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Abstract

I develop a dynamic capital structure model in which shareholders determine a firm’s
leverage ratio, debt maturity, and default strategy. In my model, the firm’s debt ma-
tures all at once. Therefore, after repaying the principal shareholders own all the firm’s
cash flows and can pick a new capital structure. The possibility to alter the capital
structure at maturity gives shareholders the incentive to issue finite maturity debt and
allows me to study firms’ joint choice of leverage and debt maturity. I also extend my
model by allowing for time-varying capital supply to study time-variation in firms’ joint

choice of leverage and debt maturity.
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In the frictionless financial markets of Modigliani and Miller (1958), firm value is inde-
pendent of financing decisions, implying that capital structure is irrelevant. The insight that
market frictions make financing decisions relevant has spawned a large body of theoretical
research, most of which focuses on the choice between equity and debt, that is on firms’
leverage ratios. While leverage ratios are important in determining the effects of financing
decisions on firm value, the global financial crisis of 2007-2009 has shown that debt maturity
was a key driver of default risk and therefore of valuations, see Gopalan et al. (2013). In
this paper, I develop the first dynamic model of the joint determination of optimal leverage
and optimal maturity. I then use this model to produce a new set of testable implications on
firms’ debt choices and their relation to default risk.

Specifically, I consider a dynamic capital structure model in which firms can choose not
only how much debt to issue but also the maturity of their debt. This model builds on the
seminal paper of Leland (1994), in which leverage ratios balance the tax benefits of debt
with its default costs, but relaxes the assumption of infinite maturity debt. The infinite
maturity debt assumption of Leland implies that debt pays a fixed coupon payment over the
infinite future, or until the firm defaults. While the assumption of infinite maturity has been
used productively over the years, it clearly prevents the analysis of optimal debt maturity.
Relaxing this assumption is challenging however, as this implies that when deciding on the
firm’s debt policy, shareholders need to anticipate their future debt issuance and default
decisions.

In my model, shareholders decide on the firm’s debt issuance and default strategy. The
firm faces three frictions: taxes, that can be lowered by issuing debt; default costs; and debt
issuance costs. The firm’s debt matures all at once and therefore the maturity structure
is lumpy. In many of the existing finite debt maturity models the maturity structure is
perfectly granular, see for example Leland (1998) and He and Xiong (2012b). In my model,
when the debt matures the firm repays the principal, then shareholders own all the firm’s
cash flows and decide on the amount and maturity of a new debt issue. The option to change
the capital structure at maturity dates combined with the fact that the firm grows over
time gives shareholders the incentive to issue finite maturity debt. This model allows me
to study shareholders joint optimal choice of leverage and debt maturity. Economically, the
option to relever can be interpreted as financial flexibility, which according to Graham and
Leary (2011) survey is one of the key concerns of CFOs. The finite optimal debt maturity
result is robust to allowing shareholders to restructure their debt, assuming there are modest
restructuring costs. From this model description it becomes clear that shareholders trade-off
four factors when deciding on the firm’s capital structure: tax benefits of debt, option to

relever at maturity, issuance costs, and defaults costs.



To study time-variation in the firm’s optimal leverage and debt maturity, the model is
extended by allowing for time-varying capital supply. Capital supply is known to influence
capital structure, see Faulkender and Petersen (2006), Leary (2009), and Kisgen (2006). The
time-variation in capital supply is incorporated using time-varying issuance costs. In my
model, there is no commitment by shareholders to an issuance strategy. Each time the firm
issues debt, shareholders pick the leverage ratio and debt maturity that maximizes the value
of their claim. Because the debt issuance costs vary over time shareholders optimal capital
structure varies over time.

In the continuous debt rollover models of Leland (1998) and He and Xiong (2012b), the
firm issues a continuum of bonds. When an independent identically distributed Poisson shock
hits one of these bonds, it matures. The intensity of the Poisson process determines the debt
maturity. Since there is a continuum of bonds, the fraction of bonds that matures each period
is deterministic. This setup generates the granular maturity structure in their models. In
my model the firm also issues a continuum of bonds with Poisson maturity dates. Only now
the maturity dates are perfectly correlated instead of independent.! The perfect correlation
implies that the debt comes due all at once and leads to the lumpy maturity structure. This
setup makes the equity and debt value time homogenous, while still having a firm that issues
finite maturity debt.?

The model with fixed issuance costs and the model with time-varying issuance costs allow
me to study both cross-sectional and time-series variation in the optimal capital structure.
First, I examine the cross-sectional implications in the setting with fixed issuance costs. My
model is able to replicate the positive relation between leverage and debt maturity that Bar-
clay and Smith (1995), Stohs and Mauer (1996), Johnson (2003), and Custédio et al. (2013)
find. The intuition is as follows. Over time the firm grows and therefore over time share-
holders want to increase leverage to shield the increasing operating income from taxes. An
increase in debt maturity implies that it takes longer before shareholders can increase leverage
because shareholders only increase leverage at maturity dates. With a longer debt maturity
shareholders anticipate that it takes longer before they can increase leverage. Therefore,
shareholders increase leverage ex ante to anticipate the increase in operating income over
time.

A comparative statics analysis is performed. Given empirically realistic parameter values,
firm value increases by 7.8% because of the net benefits of debt, optimal leverage is 24.8%,

and optimal expected debt maturity 9.7 years. These estimates are in line with what is

LA different interpretation is that in my model the firm issues a single bond with a Poisson maturity date.

2Carr (1998) uses a similar approach to price American options. He uses the Erlang distribution, which is
an aggregated exponential distribution, instead of the exponential distribution to model the random maturity
date.



empirically observed. Compared to the Leland (1994) model, a special case of my model when
the firm issues perpetual debt, firm value increases by 4.5%. From the analysis it becomes
clear that debt maturity is often non-monotonic in the model parameters. The reason is that
shareholders jointly determine leverage and debt maturity. These non-monotonicities should
be taken into account when examining the determinants of capital structure. Most of the
comparative statics results for the leverage ratio are in line with Leland (1994). Firms with
more volatile cash flows have lower leverage and a longer debt maturity compared to firms
with less volatile cash flows. Firms facing higher debt issuance costs have a slightly higher
leverage ratio and longer debt maturity. Higher default costs lead to a lower leverage ratio
and shorter debt maturity. Finally, firms with higher tax benefits have a higher leverage
ratio and most of the time a shorter debt maturity. The effect of changes in tax benefits
on debt maturity coincides with the findings of Stohs and Mauer (1996) and Custédio et al.
(2013). The comparative statics results on leverage choice are in accordance with results
found in Harris and Raviv (1991), Frank and Goyal (2009), Rajan and Zingales (1995),
Graham (1996a), and Graham et al. (1998).

The model with time-varying capital supply allows me to study time-series implications.
Given realistic parameter values, for high issuance costs, compared to low issuance costs,
shareholders issue less debt with a longer maturity. The higher issuance costs cause issuing
debt to be less profitable and it takes a longer time to recuperate the issuance costs, leading
to the time variation in optimal capital structure. The results are economically significant,
with a 7 month difference in maturity (9.6 years versus 9 years) and a 15% difference in
leverage (22% versus 25.5%) between the high and low issuance costs state.

This article merges two strands of the literature. First, it relates to models with finite debt
maturity based on the classical work by Black and Scholes (1973) and Merton (1974). Second,
it relates to dynamic capital structure models based on Leland (1994) with finite maturity
debt, see for example Leland and Toft (1996) and Leland (1998). Economists merged these
two strands of the literature before. The difference between the existing literature and my
model is that the default barrier is endogenous, while in Ju et al. (2005) and Ju and Ou-Yang
(2006) the default barrier is exogenous, and I show optimality and existence of a solution,
while Flor and Lester (2002) and Childs et al. (2005) solve their models only numerically.

My article also builds on and contributes to other strands of the literature. Much work has
been done on the risks coming from short-term debt, see He and Xiong (2012a), Cheng and
Milbradt (2012), Brunnermeier and Ochmke (2013), He and Milbradt (2014a), He and Xiong
(2012b), He and Milbradt (2014b), and Della Seta et al. (2015). I also look at these risks but
my work differs from the existing literature either in the way it incorporates finite maturity

debt and/or the fact that shareholders do not commit to an issuance strategy. My model



incorporates time-varying debt issuance costs in the same way Hackbarth et al. (2006), Bolton
et al. (2013), Bhamra et al. (2010), Chen et al. (2013), and Chen et al. (2014) incorporate
macroeconomic states of the economy. The different way in which I model finite maturity
debt leads to a time-varying optimal debt maturity (and leverage) without commitment. In
Appendix A, I extend my model by allowing for debt restructuring. To do this I build on
work by Fischer et al. (1989), Goldstein et al. (2001), Strebulaev (2007), and Hugonnier
et al. (2015). The lumpy maturity structure implies that a barrier restructuring strategy,
which they find to be optimal, is not always optimal in my case. Finally, as in Décamps and
Villeneuve (2012), Dangl and Zechner (2006), and Hugonnier et al. (2015), I study the game
between creditors and shareholders.

The next section describes the model and gives its solution. The second section looks at
the capital structure choice shareholders make in equilibrium. The third section studies the
effects of time-varying capital supply. The final section concludes. The appendix contains

an extension of the model that allows for debt restructuring and all the proofs.

I. The Model

To make the analysis transparent I use the framework of Leland (1994) to which I add the
choice of debt maturity. The probability space (2, F, (F;)i>0, Q), where Q is the risk-neutral
probability measure, represents the uncertainty in the economy. Agents in the economy
discount the cash flows they receive at the constant rate r > 0. Shareholders control the
capital structure and default decisions of the firm. They receive dividends and debt proceeds
from the firm until it defaults.

The firm has assets in place with a value of V;. This asset value V; evolves over time

according to a geometric Brownian motion,
AV, = (r = 0)Vidt + oV,d By,

with B; a Brownian motion under the risk-neutral probability measure Q, r — 0 the drift,
and o > 0 the volatility. Each instant a fraction 6 > 0, the payout rate, of the value of the
assets in place is paid out to shareholders as after tax operating income dV; > 0. This implies
that the firm’s operating income is independent of its financing decisions. Furthermore, all

expected discounted operating income is equal to V;,

V.= E, [ / T ey ds|

t

The value of the assets in place V; is also known as the unlevered firm value.



The operating income can be shielded from taxes by issuing debt. The debt contract is
characterized by its coupon Cj and maturity my. The tax benefits are a fraction = € (0,1)
of the coupon and come with a full loss offset provision. The debt has a principal p(mg)Co,
which depends on the coupon and on the maturity of the debt contract. At maturity 7.}, the
principal needs to be repaid. In a later section p(m) is set such that debt is issued at par. If
the debt matures shareholders repay the principal and there is no more debt outstanding. At
this point in time shareholders again own all cash flows from the firm and have the possibility
to issue new debt. They issue new debt with a coupon C71 and maturity m.1 . This implies
that the process describing the coupon C; and debt maturity m; is piecewise constant over
time and only changes at maturity dates 77, with i € IN. At these dates debt comes due,
shareholders repay the principal and issue new debt. This process is depicted in Fig. 1, at
the first maturity date 7.}, only the coupon of the new debt issue changes while the debt
maturity stays the same. In the figure, at the second maturity date 72, both the coupon

and the maturity of the debt change.

5

Unlevered firm value, coupon, and maturity

Time

FIGURE 1: The unlevered firm value V;, coupon C}, and debt maturity m; over time. The coupon
and debt maturity are piecewise constant and only change at the maturity dates 7,,,;-

The debt matures when a Poisson process, with intensity 79 = 1/myg, jumps for the first
time, which happens at 7! .. The expected maturity of the debt ignores the possibility
of default and is therefore Eqg[7.,,] = mo. Similarly, the time the second batch of debt is

mat 18 given by a Poisson process with intensity 7, =1 /ngn ., and

- 2
outstanding 7 .,

therefore B, [77 ., —7y] = m;1 . This setup is similar to Leland and Toft (1996) and

m mat

Leland (1998). In these models there is a continuum of bonds with Poisson maturity dates



that are independent and therefore each instant a fixed fraction of the bonds matures. In
my model there is also a continuum of bonds with Poisson maturity dates but the maturity
dates are perfectly correlated.

Shareholders default at 7p, a stopping time with respect to F. In case of default creditors
take over the firm and the bankruptcy proceeds are (1 — «)V;,. In default, a fraction a of

the unlevered firm value is lost as a frictional cost. Debt value is therefore defined by,
TD/\Trlnat
D(Vi, Co,molrp) —Eg [ / e_”Ctdt]
0

+ Eg |:]1{Tq}nat<TD}€_rT7lnatp (mTl, ) OT;mt]

mat

+Ey []l{TDST}nat}e_TTD(l _ CY)VTD} _ (1)

Equation (1) shows that creditors receive coupon payments C; until either shareholders de-
fault or the debt matures (first term). If the debt matures before the firm defaults creditors
get the principal p(mT}n;t)CT;;tS back (second term). Otherwise, creditors get the liquidation
value of assets (1 — a)V;, (third term). The debt value depends on the unlevered firm value
V', coupon C, debt maturity m, and default time 7p.

In the following, it will be useful to define Z; as the ratio of the coupon payments C;
over the unlevered firm value V;, i.e. Z; = C;/V;. The issuance strategy 0 = (Z¢,m);>0
determines the choice of coupon and maturity when the firm issues new debt. The fact that
coupon and maturity are non-negative implies that Z¢ and m? are restricted to be non-
negative. Given an issuance strategy 6 if at time ¢ debt is issued then the firm issues debt
with coupon ZV; and maturity m?. Denote the value of equity by E(V,C,m|0,7p). As the
debt value, it depends on the three state variables and the default time but it also depends
on the debt issuance strategy 6.

Given proportional issuance costs of debt ¢ € (0,7), shareholders claim at the time of

debt issuance is,
@(V;flea TD) = E(%v ZtGV;b m1€|07 TD) + (1 - Q)D(‘/t’ ZtGV;f? ml?|TD)’ (2)

which is the equity value plus the proceeds of the debt issue given the initial unlevered firm
value, issuance strategy, and default strategy.

Fig. 2 describes the model graphically, with ¢ the number of times the firm has already
issued debt. At the top, shareholders issue debt for the ¢+ 1 time and obtain the net proceeds

3The coupon payment C,- is the left-sided limit of the coupon payment when approaching time ¢, C;,- =
lim sTt C 5.



