. The graph
begins 60 days prior to the news of fraud and ends 60 days after the end of disclosure period.
The vertical lines in figure represent the revelation of fraud at Satyam, the issuance of disclosure
guidelines and a week after end of the initial disclosure period, respectively.



Figure 2: Share pledges for personal loans protect the wealth of controlling
shareholders when firm’s share price declines

The figure shows that share pledges for personal loans lower the rate at which controlling shareholder
loses her wealth when share price of the firm declines. These pledges also protect her downside
beyond the proceeds from the loan. The graph assumes that, on day 0, the controlling shareholder
pledges 100$ of her shares in the firm to avail of personal loans of 50$. The loan contract specifies
that the lender would maintain an asset cover (value of collateral / outstanding loan amount) of
2 throughout the period of loan. The share price declines by 20% on each of the next 10 days.
Lender sells a part of collateral on each of these 10 days to maintain the asset cover. The solid line
in the figure depicts the wealth of controlling shareholder while the dashed line shows her wealth
had she not pledged her shares on day 0. The lender manages to recover her dues by selling shares
from the collateral and does not bear any losses.



Table 1: Descriptive statistics of firms with pledged shares vs firms without
pledged shares prior to disclosures in January – February 2009

The table illustrates the descriptive statistics of the firms with pledged shares and those without
pledged shares. The first and second rows mention the mean and the median values, respectively,
for each variable. Stars in the first column represent levels of significance of the difference between
the two groups. The last column compares the firms with pledged shares with those without
pledged shares. The statistical significance at the 1, 5, and 10 percent levels are represented by
∗∗∗, ∗∗ and ∗, respectively.

Firms without
Pledged Shares

Firms with
Pledged Shares

Comparative comments on
Firms with Pledged Shares

Age: mean 32 32
: (median) (25) (23)

Business Group Firm∗ 59.33% 66.23%
(business group firm) (business group firm)

Ownership of Controlling Shareholder∗∗∗ 55.50% 49.00% Lower ownership by
controlling shareholder(54.90%) (48.40%)

Market Capitalization ($mn) 413.00 371.90
(48.80) (76.40)

Total Assets ($mn)∗ 398.60 607.90
Larger firms

(125.00) (225.20)

EBITDA Margin 23.20% 25.00% Similar operating profit
margins(18.50%) (20.10%)

Profit Margin 11.40% 10.60%
(8.80%) (8.30%)

RoA∗∗∗ = Net Profit / TAbook 12.70% 10.30%
(11.20%) (8.60%)

Current Ratio 2.10 2.21
(1.57) (1.76)

Collateral = (PPE+Inventory) / TAbook 0.40 0.38
(0.41) (0.39)

Total Liabilities / TAbook
∗∗∗ 0.40 0.49

Higher financial leverage
(0.40) (0.51)

Dividend Yield∗∗∗ 3.60% 3.10%
Lower dividend payouts

(2.99%) (2.07%)

Tobin’s Q 1.27 1.18
Similar Tobin’s Q

(0.97) (0.98)

Firms with Credit Rating History 70% 74%

Interest Rate 8.90% 8.60%
Similar cost of debt

(8.60%) (8.20%)

Short Term Credit Rating∗ 1.86 2.19

Similar credit ratings
1 or A1+ 2 or A1

Long Term Credit Rating∗∗ 5.09 5.73
5 or A+ 5 or A+

Firms with Access to Commercial Paper Market 15% 21% Better access to CP

Growth in Income from 2005 to 2008∗∗ 200% 284%

Higher growth in business
(93%) (117%)

Growth in Assets from 2005 to 2008∗∗∗ 250% 404%
(116%) (171%)



Table 2: Cumulative abnormal returns during the event

The table provides the investor reaction to share pledges from the news of fraud at Satyam
(January 07, 2009) till two days after the end of disclosure period (February 18, 2009). The
dependent variable is the cumulative abnormal return for individual firms, adjusted for the
three Fama-French factors and the momentum factor, expressed in percentages (%). However,
specification (5) uses unadjusted stock returns and controls for the characteristics that vary across
the firms with pledged shares and those without. Each firm comprises an observation. t-statistics
are provided in the parenthesis. The statistical significance at the 1, 5, and 10 percent levels are
represented by ∗∗∗, ∗∗ and ∗, respectively.

(1) (2) (3) (4) (5)

Firm with Pledged Shares −3.17∗∗

(−2.11)

Encumbrance −8.62∗∗∗ −21.05∗∗

(−2.58) (−2.56)

High (> median) Encumbrance −5.62∗∗∗ −4.14∗∗

(−2.90) (−2.17)

Low (<= median) Encumbrance −0.77 0.44
(−0.40) (0.23)

Ownership of Controlling Shareholder 10.93∗∗

(2.13)

Encumbrance * Ownership of Controlling Shareholder 26.33∗

(Total Pledged Shares in the Firm) (1.66)

Growth in Assets over Previous Two Years −1.11∗∗∗

(−2.74)

Size (Log of Market Capitalization) 1.97∗∗

(2.55)

Family Controlled Firm −3.86∗∗

(Ownership of Controlling Shareholder Family > 20%) (−2.43)

Business Group Firm 1.77
(1.17)

Tobin’s Q −1.69
(−1.47)

Leverage (Debt to Assets) −4.44
(−1.16)

Institutional Ownership −6.30
(−0.93)

Number of Analysts Following the Firm −0.20
(−1.10)

Constant −1.46∗ −1.46∗ −1.61∗∗ −1.62∗∗ −18.00∗∗∗

(−1.66) (−1.66) (−2.00) (−2.02) (−3.17)

Observations 673 673 673 673 669



Table 3: Overview of share pledge transactions on an ongoing basis

The following table provides the basic details of share pledge transactions that were disclosed on
an ongoing basis after the initial disclosures in 2009 upto 2014. Share pledges for firm’s loans and
personal loans are identified from 2012 to 2014.

