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AGREEMENT AND CHOICE OF FINANCING

European Evidence

Objectives:
This thesis examines the effect of agreement between managers and 
shareholders on financing choices. Testable predictions are similar to those 
tested in Dittmar and Thakor (2007) with a sample of U.S. firms, but this thesis 
has two distinguishing contributions. First, this paper studies the effect of 
agreement in 15 European countries. Second, the sample in this study is not 
conditional on security issuance as firms raising debt financing through other 
means than issuing securities are identified from book values.

Data:
Data on debt and equity issuances is obtained from Thomson SDC and firms 
with a substantial increase in book debt are identified with data from Thomson 
Worldscope. The sample consists of 1,315 firms issuing seasoned equity and 
5,221 firms raising debt in 15 European countries during the period from 1990 to 
2006. Data on stock returns, accounting items and analyst earnings forecasts is 
from Thomson Datastream, Thomson Worldscope and I/B/E/S, respectively.

Results:
The results with European data do not provide similar support for the effect of 
disagreement model on financing choices as documented in the U.S. Weak 
support is shown with actual - forecast EPS agreement measure in the full 
sample, but the effect is not as strong in the subsample with more accurately 
specified price variables or after the inclusion of controls for business cycle and 
information asymmetry. Dispersion agreement parameter shows incremental 
explanatory power over market timing, trade-off and pecking order theories only 
for issues within 90-days of the previous earnings release. CAR from M&A and 
dual-class premium parameters are significant determinants over measures of 
market timing, but they are defined only for a small subsample of firms and the 
results as such cannot be generalized. The strongest support for the model is 
presented in change in leverage regressions, which show agreement to be 
significant in relation to both book and market leverage. Despite weak overall 
support, results for some individual countries are encouraging for the 
disagreement model suggesting that agreement does have a role in financing 
choice in certain institutional environments.

Keywords:
Financing decisions, seasoned equity offerings, earnings forecasts, capital 
structure
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JOHDON JA SIJOITTAJIEN VÄLINEN YKSIMIELISYYS JA RAHOITUSPÄÄTÖKSET

Eurooppalainen näkökulma

Tutkimuksen tarkoitus:
Tutkielman tarkoitus on tutkia, miten johdon ja sijoittajien yksimielisyys 
vaikuttaa yrityksen tekemiin rahoituspäätöksiin. Tutkielma pohjautuu 
Yhdysvalloissa Dittmar ja Thakorin (2007) tekemään tutkimukseen, mutta tämä 
tutkielma lisää aiempaan kirjallisuuteen kaksi uutta näkökulmaa. Ensiksi, 
tutkielman aineistona on yrityksiä 15 Euroopan maasta. Toiseksi, aineisto ei 
sisällä ainoastaan yrityksiä, jotka ovat laskeneet liikkeelle arvopapereita, vaan 
myös yrityksiä, joiden kirjanpitoarvojen perusteella voidaan katsoa ottaneen 
velkarahoitusta.

Aineisto:
Tässä tutkielmassa käytetty aineisto muodustuu osaksi Thomson SDC 
tietokannasta kerätyistä osakeanneista sekä velkaemissioista ja osaksi Thomson 
Worldscope tietokannasta löytyvien kirjanpitoarvojen perusteella velkaa 
ottaneista yrityksistä. Aineisto koostuu 1,315 osakeannin tehneestä yrityksestä, 
sekä 5,221 yrityksestä, jotka ovat ottaneet velkarahoitusta 15 Euroopan maassa 
vuosien 1990 ja 2006 välillä. Osaketuottoja, kirjanpidon eriä ja analyytikoiden 
tulosennusteita kuvaava tieto on peräisin Thomson Datastream, Thomson 
Worldscope ja I/B/E/S tietokannoista.

Tulokset:
Tutkielman tulokset eivät tue johdon ja sijoittajien välisen yksimielisyyden 
vaikutusta rahoituspäätöksiin yhtä vahvasti kuin vastaava tutkimus 
Yhdysvalloista. Tulosennusteiden ylittämistä kuvaava yksimielisyyden muuttuja 
on heikosti merkitsevä kokonaisaineistossa. Vaikutus ei kuitenkaan ole 
nähtävissä talouden sykliä ja informaation epäsymmetriaa kuvaavien muuttujien 
kanssa. Ennusteiden hajontaa mittaava yksimielisyysmuuttuja on heikosti 
merkitsevä ainoastaan yrityksille, jotka tekevät rahoituspäätöksen alle 90 päivän 
kuluessa edellisestä tulosjulkistuksesta. Vaihtoehtoiset muuttujat, yrityskaupan 
ilmoituksen vaikutus osaketuottoon sekä eri osakesarjojen välinen hintaero, ovat 
merkitseviä, mutta muuttujat ovat saatavilla ainoastaan pienelle joukolle 
yrityksiä ja tuloksia ei siten voi yleistää. Vahvinta näyttöä mallin toimivuudesta 
antaa yksimielisyysmuuttujien vaikutus sekä kirjanpito- että markkina-arvoihin 
perustuvaan pääomarakenteeseen. Huolimatta heikosta merkitsevyydestä 
kokonaisaineistossa, tulokset yksittäisissä maissa osoittavat, että yksimielisyys 
vaikuttaa rahoituspäätöksiin tietynlaisissa talouksissa.

Avainsanat:
Rahoituspäätökset, osakeannit, tulosennusteet, pääomarakenne
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1. Introduction

1.1. Background and motivation

Financing choice and capital structure decisions are central issues for a corporation, but so far 

academic research has not been able to identify a theory that would incorporate all relevant 

factors and prove consistent with empirical findings. Capital structure research dates back to 

the capital structure irrelevancy and trade-off theories by Modigliani and Miller (1958) and 

pecking order of financing by Myers and Majluf (1984). These theories have been shown to 

contain some elements of truth, but as such they are not consistent enough to explain real 

world financing choices faced by firms. More recent theories have addressed the topic from 

different perspectives. Market timing has attracted considerable attention and has been 

documented to explain some aspects of financing choice, but it is not conclusive either. 

Inconsistency of empirical evidence with the traditional models of capital structure and the 

shortcomings of market timing show a clear need for a more stylized theory of financing 

choice.

Recent paper by Dittmar and Thakor (2007) adds to the literature on financing choice by 

developing a model consistent with recent empirical findings. The basic idea behind this 

alternative theory is that the manager’s security issuance decision depends on how this 

decision will affect the firm’s investment choice and how this choice in turn will affect the 

firm’s post-investment stock price. According to this assumption, the interests of managers 

and shareholders are aligned and shareholders may object to manager’s decision only because 

they have different beliefs about the value of the project. The situation is different with 

debtholders as they can not only disagree about the value, but they also have different 

objectives, which can lead to a high cost of debt financing. These costs can be alleviated with 

covenants, but at the expense of lost autonomy for the managers. In the case of equity the 

autonomy is greater the smaller the likelihood that shareholders will disagree with the 

manager. Shareholder agreement is also reflected in the stock price as low probability of 

disagreement in project choice is accompanied with higher stock price. The disagreement 

model therefore predicts that firms will issue equity when the agreement between 

shareholders and manager and stock price are high and debt when the agreement and stock 

price are low. The theory is consistent with the recent empirical evidence of market timing, 

overvaluation and information asymmetry.
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This thesis focuses on testing empirically whether the predictions of the disagreement theory 

suggested by Dittmar and Thakor (2007) are supported with a comprehensive dataset from 15 

European countries in years 1990 to 2006. The sample comprises 1,315 firms issuing 

seasoned equity and 5,221 firms raising debt. Results by Dittmar and Thakor show strong 

support for the disagreement model suggesting that equity issuances in the U.S. are indeed 

associated with higher agreement compared to debt issuances. It still remains to be tested 

whether or not this theory is applicable to other markets.

1.2. Objectives and contribution
The objective of this thesis is to study the effect of agreement between investors and 

managers to the firm’s financing choices. The testable predictions are similar to those in 

Dittmar and Thakor (2007), but this thesis has two distinguishing contributions. First, this 

paper uses a dataset of European countries as opposed to the previously tested market in the 

U.S. This allows for a comparison of different markets and indicates whether the results are 

robust to different institutional environments. Second, the dataset is not conditional on 

security issuance as in Dittmar and Thakor, since also companies raising private debt are 

identified from book values. Private debt through banks and other sources forms a significant 

portion of debt in firms’ balance sheets and including them in the sample gives a more 

balanced view on firms’ financing choices. My sample, therefore, covers a considerably larger 

share of the capital structure choices that companies make. The effect of agreement is first 

tested on the choice between equity and debt financing and additional test are conducted to 

analyze the effect of agreement on changes in leverage and investment.

The sample of European companies does not indicate agreement to be as significant a 

determinant of financing choice as in the U.S. In univariate tests, equity issuers do seem to 

have significantly higher agreement parameters, but the multivariate tests do not show similar 

support. Actual - forecast EPS agreement parameter shows weak support as it is only 

significant with market-to-book price specification in the full sample. Dittmar and Thakor 
(2007) document this parameter to be significant in all specifications after controlling for 

market timing and time-varying adverse selection as well as the predictions of trade-off and 

pecking order theories. Their U.S. study shows dispersion agreement parameter to be 

similarly significant. In this thesis, dispersion agreement measure is shown to be significant 

only for a subsample of firms with less than 90 days between the issue and previous earnings
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announcement date. This indicates that the information content of quarterly earnings releases 

and forecasts in the U.S. is clearly higher compared to the annual figures from Europe that are 

applied in this thesis. Moreover, the agreement parameters do not seem to be significant after 

controlling for the effects of business cycle and the level of information asymmetry.

Conducting tests separately for each individual country in the sample reveals some interesting 

differences across Europe. Results show that actual - forecast EPS parameter has a predicted 

effect on the choice of financing in the largest countries of the sample, namely Germany and 

the U.K. However, similar test for Swedish firms reveals significant contradictory results, 

which can be due to notable discrepancy between ownership and control as documented by 

Faccio and Lang (2002). Tests with the dispersion agreement measure show agreement to be 

somewhat significant in Greece and France. These results suggest that significant differences 

between European countries are present in the sample starting from the beginning of 1990s. 

Due to this large variation, significant results in the tests seem to reflect mainly characteristics 

of the largest countries in the sample and are not general across Europe.

As a part of a larger capital structure decision making, the effect of agreement on changes in 

leverage and investment is also tested. Results with the change in leverage indicate strong 

support for the disagreement model. Both actual - forecast EPS and dispersion agreement 

parameters show that higher agreement prior to the issue is followed by a greater decrease in 

leverage. This result is confirmed with both market and book leverage. The results are even 

stronger than in Dittmar and Thakor (2007) indicating that agreement has explanatory power 

in broader capital structure decision making and not only in explaining the choice between 

equity and debt issuances. The effect on investment is less encouraging. Firms with higher 

agreement are shown in univariate tests to have higher subsequent change in investment, but 

this is not the case for equity issuers. Regression results do not lend any additional support for 

the disagreement model in the European sample, contrary to the relatively strong link between 

agreement and change in investment documented in Dittmar and Thakor.

1.3. Related research

This study is mainly based on the previous literature on capital structure and financing choice, 

but the foundations of the disagreement model lie in behavioral economics. Capital structure 

and financing choice have been studied with a number of theories over the years. Historically



4

the most plausible theories have been trade-off and pecking order, but recent literature 

challenges these theories and introduces new ones, such as market timing and managerial 

entrenchment, that seem to be more consistent with empirical evidence.

Academic research has historically revolved around the two main theories of capital structure. 

Trade-off theory suggests that firms’ security issuance decisions are driven by the trade-off 

between the marginal costs (bankruptcy and agency costs) and marginal benefits (tax shields 

and reduction of free cash flow problems) of debt. Another main theory implies that security 

issuances are motivated by pecking order of different choices of financing. Myers and 
Majluf s (1984) pecking order theory assumes managers to be better informed than investors 

and therefore prefer to finance primarily from retained earnings, second riskless debt, third 

risky debt and only in extreme circumstances from equity. Evidence in Shyam-Sunder and 

Myers (1999) suggests that pecking order is better in explaining the choice between debt and 

equity compared to trade-off model. Also Asquith and Mullins (1986) present empirical 

evidence supporting the pecking order. Both of these theories, however, are documented to 

have clear shortcomings by Fama and French (2002, 2005). They challenge the assumptions 

of Myers and Majluf (1984) as there are important ways to issue equity that avoid asymmetric 

information problems. In their view, the pecking order is not a model of capital structure, 

since it can only handle ways of issuing equity that involve large information asymmetry 

problems.

Market timing and managerial entrenchment have been documented to be fairly consistent 

with empirical evidence. For example, Baker and Wurgler (2002) document the persistence of 

market timing on capital structure suggesting that capital structure is the cumulative outcome 

of past attempts to time the market. Teoh at al. (1998) show poor performance following 

initial public offerings indicating overvaluation at the time of the offering. More recently, Alti 

(2006) documents that firms issue significantly more equity during hot market periods leading 

to lower leverage at least in the short-term. Empirical evidence generally supports also the 

managerial entrenchment theory. Berger et al. (1997) document lower leverage for firms 

whose managers have several characteristics of entrenchment, such as long tenure and low 

pay-performance sensitivity.
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Capital structure theories have also been shown to have practical relevance. A survey by 

Graham and Harvey (2001) suggests that executives rely heavily on informal practical rules 

arising from traditional theories when making capital structure decisions. The paper provides 

support for the trade-off theory with the survey results showing that earnings volatility and 

credit rating, indicating costs of financial distress, are important in debt decisions. CFOs even 

state that firms do issue equity to maintain a target debt-equity ratio. Authors also document 

pecking order and market timing like behavior with the importance of financial flexibility and 

equity undervaluation in financing choices, but these do not seem to be driven by information 

asymmetry.

Disagreement model in Dittmar and Thakor (2007) is built on the foundations for 

heterogeneous but rational priors as in Kurz (1994). This framework has been applied in 

several finance studies. Allen and Gale (1999) compare the effectiveness of financial markets 

and intermediaries in financing new technologies and argue that heterogeneous priors is an 

appropriate assumption when information and experience are scarce. Coval and Thakor 

(2005) argue that differences in opinion are sufficient to give rise to financial intermediation, 

which acts as a beliefs bridge between optimists and pessimists. Heterogeneous priors have 

also been applied directly on financing choice. Boot and Thakor (2007) use the framework to 

generate a dynamic ‘pecking order’ that shifts based on the firm’s stock price and value of 

assets in place.

1.4. Definition of key concepts

This section defines the main terms and concepts used in this thesis. “Agreement” is a central 

concept applied in the thesis and refers to the similarity of beliefs between managers and 

shareholders. Also the term “agreement parameter” refers to the proxies for this agreement 

between managers and shareholders, even though, actual - forecast EPS variable specifically 

measures the agreement between managers and analysts and dispersion is a measure of 

disagreement among analysts. Furthermore, sample selection motivates the use of the term 

“issuer” to refer to all the firms in the sample despite the fact that most of the firms raising 

debt are identified from book values and do not issue any debt securities as such. “Issue year” 

and “issuance” are similarly used for all firms in the sample to simplify the text and to avoid 

unnecessary repetition of the definitions for these two distinct groups of firms.
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1.5. Structure of the study
The thesis is organized as follows. Section 2 provides a review of the most relevant 

theoretical and empirical studies on the topic. Section 3 presents the hypothesis and section 4 

describes the data used in this study. Empirical results and analysis are presented in section 5. 

Section 6 concludes this thesis with a review of central findings and suggestions for future 

research.

2. Literature Review
This study is mainly based on the previous literature on capital structure and financing choice, 

but the foundations of the disagreement model are from behavioral economics. In this section, 

I will first go through relevant capital structure literature. The second subsection presents 

literature related to disagreement and analyst forecasts. The third subsection concludes with 

institutional differences across Europe.

2.1. Capital structure theories

Capital structure and financing choice are central issues in corporate finance and these topics 

have been studied with a number of theories over the years. Historically the most plausible 

theories have been trade-off and pecking order, but recent literature challenges these theories 

and introduces new ones, such as market timing and managerial entrenchment, that seem to be 

more consistent with empirical evidence.

Capital structure theories have also been shown to have practical relevance. A survey by 

Graham and Harvey (2001) suggests that executives rely heavily on informal practical rules 

arising from traditional theories when making capital structure decisions. 392 CFOs in the 

U.S. were asked about the current practice of corporate finance with a broad scope covering 
capital budgeting, cost of capital and capital structure. In debt issues the most important 

factors seem to be financial flexibility and good credit rating and when issuing equity the 

respondents are concerned about EPS dilution and recent stock price appreciation. The paper 

provides support for the trade-off theory, since the survey results show that earnings volatility 

and credit rating, indicating costs of financial distress, are important in debt decisions. CFOs 

also state that firms do issue equity to maintain a target debt-equity ratio. Authors also 

document pecking order and market timing like behavior with the importance of financial
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flexibility and equity undervaluation in financing choices, but these do not seem to be driven 

by information asymmetry. Overall, the paper provides an interesting insight into decision 

making and shows that capital structure theories are applied in practice to some extent even 

though with informal practical rules. I will discuss each capital structure theory in the 

following.

2.1.1. Trade-off

Trade-off model tries to identify optimal leverage by weighing the costs and benefits of debt. 

Benefits include e.g. tax deductibility of interest and reduction of free-cash-flow agency 

problems. Costs comprise e.g. potential bankruptcy costs and agency conflicts between 

stockholders and bondholders. Theory is based on the notion that firms have target debt ratios 

and optimal ratio would be determined by trading off the benefits and costs of debt.

Modigliani and Miller (1958) were the first to introduce a reasonable theory of the valuation 

of firms in a world of uncertainty. Theory has implications to cost of capital and rational 

decision making in a firm. It shows that in the absence of market imperfections the value of 

the firm is independent of its capital structure, implying that the choice of financing is not 

relevant as it does not affect firm value. The paper also introduces some imperfections such as 

taxes to the model, which allows for the comparison of costs and benefits of leverage. The 

trade-off theory is further formalized in Modigliani and Miller (1963), which suggests that 

firms maintain reserve borrowing capacity to provide flexibility. Paper also argues that 

incremental tax advantage of borrowing declines as more debt is issued and interest tax 

shields become less certain. This shows rationale for reluctance to borrow as much as possible 

when there are frictions in the model, and suggests that firms would seek optimal capital 

structure to balance the incremental benefits and costs of debt. Merton Miller (1977) extends 

the theory of capital structure irrelevancy by arguing that the value of the firm is independent 

of its capital structure even after accounting for tax deductible interest payments. Argument 

goes that in a world with progressive income taxes, any changes in capital structure would 

lead to changes in yields and ownership patters on stocks and bonds, which removes 

incentives to issue more debt.

The capital structure of firms is argued to be relevant by Myers (1977). Myers presents a 

theory that relies on the notion that firms are valued as going concern and part of the firm
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value consists of options to make investments in the future. One of the main arguments is that 

even in a world of differential personal taxes the leverage is irrelevant for firms as personal 

tax disadvantage of debt combined with supply side adjustments by firms will override the 

corporate tax advantage of debt. Another main implication of the theory is that the level of 

debt decreases as the portion of growth opportunities of total value increases. Myers also 

argues that firms try to match maturities of their assets and liabilities, since this can be an 

attempt to schedule debt repayments to correspond to the decline of future value of assets 

currently in place.

The Modigliani and Miller (1958, 1963) capital structure irrelevancy theorem is challenged 

by Ross (1977), who suggests that managers possess inside information and this information 
is signalled to the market by managerial incentive schedule and financing choices. Ross 

argues that perceived stream of returns can be altered by changing the financial structure. 

Theory is consistent with the Modigliani and Miller framework in that it assumes that the firm 

value cannot be fundamentally changed with financial structure choices, but the value can 

change due to altered perception of firm value. Similarly, Jensen and Meckling (1976) argue 

against the irrelevancy of capital structure by introducing agency costs into the model. Paper 

presents a theory that agency costs determine the optimal level of outside financing and the 

capital structure of the firm consistent with the trade-off predictions. Early empirical evidence 

against the capital structure irrelevancy theory is provided by Castanias (1983). Paper studies 

the relationship between bankruptcy and leverage ratio and concludes that ex ante default 

costs tend to be large enough to have a substantial impact on leverage. Evidence is consistent 

with a theory that value maximizing firms may try to choose an optimal capital structure.

DeAngelo and Masulis (1980) formulate a model of corporate leverage choice under 

corporate and personal taxation. Model departs from previous leverage irrelevancy theorems 

with more realistic assumptions on tax code and leverage related costs and predicts that each 

firm has a unique optimum leverage. Masulis (1983) extends the theory and studies the 
relation between changes in capital structure and firm value by looking at stock returns 

associated with equity issue announcements. Empirical results with data on exchange offers 

and recapitalizations show that both stock price and firm value are positively related to 

changes in leverage and senior security prices are negatively related. Model assumes that 

investors take changes in leverage as signals of managers’ expectations of future cash flows.



9

Evidence is consistent with the theory by Ross (1977) and with previous tax based theories of 

optimal capital structure. Stock price effects of capital structure decision are also studied in 

Masulis (1980), which analyzes the effects of repurchase of stock by tender offer. Stock 

repurchases are closely related to capital structure decisions and especially tender offers can 

cause major adjustments to firms’ leverage. Results show that tender offer announcements are 

associated with clear positive returns for common stock, whereas nonconvertible debt or 

preferred stock either experience price decline or are unaffected. Masulis argues that the 

results are partly explained by marginal tax advantages of converting dividends into gains and 

corporate tax benefits of repurchasing with debt in line with the trade-off theory, but also by 

wealth transfer between security classes and between tendering and nontendering 

stockholders. Marsh (1982) provides additional evidence with security issues by U.K. firms 

between 1959 and 1974. Results demonstrate that firms are heavily influenced by market 

conditions and the past history of security prices in choosing between equity and debt and that 

firms act as if they have target levels for debt, which is a function of company specific 

factors.

Miller and Rock (1985) present a model of firm’s financing decisions and extend the 

traditional Modigliani and Miller (1958) view by allowing managers’ to have superior 

information compared to investors similar to Ross (1977). Model assumes that existing 

investors are in a better position than outside investors. Outside investors are aware of the 

asymmetry and will therefore require an offer discount to avoid exploitation on behalf of the 

selling shareholders. The paper is mainly focusing on explaining the dividend decisions, 

which empirical evidence implies to show clear information asymmetries, but the model is 

applicable also to investment and financing choices. The signalling model by Miller and Rock 

also predicts that changes in outside financing are signals to investors of opposite changes in 

firm’s current earnings and consequently there should be a negative stock price reaction to 

stock offerings. The implications of the model are also consistent with pecking order. Similar 

model is used in Ofer and Thakor (1987) in determining stock price reactions to two principal 

cash disbursement methods, stock repurchases and dividends. They conclude that repurchases 

should result in higher price increase than dividends, since they have larger information 

content and often are more costly to execute. Furthermore, Holmström and Tiróle (1993) use 

similar approach in structuring managerial incentives through stock market monitoring. They 

argue that increased liquidity increases the information flow to the market and subsequently
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the information content of the stock price, which enables the firm to design more efficient 

managerial contract.

2.1.2. Pecking order

Pecking order theory implies that external funds are undervalued in relation to the degree of 

asymmetry and firms would therefore seek to maintain financial slack to avoid the need for 

external financing. This theory is first introduced by Myers (1984), who discusses static trade

off and pecking order theories of capital structure recognising both asymmetric information 

and costs of financial distress. Myers argues that pecking order performs equally well to the 

trade-off theory in explaining actual financing choices and their impacts. The theorem is more 

thoroughly covered in Myers and Majluf (1984). They discuss different managerial objectives 

and argue that maximizing the value of existing shares is the most sensible, since there are 

conflicts of interest between existing and new shareholders. Consequently, new investors 

rationally adjust the price they are willing to pay to take this bias into account leading to high 

costs of issuing risky securities. Financial slack allows the firm to avoid external financing 

and to disentangle investment decision from these conflicts of interest. Firms should therefore 

always finance primarily from internal funds. The problem disappears if the firm can issue 

default-risk-free debt and the problem can also be alleviated with risky debt. One of the main 

arguments of their analysis is that external financing is costly not only in terms of 

underwriting costs or underpricing, but also because firms may choose not to issue and pass 

up positive NPV projects. The pecking order of financing choices emerging from the model is 

therefore retained earnings, riskless debt, risky debt and equity only in extreme 

circumstances. Myers also argues that dividends are sticky leaving variation in net cash flows 

to be absorbed mainly by debt.

Pecking order can be seen as an application of lemons problem by Akerlof (1970), which is 

one of the first papers to investigate the economics of unevenly distributed information. Paper 

shows that markets can break down if potential buyers cannot verify the quality of the product 

they are offered. Buyer will demand a discount to compensate for the risk of buying a lemon, 

but this in turn discourages potential sellers who do not have lemons. The choice of security 

issuance is more complex, but securities can be lemons too as argued by Myers and Majluf 

(1984) when investors do not have the same information as managers.
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Financial slack is argued to be beneficial by Myers and Majluf (1984) as firms can avoid 

issuing risky securities at a discount. However, also contrary theories of financial slack have 

been presented. Jensen (1986) and later also Stulz (1990) argue that increasing leverage limits 

manager’s discretion and hence reduces the agency costs of managerial discretion. This is 

built on two main arguments. First, managers have less control over cash flow, since they 

have to repay creditors prior to investments in new projects. Second, creditors also provide 

monitoring benefiting shareholders.

The predictions of pecking order have been tested in numerous papers. For example, Asquith 

and Mullins (1986) provide empirical evidence consistent with the pecking order theory. 

