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Abstract: We explore financing decisions in midcap family companies to investigate whether
a financing strategy exists, what elements this strategy consists of and how it is applied to in
a specific refinancing process. The developed framework helps midcap companies in
establishing or improving the existing financing strategy to overcome identified inefficiencies
in current financing decisions. Furthermore, the research tries to migrate several qualitative
research strings on financing decisions and capital structure like behavioural corporate
finance and strategic capital structure theory.
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Aim of the Paper

The aim of the study is to investigate the current state of the management decision process in
family companies to provide an increased understanding on whether a formal financing
strategy has been formulated and will be followed through this specific refinancing process. It
highlights the efforts and behaviour of the management to cope with current and future

challenges in a changing financing environment.
Specifically, this study seeks to answer the following three research questions:

1. Which aspects have been the dominant factors in determining the chosen financing
instrument and have these factors been grounded upon a formulated financing
strategy?

2. Has there been an increased risk by the company in the availability of suitable
financing instruments during the refinancing process?

3. Has the capital structure changed significantly because of the absence of an adequate

mezzanine refinancing instrument?
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Background Literature

Standard mezzanine financing in Germany played an important role between the years 2004
and 2007 in midcap and family-owned companies in Germany as standard mezzanine
allowed to close a gap between senior bank lending and family equity (Glndel & Hirdes,
2008). Existing literature on the refinancing of standard mezzanine in Germany suggests that
a considerable part of the borrowers will face significant difficulties in finding a suitable
replacement (Hommel, Nohtse, & Schneider, 2011; Lehmann-Tolkmitt, Knéll, & Elmers,
2010) that might even lead to an insolvency risk for the company (PwC, 2011).

Two research projects on the usage of standard mezzanine in Germany (Briise, 2011; Nohtse,
2012) lagged to clearly identify one of the generally accepted theories on the capital structure
by examining the relevant determinants for the initial choice to use standard mezzanine as a
financing instrument and did not identify a strategic planning for the upcoming refinancing or

the existence of a formulated financing strategy.

In 2010, Borner, Grichnik, & Reize surveyed debt financing decisions of 10.692 German
SME and midcap companies from the KfW-Mittelstandspanel (KfW-midcap panel). They
acknowledge that even though they find evidence for pecking order theory, financing theories
that are including inefficient market approaches are more suitable for their survey, as efficient
capital markets are not given for midcap financing. Like in their 2003 study, key result of
their research was that the companies have to optimise their financing mix, if they want to
follow a rational financing strategy. However, especially SME can not act autonomous in
their financing decisions, but are constraint by the offerings from their financing partners,

especially their relationship banks. (Borner et al., 2010, p. 248).

Research by Koropp et al. in 2014 on financing decisions in family firms found support that
management teams follow a strategic approach to their firm’s capital structure. They identify
that financing decision making is subject to personal behaviour and characteristics like
attitudes and perceived norms of the manager (Koropp, Kellermanns, Grichnik, & Stanley,
2014, p. 321). Even though strategic capital structure theory (Barton & Gordon, 1987, 1988)
and notable aspects of behavioural finance like optimism and overconfidence (Bernardo &
Welch, 2001; Kahneman, Knetsch, & Thaler, 1991; Kahneman & Tversky, 1984) emerged
during the same decade, Koropp et al. are one of the first researchers that link their findings
with the propositions of strategic capital structure theory (Barton & Gordon, 1987, 1988).
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A current working paper by Adam, Burg, Scheinert, & Streitz (2014) showed that managerial
optimism affects not only the choice between debt and equity, but also certain debt design
features such as performance-pricing provisions, which specify that the interest rate rises if
the borrower’s performance deteriorates. Even though this survey focus on companies with
stronger credit profiles, their approach to assess whether optimistic CEOs, i.e., managers who
persistently overestimate their firms’ future expected cash flow, are more likely to issue
performance sensitive debt (“PSD”) than rational managers. PSD can be summarised as debt
contracts that involves an interest margin ratchet that adjusts interest rates depending on the
current leverage ratio (or other key financial indicators) of the respective company. They
investigated that optimistic managers are indeed more likely to issue PSD than rational
managers and suggest that managerial optimisam can be identified in the design of debt
contracts of the firm and that this optimism is not only impacting the general leverage ratio
but also the financing instrument chosen and the riskiness of such instrument (Adam et al.,
2014, p. 20).

