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Abstract

We study the interaction between market timing packing order in the financing decision of firms.
Using a sample of debt and equity issues and sbprechases of Canadian firms during 1998-2007,
we find that only when firms are not financiallynstrained, they are more likely to issue (repurehas
equity when their shares are overvalued (underdyJuEnd post-announcement long-run returns are
lower for overvalued firms. These findings are mooasistent with the market timing theory than
rational financing theories. We also find supportthe pecking order theory which predicts thahér
prefer debt to equity financing unless they arariially constrained, but this result only holds fo
firms are that not overvalued. These findings hgittlan interaction between the effects of market
timing and pecking order: firms time the marketdsuing or repurchasing equity only when they are

not financially constrained, and pecking order @striikely to hold among undervalued firms.
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1 Introduction

Two important theories on security issuance arentleket timing theory (see, e.g., Stein,
1996) and the pecking order theory (e.g., Donald$e61)® According to the market timing
theory, managers are able to time the market awkisquity when the stock of the firm is
overvalued and repurchase equity when it is undieeda The pecking order theory argues
that due to the higher costs of equity issuancmsfiwill prefer debt to equity financing, and
firms will issue equity only when they are finarlbiaconstrained. These theories have
received mixed support from the prior literaturet to the best of our knowledge there are no
papers that have tested for interactions betweesettheories. Our paper aims to fill this gap

by examining the interaction between market timang financial constraints.

The idea whether companies time the market in fir@ncing policy remains controversial in
the literature. For example, Jung, Kim, and Stdl296) find evidence inconsistent with
market timing, DeAngelo, DeAngelo, and Stulz (208Bpw only a limited effect of market
timing on equity issuance, while other papers shioat firms time the market with public
equity issues (e.g., Baker and Wurgler, 2002; Goames Phillips, 2007). Even though most
papers find that overvaluation (typically measubgdthe market-to-book ratio) negatively

predicts post-issue stock performance, the resulalso potentially consistent with an

® Other important theories include the informatimyrametry model of Myers and Majluf (1984) and tketis
trade-off theory. Myers and Majluf (1984) argue ttlexternal financing is costly because of informati
asymmetry between the management and outside arge§ince equity involves a greater level of infation
asymmetry than debt, firms should prefer debt toitggThe static trade-off theory argues that firtrede off
the advantages of debt, such as the deductabilityterest costs from corporate taxes, againsathantages of
equity, such as lower expected bankruptcy costs. @dper only focuses on the pecking order and ebairking
theories.
" In some parts of the finance literature the theaxrilyers and Majluf (1984) is included as partloé pecking
order theory because the information asymmetry rthed Myers and Majluf implies the same financing
hierarchy. In this paper we limit the “pecking ortitheory to the following specific version: due tiee higher
financing costs of equity issuance, firms prefdrtde equity issuance, and equity is used only wirems are so
financially constrained that they cannot take ugitamhal debt (see, e.g., Shyam-Sunder and My&391
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investment-based “rational” theory in which firmgeecise growth options through equity
issuance, and the lower post-issue stock retuffecte decrease in firm risk as risky growth
options are converted into less risky assets inepla.g., Carlson, Fisher, and Giammarino,
2006; Li, Livdan, and Zhang, 2008). Similarly, teeidence on the pecking order is rather
mixed (e.g., Shyam-Sunder and Myers, 1999; Frank @ayal, 2003; Fama and French,

2005; Lemmon and Zender, 2010; see Section 2 fioora detailed review of the theories).

In this paper, we take a different approach anestigate the effects of market timing and
pecking order simultaneously. There are severasorea for examining the interaction
between market timing and financial constraintssti-the effect of market timing on security
issuance should be conditional on the degree ahtiial constraints. Companies that intend
to issue (repurchase) equity when their share®waevalued (undervalued) may not be able
to do so if they do not have the financial flexiil In other words, market timing is only
feasible when firms are less financially constrdin€onsequently, according to the market
timing theory, equity valuation should negativelyegict the post-announcement stock
performance especially for financially unconstrainssuers. Second, the effect of pecking
order may be conditional on equity valuation. Ié tthares of the firm are overvalued, the
incentive to issue overvalued equity may dominate effect suggested by the pecking order.
Put differently, a financially unconstrained firsi@xpected to use debt financing according to
the pecking order, but if the firm is overvaluedmiay choose to issue equity instead. Third,
uncovering such an interaction should help rule ‘ational” theory interpretations as
opposed to market timing, because rational theadi@snot have an implication on the
interaction between abnormal stock performance fmahcial constraints. For example,
rational theories do not predict the post-annoumcgnabnormal stock returns would be

different for firms with different levels of finara constraints.
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Our empirical tests are conducted on a sample afrgg issues by Canadian firms. Most of
the empirical evidence for market timing and pegkarder is based on US studies, and a
study of the Canadian market will provide a usefuk as to how general these theories really
are. While the Canadian and US capital marketssabstantially integrated, there are also
important differences. For example, Canadian cornegaare usually closely held, whereas
ownership of US companies tends to be more widelgeised. In fact, most stock markets,
including the large markets in continental Eurdped to have shares that are closely held. In
such markets there may be different levels of stotkvaluation compared to the US.
Therefore, empirical evidence based on the Canadhpital market may provide an out-of-

sample test for these theories.

We study the security issuance decisions usingrgpleaof Canadian firms that issued equity
or debt, or repurchased shares between 1998 antl Z0Otest for the interaction between
market timing and financial constraints, we use mhaket-to-book equity ratio (MB) to
measure stock valuation, and employ a measurenahdial constraints (the KZ-index)
developed by Kaplan and Zingales (1997) and usedtlwr authors (e.g., Baker, Stein, and
Wurgler, 2003; Chang, Tam, Tan, and Wong, 2007}erAfonfirming the finding in prior
literature that equity issuers have higher MB matitan debt issuers or repurchasers, we focus
on the key relation between pre-announcement MBpasttannouncement stock returns and

how this relation depends on the KZ-index.

We examine both the announcement period (3-day)angdrun (3-month) stock returns after
the announcement, because short-run market reaatiayy be inadequate to reflect the full
extent of the pre-issue market valuation of theugss. Indeed, we find that short-run

announcement period returns do not lead to a robastlusion regarding the relation
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between market performance and market-to-book. Kewean analysis of the longer-run

post-announcement stock price performance reveatar& contrast between the issuers:
equity issuers perform the worst, followed by debtsuers, with equity repurchasers
outperforming the market. For equity issuers, tlmmmarket-adjusted return in the period of
2 to 60 days after an equity issue announcemén®& for firms with a low MB ratio and is

-14.66% for firms with high a MB ratio. The differee between these two sub-samples is
statistically significant at the 1% level. Thessulkés are consistent with the market timing
hypothesis, but also admit the rational theoryrpretation that issuers should earn lower
post-announcement returns when high-risk growtloaptare converted into low-risk assets

in place.

We further distinguish the hypothesis by splittthg sample into high and low KZ firms (a
high KZ-index indicates more financial constraint8je sort our sample into 16 (4 x 4) MB-
KZ portfolios based on pre-announcement MB and Kidues, and examine the post-
announcement size-MB style-adjusted buy-and-hdldme. We find that the effect of MB on
long-run abnormal returns is primarily among low-Kssuers. For example, consider the
zero-investment hedge strategy that goes long @toth-MB portfolio and short on the high-
MB portfolio. This hedge strategy has a mean 3-imostlyle-adjusted return of 12.1%
(statistically significant at the 5% level) amormviKZ firms, compared to a statistically
insignificant 4.3% among high-KZ firms. Moreoven, inultivariate regressions, we confirm
the finding that that high MB predicts lower sty@djusted long-run returns only among low-

KZ issuers. These results give stronger suppothi®market timing theory.