Paper empirically tests the predictions of theories of equity issuances with a sample of 531 

seasoned equity offerings in the U.S. between 1963 and 1981. The study demonstrates that an 

equity offering announcement reduces stock prices as over 80% of the sample issues are 

associated with negative announcement day excess return. The paper also provides some 

preliminary evidence of market-timing as issuers are recognized to outperform the market 

prior to issuance. Masulis and Korwar (1986) provide similar evidence on the stock price 

effects of equity offerings. Stock price reactions are generally negative and especially 

combination of primary and secondary offerings involving decreases in management 

shareholdings exhibit larger negative effects. Stock price reductions associated with external 

financing rationalize the reluctance of firms to issue equity consistent with Myers and 

Majlufs (1984) pecking order theory. Moreover, Titman and Wessels (1988) provide 

empirical evidence suggesting that firms with highly specialized products have relatively low 

debt ratios and small firms use more short-term financing, but finds no evidence that debt 

ratios would be affected by expected growth, volatility or collateral value of assets. The paper 

also provides evidence that profitable firms have relatively less debt relative to the market 

value of their equity consistent with the implications of the pecking order theory.

Shyam-Sunder and Myers (1999) add to the pecking order theory by addressing share 

repurchases and arguing that the asymmetric information problem of new common stock 

applies also to repurchases. The announcement of a repurchase lets investors assume that 

managers have positive information not reflected in stock price causing a positive price 

reaction. The paper also provides support in favour of the pecking order over traditional trade

off model. Pecking order model explains much more of the time-series variance in actual debt
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ratios than model based on trade-off theory. They conclude that pecking order is better in 

explaining the debt-equity choice especially for mature, public firms.

Capital structure theories are studied extensively also in Fama and French (1998). They study 

empirically the relation between dividends, debt and firm value, and find that value is 

positively related to dividends and negatively related to debt. Results are interpreted to show 

that dividends convey information about profitability and leverage has information about firm 

value. Negative relation between debt and leverage produce no indication that debt has net tax 

benefits, as negative information in debt about profitability exceeds any tax benefits of debt. 

The authors also explicitly compare trade-off and pecking order theories in Fama and French 

(2002). In this paper, they test leverage and dividend predictions of the trade-off and pecking 

order models. Fama and French find that theories share many predictions, which are 

confirmed in the empirical tests. The main findings consistent with both theories are that more 

profitable firms have higher dividend payouts, firms with more investments have less book 

leverage, there are positive relations between firm size and leverage as well as between 

dividend payout and size, and a negative marginal relation between leverage and target 

dividend payout ratio. Their tests also identify clear shortcomings in both models and the 

confirmation of shared predictions does not allow the comparison between the models. The 

results could be due to trade-off forces, pecking order forces or other factors overlooked by 

both.

Information asymmetry is emphasized as the reason behind pecking order by Myers (1984), 

but the paper also recognizes that transaction costs alone can produce similar pecking order if 

they are lowest for retained earnings and highest for equity. This would make asymmetric 

information redundant in explaining the pecking order. Myers also assumes that there is no 

way to issue equity that avoids asymmetric information problems. Fama and French (2005, p. 

553), however, find at least seven ways of issuing equity in addition to seasoned equity 

offerings: (1) mergers via an exchange of stock, (2) employee stock options, (3) subscription 

rights issued to stockholders, (4) warrants attached to other securities, (5) convertible bonds, 

(6) dividend reinvestment and other direct purchase plans, and (7) private placements.

Alternative methods of issuing equity have already been studied in numerous articles. Smith 

(1977) is among the first to explore the paradox arising from an empirical fact that although
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rights offerings provide a cost effective method for issuing equity, still over 90 percent of 

offerings employ underwriters. Smith argues that the claimed advantages in timing, insurance 

and distribution of ownership in underwritten offerings do not justify higher costs compared 

to rights offerings. Paper presents a two-part hypothesis to explain the popularity of 

underwritten offerings. First, interests of managers and shareholders differ as benefits from 

the use of underwriters flow to management, but not to shareholders. Second, monitoring 

costs to shareholders would be greater than the cost imposed by the choice of more expensive 

financing method. Empirical evidence on the puzzle is documented in Eckbo and Masulis 

(1992). They argue that the main reasons for the preference toward underwritten offerings are 

the following: managers might gain personally by choosing an underwriter, pressure from the 

boardroom [e.g. Herman (1981) finds that over 20% of the largest U.S. corporations have one 

or more investment bankers in the board], and increasing shareholder dispersion to reduce 

monitoring of managers. Authors confirm the paradox by showing that direct flotation costs 

of rights offerings are significantly lower than those of underwritten offerings. Type of 

security is also shown to affect price reaction following the announcement. Mikkelson and 

Partch (1986) document that stock and convertible debt offerings are associated with negative 

valuation effects whereas the average price response to the announcement of credit 

agreements is positive. Overall findings support Myers and Majluf (1984) and the argument 

that stock and convertible debt offerings convey information that the price is too high.

Fama and French (2005) provide additional contradicting empirical evidence to the pecking 

order theory as they document that equity issues and stock repurchases are commonplace. The 

results show that pecking order breaks down as equity is not the last resort. Especially three of 

the alternatives, issues to employees, rights issues, and direct purchase plans, seem to have 

both low transaction costs and minor asymmetric information problems and also mergers 

financed with stock supports findings. Paper concludes that (p.580) “pecking order, as a 

complete model of capital structure proposed by Myers (1984) and Myers and Majluf (1984) 

is dead.” Fama and French also state that the main competitor to pecking order, the trade-off 

model, has serious problems of its own, but also acknowledge that both theories have 

elements of truth that can help explain some aspects of financing decisions.
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2.1.3. Market Timing

Recent research has found empirical evidence that firms issue equity when their stock prices 

are high, which is not in line with trade-off or pecking order theories. In a survey by Graham 

and Harvey (2001), practitioners confirm that stock prices are important in security issuance 

decisions. Theoretically the price rise preceding an equity issue under adverse selection is 

modeled in Lucas and McDonald (1990). Main predictions of the model are that seasoned 

equity offerings are preceded by abnormal positive returns on both the stock and the market 

and that stock price drops at the announcement.

Building on the theoretical framework of Lucas and McDonald (1990) and the pecking order 

theory, Choe et al. (1993) argue that announcements of equity issues are predicted to convey 

less adverse information about equity values in expansionary phases of the business cycle. 

Empirical evidence generally supports the prediction as business cycle variables are found to 

be significant in explaining equity issues and average negative price reaction is significantly 

lower in these periods. Results present support for an adverse selection effect and market 

timing in the equity issuance process. More empirical evidence on market timing, agency 

model and pecking order is presented in Jung et al. (1996). They document strong support for 

the agency model, which relies on the argument that managers sometimes pursue their own 

interests, e.g. growth, at the expense of shareholders. Firms with no valuable investment 

opportunities, measured by a proxy market-to-book, have more negative stock price reactions 

to equity issues than firms with better investment opportunities. The evidence is inconsistent 

with pecking order or asymmetric information models that assume managers to maximize 

shareholder wealth. Evidence is also inconsistent with the argument that managers time the 

equity issues to take advantage of overvaluation.

Evidence consistent with market timing has been documented with market performance 

following initial public offerings. Teoh et al. (1998) provide evidence on poor performance 

following initial public offerings showing that especially firms with high accruals in the year 

of the issue underperform in the following three years period. The paper also shows that firms 

with aggressive use of accruals are also less likely to issue seasoned equity in the same three 

year period. Market timing like behavior has been documented also for debt issuers. Spiess 

and Affleck-Graves (1999) focus on the market performance of debt issuers and provide 

empirical evidence on significant long-term underperformance, especially for smaller
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companies. They argue that the evidence suggests debt offerings to be signals of 

overvaluation similar to equity offerings, but the market underreacts to the announcement and 

the impact is only realized in the long-term. The effect of short-sale constraints on the market 

performance following an equity issue is documented in Diether (2004). This is built on the 

argument by Edward Miller (1977) that with short-sale constraints, stocks with high opinion 

divergence will become overpriced and therefore have lower subsequent returns. Empirical 

evidence supports the argument, since firms with high trading volume or large reductions in 

ownership breadth prior to issue experience lower returns compared to firms with low volume 

or small reductions in breadth. However, the abnormal performance seems to be explained to 

large extent by characteristics other than issue choice.

Overvaluation observed prior to equity offerings can arise from disagreement among 

investors as suggested by Edward Miller (1977). The paper presents a theoretical framework 

of a market with restricted short selling, in which investors have differing estimates of the 

returns of a risky security. Low level of short selling allows a badly informed or excessively 

optimistic small group of investors to bid up the stock to a value other investors regard 

unreasonable. A sufficient amount of short selling could increase the trading volume and 

force the price down. Authors note that in the real world there are restrictions on short selling 

and short selling is therefore only a minor fraction of total number of shares. Miller concludes 

that in the absence of short selling the demand will come from the minority with the most 

optimistic expectations. This implies that as the divergence of opinion increases with risk, 

returns from more risky securities will be lower than for less risky ones.

Diether et al. (2002) uses the dispersion in analysts’ forecasts as a proxy for the agreement 

among investors and provides empirical evidence that stock with higher dispersion earn lower 

future returns than otherwise similar stocks. Results are consistent with the model by Edward 

Miller (1977), which suggests that the bigger the disagreement about the value of a stock, the 

higher the market price relative to the true value, and the lower its future returns. Prices 

reflect the optimistic view whenever investors with the lowest valuations do not trade. 

Johnson (2004) challenges the evidence and argues that the relation of dispersion and lower 

returns is due to unpriced idiosyncratic risk arising when actual asset values are unknown. 

This theory is also supported by their empirical evidence. The paper by Diether et al. also 

associates higher turnover with higher disagreement among investors. Nagel (2004) argues
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that trading volume is largely driven by rule-based trading, which accounts for approximately 

22% of trading volume and half of this is related to prior returns. This suggests that changes 

in firm characteristics affect the trading volume, which reduces its power as a measure of 

overvaluation.

As a consequence of affecting financing choices by firms, market timing has been 

documented to have long-term impact on capital structure. Empirical evidence by Baker and 

Wurgler (2002) suggests a theory that capital structure is the cumulative outcome of past 

attempts to time the equity market. Paper documents that leverage is dependent on firm’s past 

market-to-book ratios, which takes high values for firms that issued their external finance 

when their market-to-book ratios were high. The influence of past market valuations on 

capital structure is persistent as the effects seems to last at least a decade. This finding is not 
consistent with trade-off theory as it predicts that temporary fluctuations in the market-to- 

book ratio should have only temporary effects. The pecking order would predict that 

managers avoid issuing equity altogether and thus does not explain the timing phenomenon. 

On the other hand, authors do consider results to be consistent with a dynamic version of 

Myers and Majluf (1984), which argues that managers think investors are irrational and raise 

equity when the cost of equity is unusually low.

Similar evidence is also provided by Welch (2004), who documents corporate issuing and 

especially long term debt issuing to be the most capital structure relevant corporate activity. 

The paper argues that U.S. corporations do not counteract the influence of stock price changes 

on their capital structure and therefore their debt-equity ratios vary closely with fluctuations 

in their stock price. These effects are often large and persistent lasting at least several years. 

They conclude that stock returns and stock return adjusted historical capital structure are the 

best variables for forecasting market-based capital structure. Opposite to Welch, several 

studies document the effect of different variables on book-value based debt ratios. For 

example, Shyam-Sunder and Myers (1999) show that profitability and fixed assets are 

important predictors of debt ratios. Some authors find book values attractive because they 

have lower volatility and therefore permit corporate issuing to appear more important. Titman 

and Wessels (1988) find that certain unique characteristics, such as high research and 

development expense to sales ratio or high selling expenses, and earnings are reliably 

important in determining capital structure.
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More recently the impact of market timing has been studied in Alti (2006). The paper 

documents that firms conducting initial public offerings during hot market periods issue 

significantly more equity leading to lower leverage ratios than during cold markets. Hot 

market issuers subsequently issue more debt increasing their leverage following the issue, and 

the impact of market timing from IPOs is not significant after two years. Similar evidence is 

provided by Kayhan and Tiiman (2007), who show that firms’ histories and especially cash 

flows, investment, and stock price define capital structure, but the changes are not persistent 

over time opposite to the evidence by Baker and Wurgler (2002). They argue that capital 

structures converge toward the target ratio in the long-term as suggested by the trade-off 

theory.

Another view on market timing is documented by Hansen and Crutchley (1990), who study 

the development of earnings around equity and debt issues. They observe an earnings decline 

for all issuers, but straight bond issuers raise capital after the decline, whereas equity issuers 

show significant earnings downturn only after the issue. They also document that the larger 

decrease in earnings the firm faces, the larger is the amount of capital raised. This indicates 

that the amount of capital raised is related to the decline in long-term earnings and suggests 

equity issuers to time the market in anticipation of lower earnings. The operating performance 

around the issue date is also documented in Loughran and Ritter (1997). They document 

substantial improvement in performance prior to the seasoned equity offering, but 

deteriorating performance afterwards. The paper shows decreases in profit margin, return on 

assets, and operating income to assets. Authors argue that high market-to-book ratios for 

issuing firms prior to the issue do not seem to take the deterioration into account, but market 

seems to expect the improvements to be permanent. Additionally, firms with rapid increases 

in sales or capital expenditures are shown to have lower subsequent stock returns than other 

firms. Implications of market timing are also documented in Korajczyk et al. (1991). They 

show that earnings releases preceding the issue are unusually good. The evidence also 

supports the argument that companies choose to issue equity when the perceived information 
asymmetry between the investors and managers is lower following an earnings release.

More evidence on performance around seasoned offerings is presented in Shivakumar (2000). 

The paper documents earnings management around equity offerings, but also shows that 

investors rationally undo its effects at equity offering announcements. Long-term earnings



18

performance following seasoned equity offerings is studied in Lee (1997). The author 

documents subsequent earnings deterioration for growth firms, but not for mature firms. The 

distinction is made using Tobin’s q, which is defined as the ratio of market value to 

replacement costs. Lewis et al. (1999) provide similar evidence of deteriorating performance 

for convertible debt issuers indicating that convertible instruments can be used to forecast 

poor performance similar to straight equity issues. This evidence on deteriorating 

performance following an equity issue is consistent with the implications of market timing as 

well as of Myers and Majluf (1984) in that equity is issued when managers think the firm is 

overvalued. Contrary evidence is presented in Schultz (2003), who argues that 

underperformance in event-time is neither surprising nor unusual in an efficient market. Their 

theory of pseudo market timing states that more firms go public when the price is higher 

despite any attempt to time the market resulting in more offerings in peak valuations ex-post. 

Schultz suggests that using calendar-time returns avoids this bias.

Other empirical research related to this study, and closely linked to capital structure theories 

is the literature on corporate investments. Fazzari et al. (1988) is the first paper to study the 

determinants of the level of investment. They argue that without perfect markets, the external 

funds are not a perfect substitute for internal capital and therefore investment may depend on 
financial factors. They regress the level of investment on the market-to-book ratio and cash 

flow and find these to be significant determinants especially for financially constrained firms. 

More recent literature, however, argues that the early studies suffered from measurement error 

and that the results are not robust. Erickson and Whited (2000) find that cash flow is not 

significant after applying measurement error adjusted market-to-book ratios.

Financial constraints are further studied by Kaplan and Zingales (1997). Using more detailed 

dataset, they find that firms with less financial constraints have greater investment-cash flow 

sensitivities compared to more constrained firms contrary to Fazzari et al. (1988). This model 

of corporate investment has been further developed by Baker et al. (2003), who show that 

corporate investment is more sensitive to stock price movements for equity-dependent firms, 

which are identified with cash flow, market-to-book, leverage, dividends, and cash reserves. 

Baker et al. also document that the relation between market-to-book and investment is the 

strongest for firms that are equity dependent. Polk and Sapienza (2004) have a different 

approach to study the relation between market movements and investment. They argue that
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the relation between investment and prices arises because overpricing leads to 

overinvestment. The paper documents that investment is more sensitive to mispricing for 

firms with high R&D expenditures or high share turnover, which is used as a proxy for 

overpricing. Lamont et al. (2001) additionally document that stock returns of financially 

constrained firms are low, which can explain returns following equity offerings or dividend 

omissions.

2.1.4. Managerial entrenchment

The fourth theory, managerial entrenchement by Zwiebel (1996), is generally consistent with 

the findings on market timing, but relies on a different argument that managers exploit 

existing investors ex post by not rebalancing with debt. Zwiebel presents a model in which 

managers voluntarily issue debt to restrict themselves. Paper gives two main motivations for 

the entrenchment theory. First, debt serves as a credible commitment by management to 

sufficient dynamic efficiency to prevent a takeover. Second, managerial entrenchment is 

reduced by bankruptcy, which in turn affects the likelihood of managerial replacement. 

Therefore managers set debt to give incentives to forego bad investments, since allocating 

limited cash flow to these projects would increase the change of future bankruptcy. Overall, 

the model relies on the ability of debt to restrain managers from inefficient projects. 

Excessive debt is not effective either if bankruptcy is imminent no matter what project is 

chosen. Model complements previous capital structure theories by introducing the effect of 

managerial entrenchment to the frequency, level and maturity structure of debt and also 

makes predictions on joint debt and dividend policy that might differ over the course of 

manager’s career.

Empirical evidence generally supports managerial entrenchment theory. Berger et al. (1997) 

document lower leverage for firms whose managers have several characteristics of 

entrenchment, such as long tenure and low pay-performance sensitivity. Lower leverage is 

also observed for firms with less monitoring due to a large board of directors with low 

fraction of outside directors or an absence of major stockholders. Consistent with the theory, 

leverage increases significantly following unsuccessful tender offers, involuntary manager 

changes and other shocks reducing managerial entrenchment.
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2.2. Disagreement and analyst forecasts

This section presents the theoretical background for the disagreement model and discusses the 

role of financial analysts in forecasting earnings with the emphasis on the use of earnings 

forecasts in Europe.

Disagreement in the model by Dittmar and Thakor (2007) arises because of heterogeneous 

prior beliefs. Kurz (1994) provides the foundations for heterogeneous but rational prior 

beliefs by theoretically exploring why two rational agents with the same information end-up 

with different probability beliefs. Rational actors can observe the same past data, but interpret 

it differently. Their prior assumptions are rejected only if they are not compatible with the 

data. This draws on Aumann (1976), which introduces a theorem that if two people have the 

same priors and their posteriors for an event are common knowledge, then these posteriors are 

equal. The paper argues that the process of exchanging information on the posteriors will 

continue until these posteriors are equal, similar to Blackwell and Dubins (1962).

The predictions of Aumann (1976) are, however, challenged by more recent literature. For 

example Morris (1995) argues that there is nothing in Bayesian decision theory or standard 

theories of rationality that requires agents to have the same priors. Empirical evidence also 

supports the notion of differing priors. For example, Harris and Raviv (1993) show that 

differences of opinion among investors are positively correlated with price changes and 

volume, which is a result of different interpretations of common information. Similar 

evidence is provided by Kandel and Pearson (1995), which present empirical evidence that 

agents in speculative markets interpret public information differently. They find that there are 

significant positive abnormal volumes around earnings announcements even when prices do 

not change in response to the announcement. They conclude that the empirical evidence 

suggests that agents have differential interpretations of public signals, which results from 

differing prior beliefs. In addition, Miller and Sanchirico (1999) argue that convergence in 

beliefs does not happen even with infinitely increasing common knowledge about the event.

Theorem introduced by Kurz (1994) has previously been applied in several papers about 
financing choices. Allen and Gale (1999) study the effect of heterogeneous priors by 

comparing the effectiveness of financial markets and financial intermediaries in financing 

new industries and technologies. They suggest that the uniformity of initial beliefs among
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investors is a key issue and argue that the assumption of common priors is not appropriate 

especially in the case of new industries and technologies, since when information and 

experience is scarce, posterior beliefs have not converged. In recent literature on the 

importance of differing priors, Coval and Thakor (2005) show that intermediaries can arise 

endogenously in an economy where optimistic entrepreneurs require funding from pessimistic 

investors. The intermediary’s contribution lies in its ability to credibly commit to screen 

projects efficiently, not in any special information processing or monitoring skills. Without 

monitoring no optimist entrepreneur would get funding and financial intermediary acts as a 

bridge between optimists and pessimists. In short, differences in opinions may suffice to give 

rise to financial intermediation. Similarly, Garmaise (2001) study the effects of diverse beliefs 

on security design and conclude that safe securities such as debt are optimal under rational 

expectations, but riskier securities are optimal under rational beliefs. Results contrast with 

models that assume firm to possess informational advantage over investors.

Boot et al. (2006) also build on the notion of heterogeneous prior beliefs between manages 

and investors in their theory of manager autonomy consistent with Kurz (1994). They show 

that tensions arise from entrepreneur’s desire for autonomy in private ownership compared to 

more liquidity for investors in public companies. They argue therefore that firm’s initial 

choice of ownership is driven by the trade-off the entrepreneur perceives in ownership 

structures. Heterogeneous prior beliefs have also been applied to capital structure decisions in 

Boot and Thakor (2007). In their model, heterogeneous prior beliefs create the potential for 

manager-investor disagreement over project choice. This generates a managerial preference 

for soft claims that give him the most autonomy. Model generates a dynamic pecking order 

consisting of cash, equity and debt that shifts based on the firm’s stock price and value of 

assets in place. This theory of managerial autonomy characterizes the allocation of control 

rights among financiers and its capital structure implications.

An extension to the theory by Kurz (1994) is offered in Barberis and Thaler (2002), which 

does not assume all agents to be fully rational. In other words, agents can divert from the 

traditional Bayes’s law, which assumes that agents update their beliefs correctly when they 

receive new information, and consequently make choices that are normatively acceptable and 

thus consistent with notion of subjective expected utility. Barberis and Thaler argue that 

pessimistic investor sentiment can distort investment if firms have to forego attractive
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investment because it is too costly to finance them with undervalued equity. If investors, on 

the other hand, are too optimistic, this creates incentives to take on projects that investors 

perceive as profitable in the fear of depressing stock prices and leading to takeover or 

manager getting fired. Empirical evidence supporting investment distortion is documented in, 

for example, Polk and Sapienza (2004) and Baker et al. (2003).

Earnings forecasts by financial analysts can be considered to embody different interpretation 

of common information due to heterogeneous priors. Early literature on earnings forecasts 

was aimed at justifying the existence of analysts despite their high costs. For example, Brown 

and Rozeff (1978) are among the first to document analysts’ earnings forecasts to be superior 

to various time-series based forecasts. Researchers have also studied the determinants of 

analyst following. Bhushan (1989) finds that analyst coverage is related to the magnitude of 

institutional and insider shareholdings, the variability of equity returns, the degree of 

association between the firm’s return and the market, the market value of the firm, the degree 

of diversification and industry specific characteristics. Previous studies in Europe also suggest 

that forecasts of future EPS are important factors in share appraisal methods especially in 

Germany, the U.K. and the Netherlands, (see e.g. Vergoossen, 1993, Pike et al., 1993). 

Despite their documented importance, Dreman and Berry (1995) argue that average forecast 

errors are too large for investors to rely on and only a small percentage of forecasts are close 

enough to be acceptable to professional investors. Furthermore, Gu and Wu (2003) argue that 

median of forecasts provides more accurate estimates compared to mean, since the median 

minimizes the absolute forecast error in a skewed earnings distribution. They also present 

empirical evidence that market adjusts for part of the bias arising from skewness.

The differences in analyst forecasts between countries are explored in Basu et al. (1998). The 

paper tests whether different accounting measurement rules affect the predictability of 

earnings. They rank ten countries according to the use of accruals, market value accounting 

and the extent of choice between methods. Empirical evidence shows high international 

variation in forecast accuracy. Forecast errors are higher in countries with a lower degree of 

alignment between tax and financial system, less accrual basis accounting, more market-based 
accounting and less choice. Results therefore imply that forecasts are more accurate in 

countries where earnings are not considered informative about financial performance, such as 

Germany and Japan, than in countries where earnings are constructed to be informative, e.g.



23

in the U.S. and the U.K. More recently, Bamiv and Myring (2006) compare forecast and 

historical earnings in valuation in 17 developed countries. They find that forecasts have 

significantly greater explanatory power than historical figures in countries such as the U.S., 

the U.K, Germany, Japan, the Netherlands and Finland, but not in many other European 

countries such as France, Italy, Spain and, Sweden. Results also indicate forecast earnings to 

be more valuable in countries with stronger investor protection laws, less conservative 

accounting standards, greater income conservatism and more transparent accounting system.

A comprehensive comparison of earnings forecasts is provided by Capstaff et al. (2001) with 

data from nine European countries. The paper states that Europe is characterized by a 

considerable variety in individual securities markets and accounting practices, but compared 

to the rest of the world the similarities in institutional environments are more obvious than the 

differences. Capstaff et al. provide empirical evidence suggesting that forecasts are typically 

too optimistic, but short horizon forecasts have considerable predicting power in each 

country. The paper also documents country specific differences namely poor forecasting of 

Italian and Spanish firms and good performance in the Netherlands and the U.K. Other 

conclusions are that forecasts seem to be biased, which is in line with forecast inefficiency 

and overreaction hypotheses, and that forecast revisions are in part predictable, which again 
indicate bias. The paper hints that incentive structures might be key factors behind accuracy 

and bias in forecasts and the differences between countries.

Analyst level factors influencing forecast accuracy are studied in Bolliger (2004). The author 

uses analyst specific forecast data in Europe and finds that forecast accuracy is positively 

associated with analyst firm specific experience measured by the number of years the analyst 
follows the firm. Bolliger documents public listing activity and external reputation of analysts 

to be among the main institutional differences that affect incentive structures and thus 

forecasts of individual analysts. The results also indicate that the most recent forecasts tend to 

be the most accurate and analyst accuracy decreases as the number of countries she follows 

increases, but seniority does not seem to affect accuracy. Complementing the research on 

determinants of forecast accuracy, Malloy (2005) show that local analyst seem to make more 

accurate earnings forecast than distant ones.
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Richardson et al. (1999, 2004) examine empirically the behavior of individual analysts’ 

earnings forecasts over the twelve-month period preceding the annual earnings announcement 

and find support for the claim that upward-biased forecast in the beginning of the year move 

towards downward-biased towards the earnings announcement date. This pessimism is the 

strongest for high market-to-book firms, large firms, and in periods of real GDP growth. 

