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Chapter 16

the ImpaCt of equIty 
hIstorICal market prICe on 
CapItal struCture

miswanto miswanto

AbstrAct

The purpose of this study is to investigate whether equity market timing has a 
persistent impact on the firm’s capital structure or not. In achieving this pur-
pose, there are two hypotheses developed in this study. The first hypothesis is 
that historical price-book-value (PBV) negatively affect leverage; while the 
second hypothesis is that historical PBV ratio negatively affects the change 
of cumulative on leverage. The sample of this study is cross sectional data 
obtained from the Indonesia Stock Exchange for 2001–2011 research period. 
The author disentangles the sample into subsamples based on IPO+k, in which 
k is the number of years after the initial public offering (IPO). The results 
show that most of the regression coefficients in the historical PBV do not have 
negative impact on the capital structure and only a small part of the regres-
sion coefficient of the historical PBV has a statistically negative impact on the 
capital structure. Therefore, the findings of this research conclude that equity 
market timing doesn’t have persistent impact on capital structure of the firms 
in Indonesia.
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INtroDuctIoN
market timing is one of the theories of capital structure (Dhita, achsani, sembel, 
& purwanto, 2018). several researchers have conducted studies whether com-
panies use market timing equity when they are going to issue equities (Gomes, 
magnani, mauricio, & Valle, 2019). firms should issue common stock only when 
market conditions are favorable (Çelik & akarim, 2013). according to Jahanzeb, 
et al. (2013), firm managers must wait for the position of stock prices to be bet-
ter before issuing new shares. It is found that most studies carried out in various 
countries support that firms, in fact, have been using equity market timing when 
issuing equities. there have been several studies in america, regarding market 
timing on equity that persistently impact on capital structure. however, inves-
tigations regarding market timing equity in Indonesia – whether it persistently 
affects equity structure – have been lacking considerably. Concerning the previ-
ous research in several countries, the aim this study is to verify the impact of 
historical market price on the capital structure of non-financial firms listed on the 
Indonesia stock exchange (IDX).

price-book-value (pBV) can be taken to represent the market price of equity. 
the historical market price is represented by historical pBV. elliot, koester-kant, 
and Warr (2007) stated that pBV greater than 1 indicates over-valuation, while 
pBV less than 1 signifies under-valuation. managers will issue equity when capi-
tal is over-valued. through their research in pakistan, asif, abbas, and hassan 
(2018) stated that every time the deficit company would try as hard as possi-
ble to find funds. furthermore, when there is a miss-evaluation on stock price, 
there is a very strong tendency in managers to increase financing through equity.  
research in Indonesian firms regarding the relation between market timing on 
equity and the capital structure is still lacking. moreover, the existing research 
employs only very basic research methods and the data are still insufficient. the 
historical market price of equity that is measured by historical pBV is aimed at 
capturing the cumulative impact of equity market timing on capital structure. 
the impact is derived from several years of market timing on the capital struc-
ture. When equity market timing is proved to be affecting the capital structure for 
years, the historical pBV might have a negative impact on the capital structure. 
the impact is because the issuance of equity driven by high market prices in 
the past several years will potentially cause the capital structure to decline (alit, 
2006). this theory differs from the tradeoff theory. While there are deviations in 
the capital structure, on the contrary, tradeoff theory would always try to keep 
the capital structure in line with the targeted capital structure. the target is the 
optimum capital structure (huang & ritter, 2004).

referring to the problems above, the formulation of the issue used in this 
chapter is on the analysis of  the impact of historical market price of equity on 
the capital structure of non-financial firms listed on the IDX. It investigates to 
test whether historical market price negatively affects the capital structure of 
firms in Indonesia or not. the aim of this chapter is to evaluate this issue. the 
results of  this study are hoped to offer theoretical, empirical, and practical ben-
efits to corporate managers, investors, economic observers, and academics. they 
will be done to acknowledge and utilize the proceeds from this study regarding 
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ways in which market timing may be applied to companies in Indonesia. for 
chief  financial officers, this study is expected to be a consideration for financing 
decision in the capital structure.

LItErAturE rEVIEw
to investigate the impact of historical market price of equity on capital structure, 
two hypotheses will be examined in this study. the first hypothesis is developed based 
on the studies from kasbi (2007), Weigl (2011), and Baker and Wurgler (2012). they 
reported that historical pBV has negative impact on corporate leverage. the histori-
cal pBV is the pBV within the period of Ipo+k, in which k is the number of years 
after the Ipo. this negative impact is obtained when a firm has a high historical 
value, the firm will issue equity, and there is not also an indication of the dynamic 
tradeoff theory applies, that is, there is not a rebalancing process for the targeted 
capital structure (saadah & prijadi, 2012). since the company has issued equities, 
the capital structure represented by leverage is decreased. We define leverage as total 
debt to total assets ratio. thus, the first hypothesis (H1) can be expressed as follows:

H1: historical pBV has a negative impact on leverage.

the second hypothesis development (H2) is to test whether the equity market 
timing has a persistent impact on the capital structure or not. Dependent variable 
of this study is cumulative changes of leverage, and independent variable is the 
historical market price of equity acts, while the control variables are the determi-
nants of capital structure (alit, 2006; Baker & Wurgler, 2002; Weigl, 2011). Baker 
and Wurgler (2002) show that historical pBV has a negative impact on cumulative 
changes of firm leverage. the negative impact indicates when the historical pBV 
increases it can cause current leverage to decline since to the company are issuing 
equity. this decrease leads cumulative changes to be in the negative value. these 
findings support that market timing has a persistent impact on the firm’s capital 
structure. the change of cumulative in leverage indicates firm leverage in period t 
minus the firm’s leverage in the pre-Ipo period. In line with this study, using a 
pBV, it can measure whether historical market price of equity affects persistently 
on capital structure. therefore, H2 can be expressed as follows:

h2: historical pBV has a negative impact on the cumulative change of leverage.

according to Baker and Wurgler (2002) and Weigl (2011), this study uses 
equity finance weighted average pBV (pBVeqwa) to investigate if  equity market 
timing has a persistent impact on capital structure.
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the e notation is the issuance of net equity, and period r or s of  0 indicates the 
period of the company when it conducted the Ipo. then, the two hypotheses can 
be illustrated in a research model as shown in fig. 1.
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MEthoDs
Sample and Data

this study uses non-probability sampling method (i.e., purposive sampling) 
through sampling of judgment (Cooper & emory, 1995). the selection of sample 
is equity market timing on initial public offering (Ipo) and seasoned equity offer-
ing and right issue. samples are the firms listed on IDX during the 2001–2011 
period in the form of cross-section data based on Ipo+k, in which k is the number 
of years since the Ipo. the sample is disentangled into subsamples ranging from 
Ipo+1 to Ipo+10. an Ipo in a company is critical sources of funding event that 
is known to be associated with a market price.

Operational Definition and Measurement of Variables

In summary, the notations, definitions, and formulas of variables applied in this 
study are exhibited in table 1:

Historical 
Market price of

Equity

Leverage

Cumulative Change 
of Leverage 

H1 (-)

H2 (-)

Fig. 1. research model (Weigl, 2011).

Table 1. notation and Definition of Variables.

no notation Description

1 a total book assets (a) calculated by adding total debt (D) and total book 
equity (e)

2 Blev total debt to total book asset ratio measured by dividing total debt (D) to 
total book assets (a)

3 Blev-Blevpre-ipo a cumulative change of book leverage
4 D total liability, this measurement is the sum of short-term debt and long-term 

debt (which is printed on the balance sheet) and total debt
5 e Book equity = the equity value which is presented on the balance sheet
7 prof profit before interest, taxes, and depreciation divided by total book assets
8 lev leverage, either Bl or ml
9 log (s) the sales logarithm
10 m asset’s market price = total debt +capitalization of market
11 pBV pBV = share price divided by book value of shares
12 historical pBV pBV equity finance weighted average
13 mlev total debt to total asset market price = total debt: total asset market price
14 mlev-mlevpre-ipo Cumulative change of market leverage
15 tanG a tangible asset = (net equipment, property, plant, and equipment): total 

assets (a)

Source: Baker and Wurgler (2002), elliot et al. (2007), and Weigl (2011).
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Hypotheses Testing Model

We use dynamic multiple regression (Gujarati & porter, 2017) to do hypotheses 
testing and this study uses four determinants on capital structure or corporate 
characteristics as control variables. the control variables are: lagged pBV, lagged 
profitability (lagged prof, lagged sales (lagged s), and lagged tangibility asset 
(lagged tanG). pBV has a negative impact on leverage, because (1) high pBV 
has higher financial distress cost, thus avoiding debt, and (2) firms lean to issue 
shares when their share price is relatively high compared to profit or book value. 
profitability of firm has a negative impact on leverage because with the profit-
ability of funding done with retained earnings. size can have a negative or posi-
tive impact on book leverage (rajan & Zingales, 1995). the bigger the company 
gets the trust of the bank to get the bigger loan because the bank considers that 
the funds lent to larger companies will be more secure. If  so, the size is posi-
tively associated with leverage. large companies are better able to issue equities 
than small firms. If  so, large size firms are negatively related to leverage (rajan & 
Zingales, 1995). the model used to test H1 and H2 is described as shown below 
(Baker & Wurgler, 2002; Xu, 2009):
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using t-test, H1 and H2 are supported if  condition of α < 0 is satisfied.