We also examine the effect of misvaluation andrfai@ constraints on security issuance

choice decision. We assess whether MB and KZ atfextchoice between equity and debt
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issuance and the choice between equity issuancequity repurchase, in multinomial probit
regressions that control for factors including fisme and information asymmetry. We find
that MB increases the probability of issuing equigrsus issuing debt, but this relation is
robust only when the interaction between KZ and MBEontrolled for; overvalued firms

(with high MB) are more likely to issue equity oMghen they are not financially constrained.
Similarly, undervalued firms (with low MB) are molikely to repurchase equity only when
they are not financially constrained. With respgedhe pecking order theory, we find that KZ
increases the probability of equity issuance vedwls issuance, but only when MB is low.
This result indicates that a high degree of finahconstraints makes firms more likely to
issue equity compared to debt — consistent withpieking order prediction, but only when

firms are not overvalued.

In sum, we find that the issuing firm’s valuatioegatively predicts post-announcement
abnormal returns only when the firm is financiallyconstrained, which gives support for the
market timing theory rather than the investmenedastional theory. Moreover, when firms
are not financially constrained, they are morelyike issue (repurchase) equity when they are
overvalued (undervalued), and the pecking ordediptien that a lower degree of financial
constraints increases the probability of debt fanag is more likely to be observed among
undervalued firms. These results highlight the ingooce to account for the interaction
between market timing and pecking order when wesasghe validity of these theories in
security issuance. To our knowledge, such an idtiera effect on security issuance has not

been documented in prior literature.

The remainder of the paper is organized as folldwsection2 we discuss related research

and develop hypotheses. Sectioaescribes our sample and construction of pro8estion4
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presents empirical results with respect to theraatton between the market timing and

pecking order effects on security issuance. Seétmncludes.

2 Literature Review and Hypotheses

2.1 Previous Research on Security Issuance

There is a vast literature on security issuancehibisection we provide a brief review of the
papers most directly related to our hypothesesvi®due research finds that equity offers
coincide with high market valuations of equity ($ee example Asquith and Mullins, 1986;
Jung et al., 1996; Hovakimian, Opler, and TitmadQD). Baker and Wurgler (2002) show
that past market valuations have a strong andgtensieffect on capital structure; firms raise
equity when the cost of equity is “unusually low” market-to-book ratios (if considered as
proxy for misvaluation) are extremely high. Gomas ®hillips (2007) find evidence for the
market timing hypothesis. The probability of isguiequity increases with excess stock
returns prior to the announcement compared to the-rsatched benchmark portfolio.
Moreover, they show that market timing is a patticeharacteristic of public equity markets.
However, they do not examine the post-issue stakopnance, and therefore alternative
interpretations about prior stock returns cannoekeluded. Elliott, Koéter-Kant, and Warr
(2008) use an earnings-based valuation model tahtesnarket timing theory, and find that
equity market mispricing plays an important rolghe security choice decision. There is also
evidence that managers repurchase equity when libkgve their shares are undervalued
(e.g., Ikenberry, Lakonishok, and Vermaelen, 1998grnational evidence on market timing
is quite limited. Henderson, Jegadeesh, and Wdis{2@06) find evidence of market timing
with respect to equity and debt issuances in mioteocountries in their sample. Bruinshoofd
and De Haan (2007) test this theory for a sampld50®00 observations on US, UK, and
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Continental European firms. They find that there anly a few market timing effects on the
capital structure of European firms and that theg apecific to information and

communication technology (ICT) firms and the ICToboepisode.

Other papers find little or no evidence of markaetitg. Jung et al. (1996) test whether
market timing is of first order importance in thecarity decision process in a sample of firms
during 1977 to 1984. They find that although eqisguers have higher market-to-book ratios
and experience higher stock price run-ups prioth®o announcement than debt issuers, the
results are not consistent with the market timingl&nation of capital structure. The
announcement date excess returns are more nefativens that have lower market-to-book
ratios or that are less overvalued, and there i®wndence that equity issues with higher
market-to-book ratios have low post-issuance lamg4returns. DeAngelo, DeAngelo, and
Stulz (2010) find that while equity issuers haveigher valuation as measured by market-to-
book ratio or post-issue long-run return, overvadua only has marginal effect on the
probability to issue equity compared to the neamteash need of the firm. Furthermore,
even though most papers find that market-to-boajateely predicts post-issue long-run
stock returns, the interpretation is controverdtalr example, Carlson et al. (2006) and Li et
al. (2008) both suggest an investment-based “rafidheory. They argue that the pre-issue
stock price run-up reflects high growth opportwesti Managers issue equity to invest in
those opportunities, and the lower post-issue ababstock returns reflect a decrease in firm

risk level as risky growth options are convertei less risky assets in place.

According to the pecking order theory (Donaldso®61L Myers, 1984; Shyam-Sunder and
Myers, 1999) different financing options bear diffiet financing costs and firms will prefer

the least costly means of financing. Firms will yomdsue the “costliest” security (equity)
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when forced to — i.e., when firms are financialbnstrained. Previous research, conducted for
the US and the UK markets (see for example Hovaanat al., 2001), mostly finds that
equity is preferred to debt by smaller and riskbeempanies, those with better growth
opportunities and lower leverage, and less prdétadirms. These results are generally
consistent with pecking order. Shyam-Sunder andrMyE999) also demonstrate support for
the pecking order theory, based on a sample of madiums. De Jong, Verbeek, and
Verwijmeren (2010) extend the Shyam-Sunder and My&899) model by separating the
effects of financing surpluses, normal deficits] éarge deficits. They find some evidence for
a pecking order among large firms, but they alad that the model does not hold for small
firms, which have the highest potential for asymmenformation. They also find that the
model has lost explanatory power over time. Otliediss cast doubt on the pecking order
theory. For example, Helwege and Liang (1996) fitik evidence of a pecking order from a
sample of IPO firms. Frank and Goyal (2003) finangsoevidence that large firms exhibit
pecking order behavior, but their overall evidegoes against it, while Fama and French
(2005) show that equity issues are very frequedtaaa typically not a result of a “duress” as
a last resort as predicted by the pecking orderandagemmon and Zender (2010) find that

debt appears to be preferred to equity financintpénabsence of debt capacity concerns.

The above empirical evidence is based on the stdr(dan-survey) literature. Overall, this
literature documents a mixed support for markeirtgnThe evidence about the pecking order
theory is also rather controversial. More recentlgw work has been conducted to use
surveys or interviews to ask financial executivbeu theories of capital structure. Surveys
among financial managers generally find that equélyation is an important determinant in
the decision to issue equity. In a well-known stu@yaham and Harvey (2001) find this to be

the case for 67% of the US CFOs that they surveyicBl and Mittoo (2004) conclude that
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53% of European CFOs share this view and BrounenJdhg, and Koedijk (2006) find this

for 52% of the UK managers in their stutly.

With respect to the pecking order theory the supayer of Graham and Harvey (2001) finds
that firms avoid equity when they perceive thas iindervalued. This view is consistent with
the pecking order theory. However, they also finat tthe importance of stock valuation on
equity issuance is not related to information aswtmyn These results are confirmed in the
European survey of Brounen et al. (2006). They afmbthat the results are in line with the
predictions of the pecking order theory, but tHermation asymmetries do not drive pecking

order.

2.2 Hypotheses
In this paper we examine two possible explanatimmsthe security issuance decisions —
market timing and pecking order. We highlight theeraction between the two effects in the

development of the hypotheses.

2.2.1 Market Timing

The market timing theory implies that companiesigsgquity when it is overvalued and

repurchase equity when they are undervalued. Tdwrekquity issuers should be more
overvalued than debt issuers and stock repurchasemiscussed below, we use the market-
to-book equity ratio (or allied variables such abih’'s Q) to measure valuation. The market
timing hypothesis predicts that equity issuers shdiave a higher MB than debt issuers or
repurchasers. However, as discussed in Dong, Hifehl Richardson, and Teoh (2006), MB

and related variables (such as pre-issue stockngtmay also indicate growth opportunities,

8 Brounen et al. (2006) find lower numbers for CRasn the Netherlands (39%), Germany (42%), and ¢&an
(33%). They argue that the difference with the U8 ¢the UK is caused by the importance of publicitehp
markets in the Anglo-Saxon countries.
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managerial skills, etc. To distinguish market tignifrom alternative interpretations, we

further examine stock performance around and #iteannouncement of financing decisions.
According to market timing, overvalued (undervalufiams should issue (repurchase) shares
when their shares are overvalued (undervaluedjh@snarket corrects the pre-announcement
misvaluation after the issuance announcement,deegnnouncement stock returns should be

lower (higher) for high-MB (low-MB) firms.