(1—-¢)D(V. Cu mu |7p) while creditors buy the debt for D(V: . Chi m. |Tp).

Tma at ’ mat

After debt issuance, the firm has issued debt ¢ =i + 1 times, shareholders claim is given by
the equity value E(V;, Cy, my|0, 7p), and creditors claim by the debt value D(V;, Cy, my|mp).
The firm makes coupon payments to creditors C; and dividend payments §V; — (1 — m)Cy,
operating income minus coupon payments corrected for tax benefits, to shareholders. If the
dividends are negative deep pocketed shareholders invest in the firm. Two things can then
happen: either the debt matures or the firm defaults. If the firm defaults, shareholders
abandon their claim and the equity value is zero because of limited liability while creditors
get the bankruptcy proceeds (1 —«a)V;,. If the debt matures, shareholders decide whether to

default or repay the principal on outstanding debt. In the first case, the cash flows and value of

)CTi_ I

the claims are as before. In the second case, the equity value is O(V.: |0, 7p)—p(m i t

the firm value after all the debt is paid off (9(‘/7& at|€, 7p) minus the principal that needs to
be repaid to creditors p(mﬁ; ,)Cr,’;; .- Creditors claim is the principal p(mﬁ; t)CTf}; - After
the principal is repaid, shareholders fully own the firm and can pick a new capital structure
while creditors have no claim on the firm’s cash flows. This implies that shareholders value
is @(Vﬁ'n at]&, 7p) while creditors value is zero. The shareholders then again issue debt and
the process repeats itself.

This implies that the equity value is defined by,
TD/\Trlnat
E(Va, Coy molf,7) =Es [ [ e v (- dt]
0

+Eo []l{Tgmt«D}@_M’l"“t (© (Ve [0.70) = p (m.1-) Cffnat)] - 3

Shareholders receive the operating income minus the after tax coupon payments from the firm
§V; — (1 — 7)Cy until either the firm defaults 7p or the debt matures 7., (first term). When
the debt matures before the firm defaults, shareholders repay the principal and continue to

operate the firm O(V,. 0, 7p)—p(m,1- )C 1- (second term). Otherwise, the payoff is zero.

A. Shareholders versus Creditors

The model spelled out contains a rational expectations problem, to be more precise it contains
an infinitely repeated game between strategic shareholders and competitive creditors. The
fact that creditors are competitive implies that in equilibrium the debt price is its expected
discounted cash flows. For creditors to calculate the expected discounted cash flows, they need
to conjecture the default strategy used by shareholders. In case shareholders deviate from
this default strategy, either shareholders or creditors lose money, since the debt value ex ante

differs from the expected discounted cash flows given the ex post behavior of shareholders.
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FIGURE 2: The cash flows (the two toned boxes) to shareholders and creditors and the value of
shareholders and creditors claim (single toned boxes). The top equation is for shareholders and the
bottom equation for creditors. The gray shaded area depicts the maturity date 7}

mat*

The repeated game continues until shareholders decide to default, after that creditors own
the firm. The firm and equity value at maturity as defined in equation (2) and (3) already
use the equilibrium price of the debt.

The constituent game is from the moment the firm issues debt until it repays the principal



or defaults. Each constituent game has the following steps:

1. Shareholders issue debt with coupon Z{V; and maturity m§.
2. Competetive creditors buy the debt for a price P(Vy, Z§ Vo, md).

3. Shareholders determine a default strategy and the firm pays coupon and dividends until

the debt matures or the firm defaults 7!

mat A D-

4. Tf the debt matures before the firm defaults 7,5, < 7p shareholders return the principal
p(mTlft)C’Tlft and go to step 1. Otherwise, at 7p shareholders default, the bankruptcy

proceeds (1 — a)V;, go to creditors, and the game ends.

Shareholders strategy in one constituent game exists of picking a coupon Zj, debt maturity
mf, and default strategy 7p. Creditors strategy is setting a price P(-, -, -) for any debt issuance
strategy (Z9,mf) given V4.

This paper looks for a Markov perfect equilibrium defined as follows:*

Definition 1. A Markov perfect equilibrium is a debt issuance strategy 6, default strategy
Tp, and debt price P(-,-,-) that are Markovian such that:

1. Shareholders mazximize the equity value plus the net debt proceeds at maturity dates and

the equity value at any other date.

2. Creditors make zero profit in expectation on each debt issue.

These requirements imply that in equilibrium,
P(V;, Z[Vi,m) = D(Vy, Z[Vi,m{|7p).

The firm value in equation (2) and the equity value in equation (3) already incorporate
this equilibrium condition. In this equilibrium, when shareholders issue debt they maximize
the equity value plus the net proceeds from the debt issue. Thereafter, shareholders choose
the default time to maximize the equity value. Creditors conjecture shareholders behav-
ior correctly and the debt price is its expected discounted cash flows. Furthermore, both
shareholders and creditors have no incentive to deviate from their strategy.

Because all payoffs are homogeneous in V' and C' it seems natural that an issuance strategy

should be homogeneous in V' as described below:

Definition 2. A homogeneous and Markovian issuance strateqy is characterized by two con-
stants Oy = (Z% mPm) € Ry such that, at maturity, shareholders issue debt with coupon

79V and maturity mf™ .

4For further information on Markov perfect equilibria see Maskin and Tirole (2001).
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B. Model Solution

The homogeneity of the model in V' and C' implies that for a homogeneous and Markovian
issuance strategy 6,; and appropriate default strategy 7p the equity and debt value can be

rewritten as,

E(V,C,m|0y,mp) = Ve(Z, m|0ny, D),
D(V,C,m|tp) = Vd(Z, m|mp).

Fix a homogeneous and Markovian debt issuance strategy ,,. If at time ¢ the debt does
not mature shareholders claim is equal to the equity value and the optimal default strategy is
given by a barrier default strategy in Z. When the debt matures shareholders only continue

to operate the firm when the value of their claim is positive,
OVil0nr, ) — p(my-)Cy- > 0.

This implies that there are two types of default, as can also be seen from Fig. 2. The first
type occurs during normal operations when the operating income of the firm deteriorates
sufficiently and shareholders stop making coupon payments. I call this a coupon default C.
The second type of default occurs at maturity when the principal comes due. If this principal
is too large relative to the expected future income of the firm, shareholders prefer to abandon

their claim. I call this a principal default . The optimal default time is given by,

C=inf{t>0[% >2Zpst. VieNt#rh,},
P = inf {t > 0|O(Vi|0rr, 7p) — p(my-)Ci- < 0,3i € N st t =7}, },
p = inf {CUP}. (4)
For any issuance strategy given a fixed default strategy 7p a contraction mapping argu-

ment shows that a solution to the model exists. For tax benefits smaller than 7*(7) defined

as,

e w L) g
n€l0,(m—q)/p(1/n)d] 1+4
there also exists a finite optimal firm value and default threshold.
The intuition behind this restriction is as follows. For short-term debt, maturities m =
1/n with n > (7 — q)/p(n)q, the firm value is always finite. The fact that the debt needs
to be rolled over frequently combined with the fact that issuance costs are paid over the

principal while no tax benefits are received on the repayment of the principal guarantee

11



existence of a finite firm value. For debt with longer maturities, maturities m = 1/n with
n < (m —q)/p(n)gq, this effect is no longer sufficient to guarantee existence of a finite firm
value. Therefore, the tax benefits should be small enough such that the firm value is finite
and shareholders find it optimal to default at some point. For debt with maturity m = 1/
1+np(1/n)+n etaneld/n) . . . .

Es ensures this. This restriction leads to 7*(m). The

bound on the tax benefits 7*(7) is a sufficient condition for the existence of a solution but

the restriction m <

not a necessary condition.
This leads to the first result:

Theorem 1. For m < 7*() there exists a Markov perfect equilibrium. In this equilibrium,

e The equilibrium issuance strategy 603, mazimizes the firm value assuming shareholders

default optimally.

e The equilibrium default strategy Ty, is,
77, = inf {CUP},

where the default barrier Z3, satisfies the smooth pasting condition.

e The equilibrium debt price equals the expected discounted cash flows of the debt given
Th-

o Off-equilibrium, creditors belief that any deviation from the optimal issuance strateqy
is a one-shot deviation. The off-equilibrium debt price is the expected discounted cash

flows of the debt given the optimal default strategy that follows from these beliefs.

The appendix contains all the proofs. If shareholders issue an off-equilibrium coupon and
maturity then the debt proceeds are as if this deviation is a one-shot deviation and share-
holders optimally default given this one-shot deviation. For example, if shareholders issue
debt with an off-equilibrium coupon that is higher and maturity that is longer, then creditors
assume that in the future shareholders return to issuing debt with the equilibrium coupon
and maturity. Creditors assume that the deviation in the issuance strategy happens only
once, a one-shot deviation. Furthermore, they assume that shareholders optimally default
given this one-shot deviation in the issuance strategy. Creditors then use this conjectured
default strategy to value the debt claim. In the rest of this article the optimal coupon and

maturity are abbreviated by Z* = Z%: and m* = m’ where possible.

12



II. Model Analysis

Having shown the existence of a solution to the model, the next step is to further characterize
this solution. First, the optimal debt maturity is examined after which a comparative statics

analysis is performed.

A.  Debt Maturity

In most existing dynamic capital structure models with finite maturity debt, firms optimally
issue perpetual debt to avoid rollover risk. In my setup this is not the case because of
the option to relever at maturity. This section formalizes this intuition and shows that the
optimal debt maturity is positive and finite.

The next proposition shows that there is a lower bound on the maturity of the debt issued,

Proposition 1. The equilibrium debt maturity m* from Theorem 1 is positive m* > m > 0,

where the constant m is defined in the appendiz.

This result has an intuitive explanation. On the one hand, the firm receives tax benefits
over the coupon payments but not over the principal repayments. On the other hand, the firm
pays issuance costs over both the coupon payments and the principal repayments. The shorter
the debt maturity the larger the issuance costs relative to the tax benefits. Furthermore, the
shorter the debt maturity the closer the option value of relevering is to zero. The low value
of the option to relever for short maturities follows from the fact that the expected operating
income at maturity is similar to the operating income now and the variance of the operating
income at maturity is small. If shareholders can only issue debt with a maturity shorter than
m the costs of issuing debt are larger than the benefits and shareholders prefer to abstain
from issuing debt. Therefore, if shareholders issue debt the maturity must be longer than m.
Otherwise, issuing debt would decrease shareholder value.

The second proposition obtains the finite debt maturity result in a special case,

Proposition 2. For small issuance costs q and principals p(m) the equilibrium debt maturity

m* from Theorem 1 is finite, that is m* < oo.

The option to relever at maturity gives shareholders the incentive to issue finite maturity
debt. If they issue perpetual debt, they forgo on the option to relever at maturity. The next
subsection shows that this result holds more generally since shareholders trade-off issuance
and default costs versus tax benefits and the option to relever the firm. Without the option

to relever, the firm would issue perpetual debt to minimize the issuance costs and rollover
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risk, as in Leland and Toft (1996) and Leland (1998). This proposition makes the intuition
of Kane et al. (1985) and Ju and Ou-Yang (2006) rigorous.

The intuition behind relevering is similar to debt restructuring, as in Fischer et al. (1989),
Goldstein et al. (2001), and Strebulaev (2007), but there are differences. First, in my setup
shareholders can relever both upward and downward at maturity. Restructuring on the other
hand can usually only be done upward because of the creditor holdout problem, see Hugonnier
et al. (2015). In my model, the debt value at maturity is given by the principal and therefore
the holdout problem no longer exists. Furthermore, there are often extra costs related to
restructuring debt with dispersed creditors compared to regular debt issuance, see Gilson
(1997). Appendix A extends the model by allowing for upward restructuring and shows that

for reasonable restructuring costs shareholders still issue finite maturity debt.

B.  Comparative Statics Analysis

This subsection performs a numerical comparative statics analysis assuming that debt is
issued at par. Let Z(m) be the firm value maximizing coupon over unlevered firm value
given that shareholders only issue debt with maturity m. The principal p(m) is determined

by solving,
pm) = sup {p € [0,1/r][pZ(m)V < D(V.VZ(m).m|fas, 70) =3} . (5)

with 0y = (Z(m),m). In all the cases examined here the inequality given above is an equality
for p(m). This implies that for each maturity m and optimal Z (m), debt is issued at par.

To perform the numerical comparative statics analysis I use the base case parameters
from Table 1. The unlevered firm value V; is 1 without loss of generality because of the
homogeneity properties of the model. The discount rate is 4.21%, the same as in Morellec
et al. (2012), who calibrated the discount rate on the one-year Treasury rate. Morellec et al.
(2012) estimate that the risk-neutral volatility of the operating cash flow is 28.86%. They use
data from Compustat, CRSP, and Institutional Brokers’ Estimate System for the estimation.
The payout rate is 0 = 1%. Asin Hugonnier et al. (2015), who base their estimate on Graham
(1996b), the tax benefits of debt are 15%. Glover (2014) estimates the default costs at 45%
of the firm value. Finally, in Altinkilic and Hansen (2000) the mean issuance costs of debt is
1.09% of the gross proceeds but for highly rated firms their estimate is approximately 0.75%
and I use this estimate.

Table 2 contains the results for the implied variables. The optimal firm value is 1.078.
The firm value increases by 7.8% due to the net benefits of debt. This estimate is slightly
higher than Korteweg (2010) and van Binsbergen et al. (2010). The former says that up to

14



Parameter Symbol  Value

Unlevered firm value Vo 1
Discount rate r 0.042
Payout rate o 0.01
Volatility o 0.2886
Tax benefits s 0.15
Default costs o 0.45
Issuance costs q 0.0075

TABLE 1: The base case parameters used in the comparative statics analysis.

5.5% of firm value follows from the net benefits of debt and the later says 3.5%. The leverage

ratio,
Do, Z*Vo, m*|03y, 1)

L(Vy) =
(Vo) E(Vo, Z*Vo,m*|0%,, 75) + D(Vo, Z*Vo, m*|0%,, 7))

in the base case model is 24.8% and is comparable to Korteweg (2010) estimate of 23.4%.
Furthermore, the optimal debt maturity is 9.69 years, which is in the middle of the median
maturity Custédio et al. (2013) find for bond issues (13.1 years for 1976-2008) and syndicated
loan issues (3.9 years for 1987-2008).