All Personal Loans Firm’s Loans

Count Average Size Count Average Size Count Average Size

(% of firm’s equity) (% of firm’s equity) (% of firm’s equity)

Creation 4,589 2.79 2197 2.41 392 5.02

Release 3,585 2.24 1883 2.07 244 3.73

Default 667 1.31 570 0.96 41 2.62



Table 4: Descriptive statistics of firms according to the type of share pledges

The table illustrates the descriptive statistics of the firms where shares were never pledged, pledged
atleast once for personal loans and pledged atleast once for loans to the firm. The financial data
comprises firm-year pairs from 2012 to 2014. The first and second rows mention the mean and the
median values, respectively, for each variable.

Shares were never pledged
Shares were pledged for

personal loans
Shares were pledged for

loans to the firm

Age: mean 35 31 28
: (median) (28) (25) (23)

Business Group Firm 55.87% 55.54% 57.20%
(business group firm) (business group firm) (business group firm)

Ownership of Controlling Shareholder 58.56% 50.08% 54.57%
(59.85%) (50.08%) (55.74%)

Market Capitalization ($mn) 835.75 917.29 1007.35
(90.18) (101.17) (83.63)

Total Assets ($mn) 656.03 976.03 1000.12
(146.81) (381.17) (364.95)

EBITDA Margin 17.90% 18.56% 19.14%
(14.43%) (15.47%) (15.09%)

Profit Margin 5.93% -1.60% -1.60%
(5.72%) (3.10%) (2.85%)

RoA = Net Profit / TAbook 5.66% 1.68% 1.19%
(5.12%) (1.72%) (1.33%)

Current Ratio 1.69 1.19 1.22
(1.32) (1.06) (1.06)

Collateral = (PPE+Inventory) / TAbook 0.41 0.38 0.40
(0.41) (0.39) (0.41)

Total Liabilities / TAbook 0.51 0.71 0.72
(0.48) (0.72) (0.75)

Dividend Yield 1.86% 1.31% 1.17%
(1.42%) (0.87%) (0.67%)

Tobin’s Q 1.69 1.43 1.40
(1.17) (0.98) (0.99)

Growth in Income over previous year 11.11% 16.89% 17.86%
( 1.56%) (1.45%) (1.25%)

Growth in Assets over previous year 11.70% 11.57% 12.84%
(9.34%) ( 8.66%) (10.35%)



Table 5: Excess stock returns and share pledges transactions

The following table illustrates the relationship between changes in firm’s share price and share
pledge transactions. The second column displays stock returns in excess of market returns (in
percentages) during the week prior to the execution of share pledge transactions. The subsequent
columns display the excess stock returns in percentages during the week post the disclosure of
transactions. High encumbrance transactions imply the transactions where encumbrance is higher
than the median value. Large transactions involve higher than the median shareholding of the
firm. The use of market adjusted returns or returns adjusted for the four risk factors yields similar
results. t-statistics are provided in the parenthesis. The statistical significance at the 1, 5, and 10
percent levels are represented by ∗∗∗, ∗∗ and ∗, respectively.

Week before Transaction Week after Disclosure

All Transactions All Transactions High Encumbrance High Encumbrance and
Transactions Large Transactions

Creation −1.65∗∗∗ −0.15 −0.48∗∗∗ −0.66∗∗∗

(−10.53) (−1.20) (−2.75) (−2.86)

Release 0.55∗∗∗ 0.15 −0.08 −0.12
(3.15) (1.17) (−0.43) (−0.50)

Default −4.77∗∗∗ −2.40∗∗∗ −2.60∗∗∗ −2.78∗∗∗

(−8.74) (−4.79) (−4.59) (−3.37)



Table 6: Excess stock returns according to the nature of share pledge
transactions

The following table illustrates the relationship between changes in firm’s share price and share
pledge transactions separately for both types of share pledges. The column “Week before
Transaction” displays stock returns in excess of market returns (in percentages) during the
week prior to the execution of share pledge transactions. The other columns display the
stock returns in excess of market returns (in percentages) during the week after the disclosure
of transactions. High encumbrance transactions imply the transactions where encumbrance
was higher than the median value. The use of market adjusted returns or returns adjusted
for the four risk factors provides similar results. The dataset has only 40 observations of
defaults on share pledges for firm’s loans. As a result, the stock price reaction to defaults
on these pledges is statistically insignificant. t-statistics are provided in the parenthesis. The
statistical significance at the 1, 5, and 10 percent levels are represented by ∗∗∗, ∗∗ and ∗, respectively.