We examine both the announcement period and lomgstock returns after the

announcement, because short-run market reactiopbenmadequate to reflect the full extent
of the pre-announcement market valuation of thaeiss For example, the first-day returns of
initial public offerings (IPOs) tend to be high,tlibe long-run returns of IPOs could reverse
initial returns, such as during the “bubble periad’the late 1990s (e.g., Ritter and Welch,
2002; Purnanandam and Swaminathan, 2004). Jurig (@986) examine both short-run and
long-run market performance of equity issuers. Thayg that high-Q firms earn higher

announcement period abnormal returns than low+@sfimand long-run returns do not seem to
be related to Q. In their view this represents enat against market timing. To test market
timing in a different market and sample period, weestigate the relation between stock

returns and MB ratio.

The effect of market timing on security issuanceudth be conditional on the degree of
financial constraints. Firms that intend to issvep(rchase) equity when their shares are
overvalued (undervalued) may only be capable ohgl@io if they have sufficient financial
flexibility. This means that market timing is onpossible when firms are less financially
constrained. Therefore, if the market timing thebojds, equity valuation should negatively

predict the post-announcement stock performancecedly for financially unconstrained
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issuers. Similarly, for a financially constraineahf, it may not be able to take more debt even
if its stock is undervalued. This reasoning leadshe following two hypotheses about how

the effects of market timing are conditional orafigial constraints:

Hypothesis 1. Post-announcement excess returns should be decreasing in the market-to-book

ratio for security issuers, especially when firms are not financially constrained.

Hypothesis 2: Firms are more likely to issue (repurchase) equity when their stock is

overvalued (undervalued), especially when they are not financially constrained.

Hypothesis 1, if confirmed, should help rule outional” theory interpretations as opposed
to market timing. According to investment-based “rational” theoriesg., Carlson et al,
2006; Li et al, 2008), firms exercise growth opsairough equity issuance, and the post-
issue stock returns should be lower because otiease in firm risk as risky growth options
are converted into less risky assets in place. KHewehese rational theories do not have an
implication on the interaction between abnormactistperformance and financial constraints.
Hypothesis 2 offers a further empirical predictaiyout the interaction between market timing

and financial constraints.

2.2.2 Pecking Order
According to the pecking order hypothesis (Donaigst®61; Myers, 1984; Shyam-Sunder
and Myers, 1999), different ways of raising capaa¢ associated with different levels of

financing costs. As a result, there is a financmegrarchy that firms will follow, where

° Hypothesis 1 should apply to both the full sampesecurity issuers/repurchasers and equity issuelgs In
the empirical tests described below, we perforntstesm both the full sample and equity issuers and f
consistent evidence.
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internal financing (retained earnings) will be uskdt, followed by external debt-like
financing. Equity financing will only be used whdéinms are financially constrained and
cannot take up any additional leverage. Furthermtire effect of pecking order may be
conditional on equity valuation. If the firm’'s slearare overvalued, the incentive to issue
overvalued equity may dominate any effect suggelsyetthe pecking order. Put differently, a
financially unconstrained firm is expected to usbtdfinancing according to the pecking

order, but if the firm is overvalued, it may chodsassue equity instead. This implies:

Hypothesis 3: A higher degree of financial constraints increases the probability of issuing

equity, especially when firms are undervalued.

3 Data and Definitions of Variables

3.1 Sample Construction

We analyze three types of public security issuesepurchases in the Canadian market
between 1998 and 2007: debt (bond) issues, seasungty issues, and share repurchases
(equity withdrawal). The data on the new issuegathered from the SDC New Issues
database and matched with the WorldScope accoudditag as well as stock price and market
value of equity data from DatastredfmAfter we have eliminated issues or repurchasels wit
incomplete information as well as all financialnis (SIC 6000-699), we are left with 227
corporate debt issues (made by 64 different congsani,271 corporate equity issues (made
by 664 different companies), and 1,071 intendedeshepurchases (made by 447 different
companies). We gather data on analysts' forecaststhe I/B/E/S database available through

Wharton Research Data Services (WRDS).

19 Note that availability of data refers to a parérucompany being listed in Datastream and nohééctual
accounting numbers per se. Number of companieabiled of descriptive statistics and regressioretablight
therefore be different, depending on the availabdf data for the variables used in the analysis.
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3.2 Variable Definitions

We organize variables according to the hypotheseslevelop in Section 2.2. Specifically,

we define groups of variables to test hypothesgarding (1) market timing and (2) pecking

order.

3.2.1 Market Timing

To test the market timing theory, we need measoireguity valuation (market-to-book ratio,

Q-ratio), as well as stock price performance messas defined below:

VB market value of equity
Market -to-book value of equity is defined as  book value of equity

where the market value of equity is taken 5 tradiags prior to the announcement.
MB is a cleaner measure of stock misvaluation taridefined below), since Q

contains information about leverage that may comata the measure for
misvaluation. Therefore, MB is our primary proxy &iock misvaluation.

Tobin’s Q-ratio. Mainly to compare with prior literature (e.g.,nd. et al., 1996) we

use the Q-ratio as a measure of stock misvaluafibe. Q, or market-to-book asset
ratio, IS defined as:

book value of long term and short term debt + market value of equity

total assets
. CAR _;n_o -
Stock returns before the announcement of the secuyi issue (=80~=21 s
estimated using the standard market model withtdbed return on TSX 300 market

index being a proxy for the market return.

Stock returns at the announcement of the securitysisuec'qﬁ'i‘i-li' is estimated
using the standard market model with the totalrretun the TSX 300 market index

being a proxy for the market return.
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« Stock returns after the announcement of the secusjtissue 4260 is estimated
using the standard market model with the totalrretun the TSX 300 market index

being a proxy for the market returh.

For all the market-model cumulative abnormal retuthe estimation window for the model
parameters is (-200, -60) relative to the annourcerdate. In addition to the market-model
abnormal returns, we also use size and MB adjustenins over the three event windows to
examine market timing (see Section 4.2). We expegtity issuers to have significantly
higher MB-ratios than debt issuers or share re@sets. Moreover, stock returns after the
announcement of the issue are expected to be dewgean market-to-book ratios, if

managers time the market.

3.2.2 Pecking Order

In testing all of our hypotheses, we employ a cahpnsive measure of financial constraints
— the Kaplan-Zingales (1997) index. The KZ-indexasstructed based on the coefficients of
the restricted ordered logit model. The originalefvariable version of the index has been
used in past studies as a measure of financialtreams (e.g., Lamont, Polk, and Sa’a-
Requejo, 2001). Following Baker et al. (2003), welede the Tobin’s Q-ratio from the
index, as a high Q-ratio might indicate overvaloiatand thus contaminate the index as a

measure of financial constraints. We therefore waosthe KZ-index as:

CF:. DIV CASH,,
KZ;,, =-1.002 T — +3.319-LEV,, — 39.368 - — — 1.315. -

Air—a T"'I‘:':'—i T"'I‘:'.."—i

(1)

' We use a (2,60) window to measure long-run retimnerder to minimize the influence of non-issuance
events, to reduce the effect of using alternateechmark long-run returns, and to preserve sangde s
15



CF represents sum of the net income and depreatjalid stands for total assets, LEV
represents leverage as long-term debt over laggatassets, and CASH represents cash and
short-term investments. The KZ-index is higher fimms that are more financially
constrained, since such firms have exhausted tedit capacity (high leverage), have low
cash balance or cash flows from operations, andlpayor no dividends. Hypothesis 3
implies that the probability of issuing equity skbbe increasing in the value of KZ — more

financially constrained firms are forced to issqgeity, especially when firms have low MB.

