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Abstract

The equity market timing hypothesis suggests that capital structure is
cumulative outcome of past equity market timing attempts. This explanation
contradicts the normative trade-off theory as it requires absence of a target
capital structure and precludes any adjustment to the debt-equity mix.
Recent studies, predominantly based on US data, provide mixed evidence on
the role of historical market-to-book ratios and leverage and on the
long-lasting impact of market timing attempts on capital structure. In this
study, we conduct an out-of sample experiment by extending the analysis to
Taiwan and Mainland China in which equity market timing may be a valid
explanation of observed capital structure. Our results show that both
countries’ book leverage decreases sharply following the IPO, and the
average of the net equity issues. is larger than that of the net debt issues. In
long run (5 years after IPO in China, 3 years after IPO in Taiwan), these firms
adjust back to the original level of book leverage, and the market leverage
also increases.

Using a set of proxies for market timing, then we decompose the change in
leverage to 3 components (equity issues, retained earnings, and the residual
change in leverage). In the China case, using the market-to-book ratio to
measure the market timing opportunities, we find that firms tend to grasp




the timing through net equity issues, as market timing implies. In the case of
Taiwan, both HOT and M/B index get the same conclusion. In examining the
long-lasting impact of market timing attempts on capital structure, we find
that both countries’ firms rebalance their leverage following equity
issuances(5 years after IPO in China, 3 years after IPO in Taiwan). The results
are more in line with the dynamic trade-off model rather than the equity
market timing hypothesis of capital structure structure outcome.
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