H1 and H2 Testing Model

the model used to test hypotheses is dynamic multiple regression (Gujarati & 
porter, 2017). In testing the hypothesis, this study uses four determinants on 
capital structure or corporate characteristics as control variables. the con-
trol variables are: lagged pBV, lagged profitability (lagged prof, lagged sales 
(lagged s), and lagged tangibility asset (lagged tanG). pBV has a negative 
impact or correlation on leverage, because (1) high pBV has higher financial 
distress cost, thus avoiding debt, and (2) firms lean to issue share of  common 
stock when their share price is relatively high compared to profit or book value. 
profitability of  firm has a negative impact on book leverage because with the 
profitability of  funding done with retained earnings. size can have a positive or  
negative impact on leverage. the bigger the company gets the trust of  the bank 
to get the bigger loan because the bank considers that the funds lent to larger 
companies will be more secure to rajan and Zingales (1995), if  so, the size is 
positively associated with leverage. large companies are better able to issue 
equities than small firms. If  so, large size firms are negatively correlated to lever-
age. the model used to test H1 and H2 is shown below (Baker & Wurgler, 2002; 
Xu, 2009):
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using t-test, H1 and H2 are supported if  statistical measurement that α < 0 is 
satisfied.

rEsuLts AND DIscussIoN
Description of Research Variables

In each period (subsample), most of  the average Blev value is greater than 
mlev because in each period most of  the average pBV is greater than one. 
low value of  Blev and mlev indicate funding with relatively low debt, while 
high value of  Blev and mlev indicate high debt funding. In Ipo approaching 
year, e.g., Ipo + 1 and Ipo + 2, generally Blev and mlev are relatively low 
compared to further year from Ipo, e.g., Ipo + 7 and Ipo + 10. the further 
the period from the Ipo, companies generally have higher Blev and mlev. 
similarly, where ΔBlev pre-ipo and Δmlev pre-ipo, Blev and mlev increase, it 
means there are relatively no indications of  persistent market equity influence 
on leverage or capital structure. If  Blev and mlev increase, there is an indica-
tion of  the dynamic tradeoff  theory which may apply, that is, there is a rebal-
ancing process for the targeted or planned capital structure, while the target is 
optimum capital structure.

Results

the results of hypotheses testing are presented in table 2. regression coefficients 
on control variables are not presented in the table. Based on F-test results, all 
of these regression models can be used to test H1 and H2 with the dependent 
variable of market leverage (kuncuro, 2007). arguably based on the classical 
assumption test, all regression capital in the table has passed from the classical 
assumption test. H1 testing proved only in subsample of Ipo + 4, and so does H2 
testing which proved only in subsamples of Ipo+4 and Ipo+7 because statistical 
assumption of α < 0 is satisfied.

table 2 explains a summary of the proceeds of regression estimation to exam-
ine H1 and H2 based on Ipo+k in which k data is the year after Ipo. the numbers 
in parentheses show the probability values in the t-test. regression of coefficients 
on control variables is not presented in the table. *** = statistically supported 
at 1 percent level of significant; ** = statistically supported at 5 percent level of 
significant; * = statistically supported at 10 per cent level of significant; +/− in 
parentheses indicates the direction of the regression coefficient as expected.
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Discussion

H1 and H2 are aimed at testing whether the historical market price of equity 
impacts the capital structure on non-financial listed firms on IDX or not. Based 
on the proceeds of the statistical hypothesis testing, most of the subsamples in 
the regression coefficients of the historical pBV do not have negative impact on 
market leverage; in addition, only a few subsamples have the regression coefficient 
from historical pBV that statistically affect dependent variable negatively. the 
findings of this study are not analogous to those that were conducted by huang 
and ritter (2004). thus, the results show that equity market timing does not have 
a persistent influence on the capital structure of non-financial companies listed 

Table 2. hypotheses testing result.

h1 testing result h2 testing result

Ipo+k N pBVeqwa
[-]

Adj R2 F-test pBVeqwa
[-]

Adj R2 F-test

Ipo +1 146 0.0198 0.136 2.7323 0.022 0.639 16.352
(0.018) (0.029)** (0.008) (0)***

Ipo +2 131 −0.0018 0.102 2.2856 0.012 0.449 7.385
(0.914) (0.059)* (0.523) (0.0)***

Ipo +3 140 −0.0176 0.281 4.6853 −0.025 0.474 6.2609
(0.327) (0.001)*** (0.240) (0.0)***

Ipo +4 120 −0.0047 0.115 2.6445 −0.004 0.592 10.682
(0.033)** (0.032)** (0.048)** (0.0)***

Ipo +5 111 0.0148 0.309 6.4606 0.035 0.509 6.3634
(0.327) (0.00)*** (0.258) (0.0)***

Ipo +6 151 −0.0026 0.183 3.8257 −0.092 0.491 4.871
(0.858) (0.004)*** (0.969) (0.00)***