We also present statistics of the component vasabt the KZ-index, along with firm size:

long term debt

. , LEV =
* Leverageis defined as: total assets

ret income + depreciation

) ! ) CFA
* Cash flowis defined relative to total assets as: total assets

cash dividends

. . - . DIVA
» Payoutis defined as cash dividends relative to the asset total assets

cash and equivalents

. . SLACK =
* Slackis defined as: total assets

* Firm size is defined as the logarithmic value of total assethere we deflated the

value of total assets with the consumer price ingéx 1337 = 100 );

LNTA = logi deflated total assets) |n some tests we also use the logarithm of the

market value of equity to measure size.

Firms with low internally generated funds (low freash flow), a low debt capacity (high
leverage), and high financial constraints (low paydow slack) are supposed to be more

likely to issue equity.
16



3.2.3 Other variables

Even though we don’t explicitly test for the infoation asymmetry model in our paper, we
find it important to control for variables that nseeae information asymmetry. We first
compute the parameter of agreement between managdrgvestors. This parameter was
used by Dittmar and Thakor (2007) in their invest@nager agreement theory. This theory,
which is closely related to the information asymmeheory of Myers and Majluf (1984),
states that firms issue equity when there is a laghl of agreement between managers and
investors. Dittmar and Thakor (2007) define theeagrent parameter as the difference
between the actuaffS:) and the last forecasted EPEF¢7) divided by the actual EPS.
They argue that a higharrepresents higher agreement, as investors aréldelysto question
the managerial decisions if the managers are abieliver better earnings than expected. In
our view this variable does not really measure éagrent”, but rather measures trust or
confidence. For this reason, we use the absolugtoreof alpha as our main “disagreement”
variable. A higher value of absolute alpha represess agreement, since the actual EPS will
be further from the forecasted EPS. In addition, mweasure information asymmetry or
disagreement between management and investorsebylisipersion of analysts’ earnings

forecasts. Higher dispersion implies higher infolioraasymmetry or disagreement.

« Information asymmetry or disagreement parameter absolute alpha (l«l) is
defined as the absolute value of the relative diffee between actugf {52 ) and the

forecasted earnings per shaf’fr) just prior to the announcement of the security

| |£’P5ﬂ — EPS;
) al=}——s=——
issue: EP5,
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» Dispersion of analysts’ forecasis defined as the absolute value of the coefftotén

variation of forecasted earnings for yaat, wheret is the year of the security issue:

standard deviation o f earnings f&’recagfgl

DISP = I
| mean earnings forecast |

A low Izl implies a low degree of information asymmetry @mager-investor disagreement,

and a low value of DISP implies low disagreemeigh{tagreement).

We also define additional variables that provid®rmation about the characteristics of the

issuers (repurchasers):

» Capital expendituresis defined as the capital expenditures over thar fiscal year

capital expenditures

CAP:
scaled by total assets: total assets

* Relative issue sizas defined as the nominal amount of funding raiaéti the issue

issue size

. RISS = —— . .
relative to total assets: total assets. ISsue size is defined as the value of the
issued security or repurchased stock, where watdefthe value of the issue size with

the consumer price inde%{{193= = 100),

4 Empirical Results

4.1 Sample Characteristics and Univariate Analysis

In Table 1 we present an overview of the yearlytritistions of security issues and

repurchases during the sample period 1998-2007eTisesome variation in the number of
different security issues and share repurchasestieesample period. Financing activities are
relatively strong in the first half of the samplerijpd, followed by a drop in activity,

especially equity issuance, around 2004, whichhigrtly after the end of the bear stock
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market of 2000-2002. There is a sharp pickup intgagssuance toward the end of the sample
period, so that the total issues reach a maximur@38fin 2007 of which 218 are equity
issues.

<Insert Table 1 here>

In Table 2 we present for the full sample desorgtstatistics and pair-wise differences in
means between different security types for selectedacteristics that we use as proxies for
market timing and the pecking order theories ofiteastructure, as well as proxies for

disagreement between management and investors.

<Insert Table 2 here>

In Panel A we first report characteristics andatighces between different issuers related to
market timing. Looking at the differences in mari@book (MB) ratios, we observe that
share repurchasers have the lowest MB (2.041),ewddjuity issuers have the highest MB
(mean MB of 5.300). The difference in MB betweeruiggissuers and debt issuers and

between equity issuers and equity repurchasetatistgally significant.

Figure 1 depicts the stock price performance foe iksuers before and after the
announcement. The sharp price run-up (run-dowmihgaup to equity issuance (repurchase)
announcement, along with the price reversal afterannouncement, is highly suggestive of

the market timing behavior of the firms.

<Insert Figure 1 here>
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The pre-announcement abnormal returrqéq‘%i—ﬁf'-—fi') for equity issuers are on average
8.2%, while for debt issuers the abnormal returrs @bout zero. Equity repurchasers

experience a -5.7% abnormal pre-announcement reAmnouncement period abnormal

returns f‘qgi‘l-l?) for equity issuers and debt issuers are on aeeshgut zero. Companies
that announce share repurchase programs expewenaeerage 1.8% higher announcement
period abnormal returns than equity issuers. Theselts are mostly in line with previous
literature on the wealth effects associated with #nnouncement of different security
issues? Note that the post-announcement abnormal ret@meduity issuers are on average -
6.2%, while that for repurchasers are 1.7%. We withvide multivariate tests about the

relation between post-announcement returns aniBheatios in the next subsection.

The evidence is consistent with previous literatumemarket timing (e.g., Baker and Wurgler,
2002) where equity issuers time the market andeisequity when their shares are

overvalued:®

Next, we look at the variables related to the pagkirder (Panel B of Table 2). First, we note
that our comprehensive measure of financial comssrathe KZ-index, is actually higher for
debt issuers than for equity issuers and repurchaBer example, the mean KZ is 0.405 for

debt issuers and 0.098 for equity issuers. Thidemge gives no support to the pecking order

12 Seasoned equity offerings induce the strongesativegwealth effects (see for example Masulis aodnr,
1986, Mikkelson and Partch, 1986, and Asquith andlivs, 1986) of betweer2.5% and-4.5% for the US

market, while debt issues induce only slightly riegawealth effects (see for example Dann and Mikde,
1984, and Eckbo, 1986).
13 Fama and French (2005) argue that firms repurchhaees when leverage is low and / or when investme
opportunities lower the value of debt capacity (IQ) In our sample (see Table 2) we observe thaipemies
that repurchase shares have the lowest Q-ration(ivelae of 1.505) and a relatively low leverages(Banel B
of Table 2) with a mean value of 0.291. These tesk in line with the findings of Fama and French
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that firms should prefer debt to equity financinglass they are financially constrained.
However, firm size is a determinant of the KZ-indmxd the MB ratio (e.g., LNTA has a
correlation of 0.101 with KZ and a correlation 6f292 with MB in our sample). Therefore, a

test of pecking order and / or market timing netedsontrol for the effect of size.

Looking at the KZ components, we find that compaeequity issuers, debt issuers tend to
have higher leverage (LEV) and lower financial kI&8LACK). These both indicate higher
levels of financial constraints for debt issuerbeTpieces of evidence consistent with the
pecking order theory are the fact that equity issaee significantly smaller than debt issuers
or firms that repurchase shares — to the extattdimall firms tend to be more financially
constrained, and that cash flows (CFA) and dividpagments (DIVA) are stronger for debt
issuers than for equity issuers. However, as wallshown in Section 4.3, the debt-equity
choice of companies is consistent with the peckirdgr theory if we control for firm size in

the analysis.