Share Pledges for Personal Loans Share Pledges for Firm’s Loans

Week before Transaction Week after Disclosure Week before Transaction Week after Disclosure

All All High Encumbrance All All High Encumbrance

Creation −1.80∗∗∗ −0.22 −0.60∗∗ −0.11 −0.04 −0.71
(−10.80) (−1.17) (−2.17) (−0.23) (−0.08) (−1.01)

Release 0.55∗∗∗ 0.14 −0.16 −0.24 −0.11 −0.38
(3.05) (0.72) (−0.55) (−0.40) (−0.22) (−0.49)

Default −4.91∗∗∗ −2.36∗∗∗ −2.55∗∗∗ −2.65 −2.91 −2.72
(−8.72) (−4.52) (−4.31) (−1.00) (−1.12) (−0.95)



Table 7: Variables that interact with share pledges

Panel A: Univariate sorts of investor reaction to disclosure of share pledge transactions

The following panel provides the univariate sorts of stock returns in excess of market returns (in
percentages) during the week after disclosure of share pledge transactions. The high values for
variables correspond to values that are greater than the median and the low values correspond
to values that are smaller than the median, unless stated otherwise. The panel extends to the
next page. Log values of Amihud Illiquidity Ratio ares used as to measure illiquidity. t-statistics
are provided in the parenthesis. The statistical significance at the 1, 5, and 10 percent levels
are represented by ∗∗∗, ∗∗ and ∗, respectively. The row after t-statistics denotes the count of
observations.

All Share Pledges Share Pledges for Personal Loans Share Pledges for Firm’s Loans

High Growth Low Growth High Growth Low Growth High Growth Low Growth
in Assets in Assets in Assets in Assets in Assets in Assets

Creation −0.24 0.09 −0.37 0.28 0.27 0.09
(−1.51) (0.53) (−1.41) (1.12) (0.46) (0.11)
2,911 1,678 1,311 886 261 131

Release 0.01 0.25 0.01 0.37 0.02 −0.22
(0.07) (1.38) (0.07) (1.44) (0.05) (−0.27)
2,076 1,509 1,052 831 141 103

Default −3.14∗∗∗ −1.16 −3.00∗∗∗ −1.14 −3.55 −3.70
(−5.41) (−1.46) (−4.55) (−1.39) (−1.35) (−1.07)

456 211 373 197 33 8

Family Not Controlled Family Not Controlled Family Not Controlled
Controlled by Family Controlled by Family Controlled by Family

(>20% equity) (<=20% equity) (>20% equity) (<=20% equity) (>20% equity) (<=20% equity)

Creation −0.40∗ 0.03 −0.94∗∗ 0.33 −0.31 0.53
(−1.74) (0.14) (−2.44) (1.64) (−0.33) (1.04)
1,694 2,895 793 1,404 137 255

Release 0.34 0.003 0.74∗ −0.17 −0.15 −0.04
(1.27) (0.02) (1.91) (−0.77) (−0.15) (−0.08)
1,149 2,436 658 1,225 66 178

Default −2.39∗∗∗ −2.61∗∗∗ −2.27∗∗∗ −2.48∗∗∗ −2.79 −3.61
(−3.42) (−4.12) (−3.01) (−3.52) (−0.93) (−0.92)

340 327 307 263 22 19

Business Group Standalone Business Group Standalone Business Group Standalone

Creation 0.14 −0.52∗∗ 0.40∗ −1.04∗∗∗ 0.33 0.10
(1.04) (−2.25) (1.93) (−2.70) (0.68) (0.11)
2,833 1,756 1,440 757 251 141

Release 0.01 0.33 −0.04 0.60 −0.06 −0.11
(0.09) (1.19) (−0.21) (1.43) (−0.14) (−0.09)
2,544 1,041 1,320 563 189 55

Default −2.35∗∗∗ −2.55∗∗∗ −2.50∗∗∗ −2.31∗∗∗ −1.74 −5.48
(2.72) (−4.59) (−2.66) (−3.75) (−0.63) (−1.42)
167 500 145 425 15 26

High Leverage Low Leverage High Leverage Low Leverage High Leverage Low Leverage

Creation −0.20 0.07 −0.22 0.12 −0.34 2.28∗∗

(−1.36) (0.34) (−0.96) (0.40) (−0.64) (2.27)
3,293 1,296 1,589 608 316 76

Release 0.09 0.15 0.20 0.08 −0.002 −0.32
(0.59) (0.74) (0.83) (0.27) (−0.00) (−0.45)
2,424 1,161 1,280 603 186 58

Default −2.71∗∗∗ −0.80 −2.54∗∗∗ −0.91 −3.15∗ −5.97
(5.58) (−0.48) (−4.77) (−0.48) (−1.73) (−0.64)
586 81 505 65 33 8



All Share Pledges Share Pledges for Personal Loans Share Pledges for Firm’s Loans

High M/B Low M/B High M/B Low M/B High M/B Low M/B

Creation −0.17 −0.14 −0.28 −0.07 0.47 −0.13
(−0.94) (−0.81) (−0.97) (−0.29) (0.67) (−0.21)
2,159 2,328 993 1,127 168 206