Parameter Symbol Base Case Leland (1994)
Firm value O(Vo|0is, mH) 1.078 1.033
Leverage ratio L(Vy) 0.248 0.384
Debt maturity m* 9.694 00
Principal p(m*) 21.535 19.515
Coupon z* 0.012 0.020
Default threshold VA 0.095 0.105

TABLE 2: The implied variables for the base case model and Leland (1994) model.

A number of empirical studies have documented a positive relation between leverage and
debt maturity, see for example Barclay and Smith (1995), Stohs and Mauer (1996), Johnson
(2003), and Custéddio et al. (2013). To examine the positive relation between leverage and
maturity in my model, Fig. 3 fixes the debt maturity but optimizes over the coupon and plots
the optimal firm value (left) and leverage ratio (right). As shown by the figure, increasing the
debt maturity increases the leverage ratio. The economic intuition is as follows. Issuing debt
with a longer maturity increases the time until the shareholders relever the firm. Naturally,
this increases the incentive for shareholders to issue debt because they expect the firm value
and therefore the operating income to increase over time, while the next date at which the

firm can be relevered is deferred. The shorter maturity gives shareholders more financial
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flexibility, which according to Graham and Leary (2011) survey is one of the key concerns of
CFOs

1.08 T T 0.3 T
— O(VolOm, D) — L(Vo)
1.078 |- * 0.28 - =
)
2 1roe| 1 g 02
] <
= =
z g
i 1.074 = 0.24
1.072 |- 8 0.22 | =
1. | | | | | 9 | | | | |
o7 6 8 10 12 14 0 6 8 10 12 14
m m

FIGURE 3: The effect of changes in the debt maturity m on the optimal firm value ©(Vp|@ar, 7p)
and the optimal leverage L(Vp).

Fig. 4 and Fig. 5 display the comparative statics results for deviations from the base case
when shareholders optimize over both the coupon and debt maturity. The left figures show
the changes in the optimal firm value O(V;|03,, 7/) and leverage ratio L(Vp). The middle
figures show the changes in the optimal debt maturity m* and the right figures the changes
in the principal per unit of coupon p(m*). The marked lines in the left figures depict the
results for the Leland (1994) model,

E(V,C, 00|01, 70) =Fq [/OD eV — (1= 1)Cy) dt} ,

DV, C, 00|rp) =y [/D e Cdt + TP (1 — a)VTD} ,
0

given the base case parameters.

The Leland (1994) model is a special case of my model when the firm issues perpetual
debt. Observe in Fig. 4, Fig. 5, and Table 1 that because of the option to relever the leverage
ratio for the Leland (1994) model is higher than the leverage ratio for my model. This relates
to the fact that the firm cannot relever in Leland (1994). Therefore, shareholders opt for a
high initial debt level. Table 1 also shows that the possibility for shareholders to choose the
debt maturity increases firm value by approximately 4.5%. The comparative statics results
for leverage in general coincide with the ones found by Leland (1994), except for the payout
rate and issuance costs.

The trade-off between issuance costs, default costs, tax benefits, and the option to relever
simultaneously determines the firm’s leverage ratio and debt maturity. The effect of debt

maturity on leverage and vice versa leads to many of the non-monotonicities in Fig. 4 and
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FI1GURE 4: The effect of changes in the payout rate §, the volatility o, and default costs a on the
optimal firm value O(Vy|03,,77), the optimal leverage L(Vp), the optimal debt maturity m*, and
the principal per unit of coupon p(m*). The marked lines depict the comparative statics results for
the Leland (1994) model.

A higher payout rate ¢ implies that in expectation the growth rate of the firm r — ¢
becomes smaller. This has the effect that the value of the option to relever decreases and
therefore the firm issues longer term debt, which has as a side effect that the leverage ratio

slightly increases. The lower growth rate also implies that in the future operating income is
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lower. Therefore, shareholders default earlier and the firm value decreases with the payout
rate. The principal p(m*) decreases because both the firm value decreases and the maturity
increases thereby increasing the default risk on the debt issue. The figure shows that as ¢
grows and the value of the option to relever decreases the incentive to issue finite maturity
debt decreases. Therefore, the firm value and optimal capital structure converges towards
the Leland (1994) model.

Increasing the volatility o of the operating income lowers the firm value because it in-
creases the probability of default. To prevent this default from happening the firm lowers its
leverage ratio and increases its debt maturity. Increasing the debt maturity lowers rollover
risk, the probability of default at maturity. The higher default probability and increase in
debt maturity lead to a decrease in p(m*). The negative relation between volatility and
leverage is consistent with many of the articles surveyed in Harris and Raviv (1991) and
Parsons and Titman (2008).

Higher default costs « lead to a lower leverage ratio to prevent default. This lower leverage
ratio leads to a lower probability of default. For small default costs, the debt maturity
increases to decrease rollover risk and therefore the probability of default. For larger default
costs, the effect of the decrease in leverage is so strong that shareholders have less need to
worry about rollover risk, which leads to a decrease in the debt maturity. The lower leverage
and shorter debt maturity lead to an increase in the principal. If « is an inverse measure of
asset tangibility then the negative relation between default costs and leverage is consistent
with Frank and Goyal (2009), Rajan and Zingales (1995), Harris and Raviv (1991), and
Titman and Wessels (1988).

Issuance costs g are spread out over the life of the debt. This implies that higher issuance
costs increase the debt maturity because it takes more time to recuperate the issuance costs.
The higher debt maturity leads to a slight increase in leverage because of the deferred pos-
sibility to alter the debt. The principal decreases because a longer maturity implies more
default risk on a single debt issue.

Finally, the tax benefits of debt 7 positively influence the firm value. In order to profit
from the higher tax benefits, the firm increases its leverage. The higher tax benefits also imply
that it takes less time to earn back the debt issuance costs and therefore the debt maturity
decreases. The opposite effect of the issuance costs ¢q. For larger tax benefits, and therefore
higher leverage, rollover risk also starts to play a role and shareholders start increasing the
debt maturity again. The higher leverage ratio leads to a higher default probability and
therefore a lower principal. The negative effect of tax benefits on debt maturity is something
Stohs and Mauer (1996) and Custddio et al. (2013) find. The positive relation between

tax benefits and leverage is in accordance with the empirical evidence in Graham (1996a),
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(b) Tax benefits 7

F1GURE 5: The effect of changes in the issuance costs ¢ and the tax benefits 7w on the optimal firm
value O(Vp|03,,77)), the optimal leverage L(Vp), the optimal debt maturity m*, and the principal
per unit of coupon p(m*). The marked lines depict the comparative static results for the Leland
(1994) model.

Graham et al. (1998), and Doidge and Dyck (2013).

III. Capital Supply Uncertainty

Fluctuations in capital supply influence capital structure decisions, see Faulkender and Pe-
tersen (2006), Leary (2009), and Kisgen (2006). One source of fluctuations in capital supply,
examined by Greenwood et al. (2010), Badoer and James (2015), and Graham et al. (2014),
are changes in government debt issuance. When the government issues more long-term debt,
corporations issue more short-term debt, and when governments issue more debt, corpora-
tions issue less debt. There is a crowding-out effect, the government funding needs decrease
or increase the supply of capital available to firms in certain parts of the capital market. This
section incorporates time-varying capital supply into the model through the cost of capital
channel and studies its effects on optimal capital structure.

Time-varying capital supply is modelled using a continuous time two-state Markov chain.
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This approach is similar to the way Hackbarth et al. (2006), Bolton et al. (2013), Bhamra
et al. (2010), Chen et al. (2013), and Chen et al. (2014) incorporate macroeconomic states
of the economy. There is a high state h in which the debt issuance costs are high ¢, because
of a low supply of capital. There is also a low state in which the debt issuance costs ¢ < qp

are low.”

The transition intensities between the high and low state are given by x; with
j € {h,l}. Given that we are in the low state, the probability that the economy moves in
the next instant dt to the high state is x;dt. These intensities imply that in the steady state

on average a firm spends a fraction,
K

)
Iil+l€h

of the time in the high state and the rest of the time in the low state. It also implies that
when the firm is in the high (low) state the expected time until it moves to the low (high)
state is given by 1/k;, (1/ky).

Time-varying debt issuance costs ¢; € {qn, ¢} lead to a time-varying optimal capital struc-
ture choice by shareholders. As opposed to Chen et al. (2013), the firm does not alter its debt
maturity at the jumps of the Markov chain but only when the debt matures. Furthermore,
shareholders do not commit to an issuance strategy. At each maturity date, shareholders
choose their optimal capital structure taking into account the possibility of changes in the
debt issuance costs.

The debt issuance costs ¢; is an extra state variable in this model besides V;, C;, and m,.
After the principal is repaid, the optimal issuance strategy depends on V; and ¢;. As before
we are a looking for a homogeneous and Markovian issuance strategy that in this case also
depends on ¢;. This implies that there will be two optimal issuance strategies 6%, = (Z%,, m",)
and 04, = (Z%,,ml,), with 0y, = (0%,,6%,). As before, in both states it is assumed that debt
is issued at par p;(m), with j € {h,l}, for each maturity m, see equation (5).

To give more intuition for this issuance strategy, assume we are in the low state at time 0
and 6, debt is issued. This issuance strategy implies that the debt has a coupon Cy = Z oV,

and maturity m%:. From that moment onwards three things can happen:
1. The firm defaults 7p, with the cash flows as before.

2. The debt matures 71

mat*

The firm repays the principal pl(mTlft)OTlft and issues debt

given the issuance strategy 6.

3. The debt issuance costs change 7! to the high state g;. In this last case there are again

or the state changes 72

three possibilities: the firm defaults 7p, the debt matures 7} o

mat?

5This extension of the model, as the model with constant issuance costs, also allows for ¢; to depend on
m. In that case the issuance costs also depened on the maturity of the debt issued.
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towards the low state ¢;. If the firm defaults 7p then the cash flows are as before. If

the debt matures 7.},

given the issuance strategy 6%,. The principal pl(mT1—t) is used because the debt issued

then the firm repays the principal p; (mT17t)CTlft and issues debt

at time zero had this principal. Because the default decision at maturity depends on
the principal, the default strategy depends on the state in which the debt was issued.

2

If the debt issuance costs change for the second time 772, we are again back at the three

possibilities enumerated above.

Fig. 6 plots two evolutions of Z = C'/V and ¢ over time and depicts the above discussed
cases with equilibrium issuance strategies 0; = (Z;, m;) and 0; = (Z/,m;). In both figures,
the firm is initial in the low state and issues debt with coupon Z;'Vj and maturity m;. In Fig.
6(a) the debt matures in the high state and therefore shareholders issue debt with coupon
ZpVa  lower than ZVia . and maturity mj, and in Fig. 6(b) the debt matures in the
low state and shareholders issue debt with the same coupon over unlevered firm value and
maturity as at time 0. Furthermore, in Fig. 6(a) the debt is restructured downward while in
Fig. 6(b) shareholders default because the operating income dV gets too low relative to the
coupon payment C', or equivalently Z gets too large.

The default strategy in this model combines the state dependent default barriers of Hack-
barth et al. (2006), Bhamra et al. (2010), Chen et al. (2013), and Chen et al. (2014) with
the default strategy of Theorem 1. As mentioned before this default strategy depends on the
current state given by Z; and ¢, but also on the state when the debt was issued, call this §.
This implies that there are four different default strategies, all similar to the default strategy

of the original model, given in equation (4), which follows from (¢, §) € {a, ¢} x {@, @},

Han an}y Aan, @} s Aas an} Aa, @t}

For each of the four possible cases there is an optimal default barrier Zp and debt maturity
default threshold. This gives the solution to the model.
The numerical solution to the model is found by fixing the debt maturity choice of

the firm in both states m?

W and then picking initial values for the optimal firm value
OV, ¢;|0m,7mp)/V = 0(qj|0m, Tp) and principal pj(m%f) in both states. Given the initial
values, the optimal firm value (and accompanying coupon) in the high state can be calcu-
lated, after which the optimal firm value and principal for the high state are updated. The
new principal in the high state is the debt value divided by the coupon at the firm value
maximizing coupon. This process is repeated for the low state. The two steps are iterated
over until the solution converges. The model is solved for a two-dimensional grid of debt

maturities. The grid is two-dimensional because shareholders have to make a debt maturity
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FiGURE 6: Two evolutions of Z; and ¢;. The state can alter between the white fill low state ¢; and
the grey fill high state ¢g;. Depending on the state at the moment the debt matures the firm changes
its issuance strategy. In subfigure b, at the end the operating income gets too small relative to the
coupon, Z; gets too large, and shareholders decide to default.
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choice when issuing debt in both the high and low state.

The model is solved for the base case parameters of Table 1 and the time-varying issuance
costs parameters of Table 3. The issuance costs in the high state are 1.5% and in the low
state 0.5%. The switching intensity in the high state is 0.3. The switching intensity in the
low state is set such that the expected issuance costs in the steady state is equal to the

issuance costs in the base case,

K14 + Krqi . K] * 1.5+0.3%x0.5

0.75 = =
K]+ Ky, K]+ 0.3

?

which implies that the intensity of switching in the low state is x; = 0.1. In the steady state
on average 25% of the time the debt issuance costs are 1.5% and 75% of the time 0.5%.
Furthermore, on average a firm spends 3.33 = 1/k;, years in the high state and 10 = 1/k;

years in the low state before switching to the other state.

Parameter Symbol Value
High state issuance costs an 0.015
Low state issuance costs qQ 0.005
High state switching intensity K 0.3
Low state switching intensity Ky 0.1

TABLE 3: The time-varying issuance costs parameters for the model with time-varying capital
supply.

Table 4 gives the solution to the model. It is clear from the table that shareholders of the
firm respond to the time-varying debt issuance costs. In the state with high issuance costs
firm decides to issue less debt with a longer maturity compared to the state with the low
issuance costs. The reason is that issuing debt is less profitable. The lower profitability of
debt causes shareholders to issues less debt and to lengthen the maturity to have more time
to recuperate the issuance costs. Furthermore, the differences are economically significant,
the debt maturity goes from 9.6 to 9 years and the leverage increases by approximately 15%
for the optimal capital structure when moving from the high to low state. The difference
in firm value depending on whether the firm issues debt given high or low issuance costs
is 0.35%. If larger capital supply means lower issuance costs for firms then the result on
leverage is in accordance with findings by Faulkender and Petersen (2006) and Leary (2009).