We use two proxies to measure information asymmattween insiders and outsiders of the
firm. The results for these proxies are shown indP&L of Table 2. We find that equity
issuers have an average absolute allhl3 yalue of 0.576, higher than the average value of
0.182 for debt issuers. This result is inconsisteith the information asymmetry theory.
Using the other proxy for information asymmetrysfairsion of analysts’ forecasts) leads to
the same conclusion. In Panel C of Table 2 we gsssent some other additional
characteristics of the issues and issuers. Oulttsesliow that the average issue size of the
debt issue is around 181 million Canadian doll&@ADD), while the average equity issue is
around a one-third of that (60 million CAD). Theeaage size of the share repurchase is

around 69 million CAD. The relative issue size qtigy represents on average around 39%
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of the assets of the issuing company at the tinteefssue, but only around 6% in the case of
debt issuers. Given the costs of issuing secusinesthe significant difference in the sizes of
different issuers, this is not surprising. Smalliiggissuers seem to issue a larger amount of
new equity compared to their capital. Finally wedfithat equity issuers have more capital

expenditures than both debt issuers and equitycbpsers.

4.2 Market Timing

In Figure 1 we observe that equity issuers expeeeanstrong stock price run-up prior to the
announcement of the issue compared to debt issamls share repurchasers (leverage
increasing security issuance actions). Both thssilteand the significantly higher MB values
for equity issuers provide preliminary evidencenwdrket timing. Jung et al. (1996) find that
announcement date excess returns are significkovlgr for equity issuers with lower MB,
which goes against the market timing hypothesis. contrast, we find very small
announcement date abnormal returns for equity issu8ince MB and associated
misvaluation proxies may contain information abthé firm’s growth prospects, we further
investigate post-announcement excess returns totyagsuers. From Figure 1 it appears that
equity issuers experience strong negative postiamuement returns. In Table 3 we present
results of pre-, post- and announcement date exeassis for equity issuers sorted into MB
guartiles.

<Insert Table 3 here>

In Panel A of Table 3 we present the results dhadard market model event study approach
to calculate abnormal (excess) returns. First, Wweeove that excess returns in the period
before the announcement of the issue are moreiy@$sir high-MB firms (mean of 19.81%)
than for low-MB firms (mean of 2.84%). This residtconsistent with prior literature. When

we look into post-announcement excess returns vgereb the opposite. Cumulative post-
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announcement abnormal returns are significantipdridor low-MB firms (meanf'qﬂ'if-ﬁﬂi'

of 0.95%) than for high-MB firms (meaCnARif-ﬁf'i' of -14.66%). Since the announcement-

period CAR does not show a significant differeneéneen high and low-MB equity issuers,
it seems that investors do not react to the anreueaot adequately during the announcement

window.

In order to confirm that our results are not driv®nrisk as measured by size and MB, we
also perform a matching firm excess returns amalydie use a size-MB matched firms
approach to compute buy-and-hold abnormal retBRAR).™* For each calendar month we
first sort all the firms listed on the Toronto StoExchange into deciles based on the MB
ratios. Then we match the issuing firm's MB to aresponding decile. Among the firms
within the decile we find 20 firms which are closgssize (size is defined as market value of
equity). The difference in buy-and-hold returns #ogiven time period between the issuing
and the matching firm is a buy-and-hold abnormairre(BHAR). We present the results for
BHAR in Panel B of Table 3. For the most part thsults are similar to those in Panel A.

Firms with higher MB have significantly higher ppenouncement BHARs (a difference in

BHAR(_¢0-2) of around 31% between the highest and the lowdsighartile). In line with

the findings in Panel A, announcement date excetssns are higher for firms with higher
MB. However, again the difference between the hsglamd the lowest MB quatrtile is not

significant. Post-announcement excess returns gaén darger for the lower-MB firms:

BHAR (2 60) is 4.71% larger for the lowest-MB quartile firmsath for the highest-MB

guartile firms. This difference is significant &iet10% level. Overall, the results in Table 3

show that while short-run returns are inconclusiggarding the relation between market

14 See for example Lyon, Barber, and Tsai (1999).
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performance and MB, the post-issue long-run retoxes 3 months are consistently lower for

equity issuers with high MB ratios.

The results in Table 3 are consistent with the etatikning hypothesis, but as discussed in
Section 2, the results are also potentially coeststvith an investment-based rational theory.
To test Hypothesis 1 and further distinguish thegyrin Table 4 we study whether the relation
between the MB ratio and the post-announcementrataloeturns depends on the KZ-index

for equity issuers.

<|nsert Table 4 here>

The most interesting result from Panel A of Tables 4hat the least financially constrained
firms (lowest KZ quartile) have the most negativestpannouncement abnormal returns.
These returns are calculated using the market mddel difference between the highest and
the lowest MB-quatrtiles is a statistically signéid -30.17% for the least constrained quatrtile.
Moreover, the equity issuers that are both in tveekt KZ quartile and in the highest MB-

quartile have the lowest post-announcement abnoratatn of all companies (-26.22%).

Panel B shows that this pattern is even more detwhen using buy-and-hold abnormal
returns rather than abnormal returns from the ntankedel. Again, the least financially

constrained firms that have the highest MB ratiovglthe most negative abnormal return (-
12.42%). Within this quartile the difference betwebe highest and the lowest MB ratio is -
12.11%, significantly different from zero. Thesesuks based on portfolio sorts provide

preliminary support for Hypothesis 1.
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Next, we perform a cross-sectional multivariatereegion analysis in order to provide a more
robust test of the market timing hypothesis. Wenese the following model for the full
sample of debt and equity issuers and share regsecr

Remi = fo+ s - MB; + fa - LNMV; + o - KZ; + g - KZ; - MB; + s -lasl + B - CAPX i + €, (2)
where 2260} denotes post-announcement excess returns fron dayday 60 after the
announcemeht MB; is the market-to-book ratio of equityNMV: represents the log of the
market value of the companyiZ: is the KZ-index of financial constraintd{<; - M5;
denotes the interaction term between market-to-batik of equity and the KZ-inded:|
denotes the absolute value of the “agreement” proxy4APX: represents the capital
expenditures over the total assets of the firm&ndenotes an error term. We include CAPX
in the regression to see whether the market pedocen of issuers is affected by capital
expenditures, since CAPX has been found to beeetlat stock returns (e.g., Titman, Wei,

and Xie, 2004; Polk and Sapienza, 2009). We prdakentgression results in Table 5.
<Insert Table 5 here>

In Panel A the dependent variable is the post-amcement excess return based on the
market modelf{-’mlléﬂb-r) while in Panel B the dependent variable is tze sind market-to-

book matched buy-and-hold post-announcement exosssn 4Rz 60):). The two

models differ in that Model 2 includes an interantvariable between KZ and MB. In both
models in Panel A the overvaluation proxy MB sigahtly negatively affects post-
announcement excess returns. More importantly, adél 2, the interactive variable between

KZ and MB is positive and significant at the 5%d&vlhe net effect of MB on the market-

15 The number of observations in these regressiotusvisr than the full sample size because of theireqent
of control variables such as information asymmeingxies. We also run the regressions for the supkaof
equity issuers, or for the sample excluding debtiess, and the main results remain unchanged. |Deta
available from the authors on request.
'® post-announcement excess return is based botreanarket model (CARso) and on the size and market-to-
book matched buy-and-hold post-announcement exeass (BHAR; 60).
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model excess return is MB (-0.0154 + 0.0080 KZ)iahs negative only when KZ is lower
than 1.93. This result indicates that the MB eff@ttiong-run returns is stronger when KZ is
lower. Putting it differently, firms are more liketo time equity or debt issuance when they

are least financially constrained, consistent \pothesis 1.

In Panel B where the dependent variable is the-stgjusted long-run return, the MB ratio is
significant only when the interaction between K4 aB is included. In other words, using
style-adjusted returns to measure market timimgditime their issuance only when they are
financially unconstrained. Also, the finding thatARX does not explain the poor post-
announcement performance of equity issuers is stamiwith the conclusion of Hertzel and
Li (2010). Since we measure post-announcement ipeaicce over a relatively short window
of 3 months, it is unlikely that our results aréluenced by the choice of return benchmarks
or non-issuance related events. Table 5 showsfithad that issue overvalued equity (high-
MB) seem to time the market, where managers takarddge of the overvaluation by issuing
equity. The results support Hypothesis 1, and pl@wa challenge for the investment-based

rational theory.