Release 0.36∗∗ −0.17 0.61∗∗ −0.27 −0.03 −0.23
(2.28) (−0.81) (2.54) (−0.83) (−0.05) (−0.33)
1,931 1,586 959 868 142 88

Default −2.90∗∗ −2.50∗∗∗ −1.25 −2.44∗∗∗ −8.01 −3.56
(−2.14) (−4.91) (−0.79) (−4.39) (−2.80) (−1.35)

63 590 46 511 4 36

High Operating Low Operating High Operating Low Operating High Operating Low Operating
Profitability Profitability Profitability Profitability Profitability Profitability

Creation 0.02 −0.22 −0.20 −0.08 0.77 −0.18

(0.13) (−1.38) (−0.77) (−0.31) (1.12) (−0.28)
1,828 2,761 992 1,205 164 228

Release 0.13 0.06 0.35 −0.06 −1.00 0.63
(0.88) (0.34) (1.66) (−0.18) (−1.40) (1.01)
1,676 1,909 962 921 114 130

Default −2.75∗∗∗ −2.45∗∗∗ −2.23∗∗ −2.43∗∗∗ −0.15 −4.76
(−3.13) (−4.39) (2.38) (−3.93) (−0.03) (−1.62)

148 462 150 420 12 29

High Liquidity Low Liquidity High Liquidity Low Liquidity High Liquidity Low Liquidity

Creation −0.15 0.11 −0.06 −0.24 0.35 0.25
(−1.09) (0.48) (−0.29) (−0.56) (0.72) (0.27)
3,245 1,191 1,718 433 260 105

Release 0.19 −0.11 0.18 0.04 0.22 −0.32
(1.39) (−0.38) (0.86) (0.09) (0.46) (−0.26)
2,747 750 1,458 380 195 43

Default −3.39∗∗∗ −1.76∗∗∗ −3.27∗∗∗ −1.72∗∗ −3.36 −3.61
(−4.89) (−2.64) (−4.45) (−2.30) (−0.79) (−1.28)

309 341 264 296 15 25



Panel B: Correlations between variables – Creation of share pledges for firm’s loans

The following panel provides the correlations between the variables at the time of creation of share
pledges for firm’s loans. p-values are provided in the parenthesis.

Family Controlled Standalone Growth in Assets Leverage M/B Operating Profitability

Family Controlled Firm 1
(>20% ownership)

Standalone Firm 0.45 1
(0.00)

Growth in Assets 0.10 0.22 1
(Over Previous Two Years) (0.03) (0.00)

Leverage −0.21 −0.14 −0.05 1
(Debt to Assets) (0.00) (0.00) (0.30)

M/B −0.03 −0.11 0.00 −0.35 1
(Market to Book) (0.54) (0.02) (0.91) (0.00)

Operating Profitability −0.04 −0.16 −0.09 −0.02 0.24 1
(Ebitda/Assets) (0.33) (0.00) (0.05) (0.58) (0.00)

Panel C: Correlations between variables – Creation of share pledges for personal loans

The following panel provides the correlations between the interaction variables at the time of
creation of share pledges for personal loans. p-values are provided in the parenthesis. Log values
of Amihud Illiquidity Ratio are used as a measure of Illiquidity.

Family Controlled Standalone Growth in Assets Leverage M/B Operating Profitability Illiquidity

Family Controlled Firm 1
(>20% ownership)

Standalone Firm 0.35 1
(0.00)

Growth in Assets −0.02 0.28 1
(Over Previous Two Years) (0.28) (0.00)

Leverage 0.09 0.12 0.10 1
(Debt to Assets) (0.00) (0.00) (0.00)

M/B −0.23 −0.17 −0.02 −0.48 1
(Market to Book) (0.00) (0.00) (0.28) (0.00)

Operating Profitability −0.10 −0.05 −0.03 −0.32 0.57 1
(Ebitda/Assets) (0.00) (0.01) (0.11) (0.00) (0.00)

Illiquidity 0.21 0.34 0.13 0.05 −0.37 −0.25 1
(0.00) (0.00) (0.00) (0.00) (0.00) (0.00)



Table 8: Characteristics that interact with share pledges for firm’s loans:
Announcement returns to disclosure of share pledge transactions

The following table quantifies the interaction of variables with investor reaction to share pledge
transactions for firm’s loans. The dependent variables in the Creation and Release columns are
the stock returns of firms during the week after disclosure of these transactions, expressed in
percentages. The dataset has only 41 observations of defaults on share pledges for firm’s loans. As
a result, the regression for defaults is not tabulated. The regressions use Huber-White standard
errors that are robust to heteroskedasticity. Standard errors are clustered at Industry-Quarter
level. t-statistics are provided in the parenthesis. The statistical significance at the 1, 5, and 10
percent levels are represented by ∗∗∗, ∗∗ and ∗, respectively.