Additionally, the paper reports more frequent pessimism in years with high cash flow from 

operations and working capital accruals. Forecast pessimism prior to an earnings 

announcement is more common for firms that are about to issue new equity or whose 

managers have the highest personal capital incentives to avoid earnings disappointments. The 

authors attribute this behavior to the incentives faced by the analysts as they have to balance 

generating accurate forecasts with maintaining good relationships with the firms’ 

management. Analysts are argued to gradually reduce their forecast with guidance from the 

firm management, since they are reliant on management for earnings information. This 

evidence is in line with the previous study by Elton et al. (1984), which shows that analyst 

forecast error declines towards the end of the fiscal year. Elton et al. also document 

persistence of forecast error over time suggesting that earnings for certain companies are 

consistently difficult to forecast.

The level of analyst coverage is recently documented to have an effect also on firms’ 

financing decisions. Chang et al. (2006) show that firms with less analyst coverage have 

lower likelihood of an equity issue. These firms are also more dependent on favorable market 

conditions for equity issues compared to firms with more analyst coverage. Number of 

analysts as a proxy for information asymmetry suggests that less covered firm will be more 

consistently misvalued. This finding is in line with market timing as greater analyst coverage 

reduces information asymmetries and opportunities to time the market.

2.3. Institutional differences in Europe

Europe is a relatively homogenous economic area compared to the rest of the world, but 

considerable differences remain between countries. This section highlights some of the key 

differences that are relevant to this thesis. Even though this study does not focus on 

comparing result between countries, understanding the institutional differences help in 

interpreting the results and pinpointing potential underlying reasons behind the empirical 

evidence.
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A comprehensive international study of capital structure theories is documented by Rajan and 

Zingales (1995) with data from G7 countries, namely the U.S., Japan, Germany, France, Italy, 

the U.K., and Canada. Rajan and Zingales state these countries to have fairly similar level of 

economic development, but that (p. 1422) “their institutions - as exemplified by the tax and 

bankruptcy code, by the market for corporate control and by the historical role played by 

banks and securities markets - are fairly different.” The last year covered in the dataset is 

1991, but these variations between countries can be assumed to persistent over time. 

European integration has opened up capital markets within Europe and mandatory adoption of 

International Financial Reporting Standards (IFRS) by all listed companies in the EU from 

2005 onwards has harmonized accounting practices, but considerable differences still remain. 

Countries have been traditionally divided to “market-oriented” countries such as the U.S. and 

the U.K. and “bank-oriented” countries of continental Europe. This classification is based on 

the role of markets and financial institutions in corporate financing. Additionally, the 

development of the banking sector is different in many aspects. Germany is a clear example 

of a universal banking system, where banks are allowed to underwrite corporate securities and 

own equity in them. On the other hand, both of these activities are restricted for the U.S. 

banks. Universal banking is the norm also in other continental European countries, especially 

in France and Italy, and to some extent also in the U.K. (see e.g. Rajan and Zingales, 1995). 

The role of banks in the economy is an easy explanation of the observed differences, but not 

necessarily the most important.

Other distinctions between countries can be made based on ownership and control as well as 

tax and accounting systems. Faccio and Lang (2002) study the ownership structures of listed 

European firms. They document that the U.K. and Ireland have the most widely held 

companies, whereas family controlled firms are more important in continental Europe. They 

also show that dual-class shares are used predominantly in Sweden, Italy, and Finland with 

66.07%, 41.35% and 37.60% of total firms, respectively. Furthermore, evidence shows that 

shares with superior voting rights are rarely traded in Sweden. Overall in Europe, there are 

significant discrepancies between ownership and control in Belgium, Italy and Sweden. In 

line with the theory by Zwiebel (1996), firms with higher discrepancies do not have similar 
pressure from the takeover market to increase leverage in order to make them unattractive to 

raiders. Comparison to studies made in the U.S. (see e.g. Gompers et al., 2004) show that
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dual-class shares are somewhat more common in Europe, but they are heavily concentrated in 

some countries.

Bankruptcy code is also distinctly different in individual countries with Germany standing out 

of the rest. Kaiser (1994) argues that the German bankruptcy code is not conductive to 

actually reorganizing firms resulting in more frequent liquidation of bankrupt companies and 

higher cost of bankruptcy. The paper also argues that the few reorganizations that eventually 

take place are being conducted privately under the supervision of banks.

Prior to the mandatory adoption of IFRS for all firms listed within the EU in 2005, accounting 

practices were largely driven by national legislation. One clear difference between countries is 

the level of interlinkage between taxation and accounting. Alford et al. (1993) document the 

relation between taxation and accounting systems and find that Ireland, the Netherlands and 

the U.K. are the only European countries in the sample with accounting systems relatively 

free of taxation. They argue that in other countries managers have incentives to use 

accounting practices that reduce taxable earnings in the short term. Their study also reveals 

that information content and timeliness is better in, for instance, France, the Netherlands and 

the U.K. compared to the U.S, but worse in Denmark, Germany, Italy and Sweden.

B asu et al. (1998) compile a summary of the principal differences in accounting systems 
across France, Germany, the U.K., the Netherlands, the U.S. and 5 other countries. 

Accounting for research and development varies somewhat among the European countries. 

They are always expensed in Germany, generally expensed in France and the Netherlands, but 

in the U.K. only research is expensed and development is capitalized. Equity investments in 

balance sheets can also be presented with considerable variation. Consolidation of equity 

stakes of over 50% is generally required in most other countries except in the Netherlands. 
Third notable difference arises from amortization of goodwill. Whereas in the U.S. goodwill 

can be amortized over a maximum of 40 years, in Germany amortization has to be done in 5 

years. Other European countries do not have a fixed schedule, but goodwill is amortized over 

useful life instead. Additionally, Rajan and Zingales (1995) document significant differences 

in lease accounting as firms in the U.S. and the U.K. have generally more leases on the 

balance sheet compared to continental Europe. Moreover, especially German firms are 

documented to be more conservative and use historical costs more, whereas revaluation has
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been mandatory for French companies since the late 1970s. On other counts of accounting 
practices these countries are fairly similar.

The effect of institutional differences on earnings forecast environment is also documented. 

Capstaff et al. (2001) argue that forecasting is more difficult in countries where earnings are 

volatile and also influenced by accounting practices. In early 2000, France was still the only 

large European country requiring firms to publish quarterly reports, whereas firms in other 

countries issued only half year or annual accounts. Capstaff et al. also note, based on similar 

determinants from the U.S. by Bhushan (1989), that more developed markets in France, 

Germany, the Netherlands, and the U.K. tend to have more highly developed forecasting 

practices than those of the smaller or newer markets in Southern Europe. Results also imply 

that the forecasting practices are not as developed in Europe on average compared to the U.S.

The accuracy of forecast is studied in more detail in, for instance, Hope (2004). The author 

shows that more freedom in accounting methods leads to lower forecast accuracy. 

Additionally, the use of accrual accounting is positively correlated with accuracy, since 

accruals smooth earnings and provide additional information. Enforceability of standards also 

increases forecast accuracy. The results indicate that Netherlands has the greatest choice of 

accounting method, followed by France, Belgium and other continental European countries. 

Ireland and the U.K. rank relatively low and the U.S. has the lowest choice. The U.S. ranks 

the highest on the use of accrual accounting and enforcement, whereas Germany and Austria 

are among the lowest. Somewhat contradictory evidence is provided by Bolliger (2004), who 

reports significant differences in forecast accuracy between countries. Analysts following 

firms in the U.K. and Sweden seem to be the most accurate whereas the least accurate ones 
are in Ireland and Germany.

Trend towards the integration of European markets has reduced the effect of country specific 

factors on security prices. For example, Isakov and Sonney (2003) document significant 

increase in industrial sector effects and their dominance over country factors in many cases 

with data from 20 markets over the period 1997-2000. Small capitalization stocks are, 

however, more sensitive to national influences. Similar development is found globally and 

authors argue that the trend is more attributable to increasing globalization than converge 

within Europe.
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3. Hypotheses
In this section, I will first briefly describe the disagreement model and continue by presenting 

the testable predictions arising from the model. Agreement theory is an alternative theory of 

security issuances by Dittmar and Thakor (2007), which is built on the previous disagreement 

literature covered in the previous section. The main argument is that firms are more likely to 

issue equity the higher the agreement between investors and managers. The basic idea behind 

the theory is that the manager’s security issuance decision depends on how this decision will 

affect the firm’s investment choice and how this choice in turn will affect the firm’s post

investment stock price. According to this assumption the interests of managers and 

shareholders are aligned and shareholders may object to manager’s decision only because 

they have different beliefs about the value of the project. In this respect, the model draws on 

similar assumptions as in Boot et al. (2006) in that there are two agents whose prior beliefs 

are drawn randomly from two probability distributions exhibiting a particular correlation 

structure. The situation is different with debtholders as they cannot only disagree about the 

value, but they also have different objectives, which can lead to a high cost of debt financing. 

These costs can be alleviated with covenants, but at the expense of lost autonomy for the 

manager. In the case of equity, the autonomy is greater the smaller the likelihood that 

shareholders will disagree with the manager. Shareholder agreement is also reflected in the 

stock price as low probability of disagreement in project choice is accompanied with higher 

stock price. The model therefore predicts that firms will issue equity when the agreement 

between shareholders and managers and the stock price are high and debt when the agreement 

and the stock price are low. The theory is consistent with the recent empirical evidence of 

market timing, overvaluation and information asymmetry. For a more detailed description of 

the model development see Dittmar and Thakor (2007).

The following testable hypotheses are similar to those in Dittmar and Thakor (2007). There 

are four main predictions that are empirically tested in this study. The first prediction relies on 

the intuition that a higher agreement parameter leads to a lower likelihood that the manager 

will make a project choice that investors do not like. Higher agreement increases stock price 

as investors assess the expected value of the terminal payoff to be higher. The model also 

proposes that a firm will never issue equity if it does not have a project opportunity, since idle 

cash can be value destroying. Debt issuers have the same problem, but the effect is not as 

severe taking the tax shields of debt into account.
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HI. Firms will issue equity when their stock prices are high and either debt or no security 
when their stock prices are low.

The second prediction is the first to distinguish the agreement model predictions from those of 

timing and time-varying adverse selection. This prediction relies on the proposition that a 

manager makes the security issuance decision in favor of equity if he perceives a high 

probability that shareholders will endorse the project choice.

H2. Firms will issue equity when the agreement parameter is high, regardless of the stock 
price.

The third prediction relies on similar proposition as the second and distinguishes the 

agreement model predictions from those of market timing and information asymmetry. This 

hypothesis is to analyze whether the agreement parameter has incremental explanatory power 
over various other variables.

H3. The average value of the agreement parameter will be higher among firms that issue 

equity than those that issue debt or do not issue any security. This relation will hold for 

potentially undervalued firms (not probable timers) and potentially overvalued firms 

(probable timers). It will also hold after controlling for variation in information. Thus, 

the agreement parameter has incremental explanatory power in predicting the firms 
that will actually issue equity.

The final hypothesis follows from the argument that an equity issue occurs only when there is 

a project, whereas a debt issue may occur even without a project. Additionally, the model 

assumes that a firm does not increase its capital expenditures after a security issuance without 

a project. Therefore equity issuers are expected to have higher capital expenditures after the 

issue compared to debt issuers or non-issuers. Similar to the predictions 2 and 3, this 

hypothesis is not related to the timing or time-varying adverse selection hypotheses.

H4. On average, firms that issue equity will have higher capital expenditures after the issue 

than firms that either issue debt or do not issue any security and this effect is stronger 
for higher agreement.
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Figure 1 summarizes the predictions of the disagreement model in comparison to the 

predictions of timing and time-varying adverse selection hypotheses similarly to Dittmar and 

Thakor (2007, p. 13). The predictions are the same when there is either high agreement and 

high stock price or low agreement and low stock price. The predictions diverge in other 

instances, since the disagreement model predicts that firms with a high agreement parameter 

will issue equity even if the stock price is low. Symmetrically, the disagreement model 

predicts no equity issue when the agreement parameter is low even if stock price is high. 

Overall, this study tries to test whether the agreement parameter has incremental explanatory 

power in predicting when equity will be issued after controlling for various other measures of 

information asymmetry.

Figure 1: Predictions of the agreement model and the timing hypothesis

High p

Low p

High stock price Low stock price

• Disagreement model predicts equity 
issue

• Timing and time-varying adverse 
selection hypotheses predict equity 
issue

• Disagreement model predicts equity 
issue

• Timing and time-varying adverse 
selection hypotheses predict no 
equity issue

• Disagreement model predicts no • Disagreement model predicts no
equity issue equity issue

• Timing and time-varying adverse • Timing and time-varying adverse
selection hypotheses predict equity selection hypotheses predict no
issue equity issue

4. Data
This section describes the data used in the study. First, I present the sources of data followed 

by a summary table and a figure showing the distribution of observations over the sample 

period and countries. The second subsection defines the variables used in this study. Finally, 

the third subsection presents descriptive statistics of some of the key variables applied in the 

analysis.

4.1 Sample description
This empirical study is built on data collected from three main sources. The data on debt and 

equity issuances is from Thomson SDC New Issues database, which covers equity and bond
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issues globally. Data includes all the follow-on equity offerings and non-convertible corporate 

debt (both investment grade and high yield) by firms in 15 European countries, so called EU- 

15, in the years 1990 to 2006. To provide a more complete view on firms’ financing choice 

decisions, the dataset is expanded to include firms that increase their debt through other 

means than an announced debt issue. I have used Thomson Worldscope database to identify 

increases in debt levels of firms. To be included in the sample as a debt issuer the firm-year 

observation has to satisfy the following conditions:

1. Total debt increase during the year

2. Total long term debt (including current portion) increase of at least 5% of total assets 

These conditions are applied to help identify firms with significant cash inflows similar to 

equity issuers. This sample selection is not foolproof in identifying debt issuers, since also 

firms which have an increase in long-term debt due to other factors than increase in pure 

private debt, e.g. convertible debt or taking on debt from an acquired entity, are included. The 

effect of this kind of distortion, however, is likely to be small. The data for calculating the 

agreement parameters that are used as the main independent variables is obtained from 

I/B/E/S Summary History database. The database includes monthly consensus level data, 

which is calculated as of Thursday before the third Friday of the month. Analyst forecasts are 

obtained as close to the actual reporting date as possible. The forecasts are from the month of 

the EPS announcement if the consensus level data is available in I/B/E/S prior to the issue 

announcement date and otherwise the forecasts are from the previous month.

The main drawback of identifying debt issuers from increases in book debt is the lack of a 

specified issue date, which would allow for more timely tests on the model. This lack of 

specified date poses some problems, since I cannot identify whether the debt increase occurs 

after the earnings announcement for the previous year or already before the announcement. 

The average lag between the previous fiscal year end and the earnings announcement date in 

the full sample is approximately 3 months, which implies that for around a quarter of the 

firms the issue could actually be prior to the previous year’s announcement and therefore the 

forecast and actual EPS are not known prior to the issue. This is not a problem for the control 

variables, which are calculated at year end for all the firms in the sample. These limitations 

add some noise to the full sample and this has to be taken into account when interpreting the 

results. However, the analysis is still valid after these limitations, since relying solely on firms 

issuing debt securities would not be enough to give a thorough picture of financing choice
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decisions made by firms. Most analysis is also conducted with a subsample of firms with a 

specified issue date, which is free of these distortions.

After the preliminary sample of debt issuers is identified from book values, I have deleted 

those firm-year observations that are already included in the sample with more accurate data 

from SDC. I further delete firms that issue both debt and equity during the same year. To be 

included in the final sample, the observations have to meet the following criteria:

1. The firm is not a financial institution with a SIC code between 6000 and 6999

2. The firm has to have a minimum of two analyst forecasts for the previous year’s EPS

3. Actual EPS value has to be positive
4. The difference between actual EPS and the mean forecast EPS cannot exceed 5 times 

the actual EPS
Financial institutions are excluded from the sample since their accounting figures are not 

comparable with those of other firms’. I require at least two analyst forecasts to reduce the 

bias in forecasts and to allow the calculation of standard deviation of the forecasts, which is 

needed in the analysis. Firms with negative actual EPS or significantly deviating EPS 

forecasts are excluded from the sample to prevent possibly incorrect figures or unrealistically 

high or low actual - forecast EPS ratios to contaminate the sample.

The remaining firm level variables used in this study are obtained from Thomson 

Worldscope, Datastream and SDC and business cycle controls are calculated with the data 

from OECD statistical database1. Worldscope is the source of accounting figures used as 

control variables. Share price and market index data is collected from Datastream. SDC is 

used in identifying whether a firm has been an acquirer in a transaction prior to the issuance.

Dataset includes issuances in 15 European countries - Austria, Belgium, Denmark, Finland, 

France, Germany, Greece, Ireland, Italy, Luxembourg, the Netherlands, Portugal, Spain, 

Sweden, the United Kingdom - that have been part of the European Union (EU-15) since 

1995. These countries form a relatively homogenous economic area and therefore provide a 

feasible dataset for the analysis. Variations between countries, however, can also be 

significant and the analysis tries to identify differences by conducting country specific

1 Organisation for Economic Co-operation and Development (OECD) statistical database collects information on 
30 OECD member countries and some non-member countries.
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analysis to indentify whether results can be generalized for Europe or are driven by only a few 

countries.

The final sample consists of 6,536 observations of which 1,315 are equity and 5,221 debt 

issuances. The number of debt issuers is a combination of 1,025 debt security issuers found in 

Thomson SDC and 4,196 identified with changes in book values of debt from Thomson 

Worldscope. To provide a comparison to previous research of the disagreement model by 

Dittmar and Thakor (2007), I present my results separately for the subsample of issuers with a 

specified issue date. The availability of the issue date allows for a more timely calculation of 

the variables and therefore the analysis can be more detailed. As discussed earlier, quarterly 

earnings are not available for most European companies until early 2000 and therefore the 

earnings forecasts in my sample are calculated as of previous year end instead of previous 

quarter as in Dittmar and Thakor (2007). Thus, there is a longer lag in my data and the results 

in the sample are not directly comparable. The results are presented separately for the full 
sample and a subsample of issuers with a defined issue date to provide both a broader analysis 

and a comparison to previous literature. The focus is, however, on the full sample, since dated 

issues, i.e. firms issuing debt or equity securities, do not offer a comprehensive view on 
financing choices made by corporations.

Figure 2: Number of issuers by year
Figure 2 shows the total number of issuers by year as well as break-down by equity issuers, debt 
issuers by an identified security issue and debt issuers by an increase in book debt.
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Figure 1 and Table 1 summarize the data by year and by country. Figure 1 illustrates how 

firm-year observations are distributed throughout the sample period. The number of 

observations is fairly consistent across the sample period with the number of both equity and 

debt issuers peaking in 2000. Table 1 presents the breakdown of observations by country and 

shows that the U.K. accounts for more than a third of the total sample. Other countries with a 

large portion of the total sample are Germany and France. The structure of the sample has to 

be taken into account when analyzing the results as the effect of smaller countries to the 

results is fairly limited.

Table 1: Number of issuers by country
Table 1 presents the number of equity and debt issuances and the total number of issuances by 
country. _________________________________________________________________

Debt Equity Total
Austria 86 27 113
Belgium 139 25 164
Denmark 196 48 244
Finland 142 55 197
France 727 152 879
Germany 459 177 636
Greece 155 21 176
Ireland 126 24 150
Italy 271 58 329
Luxembourg 26 5 31
Netherlands 322 82 404
Portugal 70 18 88
Spain 227 69 296
Sweden 283 72 355
UK 1,992 482 2,474
Total 5,221 1,315 6,536

4.2. Variables applied in the study

This section describes the variables applied in this study in more detail. Section is divided into 

three subsections. First, I will elaborate on the dependent variables used. Second, I will 
present the independent variables and the rationale behind their selection. The third 

subsection discusses the control variables applied in the regressions.

4.2.1. Dependent variables

There are three dependent variables in this paper that are tested in both multivariate 
regressions and univariate tests. The most important dependent variable is the choice between
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equity and debt. Two additional variables are change in leverage and change in investment 

following the issuance, which are both obtained from Thomson Worldscope.

Equity dummy equals 1 if the firm issues equity and 0 if it issues debt. This dummy is used as 

a dependent variable in logit regressions and as a subgroup identifier in univariate tests.

Change in leverage presents the change in debt to value ratio from the year prior to the year 

following the issuance over the 1990-2006 sample period. The variable is defined separately 

with book and market values. Book leverage is the sum of short- and long-term debt divided 

by total assets. Similarly, market leverage is the sum of short- and long-term debt divided by 

market value of equity plus the book value of debt. This variable is used in logit regressions to 

test the leverage changes around the issue year.

Change in investment is the change in capital expenditures to sales from the year prior to the 

year following the issuance over the sample period. The variable is applied to see how 

investment changes following the issuance and what factors influence this.

4.2.2. Independent variables

The following presents the independent variables used in this study. These variables are 

referred to as agreement parameters as they proxy the agreement between shareholders and 
managers as discussed in the previous sections. Similar to Dittmar and Thakor (2007), I use 

the notations ip) and (1-p) to refer to the agreement parameters and their expected signs based 

on the theory. Agreement parameter (p) is expected to have a positive sign and the inverse 

parameter (1-p) is expected to have a negative sign in relation to the equity issue dummy. 

Main independent variables, actual - forecast EPS and dispersion, are based on consensus 

analyst forecasts, which are obtained from I/B/E/S Summary History database. The actual 

EPS is also collected from the same database to get as reliable a comparison as possible. 

Additional variables, number of periods beat forecast, CAR from M&A and dual-class 

premium are obtained from Thomson Worldscope, Datastream, SDC and I/B/E/S.

Actual -forecast EPS (p) is defined as the difference between the actual EPS and the mean 

forecast EPS divided by the actual EPS in the year prior to the issue. The motivation behind 

this variable is that the greater the manager’s ability to deliver better than expected results, the
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less likely the investors are to question the manager’s decisions. Firms with higher value for 

this agreement parameter (p) are therefore expected to issue more equity and the expected 

sign is positive. In untabulated results, the analysis is also conducted with median analyst 

forecasts as suggested to be more accurate by Gu and Wu (2003), but the results are 

practically unchanged.

Dispersion (1-p) is the standard deviation of the analyst forecasts divided by book equity in 

the year prior to the issuance. This variable measures the agreement among analysts and is 

used as a proxy for the agreement among investors. The use of this variable assumes that 

agreement among analysts correlates highly with the agreement between managers and 

investors. Scaling dispersion with book equity incorporates into it the effect of firm size and 

indirectly also the number of analysts’ forecasts, which is highly correlated (0.68) with firm 

size. This limits the effect that the number of forecasts could have on the dispersion. 

Dispersion variable is also applied without adjusting for book equity, but this is used only in a 

few tests and the difference is clearly indicated in the tables. Dispersion is an inverse of an 

agreement parameter and therefore the expected sign is negative.

In addition to the abovementioned main variables, I have included three other agreement 

proxies, number of periods beat forecast, CAR from M&A and dual-class premium, in the 

analysis similar to Dittmar and Thakor (2007). Two of these variables are available only for a 

small subsample of firms and therefore are not the focus of the analysis. However, these 

provide additional insight into the effect of agreement on financing choice and can be used to 

support and verify the findings of the main analysis.

Periods beat forecast (p) is the number of consecutive years the firm beats forecast in the past 

two fiscal years. This variable is included to capture the effect of performance over multiple 

periods, which may influence issuance decision. This agreement parameter is expected to 

have a positive sign.

Cumulative abnormal return (CAR) from M&A (p) is calculated for firms that can be 

identified as the acquirer in an acquisition of majority stake prior to the issue with data from 

Thomson SDC Mergers and Acquisitions database. The time period of acquisitions is defined 

differently for the full sample and for a subsample of issues with a specified issue date. For
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the full sample, the CAR from M&A is calculated for firms that are an acquirer of a majority 

stake in another company in the calendar year prior to the issue. For the subsample, the CAR 

is calculated for companies that are acquirers during the 365 day period prior to the issue date. 

The variable is defined as the three day cumulative abnormal return around M&A 

announcement date. I employ market adjusted returns as presented in Brown and Warner 

(1985) and also applied in recent M&A literature (see e.g. Dong et al., 2006). This method of 

calculating CAR can be considered a simplified market model with prespecified parameters 

a — 0 and ß = 1. With a short event window of [-1, 1] the improvements offered by the 

implementation of the full market model are insignificant as tested in Brown and Warner 

(1985). The use of market adjusted returns instead of a market model is further motivated by 

the availability of data. Using the market model would further limit the sample size, since 

reasonably long stock price history needed to calculate model parameters is not available for 

all firms, especially in the early years of the sample. Hence, the abnormal return to the 

shareholders of firm i on day / is calculated with the formula

(1)

where /?„ is the return on the stock of firm i adjusted for stock splits and dividends and Rmt is 

the total return the MSCI Europe index. Both R¡, and Rm, are calculated on a logarithmic basis. 

This index is appropriate to use in this study, because it measures the aggregate equity 

performance of 16 European countries (EU-15 plus Norway) and all countries in the sample 

are included. MSCI also publishes index for Europe excluding Norway, but the historical time 

period is not sufficient for this analysis and the inclusion of Norway in the index does not 

distort the results significantly due to its relatively small size. After the abnormal returns are 

calculated for the respective firm and time period, the cumulative abnormal return for firm i 

during the event window [-1, 1] is determined by summing up the daily abnormal returns
i

(2)
t=-i

The higher the cumulative abnormal return from this previous decision by the management, 

the higher the agreement and the expected sign is positive.