In order to provide a further confirmation that ketrtiming is stronger among financially
unconstrained firms, we separate the sample intostybsamples based on the KZ-index, and
run long-run return regressions separately. Taliep6rts the regression results for the low-
KZ (unconstrained) and high-KZ (constrained) suljdam

<Insert Table 6 here>

Consistent with the findings from Table 5, MB iggagive and significant at the 1% level for

both the market-model abnormal returns (Panel A) e style-adjusted abnormal returns
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(Panel B). These results show that among low-KZdustrained) firms, post-announcement
returns are lower for high-MB issuers. In contrddB is not significant for the high-KZ
subsample in both panels. These findings corrobdha conclusion that financial flexibility

enables firms to select when to raise financingwahith security to issue.

Our last piece of evidence on market timing (remeydHypothesis 2), and the evidence
regarding the pecking order (Hypothesis 3), cormenfmultinomial choice analysis, which is

discussed below in Section 4.3.

4.3 Choice Model Analysis and Pecking Order

Given that many firm characteristics depend on stz of the company, we turn to a
multivariate choice model analysis. We estimate altinomial probit model, where
companies can simultaneously decide on two distactrities: equity and debt. In addition,
companies can also repurchase stock, which is ainiil increasing leverage. We use a
multinomial probit as the issue under investigafiaifs to assure the so-called independence
from irrelevant alternatives (ll1A) property of timeultinomial logit model. Clearly, if any of
the security types is taken away as a possibtlig,choice between the remaining two is not
unaffected, as companies that considered issuiegwithdrawn security type will not
proportionally redistribute themselves among thmaiaing alternatives. If for example the
choice set is narrowed down by removing the eqisspe, we can expect more of the
potential equity issuers to decide to issue dednt th repurchase stocks. Therefore, we use a

multinomial probit, which does not require the ifoperty®’

" We have formally tested whether the multinomigjitonodel assures the 1IA and different tests stioat the
[IA property is often violated.
27



In Table 7 we present the results of the multindrprabit regression, where the dependent
variable is a categorical variable denoting setbstecurity type. We set equity issue as the
base outcome, and we confront the probability sxdiiisg equity (leverage decreasing security
decision) to the two leverage increasing secur@gisions — debt issue and share repurchase.
We include proxies for market timing (MB) and peukiorder (KZ) together in the
regressions. All models include industry (at 1-d®jiC code) and year dummies.

<Insert Table 7 here>

Models 1-4 of Table 7 refer to a setup where watipitest the hypotheses using the KZ-
index as the proxy for financial constraints. Indéts 1 and 2 we use agreement parameter
absolutelzl as to control for information asymmetry or (diglgment, while in Models 3
and 4 we use dispersion of analysts’ forecasts RRISlodels 2 and 4 include an interaction

variable between KZ and MB.

Looking over both panels, we first note that firmesis solidly significant in affecting
security choice: large firms are more likely touesdebt versus equity (Panel A) and
repurchase shares (Panel B). With respect to mérketg, the overvaluation proxy MB is
generally significant, suggesting that firms teadssue (repurchase) equity when their shares
are overvalued (undervalued). Furthermore, wheninteraction between KZ and MB is
included as in Models 2 and 4, MB is always siguaifit at the 5% level or above. Noticing
that the sign of MB is negative and that of KZ-MBpiositive for both panels, this result is
similar to that found in the long-run return te$tT@ble 5 that the effect of MB on security
issuance is stronger among low-KZ firms. Theseifigsl are supportive of Hypothesis 2.

Taken together, there is consistent evidence teaetfect of market timing is conditional on
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financial constraints, and firms are more likely ttme the market both in issuing and

repurchasing equity when they are financially urstaned.

Next, we turn to the pecking order hypothesis, Whagpects financially unconstrained firms
(low KZ) to more likely use debt financing. Put fdifently, the pecking order predicts a
negative sign on KZ. We note that in Panel A, K&ignificant at best at the 5% level in

Models 1 and 3 which do not include the interacbetween KZ and MB. In Models 2 and 4,
which include the interaction, the significancedkeaf KZ becomes stronger and is significant
at the 1% level. In addition, the interaction teletween KZ and MB is also significantly

positive. Keeping in mind that the expected peclonder effect of KZ on the probably of

debt issuance is negative, this result suggestshbeaeffect of KZ in accordance to pecking
order is more significant when MB is low, or whdretfirm is undervaluetf This gives

support for Hypothesis 3.

In Panel B of Table 7, KZ also negatively predittis probability of equity repurchasing,
consistent with the interpretation that repurchgsenfeasible among unconstrained firms and
equity issuance is more likely when firms are cansed. Also, the significantly positive
coefficient of the interaction term KZ-MB indicatethat the effect of KZ on
repurchase/issuance is stronger when firms haveM@&vand are undervalued. This result
offers evidence of an interaction between markeiniy and financial constraints in the equity

repurchase decision.

18 Our test results are not overly sensitive to hbevKZ-index is defined. In unreported tests, wedlake KZ
using equal-weighted components so that each coemporariable contributes equally to the variatiorkiz,
following Baker et al. (2003) and Chang et al. (Z0@ur multinomial probit test yields the samedagions as
Table 7.
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5 Conclusion

We test the market timing and pecking order theonmea sample of Canadian firms from
1998 to 2007. Our most novel finding is that thiees of market timing and pecking order
interact. Firms are more likely to time their egugsues and repurchases when they are least
financially constrained, and financial flexibilignd stock misvaluation appear to jointly drive
firms’ practices to gear the market with respedinancing. We find that pre-announcement
equity valuation negatively predicts post-annoureeimabnormal stock performance only
among financially unconstrained firms, which giwssonger support for the market timing
theory but is difficult to explain by an investmdrdsed rational theory. On the other hand,
the pecking order of financing is more likely to bbserved among undervalued firms,
consistent with the interpretation that when firare overvalued, the incentive for them to
exploit market overvaluation may distort the pegkamder prediction that firms prefer debt to
equity. Future research that incorporates the aotem between market timing and financial

constraints may yield more insights into firms’dncing policy.
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Figure 1: Cumulative Abnormal Returns

Cumulative market-model abnormal returns aroundatieouncements of security issues (share repurghase

Date 0 represents the announcement date of thetydsaue (share repurchase).
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Table 1: Yearly Distribution of Security Issues andRepurchases

The security issuance sample is from the Securidie® Company (SDC). The sample includes debt $ssue
equity issues, and share repurchases of Canadmfinamcial companies with WorldScope and Datastrea

coverage from 1998 to 2007. Numbers in cells regethe number of issues in a given year.

Year
1998 1999 2000 2001 2002 2003 2004 2005 2006 200btal
Debt 34 34 33 32 20 19 10 19 15 14 227
Equity 90 116 121 102 112 115 86 116 195 218 1,271
Repurchase 147 138 175 128 103 39 68 80 83 110 11,07
Total 271 288 329 262 235 173 164 215 293 339 2,569
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Table 2: Summary Statistics of Proxies for Market Tming, Pecking Order, and Control Variables

The sample includes debt and equity issues anc skaurchases of Canadian non-financial companges f

1998 to 2007. Mean, median and number of obsemna{iN) are for market-adjusted stock price retynigr to

the announcementC(AR{-6'3'-—21), market-adjusted stock returns around the annonece FHR{-M}),

market-adjusted stock price returns after the anoement ?'ARE-"J' 0}), Tobin’s Q-ratio (Q), market-to-book
ratio of equity (MB), size (LNTA=log of deflated tad assets; deflator 1998=100), leverage (LEV)hdésw
(CFA), payout (DIVA), slack (SLACK), KZ-index thateasures the degree of financial constraints (see
Equation (1)), dispersion of analysts' forecastsSH), the absolute value of the disagreement p|akyissue
size (PRINC), relative issue size (RISS), and ehmkpenditures scaled by totals assets (CAPX)alTagsets
always refer to the book value of assets. All valga except LNTA and RISS are winsorized at 2.5%0pfand

bottom values. ***, ** and * denote significancetiaie 1, 5 and 10% level, respectively.