Therefore, the existence of a financing strategy is seen as an important element to cope with
the identified deficiencies in financing decisions and the involvement of management
behaviour in these decisions (Psillaki & Daskalakis, 2008), in some research summarized as
behavioural corporate finance (Fairchild, 2010). Nevertheless, research so far primarily focus
on more quantitative-driven approaches like database surveys to identify aspects of midcap
financing decisions (e.g. Fairchild, 2010; Koropp, Grichnik, & Kellermanns, 2013; Koropp,
Kellermanns, Grichnik, & Stanley, 2014) and financing strategies (Borner et al., 2010) rather
than exploring on a more qualitative basis the aspects of such decisions and the factors that
build a financing strategy to adhere. Even though this research focus on a refinancing of a
specific instrument and on financing behaviour of German family business, the findings are
also relevant to explore financing behaviour of family business in other economies (Beck,
Demirguec-Kunt, & Maksimovic, 2008; Psillaki & Daskalakis, 2008).

Methodology

This study seeks to provide an in-depth investigation of financing decisions in family firms in
general and with regard to the performed refinancing of standard mezzanine in particular. In
order to do so the research is based on a case study approach (Miles, Huberman, & Saldana,
2013; Yin, 2008) For this research, the refinancing of standard mezzanine facilities of seven

midcap companies have been explored.. It involved the following steps:
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1. Data Collection

Data collection consists of three methods. The first were semi-structured interviews with two
participants per case. One of the interview partners was a member of the executive board and
in most cases also a shareholder of the company. The second participant was employed at the
second management level, usually the head of treasury or the hed of finance, who were
responsible for the operational negotiation and execution of the refinancing. These interview
pairs allowed for an in-depth investigation whether a formal financing strategy existed in the
respective case and whether it had been adhered to in the situation explored.

The second method was the analysis of key financial ratios of the cases and their impact on
an external rating tool that was used by many of the standard mezzanine providers: Moody’s
KMV RiskCalc. For this research, the rating was not only performed prior to the refinancing,
but also an additional rating prior to the original standard mezzanine financing was
performed to be able to compare the operational development during the usage of standard
mezzanine. The third method was a document review, analysing relevant material such as
executed financing contracts, executive memos and presentation to the supervisory board or

shareholders.
2. Data Analysis

The data analysis followed a three-phase approach. The first phase was a within-case analysis
of every company by transferring the interview content protocols into tables for a first-round
descriptive coding to identify first labels. Answers were substantiated or challenged by using
the results from the Moody’s KMV RiskCalc rating and the findings from the document
review. The second phase consisted of a between-case analysis, performed as a comparative
analysis between the cases. It allowed for second-level coding as the first labels were grouped
into categories or themes. The third phase followed with an across-case analysis by using a
matrix that was developed based on the categories and themes identified through phase two.
After the drawing of first conclusions, these were back-tested with the generated tables in
phase one and — in case of unclear conclusions — a re-check with raw data was performed.
Conclusions were substantiated by if-then tests to allow for an investigation of potential
connections between categories and themes. Finally, the conclusions were reconstructed to

answer the original research propositions.
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Results and Implications

Based on the analysis of the cases and the identified deficiencies in implementing and
following a financing strategy, this research identifies qualitative and quantitative aspects
(like key performance indicators, rating factors, preferred financing partners, information
requests, contractual restrictions and capital structure) that are forming the basis of the
financing strategy and resulting financing principles of midcap companies. These financing

principles can be found in Figure 1 below.