(1) (2) (3) (4) (5) (6) (7) (8)

Creation Creation Creation Creation Creation Creation Creation Release

Family Controlled Firm −1.39 −1.63 0.87
(−1.25) (−1.33) (0.60)

Standalone Firm −0.34 −0.51 0.51
(−0.29) (−0.39) (0.27)

Growth in Assets 1.31∗ 1.63∗∗ 0.76
(Previous two Years) (1.85) (2.13) (0.67)

Leverage −5.87∗ −8.24∗∗ 1.29
(Debt to Assets) (−1.88) (−2.20) (0.42)

Market to Book 0.32 −0.01 0.29
(M/B) (1.64) (−0.05) (1.65)

Operating Profitability 5.00 3.59 −10.53
(Ebitda/Assets) (0.67) (0.42) (−1.40)

Constant 0.84 0.42 −1.89 2.85∗ −0.35 −0.23 1.53 −1.84
(1.38) (0.70) (−1.39) (1.95) (−0.55) (−0.21) (0.61) (−0.79)

Observations 392 392 384 392 374 392 366 228

Fixed Effects Ind-Qtr Ind-Qtr Ind-Qtr Ind-Qtr Ind-Qtr Ind-Qtr Ind-Qtr Ind-Qtr



Table 9: Characteristics that interact with share pledges for personal loans:
Announcement returns to disclosure of share pledge transactions

The following table quantifies the interaction of variables with investor reaction to share pledge
transactions for personal loans. The dependent variables in the Creation, Release and Default
columns are the stock returns of firms during the week after disclosure of these transactions,
expressed in percentages. Standard errors are clustered at Industry-Quarter level. The regressions
use Huber-White standard errors that are robust to heteroskedasticity. t-statistics are provided in
the parenthesis. The statistical significance at the 1, 5, and 10 percent levels are represented by
∗∗∗, ∗∗ and ∗, respectively.

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

Creation Creation Creation Creation Creation Creation Creation Creation Release Default

Family Controlled Firm −1.42∗∗∗ −1.10∗∗ 0.38 −2.55∗∗

(−3.19) (−2.20) (0.83) (−2.05)

Standalone Firm −1.78∗∗∗ −1.21∗∗ 0.01 −0.50
(−4.06) (−2.37) (0.03) (−0.35)

Growth in Assets −0.77∗∗∗ −0.45 −0.63 −3.40∗∗∗

(Previous two Years) (−2.62) (−1.32) (−1.60) (−4.36)

Leverage −2.25∗∗ −1.77 −2.39∗ −2.22
(Debt to Assets) (−2.52) (−1.32) (−1.75) (−0.51)

Market to Book 0.12∗∗ −0.08 0.08 0.36
(M/B) (1.98) (−0.70) (1.01) (1.17)

Operating Profitability 4.74∗∗ 4.70 −0.97 18.01
(Ebitda/Assets) (1.96) (1.26) (−0.30) (1.62)

Log of Amihud −0.06 0.07 0.11 0.71∗∗

Illiquidity Ratio (−0.78) (0.76) (1.17) (2.54)

Constant 0.79∗∗∗ 0.91∗∗∗ 1.50∗∗∗ 1.19∗∗∗ 0.00 −0.28 −0.08 2.67∗∗∗ 3.06∗∗∗ 8.01∗∗∗

(3.37) (4.00) (2.99) (2.90) (0.02) (−0.75) (−0.15) (2.64) (3.02) (2.64)

Observations 2,197 2,197 2,168 2,197 2,120 2197 2,151 2,068 1,782 552

Fixed Effects Ind-Qtr Ind-Qtr Ind-Qtr Ind-Qtr Ind-Qtr Ind-Qtr Ind-Qtr Ind-Qtr Ind-Qtr Ind-Qtr



Table 10: Share pledges and debt capacity

The following table estimates the relationship between share pledges and financial leverage of
the firm. The dependent variable is financial leverage (debt/assets) of the firm. Observations
comprise Firm-Year combinations. Specifications (5) to (7) analyze share pledges for personal
loans and firm’s loans separately. Specifications (1) to (4) use data from March 2009 to March
2015 while the following specifications use data from March 2012 to March 2015. The regres-
sions use Huber-White standard errors that are robust to heteroskedasticity. Standard errors
are clustered at the level of industry*year. t-statistics are provided in the parenthesis. The
statistical significance at the 1, 5, and 10 percent levels are represented by ∗∗∗, ∗∗ and ∗, respectively.

(1) (2) (3) (4) (5) (6) (7)

Firm with Pledged Shares 0.003 0.004 0.003 0.004
(0.71) (1.29) (1.02) (1.18)

Encumbrance 0.068∗∗∗ 0.028∗∗∗ 0.031∗∗∗ 0.048∗∗∗

(6.37) (3.79) (4.64) (5.13)

Firm with Pledged Shares: −0.002 −0.009
Personal Loans (−0.38) (−1.24)

Encumbrance: Personal Loans 0.021 0.005
(1.57) (0.26)

Firm with Pledged Shares: 0.022∗∗ 0.001
Firm’s Loans (2.54) (0.16)

Encumbrance: Firm’s Loans 0.011 0.044∗∗

(0.53) (2.26)

Operating Profitability −0.29∗∗∗ −0.29∗∗∗ −0.43∗∗∗ −0.28∗∗∗ −0.34∗∗∗ −0.34∗∗∗

(−12.07) (−13.80) (−17.98) (−6.68) (−9.43) (−9.23)