Panel A: Proxiesfor Market Timing

Security CAReo.2)  CAR. CAR(60) Q MB
Debt Mean 0.002 0.001 -0.013 1.541 2.599
Median -0.003 0.000 0.000 1.458 2.123
N 224 224 224 210 216
Equity Mean 0.082*** -0.005 -0.062*** 4.267 5.80
Median 0.045*** -0.013*** -0.054*** 2.124 2.795
N 1,125 1,125 1,125 1,069 1,080
Repurchase Mean -0.057*** 0.013%*** 0.017* 1.505 2.041
Median -0.061*** 0.006*** 0.010* 1.247 1.493
N 1,033 1,033 1,033 931 941
Difference Debt-Equity -0.081*** 0.006* 0.049** -2,726%* -2 701**
Repurchase-Equity ~ -0.139*** 0.018*** 0.079*** 7263***  -3.259%**
Debt-Repurchase 0.059*** -0.012%** -0.030** 0.23 0.557***
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Panel B: Proxies for Pecking Order

Security LNTA LEV CFA DIVA SLACK KZ
Debt Mean 15.161 0.438 0.100 0.022 0.061 .40
Median 15.225 0.451 0.096 0.015 0.026 0.713
N 219 210 216 219 219 021
Equity Mean 11.267 0.236 -0.091 0.014 0.195 098.
Median 11.189 0.183 0.028 0.000 0.089 0.221
N 1,127 1,061 1,075 1,056 1,092 986
Repurchase Mean 12.604 0.291 0.101 0.010 0.127 0.285
Median 12.404 0.296 0.106 0.000 0.044 0.447
N 963 936 941 934 935 049
Difference Debt-Equity 3.893**  0.201*** 0.191** 0.008*** -0.134***  0.307***
Repurchase-Equity  1.336***  0.055*** (0.192**  -Q@**  -0.068**  (0.187***
Debt-Repurchase  2.557**  0.146*** 0.000 0.011**-0.066*** 0.120*
Panel C: Other Characteristics
Security DISP af PRINC RISS CAPX
Debt Mean 0.098 0.182 180.756 0.056 0.100
Median 0.040 0.071 150.000 0.028 0.088
N 148 153 227 219 219
Equity Mean 0.342 0.576 59.605 0.388 0.152
Median 0.182 0.304 22.113 0.211 0.084
N 499 618 1,271 1,127 1,116
Repurchase Mean 0.174 0.454 68.781 0.052 0970.
Median 0.083 0.171 5.669 0.031 0.061
N 547 643 1,067 960 960
Difference Debt-Equity -0.244**  -.0.393**  121.15F* -0.332*** -0.052***
Repurchase-Equity -0.168**  -0.122%** 9.176 35+ -0.055%**
-0.076***  -0.271** 111.975*** @03 0.002

Debt-Repurchase
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Table 3: Market Timing and Excess Returns

Cumulative Abnormal Returns (Panel A) and Buy-antttrAbnormal Returns (Panel B) for equity issueys b
Canadian non-financial companies from 1998 to 20Pie-announcement market-adjusted stock returns

('C'A‘R[‘fﬁﬂ-—i]), announcement-period market-adjusted stock rettqﬁfmi‘l-l]) and post-announcement

market-adjusted stock return"g-‘fu'E {2.60}) for equity issuers are sorted according to mattixdtook quartiles.
The CARs in Panel A are computed using the stanaarttet model, where the market return is represeas a
total return on the TSX 300 index. Buy-and-hold @iomal returns (BHARS) in Panel B represent size-MB
matched firm abnormal returns. ***, ** and * dendd@gnificance at the 1, 5 and 10% level, respeltivEests

of significance of the excess returns are perforfoethe difference in means only.

Panel A: Cumulative Abnormal Returns (Market Model)

MB Quart“e CARGO,—Z) CAR(_L]_) CAR(zyao)
Mean 0.0284 0.0014 0.0095
1 Median 0.0173 -0.0080 -0.0021

N 263 263 263

Mean 0.0291 -0.0063 -0.0331
2 Median 0.0059 -0.0097 -0.0263

N 261 261 261

Mean 0.0854 -0.0103 -0.0757
3 Median 0.0828 -0.0153 -0.0761

N 261 261 261

Mean 0.1981 -0.0001 -0.1466
4 Median 0.1026 -0.0195 -0.1659

N 259 259 259
Total Mean 0.0849 -0.0038 -0.0612
Median 0.0517 -0.0127 -0.0566

N 1,044 1,044 1,044
Difference in means (Q4-Q1) 0.1697*** -0.0015 1B ***
t-stat 3.83 -0.14 -4.32
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Panel B: Buy-and-hold Abnormal Returns (Sze-MB Adjusted Returns)

MB Quartile BHAR 6.2 BHAR 1.1 BHAR; 60)
Mean -0.0028 -0.0028 0.0248
1 Median 0.0016 -0.0127 -0.0039
N 240 240 240
Mean 0.0324 -0.0054 -0.0085
2 Median 0.0058 -0.0142 -0.0091
N 269 269 269
Mean 0.1056 -0.0090 -0.0207
3 Median 0.0660 -0.0145 -0.0102
N 269 269 269
Mean 0.3084 0.0044 -0.0233
4 Median 0.1965 -0.0128 -0.0627
N 266 266 266
Total Mean 0.1135 -0.0032 -0.0075
Median 0.0632 -0.0133 -0.0176
N 1,044 1,044 1,044
Difference in means (Q4-Q1) 0.3113*** 0.0072 0.0471*
t-stat 8.31 0.70 -1.60
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Table 4: Financial constraints, (over)valuation andpost-announcement excess returns

Cumulative Abnormal Returns (Panel A) and Buy-antttrAbnormal Returns (Panel B) for equity issueys b

Canadian companies from 1998 to 2007. Post-annowetiemarket-adjusted stock returﬁg-’q(ﬁilﬁﬂ}) for
equity issuers are tabulated according to markéitak quartiles and financial constraint quartéesmeasured
with KZ-index (see equation (1)). The CARs in PaAare computed using the standard market modetrevh
the market return is represented as a total retmriine TSX 300 index. Buy-and-hold abnormal retyBidAR)
in Panel B represent size-MB matched firm abnonmaalrns. ***, ** and * denote significance at the 8 and

10% level, respectively.

Panel A: Cumulative Abnormal Returns (Market Model)

MB KZ quartiles
Quartiles 1 2 3 4 Total Q4-Q1  t-stat
1 Mean 0.0395 -0.1308 0.0663  0.0504 01020 0.0109 0.18
N 50 42 71 71 234
2 Mean -0.0103 -0.0216  0.0043 -0.1049 -04027 -0.0946  -1.90**
N 65 62 61 44 232
3 Mean -0.0750 -0.0868 -0.0570 -0.0581 -05069 0.0170 0.31
N 52 68 49 75 244
4 Mean -0.2622 -0.0953 -0.0533 -0.0806 -04130 0.1816 2.57%*
N 63 62 53 14 219
Total Mean -0.0831 -0.0797 -0.0028 -0.0376 0507 0.0455 1.47*
N 230 234 234 231 929
Q4-Q1 -0.3017**  0.0355 -0.1196 -0.1310** -OQ&F**
t-stat -4.49 0.53 -1.28 -2.04 -3.94

41



Panel B: Buy-and-hold Abnormal Returns (Size-MB Matched Returns)