When comparing the results with the comparative statics results on the issuance costs ¢,
see Fig. 5(a), it becomes clear that the debt maturity averages out. This happens because
shareholders take into account the possibility of changes in the issuance costs over time. In

Fig. 5(a) for ¢ = 0.5% the maturity is around 5 years while for ¢ = 1.5% the maturity is
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around 17 years. Furthermore, observe that in the comparative statics results of Fig. 5(a) the
leverage ratio is slightly increasing in ¢ but for our model with time-varying capital supply
there is a decrease in leverage going from the low to the high state. The intuition for this
result follows from the positive relation between debt maturity and leverage found in Fig. 3.
Because the debt maturity in the high state is shorter relative to Fig. 5(a) there is less need
to increase leverage preemptively.

Finally, it is important to notice that there is no commitment to a debt issuance strategy
in my model. Each time shareholders issue new debt they pick the coupon and maturity that
maximizes their claim at that moment in time. In many of the existing dynamic models that
look at firms’ leverage and maturity decisions shareholders ex ante commit to a fixed debt
maturity or issuance strategy. In practice shareholders do not commit to a debt maturity or
issuance strategy ex ante. This property of my model allows me to study time-variation in

the firm’s optimal debt maturity.

Parameter Symbol Value

High state g,
Optimal firm value O(Vy, qn|03s, 75) 1.076

Leverage L(Vp) 0.220
Debt maturity mj 9.63
Coupon zZy 0.0108

Low state g

Optimal firm value O Vg, ¢/|63,,75)  1.079

Leverage L(Vp) 0.255
Debt maturity m; 8.966
Coupon Zy 0.0128

TABLE 4: The model implied parameters for the model with time-varying capital supply.

IV. Conclusion

This article develops a dynamic capital structure model in which shareholders determine a
firm’s leverage ratio, debt maturity, and default strategy. The firm has a single debt issue
outstanding and therefore all debt matures at once. After repaying the principal, shareholders
own all the firm’s cash flows and can alter the firm’s capital structure. The possibility to
alter the capital structure at maturity gives shareholders the incentive to issue finite maturity
debt and allows me to study firms’ joint choice of leverage and debt maturity. Based on this

model, I then produce a new set of testable implications and replicate empirical patterns on
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firms’ choice of leverage and debt maturity. Furthermore, the model shows that leverage and
debt maturity interact and that to understand firms’ capital structure decisions it is of first-
order importance to look at the joint choice of leverage and debt maturity. Finally, I extend
the model by making capital supply time-varying, which allows me to study time-variation

in firms’ joint choice of leverage and debt maturity.
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Appendix

The first section of the appendix contains the results for the extension of the model where
shareholders are allowed to restructure their debt upon meeting new creditors as in Hugonnier

et al. (2015). The second section contains the proofs of all the articles results.
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A. Debt Restructuring

This section extends the model to allow shareholders to restructure their debt upward in the
presence of capital supply uncertainty. Shareholders can change their leverage ratio not only
at maturity dates but also upon meeting new creditors. This setup is similar to Hugonnier
et al. (2015) and the seminal work by Fischer et al. (1989). As for the original model, first
the model is described after which the game between shareholders and creditors is formulated
and a solution is given. Finally, the model is analyzed.

Contrary to Fischer et al. (1989), in my setup shareholders can only restructure their debt
upwards. Gilson (1997) shows that in practice transaction costs discourage shareholders from
reducing leverage. These transaction costs partially follow from the holdout problem with
existing creditors, see Hugonnier et al. (2015). At maturity this holdout problem no longer
exists because the debt value is the principal and therefore at maturity shareholder can
restructure debt both upward and downward. This gives shareholders an incentive to issue
finite maturity debt. Creditors are often dispersed, finding them and buying back their debt
is costly and adds to the restructuring costs. Therefore, when shareholders restructure their
debt, they incur restructuring costs eV’.

To incorporate capital supply uncertainty shareholders can only restructure their debt
when they meet new creditors. These meetings happen at the jumps of a Poisson process
with intensity A, so on average every 1/X period shareholders meet new creditors. The
parameter A is the intensity with which shareholders meet new creditors. The random time
74 is the ith time that shareholders meet new creditors. Hugonnier et al. (2015) have the
same setup to model capital supply uncertainty. The coupon can change both at maturity
dates 77, and upon meeting new creditors 75 instead of only at maturity dates as in the
original model. In the limit when A goes to infinity shareholders continuously meet new
creditors and can at any instant restructure their debt.

As in Fischer et al. (1989), Goldstein et al. (2001), Strebulaev (2007), and Hugonnier
et al. (2015), I assume has to be bought back at market value. The debt claim of existing
creditors is valued assuming all surplus at the moment of restructuring goes to shareholders.
Therefore, the debt value is as in the original model (1) where debt is price competitively
and is only indirectly influenced by the option to restructure, through changes in the default
time 7p. Let a be an F-adapted upward restructuring strategy.

To simplify notation, the firm value at the moment of debt issuance (net of issuance costs)
is,

F(‘/;h Ct*amt|97 a, TD) - E(‘/;fa Ct*amt|07 a, TD) + (1 - Q)D(Vn Ct*7mt|TD)'
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The surplus of restructuring at the moment shareholders meet new creditors is,

S(‘/;hct_;mt’Haa?TD) = sup {F<‘/t7at_ct_7mt|07a77D)

a,—>1

- <F<‘/ta thymt|07 a, TD) + ﬂ{at_>l}qD(‘/;7 Ct77mt|TD))

- ]1{at>1}€Vt}-

If shareholders increase the leverage ratio a;~ > 1, they lose their current claim E(V;, C;-, my|0, a, mp)
and have to buy their debt back at the market price D(V;, Ci—, my|7p) (second term). Fur-
thermore, they have to pay restructuring costs €V, (third term). In return shareholders get
the new equity claim plus the debt proceeds F(V;, a;- Cy—,my|0, a, 7p) (first term). Observe
that when debt is restructured shareholders can only issue debt with the same maturity.°®
If a;- = 1 then the surplus is zero. Shareholders only restructure their debt when they
meet new creditors and the surplus is strictly positive. The equity value at the moment of

restructuring is the surplus plus the equity value,
m(‘/fn Ct* ) mt|07 a, TD) = S(‘/;n Ct* ) m|97 a, TD) + E(‘/t) Ct* ) mt|07 a, TD)-

Fig. 7 explains how debt restructuring works. The left side contains the original model
and is exactly the same as before, see Fig. 2. The right side describes the restructuring
process. Assume the firm has debt outstanding and is paying dividends and coupon. From
then onwards three things can happen, either the firm defaults, debt matures, or shareholders
meet new creditors. The first two cases are as in the original model. In the third case, when

shareholders meet new creditors, they decide whether to restructure their debt. This choice

depends on whether the surplus of restructuring & <VT§’ Cr;'* Mg 0,a,Tp) is positive. Let Qi
be the solution to this optimization problem. At this moment shareholders claim is worth

G%(VTZ,C i—y Mri
Y A by

T

0,a,Tp), which is the equity value plus the restructuring surplus and credi-

tors claim is D(VT; , CT;'* s My 7p). If the surplus is zero shareholders part with the new credi-
tors and the firm continues to pay dividends and coupon. If the surplus is strictly positive then
shareholders buy back the debt at the market price D(VT;- , CT;-_ s Mg

turing costs eVT; . After the debt is bought back, there is no more debt outstanding and share-

7p) and pay the restruc-

07 a, TD)

holders own the entire firm. In this case shareholders claim is F (VT;- NN C’T;; s Mg

where Qi C’T;-_ is the optimal coupon and creditors claim is zero. Shareholders issue debt

with this larger coupon and obtain the proceeds (1 — q)D(VT;, aT;'*C iy M 7p) while credi-

DY

6This restriction is necessary for tractability, else the debt maturity might change over time and depend
on the moment shareholders meet new creditors.
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tors buy the debt D(VT;- ) Oy C’T;--,m|TD) and then the firm returns to paying dividends and
coupon.

This implies that the equity value is defined as,
TD/\TTlnat/\Ti
E(Vy, Co,mpl0,a,mp) =Eq [/ eV, — (1 —7m)Cy) dt]
0

mat

+Eo [em}’m]l{‘rl <rpATi} (@(‘/:'—Tlnat|67 a,7p) = pCTTlﬂjlt)}

prl
+Eo [6 A]l{ri<m/\rgmu}ge (‘/T}\v CTAl7mT>1\|97a77—D>:| .

Shareholders receive dividends until either the debt matures, the firm defaults, or they meet
new creditors (first term). If the firm defaults shareholders get nothing and in case the
debt matures they get the optimal firm value minus the principal (C)(VT},LGJQ, a,Tp) — pC,[_rln;t
(second term). If shareholders meet new creditors they get the equity value at restructuring
R(Vo1, Cr-yma |0,a,7p) (third term).
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FIGURE 7: The cash flows (the two toned boxes) to shareholders and creditors and the value of shareholders and creditors claim (single
toned boxes). The top equation is for shareholders while the bottom equation is for creditors. The gray shaded area depicts the maturity
date 77, and the gray striped area the restructuring date 7’;\.



A. Shareholders vs Creditors

As in the original model creditors have to conjecture shareholders’ default strategy to value
the debt claim. The game is an infinitely repeated game with discounting that stops at the
moment shareholders default. This section look for a homogeneous Markov perfect equilib-
rium. The constituent game is from the moment the firm issues debt until it repays the
principal, restructures its debt, or defaults. The only difference with the original model is

that shareholders can increase leverage when they meet new creditors:

1. Shareholders issue debt with coupon Z{V, and maturity m§.
2. Competetive creditors buy the debt for a price P(Vy, Z§Vy, mf) and set i = 1.

3. Shareholders determine a default strategy and the firm pays dividends and coupon until

1 i
Toat ¥ Tx V TD.

4. If 7}, < 74V 7p shareholders return the principal pC1- if profitable and go to step 1.
If 7§ < 7.}, V7p and the restructuring surplus is zero then i = i+1 and shareholders go
to step 3. If the surplus is positive then shareholders call the debt for P (VT; , C’T{ ) My ),
pay the restructuring costs GVT;' , and go to step 1. In step 1 the debt maturity is fixed at
m{ and shareholders need to increase the coupon.” If 7p < 7.1, V 7i then shareholders

default, the bankruptcy proceeds (1 — «)V;, go to creditors and the game ends.

Shareholders strategy in one constituent game exists of picking a coupon Z, debt ma-
turity m9, restructuring strategy a, and default strategy 7p. Creditors strategy is setting a

price P(-,-,-) for any debt issuance strategy (Z§,m$) given Vj.

Definition 3. A Markov perfect equilibrium is a debt issuance strateqy Oy, restructuring

strateqy a, default strategy Tp, debt price P(-,-,-) that are Markovian such that:

1. Shareholders mazimize the equity value plus the net proceeds at maturity dates, the
restructuring surplus upon meeting new creditors, and the equity value at any other
date.

2. Creditors make zero profit in expectation on each debt issue.

As in the original model the equilibrium debt price is given by equation (1). This price

ensures that creditors are competitive and make zero profit in equilibrium.

"I would lose tractability if I allow shareholders to also alter the debt maturity at restructuring dates.
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B.  Optimal Restructuring Strategy

The optimal restructuring strategy is first examined before the existence of a Markov perfect

equilibrium is shown.

Proposition 3. For any (0y, 7p) such that Tp is given by equation (4), one of the following

two restructuring strategies is optimal:
1. Barrier strategy: a > 0 when Z € [0, Z"") and else a = 1.
2. Band-barrier strategy: a > 0 when Z € [0, Z%") U (ZP=, Z) and else a = 1.

Where Zb 7= and Z | with 2% < 7= < 7t are thresholds at which share-
holders are indifferent between restructuring and not altering the firm’s capital structure.

For large enough restructuring costs €, 22" = 0 and shareholders never restructure the firm’s

debt.

The barrier restructuring strategy says that when the ratio of coupon over unlevered firm
value Z is below the barrier Z%*" and shareholders meet new creditors then the firm restruc-
tures its debt. The band-barrier restructuring strategy says that when the ratio of coupon
over unlevered firm value Z is either below the barrier Z°® or in the band (Z:nd-, Zimdt)
and shareholders meet new creditors then the firm restructures its debt.

The existence of two optimal restructuring strategies follows from the fact that the cash

flow of the firm (without restructuring) with the debt maturity integrated out,

5‘/;‘/ + ﬂ-Ct +n (Q(WWM? a, TD) + ]1{(9(%|9AI,Q7TD)—P01} ((1 - Oé)‘/t - Q(W‘eMa a, TD)))
= Vi {0+ 72+ 1 (00631, 0,7D) + Lio(ys amp)—pz) (1 — @) = 0(Br, 0, 7)) )} (6)

is discontinues in Z; at the point where shareholders are indifferent between defaulting at
maturity and continuing to operate at maturity, as in the left figure of Fig. 8. This discon-
tinuity can lead to a double hump shaped firm value, see the middle figure, and optimality
of the band-barrier strategy. For low leverage ratios, low values of Z it is always optimal to
restructure the debt towards the optimal leverage ratio and this leads to the restructuring
barrier Z%.

The longer the debt maturity the less important the discontinuity at o(6ys,a, 7p)/p be-
comes, see equation (6) for increasing m = 1/n. This effect ensures that firm value becomes
single hump shaped. Economically it means that the longer the debt maturity the less impor-
tant the payoff and possibility of default at maturity becomes. It causes the barrier strategy

to be optimal. For longer maturities the cash flow of the firm also converges towards the

34



o0, 7o) o(0r,p) |- T

£ . - g
& = =
= g g
% & £
o

| (1 — O.) 1 I 1 (1 — O) 1

0 RO, Zn 0 g g Zimi Zp 0 zor
Z 7 Z
(a) Cash Flow (b) Band-barrier strategy (c) Barrier strategy

FIGURE 8: The cash flow to the firm (left) and the two possible optimal restructuring strate-
gies given two possible firm values (middle and right) assuming there are no issuance ¢ = 0 and
restructuring costs € = 0.

cash flow of the firm in Hugonnier et al. (2015), for which the optimal restructuring strategy
is the barrier strategy. The following proposition makes this rigorous,

Proposition 4. For issuance strategies with a sufficiently long debt maturity the optimal

restructuring strateqy is a barrier strateqy.