Dual-class premium (1 -p) is defined as the price differential between the stock with superior 

voting rights and the stock with inferior voting rights in the year end prior to the issue for 

those companies that have two classes of stock. Firms with dual-class stock are identified 

from Thomson Worldscope and stock prices are from Thomson Datastream. The control
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premium should represent the level of agreement between the broader investor base and the 

insiders and managers in control. Smaller control premium should therefore denote higher 

agreement and the expected sign is negative. It is worth to note that this variable is available 

only to 72 firm-year observations, of which 94.4% are from the Nordic countries. The results 

therefore do not represent the full sample.

4.2.3. Control variables
To distinguish the predictions of the agreement model from other theories, I control for 

measures that previous studies have documented to influence the choice of financing in firms. 

These control variables are divided into the following categories: market timing, information 

asymmetry, business cycle and traditional capital structure theories. The effects of market 

timing are controlled for with stock price based and operating measures. Information 

asymmetry is closely linked with agreement, but the analysis tries to separate the two 

measures by including commonly used measures of information asymmetry that are unrelated 

to agreement. The expected sign for each variable is indicated in brackets.

Price variables [+] measure the changes in the level in stock price prior to the issue. The 

analysis is conducted with raw returns as well as market adjusted returns for the 3, 6, 9, and 

12 months preceding the issue. Stock returns are adjusted for stock splits and dividends are 

reinvested. Total return for the MSCI Europe index is used as a proxy for the market return. 

For the full sample, I have calculated these price variables from the previous fiscal year end, 

but for the subsample of dated issues the variables are calculated more accurately from the 

issue date. Other price variables include market-to-book ratio at the previous fiscal year end 

and industry-adjusted market-to-book, which is adjusted for average market-to-book for the 

same 3-digit SIC industry in the EU-15 countries in the same year.

Turnover [+] is defined as the trading volume in the three calendar months prior to the 

issuance. High turnover has been found to be linked to overvaluation and lower subsequent 
stock returns by Lee and Swaminathan (2000). Trading volumes can, however, be driven by 

factors not directly linked to overvaluation such as rule-based trading suggested by Nagel 

(2004), which limits the use of volume as an overvaluation proxy.
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GDP growth [+] in the quarter of the forecast is the growth in the aggregate EU-15 GDP 

obtained from OECD statistical database. Previous studies, e.g. Richardson et al. (1999, 

2004), have found that forecasts may be biased downwards in the periods of high GDP 

growth and this variable is included to control for this potential bias.

30-day post EPS announcement dummy [-] equals 1 if the issue is within 30 days of the 

previous EPS announcement date. This variable is only defined for firm-year observations 

with a specified date and therefore is not included in the tests with the full sample. The 

variable takes into account also interim earnings forecast to the extent that they are available 
in Thomson Worldscope.

Post-issue EPS change [-] is the difference between the actual EPS the year following to the 

issue and the EPS the year prior to the issue divided by the prior EPS. This variable is used in 

the regression analysis, but in the univariate analysis I also compare the EPS change in years 

2 to 4 following the issue to the EPS in the year prior to the issue.

Change in operating income [-] is defined as the change in operating income before 

depreciation divided by sales from the year prior to the years 1 to 4 following the issue. This 

provides a comparison to the previous literature on operating performance of equity issuers 

(e.g. Loughran and Ritter, 1997), which document deteriorating performance following the 
issue.

Post-issue EPS abnormal return [-] is the three day CAR around the EPS announcement date 

after the issue. For the full sample, the CAR is calculated around the announcement of the 

EPS for the issue year. For the subsample of issues with a specified date and identifiable 

interim report dates in Thomson Worldscope, the EPS announcement effects are calculated 

for 1 and 3 quarters following the issue. I have used market adjusted returns to calculate the 

CARs around the EPS announcements similar to the CAR from M&A described above. This 

variable relies on the argument that managers can time the equity market in anticipation of 
lower than expected returns.
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EPS run-up [+] is the change in EPS from two years prior to the year prior to the issuance. 

This variable is motivated by the evidence by Korajczyk et al. (1991) who find evidence that 

earnings releases preceding equity issues convey unusually good news about the firm.

A number of business cycle controls are included in the analysis to account for more frequent 

equity issues in periods of economic growth as documented by Choe et al. (1993). The 

following business cycle control variables are calculated in two separate ways. For the full 

sample, the prior months have been calculated from the previous year end, but for the 

subsample of dated issuers, the momentum is more timely calculated from the issue date. I 

have used two alternative time periods to take into account the potential lag in the full sample. 

Data for these variables is obtained from OECD statistical database. Aggregate EU-15 

measures are chosen as individual country growth rates might not be representative of the 

economic conditions faced by a single firm as documented by Isakov and Sonney (2003).

Momentum [+] is defined as the market return in the 6 month period prior to the issue. I have 

used the MSCI Europe total return index as a proxy for market return.

Industrial production growth [+] measures the change in the industrial production index (IPI) 

for EU-15 countries in the months preceding the issue. The EU-15 IPI growth is aggregated 

from the monthly individual country growth figures with previous years GDP figures as 

weights. The analysis of the full sample is done with 12 month IPI growth from the last fiscal 

year end month, but the sample of dated issuers have more accurate time period of 3 months 

from the month prior to the issue.

Leading indicator growth [+] is the growth in EU-15 GDP prior to the issue collected from 

OECD Statistics database. Similar to the IPI, the period is defined to be 12 months for the full 

sample and 3 months for the subsample with a specified issue date.

The other remaining control variables are included to separate the evidence supporting the 

agreement model from the predictions of pecking order or trade-off theories (see e.g. Rajan 

and Zingales, 1995).



41

LnSales [-] is the natural logarithm of sales in the fiscal year prior to the issue. This variable is 

included in the analysis to control for firm size. Sales figures are converted into euros to make 

them comparable. Currencies outside the euro area have been converted using exchange rates 

at the fiscal year end either directly or using Deutsche Mark as the reference currency prior to 

the implementation of the euro. Larger firms can have lower costs of debt and therefore may 

prefer to issue debt over equity.

Return on assets [+] is defined as the operating income before depreciation divided by total 

assets at the fiscal year end preceding the issue. This measure of profitability is taking into 

account the well documented finding that more profitable firms often have lower leverage 

ratios.

Cash to assets [+] is the ratio of cash and equivalents to total assets. Firms with greater 

financial slack, as measured by this variable, are expected to rely less on external financing. 

Pecking order theory suggests that firms would primarily issue debt and equity only as a last 

resort, but theory does not provide a clear prediction. Previous research has, however, 

documented firms with more cash to be more likely to issue equity.

R&D to sales [+] is the percentage of research and development expense of sales. This is a 

measure to proxy for firm’s growth opportunities. If a firm does not report R&D expense, I 

assume them to be zero. Documented by Myers (1977), agency costs of debt are higher for 

firms with higher growth opportunities and therefore firms with higher ratio for this variable 

would prefer to issue equity.

Fixed assets to assets [-] is calculated as net fixed assets divided by total assets. Firms with 

more tangible assets are more likely to issue debt, since fixed assets can be used as collateral.

Debt to assets [+] measured as the total book debt to total assets is included to control for the 

effect of leverage on the issuance decision. Trade-off theory suggests that firms with high 

(low) leverage are more (less) likely to issue equity.
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4.3. Descriptive statistics
This section provides summary statistics on some of the central control variables applied 

throughout this study. I will present statistics on the variables used to control for the effects of 

trade-off and pecking order theories. These are two of the most prevalent theories of capital 

structure and financing choice and these control variables are included to separate the effect 

of agreement from these two other theories.

Table 2 on the following page presents summary statistics of the variables included in the 

study to control for firm characteristics that previous literature has found to have an effect on 

financing choices of firms. The total sample consists of 6,536 firm-year observations of which 

I was able to obtain all the control variables presented in Table 2 for 6,458 observations. The 

availability of these control variables was not used to limit the sample size, since the variables 

are not applied in all the tests and therefore would have unnecessarily restricted the sample 

size for other tests. The first panel of Table 2 shows the medians for the full sample of debt 

and equity issuers and the following Panels B, C, D and E present medians of dated issues as 

well as of the highest and the lowest quartiles by actual - forecast EPS, forecast dispersion 

and market-to-book measures. Differences in the medians between groups are tested for 
statistical significance using Wilcoxon rank-sum test2.

Panel A summarizes the differences between debt and equity issuers in the full sample. The 

full sample statistics are in line with the predictions of the trade-off and pecking order 

theories, since equity issuers on aggregate have more cash and cash equivalents to assets and 

higher research and development expenditures to sales, but less fixed assets and debt in 

relation to total assets compared to debt issuers. Return on assets is also indicated to be higher 

for debt issuers, even though Wilcoxon rank-sum test fails to reach statistical significance. 

Somewhat contradictory, however not statistically significant, to the predictions of the 

traditional theories is the difference in the medians of the natural logarithm of sales in favor of 

equity issuers. The small relative size of debt issuers is explained by the sample selection, 

because the debt issuers identified from book values are on average smaller than firms issuing 

debt securities.

2 Wilcoxon rank-sum test (also known as Mann-Whitney U test) is a nonparametric test for assessing whether the 
samples of observations come from the same distribution.
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Table 2: Summary statistics of control variables
Table 2 presents medians for the full sample as well as for subsamples. Panel A summarizes the full 
sample, Panel В the subsample of firms with a specified issue date, and Panels C to E detail firms in 
upper and lower quartile in the agreement parameter EPS forecast, which is defined as the difference 
between actual EPS and mean analyst forecast EPS divided by actual EPS, dispersion, defined as 
standard deviation of analyst forecasts divided by book equity, and market-to-book in the year prior to 
security issuance. Variables measured in the fiscal year prior to the security issuance are defined as 
follows: InSales, the natural logarithm of sales in euros; Return on assets, operating income before 
depreciation to total assets; Cash to assets, cash and equivalents divided by total assets; R&D to sales, 
research and development expense to sales (set to zero if R&D expenses missing); Fixed assets to 
assets, net fixed assets divided by total assets; Debt to assets, total debt divided by total assets, p- 
values indicate whether debt and equity issues are significantly different using non-parametric 
Wilcoxon rank-sum test.

Debt issuers Equity issuers p -value
Panel A: Full sample

InSales 6.162 6.259 0.734
Return on assets 0.128 0.125 0.264
Cash to assets 0.065 0.076 0.000
R&D to sales 0.000 +0.000 0.022
Fixed assets to assets 0.335 0.286 0.000
Debt to assets 0.238 0.211 0.000
No. of observations 5,177 1,281

Panel B: Dated issues
InSales 8.163 6.259 0.000
Return on assets 0.120 0.125 0.032
Cash to assets 0.061 0.076 0.000
R&D to sales +0.000 0.000 0.000
Fixed assets to assets 0.362 0.286 0.000
Debt to assets 0.278 0.211 0.000
No. of observations 1,012 1,281

Panel C: High & low agreement by EPS forecast
High agreement

InSales 6.125 6.192 0.761
Return on assets 0.117 0.115 0.682
Cash to assets 0.073 0.080 0.053
R&D to sales 0.000 +0.000 0.016
Fixed assets to assets 0.332 0.283 0.001
Debt to assets 0.244 0.216 0.002
No. of observations 1,231 382

Low agreement
InSales 5.820 5.942 0.150
Return on assets 0.114 0.107 0.145
Cash to assets 0.063 0.077 0.002
R&D to sales 0.000 0.000 0.390
Fixed assets to assets 0.308 0.271 0.007
Debt to assets 0.253 0.219 0.002
No. of observations 1,329 283

(continued)
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Table 2 - continued

Debt issuers Equity issuers p -value
Panel D: High & low agreement by dispersion

High agreement
InSales 7.522 7.113 0.003
Return on assets 0.126 0.125 0.542
Cash to assets 0.065 0.076 0.003
R&D to sales 0.000 0.000 0.748
Fixed assets to assets 0.399 0.287 0.000
Debt to assets 0.245 0.211 0.005
No. of observations 1,272 316

Low agreement
InSales 5.173 5.423 0.003
Return on assets 0.124 0.120 0.169
Cash to assets 0.072 0.091 0.015
R&D to sales 0.000 +0.000 0.000
Fixed assets to assets 0.283 0.246 0.008
Debt to assets 0.239 0.228 0.127
No. of observations 1,334 258

Panel E: High & low market-to-book
High market-to-book

InSales 5.941 5.718 0.002
Return on assets 0.173 0.168 0.973
Cash to assets 0.081 0.106 0.001
R&D to sales 0.000 0.000 0.251
Fixed assets to assets 0.261 0.185 0.000
Debt to assets 0.221 0.155 0.000
No. of observations 

Low market-to-book
1,173 431

InSales 6.314 6.637 0.005
Return on assets 0.101 0.091 0.022
Cash to assets 0.052 0.055 0.460
R&D to sales 0.000 0.000 0.194
Fixed assets to assets 0.381 0.349 0.016
Debt to assets 0.259 0.275 0.132
No. of observations 1,345 253

Panel B shows the medians for the subsample of firms with a specified issue date. The median 

natural log of sales for the subsample of debt issuers with a specified date is 8.16, which is 

significantly higher than the comparable figure 6.16 for all the debt issuers in the sample and 
significantly higher than for equity issuers. Other notable differences between the full sample 

and the subsample arise from return on assets and R&D to sales. Both show statistical 

significance and the difference is opposite to the full sample. Higher return on assets for 

equity issuers is in line with previous empirical evidence that more profitable firms have
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lower leverage. Debt issuers with significantly higher R&D to sales provide opposing 

evidence to the agency theory by Myers (1977). The medians for the other variables are 

similar to those in Panel A and the difference between equity and debt issuers is even more 

apparent.

The full sample is divided into different subgroups in Panels C through E according to two 

different agreement parameters and market-to-book as a measure of market timing. The 

difference between the actual and the mean forecast EPS divided by the actual EPS is the 

agreement parameter used in Panel C to analyze the differences between high and low 

agreement groups. Medians for the control variables are calculated separately for debt and 

equity issuers in the highest and the lowest agreement quartiles. The statistics are similar to 

the ones in Panel A and show that the differences between equity and debt issuers remain in 

the subgroups of high and low agreement. Only distinction compared to the full sample is that 

R&D to sales is statistically significant only in the subgroup with high agreement parameter. 

The numbers of observations in each subgroup show that relatively more equity issuers are 

included in the highest quartile of the agreement parameter than in the lowest quartile. This 

provides early indication that firms with higher agreement parameter as measured by the 

actual - forecast EPS are more likely to issue equity. Panel D uses the inverse agreement 

parameter, standard deviation of analysts’ forecasts divided by book equity, to form the 

lowest and the highest agreement quartiles. This Panel provides similar statistics to those of 

the other agreement parameter in Panel C with the exception of natural log of sales. 

Dispersion by book equity agreement parameter that is proportional to the firm size brings 

forth the differences in firm sizes. In the highest quartile of the agreement parameter, debt 

issuers are significantly larger than equity issuers, but the opposite is true in the lowest 

agreement quartile. Finally, Panel E presents summary statistics for the lowest and highest 

quartiles in terms of market-to-book values. Results mirror those of previous panels except 

that low market-to-book equity issuers have higher median leverage, albeit the difference is 

not statistically significant. Similarity of the high agreement and high market-to-book samples 

shows that market timing is linked to agreement.
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5. Results and analysis
This section presents the results of the empirical analysis conducted in this study. I will first 

present summary statistics of price variables as measures of market timing and discuss their 

implications for other tests. The rest of the results are reported in two parts. First subsection 

shows the results on the effects of the agreement parameter on the issuance decision. Second 

subsection focuses on the changes in operating performance and leverage following an issue.

Table 3 summarizes the price variables used in this study. The variables are defined separately 

for the full sample and a subsample of security issuers for which the issues date can be 

identified. Also the tests in this section are conducted separately for both the full sample and 

the subsample, since the subsample allows for a more timely analysis with known issue date. 

Panel A presents the median price variables for the full sample. All the variables except for 

the market-to-book are lagged in such a way that they are calculated as of the previous fiscal 

year end. The results show a clear difference between the stock market performance of debt 

and equity issuers. Both raw returns and market adjusted returns are significantly higher for 

stock issuers in all 3, 6, 9, and 12 month timeframes. Additionally, equity issuers have 

significantly higher market-to-book measures even after adjusting for industry averages. 

Panel В presents similar results for the subsample, in which the price variables are defined 

with the actual issue date. The results in both panels are clearly supporting prediction 1 that 

firms are more likely to issue equity when their stock prices are high. The results are also 

consistent with market timing and time-varying adverse selection hypothesis and therefore are 

not distinguishing variables. Moreover, they are clearly inconsistent with the pecking order 

and trade-off theories.

Operating performance following the issue is the other set of variables used to test the market 

timing hypothesis. The hypothesis states that post-issue EPS change should be significantly 

negative for equity issuers and additionally, the post-issue EPS abnormal return, which is the 

stock market reaction to the EPS announcement following the issue, should be negative. The 

summary results in Table 4 do not show full support for the market timing hypothesis. The 

post-issue EPS change for equity issuers in Panel A is not only positive but also significantly 

higher than for debt issuers. This would actually suggest that debt issuers are timing the debt
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Table 3: Price variables
Table 3 summarizes the price variables included in the analysis. Panel A presents median lagged price 
variables for the full sample that are calculated as of previous fiscal year end. Panel В shows price 
variables for a subsample of issuers calculated as of the issue date, ^-values indicate whether debt and 
equity issues are significantly different using non-parametric Wilcoxon rank-sum test.____________

Debt issuers Equity issuers p -value
Panel A: Full sample

Lagged prior 3-month return 0.043 0.064 0.000
Lagged prior 6-month return 0.031 0.077 0.000
Lagged prior 9-month return 0.060 0.124 0.000
Lagged prior 12-month return 0.121 0.202 0.000
Average MB 2.070 2.464 0.000
Lagged market-adjusted prior 3-month return -0.014 0.008 0.000
Lagged market-adjusted prior 6-month return -0.021 0.019 0.000
Lagged market-adjusted prior 9-month return -0.022 0.036 0.000
Lagged market-adjusted prior 12-month return 0.000 0.077 0.000
Average industry-adjusted MB -0.236 0.055 0.000

Panel B: Dated issues
Average prior 3-month return 0.029 0.072 0.000
Average prior 6-month return 0.065 0.137 0.000
Average prior 9-month return 0.086 0.187 0.000
Average prior 12-month return 0.109 0.236 0.000
Average MB 1.870 2.464 0.000
Average market-adjusted prior 3-month return -0.007 0.039 0.000
Average market-adjusted prior 6-month return 0.002 0.073 0.000
Average market-adjusted prior 9-month return 0.000 0.088 0.000
Average market-adjusted prior 12-month return 0.004 0.103 0.000
Average industry-adjusted MB -0.308 0.055 0.000

market in anticipation of deteriorating results. These results are somewhat contrary to 

previous research by Hansen and Crutchley (1990) and Loughran and Ritter (1997), but 

similar to a more recent research by Dittmar and Thakor (2007), which also documents higher 

change in EPS for equity issuers right after the issue. By limiting the sample to firms with a 

specified issue date the results are more in line with the previous research. The EPS change 

for the equity issuers remains marginally higher than for debt issuers for the first three years, 

but is significantly lower in the fourth year. This suggests that equity issuers do suffer from a 

poorer operating performance in the long term and shows support for the hypothesis, 

however, only in the long term. Results are also presented separately for likely market timers 

with high market-to-book. These results mirror those of the full sample, but interestingly the 

difference in post-issue EPS change is even more clearly higher for the equity issuers. Again 

this is partly contrary to previous research as in Lee (1997) in that likely timers have higher 

increases in earnings, but similar is documented in Dittmar and Thakor.
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Table 4: Operating performance following the issue
Table 4 shows annual operating performance following the issuance. Panel A presents medians of the 
changes in EPS from the year prior to 1, 2, 3 and 4 years following the issue. Panel В similarly shows 
median changes in operating income to sales ratio. Panel C presents the median abnormal returns 
around EPS announcements following the issue.

Debt issuers Equity issuers p -value
Panel A: Change in EPS from year prior to issue to:

Full sample
First year following issue 0.054 0.134 0.000
Second year following issue 0.014 0.166 0.000
Third year following issue -0.053 0.119 0.000
Fourth year following issue -0.093 0.051 0.001

High market-to-book sample
First year following issue 0.080 0.167 0.000
Second year following issue 0.033 0.200 0.000
Third year following issue -0.064 0.167 0.000
Fourth year following issue -0.108 0.128 0.001

Panel B: Change in operating income/sales from year prior to issue to:
Full sample

First year following issue -0.002 0.001 0.000
Second year following issue -0.004 -0.002 0.053
Third year following issue -0.007 -0.003 0.076
Fourth year following issue -0.008 -0.006 0.289

High market-to-book sample
First year following issue -0.002 0.001 0.001
Second year following issue -0.006 -0.003 0.280
Third year following issue -0.009 -0.007 0.465
Fourth year following issue -0.011 -0.013 0.769

Panel C: Three-day CAR of EPS annoucement at:
Full sample

First year following issue 0.177% 0.115% 0.704
High market-to-book sample

First year following issue 0.125% 0.153% 0.791

Sample of dated issues
First quarter following issue 0.224% 0.055% 0.673
Third quarter following issue 0.092% 0.121% 0.534

High market-to-book dated issues
First quarter following issue 0.278% 0.064% 0.970
Third quarter following issue 0.054% 0.018% 0.473

Panel В shows similar statistics for operating income to sales. The median values are still 

higher for equity than debt issuers, but they are more in line with the model predictions, since 

the results are negative already from the second year following the issue. Panel C presents the 

three-day cumulative abnormal returns from the earnings announcement following the issue. 

First, the full sample shows that equity issuers do have positive return, but lower returns than
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debt issuers, however with insignificant difference. The likely timers with high market-to- 

book show contrary results to the hypothesis, but the difference in not significant. Second, the 

abnormal returns are shown separately for dated issues, which allow for a timelier calculation 

of variables. The statistics show that the returns for equity issuers in the first post-issue EPS 

announcement are lower than for debt issuers in both the whole subsample and high market- 

to-book sample. High market-to-book sample actually indicates greater difference between 

equity and debt issuers for the first quarter. For the likely timers the difference also remains 

for the third quarter following the issue. These results fail to reach statistical significance, but 

provide some support for market timing. Research by Spiess and Affleck-Graves (1999) and 

Diether (2004) document lower stock market performance in the long-run for debt and equity 

issuers respectively, which imply negative reaction to earnings announcement following the 

issuance. My results do not fully support their findings, but however indicate worse reaction 

for equity than debt issuers.

5.1. Effect of agreement on issuance decision

The effect of agreement on issuance decision is tested with multiple alternative agreement 

definitions. I will first present summary statistics of all the agreement proxies. The following 

subsections describe the results separately for the actual - forecast EPS, dispersion and 

alternative agreement measures such as number of periods beat forecast, CAR from M&A and 

dual-class premium. Additionally, results are tested with business cycle and information 

asymmetry controls.

All the variables used to proxy the agreement between managers and investors are presented 

in Table 5. Similar to the previous Table, the results are presented separately for the full 

sample and the subsample of issuers with a specified date. Panel A presents mean, median 

and number of observations for the full sample as well as for the groups of debt and equity 

issuers. In the full sample, the actual - forecast EPS agreement measure supports the 

agreement model in that equity issuers have higher parameter values compared to those of 

debt issuers and the difference is also statistically significant in Wilcoxon rank-sum test. 

Dispersion agreement measure statistics are also in line with the hypotheses with significantly 

lower values for equity issuers for both raw dispersion and dispersion adjusted for book 

equity.
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Table 5: Summary statistics of agreement proxies
Table 5 presents all the variables used in this study to proxy agreement between managers and 
investors. Actual - forecast EPS is defined as the difference between actual EPS and mean analyst
forecast EPS divided by actual EPS in the year prior to the issuance. Number of consecutive periods 
the firm beats forecast in the past two fiscal years is assigned values 0, 1 or 2. Three-day CAR around 
an acquisition announcement is calculated only if the issuer can be identified to be an acquirer of a 
majority stake during the 12 months preceding the issue from the last fiscal year end in Panel A or 
from the issue date in Panel B. Dual-class control premium is defined as the price differential between 
the stock with superior voting rights and the stock with inferior voting rights for those companies that 
have two classes of stock. Dispersion is defined as the standard deviation of analyst forecasts prior to 
the previous annual earnings announcement preceding the issue (divided by book equity), ^-values 
indicate if the group that issued equity is significantly different from debt issuers using a non-
parametric Wilcoxon rank-sum test (/-test in parentheses).