Figure 1

Elements of a Financing Strategy for a Midcap Corporate

1 CO(porate SEEgY el Gy REfETeee 2 | Strategic Financial Requirements
Indicators

Interlinkage with corporate strategy Definition of financing needs

= Consideration of the overall strategic goals = Quantification of the goals and measures identified
= Definition of financing structure from the corporate strategy, e.g.
Introduction of key performance indicators — Strategic investments and other financing needs
. resulting from the strategic financial budget/plan
= Usage of measurable key performance indicators for
the corporate controlling and definition of levels Development towards capital markets
— Performance ratios = Dividend policy

= Limitation of (personal) liabilities

H Financing Process

Development of a target financing process

— Financial ratios

Financing Instruments and Partners

Definition of requirements for a (potential) financing
instrument

Financing Strategy of a

Midcap Corporate

= Development of anideal financing process that can
= Definition of a portfolio of suitable financing be applied to in every upcoming financing situation
instruments and a target share within the overall

. . R Definition of milestones to be achieved by the
financing mix

corporate management
= Exclusion criteria for certain instruments or financing

markets — Templates for evaluating and presenting offers

from potential financing partners
Definition of requirements for a (potential) financing

partner — Development of a maturity profile for the existing

financing instruments to deduct adequate starting
= Minimum criteria for a (potential) financing partner points for upcoming financing processes

= Definition of disqualification criteria

Source: Own illustration.

Not surprisingly, some of the factors were more prominent in the interviews than others.
Nevertheless, by contrasting these with the document analysis it became obvious that some
aspects had a larger share in the negotiation process than indicated by the interview analysis,
such as transferability of the financing instrument by the lender. SMEs and midcap
companies should therefore critically reassess their existing financing strategy or routine after

every financing decision to adopt to recent developments.
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In addition, the findings led to the development of recommendations for SMEs and midcap

companies how to improve their financing principles and their decision making process to

facilitate and substantiate the evaluation of financing options and the selection of appropriate

financing instruments. These recommendations result in an exemplary framework to be used

as a basis in the development of an individual financing strategy and are displayed in Table 1:

Table 1

Recommendations and Examples for the Development of Financing Principles

Element of
Financing
Strategy Financing Principle

Examples / Explanation

1. Corporate a. Financing
Strategy structure
and Key
Perfor-
mance
Indicators

b. Limitation of
financial risks

¢. Financial ratios

d. Profitability and
performance ratios

e. Flexibility

Financing at level of [holding company / subsidiaries / special finance
vehicle] to cope with the overall strategic plan of the company, e.g.
diversification or internationalisation strategies)

Ensure optimal utilisation of financing capabilities of the overall company /
group by centralising / decentralising the financing function

Inclusion of requirements for special financing situations, such as subsidised
loans

Mitigation of the following potential risk factors

— Credit risks

— Pricing and volatility risks

— Liquidity risks

Mitigation of these risk factors by adopting an appropriate hedging strategy

Leverage (defined as Net debt to EBITDA) not exceeding [x.x]times
EBITDA

Minimum equity ratios of [xx.x]%
[other / sector specific ratios]

Inclusion of defined events that allow for a temporary shortfall in these
ratios, e.g. because of unplanned additional investment needs or special
events and mechanisms to return to the defined ratios

ROCE of [xx.x]% at company level
Target minimum cash flow

Target EBIT(DA) or respective margins
[other / sector specific ratios]
Benchmarking with competitors

No limitations or restrictions of financing capacity at holding level caused
by financing activities at subsidiary level

Definition of minimum funding reserve for unexpected events or unplanned
additional investment needs, benchmarking with competitors
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Element of
Financing
Strategy