In the numerical analysis done below shareholders always use a barrier restructuring

strategy and it is never optimal to use a band-barrier restructuring strategy.

C. Model Solution

Given the optimal restructuring strategy, the final step shows that a finite optimal firm value
and default threshold exist. To prove Theorem 1 for the case with restructuring the following

assumption is necessary,

Assumption 1. For any 0y € R and one-shot first period deviation of Oy, the equity
value is non-negative given the default boundary that satisfies the smooth pasting condition.
Furthermore, the equity value is non-decreasing in the firm value the next iteration for any

Markovian strategy 0.
Theorem 2 below is the equivalent of Theorem 1 when allowing for debt restructuring,

Theorem 2. For m < 7*(w) such that Assumption 1 holds there exists a Markov Perfect

Equilibrium. In this equilibrium,

e The equilibrium issuance strategy 03, maximizes the firm value assuming shareholders

default optimally.
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e The equilibrium default strategy 17, is,
77, = inf {CUP},

where the default barrier Z3, satisfies the smooth pasting condition.

e The equilibrium debt price equals the expected discounted cash flows of the debt given
ThH-
o The equilibrium restructuring strateqy a* is given by Proposition 5.

e Off-equilibrium, creditors belief that any deviation from the optimal issuance strategy
s a one-shot deviation. The off-equilibrium debt price is the expected discounted cash

flows of the debt given the optimal default strategy that follows from these beliefs.

D. Model Analysis

Table 1 and Table 5 give the base case parameters for the model analysis. The meeting
intensity is set equal to 1, which implies that on average every year shareholders meet new
creditors and have the possibility to restructure their debt. The restructuring costs are set
equal to 1.125% of asset value. As before debt is issued at par for each maturity given the

optimal coupon, see equation (5).

Parameter Symbol  Value

Meeting intensity A 1
Restructuring costs € 0.01125

TABLE 5: The restructuring parameters for the model with restructuring.

Fig. 9 shows a comparative statics analysis with respect to the meeting intensity A and
the restructuring costs e. For the base case parameters the firm is approximately indifferent
between using the option to relever or restructuring at maturity. From Fig. 9(a) it be-
comes clear that increasing the meeting intensity increases the firm value but at a decreasing
marginal rate when the firm restructures. The reason is that the marginal gain of more of-
ten meeting new creditors decreases. Decreasing the expected interval between meeting new
creditors I [7itt — 7i] = 1/X decreases the expected change and volatility of the firm value
in this interval. This decrease in expected change and volatility decreases the option value
of restructuring. Furthermore, the firm issues perpetual debt when it starts using the option

to restructure and therefore no longer uses the option to relever at maturity.
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The comparative statics results for the restructuring costs have a similar intuition. For
low restructuring costs, increasing the restructuring costs lowers the firm value. As the costs
become larger and larger the chances of shareholders actually restructuring the firm’s debt
decrease. Therefore, the marginal change in firm value of increasing the restructuring costs
decrease as well. For high restructuring costs shareholders abstain from restructuring and
only rely on the option to relever at maturity. In this region the optimal debt maturity
becomes finite again.

The comparative statics analysis shows that for sufficient restructuring costs shareholders
still have the incentive to issue finite maturity debt. Furthermore, the higher the restructuring
costs the lower the incentives for shareholders to restructure their debt and the more they
prefer to wait until the debt matures. Finally, increasing the chances of meeting new creditors

is beneficial for shareholders but at a marginally decreasing rate.
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B. Model Solution

The proofs are organized as follows:

o The model (with restructuring) is homogeneous in V' and C'. Under a Markovian default

strategy 7p the equity and debt value can be rewritten as functions of Z = C/V.

o For a given m, the firm value f(Z, m|0y,a,7p) = e(Z,m|0y, a,7p) + (1 —q)d(Z, m|Tp)
is a contraction mapping for the default strategy 7p. Where 7p is given by a barrier
G at maturity, such that shareholders default when the principal exceeds G. At all
other times shareholders default when Z exceeds Zp. The optimal default barrier at

maturity G is given by the optimal firm value and is fixed at this value.

o The optimal restructuring strategy is characterized. It is either a barrier strategy im-
plying that shareholders restructuring when Z € [0, Z;,.) and they meet a creditor or a
barrier-band strategy where shareholders restructure when Z € [0, Z7,,)U(Z},.4_, Z},4:)
and they meet a creditor. Furthermore, for long debt maturities the barrier strategy is

the optimal restructuring strategy.

 For any m, the optimal firm value is finite for tax benefits 7 < 7*(7). Because the firm
value is finite given any debt maturity m there exists a default threshold that satisfies
the smooth pasting condition. Furthermore, this default threshold leads to the optimal
default strategy.

e The one-shot deviation principle shows existence of the Markov Perfect Equilibrium of

Theorem 1 and Theorem 2.

 For small principals p(m) ans issuance cost ¢ the optimal debt maturity is finite in the

equilibrium of Theorem 1.

It is important to remember that m = 1/n, so 1 is the intensity with which the debt matures.

A.  Homogeneity

The first step is to show that the debt and equity value are homogeneous of degree one in V'
and C,

Lemma 1. If shareholders debt issuance strateqy 0y, and default strateqy Tp are homogeneous

and Markovian then the equity and debt value are homogeneous of degree one in V and C
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with,
E(V,C,ml|0y,a,mp) = Ve(Z,m|0y,a,Tp),
D(V,C,m|tp) = Vd(Z,m|rp).

Similarly, the optimal firm value O(V |0y, a,7p) = Vo(Oy,a,mp) and the firm value at re-
structuring R(V,C,m|0y, a,7p) = Ve(Z, m|0y, a,Tp) are defined as,

o(Oar, a,7p) = (2%, m™ |0rr, a,7p) + (1 — q)d(Z° , m® |7p),
W(Z,m|by, a,p) = s/u>[i {e(a'Z, m|ly, a, Tp) + (1 — q]l{a/>1}) d(d'Z,m|tp) — d(Z, m|tp) — ]l{a/>1}e} .

The equity value becomes,

~ TDVT}rLatVTi st
€<Z0,m0|6]\/[,&, TD) :]EO /0 (& (5— (1 —W)Zt> dt
Eo

. [ﬂ{%aﬁmvﬂ}e-aﬁwt (001, 4, 70) — plmo) Z,1- )}

mat
n —o7t
+ Eq [1{T§<7’D\/7’}mt}e Ay (ZT;—,mo‘(gM, CL,TD)} ,

and the debt value,

~ ™D Trln,at _ _ 7—1 —oT
d(Zy, mo|mp) =Eo VU e Zydt + ]l{f,lmt<m}€ ’ m”P(mD)ZT},;n + ]1{7[,93%}6 (1-a),

with the dynamics of Z;,

dZy = —(r — 8) Zydt — 0 Z,dB,.
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Proof. Rewrite the equity value (3),

D \/r%mtv

,1
E(Vo, Co,mol|0u, a, 7p) =Eq V CeT OV — (1—m)Ch) dt]
0
By (6 (V0 70) )
+ Eo [H{T}\<TDVTT1nat}6_TT>\Im (‘/Tia Cq—;_ ) m0|9M7 a, TD>:|
TD\/T,rlnat\/T}\
—E, / eV (8 — (1 — 7)) dt
0
1R, []I{Trlnat<TDVTi}er‘rﬁlat VT}nat (0(‘9M7 a, TD) - p(m())ZTl— ):|
+ ]EO |:]1{TA1<TDVT7}”M}€_TT>\1 ‘/T}\Z (ZT)\I* ) m0|0M7 a, TD):|

- TD\/TrlnatVTi st
—V, R, / e (5 — (1—m)Z,)dt
0

+ %EO |:]l{7}1nat<7'DV7'>1\}e_6TT1nat (O(OM’ % TD) B p(m0>ZT’1”at>:|
150 L (2l )

:‘/OG(ZOJ mOleM; a, TD)'
For the second equality, apply the change of measure,

Vi o2
l{A}e(r5)tt:| —F ]l{A}ethJroBt

QA) =E 7

VA C F. (7)
The dynamics of Z,; follow,

dZt = —(T—(S)dZt—O'thBt—i—O'Qtht = —(T—(S)dZt—O'Zt(dBt—O'dt) = —(r—(S)tht—athBt.
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Rewrite the debt value (1),

[ TDVT%MH _r |
D(Vy, Co, mo|Tp) :EO/O € tctdt—i_]l{niaﬁm}e matp<m0)07i;t]

+ EO [H{TDST}nat}e_TTD(]- _ a)V'TD]

TD\/TEmlt
=K, /O e—rtWtht + ]l{Trlnat<TD}€_TTTlnat ‘/Twlnatp<m0)Z7}1,mt‘|
+ Eo |:1{TD§T1 t}eﬂ“ﬂj(l _ @)VTD]

= DV Tmat g, o7l
:‘/O]EO /0 e tht + ]l{Tl t<TD}€ matp(mo)ZT:n;t

ma

+ Eo |:]1{TD<T71nat}€_5TD(1 _ a)]
:%d(Z07mO|TD)

The second equality follows from the change of measure (7). O

B. Existence Firm Value

The previous lemma shows that given a homogeneous and Markovian issuance strategy 6,
and default strategy 7p the firm value is homogeneous of degree one in V and C. Let the

homogeneous and Markovian default strategy 7p be given by,

C={t>012>Zpst. Vie Nt £},
P={t>00p(m-)Z- > G I eNst. t =i}
o = inf {CUP}.

This implies that 7p is defined by (Zp, G). From now on assume 7p is described by (Zp, G).
Given a default threshold Zp the firm value is bounded from above by,

S+ (r—q)Zp
~2% ©

which is the unlevered firm value plus the perpetuity of the maximum tax benefits that can
be obtained.
The function f(Z) denotes the firm value for a homogeneous and Markovian issuance

strategy 6y, default strategy Tp described by (Zp, G), and restructuring strategy a. Similarly
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define the abbreviation e(Z) and d(Z) as,

e(Z) = e(Z,m™ |0y, a,7p),
d(Z) = d(Z,m™ |0, 1p),
[(Z) =e(Z) + (1 — q)d(Z).

Given the default strategy (Zp, G) the debt value is,

s
d(Z) =E, [/0 e (Zt +1 (P(meM)Zt]l{Gm(moM)Zt} +(1- O‘)]I{G@(m”“z*}) ) dt]

+ By [ (1 - a)]

where 78 = inf{t > 0|Z; > Zp} is the part of 7p that coincides with the first time hitting
the boundary Zp, see the definition of C above. The maturity date 7., is integrated out
and creditors value the debt as if restructuring never occurs.
Given a firm value f(Z) the surplus of restructuring is,
2(Z) = sup {£@2) = £(Z) = Lws1yqd(Z) = Tqarsrye}, (9)
in case new debt is issued (a’ > 1) the surplus is the new firm value minus issuance cost f(a'2)
minus the current firm value (plus issuance cost) f(Z)+qd(Z, m|Zp,G) and the restructuring

costs e. If no debt is issued (@’ = 1) the surplus is zero. Furthermore, the equity value at

moment of meeting a creditor is given by the old equity value plus the surplus of restructuring,
W(Z) =a(Z)+e(Z).

The equity value is defined as,

e(Zy) =E, [/OT]CJ e~ TNt (5 — (1 —71)Z) dt]

5
+ Eq /0 e (6+77+)‘)t]l{02p(m9M)Zt}n <]l{Z9MSZD}f(ZGM) + ]l{Z9M>ZD}(1 — q)(l — a)) dt]

g
_EO/O e (6+n+>\)t]l{Gzp(meM)Zt}np(mOM)tht

s
+ Eo / i e—(“"“)t/\z(zt)dt]
0

+ o [e”OHD(1 - g)(1 - ).
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with the maturity date 7.}, and the restructuring date 7} integrated out. Furthermore, if
the coupon of the Markovian issuance strategy Z%“ is above the default threshold then the
firm issues debt and directly defaults. This implies that the equity value is zero and the debt
proceeds are the bankruptcy proceeds minus the debt issuance cost.

The firm value with both the maturity and creditor meeting jumps integrated out is given

by,
f(Zo) =e(Zo) + (1 — q)d(Zy)

5
&y | [ T 64 (x - 2

.
+ E /0 e (5+n+>\)t]l{G2p(m9M)Zt}n <1{29M§ZD}f(ZeM) + ]l{Z"M>ZD}(1 —q)(1— a)) dt]

_ T]% )
— ]E[) /0 [ (6+77+>\)t]l{GZp(m9]w)Zt}nqp(mejw)ztdt

- .
+ IEy /0 e (5+n+)\)t]l{G<p(m9M)Zt}77(1 _ q)(l . Oz)dt

e
+ B, / P o= (60Nt sup {f(a'Zt) — Lywsnyqd(Zy) — ]l{a'>1}e} dt]
0

a’'>1

+ o [e”OHVB(1 - g)(1 - a)].

Lemma 2. For any homogeneous and Markovian debt issuance strateqy 0, creditor meeting
intensity A, and default strateqy (Zp, G) the firm value f(Z) exists, is unique, bounded, and
C? on [0, Zp).
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Proof. The firm value f(Z) is the fixed point of the mapping A,

A(f)(Z) =E, l /0 k e~ N (5 4 (m — ) Z)) dt] (10)

+

=
IO\I
\‘Q

eI L zt}n( {ron<zp} (20 4 Moy (1= )1 = O‘)> dt]

C
D (6+17+)\)t

|
=
Ic\

H{Gzp(meM)zt}ﬁqp(meM)tht]

+C
D

+
=h
<:>\

(5+n+/\)t]l{G<p(m9M)Zt}n(1 —q(1- a)dt]

+
=
IO\II

\]ﬁ

6_(§+17+>\)t>\ Sup {f(a,Zt) _ ]]_{a/>1}qd(Zt) - ]]-{a/>1}6} d?;|

a’>1

+ o [e VB (1 - g)(1-a)|.
Given a firm value f;(Z) let a} solve,

fi(afZ) — ]l{a:>1}qd( ) ]l{a >1}€ = sup {fi(a/Z) — ]l{a/>1}qd(Z) — ]l{a/>1}€} ,

a’'>1

which implies that,

(fl(aTZ> - ﬂ{a;>1}qd(z> - ]l{a;>1}€> - <f2(a§Z) - ]l{a;>1}qd(Z) - 1{a3>1}€> < fi(a1Z) — fo(a1Z).