Ipo +7 161 −0.0144 0.248 5.3712 −0.056 0.734 11.5817
(0.274) (0.00)*** (0.021)** (0.00)***

Ipo +8 160 0.0145 0.324 9.7487 −0.018 0.604 6.086
(0.313) (0)*** (0.635) (0.00)***

Ipo +9 173 0.0040 0.197 5.6822 0.020 0.360 2.973
(0.745) (0.00)*** (0.505) (0.040)**

Ipo +10 203 −0.0007 0.043 1.9263 0.017 0.391 2.7171
(0.310) (0.096)* (0.520) (0.078)*

Source: results of Data analysis with eviews.
Notes:
H1 test result proved only in sub sample of Ipo + 4 because statistically α1 < 0 as expected.
H2 test result proved only in subsamples of Ipo+4 and Ipo+7 because statistically α1 < 0 as expected.
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on IDX. therefore, the results are not in line with Baker and Wurgler (2002), 
huang and ritter (2004), and fahima, soeharto, and sulistyowati (2016), and 
Zhao, lee, and yu (2020). If  the equity market timing impacts on the capital 
structure, its influence is merely temporary.

the result of H1 and H2 test in this research, however, is similar to studies 
conducted by Bie and haan (2007) and fahima et al. (2016). their findings show 
it is not proven that market timing has a persistent impact on capital structure. 
Bruinshoofd and de haan (2007) denoted that in the companies originated in uk 
and countries of continental european, equity market timing does not have a per-
sistent influence on capital structure. refer to Xu (2009), if  market timing does not 
affect persistently on leverage, there is an indication that the company has made a 
speed adjustment process (rebalancing) on the capital structure toward the targeted 
capital structure. the process of speed adjustment is found in the dynamic tradeoff 
as one of the theories of to optimize capital structure, where sometimes is also 
affected by firm cash flow as stipulated by Dufour, luu, and telle (2020). the indi-
cation is in line with the studies conducted by Darminto and manurung (2008) and 
surwanti (2015). Darminto and manurung (2008) stated that the determinants of 
capital structure based theory of tradeoff influence the capital structure of compa-
nies in Indonesia. the study conducted by surwanti (2015) on the speed of adjust-
ment in companies in Indonesia and the results also indicate that the dynamic 
tradeoff theory applies in Indonesia since there is a process of speed adjustment 
for the targeted capital structure. the target is optimal capital structure.

robustNEss tEst
robustness test is carried out to see the consistency and to strengthen the results 
of research. many ways can be carried out to see the consistency and corroborate 
research (Brian & martani, 2014). robustness test is in this study conducted by 
changing dependent variable on H1 with book leverage. moreover, the dependent 
variable on H2 is replaced by cumulative change from book leverage. using the 
same regression model and same data for independent variables testing H1 and 
H2, robustness test results on both H1 and H2 are similar to the previous test 
results. thus, it can be concluded that most of the coefficients of historical market 
price regression do not negatively affect on the capital structure. therefore, the 
consistent proceeds of the study show that market timing for equity does not have 
a persistent impact on the capital structure on non-financial firms listed on IDX.

coNcLusIoN
the results of this study show that the historical market prices of equity don’t 
have negative impact on the capital structure; in addition, only a few parts of 
the test indicate that historical market price of equity has negative impact on the 
capital structure. Based on these results, this study finds out that there is insuffi-
cient evidence to assert that the historical market price of equity affects the capital 
structure. therefore, market timing for equity does not have a persistent impact on 
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the capital structure of Indonesian firms. When the equity market timing affects 
the capital structure, its influence is merely temporary. Xu (2009) stated that mar-
ket timing for equity is not persistently impacts leverage indicates that there is an 
immediate process of re-adjusting the capital structure for the targeted capital 
structure. the immediate process of re-adjustment is found in the capital structure 
tradeoff theory. the influence of this tradeoff theory is in line with the results of 
research conducted by Darminto and manurung (2008) that the determinants of 
the capital structure to the tradeoff theory influence the capital structure of com-
panies in Indonesia. studies conducted by Brian and martani (2014) and surwanti 
(2015) reported that the theory of dynamic tradeoff is occurred in Indonesia since 
there is a process of speed adjustment for the targeted capital structure.

the application of the market timing concept has not only influenced the mak-
ing of policy on the firm but also affects the investment policy-making and as in 
behavioral corporate finance, the inefficiency of the market – that irrational inves-
tor signals –has significant consequences, that is, the irrationality of the investor 
may have an impact on the capital market price or the firm’s financial policy, 
which can lead to the transfer of wealth among investors (Baker & Wurgler, 2012; 
szyszka, 2014). We suggest that market timing should also be examined regard 
to investment policies in Indonesian firms for the future research.
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