Full sample Issued debt Issued equity p -value:
Panel A: Full sample

Actual - forecast EPS (p ) Median 0.010 0.009 0.017 0.000
Mean -0.062 -0.067 -0.040 (0.105)

No. of observations 6,536 5,221 1,315
No. of periods Median 0.000 +0.000 0.000 0.014

beat forecast EPS (p ) Mean 0.645 0.658 0.595 (0.010)

No. of observations 6,534 5,219 1,315
CAR from M&A (p ) Median 0.004 0.004 0.003 0.238

Mean 0.009 0.010 0.007 (0.312)

No. of observations 2,167 1,703 464
Dispersion (l-p) Median 0.032 0.034 0.025 0.000

Mean 8.666 9.429 5.637 (0.516)

No. of observations 6,536 5,221 1,315
Dispersion/book Median 0.014 0.015 0.012 0.003

equity x 100 (1-p) Mean 18.834 19.348 16.748 (0.897)

No. of observations 6,401 5,135 1,266
Dual-class premium (1 -p) Median 0.016 0.018 0.008 0.261

Mean 0.037 0.040 0.020 (0.322)

No. of observations 72 62 10
Panel B: Dated issues

Actual - forecast EPS (p ) Median 0.015 0.012 0.017 0.150
Mean -0.037 -0.033 -0.040 (0.748)

No. of observations 2,340 1,025 1,315
No. of periods Median 0.000 0.000 0.000 0.702

beat forecast EPS (p ) Mean 0.605 0.619 0.595 (0.453)

No. of observations 2,339 1,024 1,315
CAR from M&A (p ) Median 0.004 0.001 0.008 0.000

Mean 0.009 0.002 0.016 (0.000)

No. of observations 905 426 479
Dispersion (!-/») Median 0.032 0.041 0.025 0.000

Mean 4.439 2.902 5.637 (0.577)

No. of observations 2,340 1,025 1,315
Dispersion/book Median 0.007 0.003 0.012 0.000

equity x 100 (1 -p) Mean 10.134 1.745 16.748 (0.355)

No. of observations 2,264 998 1,266
Dual-class premium (1-p ) Median 0.027 0.032 0.008 0.021

Mean 0.051 0.061 0.020 (0.110)

No. of observations 43 33 10
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However, the /-test3 for the difference in means does not show significant difference in either 

dispersion or actual - forecast EPS agreement proxies. Contrary to the model predictions, 

number of periods beat forecast EPS is significantly higher for debt issuers. This can be 

interpreted as a sign that a longer period of better than expected profitability is more an 

indicator of the availability of debt financing than a factor in getting equity financing. The 

two remaining alternative agreement measures, CAR from M&A and dual-class premium, do 

not yield statistically significant results, but the higher premium for dual-class debt issuers is 

in line with the model predictions. The insignificant differences between groups in these two 

variables are most likely due to the relatively small sample sizes and potential noise. Panel A 

also highlights the numbers of observations that are available for each variable. Notably, CAR 

from M&A is available for less than a third of the full sample and dual-class premium only 

has meager 72 observations. These results have to be analyzed with respect to this data and 

mainly work as robustness checks for the model, since the results cannot be directly 

generalized to the full sample.

The other half of Table 5 presents the summary statistics of the agreement proxies for the 

subsample of observations with s specified issue date. Panel В shows significant differences 

between debt and equity issuers in both of the dispersion measures and CAR from M&A. The 

unsealed dispersion shows that the median is higher for debt issuers, but the mean is lower. 

Wilcoxon rank-sum test confirms the statistically significant difference in the distributions of 

debt and equity issuers, but the difference in means is not significant in /-test. This supports 

our model in that dispersion is lower among equity issuers in median terms. After scaling the 

dispersion by book equity, the results interestingly show significantly higher dispersion for 

equity issuers. This difference between unsealed and scaled measures could be explained by

3 The pooled variance /-test for the difference in two means is defined as
(Xi — X2) — (ßi~ М2)

where

t =
)

and

„2 Oi - Ш2 + (n2 - !)S22 
P (74 - 1) + (n2 - 1) ’

Sp = pooled variance
Хг = mean of the sample taken from population one 
S? = variance of the sample taken from population one 
n, = size of the sample taken from population one 
X2 = mean of the sample taken from population two 
S2 = variance of the sample taken from population two 
n2 = size of the sample taken from population two



52

high correlation (41%) between the book value of equity and firm size. The scaled dispersion 

therefore presents the effects of both dispersion and firm size and in multivariate analysis I 

control for this effect with a variable of firm size. Actual -forecast dispersion measure does 

not seem to differ significantly between groups, even though, the median is somewhat higher 

for equity issuers. As for the alternative measures, CAR from M&A supports the model with 

significantly higher returns for equity issuers. This also shows that the significance increases 

compared to Panel A, because of more accurate measurement of the acquisition period. 

Number of periods beat forecast EPS shows similar results to Panel A that are contrary to the 

model predictions, but the difference is not significant. The final agreement parameter, dual- 

class premium shows support for the model in that the premium is significantly lower for 

equity issuers implying higher agreement between investors and managers.

To provide more details on the properties of these agreement parameter proxies, I have 

calculated the correlations of these variables in Table 6. The coefficients are fairly small 

across the variables with only dispersion and dispersion divided by book equity having really 

high correlation as expected. Other clearly correlated variables are the actual - forecast EPS 

and number of periods beat forecast. Negative correlation emphasizes the difference found 

already in Table 5, which showed that debt issuers have significantly higher value for the 

latter variable contrary to the model predictions.

On the whole, Tables 5 and 6 provide some support for the third hypothesis that the average 

value of the agreement parameter is higher among equity issuers than debt issuers. The main 

proxies, actual - forecast EPS and dispersion, provide significant results that are consistent 

with the model predictions in the full sample. In the subsample, the results for these variables 

are not as significant and the scaled dispersion seems to be more affected by the size, but do 

not contradict the model as such. Alternative measures also support the model in that CAR 

from M&A is significantly higher and dual-class premium lower for equity issuers in the 

subsample. However, number of periods beat forecast is contrary to the model in both the full 

sample and the subsample. These results are mostly in line with the previous findings in 

Dittmar and Thakor (2007). Notable exceptions are higher number of period beat forecast for 

debt issuers and clearly lower correlations between variables. The following subsections 

analyze agreement proxies in more detail in multivariate setting.
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Table 6: Correlations of agreement proxies
Table 6 presents the correlation matrixes of the agreement proxies applied in this study. Results are 
shown separately for the full sample and for the subsample of issuers with a specified date.

Actual - 
forecast 
EPS (p )

No. of 
periods 

beat 
forecast 
EPS (p)

CAR from Dispersion 
M&A (p ) (l-p)

Dispersion
/book
equity
(1-P)

Dual-class
premium

a-p)
Panel A: Full sample

Actual - forecast EPS (p ) 1.000
No. of periods beat forecast EPS (p ) -0.379 1.000
CAR from M&A (p ) -0.010 0.008 1.000
Dispersion (1 -p) -0.028 0.013 -0.024 1.000
Dispersion/book equity x 100 (l-p ) -0.021 0.011 -0.010 0.554 1.000
Dual-class premium (1 -p) -0.095 0.075 0.093 -0.078 -0.108 1.000

Panel В : Dated issues
Actual - forecast EPS (p ) 1.000
No. of periods beat forecast EPS (p ) -0.357 1.000
CAR from M&A (p ) -0.038 -0.014 1.000
Dispersion (l-/>) 0.023 -0.018 -0.002 1.000
Dispersion/book equity x 100 (l-p ) 0.018 -0.018 0.029 0.984 1.000
Dual-class premium (1-/)) -0.060 0.197 0.173 -0.145 -0.076 1.000

5.1.1. Actual -forecast EPS agreement measure

This subsection discusses the results of the actual - forecast EPS agreement measure. The 

effect of this agreement proxy on the financing choices made by firms is tested with logit 

regression. The dependent variable is the equity dummy, which is assigned a value of one if 

the firm issues equity and zero if it issues debt. The regression model includes price variable, 

and control variables related to the trade-off and pecking order theories. The results are 

additionally tested with measures of post-issue operating performance to control for the 

predictions of the timing hypotheses. To identify differences between countries, I conduct 

similar analysis separately for each country in the sample. Firms with higher actual - forecast 

EPS agreement proxy are predicted to have a higher likelihood of equity issue and thus the 

expected sign is positive.

The results of the regression analysis are presented in Table 7 on the following page. Panel A 

results are for the full sample and Panel В shows separate results for the subsample of issuers 

with a specified issue date. The first three columns in Panel A include different price variables 

and the control variables for the pecking order and trade-off theories. Results indicate that the 

agreement parameter has explanatory power, when the market-to-book price variable is used, 

but with raw stock returns the agreement variable is no longer significant in determining the
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Table 7: Logit regression of effect of agreement on issuance decision: actual - forecast

EPS
Table 7 presents results from a logit regression, where the dependent variable equals one if the firm 
issues equity and zero if it issues debt. The price variable is indicated at the top of each column. 
Actual - forecast EPS is defined as the difference between actual EPS and mean analyst forecast EPS
divided by actual EPS in the year prior to the issuance. Post-issue EPS is the change in actual EPS 
from the year prior to the year following the issue. Change in forecast is the change in mean analyst 
forecast from the year prior to the year following the issue. Post-issue operating income is the change 
in operating income before depreciation divided by sales from the year prior to the years 1 and 3 
following the issue. Post-issue EPS return is the three-day CAR around the next EPS announcement 
date. For the full sample in Panel A, CAR is calculated around the EPS announcement of the 
following year, but for the subsample in Panel В the returns are around the next quarter EPS 
announcement. Control variables measured in the fiscal year prior to the security issuance are defined 
as follows: InSales, the natural logarithm of sales in euros; Return on assets, operating income before 
depreciation to total assets; Cash to assets, cash and equivalents divided by total assets; R&D to sales, 
research and development expense to sales (set to zero if R&D expenses missing); Fixed assets to 
assets, net fixed assets divided by total assets; Debt to assets, total debt divided by total assets, /-values
are in parentheses. *, ** and *** indicate significance at 10%, 5% and 1% levels, respectively.

Expected
sign

to
raw 3- 
month

(2)
raw 12- 
month

(3)

raw MB

(4)

raw MB

(5)

raw MB

(6)

raw MB

(7)

raw MB

(8)

raw MB

(9)

raw MB

Panel A: Full sample
Actual - forecast EPS (p ) + 0.079 0.050 0.122* 0.122* 0.083 0.111* 0.082 0.124 0.122*

(123) (0.76) (1.94) (189) (1.14) (1.75) (123) (1.63) (189)
Price variable + 0.653*** 0.420*** 0.002 0.001 0.001 0.002 0.001 0.001 0.00

(4.20) (5.08) (134) (0.77) (0.73) (0.82) (0.21) (0.69) (0.78)
Post-issue EPS change (1 year) - 0.021** 0.019 0.021“

(2.17) (130) (2.18)
Change in forecast (1 year) - 0.019

(0.90)
Post-issue operating - -0.301

income (1 year) (-132)
Post-issue operating - 0.171

income (3 year) (0.58)
Post-issue EPS - 0.594

return (1 year) (0.96)
GDP growth + -4.087

(-0.47)
InSales - 0.010 0.017 0.016 0.017 0.019 0.022 0.014 0.017 0.017

(0.56) (0.91) (0.92) (0.96) (1.04) (135) (0.69) (0.80) (0.94)
Return on assets + 0.463 -0.197 0.589 0.363 0.479 0.397 0.315 0.199 0.372

(1.13) (-0.44) (147) (0.88) (114) (0.96) (0.68) (0.41) (0.90)
Cash to assets + 1.015*** 0.822** 1.068*** 1.026*** 1.049*** 1.098*** 1.149*** 1.168*** 1.022***

(3.08) (2-34) (3.37) (3.19) (3.21) (3.44) (3.26) (3.07) (3.18)
R&D to sales + 3.604*** 3.552*** 3.663*** 3.906*** 3.844*** 3.612*** 3.722*** 2.897*** 3.918***

(3.41) (3.22) (3.54) (3.76) (3.58) (3.47) (2.98) (2.56) (3.77)
Fixed assets to assets - -0.598*** -0.576*** -0.657*** -0.658*** -0.649*** -0.620*** -0.733*** -0.605*** -0.660*“

(-3.91) (-3.61) (-4.36) (-4.31) (-4.21) (-406) H.25) (-3.18) (-4.32)
Debt to assets + -0.249 -0.458* -0.314 -0.485** -0.464** -0.464** -0.481* -0.580“ -0.487***

(-114) (-1.89) (-1.45) (-2.12) (-2.00) (-2.04) (-1.91) (-2.12) (-2.13)
Intercept -1.444 -1.398 -1.431 -1.367 -1.400 -1.439 -1.312 -1.272 -1.341

(-9.13) (-8.29) (-9.22) (-8.64) (-8.63) (-9.09) (-7.49) (-6.71) (-8.02)
Pseudo R2 0.015 0.016 0.015 0.016 0.015 0.015 0.015 0.016 0.016
No. of observations 6,239 5,914 6,412 6,323 6,161 6,373 5,168 4,168 6,323

(continued)
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Table 7 - (continued)

Expected
sign

о)
raw 3-
month

(2)
raw 12-
month

(3)

raw MB

(4)

raw MB

(5)

raw MB

(6)

raw MB

(7)

raw MB

(8)

raw MB

(9)

raw MB

Panel B: Dated issues
Actual - forecast EPS (p ) + -0.078 -0.129 -0.043 -0.046 -0.072 -0.056 -0.053 0.009 -0.042

(-0.82) (-1.34) (-0.46) (-0.47) (-0.67) (-0.58) (-0.53) (0.08) (-0.43)
Price variable + 1.500*** 0.743*** 0.002 0.001 0.001 0.002 0.002 0.000 0.001

(5.11) (5.63) (0.50) (0.28) (0.25) (0.31) (0.42) (-0.04) (0.21)
Post-issue EPS change (1 year) - -0.001 0.005 -0.001

(-0.06) (0.24) (-0.12)
Change in forecast (1 year) - 0.004

(0.23)
Post-issue operating - -0.345

income (1 year) (-050)
Post-issue operating - 0.525

income (3 year) (0.92)
Post-issue EPS - 0.117

return (1 quarter) (0.11)
GDP growth + 17.963

(131)
InSales - -0.556*** -0.553*** -0.566*** -0.561*** -0.551*** -0.561*** -0.573*** -0.596*** -0.560***

(-18.41) (-18.01) (-18.85) (-18.62) (-18.23) (-18.44) (-17.04) (-15.41) (-18.57)
Return on assets + 0.870 0.400 1.095* 0.772 0.793 0.833 1.012 0.313 0.725

(136) (0.61) (1.72) (1.17) (119) (124) (137) (0.38) (1.09)
Cash to assets + 1.630*** 1.546** 1.632*** 1.572** 1.729*** 1.535** 1.190* 1.753** 1.603***

(2.70) (2.49) (2.72) (2.59) (2.79) (2.54) (1.80) (2.22) (2.64)
R&D to sales + -0.860 -0.709 -0.993 -1.028 -1.072 -2.267 -1.005 -1.157 -1.051

(-0.99) (-0.83) (-1.13) (-1.15) (-1.22) (-1.37) (-112) (-1.15) (-1.19)
Fixed assets to assets - -1.242*** -1.182*** -1.248*** -1.229*** -1.213*** -1.220*** -1.350*** -0.573** -1.224***

(-5.84) (-5.44) (-5.91) (-5.75) (-5.66) (-5.66) (-5.63) (-2.01) (-5.72)
Debt to assets + -1.146*** -1.187*** -1.114*** -1.370*** -1.329*** -1.436*** -1.466*** -1.573*** -1.355***

(-3.83) (-3.71) (-3.72) (-4.23) (-4.09) (-4.41) (-4.09) (-3.85) (-4.19)
Intercept 4.684 4.657 4.795 4.866 4.758 4.893 4.999 5.209 4.762

(16.69) (16.15) (17.14) (16.96) (16.48) (16.97) (15.74) (13.91) (16.01)
PseudoR2 0.202 0.200 0.195 0.194 0.190 0.195 0.203 0.204 0.195
No. of observations 2,269 2,186 2,278 2,242 2,202 2,245 1,858 1,447 2,242

choice between equity and debt. This suggests that the agreement parameter does have some 

explanatory power, but not incremental power over significant price variables. In columns 4 

through 9,1 include various timing variables into the regression equation to measure the post

issue performance. These do not provide support for the timing hypothesis. Only post-issue 

EPS change is significantly positive, but this is contrary to the timing hypothesis predicting 

negative value. This positive value indicates that equity issuers have higher post-issue EPS 

change compared to debt issuers, which does not indicate equity market timing in anticipation 

of lower performance. Change in post-issue operating income does have the predicted 

negative sign, but this result and all the other timing measures are not statistically significant. 

Variables controlling for trade-off and pecking order theories show that cash to assets has a 

positive coefficient, R&D to sales positive, fixed assets to assets negative, and debt to assets 

negative. The results are in line with the predictions, except for the debt to assets. This is 

mainly due to institutional differences between Europe and the U.S., where the predictions 

have been tested the most. The effect of actual - forecast EPS agreement measure in different
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countries is presented in Table 8. Of the other control variables, the insignificant positive sign 

to return on assets is as predicted, but the coefficient for InSales is contrary to the predictions 

as already observed in summary statistics in Table 2.

The results for the subsample of issuers with a specified issue date in Panel В offer no support 

for the disagreement model. The results with for the subsample replicate those of Dittmar and 

Thakor (2007). The sign of the actual - forecast EPS variable is negative contrary to the 

model, but fails to reach statistical significance with any price variable. Similarly to Panel A, 

the price variables other than market-to-book are highly significant at the 1% level. The 

additional timing measures do not have statistical significance, but interestingly the GDP 

growth in the quarter of the forecast has a positive sign as predicted and again the change in 

post-issue operating performance in year 1 has a negative sign. This suggests that equity 

issuers could time the market to some extent in anticipation of weaker operating performance, 

but the results are not significant. The other control variables provide similar results to Panel 

A. The coefficient for cash to assets is significantly positive, negative for fixed assets to 

assets, and negative for debt to assets. InSales has a significant negative sign, which is in line 

with the prediction that the larger the firm, the more it prefers debt financing. Moreover, the 

predicted positive coefficient for the return on assets is significant with some price variables. 

The pseudo R2 as a measure of goodness-of-fit is dramatically higher in the subsample. This 

is mostly attributable to the more accurate price variables, since all the other variables are 

measured at previous year end as in Panel A.

All in all, the actual - forecast EPS agreement parameter seems to offer only limited support 

for the disagreement model. The agreement measure is significant and supporting the third 

hypothesis only with one price variable, market-to-book, in the full sample and not at all 

significant in the subsample. This indicates very limited incremental explanatory power and 

no explanatory power over highly significant pricing variables. However, when the agreement 

parameter is statistically significant, it is also high on economic significance. The coefficient 

of 0.12 transforms into an odds ratio4 of 1.1, which suggests that if the variable increased 

from the 25th (-0.05) the 75th (0.07) percentile, an equity issue would be approximately 13% 

more likely. This is somewhat lower than in Dittmar and Thakor (2007), who similarly 

document an increase of around 20%. The subsample does not provide any support for the

4 Odds ratio is equal to the exponential function of the logit regression coefficient
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model and the results are not similar to Dittmar and Thakor, which found significant 

explanatory power regardless of the price variable. The analysis is conducted separately for 
all the price variables and the results are similar to Table 75.

Further analysis with the actual - forecast EPS agreement parameter is conducted for each 

country in the sample to see whether the results are applicable to the whole EU-15 or if they 

are driven by only a few countries. These separate results for each country presented in Table 

8 reveal some striking differences between European countries. Comparing the agreement 

parameter coefficients show that while the largest countries, the U.K. and Germany, are 

significantly positive, some other countries are negative. For example, Finland and Spain 

have clearly negative coefficients, tough not significant, and Sweden has highly significant 

negative coefficient. Further analysis show that the significant results for Sweden, Germany 

and the U.K. are also robust to using different price variables. Potential explanation for this 

surprising statistic for Swedish firms is the significant discrepancies between ownership and 

control suggested by Faccio and Lang (2002). When control is separated from ownership, 

managerial discretion is high even without agreement with investors. The effect of actual - 

forecast EPS in Sweden is also undermined by Bamiv and Myriv (2006) showing that 

forecasts do not have significantly greater explanatory power over historical earnings.

The overall results by country imply that the effect of this agreement parameter cannot be 

generalized to the whole sample. Full sample results are mainly due to characteristics of the 

largest countries, namely Germany and the U.K. This also suggests that the effect of 

agreement in the full sample is reduced by differences between countries and also the 

relatively weak results in the subsample can be due to the smaller sample size.

There is also interesting country specific variation in other variables. InSales is predicted to be 

negative and this is supported by the data from the U.K., Belgium and Ireland, but contrary 

evidence is presented from large continental countries France and Germany as well as Spain, 

Greece, Austria and Finland. This implies that the size effect is dependent on the country 

specific institutional differences. As discussed in the literature review, German and French 

firms are more reliant on debt financing compared to their U.K. counterparts and the role of 

equity financing is somewhat different. The data from the U.S. and the U.K. show that larger

5 Logit regression results with all the price variables presented in Table 4 are available in the appendix.
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firms can benefit from the lower costs of debt financing and hence use more of it, whereas in 

Germany only large companies have access to stock market and equity financing. Similar 

evidence has been documented by Rajan and Zingales (1995) showing lower leverage for 

larger firms in Germany. This difference in the role of equity and debt market and their 

functionality makes companies prefer the other form of financing over the other and the 

regression results indicate these differences.

Another interesting variable is the fixed assets to assets, which is highly significant and in line 

with the predictions in countries such as Denmark, Germany, the Netherlands and the U.K., 

but contrary to the predictions in Greece. The result suggests that the more fixed assets a 

Greek firm has, the more it uses equity financing. The result is heavily influenced by the low 

number of equity issues, since there are only 21 equity issuers in the sample. Moreover, the 

transportation and communication sector with SIC codes 4000 to 4999 is overrepresented in 

the sample with 9 observations (42.9% of the total). This industry sector is heavily reliant on 

large investments on fixed assets with uncertain revenue streams and therefore partly explains 

why companies with large fixed assets to assets are financed more through equity than debt.

Third difference arises from debt to assets. Again the U.K. and Germany has opposite signs. 

The U.K. and Sweden have the clearly positive coefficients, tough not significant, but 

Germany, Spain and Greece have negative. This again shows the differences in institutions as 

UK firms issue equity when their leverage is high, but firms in Germany, Spain or Greece do 

not. As already mentioned, firms in these countries are more dependent on debt financing and 

do not have as easy an access to equity markets as U.K. firms. Significant coefficients of 

market-to-book, cash to assets and R&D to sales are all in line with the predictions and weak 

contradictory results are mainly attributable to small sample sizes. Return on assets is not a 

significant determinant in any country, but the coefficients are as predicted in 9 out of 15 

countries. It is worth to note that the goodness-of-fit measure pseudo R2 varies considerably 

between countries. Germany, France and the U.K. have the most observations, but the 

model’s explanatory power in these countries is among the lowest and contrary can be seen 

for the country with the least observations, Luxembourg. This suggests that the overall power 

of the model is weak across the countries and better model fit is attributable to small sample

sizes.
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5.1.2. Dispersion agreement measure
The effect of dispersion agreement measure, defined as the standard deviation of analysts’ 

forecasts divided by book equity, on financing choices is tested in this subsection. The results 

in Table 9 are presented separately for the full sample and the subsample of firms with a 

specified issue date, similar to the previous section. The results are furthermore presented 

separately for a subsample of firms with less than 90 days between the issue and the previous 

year’s earnings announcement. The analysis includes price variable and post-issue EPS 

change to control for the market timing in addition to variables controlling for trade-off and 

pecking order predictions. Disagreement model predicts that firms’ with lower dispersion are 

more likely to issue equity.

The full sample results in Panel A do not show agreement parameter to be significant in any 

specification. The results support the timing hypothesis with significant positive price 

variables after controlling for trade-off and pecking order predictions, but dispersion does not 

have any incremental explanatory power. Contrary to the timing hypothesis, the post-issue 

EPS change is significant and positive. This implies that equity issuers actually perform better 

in terms of post-issue earnings compared to debt issuers. The control variables have similar 

coefficients to those in the previous Table with significantly positive cash to assets and R&D 

to sales and negative fixed assets to assets and debt to assets.

Panel В of Table 9 does not provide any further support for the disagreement model. Results 

are similar to Panel A and only show support for the timing hypothesis. Here also the post

issue EPS change has a predicted sign, even though the coefficient is not significant. Control 

variables provide similar results as with the actual - forecast EPS agreement measure in Table 

7 and in most cases are consistent with the predictions of the trade-off and pecking order 

theories, only inconsistency is again the negative coefficient for debt to asset.

The analysis in Panels A and В of Table 9 indicates that the dispersion agreement measure is 

not significant in predicting equity issuers. The results support market timing and are also 

consistent with the main predictions of trade-off and pecking order theories, but do not 

provide any support for the disagreement model. The low significance of dispersion measure 

is also shown in fairly low regression coefficients. For example in column 8 of Panel A, 
dispersion divided by book equity has a coefficient of -0.0000033, which suggests economic
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significance in the magnitude of 0.5% increase in the probability of an equity issue for one 

standard deviation decrease in dispersion compared to approximately 3% in Dittmar and 

Thakor (2007).

Table 9: Logit regression of effect of agreement on issuance decision: dispersion
Table 9 presents results from a logit regression, where the dependent variable equals one if the firm 
issues equity and zero if it issues debt. Dispersion/book equity is defined as the standard deviation of 
analyst forecasts prior to the previous annual earnings announcement preceding the issue divided by 
book equity. The price variable is indicated at the top of each column. Post issue EPS change is from 
the previous reporting period to the following reporting period. Control variables measured in the 
fiscal year prior to the security issuance are defined as follows: InSales, the natural logarithm of sales 
in euros; Return on assets, operating income before depreciation to total assets; Cash to assets, cash 
and equivalents divided by total assets; R&D to sales, research and development expense to sales (set 
to zero if R&D expenses missing); Fixed assets to assets, net fixed assets divided by total assets; Debt 
to assets, total debt divided by total assets, r-values are in parentheses. *, ** and *** indicate 
significance at 10%, 5% and 1% levels, respectively.