This implies that the mapping A is a contraction mapping given the L., norm,

A(f1)(Zo) — Af2)(Zo)
< I [/OTD e~ (A {T]]l{p(meM)Zt<G}]1{29M<ZD} (fl (ZGM) = f2 (ZGM)) + A (fi(alZy) — f2<aTZt))} dt}

+C
< vk aa | [T e a7 -

A+1

< .
e R

The bound on the upper bound of the firm value (8) and the lower bound —gp(m)Zp/é then
ensure that the fixed point of the contraction mapping is unique and a continuous function on
[0, Zp]. Lemma A.7 of Hugonnier et al. (2015) proves that the solution is C* on [0, Zp]. O
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This shows that a solution to the model exists for any default threshold. Furthermore, at

maturity the payoff of shareholders is,

]I{GZp(mGNI)Zt}]l{ZGJVISZD} (f(ZeM) - p(mgM)Zt> )

clearly this payoff is maximized for,

G = <]1{Z9M§ZD}f(ZeM) + ]l{Z9M>ZD}(1 - q)(l - Oé)) .
This directly gives the optimal default strategy at maturity.

Lemma 3. For any m, \, and Zp there exists a constant G such that,

G = (L gz} FZ") 4 1 7y (1= @)1= )

Proof. From Lemma A.6 of Hugonnier et al. (2015) it follows that f(Z|m,G, Zp) is continu-
ous in G. The maximum theorem then ensures that sup ¢y 7,1 f(Z|m, G, Zp) is continuous

in GG. Furthermore, the firm value is bounded by,

[_QP(TZ)ZD’ J+ (7?6— Q)ZD] |

for any G because of the payout at maturity and the upper bound on the firm value. The

existence of the fixed point then follows from the intermediate value theorem. n

In the rest of the appendix the constant G is fixed at the optimal firm value and therefore

the default decision at maturity is optimal.

C. Restructuring

The next step is to find the optimal restructuring strategy for any m and default threshold
Zp. Because the cash flows to the firm are non-monotonic and discontinuous at one point,

see equation (6) and Fig. 8, there are two possible optimal restructuring strategies,

Proposition 3. For any (0y, 7p) such that Tp is given by equation (4), one of the following

two restructuring strategies is optimal:
1. Barrier strategy: a > 0 when Z € [0, Z"") and else a = 1.

2. Band-barrier strategy: a > 0 when Z € [0, Z%") U (2P, Z) and else a = 1.
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Where Zb, 7= and Z°* are thresholds at which shareholders are indifferent between
restructuring and not altering the firm’s capital structure. For large enough restructuring

costs €, 22 = 0 and shareholders never restructure the firm’s debt.

Proof. Fix m and Zp then the firm value, debt value, and restructuring surplus are f(Z),
d(Z), and s(Z). Let the thresholds Z"" and Z"* be,

7 —sup{Z > 0|Vz € [0, Z), s(z) > 0},
7t —inf{Z < Zp|Vz € [Z,Zp], 4(2) = 0}.

This implies that for Z < 2% the surplus is positive and it is optimal to restructure and
for Z > Z’4* the surplus is zero and it is optimal postpone restructuring.® In some left
neighbourhood of Z%" and Z’* the surplus is positive by definition. Furthermore, in this
neighborhood a*Z > 7% and a*Z > Z"* else the surplus would be zero since issuance cost
are strictly positive. For the surplus to become zero it must be the case that f(Z) + ¢d(Z)
increases in this left neighbourhood. This implies that at Z%" and Z the first-order

derivatives of f(Z) + qd(Z) satisty,

V(D) +ad2)|
07 g
0(£(2) +4d(2)) -
aZ Z:Zimd"“ - ’
as in Fig. 10.
[
— [(Z2) = f(2) + qd(2)
f(Z7rLam2) [~
F(Zmaz1)
F(zbery -
F(Zmin2)
F(Zmin1)

zbar Zmaxl Zhelp—  Zminl  Zhelp+ Zmaz?2 Zﬁ"d’ Zmin?2 zﬁ"dJr

FIGURE 10: The firm value excluding current debt issuance cost f(Z) = f(Z) + qd(Z) in the
contradictory case.

8If Zb™ = 0 then shareholders optimally abstain from issuing debt and the firm value boils down to the
unlevered firm value of 1. Furthermore, Z%%"+ < Zp because issuance cost are strictly positive at maturity
and the surplus is continuous in Z.
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If Zbr = 7P+ then the optimal strategy is a Barrier strategy, shareholders restructure
when Z € [0, Z%") and they meet a new creditor. The optimality follows directly from the
definition of Z%" and Zbmd+,

In the other case, when Z%" < Z'* there exists a threshold Z°¢~ such that,
Zm= =inf {Z < 2" |z € (Z, ZM), o(2) > 0},

implying that for Z € (2P Zbrd+) restructuring is optimal. Using the same reasoning as
before the first-order derivative of f(Z) + qd(Z) satisfies,

0 (f(Z) +qd(Z))

< 0.
o4 -

Z=zm=

This is the Barrier-band strategy, shareholders restructure if Z € [0, Zb*)U (20, Zindt)
and they meet a new creditor. To show that this strategy is optimal it must be that case
that for Z € [Z%", Z®4~] the surplus is zero,

s(Z) = 0.

In the region [0, Z%") and (2%~ Zb"d*) it is optimal to restructure by definition while for
[Ztndt | Zp] it is optimal to postpone restructuring by definition.
Assume the surplus is positive somewhere in [Z%9" Zb"4~] there exists a Z € [Z2r, Zind~]
such that,
s(Z)>0.

Continuity of the surplus with respect to Z implies that there exist two other thresholds,

Tnaip- = sup{Z > 20|z € (227, 7], s(z) =0},
Zhelp+ = sup {Z > Zhelp—|vz S (Zhelp—a Z), A(Z) > 0}:

with 2% < Zpep < Zpeps < Z2~. The situation is then as in Fig. 10.
Continuity of the surplus in Z implies that for Z € {Zbtar, zZhelp= zhelot 7, 1 Zynay } the
following holds,

sup f(d'Z) = f(Z) + qd(Z) +e. (11)

a’>1
Furthermore, the larger Z the smaller the parameter space of the optimization problem

(Z,Zp) and the smaller the outcome,

sup f(aZ).

a>1
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This lower outcome for higher Z combined with (11) implies that,

f(ijmq) + qd(ZfaT) f(Zhelp + qd<Zhelp—) (12)
(Zheip+) + 9d( Znerp+)

(27 + qd(Z)

( (

)
and+) —|-Qd and-ﬁ-).

)
)

v

Y

f
f
f

v

For any Z € (2%, Zye,-| the surplus is zero. If a*Z%" < Zje,— then,

f(a*ZTl?ar) + qd(a*an)ar) > f(a*an)ar)
= J(Z;") + qd(Z"") + €
2 f(Zhelp7> + qd(Zhelpf%

and there must be a local maximum for f(Z) + qd(Z) on [Z2", Zpep-]. If a*Z2" = Zperp—

then there is a contradiction because,

f(Zhelp—) + qd(Zhelp—) = f a

Finally, if a*Z%" > Zj.,_ then,
f(me) + qd(Zf,mT) — f(a*Zf,mT) — € = f(a*Zhelp—) — € = f(Zhelp—) -+ qd(Zhelp_),

and there is a local maximum as well. This implies that [Z%", Z,.;,_] contains a local maxi-
mum Z,,q,1. Using the same reasoning [Zpeip+ 7] contains a local maximum Z,,qz9.

For any Z € (2= Zhelr+) the surplus is positive and therefore,

[(Z) 4 qd(Z) < f(a" Zhep—) — € = [(Zheip—) + qd(Zpeip—) < f(a" Zherp—).

Positive issuance cost gd(Z) > 0 then ensure that a*Zpep— > Zpepy and therefore,

f(Zhelp ) + qd(Zhelp ) f(Zhelp—i-) + qd(Zhelp—i-)

This implies that (Zeip—, Zheip+) contains a local minimum Z,,;,1. Using the same reasoning

(Zbmd= Zbndt) contains a local minimum Z,,;,2.
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For Z > Z = f(Z*)/p(m) shareholders default at maturity and for Z < Z shareholders
continue to operate the firm. Since Z,,4:1 < Zmint < Zmazz < Zmin2 it must be the case that
either Z § Lmind -

1. If Z > mel let Zma:c = Lmazxl and Zmin — Lminl-
2. If Z > Zminl let Zmax = Lmax?2 and Zmzn = Lmin2-

This implies that at maturity shareholders make the same choice at Z,,,,, and Z,,;, on whether
to continue to operate the firm. The kink in the cash flow of the firm value doesn’t lay inside
(Zomins Zimaz)-

Define the operator L as,

£o(2) = ~(r 0220 L2 p T

Given these results rewrite the ordinary differential equation describing f(Z) 4 qd(Z) at
Zm'm7

- 'C (f( mm) + qd(Zmzn)> + (S + 7T'Zmin + n (f(Z )ﬂ{p(m)me f(Z*)} + (1 — Oé)]l{p( VZ, mm>f(Z*)})

+ M (Zmin)

> 8+ 7 Zmin + 1 (f(Z) Lot Znim<s @) + (1= OV L o) B> 123

> 0 4 7 Zmaz + 1 (F(Z) L pm) Zuaz 2y + (1= @)1 m)zmapf(Z*)})

> L (f(Zmaz) + 90 Zmaz)) + 0 + 7 Zmaz + 1 (F(Z VL {piam) Zina 23y + (1= QL pm) Zyar> 120 )

+)‘A( maz)
= (0 +m) (f(Zmas) + 4d(Znaz)) -

The first inequality follows from the non-negative surplus at Z,i, (8(Zmin) > 0) and the
fact that Z,;, is a local minimum (£ (f(Zmnin) + qd(Zmin)) > 0). The second inequal-
ity follows from the fact that Z,,,. < Z.i» and at maturity the payoff is independent of
Zimaz O Zmin. The final inequality follows from the fact that Z,,,, is a local maximum
(L (f(Zmaz) + qd(Zmar)) < 0) and the surplus is zero (8(Ze,) = 0). This result contradicts
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the fact that,

v

J(Zmzn> 0= A(Zmam)a
=
<

f(me) + qd(Zmzn) f(Zmaa:) + qd(Zmaac)7

because of the definition of the surplus (9) and the fact that Z,,;, > Za.- This implies that
it must be the case that for Z € [Zyuq, Zpar—] the surplus is zero s(Z) = 0. It shows that
either the barrier strategy or the barrier-band strategy is optimal. O]

This lemma shows that for a given debt maturity and default threshold the optimal
restructuring strategy is either a barrier strategy or a barrier-band strategy. The next step

is to show that for long debt maturities the firm resorts to the barrier restructuring strategy.

Proposition 5. For issuance strategies with a sufficiently long debt maturity the optimal

restructuring strateqy is a barrier strateqy.

Proof. Assume the firm issues perpetual debt m = oo (n = 0) and a barrier-band strategy is

optimal. In this case we know that for Z%r zbrd= 7bnd+ the following holds,

o2 +qd2)|
07 gzt

O(£(2) + qd(2)) <0
07 Z=znd= 7

O(f(2) + qd(2)) -
0Z Z=gbrit

The inequalities follow from the fact that the surplus goes from zero to positive at all these
thresholds while the optimal coupon to which is restructured is neither in [0, Z%*") nor in
(andf7 and+)'

From equation (12) and that for Z € (Zb"d= Z'd+) the firm restructure outside this

interval a*Z > Z"+ it follows that,
FZ) + Z5) > FZ) 4 qd(Z20°) = F(Z0) + qa 20,
Furthermore, for Z € (Z°4~, Zd*) the surplus is strictly positive and therefore,

F(Z) +qd(Z) < f(Z07) 4 qd(Z2m) = F(Z2) + qd(Z0m).
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These inequalities imply that there is a local maximum Zpg, on [Z%7, Zb"~) and local

minimum Z,,;,, on (Zbrd= 7bnd+) " For the local max’imum and minimum,

and,

Similar to the prove of the previous proposition,

(6 +1) (f(Zunin) + 4d(Zynin))

= L(f(Zmin) + G0 Zmin) ) + 6 + 7 Zumin + A(Zimin)
>0+ mem

> 8+ T man

> L (f(Zmaz) + 48(Zmaz)) + 6 + T Zmaz + A(Zumaz)
= (6 +1) (£ (Zaz) + 4d(Zina) ) -

The first inequality follows from the fact that Zm-n is a local minimum and the surplus is
positive. The fact that me > Zf,’”d_ > Zmaz ensures the second inequality. The fact that
Zmas i a local maximum and the surplus is zero implies the last inequality. This contradicts
the before found inequality (13). It shows that for perpetual debt the optimal restructuring
strategy is a barrier strategy.

Furthermore, for n = 0 shareholders are never indifferent between restructuring or not,

37 > 72 sup f(d'Z) — f(Z) — qd(Z) — e = 0.

a’'>1

Assume there is a Z > 2% for which shareholders are indifferent. Let Zomin < Zp be the
largest indifference point. This indifference point is a local minimum for f(Z) + qd(Z) since
for Z > Z%" the surplus is zero and for Z € (me, Zp),

sup f(a'Z) — f(Z) — qd(Z) — € <0,

a’'>1
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by definition of Zp,.> Both at Z;, and Z%" it holds that,

sup f(aZ) = f(Z) + qd(Z) + e.

a>1

Furthermore, the larger Z the smaller the parameter space of the optimization problem

(Z,Zp) and the smaller the outcome,

sup f(aZ).

a>1

This implies that,
f(Zf«mr) + qd(Z{mT) > f(Zmzn) + qd(me).