Financing Principle

Examples / Explanation

2. Strategic
Financial
Require-
ment

3. Financing
Instru-
ments and
Partners

4. Financing
Process

a. Securing the

funding base

. Dividend policy

Limitation of
(personal)
liabilities

Mixture of
instruments and
maturities

. Optimisation of

funding cost

Collateral

. Relationship to

banks / financing
partners

Potential new
financing partners
and investors

Exemplary
financing process

. Templates

Maturity overview

Basis is the strategic corporate planning / budget

Definition of financing needs and timing for such needs to avoid shortfall in
financing strategic investments or general corporate needs

Definition of minimum available funding reserve to be obtained during the
horizon of the strategic corporate planning

Definition of general dividend principles (sometimes already included in the
company’s articles of association); e.g. Limitation on annual dividends as
long as the minimum equity ratio is located below the target ratio or the
Leverage exceeds a certain range

Careful evaluation of different forms of organisation and impact on general
dividend layout

Definition of general rules and limitations for liabilities for the company that
external financing partners typically envisage

Regulation on potential personal liabilities of the owners / shareholders,
depending on the form of the respective organisation e.g. limited
partnerships

The company*s financing should [be a diversified portfolio of instruments /
be based on long-term bilateral bank financing / syndicated loan facilities /
capital market instruments]

The maturity profile of the financing mix reflects the nature of the business

The instruments chosen avoid significant refinancing risks based on single
refinancing events

All financings should include a maturity profile that is adequate to the
respective usage of the funds / investment

Finding a financing portfolio that optimises (but not necessarily minimises)
the cost of funding for the company by maintaining the other financing
principles

Definition of collaterals that are available to secure external debt / Negative
pledge

Definition of core or relationship banks and depth of relationship, e.g. new
financing business at company or group level only to be discussed with
defined core banks

Criteria for defining a banks as core or relationship bank, such as Rating,
regional presence and focus, competence in relevant products and services

Definition of criteria for accepting a new financing partner such as a leasing
companies, pension funds or insurance companies

Disqualification criteria — especially with regard to capital market
instruments — e.g. no hedge funds, no financing partners with a jurisdiction
outside the EU, no sovereign funds

Development of an exemplary financing process that includes all key
milestones; starting from internal preparation, covering selection and
approach of identified potential financing partners, selection and negotiation
process until funding of the new financing instrument

Maintain a stringent financing process with a timely execution to avoid
refinancing risks

Design of templates for executing the financing process as well as for the
selection and internal approval process(es)

Establish a company-wide banking ledger that avoids any unexpected
refinancing event to occur as well as to be able to execute the developed
exemplary financing process

Source: Own illustration.
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Conclusion

This study makes the following specific contributions to existing research. First, this study
contributes to the young field behavioural corporate finance, especially for SMEs and midcap
corporates and provides additional aspects that should be considered in developing
hypotheses and variables in future empirical research. Second, the study adds to the already
existing research on standard mezzanine refinancing as it contrasts or confirms findings from
the research that has been performed prior to the refinancing with the factual refinancing.
Finally, the study can be seen as a further step to migrate several qualitative research strings
on financing decisions and capital structure like behavioural corporate finance and strategic
capital structure theory.

This research has several limitations that should be kept in mind. For example, only Midcap
companies in Germany have been investigated and inference to other countries should be
made with caution. Financing markets and practices as well as legal systems vary across
countries and regions and therefore may influence financing strategies and financing

decisions. Furthermore,

Furthermore, we relied on a single respondent, the managing director or owner-manager,
from each firm, meaning that only a limited view is provided. Ideally, future research would
also include other perspectives, for example, that of the firm's key employees, as a means to
obtain a more balanced understanding of governance practice in small firms. Another
potential limitation of this study is the small sample size of SMEs and the cross-sectional
research design. The sample was not random and was derived from one geographic
population. The study is limited to the extent to which it can be generalised to a wider
population of small firms. However, the paper uses a qualitative methodology that involves
in-depth, semi-structured interviews which is very uncommon in corporate governance
research and provided new insights regarding the governance in small firms which can be
investigated with a wider questionnaire survey to make the results of this study more robust.
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