Log of Assets 0.011∗∗∗ 0.008∗∗∗ 0.045∗∗∗ 0.004∗ 0.015 0.015
(4.99) (4.18) (3.72) (1.81) (0.79) (0.76)

Tobin’s Q 0.0005 −0.001 0.001 0.001 −0.002 −0.002
(0.38) (−0.54) (0.22) (0.72) (−0.67) (−0.65)

Lagged Growth in Assets −0.084∗∗∗ −0.062∗∗ −0.048∗∗∗ 0.038∗∗∗ −0.013 −0.012
(−3.47) (−2.34) (−3.73) (3.54) (−1.13) (−1.01)

Institutional Ownership −0.087∗∗∗ −0.059∗∗∗ −0.13∗∗∗ −0.045 −0.16∗∗ −0.16∗∗

(−4.14) (−2.96) (−4.57) (−1.28) (−2.40) (−2.46)

Ownership of Controlling Shareholder −0.028∗∗∗ −0.019∗∗ −0.061∗∗ −0.033∗∗∗ −0.083 −0.087
(−3.33) (−2.51) (−2.59) (−3.10) (−1.58) (−1.62)

Family Controlled Firm 0.007∗∗∗ 0.006∗∗∗ −0.006 0.0048∗∗ 0.0021 0.0017
(3.52) (3.34) (−0.92) (2.10) (0.12) (0.10)

Size of Board 0.0004 0.0002 0.0010 0.0001
(0.76) (0.40) (0.24) (0.13)

Business Group Firm −0.010∗∗∗ −0.009∗∗∗ −0.005
(−3.76) (−3.26) (−1.20)

Lagged Financial Leverage 0.80∗∗∗ 0.79∗∗∗ 0.80∗∗∗ 0.40∗∗∗ 0.90∗∗∗ 0.33∗∗∗ 0.32∗∗∗

(15.50) (22.04) (22.35) (12.59) (76.13) (4.21) (4.21)

Constant 0.037∗∗∗ 0.013 0.034∗∗∗ −0.17 0.037∗∗ 0.15 0.15
(4.67) (1.21) (2.70) (−1.48) (2.56) (0.85) (0.89)

Fixed Effects None None Industry- Firm, Industry- Firm, Firm,
Year Year Year Year Year

Observations 5,483 5,331 5,331 5,331 2,319 2,319 2,319
Adj. R2 0.791 0.830 0.840 0.896 0.883 0.925 0.925



Table 11: Share pledges for firm’s loans and debt capacity

The following table further explores the relationship between debt capacity of firms and share
pledges. The first specification outlines the relationship for both share pledges for personal
loans and firm’s loans. The subsequent specifications interact firm characteristics to further
explore the relationship for share pledges for firm’s loans. Specifications (2) to (5) use median
values of firm characteristics to separate the firms with share pledges for firm’s loans into high
and low categories. The dependent variable is financial leverage (debt/assets) of the firm.
Observations comprise Firm-Year combinations and use data from March 2012 to March 2015.
The regressions use Huber-White standard errors that are robust to heteroskedasticity. Standard
errors are clustered at the level of Industry-Year. t-statistics are provided in the parenthesis. The
statistical significance at the 1, 5, and 10 percent levels are represented by ∗∗∗, ∗∗ and ∗, respectively.

(1) (2) (3) (4) (5)

Firm with Pledged Shares: Personal Loans 0.0048 0.0048 0.0047 0.0048 0.0047
(1.14) (1.16) (1.14) (1.16) (1.13)

Firm with Pledged Shares: Firm’s Loans 0.026∗∗∗

(3.55)

Firms with Low (Lagged) Financial Leverage 0.0076
(0.61)

Firms with High (Lagged) Financial Leverage 0.032∗∗∗

(3.82)

Firms with Low (Lagged) Growth in Assets 0.025∗∗

(2.02)

Firms with High (Lagged) Growth in Assets 0.028∗∗∗

(4.32)

Firms with Low Tobin’s Q 0.035∗∗∗

(4.22)

Firms with High Tobin’s Q 0.001
(0.06)

Firms with Low Operating Profitability 0.025∗∗

(2.47)

Firms with High Operating Profitability 0.029∗∗

(2.56)

Operating Profitability −0.28∗∗∗ −0.28∗∗∗ −0.28∗∗∗ −0.28∗∗∗ −0.28∗∗∗

(−6.72) (−6.70) (−6.72) (−6.73) (−6.61)

Log of Assets 0.0041∗ 0.0042∗ 0.0041∗ 0.0041∗ 0.0041∗

(1.86) (1.89) (1.86) (1.82) (1.85)

Tobin’s Q 0.0016 0.0015 0.0016 0.0016 0.0016
(0.83) (0.81) (0.83) (0.85) (0.83)

Lagged Growth in Assets 0.038∗∗∗ 0.038∗∗∗ 0.038∗∗∗ 0.038∗∗∗ 0.038∗∗∗

(3.48) (3.51) (3.44) (3.52) (3.49)

Institutional Ownership −0.049 −0.049 −0.049 −0.048 −0.049
(−1.34) (−1.35) (−1.33) (−1.33) (−1.34)