Define Z, as,

Zy = sup {Z € (2% Zpinl V2 € (207, Z), sup f(aZ) — f(Z) — qd(Z) — e = O} :

a>1

the largest point above Z%" such that the surplus of restructuring is zero for Z € [Zb*, Zy].

There are now two cases:
o If Zy > Z'" then Zpae = 20 is a local maximum with Zee < Zmin-

e If Zy = Z' then at Z' the first-order derivative of f(Z) + qd(Z) satisfies,

O(f(Z) + qd(2))
07

> 0.

Because this function is continuously differentiable there exists a local maximum Znax €
(Z TE*mT? me)

For Zynae it holds that,

f(Zmaac) + qd(Zmaa:) Z f(Zfar) + qd(Zfar) Z f(me) + qd(zmzn)

9If in some left neighborhood of Zomin the surplus of restructuring is zero then it must be the case that
the optimizer a* causes a*Z > Z,in, which ensures that Z,,;, is a local minimum for f(Z) +qd(Z). Assume
this is not the case for Z and let a* be the optimizer. For a*Z € (Z, Z,,;5] it then holds that,

sup f(d'a*Z) — f(a*Z) — qd(a*Z) — e = —qd(a*Z) — e < 0,

a’>1

which contradicts the fact that the surplus of restructuring is zero in [Z, Zm-n].
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Similar arguments as before lead to a contradiction,

(8 +n) (f(Zunin) + 42(Zinin) )

= L (f(Zmin) + 4d(Zmin)) + 6 + 7 Zumin + A3(Zmin)
> 8+ T min

> 8+ T man

> L (f(Zmaz) + 04(Zmaz)) + 0 + T Zmaz + A(Zimas)

= 0+ 1) (fZmaw) + 4 Zmas) )

Therefore, for n = 0 shareholders are never indifferent for Z > Zb.

From Lemma A.6 of Hugonnier et al. (2015) it follows that the firm value both f(Z)
and f(Z) + qd(Z) are continuous in 1. Observe that for n = 0 the firm and debt value are
independent of G. Therefore sup,~, f(a'Z) — f(Z) — qd(Z) — € is continuous in 7 for any G.
This ensures that for n close to zero, long maturity debt m = 1/n, it is optimal to use the

barrier restructuring strategy. O

D. Default Threshold

The next step is to show that the optimal firm value is finite and therefore the optimal default

barrier Zp is finite. In this section p(m) is replaced by p(1/n) to simplify notation.

Lemma 4. For any m and A the optimal firm value f(Z*) given the equity value mazximizing

default strategy is finite if,

! 0> (r—q)/p(1/n)g
14p(1/n)+n atared/n)

T < .
= n<(r—q)/p(1/n)q

Furthermore, given m < 1 for,

T—q o(m — q) )

= ma <p<1/n>q’ 1-matql—a)

shareholders optimally abstain from issuing debt.

Proof. The stochastic process that describes the evolution of Z; is a geometric Brownian

1

at- ohareholders and creditors agree on

motion, that is independent of the maturity date m
the ex ante distribution and ex post outcomes of the stochastic process Z;. What if instead
of fixing the stochastic process for Z; exogenously shareholders can pick ex ante any time-

homogeneous stochastic process, that is independent of the debt maturity date? This extra
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degree of freedom causes the optimal firm value to dominate the firm value in the original
model.
Because the stochastic process needs to be time-homogeneous and independent of the

maturity date the model is still time-homogeneous. Make the following two observations:
1. Default is inefficient since a fraction « of the unlevered firm value is lost.

2. The tax benefits on the coupon payments net off issuance cost are strictly positive

m > q. This gives incentive to increase the coupon.

Any uncertainty in the stochastic process increases the probability of inefficient default or
causes the firm to not fully utilize its debt capacity. Therefore, the optimal process is a
deterministic process. Non-constant processes Z; are either strictly below or above the opti-
mal default threshold at some point. In the first case the full debt capacity of the firm isn’t
used while in the second case there is inefficient default. For any fixed m it is clear that the
optimal solution is a constant Z;,

dz; = 0.

With this stochastic process the tax benefits of debt are maximized while inefficient default
is prevented. This implies that the only uncertainty that remains in the model comes from
the debt maturity date 7},,,. Furthermore, for a constant Z; the option to restructure the
debt is worthless.

Depending on the debt maturity issuing debt is positive or negative NPV:

1. If n > (7 — q)/p(1/n)q issuing debt is negative NPV, if the firm never defaults at
maturity, because the issuance cost over both the coupon and principal repayments

dominate the tax benefits,

m—q—np(1/n)g <0.
In this case shareholders pick one of the following two strategies:

(a) The firm issues no debt and the firm value is 1.

(b) The firm issues debt and defaults at maturity (because shareholders cannot foresee

when the debt is going to mature). In this case the equity value is given by,

d—(1—-m)Z,
d+n

The equity value is the operating income minus the coupon payments until the

debt matures. Because the equity value should be non-negative the optimal default
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threshold is Zp = §/(1 — m) and therefore the optimal firm value,

54+ (r—a)Zp+n(l—q)(1—a) _O(1+ ) +n(l—g)(1-a)

< 0.
0+n 0+n

2. If n < (7 —q)/p(1/n)q issuing debt is positive NPV because the tax benefits exceed the

issuance cost and the firm value for a given strategy Z. and no default at maturity is,

o+ (m—q—qnp(l/n))Z.
5 .

This implies that for any constant control the equity value is,

§—(1—7m+np(l/n)Z. + 775+(7r—q—q;7p(1/77))2c
d+mn '

At the optimal default threshold Zp the equity value is zero and for Z,. < Zp the equity

value is positive. For this to be the case it must be that,

0> 5 (= m oty 4T L)

0+n

which is the derivative of the equity value with respect to Z.. In this case increasing

Z,. decreases the equity value and at some point shareholders default.

This derivative is negative for

(m—q—qnp(1/n))

0<1—m+np(l/n)—n 5 ,
+ 1
W<1+Z> <1+np(1/n)+n(q qng)( /77))’
L+ np(1/n) + 5 g
1+ '

Because Z,. is a constant there is no added value to debt restructuring and the optimal firm
value when shareholders are allowed to restructure upwards is also finite. This implies the
first part of the lemma.

For the second part observe that, for n bigger than the boundary specified in the lemma
the first case applies. Furthermore, abstaining from issuing debt leads to the upper bound
on the firm value. This upper bound can be attained in the model by abstaining from issuing
debt. O]

Proposition 1. The equilibrium debt maturity m* from Theorem 1 is positive m* > m > 0,
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where the constant m is defined in the appendiz.

Proof. The result follows directly from Lemma 4. For m < 1 and debt maturities shorter
than,

T—q (m — q) )
p(1/n)g’ (1 —m)(a+q(l—a)))’
T—q o(m —q)

e (max <p<1/n>q’ (1—m)(a+aq(l- a>>>>1 |

the firm value is one and shareholders optimally abstain from issuing debt. If shareholders

77>max<

issue debt is must be that the debt maturity is longer than m. O]

The second step is showing that given the finite firm value there exists a finite optimal
default threshold. For simplicity the optimal default time 7p is replaced by the default

threshold Zp. Optimal default at maturity is already incorporated because of Lemma 3.

Lemma 5. For m < 7*(m) there exists a finite default threshold that satisfies the smooth
pasting condition for any 0y and one-shot first period deviation from 0p;. Under X = 0 or
Assumption 1 the default threshold for 6y or for a one-shit first period deviation of 0y leads
to the optimal default time of the equity value.

Proof. The proof is setup as follows,

1. First, there exists an optimal default threshold Zp that satisfies the smooth pasting

condition assuming that creditors correctly conjecture the default threshold.

2. Fix the default threshold for the optimal firm value o(6y, a,7p) and debt value d(Z)
at the default threshold Zp found before. The current debt issuance strategy 7 and Z
is a one-shot first period deviation from #,;. Let 7 b be the default threshold for the
current issue of debt outstanding. There exists a Zp that satisfies the smooth pasting

condition.

3. The default threshold Zp that follows from the smooth pasting condition satisfies the
HJB and therefore leads to the optimal stopping time of the equity value. Setting

fH=nM, 7 =2 and Zp = Zp leads to the result for the 6, issuance strategy.

In this proof the equity value is written as,
e(Z|Zp) = e(Z,m™ |0y, a,p),

with 7p defined by (G, Zp) and G set equal to the optimal firm value o(0ys,a,7p). The

optimal firm value o(0y, a, 7p), debt value d(Z), and surplus 4(Z) are defined as before.
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1. From Lemma 4 it follows that the firm value is bounded from above by some constant
H for any m and m < 7*(m). The cash flow of the equity value is (strictly) bounded

from above by,
§— (1 =mZ+nle(0r,a,7p) — p(1/)2)t +X(Z) <5 — (1 —m)Z + (n+ N H.

This implies that given some default threshold Zp for Z € [0, Zp) the equity value is
strictly bounded from above by,

TC
e(Z|Zp) < B /0D6—<”+77+A>t (6~ (1—m)Z+ (n+NH)dt|,

where 75 = inf{t > 0|7, > Zp}.

The optimal stopping time of the bound on the equity value is a standard optimal
stopping problem. The solution is a barrier default strategy with a finite optimal default
threshold Z[¥'? < oo that follows from the smooth pasting condition, see Dayanik and
Karatzas (2003). In case 75 is given by the default threshold Z/X" the smooth pasting

condition of the equity value is non-negative,

de(2)Zp")

> 0.
0z

_ rshelp
Z2=2"

Furthermore, at Z = 0 the cash flow of the equity value is strictly positive and default

is suboptimal therefore,
de(Z10)
0Z

Z=0

From Hugonnier et al. (2015), Lemma A.6 it follows that the first-order derivative of
the equity value at the default threshold is continuous in the default threshold. The

intermediate value theorem implies that there exists a default threshold Zp € [0, Z']

=0,;.
Z=Zp

2. Fix the default threshold for the optimal firm value o(6y;, a, Tp) using the default thresh-

that satisfies the smooth pasting condition,

de(Z|Zp)

Zp=infd Zp >0
Dll’l{D> 07

By definition Zp < Z"" < oo is finite.

old Zp found before. Assume there is a one-shot first period deviation of 6y, # and Z.
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The equity value for this one-shot deviation given a default threshold Zp is ez \Z D)

é(2|Zp)

— Bo | [ O (5= (1= m)Zu 4 io(6u,a,m0) — p(1/1)Z0)") dt]

+ [/OTZD e~ OHIHNIN qup {é(a’Zt|ZD) + (1 - q]l{a/>1})cz(a'Zt|ZD) — ]l{a/>1}e} dt}

_EO

|

a’>1

/TZD 67(5+’f7+)\)t)\d/\(Zt ’ZD)dl{l ’
0

where 7, = inf{t > 0|Z, > Zp} and d(Z|Zp) = d(Z.1/4|Zp,0(0r,a,7p)). Similar

arguments as for Zp show there exists a Zp < Z,gdp that satisfies the smooth pasting

condition.

. The equity value é(Z ]Z p) is piecewise C?, therefore showing optimality of the default
threshold Zp boils down to showing that the HJB is satisfied.

« The equity value function is non-negative for Z < Zp. For A = 0 we know the

following about the equity value,

(a)

(c)

(d)

The derivative is negative in some left neighborhood of Zp. This follows
from fact that the smooth pasting condition holds at Zp and the derivative
of the cash flow is negative. It can be shown by differentiating the ordinary
differential equation describing the equity value and using the smooth pasting
condition at Zp as one of the boundary conditions. For Z arbitrarily close to

Zp the first-order derivative is negative.

For Z = 0 the equity value is positive,

0 + 7’](0(0]\/1, TD))+

é(01Zp) = 5+

> 0.

The equity value function is C? since the cash flows are continuous. This

follows from the ordinary differential equation describing the equity value.

Assume the equity value is negative somewhere on [0, Zp]. From (a), (b), and
(c) it follows that the local minimum and maximum Zmin and Zpnas exist.
Furthermore, these extremes satisfy,

&(Zmin|Zp) > 0,

é(Zmax’ZD> < 07
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A

and me < Zmaz- The equity value for this case is depicted in Fig. 11.

T
--- &Z|Zp)

é(Zmaz|Zp) |-

Zmin Zmax

FIGURE 11: Equity value that becomes negative at some point on [0, Zp].

(e) From the ordinary differential equation describing the equity value,
(6 +Me(Z|Zp) = L&(Z)Zp) + 6 — (1 = m)Z +)(0(Bu. a,7p) — p(1/)Z)7,

it follows that the cash flow for me and Zmaw satisfies,

8 = (1 =) Zpin + 1(0(Orr: 4, 7p) = p(1/1) Zimin) ™
= (8 + 0)e(Zmin| Zp) — LE(Zmin|Zp) < 0,
6—(1- W)Zmaw + M(o(0rr, a, 7p) — p(l/ﬁ)me)—i_
= (0 + Me(Zmaz|Zp) — LEZmaz| Zp) > 0.
This contradicts the fact that the cash flow to shareholders is decreasing in Z

and an < Zmax.

This result ensures that the equity value is non-negative on [0, Zp) for A = 0.

For Assumption 1 the non-negativity of the equity value on |0, Z p) follows directly
from the assumption.

e The equity value function is zero for Z > Zp by definition.

o For 7 € [2 p,00) the equity value is zero and therefore the cash flow with debt
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maturity and restructuring integrated out is,

0 — (1 =m)Z +i(o(0n, a,7p) — p(1/)Z)"
+ Asup {é(a'Z|Zp) + (1 = qliws1))d(a' 2| Zp) — d(Z|Zp) = Liws1ye}

a’>1
=0 — (1 —=m)Z +0(o(0r,a,7p) — p(1/7)Z)"
+Asup {(1 = qlggs1y)(1 —a) = (1 = a) = Lasppe} .
a’'>1

This cash flow is decreasing in Z. At Zp the value matching and smooth pasting
condition are satisfied and in some left neighborhood the equity value is positive,
which implies that the second-order derivative is non-negative because the equity

value is C2. From the ordinary differential equation describing the equity value,

0=—(0+7+Ne(Z|Zp) + Lé(Z|Zp) (14)
+0—(1=m)Z +7(o(0um,a,7p) — p(1/7)Z)"
+ Asup {621 Zp) + (1 = qliws1y)d(a' Z| Zp) — d(Z] Zp) = Las1ye}

it follows that at Zp the cash flow is non-positive,

1 ,0%(Z|Zp)

2" 7 |, .,
; £\
—— (6= W= mZn+ 3 (o(bar,0.70) ~ p(1/)20) )

—Asup{(1 = qlggsn)) (1 — ) — (1 — ) = Lggsnye}

a’>1

>0.

