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6. Conclusion

Surprisingly little is known about the dynamics of
leverage over the business cycle. Both theoretical predic-
tions and empirical evidence are scarce, ambiguous, and
strongly model-dependent. Importantly, the empirical liter-
ature so far has not analyzed the overall dynamics of (tar-
get) leverage; instead, it has only focused on the coeffi-
cients of recession dummies or macroeconomic variables
in empirical models, which only capture the marginal ef-
fects.

This paper presents a comprehensive—in terms of firm
samples, empirical specifications, sources of dynamics, and
leverage definitions—empirical analysis of target leverage
dynamics over the business cycle. We find strong sup-
port for counter-cyclical target and observed leverage for
the average firm; i.e. realized and target leverage being
higher during recessions than during expansions. Measur-
ing realized or target leverage ratio dynamics, we are un-
able to find significant differences in cyclicality between
constrained and unconstrained firms. In both cases, we
find counter-cyclical dynamics. However, we also find that
leverage dynamics are not counter-cyclical for all firms.
There is a fraction of firms that experiences pro-cyclical
dynamics. These firms also exhibit characteristics suggest-
ing significantly counter-cyclical losses-given-default, con-
sistent with pro-cyclical leverage.
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