Expected
sign

(1)
raw 3-
month

(2)
raw 6- 
month

(3)
raw 9-
month

(4)
raw 12-
month

(5)

raw MB

(6)
raw 3- 
month

(7)
raw 12- 
month

(8)

raw MB

Panel A: Full sample
Dispersion/ - 4.8E-07 3.1E-05 3.0E-05 2.6E-05 -4.5E-06 1.6E-06 2.7E-05 -3.3E-06

book equity (1-p) (0.01) (0.53) (0.50) (0.45) (-0.09) (0.03) (0.46) (-0.06)
Price variable + 0.674*** 0.635*** 0.447*** 0.424*** 0.004* 0.720*** 0.449*** 0.003

(4.27) (5.45) (4.73) (5.08) (1.70) (4.46) (5.30) (1.04)
Post-issue EPS change - 0.017* 0.018* 0.021**

(1.80) (1.79) (2.20)
InSales - 0.012 0.016 0.013 0.019 0.019 0.013 0.021 0.019

(0.64) (0.89) (0.69) (0.99) (1.05) (0.73) (1.12) (1.06)
Return on assets + 0.261 0.029 -0.142 -0.169 0.333 0.144 -0.289 0.255

(0.58) (0.06) (-0.30) (-0.36) (0.75) (0.32) (-0.60) (0.56)
Cash to assets + 0.989*** 1.000*** 0.965*** 0.857** 1.039*** 0.921*** 0.795** 1.024***

(2.97) (2.96) (2.79) (2.42) (3.24) (2.73) (2.22) (3.15)
R&D to sales + 3.656*** 3.771*** 3.381*** 3.526*** 3.738*** 3.874*** 3.734*** 3.981***

(3.44) (3.55) (3.08) (3.18) (3.60) (3.62) (3.35) (3.81)
Fixed assets to assets - -0.549*** -0.579*** -0.544*** -0.556*** -0.594*** -0.568*** -0.581*** -0.612***

(-3.54) (-3.70) (-3.43) (-3.45) (-3.88) (-3.62) (-3.55) (-3.95)
Debt to assets + -0.471* -0.449* -0.482* -0.472* -0.570** -0.540** -0.530** -0.631**

(-1.89) (-1.79) (-1.89) (-1.82) (-2.31) (-2.14) (-2.02) (-2.53)
Intercept -1.395 -1.383 -1.360 -1.425 -1.385 -1.376 -1.415 -1.359

(-8.49) (-8.33) (-8.02) (-8.25) (-8.60) (-8.28) (-8.09) (-8.35)
Pseudo R2 0.016 0.018 0.015 0.016 0.014 0.017 0.018 0.015
No. of observations 6,146 6,056 5,922 5,830 6,318 6,065 5,753 6,230

(continued)

f
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Table 9 - (continued)
(1) (2) (3) (4) (5) (6) (7) (8)

Expected raw 3- raw 6- raw 9- raw 12-
raw MB

raw 3- raw 12-
raw MB

sign month month month month month month
Panel B: Dated issues

Dispersion/ - 7.7E-05 8.0E-05 6.2E-05 7.1E-05 6.5E-05 7.1E-05 6.5E-05 6.3E-05
book equity (1 -p) (0.26) (0.27) (0.21) (0.24) (0.23) (0.25) (0.23) (0.23)

Price variable + 1.567*** 1.099*** 0.971*** 0.767*** 0.034** 1.628*** 0.798*** 0.031**
(5.25) (5.57) (6.03) (5.77) (2.33) (5.33) (5.86) (2.20)

Post-issue EPS change - -0.008 -0.008 -0.001
(-0.70) (-0.64) (-0.10)

InSales - -0.552*** -0.550*** -0.546*** -0.551*** -0.560*** -0.547*** -0.543*** -0.555***
(-18.24) (-18.13) (-17.95) (-17.87) (-18.59) (-17.99) (-17.58) (-18.37)

Return on assets + 0.368 0.423 0.187 -0.091 -0.230 0.292 -0.160 -0.236
(0.50) (0.58) (0.25) (-0.12) (-0.28) (0.39) (-0.21) (-0.29)

Cash to assets + 1.526** 1.457** 1.521** 1.473** 1.432** 1.571** 1.440** 1.433**
(2.49) (2.36) (2.46) (2.34) (2.34) (2.54) (2.28) (2.32)

R&D to sales + -0.893 -0.738 -0.700 -0.741 -1.216 -0.942 -0.748 -1.205
(-1.02) (-0.85) (-0.84) (-0.87) (-1.42) (-106) (-0.87) (-138)

Fixed assets to assets - -1.218*** -1.220*** -1.209*** -1.167*** -1.100*** -1.200*** -1.156*** -1.104***
(-5.60) (-5.60) (-5.50) (-5.26) (-4.93) (-5.46) (-5.16) (-4.90)

Debt to assets + -1.467*** -1.404*** -1.400*** -1.426*** -1.519*** -1.535*** -1.477*** -1.597***
(-3.93) (-3.76) (-3.73) (-3.76) (-4.05) (-4.07) (-3.86) (4.21)

Intercept 4.804 4.740 4.705 4.764 4.889 4.777 4.720 4.877
(16.08) (15.87) (15.67) (15.68) (16.40) (15.89) (15.44) (16.27)

Pseudo R2 0.204 0.204 0.204 0.202 0.198 0.204 0.200 0.197
No. of observations 2,228 2,210 2,184 2,147 2,237 2,193 2,115 2,202

Panel C: Subsample of issues with less than 90 days after earnings release
Dispersion/ - -0.0049* -0.005** -0.0046* -0.0052* -0.009** -0.009** -0.036** -0.009**

book equity (1-p) (-1.90) (-1.99) (-1.84) (-1.73) (-2.17) (-2.09) (-2.49) (-2.17)
Price variable + 2.058*** 1.278*** 1.271*** 0.905*** 0.042 2.246*** 0.958*** 0.034

(3.40) (3.24) (3.81) (3.39) (1.49) (3.51) (3.39) (120)
Post-issue EPS change - 0.073 0.081 0.084*

(1.61) (1.22) (1.71)
InSales - -0.632*** -0.638*** -0.618*** -0.620*** -0.647*** -0.623*** -0.618*** -0.642***

(-10.50) (-10.60) (-10.26) (-10.16) (-10.86) (-10.23) (-9.88) (-10.72)
Return on assets + 0.255 0.384 0.149 -0.096 -0.321 0.284 -0.468 -0.021

(0.18) (0.27) (0.10) (-0.07) (-0.20) (0.20) (-0.31) (-0.01)
Cash to assets + 0.203 0.003 -0.020 -0.325 -0.091 0.056 -0.560 -0.271

(0.19) (0.00) (-0.02) (-0.29) (-0.09) (0.05) (-0.49) (-0.25)
R&D to sales + 1.085 1.020 0.782 0.508 -1.212 0.685 0.053 -0.948

(0.34) (0.32) (0.24) (0.16) (-0.39) (0.21) (0.02) (-0.30)
Fixed assets to assets - -1.012** -1.067** -1.089** -1.015** -1.005** -0.992** -1.106** -1.054**

(-2.37) (-2.50) (-2.53) (-2.33) (-2.30) (-2.29) (-2.48) (-2.38)
Debt to assets + -1.931*** -1.897*** -1.906*** -2.097*** -2.092*** -2.246*** -2.258*** -2.268***

(-2.77) (-2.73) (-2.72) (-2.93) (-2.99) (-3.12) (-3.06) (-3.17)
Intercept 5.631 5.679 5.540 5.654 5.934 5.635 5.794 5.957

(9.40) (9.49) (9.22) (9.24) (9.90) (9.14) (9.05) (9.76)
Pseudo R2 0.205 0.234 0.236 0.225 0.230 0.246 0.235 0.231
No. of observations 679 669 656 634 680 660 616 662

In untabulated results, the tests are done also with adjusted price variables and unsealed 

dispersion, but the results are similar to those presented in Table 9; dispersion agreement 

parameter is not significant in predicting equity issues in the sample. These results are 

contradictory to Dittmar and Thakor (2007), who find dispersion to be significant with all the 

price variable specifications. The main difference between my study and that of Dittmar and 

Thakor is that the dispersion in analysts’ forecasts is calculated annually instead of quarterly
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due to the lack of quarterly forecasts in Europe. In an effort to see whether the dispersion 

would have similar effect in Europe if they were more timely available, I conduct test for a 

subsample of issuers with less than 90 days lag between the previous year’s EPS 

announcement and the issue date. Results in Panel C show significant negative coefficients 

for the dispersion agreement parameter with all the price variables. This shows strong support 

for the theory in the subsample, which consists of issues with less than a quarter from the 

previous earnings announcement. The results indicate that the dispersion is a relevant 

determinant of financing choice only for a short period after the annual earnings 

announcement and the effect is significantly reduced towards the end of the year. It also 

implies that more frequent reporting and corresponding earnings forecasting in Europe would 

add to the analysis of financing choice.

Analysis is further conducted separately for each country in the sample similar to Table 8, but 

the results are not as encouraging with dispersion as they were with actual - forecast EPS 

agreement parameter. Untabulated results show that with market-to-book as the price variable, 

Greece is the only country with significant result. Moreover, the coefficient is positive 

contrary to the model prediction. Tests with other pricing variables, however, yield some 

more interesting results. With 12-month lagged raw return, the results for both Greece and 

France are statistically significant and negative in line with the model predictions. The 

coefficient for French firms is -0.409 with a /-value of -2.24 and -2.410 for Greek firms with a 

/-value -1.80. This lends some additional support for the disagreement model, but also shows 

that the results really are not robust to using alternative specifications and are mainly due to 

price variable specification.

5.1.3. Alternative agreement measures

This subsection analyses alternative agreement proxies in addition to actual - forecast EPS 

and dispersion. I am using logit regression to test whether number of periods the firm beats 

forecast EPS, CAR from M&A or dual-class premium are significant determinants of 

financing choice. Price variable and post-issue EPS change are included to separate the effects 

of market timing. Results are presented separately for the full sample and the subsample of 

firms with specified issue date in Table 10.
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The results for the full sample in Panel A do not seem to offer much support for the 

disagreement model. The number of periods beat forecast EPS has a significantly negative 

coefficient as already suggested in Table 5. This suggests that a longer period of better than 

forecast results is not a determinant of an equity issue, but instead increases the probability 

that a firm can raise debt financing. The relatively long time period of two years is more 

relevant for debt investors, who are in general more inclined to look for historical 

performance. The second agreement parameter, CAR from M&A also provides contradictory 

results to the model predictions. The variable coefficient is significantly negative in the full 

sample with 12-month unadjusted stock returns. This indicates that successful acquisitions, as 

measured by high abnormal returns, in the past actually decrease the probability of a stock 

issue. Only partial support for the model comes from dual-class premium, which is not 

significant, but the coefficient has the expected sign.

Panel В seems to provide results that are mainly in line with the model predictions. CAR from 

M&A and dual-class premium seem to be relatively fruitful proxies regarding the 

disagreement model. Also the number of periods beat forecast, which has a negative sign as in 

Panel A, has a positive sign in two out of the three specifications, but the results are far from 

significant. Dual-class premium provides support for the model with significant negative 

coefficient. This variable, however, has only 42 observations in the subsample and nearly all 

of them (94.4%) are from the Nordic countries. The implications of the results are therefore 

very limited, but can be considered as additional support for the agreement model. CAR from 

M&A has positive coefficients with all price variables as predicted by the model, but these are 

not significant. This lack of significance is partly explained by significant correlation (-0.20) 

with firm size. For this reason, I have done similar analysis without controlling for pecking 

order and trade-off theories. The results of this modified test presented in Panel C with 

variables only for agreement and market timing, show that CAR from M&A is significant at 

either 1% or 5% level in all specifications. This shows strong support for the model and 

especially for the second and third hypothesis, since the agreement parameter has incremental 

explanatory power over significant price variables.
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Table 10: Logit regression of effect of agreement on issuance decision: alternative
measures

Table 10 presents results from a logit regression, where the dependent variable equals one if the firm 
issues equity and zero if it issues debt. There are three alternative agreement proxies: number of 
consecutive periods beat forecast in the past two fiscal years (0, 1 or 2), CAR from an acquisition 
announcement in which the issuer was the acquirer during the 12 months preceding the issue, and 
dual-class control premium, which is defined as the price differential between the stock with superior 
voting rights and the stock with inferior voting rights for those companies that have two classes of 
stock. The price variable is indicated at the top of each column. Post issue EPS change is from the 
previous reporting period to the following reporting period. Control variables measured in the fiscal 
year prior to the security issuance are defined as follows: InSales, the natural logarithm of sales in 
euros; Return on assets, operating income before depreciation to total assets; Cash to assets, cash and 
equivalents divided by total assets; R&D to sales, research and development expense to sales (set to 
zero if R&D expenses missing); Fixed assets to assets, net fixed assets divided by total assets; Debt to 
assets, total debt divided by total assets, p-values are in parentheses. *, ** and *** indicate 
significance at 10%, 5% and 1% levels, respectively.

(1) (2) (3) (4) (5) (6) (7) (8) (9)
Expected raw 3- raw 12- raw MB raw 3- raw 12- raw MB raw 3- raw 12- raw MB

sign month month month month month month
Panel A: Full sample

No. of periods beat + -0.077* -0.038 -0.099**
forecast EPS {p ) (-1.86) (-0.88) (-2.41)

CAR from M&A (p ) + -1.821* -2.478** -1.474
(-1.70) (-2.20) (-1.39)

Dual-class - -33.759 -37.162 -38.639
premium (1-p) (-1.23) (-1.30) (-131)

Price variable + 0.697*** 0.438*** 0.001 0.942*** 0.535*** 0.004 1.424 0.822 -0.434
(4.37) (5.19) (074) (3.45) (3.72) (1.03) (0.64) (0.63) (-1.03)

Post-issue EPS change - 0.017* 0.018* 0.021** -0.014 -0.013 -0.001 -0.238* -0.009 -0.277*
(175) (1.77) (2.14) (-0.58) (-0.48) (-0.06) (-171) (-0.03) (-1.91)

InSales - 0.012 0.020 0.017 -0.040 -0.032 -0.035 0.199 0.322 0.076
(0.66) (103) (0.96) (-133) (-1.02) (-117) (0.58) (0.82) (0.24)

Return on assets + 0.171 -0.307 0.313 -1.177 -1.656** -1.111 -4.769 -4.556 -3.109
(0.40) (-0.68) (0.75) (-154) (-2.06) (-1.43) (-0.44) (-0.43) (-0.27)

Cash to assets + 0.923*** 0.768** 1.027*** -0.149 -0.224 -0.012 0.901 -2.057 -0.800
(2.76) (2.16) (3.20) (-0.25) (-0.35) (-0.02) (0.13) (-0.28) (-0.11)

R&D to sales + 3.883*** 3.788*** 3.980*** 2.599 2.487 2.201 -1.462 0.113 2.228
(3.66) (3.42) (3.84) (1.48) (137) (126) (-0.08) (0.01) (0.09)

Fixed assets to assets - -0.605*** -0.604*** -0.659*** -0.473* -0.442 -0.504* -0.636 -0.071 -2.955
(-3.91) (-3.75) (-4.33) (-1.66) (-1.52) (-1.78) (-0.20) (-0.02) (-0.79)

Debt to assets + -0.412* -0.499** -0.481** -0.961** -0.975** -1.019** 3.509 3.010 5.226
(-1.78) (-2.04) (-2.11) (-2.36) (-2.32) (-2.52) (0.96) (0.82) (126)

Intercept -1.336 -1.369 -1.305 -0.560 -0.595 -0.537 -3.362 -4.196 -1.087
(-8.11) (-7.83) (-8.07) (-2.02) (-2.03) (-196) (-0.98) (-1.09) (-0.31)

PseudoR2 0.017 0.018 0.016 0.016 0.018 0.011 0.152 0.111 0.184
No. of observations 6,157 5,837 6,323 2,125 2,048 2,141 69 67 69

(continued)
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Table 10 - (continued)

Expected
sign

(1)
raw 3- 
month

(2)
raw 12- 
month

(3)
raw MB

(4)
raw 3-
month

(5)
raw 12- 
month

(6)

raw MB

(7)
raw 3- 
month

(8)
raw 12- 
month

(9)

raw MB

Panel B: Dated issues
No. of periods beat + 0.007 0.046 -0.013

forecast EPS (p ) (0.11) (0.73) (-0.22)
CAR from M&A (p) + 2.142 1.651 2.756

(121) (0.91) (158)
Dual-class - -72.205* -58.722 -88.461*

premium (1-p) (-166) (-144) (-1.85)

Price variable + 1.546*** 0.760*** 0.001 1.172** 0.698*** 0.004 -0.557 2.942 -0.840
(5.14) (5.64) (0.27) (2.38) (2.96) (0.31) (-0.12) (155) (-1.21)

Post-issue EPS change - -0.008 -0.008 -0.001 0.007 -0.002 0.016 -0.083 -0.142 -0.180
(-0 72) (-0.62) (-0.10) (0.19) (-0.04) (043) (-0.42) (-0.42) (-0.77)

InSales - -0.551*** -0.547*** -0.561*** -0.619*** -0.611*** -0.630*** -1.024 -1.177 -1.662*
(-18.17) (-17.73) (-18.61) (-11.48) (-11.13) (-1176) (-140) (-141) (-1.80)

Return on assets + 0.512 -0.030 0.760 -1.736 -2.015* -1.633 -32.872 -31.139 -29.204
(077) (-0.04) (115) (-149) (-1.70) (-1.40) (-135) (-122) (-1.16)

Cash to assets + 1.609*** 1.436** 1.565** 1.147 1.400 1.146 -16.728 -11.946 -18.367
(2.63) (2.30) (2.57) (110) (1.32) (109) (-134) (-0.88) (-142)

R&D to sales + -0.937 -0.757 -1.018 -3.780 -3.694 -3.684 -2.644 23.530 45.597
(-1.07) (-0.87) (-1.15) (-139) (-1.33) (-137) (-0.09) (0.89) (115)

Fixed assets to assets - -1.207*** -1.137*** -1.231*** -1.039*** -0.981** -1.067*** -1.931 -0.410 -3.859
(-5.60) (-5.17) (-5.76) (-2.66) (-2.46) (-2.73) (-0 35) (-0.07) (-063)

Debt to assets + -1.384*** -1.486*** -1.367*** -1.357** -1.336** -1.245** 0.460 4.680 1.652
(-4.29) (-4.35) (-4.23) (-2.28) (-222) (-2.10) (0.09) (0.66) (0.29)

Intercept 4.739 4.707 4.876 5.712 5.549 5.814 15.040 12.289 21.139
(16.28) (15.73) (16.81) (10.71) (10.18) (10.87) (1.80) (1.29) (197)

Pseudo R2 0.202 0.199 0.194 0.222 0.219 0.217 0.337 0.398 0.369
No. of observations 2,233 2,153 2,242 891 865 891 41 41 41

Panel C: Dated issues without control variables
No. of periods beat + -0.030 0.022 -0.053

forecast EPS (p ) (-0.55) (0.40) (-0.99)
CAR from M&A (p ) + 4.995*** 3.954** 5.903***

(328) (2.46) (3.95)
Dual-class - -51.733* -46.263 -54.564*

premium (1-p) (-177) (-157) (-1.72)
Price variable + 1.736*** 0.971*** 0.021*** 1.762*** 1.147*** 0.030** 1.267 2.725* -0.315

(6.99) (8.17) (2.66) (4.38) (5.60) (2.46) (0.40) (1.70) (-0.83)

Post-issue EPS change - -0.014 -0.018 -0.008 -0.055* -0.076** -0.038 -0.227* -0.236 -0.285*
(-1.24) (-1.30) (-0.81) (-175) (-2.12) (-1.28) (-169) (-1.38) (-1.82)

Intercept 0.150 0.003 0.188 -0.035 -0.184 -0.054 -0.114 -0.779 0.543
(2.68) (0.05) (313) (-0.49) (-2.35) (-0.66) (-0.16) (-0.91) (0.57)

Pseudo R2 0.018 0.026 0.004 0.032 0.043 0.021 0.223 0.302 0.243
No. of observations 2,250 2,164 2,252 894 867 894 42 42 42

These results in the subsample are opposite to the full sample, implying that debt issuers 

identified with book values do relatively better in previous acquisitions compared to firms 

issuing either debt securities or stock. Another difference between the samples is that the full 

sample suffers from a longer lag between the M&A announcement date and the issue date. 

Full sample uses the M&A announcements of the previous year, whereas the subsample has a 

more accurate data from 365 days prior to the issue date. Therefore the results also suggest 

that M&A returns from longer period are not important in determining the likelihood of an 

equity issue.
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The alternative agreement proxies seem to offer some support for the agreement model. Most 

encouraging are the results with CAR from M&A and dual-class premium agreement 

measures. Full sample does not indicate agreement to have significant effect, but both of these 

variables are significant in the subsample. After controlling for measures of market timing, 

higher CAR from M&A is associated with higher likelihood of an equity issue in line with the 

model predictions and in support of the second hypothesis. After including the controls for 

trade-off and pecking order predictions, however, the significance of CAR from M&A is 

reduced outside the traditional levels. Additional support for the model comes from the dual

class premium. Model predicts equity issuers to have lower premiums and the results from the 

subsample support this theory and more specifically the second and third hypotheses. These 

results in favor of the disagreement model are similar to the results in the study by Dittmar 

and Thakor (2007). The differences arise mainly in the full sample, which differs to the 

sample used in the previous study. The variables in the full sample suffer from a longer lag, 

since the exact issue date is not known and also the number of periods beat forecast is defined 

differently due to the limited availability of quarterly EPS forecasts in Europe.

5.1.4. Agreement measures with controls

This subsection discusses the effect of agreement measures after controlling for business 

cycle and information asymmetry. Economic growth has been found to contribute to the 

number of equity issues (see e.g. Choe et al., 1993) and therefore it is important that the 

results are robust to the effect of business cycle. The level of information asymmetry, on the 

other hand, has been found to be negatively related to the probability of an equity issue. 

Korajczyk et al. (1991) argue that equity issues are more likely after credible information 

releases because there are less information asymmetries.

Table 11 presents the results of logit regressions similar to those discussed in previous 

subsections and introduces the additional business cycle control variables. I have included 

three different business cycle controls - stock market momentum, industrial production 

growth and GDP growth - that are aimed at separating the effect of agreement from other 

variables found to affect financing choices. The business cycle controls are first tested without 

control variables. Similar to Dittmar and Thakor (2007), the dispersion measure is used 

unsealed when presenting the results without the control variables. Scaling would add noise to 

the effect of dispersion, since the scaled variable is highly correlated with firm size.
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Table 11: Logit regression of effect of agreement on issuance decision: business cycle

controls
Table 11 present the results from a logit regression where the dependent variable equals one if the firm 
issues equity and zero if it issues debt. Actual - forecast EPS is defined as the difference between 
actual EPS and mean analyst forecast EPS divided by actual EPS in the year prior to the issuance. 
Dispersion is defined as the standard deviation of analyst forecasts prior to the previous annual 
earnings announcement preceding the issue (divided by book equity). Momentum is the total return for 
MSCI Europe index in the 6 months prior to the issue. There are two business cycle control variables: 
industrial production growth, and leading economic indicator (GDP) growth. All business cycle 
controls are aggregates for EU-15 countries. Control variables measured in the fiscal year prior to the 
security issuance are defined as follows: InSales, the natural logarithm of sales in euros; Return on 
assets, operating income before depreciation to total assets; Cash to assets, cash and equivalents 
divided by total assets; R&D to sales, research and development expense to sales (set to zero if R&D 
expenses missing); Fixed assets to assets, net fixed assets divided by total assets; Debt to assets, total 
debt divided by total assets, /-values are in parentheses. *, ** and *** indicate significance at 10%,

Expected
sign (1) (2) (3) (4) (5) (6) (7) (8)

Panel A: Full sampli
Actual - forecast EPS (p ) + 0.117* 0.122* 0.113* 0.101

(1.91) (1.93) (179) (160)
Dispersion (p ) - -1.4E-4

(-0.61)
Dispersion/book equity (1 -p ) - -4.3E-6 -2.6E-6 4.1E-7

(-0.08) (-0.05) (0.01)
Momentum + 0.048 0.109 0.264 0.276 0.054 0.083 0.244 0.249

(0.18) (0.40) (0.94) (1.00) (0.20) (0.30) (0.86) (0.89)
Industrial production growth + -3.088** -3.218***

(12m lagged) (-2.55) (-2.64)
Leading indicator growth + -14.7*** -15.0***

(12m lagged) (-4.79) (-4.88)
Price variable: raw MB + 0.0024 0.0026 0.0028 0.0035* 0.0038* 0.0042*

(1.34) (144) (1.55) (169) (180) (193)
InSales - 0.017 0.016 0.014 0.019 0.018 0.016

(0.94) (0.91) (0.80) (1.08) (104) (0.92)
Return on assets + 0.580 0.621 0.666* 0.325 0.366 0.402

(1.44) (1.55) (166) (0.73) (0.82) (0.90)
Cash to assets + 1.068*** 1.047*** 1.031*** 1.039*** 1.015*** 0.998***

(3.37) (3.30) (3.24) (3.24) (3.16) (3.10)
R&D to sales + 3.675*** 3.685*** 3.706*** 3.748*** 3.756*** 3.771***

(3.55) (3.55) (3.56) (3.60) (3.60) (3.61)
Fixed assets to assets - -0.659*** -0.673*** -0.688*** -0.595*** -0.609*** -0.623***

(-4.36) (-4.45) (-454) (-3.87) (-3.96) (-4.04)
Debt to assets + -0.312 -0.327 -0.336 -0.569** -0.587** -0.598**

(-1.44) (-1.51) (-154) (-2.30) (-2.38) (-2.42)
Intercept -1.395 -1.439 -1.389 -1.096 -1.400 -1.390 -1.337 -1.036

(■40.50) (-9.21) (-8.83) (-6.40) (-40.75) (-8.59) (-8.20) (-5.85)
Pseudo R2 0.001 0.015 0.016 0.018 0.000 0.014 0.016 0.018
No. of observations 6,500 6,411 6,411 6,411 6,500 6,317 6,317 6,317

(continued)
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Table 11 - (continued)
Expected

sign (1) (2) (3) (4) (5) (6) (7) (8)

Panel B: Dated issues
Actual - forecast EPS (p ) + -0.026 -0.131 -0.132 -0.131

(-0.35) (-137) (-1.37) (-136)

Dispersion {p ) - 2.6E-4
(0.55)

Dispersion/book equity (1-p ) - 7.1E-5 7.1E-5 7.1E-5
(0.24) (0.24) (0.24)

Momentum + 1.093*** -0.347 -0.388 -0.420 1.093*** -0.398 -0.423 -0.458
(2.96) (-0.76) (-0.82) (-0.90) (2.96) (-0.86) (-0.89) (-0.97)

Industrial production growth + 1.800 1.139
(3m) (0.33) (0.21)

Leading indicator growth + 9.920 8.259
(3m) (0.64) (0.53)

Price Variable: raw 12-month + 0.773*** 0.768*** 0.761*** 0.801*** 0.798*** 0.792***
(5.61) (5.54) (5.47) (5.77) (5.71) (5.65)

InSales - -0.554*** -0.554*** -0.554*** -0.552*** -0.551*** -0.551***
(-18.01) (-17.98) (-17.99) (-17.87) (-17.84) (-17.85)

Return on assets + 0.395 0.395 0.390 -0.097 -0.095 -0.098
(0.60) (0.60) (0.59) (-0.13) (-0.13) (-0.13)

Cash to assets + 1.559** 1.562** 1.562** 1.492** 1.493** 1.494**
(2.51) (2.52) (2.52) (2.37) (2.37) (2.37)

R&D to sales + -0.726 -0.727 -0.728 -0.763 -0.763 -0.764
(-0.85) (-0.84) (-0.85) (-0.90) (-0.90) (-0.90)

Fixed assets to assets - -1.177*** -1.177*** -1.174*** -1.161*** -1.162*** -1.159***
(-5.41) (-5.41) (-5.40) (-5.23) (-5.23) (-5.22)

Debt to assets + -1.185*** -1.187*** -1.188*** -1.423*** -1.424*** -1.425***
(-3.70) (-3.71) (-3.72) (-3.75) (-3.76) (-3.76)

Intercept 0.180 4.677 4.670 4.624 0.180 4.787 4.782 4.742
(3.78) (16.14) (16.06) (15.36) (3.78) (15.68) (15.61) (14.98)

Pseudo R2 0.003 0.200 0.200 0.200 0.003 0.202 0.202 0.202
No. of observations 2,340 2,186 2,186 2,186 2,340 2,147 2,147 2,147

Results in Panel A for the full sample with momentum as the only control (column 1) suggest 

that actual - forecast EPS agreement measure would have incremental explanatory power as 

the coefficient remains statistically significant. Results are similar with additional controls in 

columns 2 and 3, but are no longer significant with GDP growth control in column 4. The 

signs of business cycle controls are somewhat contrary to the expectations. All these controls 

are predicted to have a positive sign, but significant coefficients for both industrial production 

and GDP growth are negative. This can be attributed to the lag in measuring the control 

variables, which are calculated as of previous fiscal year-end. The lagged variables do not 

capture the cycle accurately and longer lags can give even counter-cyclical results. This seems 

to be the case with these two variables. However, momentum does have the predicted sign 

and seems to be a valid business cycle measure also when there is a lag. The last four columns 

in Panel A shows results for similar tests with dispersion agreement measure. The main 

variable does not have significant coefficients with any business cycle controls, but the sign is 

as predicted in all except for one. Again the business cycle controls give contradictory results 

and undermine the credibility of the lagged business cycle controls. Other variables, market-
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to-book and controls for trade-off and pecking order theories have similar coefficients to 

predictions. The negative sign for debt to assets is consistent with the results in previous 

tables.