This ensures that the cash flow is non-positive for Z > Zp and the ordinary

differential equation describing the equity value (14) is non-positive.

o For Z € |0, Z p) the equity value satisfies the above given ordinary differential
equation (14).
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The equity value satisfies the HJB equation everywhere,

0 = max { —&(Z1Zp), — (6 + 71+ Né(Z) Zp)
+ Le(Z|Zp) + 0 — (1 —7)Z + (0O, a, ) — p(1/7)Z)*

+ Asup {é(a/Z|ZD> +(1- q]l{a’>l})cz(a,Z|ZD) - CZ(Z|ZD) - ]l{a’>l}6} }7
a’'>1

standard verification arguments, as in Dayanik and Karatzas (2003), then imply that

Zp leads to the optimal stopping time for the one-shot deviation. Setting # = 7™,

7 = 7Z%u , and 7 p = Zp leads to the result for the #,; issuance strategy.

E.  Original Model

Theorem 1. For m < 7*(r) there exists a Markov Perfect Equilibrium. In this equilibrium,

e The equilibrium issuance strategy 03, maximizes the firm value assuming shareholders

default optimally.

e The equilibrium default strategy 17, is,
77, = inf {CUP},

where the default barrier Z7, satisfies the smooth pasting condition.

e The equilibrium debt price equals the expected discounted cash flows of the debt given

Th.

o Off-equilibrium, creditors belief that any deviation from the optimal issuance strateqy
is a one-shot deviation. The off-equilibrium debt price is the expected discounted cash

flows of the debt given the optimal default strategy that follows from these beliefs.

Proof. Take 0%, = arg sup o(fy,7p). From Lemma 4 it follows that if % < 7 then the
QMGRi
optimal firm value is equal to the unlevered firm value 1. Therefore the optimal debt maturity

nM < oo is attained. The optimality and existence of a finite barrier default strategy follows
from Lemma 5. The existence of a finite default barrier implies that Z%v < oo is attained.
Because of the time-homogeneity of the model it is sufficient to look at one-shot first period

deviations to prove existence of a Markov Perfect Equilibrium. Shareholders deviate from
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Oy in the first period with Z >0 and M. Lemma 5 shows that the optimal default strategy
is given by (4) with the finite default threshold satisfying the smooth pasting condition. The

proof now has several steps:

1. Assume there exists a one-shot deviation (2, m), with the optimal default strategy
given by Zp and G' = o(#%,,7p), that improves the firm value. Observe that firm value
f(Z) at Z in this case is equal to,

f@mzmé>.E{/ZD‘””“®+«w—@ZO“]
/0 Pt s pasmzy 1003 75) — ap(1/0) 1) dt]

|
L, [/0 D _—(5+4) t]l{é<p(1/ﬁ)zt}ﬁ<1 —q)(1— Oé)dt]
B[Ot gt )

> 0(6?\/[7 7-D)

2. The mapping K,

+ B :/OTZD L YR (f(Z) —ap(1/1)Z,) dt]

~ [ [Tz (6P “
B, /0 D, (+n)t]1{é<p(1/ﬁ)zt}77(1 —q)(1 - a)dt}

+Bo [0 (1 - )(1 - a)],

is a contraction mapping just as A (10) in Lemma 2. Furthermore, this mapping is

increasing in f (2 ) and therefore,

K*(f)(2|2p,C) = K"(f)(Z|2p. G) (15)

where K™ is the mapping K applied n times to f . The fixed point of this mapping is
the solution to the firm value given issuance strategy Oy = (2 ,m) and default strategy
(ZDa G)
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3. The intermediate value theorem combined with Lemma A.6 of Hugonnier et al. (2015)

5+(r—q)Zp
§

implies that there exists an optimal G' € (0(0}}/[, ™), that solves solves,

G = K*(f)(Z|G, Zp).
Let G be this fixed point then,

K>(F)(21G. Z0) = G > o(63,75).

4. The cash flows of the equity value satisfy,

§— (1 =m)Z+17(o(0r,7H) — p(1/N)Z)" <6 —(1—=7)Z + 77]1{0(9;\4,75)2;)(1/77)2} (G —p(1/7)Z)

<6—(1-mZ+0(G—p(t/D)Z)"

The equity value given the strategy 6y dominates the equity value of the one shot
deviation given by (Z ,m) therefore at the default threshold,

de(Z,m|0w, G, Zp)

<0.
07z -

Z=Zp

Furthermore, by definition of ZX” it must be that Zp < ZK" therefore between
[Zp, Z15""] there exists another default threshold that satisfies the smooth pasting con-
dition Zp.

5. The firm value is increasing in the default threshold since,

0+ (m—q)Zp+7(1—q)(L—a)> @ +0)(1-q)(l—a),
0+ (r = q)Zp+ 0 (f(210u, G, Zp) = ap(1/)) Zp > (5 + 2)(1 = q)(1 — a).

For the second case observe that if (7 — ¢ — fgp(1/7)) > 0 the results holds. If (7 —
q—"7qp(1/7)) < 0, because shareholders never default at maturity for any trajectory of
Zy issuing debt is negative NPV. The firm value is strictly smaller than 1 in this case,

which is a contradiction of (15) and therefore can be excluded.

6. This implies that, as in step 3, G needs to be updated upward. This then again leads
to an upwards adjustment of Zp, as in step 4. Eventually this process converges since

the solution to the model for @ w is finite. Let Zp and G be the finite solutions with 7p
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the accompanying default time.

7. It holds that,

o(Br. 7p) > o(031:7h),
which contradicts the definition of 03,

This implies that shareholders have no incentive to deviate from their issuance strategy.
Furthermore, the default strategy is optimal and therefore the solution is a Markov perfect

equilibrium. O

F.  Restructuring Model

Assumption 2. For any 0y € R and one-shot first period deviation of 0y the equity
value is non-negative given the default boundary that satisfies the smooth pasting condition.
Furthermore, the equity value is non-decreasing in the firm value the next iteration for any

Markovian strategy 0.

Theorem 2. For m < 7*(w) such that Assumption 1 holds there exists a Markov Perfect

Equilibrium. In this equilibrium,

e The equilibrium issuance strategy 03, maximizes the firm value assuming shareholders

default optimally.

e The equilibrium default strategy Ty, is,
77, = inf {CUP},

where the default barrier Z7, satisfies the smooth pasting condition.

e The equilibrium debt price equals the expected discounted cash flows of the debt given
ThH-

e The equilibrium restructuring strategy a* s given by Proposition 5.

o Off-equilibrium, creditors belief that any deviation from the optimal issuance strategy

s a one-shot deviation. The off-equilibrium debt price is the expected discounted cash

flows of the debt given the optimal default strategy that follows from these beliefs.

Proof. Take 0}, = arg sup o(fy,7p). From Lemma 4 it follows that if 4 < 7 then the
9]\461&1

optimal firm value is equal to the unlevered firm value 1. Therefore the optimal debt maturity
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nM < oo is attained. The optimality and existence of a finite barrier default strategy follows

from Lemma 5. The existence of a finite default barrier implies that Z% < oo is attained.

Because of the time-homogeneity of the model it is sufficient to look at one-shot first period

deviations to prove existence of a Markov Perfect Equilibrium. Shareholders deviate from

Oy in the first period with Z > 0 and 7. Lemma 5 shows that the optimal default strategy

is given by (4) with the finite default threshold satisfying the smooth pasting condition. The

proof now has several steps:

1. Assume there exists a one-shot deviation (Z, m), with the optimal default strategy

given by Zp and G = o(03,,a*, 7p) and the optimal restructuring strategy by a, that

improves the firm value. Observe that firm value f (Z) at Z in this case is equal to,

F(Zo\2p,a,G) =Fy [ /0 D =GN (5 4 (x — ) 2)) dt}

~ r ’7'2 _ R A . ) )
+ Eg /0 D, (6+n+>\)t]]‘{GZp(l/ﬁ)Zté}n (o(03s, 1) — qp(1/0) Zy) dt}
~ B TZD _(5+A+>\)t A R B B
+Eo /o eV e a2 1L — @) (1 a)dt]
+ 1B, / Zp e(HﬁH‘)t)\Z(Zt)dt]
L/O

+ By [e” TV (1 - g)(1 - )]

> o(0y,a", ).

2. The mapping K,

K(§)(ZolZ, G) <o | [ 77 01 54 (x — )2 dt|

0

+IEO
+ B,

+IEO

+I~E0 >€

[ [T2p (5444t Y N
_/0 € g ]l{pu/ﬁ)ztgg}n (f(Z> qp<1/77>Zt) dt]

"Zp _(64+i+N)t a1 B
_/0 e (041 ]]'{p(l/ﬁ)Zt>G}n(1 q)(1 a)dt}

_ [ e ez
LJO

is a contraction mapping just as A (10) in Lemma 2. Furthermore, this mapping is
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increasing in f (Z ). This implies that,

K>(f)(Z|Zb, )>K"(f)(Z|ZD,@) (16)

>0( Mva TD)

> 1,

where K™ is the mapping K applied n times to f . The fixed point of this mapping is
the solution to the firm value given issuance strategy Oy = (2 ,m) and default strategy
(ZDa é)

3. The intermediate value theorem combined with Lemma A.6 of Hugonnier et al. (2015)

5+(r—q)Zp
)

implies that there exists an optimal G € (0(97\4, a*, ), that solves solves,

G = K*(/)(Z|G, Zp),
Let GG be this fixed point. This implies that,

K=(f)(Z|G, Zp) = G > (0}, 0", T}).

4. Assumption 1 says the equity value is increasing in the firm value the next iteration.
The equity value given the strategy 6y dominates the equity value of the one shot

deviation given by (Z ,m) therefore at the default threshold,

ae(Z,mléMagvga ZD) <0

0z =2y ’

where @ is the optimal restructuring strategy that depends on the current issuance
strategy and default thresholds. Furthermore, by definition of Z,}:’flp it must be that
Zp < ZK'" therefore between [Zp, Z)"] there exists another default threshold that

satisfies the smooth pasting condition Zp.

5. The firm value is increasing in the default threshold since,

S+ (mr—q)Zp+n(l—q)(1—a)> (@ +9)(1-q)(1—a),
5+ (= )2 + 1 (F(2Wsr.0.C. Zo) — ap(1/i) Zo > (6 + 1)1 - (1 - a0



At the default threshold restructuring is always suboptimal because of the issuance
costs and therefore the surplus is always zero. For the second case observe that if
(m—q—"nqp(1/1)) > 0 the results holds. If (7 —q—1gp(1/7)) < 0, because shareholders
never default at maturity for any trajectory of 7, issuing debt is negative NPV. The
firm value is strictly smaller than 1 in this case, which is a contradiction of (16) and

therefore can be excluded.

6. This implies that, as in step 3, G needs to be updated upward. This then again leads
to an upwards adjustment of Zp, as in step 4. Eventually this process converges since
the solution to the model for @ w is finite. Let Zp and G be the finite solutions with 7p
the accompanying default time and g the optimal restructuring strategy.

7. It holds that,

A
A

0(9M, «, 7A'D> > 0((97\/[, Oé*, TB),
which contradicts the definition of 63,.
This implies that shareholders have no incentive to deviate from their issuance strategy.

Furthermore, the default strategy is optimal and therefore the solution is a Markov perfect

equilibrium. N

G. Finite Debt Maturity

In this section Proposition 2 is proven. This is done by showing that for ¢ = 0 and p = 0
the firm abstains from issuing perpetual debt. Continuity of the firm value in the model
parameters then proves the proposition.

For issuance cost ¢ and a firm issuing perpetual debt the optimal firm value is given by,

h(q) = sup 0(0,1p)
0e{(Z,0)|ZeRy }

)
q

with 7p the optimal default time. Let Z% be the optimal default threshold of this perpetual
debt model.
Define the equity value &(Z,m|p, Zp, q) and the firm value f(Z,m|p, Zp,q) as a one-shot

first-period deviation from h(q),




The optimal default threshold for the equity value e(Z, m|p, Zp,q) follows from Lemma 5
and is given by Z}5 where m = 1/n is the maturity of the debt issued.

Lemma 6. Given the default threshold Z%, initially issuing finite maturity debt for p = 0

and g = 0 increases the firm and equity value,

f(Z,00(0, Z},0) > f(Z,m|0, Z},0),
é(Z,0[0,Z2%,0) > &(Z,m|0, Z%,0).

Proof. For the firm value,
F(Z,00/0,2%,0) — f(Z,m|0,2%,0) = E, UO P ety (f(21,50(0, 2, 0) = h(0)) dt] < 0.
The inequality follows from the fact that,

h(0) = sup f(Z,00|0, Z},0).

Z€R+

The equity value,

TZ

e(7, 0010, 25, 0) — &l Z,m|0, 2,0) = By | [ &6y (e(2,, 000, 28,,0) — h(0)) at] <0,

follows from the same reasoning. O

Proposition 2. For small issuance costs q and principals p(m) the equilibrium debt maturity

m* from Theorem 1 is finite, that is m* < oo.

Proof. For ¢ =0 and p = 0 the result follows directly from the previous lemma,

e(Z,00(0,2%,0) < &(Z,m|0, Z%,0) < &(Z,m|0, Z3,0),
f(Z,00[0,23,0) < f(Z,m|0, Z},0) < f(Z,m|0, Z},0).

The last inequality follows from the fact that for Z% the equity value with the finite matu-
rity debt dominates the perpetual debt equity value. This implies that the optimal default
threshold Z% > Z9%. Since the firm value is increasing in the default threshold the inequality
for the firm value follows.

This result implies that for p = 0 and ¢ = 0 there is a one-shot deviation that increases the
firm value. Therefore, perpetual debt is never issued in equilibrium. Continuity of the firm
value in the model parameters (with the optimal default threshold adjusting accordingly),

following Lemma A.6 of Hugonnier et al. (2015), implies the result.
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