Ownership of Controlling Shareholder −0.036∗∗∗ −0.037∗∗∗ −0.036∗∗∗ −0.036∗∗∗ −0.036∗∗∗

(−3.36) (−3.38) (−3.39) (−3.33) (−3.34)

Family Controlled Firm 0.0048∗∗ 0.0048∗∗ 0.0048∗∗ 0.0050∗∗ 0.0048∗∗

(2.09) (2.06) (2.08) (2.14) (2.05)

Size of Board 0.000020 0.0000040 0.000016 0.000051 0.000013
(0.03) (0.01) (0.02) (0.08) (0.02)

Business Group Firm −0.0057 −0.0057 −0.0058 −0.0056 −0.0058
(−1.29) (−1.29) (−1.29) (−1.29) (−1.28)

Lagged Financial Leverage 0.91∗∗∗ 0.90∗∗∗ 0.91∗∗∗ 0.91∗∗∗ 0.91∗∗∗

(78.61) (80.53) (77.33) (78.38) (79.26)

Constant 0.039∗∗∗ 0.039∗∗∗ 0.039∗∗∗ 0.039∗∗∗ 0.039∗∗∗

(2.71) (2.73) (2.71) (2.70) (2.72)

Fixed Effects Industry-Year Industry-Year Industry-Year Industry-Year Industry-Year
Observations 2,319 2,319 2,319 2,319 2,319
Adj. R2 0.883 0.883 0.883 0.883 0.883



Table 12: Share pledges for firm’s loans and capital expenditure

The following table evaluates the relationship between capital expenditure and share pledges. The
first specification outlines the relationship for both share pledges for personal loans and firm’s loans.
The subsequent specifications interact firm characteristics to further explore the relationship for
share pledges for firm’s loans. Specifications (2) to (5) use median values of firm characteristics to
separate the firms with share pledges for firm’s loans into high and low categories. The dependent
variable is change in gross fixed assets normalized by the total assets of the firm at the start of the
year. Observations comprise firm-year combinations and use data from March 2012 to March 2015.
The regressions use Huber-White standard errors that are robust to heteroskedasticity. Standard
errors are clustered at the level of industry-year. t-statistics are provided in the parenthesis. The
statistical significance at the 1, 5, and 10 percent levels are represented by ∗∗∗, ∗∗ and ∗, respectively.

(1) (2) (3) (4) (5)

Firm with Pledged Shares: Personal Loans −0.38 −0.38 −0.42 −0.38 −0.40
(−1.42) (−1.42) (−1.58) (−1.42) (−1.46)

Firm with Pledged Shares: Firm’s Loans 0.65
(0.53)

Firms with Low (Lagged) Financial Leverage 0.88
(0.40)

Firms with High (Lagged) Financial Leverage 0.59
(0.52)

Firms with Low (Lagged) Growth in Assets −1.94∗

(−1.91)

Firms with High (Lagged) Growth in Assets 3.75∗∗∗

(3.02)

Firms with Low Tobin’s Q 0.94
(0.73)

Firms with High Tobin’s Q −0.10
(−0.07)

Firms with Low Operating Profitability −0.077
(−0.06)

Firms with High Operating Profitability 2.07
(1.12)

Operating Profitability 10.7∗∗∗ 10.7∗∗∗ 10.7∗∗∗ 10.7∗∗∗ 10.4∗∗∗

(4.65) (4.68) (4.65) (4.62) (4.36)

Log of Assets 0.095 0.094 0.091 0.093 0.098
(0.68) (0.66) (0.64) (0.66) (0.70)

Tobin’s Q 0.014 0.014 0.025 0.016 0.017
(0.06) (0.06) (0.11) (0.07) (0.07)

Lagged Growth in Assets 7.96∗∗∗ 7.96∗∗∗ 7.57∗∗∗ 7.96∗∗∗ 7.94∗∗∗

(5.00) (5.00) (4.85) (5.02) (4.98)

Institutional Ownership 4.38∗∗∗ 4.39∗∗∗ 4.52∗∗∗ 4.39∗∗∗ 4.47∗∗∗

(4.15) (4.17) (4.38) (4.16) (4.28)

Ownership of Controlling Shareholder 3.21∗∗∗ 3.22∗∗∗ 3.16∗∗∗ 3.22∗∗∗ 3.26∗∗∗

(3.36) (3.39) (3.38) (3.36) (3.43)

Family Controlled Firm −0.080 −0.080 −0.091 −0.073 −0.090
(−0.35) (−0.34) (−0.41) (−0.32) (−0.39)

Size of Board −0.016 −0.015 −0.023 −0.015 −0.020
(−0.33) (−0.32) (−0.49) (−0.31) (−0.42)

Business Group Firm 0.033 0.033 −0.016 0.034 0.014
(0.15) (0.15) (−0.08) (0.16) (0.07)

Lagged Financial Leverage 4.76∗∗∗ 4.77∗∗∗ 4.96∗∗∗ 4.76∗∗∗ 4.78∗∗∗

(6.88) (6.84) (7.43) (6.93) (6.93)

Constant −1.76∗ −1.77∗ −1.62 −1.77∗ −1.74∗

(−1.80) (−1.81) (−1.63) (−1.81) (−1.78)