The results for the subsample of issues with a specified date are presented in Panel В of Table 

11. The subsample does not provide additional support for the disagreement theory. Neither 

agreement parameters is statistically significant in any specification and the signs are also 

contradictory to the predictions. The business cycle controls on the other hand, seem to 

support the predictions of Choe et al. (1993) in that higher stock market momentum 

significantly increases the likelihood of an equity issue. Additionally, both industrial 

production growth and GDP growth provide similar results, but fail to reach significance. The 

sign of the momentum coefficient interestingly changes when other control variables and 

namely the price variable are included. This can be attributed to the high correlation (0.30) 

between momentum and the 12 month raw stock return. Other control variables give similar 

results to those in Panel A. To make the sample more comparable to Dittmar and Thakor 

(2007) I have conducted analysis to a smaller subsample of firms with less than 90 days from 

the previous fiscal year end similar to the Panel C in Table 9. The results with this smaller 

sample are in general supporting the model, since the dispersion agreement parameter is 

significant even after controlling for the business cycle controls.

Overall, the results with the business cycle controls provide weak support for the 

disagreement model. The full sample results with the actual - forecast EPS agreement 

measure and business cycle controls show similar results as in Table 7 with market-to-book as 

the price variable. These results show some incremental explanatory power of the agreement 

parameter and support for the third hypothesis. However, the credibility of the business cycle 

controls are undermined by the contradictory signs, which suggest that the lagged controls 

might not capture the relevant business cycle information. The results are also not robust to 

using different pricing variables and do not apply to the dispersion agreement measure. 

Compared to similar study conducted by Dittmar and Thakor (2007) with U.S. data the 

agreement does not seem to have as strong an effect, but support the model in a subsample of 

issues with only a minor lag after the previous years’ earnings announcement.
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Another set of control variables used to analyze the effect of agreement is the information 

asymmetry controls. These controls include EPS run-up, which is the change in EPS from two 

years prior to the issue to one year prior to the issue. This variable is motivated by Korajczyk 

et al. (1991), who have documented that earnings releases prior to the equity issue usually 

convey favorable information about the company. Another control variable that is applicable 

only to the subsample is the 30-day post EPS dummy, which equals one if the the issuance is 

within 30 days of the previous earnings announcement date. The results of the logit 

regressions with these control variables are presented separately for the full sample in Panel A 

and for the subsample in Panel В of Table 12.

The results for the full sample show that the EPS run-up parameter is not statistically 

significant in determining the probability of an equity issue, but the sign is as predicted. The 

inclusion of this information asymmetry control, however, reduces the incremental 

explanatory power of the agreement parameter. Actual - forecast EPS is no longer statistically 

significant with market-to-book price variable in contrast to Table 7. The dispersion 

agreement parameter is not significant with the EPS run-up variable either. The measures of 

market timing - price variables and post-issue EPS change - yield similar results to previous 

tables in that both have a significant positive coefficient. The other control variables also 
provide similar results to the previous tests. The goodness-of-fit measure pseudo R2 values are 

low suggesting that the model’s overall explanatory power is weak.

The subsample in Panel В allows for the use of the 30-day post issuance dummy in addition 

to the EPS run-up as the control for information asymmetry. This additional variable has 

significance is all specifications and suggests that firms are more likely to issue equity 

following an earnings announcement. This is supporting the argument by Korajczyk et al. 

(1991) that firms prefer to issue equity when the information asymmetries are low. The results 

are, however, contradictory to Dittmar and Thakor (2007), who document a significant 

negative coefficient with this variable and indicate that firms are more likely to issue debt 

than equity following an earnings announcement. This difference in results can arise from the 

difference in how the variable is calculated, since the quarterly earnings are not available for 

companies in my European sample in the early years of the study and therefore the dummy 

variable is mostly controlling for the 30-day period after an annual earnings releases.
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Table 12: Logit regression of effect of agreement on issuance decision: information
asymmetry controls

Table 12 presents results from a logit regression, where the dependent variable equals one if the firm 
issues equity and zero if it issues debt. Actual - forecast EPS is defined as the difference between 
actual EPS and mean analyst forecast EPS divided by actual EPS in the year prior to the issuance. 
Dispersion is defined as the standard deviation of analyst forecasts prior to the previous annual 
earnings announcement preceding the issue divided by book equity. The price variable is indicated at 
the top of each column. Post issue EPS change is from the previous reporting period to the following 
reporting period. Two measures of information asymmetry are: 30-day post EPS change, which is a 
dummy equal to one if the issuance is within 30 days of previous EPS announcement, and EPS run-up, 
which is the change in EPS between two reporting periods prior to the issue. Control variables 
measured in the fiscal year prior to the security issuance are defined as follows: InSales, the natural 
logarithm of sales in euros; Return on assets, operating income before depreciation to total assets; 
Cash to assets, cash and equivalents divided by total assets; R&D to sales, research and development 
expense to sales (set to zero if R&D expenses missing); Fixed assets to assets, net fixed assets divided 
by total assets; Debt to assets, total debt divided by total assets, /-values are in parentheses. *, ** and

(1)
Expected raw 3- 

sign month

(2)
raw 12-
month

(3)

raw MB

(4)
raw 3- 
month

(5)
raw 12-
month

(6)

raw MB

Panel A: Full sampli
Actual - forecast EPS (p ) + 0.065 0.035 0.094

(0.99) (0.52) (1.45)

Dispersion/book equity (1-/9 ) - 9.6E-7 2.6E-5 -3.5E-6
(0.02) (0.44) (-0.07)

Price variable + 0.701*** 0.454*** 0.0014 0.715*** 0.459*** 0.0026
(4.35) (5.35) (0.75) (4.39) (5.36) (1.06)

Post-issue EPS change - 0.016 0.016 0.020** 0.016 0.016 0.020**
(156) (1.59) (2.04) (1.56) (1.59) (2.06)

EPS run-up + 2.4E-4 2.0E-4 2.5E-4 2.5E-4 2.1E-4 2.6E-4
(0.37) (0.33) (0.37) (0.36) (0.33) (0.37)

InSales - 0.0063 0.0147 0.0133 0.0072 0.0160 0.0149
(0.34) (0.77) (0.73) (0.39) (0.84) (0.82)

Return on assets + -0.008 -0.464 0.154 -0.103 -0.474 0.021
(-0.02) (-1.01) (0.37) (-0.22) (-0.97) (0.05)

Cash to assets + 1.025*** 0.813** 1.077*** 1.021*** 0.842** 1.070***
(3.04) (2.28) (3.31) (3.00) (2-34) (3.26)

R&D to sales + 4.222*** 4.104*** 4.209*** 4.245*** 4.059*** 4.261***
(3.85) (3.57) (3.90) (3.85) (3.50) (3.93)

Fixed assets to assets - -0.595*** -0.613*** -0.649*** -0.559*** -0.591*** -0.603***
(-3.81) (-3.79) (-4.22) (-3.53) (-3.61) (-3.85)

Debt to assets + -0.386* -0.470* -0.442* -0.524** -0.502* -0.597**
(-166) (-1.91) (-192) (-2.06) (-1.91) (-2.37)

Intercept -1.344 -1.351 -1.338 -1.324 -1.367 -1.322
(-8.22) (-7.86) (-8.34) (-7.88) (-7.77) (-8.01)

Pseudo R2 0.017 0.018 0.016 0.017 0.018 0.015
No. of observations 6,077 5,799 6,229 5,986 5,715 6,137

(continued)
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Dittmar and Thakor also control for the year-end effect in testing the effect of actual - 

forecast EPS agreement parameter and find that if the latest earnings announcement is for the 

fiscal year the probability of an equity issue is higher. The results are therefore similar when 

taking into account the difference between interim and year-end reporting. The other 

information asymmetry variable, EPS run-up, is not significant. With these control variables, 

the coefficients for the agreement parameters in the subsample are not statistically significant 

and do not provide additional support for the disagreement model. The results are not 

surprising, since the subsample failed to reach significant results also in previous tests. 

Restricting the subsample further to issuers with less than 90 days of the last fiscal year 

earnings announcement similar to Table 9 Panel C, the dispersion agreement measure does 

have a significant negative sign as predicted by the model. This suggests that the dispersion is 

a relevant determinant of financing choice shortly after the annual earnings announcement 

also after controlling for information asymmetry.

5.2. Performance following the issuance

This section analyzes whether the agreement parameter has an effect on firms’ performance 

following the issuance. First, I will test whether the agreement parameter significantly affects 

the change in leverage form the year prior to the year following the issue. Second, the change 

in investment is analyzed both in univariate tests and multivariate regressions.

5.2.1. Change in leverage
The change in leverage is measured from the year prior to the issue to the year following the 

issue. The measure is defined as the change in debt to value ratio during this period and value 

is either the book value or the market value of the assets. Table 15 presents results of these 
regressions with both the full sample in Panel A and the subsample of issuers with a specified 

issue date in Panel B. The structure of the tests replicates that of Baker and Wurgler (2002) 

with the addition of the agreement parameters.

The results for the full sample are generally in line with the model predictions and show that 

agreement parameter has significant explanatory power in determining the change in leverage. 

In the first three columns of the book leverage regressions, the actual - forecast EPS 

agreement measure is always negative as the hypothesis predicts, but only significant with 

market-to-book price variable. 3-month and 12-month raw stock returns are highly



Ta
bl

e 1
3:

 C
ha

ng
e i

n 
le

ve
ra

ge
 re

gr
es

sio
ns

75

J*¡ <2 -о
О Я rj

JO y 
U y 
Q a

ce ce

CC j¡í

8 ш 
О y сл 

'С Й 2 a ° я c/î u a

n<

• Ü c/c
(Z) ^СЛ

tä ’W ¿5 43

8m
y —1 Я■5 u § 
ce il 1 

y I tiä > 44

CO

CO

B &

»

ti
СП

O' Ö

*
** ^ Í

'O - ¿
и ^5
00 ÜO

i/S о

40
Щ4
СЛ

■st
4

O 2
Ö

C/D y 
& p-

* 
* 
Ni

es ^
-i O w O 

O

* 
* 
* 
xj- 
r- 
o
O
Ö

$ 2o• in 
С- о 

Ö

O
O
O

* '•“V O
40 ^ O

tô ¿ 5 00 w ° 
40

u_

Ш ¡o, о
<N

* 
*07 *8 ^

* * * * * £7 *
ч s S
Щ 5; O
P d
40 I

O
O
O

**
*r~04

*
— î04 * 
(N oo
04

E ^

w O 
O

00

~ O w O

£ rns ^
^ O

/~v *40 о*n "
00 O
w о

•П *
O ’d"

on en~ 40 
^ O w O 

O

*
*/*”*4 *

04 ,-H 
^ 40
2 O

Ö

il
Ö

en
ГГ 40
BS

CN 40
v¡ о 2 40
^ о • о

+

*

P jL
ï°

©

04 CN
o¿ O7?. cn

*
_ * 40 * 
— 00 <* 04

(N * 
40 40oo

(N ГП
ai 00

00 40
<* O
>Л/

Ö

00 * 
40 oo
04 04

гл * oo о ö en V P w O

2 * X 00s ^I O

* 
* 

- *

r}- *

2 $ 2 о 
Ö

2 £ V O

*
*

^ * /—4 «O O 00 * 
°9 40 04
m о °4 C"
W O ‘ ÄÖ

*
\ *
/ OÖ

^ CN
v> о
40 O

O
O

^ O
40
(N O 
40 P
w O

© <=> ci *—1 
Ö

OO ZZ• 04
С оó

Я 8

о о
,2 ч

*r:- *
В о 

о

*
*

£ £ 
S о о

2 sО 2

' » 

04

^ оCN PNVI о
40 О
w о

оог~

* CN СП
!Г П о
° ÅSо ~°

^ г-о о
ГП о 
40 О

^ 04oo (N
Ч о Ч Р 
w о

^ оо 
К L ^ о ^ $ я о

7 о 
о

^ V4гл о
ч о Ч Р 
4-z о

г-
о
оо
о

S о
гл- О

^ сл
40
г- О

■ о
~ ÏГ" ï-s 
(N О о

+

4г оо ао Г~- S Os r~
ori О <N
а o vo

ö *-«(N •

*_ *
40 *
r-H 405 ö 00 

ö X ’l 
o

-sr 40 гл 00

•r 00

5,5

O 40 
Г7 Г-o ^
2d

CN

CN <? ö
d ^

* 
# 

4 *

/ CN
d

2 2 

в ö

Г"
o - .. CN CN

j-ч ;00 Ï—
o O2-

d

§ 2 00 
t-: 4 ^ 
Ci o 1/4

CN m^ o
d 4o"

* СЛin В oo04 — ^• ^ ¿,0
o

*
* Z-^X- * OO 04 OO P 00 1

^ o m(N oOO ч en
Cl o 40

*— r- ^ r-f— 00_d tn

in o ^ o ^ <4d 40

40 m p oo CNЯ 4 —- 4" ooo< ч <4
Ü o 40

CN 5

40
CN

(N m 04 in 04 г: Г ^ 
CN O in

> 4 t— •n m m

04 04гл m o vn 04in 'Ф 40 OO -1 en 
Ci o 40

$ m40 1—«^ d
CN 00 in Г"
-H 00

4 ?
à а 5

m 04 
m 04

d 4o"

S i§ S IU
3 cd
CT c a "5 (U M ><L> cd 
^ >O l)
O OX) ■c (Z)

E
2<4

5
Q
riä

i
'O<u
.s

S
So

o
So

CL<UO
S

CL, g cd ai U-i Û S



Ta
bl

e 1
3 -

 (c
on

tin
ue

d)

76

SP E Eи >JU
s
5 
S

OQ

m
S
I

<N 5
" e 

E E

o 
E

aa
S
E

(N 5
" e
» g 
S E

Л 5 
» o 
S E

m
S
I

<N 5
; § 
S E

<A 5
* o
E E

aa
S
I

2 s 
^ o
E E

A -S
i$ o
S E

'S
II
XШ

I
I
Q

9
M't
d

« O C* o - r~
m O rj r~ 
T ri XP

¡ng
o 2.0(N

#
Í? Js P P!
^ 2 - 3

ig £ d

* Ä
1 £
o 1
9
40 _ £} <N
§ S
Ö W

00 ÖO 
00 m

ГМ * * _O S'ïï ю 1 ^8° O ^ 2- o ¿ 2 *7
® w ö w ö w

00o
P O o N- эс © _' Г"
T o w 9
~ ' 9

*
*
*40

<? 2 
w 9

^ *r- *•n o
(N m 
4^ o

©
«

/-v *<N «
P Tf

£ O P5 O SO p
C CN - o

9 w

Sm *-s m m rfP — (N 
^ O ri

*

S o 9 * 
P X o40 • O —m fn g q opö o 

9 g 

~9
, O 

©

©
O

p Tiro (N 
xLz O 

©

9 § CL <n
9
*
*<r- #3 $ <N Ei

— 04 
OS 00 O

2L d

ro ^ m
£ 9 £ - <4
T © w © <ч

* ^m ^ -r ^ on ^ * \ОмОмО|л^аО' .^-rO^OpQvOtn ÿfNOo*0*0© 
se — o " O "° OOS •

A ^ 2 © » © ? 
rs g 2 2 
w © w © ^

Tl-
S й
© e

^ 40

g© 
(N 
O CN

* * * * #9ilsl§sr|sis||i^E=
g dS ¿1 t| з8 ¿5 d22 29 ¿ s-.
OO o '=000'-'

9 £b g § Pg
s dS 1§ IS ¿I
d 9 9

— # CTT *p 2 - 00
' o N Ïrs

r' n ^ X h
3 g 5 2 2
To t ö m

o _
N-
9

* P S° a n s
9Bg

” Í s °°
, o 
’ ©

ri 2
ss

— CN On N" 
O CN

§ 2 
o ~

o "
*
♦

r-
rs

m 00 r»
9 ö
O —

V")
O «r>

P
9

« Ю JS 'f ^ f' «Л ï> s-1 i/->2 9 2-:".T © © © (N

S ?—' Cs 
© rs

>» ü^ f'S
si 51
£ |g 8 
ш -2 g -e Q a.

JL>
cd

C/D
G

s
2
Q
a
oi

+

tia = й a >a 8 o■8 S S
iE2S

E. -gc.u
Eo
s

g1 
„ t es 8 

■§ 
3 o

•o1 o 
< Z

r



77

significant, but market-to-book is not, which suggests that stock returns are better measures of 

market timing and the agreement parameter is significant only when the price variable does 

not explain the change in book leverage. Dispersion agreement parameter shows stronger 

support for the disagreement model, since this parameter is highly significant in all 

specifications even with stock returns as price variables. The results for the change in market 

leverage regressions are similar to those of book leverage, but interestingly the results are 

stronger for the actual - forecast EPS measure than for dispersion. Actual - forecast EPS 

parameter is highly significant in all the specifications and shows that it has incremental 

explanatory power even over significant price variables. Dispersion is not as strong, but still 

significant at 5% level with 12-month return as the price variable and at 10% with market-to- 

book. This shows that the agreement parameter is a significant determinant of leverage 

change in most specifications.

Coefficients for the control variables for the trade-off and pecking order theories are mostly in 

line with the expectations in both book and market leverage regressions. R&D to sales is 

negative as firms with higher R&D expenditures are more likely to be financed with equity 

decreasing leverage and debt to value is also negative, since the higher the leverage, the lower 

the capacity for additional debt. Return on assets shows interesting results in that the 

coefficient is significantly positive in book leverage regressions, but significantly negative in 

market leverage regressions. This result with market leverage is in line with the pecking order 

prediction that more profitable firms have relatively less debt and also consistent with Titman 

and Wessels (1988), which documents similar relation. The contradictory result with book 
leverage implies that firms with higher return on assets decrease market leverage, but increase 

book leverage. The interpretation is not straightforward, but the trade-off theory suggests that 

by increasing debt, the firm can increase the value of equity by optimizing capital structure. 

The results can therefore be interpreted so that firms with higher return on assets raise more 

debt and increase their book leverage ratio closer to the optimum, but the subsequent increase 

in the market value of equity can decrease the market leverage ratio. Another exception is 

InSales, which is significantly negative. This is similarly contradictory to the predictions as in 

previous tables and is mostly attributable to the sample characteristics. The debt issuers in the 

full sample are relatively smaller than the equity issuers and therefore size has a negative 

effect on the changes in leverage ratios. The remaining control variable, fixed assets to assets, 

is not significant in any specification. Adjusted R2 as a measure of goodness-of-fit is notably



78

higher for book leverage than for market leverage suggesting that the development of book 

leverage is easier to determine from historical performance than market leverage.

Panel В presents results for the subsample of firms with a specified issue date and these are 

somewhat similar to Panel A. The results are, however, weaker than in the full sample. In 

book leverage regressions, actual - forecast EPS agreement measure is not significant and 

dispersion does not reach 1% level in any specification. Market leverage regressions show 

similar trend, since actual - forecast EPS parameter is not as significant as in the full sample. 

The dispersion parameter is significant in all specifications, but /-values are approximately the 

same as in the full sample. Control variables also show some differences to the full sample. 

InSales is significant and positive in determining market leverage, which highlights the effect 

of firm size in the full sample. The fixed assets to assets is also positive in the subsample and 

validates the prediction that companies with more fixed assets increase debt levels relatively 

more. Adjusted R2 is higher for market leverage regressions and this shows that more accurate 

price variables compared to the full sample are better in determining market than book 

leverage.

The overall results for the change in leverage show strong support for the disagreement 
model. The agreement parameters are statistically significant in nearly all the specifications 

and are thus shown to be a determinant of the change in both book and market leverage. The 

full sample, interestingly, seems to provide stronger support for the model compared to the 

subsample. This shows that the agreement parameter can be a significant determinant not only 

in comparing debt or equity security issuances, but also in broader financing choices 

concerning other forms of debt. Higher significance in the full sample additionally implies 

that the effect is reduced in smaller samples. These results are similar to Dittmar and Thakor 

(2007) who also find firms with high agreement parameters to have a decrease in leverage 

ratio. The coefficients for the actual - forecast EPS measure are also of similar magnitude 

suggesting similar economic effect, but similar to Table 9, coefficients for dispersion are 

notably smaller in my sample than in Dittmar and Thakor. The effect of price variables and 

the control variables are similar to Baker and Wurgler (2002) with the exceptions discussed 

earlier.
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5.2.2. Change in investment

This subsection tests whether the agreement parameter has an effect on the change in 

investment following the issue. The main area of interest is again whether the agreement 

parameter has some incremental explanatory power in determining the change in capital 

expenditures after controlling for other measures known to have an impact. My analysis 

draws on previous studies on the determinants of firms’ investment choices as in Fazzari et al. 

(1988) and more recently in Erickson and Whited (2000). The change in investment is first 

analyzed with univariate tests in Table 14 and second with multivariate regressions in Table 

15.

