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Abstract

The question of corporate financing, especially the question of
the preference and the cost of equity financing, becomes the focus of
the capital market in the early 21* century within China. It is the
foundation for this article to study this question in an international
viewpoint and get some experiences and suggestions.

With the introduction of the asymmetry information to the
financial theory, the MM Theorem of “Irrelevance Structure” was
changed. Myers and Majluf (1984, hereafter we named Post - MM
- Rule) argue that firms will act on the strict Pecking Order of the
internal financial slacks, the secure debt, and the external risky debt
when they had to finance funds from the market. Since the equity
has severe asymmetry information problem, managers with the
existing shareholders’ benefit maximization does seldom use this.
The mainstream of domestic research believes that the Pecking
Order is a universal result so that the equity preference for Chinese
listing companies with lower dividends compared to the foreign
companies makes the equity financing as “free cash” and should be
criticized.

With this background, this paper systematically analysis the
theory of corporate financing especially concern about the firms’

financial structure and preference. Using strict mathematic



2 BARIFZEE . REESKEFR

derivation and verification, we get new theoretical viewpoint.

The whole dissertation includes five chapters. The first chapter
introduces the background, the method and the research result, also
the new ideas in this paper. The second chapter summarizes theories
and models, focus on the theories of firms’ financing preference and
the measurement models of equity financing. The former lists the
MM theorems, the Post - MM — Rule, the ] - M agency cost
theory, and the corporate control theory. The latter includes the
classical CAPM, the development of CAPM, and the famous Fama
- French “three factors model” which is now the current model of
measuring the equity cost. This chapter also sums up the studies of
equity markets internationalization and the international equity cost.

The third chapter is the main theoretical part of this paper gives
detailed study of equity preference in corporate financing. Three
sectors with different approaches get the same result of Non — Post
= MM - Rule in the corporate financing. When the distribution of
information is asymmetry within the different debt holders, the
result of the Game among the firm and the informed debt holder and
the uninformed debt holders appears that, for being reduced by the
informed debt holder, the firm has the incentive to get money from
the public uninformed debt holder. Then we introduce the agency
cost to the model. As we focus on the extreme situation of keeping
the controlling right between the incumbent manager and the
shareholders. Thus, there is a Game between the manager and the
shareholders named “entrenchment” and “ disentrenchment” .
Considering the coexistence of debt and takeover pressure, we find

that the manager will upraise the leverage level to crowd out the
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raider only as the pressure of takeover is severe. But as the pressure
of takeover become light, both the shareholders and the manager
will choose a relative lower debt ratio for the financial distress cost.

Then we change the ex ante belief hypothesis in the Post - MM
- Rule, i.e., the leverage level does not transfer any information
about the quality of the firm, we find there is strong incentives for
the normal firms to issue equity separating from the “pooling
equilibrium”. Then the strict order of the Post —- MM — Rule cannot
exist.

The fourth chapter empirically compares the preference of equity
financing . The detailed statistics and analysis results show that there
are relative stabilized capital structure and apparently equity
preference for companies either in the developed countries or in the
developing countries. By contrast, the financing behaviors of
Chinese listed corporate basically followed the Pecking Order. If
there is some phenomenal equity preference, we should have to say
“weak preference” only.

The fifth chapter empirically measures the equity cost. The
globalization reduces the cost of equity. But as there is home bias
exists, the reduction is not so big. We use the F — F three factors
CAPM model creatively and get the suitable Chinese model of equity
cost measurement. Interestingly, we find there are not any
fundamental differences in the market risk, the cost of equity, the
PE ratio, the PB ratio, and the dividend ratio comparing Chinese
stock market to the U.S. stock market. The so ~ called “free cash”
is not the Chinese “characteristic” .

The last part is conclusion. We explain the relationship between