MB KZ quatrtiles
Quiartiles 1 2 3 4 Total Q4-Q1 t-stat
1 Mean -0.0121 -0.0895  0.0919 0.0797 0.0297 0.0918 2.14%
N 50 44 68 62 224
2 Mean -0.0094 0.0024 -0.0106 -0.0353 -0.0115 -0.0259 -0.64
N 66 63 62 45 236
3 Mean -0.0490 -0.0248 -0.0128 0.0024 -0.0192 0.0514 1.21
N 53 69 50 76 248
4 Mean -0.1242 0.0009 0.0431 0.0370 -6018 0.1612 2.58%**
N 66 63 56 41 226
Total Mean -0.0512 -0.0228 0.0312 0.0226 .0064 0.0737 3.06***
N 235 239 236 224 934
Q4-Q1 -0.1121** 0.0905* -0.0488 -0.0427 -0.0483
t-stat -2.18 1.48 -0.64 -0.77 -1.53
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Table 5: Post-announcement Excess Returns and CompaCharacteristics

Estimation results for the OLS regression modet (Squation (2)) for Canadian non-financial compatiethe

sample of debt and equity issuers and share repsech The dependent variable is either the post-
announcement market-adjusted stock ret&ﬁ‘ﬁiléﬂ}) in Panel A or size-MB matched buy-and-hold excess

stock return ?HHRIE-M}) in Panel B. Explanatory variables are equity ra&th-book ratio (MB), size of the
company (LNMV=logarithm of the market value of etyumeasured 5 days prior to the announcement of the
issue), KZ-index of financial constraints (see Hopra(1)), the interaction term between equity nedio-book
ratio and KZ-index, the absolute value of the agvest parametelg¢l), and capital expenditures scaled by total
assets (CAPX). All variables except LNMV are wirized at 2.5% of top and bottom values. Standamr®in

the regressions are White heteroskedasticity caec**, ** and * denote significance at the 1,amd 10%

level, respectively.

Panel A: Dependent Variable is the Post-announcement Market-adjusted Sock Return CAR (260

Model 1 Model 2

Coef. t-stat Coef. t-stat
MB -0.0112 -2.77*** -0.0154 -3.41%**
LNMV -0.0111 -2.34** -0.0104 -2.25%*
Kz 0.0098 1.76* -0.0087 -1.02
KZ-MB 0.0080 2.32**
o] -0.0207 -1.53 -0.0225 -1.67%
CAPX 0.0470 0.67 0.0461 0.65
Intercept 0.1111 1.83* 0.1173 1.99**
N 1,266 1,266
Adj. R? 0.039 0.056
Industry dummies YES YES
Time dummies YES YES

Panel B: Dependent Variable is the Post-announcement Buy-and-Hold Abnormal Return BHAR 2 6a)

Model 1 Model 2

Coef. t-stat Coef. t-stat
MB -0.0050 -1.56 -0.0087 -2.28**
LNMV -0.0104 -2.74%** -0.0097 -2.62%**
Kz 0.0196 4.17%** 0.0033 0.49
KZ-MB 0.0067 2.44%*
|or] -0.0266 -2.28** -0.0273 -2.35**
CAPX -0.0410 -0.72 -0.0428 -0.75
Intercept 0.0440 0.97 0.0482 1.10
N 1,273 1,273
Adj. R? 0.017 0.034
Industry dummies YES YES
Time dummies YES YES
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Table 6: Post-announcement Excess Returns and CompaCharacteristics for the Low and High

Financially Constrained Subsample

Estimation results for the OLS regression modet (Squation (2)) for Canadian non-financial compatiethe

sample of debt and equity issuers and share repsech The dependent variable is either the post-
announcement market-adjusted stock ret&ﬁ‘ﬁiléﬂ}) in Panel A or size-MB matched buy-and-hold excess

stock return ?HHRIE-M}) in Panel B. Explanatory variables are equity m&tk-book ratio (MB), size of the
company (LNMV=logarithm of the market value of eguineasured 5 days prior to the announcement of the
issue), KZ-index of financial constraints (see Biura(1)), the interaction term between equity nedto-book
ratio and KZ-index, the absolute value of the disagent parametel%l), and capital expenditures scaled by
total assets (CAPX). All variables except LNMV aminsorized at 2.5% of top and bottom values. Stehda
errors in the regressions are White heteroskedsgstiorrected. ***, ** and * denote significance #te 1, 5 and

10% level, respectively.

Panel A: Dependent Variable is the Post-announcement Market-adjusted Sock Return CAR (260

Low KZ High KZ

Coef. t-stat Coef. t-stat
MB -0.0211 -3.64%** -0.0026 -0.60
LNMV -0.0057 -0.89 -0.0184 -2.68**
Kz 0.0054 0.71 -0.0356 -1.22
o] -0.0379 -1.93* -0.0091 -0.49
CAPX 0.2781 2.64** -0.1814 -1.95*
Intercept 0.0481 0.79 0.2097 1.99**
N 642 624
Adj. R? 0.106 0.013
Industry dummies YES YES
Time dummies YES YES

Panel B: Dependent Variable is the Post-announcement Buy-and-Hold Abnormal Return BHAR 2 6a)

Low KZ High KZ

Coef. t-stat Coef. t-stat
MB -0.0136 -2.92%** 0.0021 0.58
LNMV -0.0010 -0.18 -0.0190 -3.56%**
Kz 0.0093 1.41 -0.0206 -0.74
|or] -0.0348 -2.08** -0.0205 -1.31
CAPX 0.0653 0.75 -0.1740 -2.22*%*
Intercept 0.0759 1.45 0.1663 2.04**
N 650 623
Adj. R? 0.053 0.007
Industry dummies YES YES
Time dummies YES YES
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Table 7: Multinomial Probit Regressions for the Deérminants of Security Issuance Choice

The sample includes Canadian debt and equity issu@share repurchases from 1998 to 2007 maderbjimencial companies. The dependent variable takes
value of 0 for equity issues and value 1 for straidebt issues in Panel A and share repurchadearial B. In all the models the base security chisiaguity
issue. Standard errors are heteroscedasticity stensi Explanatory variables are size of the comghNTA - logarithm of total assets), equity marketbook
ratio (MB), KZ-index of financial constraints (s&guation (1)), the interaction term between eqmigrket-to-book ratio and KZ-index, dispersion oékgsts'

forecasts (DISP) and the absolute value of thegdéssment parametelﬁ'd). All variables except LNTA are winsorized at 2.5fttop and bottom values. ***,
** and * denote significance at the 1, 5 and 10%elerespectively.

Model 1 Model 2 Model 3 Model 4
Coef. z-stat Coef. z-stat Coef. z-stat Coef. z-stat
Panel A: Debt (1) versus Equity (0)
LNTA 0.7088 10.80*** 0.7123  10.93*** 0028 10.38*** 0.7062 10.46%**
MB -0.0157 -1.90* -0.0603 -3.22%** -0.00 -1.47 -0.0567 -2.90***
KZ -0.1262 -1.93* -0.3039 -3.29%** -0.04 -2.02** -0.3160 -3.22%**
KZ-MB 0.0653 2.75%%* 0.0665 2.54*
[ot] -0.4181 -1.91* -0.4358 -2.00**
DISP -0.9643 -1.70* -0.9915 -1.72*
Intercept -11.1383 -9.40%*** -11.486 -9.48*** -11.0092 -8.98*** -11.0354 -9.06***
Panel B: Repurchase (1) versus Equity (0)

LNTA 0.2663 7.90%** 0.2660 7.84%** 0.2446 6.32%** 0.2439 6.26%**
MB -0.0379 -1.71* -0.0648 -2.19** -0.029 -1.56 -0.0567 -2.11%*
KZ -0.0251 -0.52 -0.1414 -2.16** 0.0315 0.58 -0.0842 -1.11
KZ-MB 0.0391 2.71%* 0.0396 2.79*
[ot] -0.0642 -0.75 -0.0740 -0.85
DISP -0.8015 -3.90%** -0.7964 -3.87*
Intercept -1.4035 -2.53* -1.3788 -2.44%* -1.0138 -1.59 -1.0116 -1.57
N 1,283 1,283 1,093 1,093
Industry dummies YES YES YES YES
Time dummies YES YES YES YES
Pseudo R 0.230 0.234 0.230 0.233
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