Table 14: Change in investment
Table 14 presents median capital expenditures to sales ratios relative to the year of equity issuance 
(t=0) and the change in this ratio from the year prior to 1,2, and 3 years following the issue. Panel A 
shows statistics for the debt and equity issuers in the full sample. Panel В and C divide the sample into 
subgroups according to the agreement parameter. High p is defined either as having actual - forecast 
EPS parameter value above the median or dispersion divided by book equity below the median, p- 
values indicate whether the change is significantly different from zero and also whether the values
between groups differ using Wilcoxon rank-sum test.
Year relative to issue -3 -2 -1 0 +1 +2

Panel A: All equity issuers
Capital expenditures 0.050 0.050 0.049 0.049 0.048 0.044

Change from T-l -0.0003 -0.0006 -0.0040
p -value changes = 0

All debt issuers
0.813 0.619 0.037

Capital expenditures 0.056 0.057 0.059 0.062 0.054 0.050
Change from T-l 0.0009 -0.0034 -0.0068
p -value changes = 0 0.350 0.000 0.004

Panel В : p = actual versus forecast EPS high p issuers
Capital expenditures 0.054 0.053 0.055 0.059 0.054 0.051

Change from T-l 0.0017 -0.0009 -0.0044
p -value changes = 0 0.847 0.016 0.371

Low p equity issuers 
Capital expenditures 0.056 0.057 0.058 0.059 0.052 0.048

Change from T-l -0.0004 -0.0047 -0.0075
p -value changes = 0 0.354 0.000 0.000
p -value high p = low p 0.003 0.000 0.000

Panel C:\-p = dispersion high p issuers
Capital expenditures 0.060 0.060 0.060 0.061 0.056 0.054

Change from T-l 0.0005 -0.0026 -0.0055
p -value changes = 0 0.418 0.011 0.000

Low p equity issuers 
Capital expenditures 0.051 0.052 0.055 0.058 0.051 0.046

Change from T-l 0.0009 -0.0034 -0.0072
p -value changes = 0 0.680 0.000 0.138
p -value high p = low p 0.228 0.172 0.020
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Table 14 shows the median capital expenditures to sales ratios from 3 years prior to the issue 

to 3 years following the issue. The first fiscal year end following the issue, i.e. the issue year 

end, is denoted as year 0. It is worth to note that the sample size is somewhat reduced in the 

years 1 and 2 following the issue, since all the issuers in the latter years of the sample, namely 

in the years 2005 and 2006, do not have this information available yet. This limits the 

interpretation of these long term results to the period prior to 2005.

In Panel A, the absolute level of capital expenditures to sales ratio is higher for debt issuers, 

but the change in this ratio is the main area of interest. In the issue year, the change in 

investment for equity issuers is not significantly different from that of debt issuers. The 

change in the ratio is actually negative for equity issuers. The difference is more apparent in 

years 1 and 2 following the issue, in which the debt issuers reduce investments significantly 

more, even though the ratio is negative also for the equity issuers. Panel В shows similar 

statistics separately for firms with high and low actual - forecast EPS agreement parameter. 

Firms with parameter values above the median have an increase in investment in the issue 

year, but this is not significantly different from zero. During the same period, firms with low 

agreement parameter have decrease in the level of investment. The difference between these 

two groups is significant and implies that firms with higher agreement parameter also have a 

higher increase in investment. The increase in investment for firms with above median 

agreement is reversed in the following years, but remains significantly higher than for other 

firms. The results with the dispersion agreement parameter in Panel C are similar to those in 

Panel B, but the difference between the two groups is statistically significant only three years 

following the issue. This further supports the fourth hypothesis that the change in investment 

is significantly higher in the long term, even though not immediately following the issue.

The change in investment is further analyzed with multivariate regressions and the results are 

presented in Table 15. The effect of agreement parameter is tested with dummy variable 

identifying firms with above median agreement multiplied with the equity dummy. Additional 

variables are market-to-book, change in cash flow to assets and turnover, as motivated by 

existing literature. The full sample results in Panel A are not encouraging for the 

disagreement model. Dummy variables for equity issuers with high agreement have negative 

signs in all model specifications when the dependent variable is the change in investment 

from one year prior to one year following the issue. The results are not significant and are in
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line with the univariate tests, which indicated no clear difference in the first year following 

the issue. Market-to-book variable is positive in most specifications as predicted, but not 

significant in any of them. Similarly, turnover has a positive, although statistically 

insignificant effect on investment. The significance of the result on turnover is further 

undermined by data availability, which reduces the sample size dramatically. Interestingly, 

change in cash flow to assets has strongly significant and negative coefficients in all 

specifications. Existing literature does not provide clear predictions for this, since most of 

them are interested in the level of investment and not change as such and even this evidence is 

somewhat divided as discussed in the literature review.

Table 15: Change in investment regressions
Table 15 presents results from regressing the change in capital expenditures to sales from the year 
prior to the year following the issuance. High actual - forecast EPS (Low dispersion) dummy equals 
one if the agreement parameter is above median (below median) and zero otherwise. Equity dummy is 
equal to one if the firm issued equity and zero otherwise. Market-to-book is calculated as of previous 
fiscal year end. Change in cash flow to assets is from the year before the issuance compared to the
following year. Turnover is the number of shares traded in the past 3 months prior to the issue.

Expected
sign (1) (2) (3) (4) (5) (6) (7) (8)

Panel A: Full sample
High actual - forecast + -0.0044 -0.0042 -0.0013 -0.0023

EPS (p) x equity dummy (-0.39) (-0.36) (-0.11) (-0.19)
Low dispersion + -0.0154 -0.0154 -0.0124 -0.0069

(l-p ) x equity dummy (-132) (-131) (-1.05) (-0.56)
Market-to-book + 1.9E-5 5.3E-6 -4.2E-6 7.0E-5 -9.7E-5 -1.3E-4

(0.17) (0.05) (-0.04) (0.22) (-0.30) (-0.43)
Change in CF to assets + /- -0.346*** -0.268*** -0.362*** -0.287***

(-5.30) (-3.97) (-5.38) (-4.12)
Turnover + 2.2E-7 5.0E-7

(0.03) (0.06)
Intercept 0.003 0.003 -0.002 -0.002 0.005 0.004 -0.001 -0.001

(0.91) (0.41) (-0.61) (-0.39) (1.25) (1.07) (-0.19) (-0.11)
Adjusted R2 0.000 0.000 0.004 0.004 0.000 0.000 0.005 0.004
No. of observations 6,228 6,190 6,172 3,401 6,129 6,091 6,073 3,350

Panel B: Dated issues
High actual - forecast + 0.0055 0.0053 0.0054 0.0081

EPS (p ) x equity dummy (0.62) (0.59) (0.60) (0.73)
Low dispersion + -0.0087 -0.0093 -0.0091 0.0007

(l-p ) x equity dummy (-0.95) (-101) (-0.99) (0.06)
Market-to-book + 3.0E-4 2.8E-4 9.7E-4 7.0E-4 5.2E-4 6.1E-4

(0.66) (0.62) (1.14) (0.83) (0.61) (0.93)
Change in CF to assets + /- -0.163** -0.075 -0.178*** -0.094

(-2.09) (-0.82) (-2.21) (-1.00)
Turnover + 1.3E-6 9.9E-7

(0.27) (0.21)
Intercept -0.007 -0.007 -0.009 -0.013 -0.002 -0.004 -0.005 -0.010

(-1.35) (-1.48) (-1.73) (-2.00) (-0.41) (-0.77) (-0.91) (-134)
Adjusted R2 0.000 0.000 0.001 0.000 0.000 0.000 0.000 0.000
No. of observations 2,216 2,203 2,199 1,417 2,176 2,163 2,154 1,388
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Similar analysis is also conducted with the change investment to sales from year prior to two 

and three years following the issue. The univariate results in Table 14 show a more significant 

difference between both debt and equity issuers as well as high and low agreement firms in 

two and three years following the issuance compared to the first year after the issuance (0) 

and, therefore the effect of the agreement parameter might be more significant. Full sample 

results are then more in line with the model predictions as actual - forecast EPS and 

dispersion agreement parameter have positive coefficients. Still these are not statistically 

significant in any model specification, but nevertheless indicate that the change in capital 

expenditures is somewhat higher in the long run for firms who issue equity and have high 

agreement parameter.

The results for the firms with a specified issue date are presented in Panel В of Table 15. 

Actual - forecast EPS agreement dummy is positive as predicted, but not significant. The 

coefficient is rather small compared to Dittmar and Thakor (2007), which further weakens the 

economic impact of the results. Dispersion parameter is more contradictory and in line with 

the model predictions only in one specification and significant in none. Otherwise the 

coefficients for the variables are similar to those in Panel A, but change in cash flow to assets 

is not as significant. The analysis is again replicated with change in investment to two and 

three years following the issue, but this does not increase the significance of the agreement 

dummy.

The agreement parameter does not seem to be a significant determinant of the change in 

investment following an issue. The fourth hypothesis is supported by the univariate results in 

Table 14 as debt issuers and low agreement firms have larger decrease in investment 

compared to equity issuers, especially in the long-run. The multivariate regressions in Table 

15, however, do not show agreement to have a significant effect on investment. Overall, the 

support for the disagreement model is not as strong as in Dittmar and Thakor (2007), which 

documented higher increase in investment for equity issuers with high agreement parameter, 

either defined as actual - forecast EPS or dispersion. The control variables are generally in 

line with the predictions, since market-to-book is mostly positive similar to Fazzari et al. 

(1988) and turnover is positive as in Polk and Sapienza (2004). Highly significant negative 

coefficients for change in cash flow to assets suggest that firms with increases in cash flow 

actually invest less as a proportion of sales contrary to Kaplan and Zingales (1997).
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Comparison to previous literature is somewhat problematic, since all the above mentioned 

studies are focusing on the level of investment and not the change. On the other hand, this can 

be interpreted that increases in cash flow are at least partly result of increased sales, which 

increase proportionately more than investment, although the absolute level of investment 

might increase as well. This implies that the level of investment is sticky and not a constant 

percentage of sales in the short term.

6. Conclusions
This thesis studies the effect of manager-investor agreement on financing choices of firms 

similar to Dittmar and Thakor (2007), who document very strong evidence in favor of the 

disagreement model with a sample of U.S. firms. The main area of focus is to see whether or 
not the agreement parameter has incremental explanatory power in determining the choice 

between equity and debt financing. Additional tests analyze if the agreement parameter 

influences changes in leverage or investment following the issuance. This study adds to the 

previous study by Dittmar and Thakor in two important ways. First, I test if the predictions of 

disagreement model apply also to a sample of European firms. Second, my sample is not 

conditional on security issuance, since firms with significant increase in debt through other 

means than issuing debt securities are identified from the book values of debt. The sample 

from 15 European countries in the period from 1990 to 2006 consists of 6,536 firm-year 

observations of which 1,315 are equity and 5,221 debt issuances. The number of debt issuers 

is a combination of 1,025 debt security issuers found in Thomson SDC and 4,196 identified 

with changes in book values of debt from Thomson Worldscope. The focus of the thesis is in 

the full sample of firms, but to provide a comparison to previous research and to benefit from 

more accurate definition of variables, most of the analysis is also conducted separately for a 

subsample of firms with a specified issue date. The remainder of this section summarizes the 

findings related to the predictions and discusses their implications. As a final remark, I point 

some directions for future research on the area of agreement.

6.1. Discussion of central findings

The disagreement theory by Dittmar and Thakor (2007) has four testable predictions that are 

empirically tested in this thesis with European data (see Table 16). The first testable 

prediction states that high agreement between investors and managers is already reflected in
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high stock price and equity issues are therefore associated with higher stock prices compared 

to debt issues. I document significantly higher return variables for equity issuers with price 

variables including raw and market adjusted returns and market-to-book ratios. Even though 

these results support the model, they do not distinguish the predictions of the disagreement 

model from those of market timing and time-varying adverse selection. These results are 

nevertheless clearly inconsistent with the pecking order and trade-off theories. The tests of 

operating performance do not support the previous empirical evidence showing deteriorating 

performance following equity issue (see e.g. Hansen and Crutchley, 1990, and Loughran and 

Ritter, 1997). Earnings increase in the full sample is actually significantly higher for equity 

issuers than debt issuers in the four year period. Another measure of market timing is the 

stock market reaction to the earnings announcements following the issue. Results indicate 

lower returns for equity issuers in line with previous research by Spiess and Affleck-Graves 

(1999) and Diether (2004), but fail to reach statistical significance.

The second and third predictions are closely linked as they both separate the effect of 

agreement from that of market timing and time-varying adverse selection. The second 

prediction states that firms will issue equity when their agreement parameter is high 

regardless of the stock price. This proposition follows from the argument that managers 

choose to issue equity, when they perceive a high probability that investors will endorse the 

project. The third prediction similarly states that the equity parameter will be higher among 

equity issuers than debt issuers and has incremental explanatory power after controlling for 

overvaluation and information asymmetries. Evidence from univariate tests supports the third 

prediction, since both actual - forecast EPS and dispersion parameters show significantly 

higher agreement for equity issuers than debt issuers in the full sample. Subsample of firms 

with a specified issue date and thus more accurately defined variables shows further support. 

CAR from M&A is significantly higher and dual-class premium significantly lower indicating 

higher agreement for equity issuers. Not all variables, however, show full support, since 

number of periods beat forecast is higher for debt issuers contrary to the model predictions. 

The univariate results show relatively strong support for the model, but are not as strong as in 

Dittmar and Thakor (2007).
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Table 16: Summary of results

Hypothesis Dittmar and Thakor (2007) Findings

HI Firms will issue 
equity when their 
stock prices are high 
and either debt or no 
security when their 
stock prices are low.

H2 Firms will issue 
equity when the 
agreement parameter 
is high regardless of 
the stock price.

H3 The average value of 
the agreement 
parameter will be 
higher among firms 
that issue equity than 
those that issue debt 
or no security. This 
relation will hold for 
potentially 
undervalued and 
overvalued firms 
even after controlling 
for variation in 
information.

Price variables are 
significantly higher for equity 
than debt issuers in univariate 
tests and also are highly 
significant in all multivariate 
tests.
In addition to the highly 
significant price variables, 
agreement parameters have 
significant incremental 
explanatory power in most 
specifications showing strong 
support. All the alternative 
agreement measures also show 
strong support despite highly 
significant price variables.
Univariate tests show equity 
issues to be associated with 
significantly higher agreement 
parameter, though dual-class 
premium is only marginally 
significant at 12% level. 
Results are similarly strong in 
multivariate setting even after 
controlling for business cycle 
and information asymmetry. 
Leverage regressions show 
that agreement parameters 
seem to be significant in 
determining change in market, 
but not in book leverage.

H4 On average, firms Strong evidence that
that issue equity will investment is significantly 
have higher capital higher from the year of the 
expenditures after the issue onwards in univariate 
issue than firms that tests. Both agreement 
either issue debt or parameters are shown to be 
do not issue any significant also in multivariate
security. tests.

Strong support is found in the univariate 
tests. In multivariate regressions, price 
variables are highly significant in most 
of the test conducted with the exception 
of market-to-book.

Multivariate tests indicate weak support 
for the prediction as actual - forecast 
EPS is significant only with 
insignificant market-to-book price 
variable. Testing the alternative 
agreement proxies directly against 
market timing shows significant support 
with CAR from M&A and dual-class 
premium, which are defined only for a 
smaller sample.
Univariate results show strong support 
as main agreement proxies are 
significant in the full sample and the 
subsample and also CAR from M&A 
and dual-class premium are significant 
in the subsample of dated issues. 
Multivariate setting provides only 
limited support, since actual - forecast 
EPS is significant only with market-to- 
book and dispersion is significant only 
in the 90-day period following earnings 
release. After controlling for business 
cycle, actual - forecast EPS is still 
significant with market-to-book in the 
full sample, but the effect of cycle 
controls are undermined by a potential 
lag. With information asymmetry 
controls, agreement parameters are not 
significant in any specification. Unlike 
Dittmar and Thakor, main agreement 
measures seem to be significant in 
determining change in both book and 
market leverage.
Support in the univariate tests in the 
long term. Additionally, firms with 
higher actual - forecast EPS agreement 
parameter have significantly higher 
capital expenditures in univariate tests. 
Multivariate logit does not provide 
statistically significant results, but actual 
- forecast EPS agreement parameter has 
the predicted sign in the subsample.
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Multivariate setting allows for tests of incremental explanatory power. Results with actual - 

forecast EPS agreement parameter show only weak support for the theory. Agreement seems 

to be a significant determinant of financing choice only in the absence of significant price 

variable. The results do not fully support the second prediction, since the agreement 

parameter clearly is not significant in all specifications. The agreement parameter does, 

however, seem to be significant when market-to-book is used as a proxy for market timing, 

which shows limited support for the disagreement model and its third prediction. Other 

variables used in the model include controls for trade-off and pecking order theories that are 

generally in line with the predictions. The results for a smaller subsample of firms with 

defined issue date, shows no additional support for the model. Actual - forecast EPS even has 

negative coefficients in most specifications indicating that the weak results are not due to 

smaller sample size, but attributable to the low explanatory power of the theory. Despite the 

somewhat weak support for the disagreement model, the economic significance of the 

agreement parameter can be substantial. In the significant specification with market-to-book, 
an increase in the agreement from the 25th to the 75th quartile would increase the probability 

of an equity issue by approximately 13%. Dittmar and Thakor (2007) document even greater 

economic significance in the magnitude of 20% with a similar increase. All in all, the results 

with European data are much weaker than those documented by Dittmar and Thakor in the 

U.S. Their evidence showed this agreement parameter to be significant in all specifications.

The other main variable, dispersion of analyst forecasts, does not seem to provide much 

support for the model. The results for both the full sample and the subsample with more 

accurate variables do not show the agreement parameter to be significant in any specification. 

The results are not similar to those of Dittmar and Thakor (2007), which suggests that 

dispersion has similar explanatory power as actual - forecast EPS measure in the U.S. This 

low level of significance in my results can be attributed to the differences in sample 

characteristics. Dittmar and Thakor are using quarterly earnings, whereas European firms 

have not really published quarterly accounts until early 2000. My sample consists of annual 

earnings and their forecasts adding a longer lag into the variables. To avoid this, I have 

constructed a subsample of firms with less than 90-days between security issue and previous 

earnings announcement. The results with this smaller sample show some support for the 

model as the dispersion agreement parameter is significant at 5% and 10% levels in all 

specifications. This implies that the dispersion is a relevant measure, but only shortly after the
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forecasts are made. More frequent reporting and forecasting would add to the analysis of 
financing choice also in Europe.

In addition to the main variables, three alternative parameters are applied to study the effect of 

agreement. At first glance, these measures do not seem to provide much support for the theory 

as full sample results shows that both number of period beat forecast and CAR from M&A 

agreement parameters are significant, but the sign is contrary to the model predictions. Dual

class premium has the predicted sign, but is not significant at any traditional level. The 

subsample of dated issues allows for a more accurate definition of these variables and seems 

to provide more support for the disagreement model. All variables have the predicted signs 

and dual-class premium is also significant. The interpretation of CAR from M&A is 

problematic due to high correlation with control variables and especially with firm size. 

Conducting similar analysis in the subsample including only measures of agreement and 

market timing shows that CAR from M&A does have incremental explanatory power over 

significant pricing variables consistent with the second prediction. These results are 

encouragingly fairly similar to Dittmar and Thakor (2007) except for the number of periods 

beat forecast. The implications of CAR from M&A and dual-class premium agreement 

proxies are, however, rather limited due to the significantly reduced sample sizes.

Previous research has documented equity issues to be more frequent in periods of economic 

growth as in Choe et al. (1993) or when the level of information asymmetry is low as in 

Korajczyk et al. (1991). The analysis is further conducted with variables controlling for 

business cycle and information asymmetry to separate the effect of agreement. Full sample 

results suggest that actual - forecast EPS agreement measure would have incremental 

explanatory power over stock market momentum as a business cycle variable. Problems, 

however, arise from the lack of exact issue date, since the lagged variables cannot capture the 

business cycle accurately. This is clearly indicated in the coefficients for industrial production 

index and GDP growth, which are highly significant and contrary to the predictions of 

previous literature. Similar analysis with the subsample avoids the problem of lagged 

variables, but does not show additional support for the model. This undermines the results for 

the full sample as they might be due to misspecified business cycle rather than clear 

explanatory power of the agreement parameter. After including the control for information 

asymmetry, namely EPS run-up and additionally 30-day post EPS in the subsample, the
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results do not show much support for the model. Neither actual - forecast EPS nor dispersion 

are significant, even though the signs are as predicted in most specifications. The results with 

market-to-book price variable are again the most promising, but are outside traditional 

significance levels. The control variables fare reasonably well as 30-day post EPS dummy is 

highly significant and positive and also EPS run-up is positive as predicted in significant 

specifications. This indicates that the measures of information asymmetry are significant 

determinants of financing choice, but agreement parameters do not add any incremental 

explanatory power in my sample of European firms. Comparison to Dittmar and Thakor 

(2007) shows similar trend than in the previous tests; the effect of agreement is not as 

significant in my sample of European firms as it is with their sample of U.S. firms.

Country specific variation might help explain some of the differences in results between the 

U.S. and Europe. Conducting the analysis separately for each country reveals that the results 

are largely driven by the largest countries, namely Germany and the U.K., where the actual - 
forecast EPS is clearly significant and positive in all price specifications. Conversely, the 

results for Sweden show agreement to have a significant negative impact on the likelihood of 

an equity issue. Potential explanation lies in notable discrepancies between ownership and 

control in Sweden as documented in Faccio and Lang (2002). Similar country tests with 

dispersion agreement measure show that dispersion is significant in Greece and France with 

12-month lagged return as the price variable, but not with any other price specification. 

Results also indicate other interesting differences between European countries. The 

probability of an equity issue decreases with firm size in the U.K., Belgium and Ireland, 

whereas the effect is contrary in Germany and France. Greek firms with more fixed assets in 

their balance sheets use more equity financing despite their arguable higher collateral value 

documented in Shyam-Sunder and Myers (1999). Higher leverage as measured by debt to 

assets seems to lead to more equity issues in the U.K., but not in Germany, Spain or Greece. 

These results confirm that institutional differences still have to be taken into account despite 

ongoing integration and decrease of country effects documented by Isakov and Sonney 

(2003).

Financing choice between equity and debt is part of a broader capital structure decision and 

therefore the effect of agreement on change in leverage is also directly tested. The results are 

very supportive of the disagreement theory. The main agreement parameters prove significant
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in determining both book and market leverage in the full sample even after controlling for the 

predictions of market timing, trade-off and pecking order theories. Interesting difference 

arises between agreement parameters as dispersion is more significant in determining book 

leverage, whereas actual - forecast EPS is more significant for market leverage. The results 

for the subsample mirror those of the full sample and the lower significance of parameters is 

mostly attributable to smaller sample sizes. Highly significant results in the full sample 

including firms raising private debt suggest that agreement is significant not only in 

comparing debt or equity security issuances, but also in broader financing choices. Dittmar 

and Thakor (2007) also document agreement parameters to be significant, but only in 

determining market leverage. Higher levels of significance in both book and market leverage 

ratios observed in this thesis can be due to the larger sample size after the inclusion of firms 

issuing private debt. This further justifies the choice of a broader sample set in the analysis of 
agreement and choice of financing.

Change in investment is closely linked to the disagreement model, which assumes manager to 

seek external financing mainly to finance projects. The fourth testable prediction states that 

equity issuers have higher capital expenditures than debt issuers and this effect is stronger for 

higher agreement. Univariate tests do not show clear indication that equity issuers would have 

higher increase in investment in the year of the issuance, but only in years 1 and 2 following 

the issue. The difference between firms with high agreement and firms with low agreement is, 

however, apparent from the year of the issue. This shows some support for the fourth 

prediction that agreement has an effect on the change in investment. Multivariate regressions 

do not support the model even to the extent of the univariate tests. Neither actual - forecast 

EPS nor dispersion seem to be significant in determining the change in investment. 

Subsample results are more consistent with predicted signs, but still nowhere near statistical 

significance. The only significant determinant of the change in investment appears to be the 

change in cash flow with a negative sign, which is somewhat contrary to the previous study 

by Kaplan and Zingales (1997). Dittmar and Thakor documented strong support for the fourth 

prediction of the disagreement model.

All in all, the results with European data do not provide similar support for the disagreement 

model as documented in the U.S. by Dittmar and Thakor (2007). Weak support is shown with 

actual - forecast EPS agreement measure in the full sample with market-to-book price
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variable, but the effect is not as strong in the subsample with more accurately specified price 

variables or after the inclusion of controls for business cycle and information asymmetry. 

Dispersion shows incremental explanatory power only for issues within 90-days of the 

previous earnings release. CAR from M&A and dual-class premium are significant 

determinants over measures of market timing, but they are defined only for a small subsample 

of firms and the results as such cannot be generalized. The strongest support for the model is 

presented in change in leverage regressions, which show agreement to be significant in 

relation to both book and market leverage unlike in Dittmar and Thakor, who document 

significance only with market leverage. Despite weak overall support, results for some 

individual countries are encouraging for the disagreement model suggesting agreement does 

have a role in financing choice in certain institutional environments.

6.2. Directions for future research

This study provides additional evidence on the financing choice decisions made by European 

companies. However, the study is structured to compare the choices of firms issuing equity to 

those raising debt, but does not provide a comparison to those firms that choose not to seek 

any type of additional financing. It can be argued that these non-issuing companies do not 

form a good comparison as they might be lacking investment opportunities. On the other 

hand, these firms might have chosen not to raise external financing despite profitable 

investment opportunities due to low level of agreement or other factors outside the scope of 

this study. To form a complete picture of the financing choices made by firms, research 

should be targeted also towards firms that do not seek external financing as the decision not to 

issue might well be as important. Comparing different financing choices as such does not 

provide an insight into this aspect of corporate finance.

Comparison to the results in the U.S. indicate that more frequent reporting and consequent 

forecasting of earnings seems to provide deeper insight into the effect of agreement. Quarterly 

earnings have not really been published in Europe until early 2000 and therefore there is not 

long enough time-series data available to study the properties of quarterly forecasts. An 

interesting avenue for future research could be to analyze the change in importance of analyst 

forecasts in line the level of analyst coverage, when more quarterly results are published and 

more data becomes available in Europe.
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The agreement parameters applied in this paper rely mainly on data constructed for the 

investor community, as earnings per share and its forecasts, or direct stock data, as in dual

class premium or reactions to M&A announcements. These are relatively straightforward 

sources of agreement proxies, but also others could be argued to indicate the level of 

agreement between two parties. Sociologie studies suggest cultural and ethnicity to be 

important determinants of trust between people, which in turn is documented to affect M&A 

transactions as well as individuals’ investment decisions. Similar factors could also be argued 

to effect agreement between managers and investors at large, which could be reflected in 

financing choices. After all, there is more to agreement than what is reflected in the numbers.
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