Fixed Effects Industry-Year Industry-Year Industry-Year Industry-Year Industry-Year
Observations 2,287 2,287 2,287 2,287 2,287
Adj. R2 0.137 0.137 0.142 0.137 0.138



Table 13: Share pledges and probability of default during the next year

The following table estimates the effect of share pledges on the risk of bankruptcy. The dependent
variable is 1 if firm defaults on its debt during the next year and 0 otherwise. The values of
coefficients are expressed in percentages for the ease of interpretation. Specification (2) employs
the Ohlson’s O-score model of default prediction while the following specifications use the model
to control for the usual predictors of default. The observations comprise Firm-Year combinations.
The OLS regressions use Huber-White standard errors that are robust to heteroskedasticity. The
standard errors for OLS regressions are clustered at industry-year level. z-statistics for logit and
t-statistics for OLS regressions are provided in the parenthesis. The statistical significance at the
1, 5, and 10 percent levels are represented by ∗∗∗, ∗∗ and ∗, respectively. For logit models, average
marginal effects are provided in place of the coefficients.

(1) (2) (3) (4) (5) (6) (7) (8)

Firm with Pledged Shares 1.19 0.83 −0.49 −1.61
(1.61) (1.14) (−0.80) (−1.20)

Encumbrance 6.71∗∗∗ 4.07∗∗∗ 10.68∗∗∗ 15.61∗∗∗

(6.73) (4.23) (4.71) (5.05)

Firm with Pledged Shares: Personal Loans −0.23 −2.61∗∗

(−0.19) (−2.24)

Encumbrance: Personal Loans 4.80∗∗∗ 20.51∗∗∗

(2.96) (4.16)

Firm with Pledged Shares: Firm’s Loans 2.44 3.44
(1.37) (1.02)

Encumbrance: Firm’s Loans 0.44 5.39
(0.16) (0.73)

Encumbrance: Personal Loans at Firms with 11.80
High Ownership by Controlling Shareholders (1.14)

Encumbrance: Personal Loans at Firms with 16.9∗∗∗

Low Ownership by Controlling Shareholders (3.82)

Encumbrance: Firm’s Loans at Firms with 11.60
High Ownership by Controlling Shareholders (1.31)

Encumbrance: Firm’s Loans at Firms with 8.98
Low Ownership by Controlling Shareholders (0.80)

Firms with Low Ownership 1.12∗∗

by Controlling Shareholders (2.37)

Adjusted Size 0.18 −0.07 0.001 2.51∗ 0.47 0.44 0.29
(0.85) (−0.34) (0.00) (1.72) (1.62) (1.79) (1.15)

Leverage Measure 6.35∗∗∗ 5.94∗∗∗ 8.44∗∗∗ 8.58∗∗∗ 5.28∗∗ 7.98∗∗∗ 7.94∗∗∗

(3.57) (3.42) (5.59) (4.44) (2.09) (7.39) (7.16)

Working Capital Measure −1.19 −1.98 −1.09 −7.09∗ −4.64 0.73 −0.21
(−0.54) (−0.92) (−0.33) (−1.73) (−1.45) (−0.21) (−0.06)

Inverse Current Ratio −0.06 −0.36 0.24 1.36 0.15 2.00 1.97
(−0.07) (−0.50) (0.20) (1.06) (0.15) (1.36) (1.34)

Return on Assets 0.10 3.74 −24.30∗∗∗ −24.91∗∗ −10.66 −25.98∗∗∗ −24.7∗∗∗

(0.01) (0.31) (−3.65) (−2.22) (−0.68) (−3.14) (−2.95)

Funds to Debt Ratio −19.73∗∗∗ −16.07∗∗∗ 4.09∗∗∗ 5.49∗∗∗ −7.54 5.26∗∗∗ 5.11∗∗∗

(−3.05) (−2.67) (5.23) (4.45) (−1.00) (5.56) (5.20)

Discontinuity Correction for Leverage Measure −1.03 −1.24 0.14 1.97 −1.60 −1.07 −1.02
(−1.22) (−1.49) (0.08) (1.16) (−1.47) (−0.49) (−0.47)

Discontinuity Correction for Return on Assets 0.18 −0.18 1.28 2.88 −0.25 1.30 1.41
(0.20) (−0.20) (0.67) (1.51) (−0.23) (0.67) (0.76)

Change in Net Income −1.00∗ −1.20∗∗ −2.45∗∗∗ −2.04∗∗∗ −0.553 −1.50 −1.49
(−1.67) (−2.04)∗∗∗ (−3.41) (−2.92) (−0.71) (−1.44) (−1.46)

Constant −3.34 −18.87∗∗∗ −6.75∗∗∗ −5.61∗∗∗

(−1.57) (−2.92) (−3.80) (−2.92)

Observations 4,773 4,773 4,773 4,773 4,773 2,017 2,017 2,017

Pseudo/Adj. R2 0.094 0.158 0.193 0.0719 0.240 0.251 0.090 0.089

Fixed Effects None None None Ind-Year Firm,Year None Ind-Year Ind-Year

Model Logit Logit Logit OLS OLS Logit OLS OLS
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