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he financial decisions of a firm are the most critical ones for the financial managers. Firms require finance Tfor acquiring the resources needed for its growth and survival. There are two major sources of financing - 
debt and equity, associated with different levels of risk, benefit and control. The mix of a company's debt 

and equity is its capital structure. A capital structure is an optimal one, which minimizes the average cost of capital 
and improves the financial performance of the company.
     There are several theories of capital structure, which try to explain the debt-equity choice of the firm- starting 
from the Modigliani and Miller's (1958) “irrelevance theory of capital structure” to the relevant theories. Over the 
years, the three major theories of capital structure that have emerged are - the trade-off theory, which states that 
debt is taken up to the level at which the tax benefits of debt are balanced against the bankruptcy costs (Kraus & 
Litzenberger, 1973); the pecking-order theory in which the firms finance their investments first with retained 
earnings, then with debt and finally, with equity (Myers & Majluf, 1984) and the market timing theory, which 
states that the firms attempt to issue equity or debt when their market values in general are over- or under- valued 
relative to the book and past market values respectively.
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Abstract

Work done on capital structure mainly focuses on developed economies and only few studies have been conducted for 
developing economies, especially for India. The present study is the first one which explores the validity of equity market 
timing for the Indian market. The paper tried to overcome the limitations of previous studies by capturing the individual year 
effect and by categorizing the firms into three sectors of the economy- primary, secondary, and tertiary. The present study 
broke the myth about the capital structure decisions, in which it is believed that market timing plays a dominant role, while all 
other variables are not considered as important as market timing. The period of the study ranges from the year 1992-2011 and 
the findings revealed that Indian firms have started relying more on their internal firm level characteristics like profitability 
rather than on market timing for their capital structure decisions. The results were similar when the firms were classified into 
three sectors, even though the effect of equity market timing was more pronounced for secondary sector firms as compared to 
the primary and tertiary sector firms. Therefore, the decision-makers should focus on strengthening the firm level 
characteristics (like profitability) rather than relying solely on equity market timing.
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Recently, the market timing theory (Bougatef & Chichti, 2010) has challenged the trade-off and pecking order 
theories, on the basis that they are unable to explain the changes in debt-equity ratio, which come with respect to 
change in time, changes in government policies, changes in market conditions etc. Even in the survey done by 
Graham and Harvey (2001), the CFOs have admitted that they try to time the equity market and that the market 
timing plays an important role in their financing decisions. The timing of raising funds is very crucial because the 
correct decision would not only reduce the cost of capital, but would also increase the power of the firms to face the 
losses. Baker and Wurgler (2002) have also argued that market timing theory is the most natural explanation for  
the capital structure choice. 
      This study analyzes the impact of equity market timing on the capital structure of Indian firms. The reason for 
selecting Indian market is twofold, first- Indian economy is one of the fastest growing economies in the world and 
second- as far as authors' knowledge, no work has been done on equity market timing for Indian market. 
Therefore, the authors are interested in knowing whether the Indian Firms time the markets or not and what are the 
other factors which affect the capital structure decisions. A novel approach is used to capture the individual year's 
effect on the capital structure of the Indian firms by taking different IPO years separately. 
     The paper examines whether the firms issue equity when their market values are over- valued relative to the 
book and past market values or not. It also analyzes the effect of other variables like asset tangibility, profitability, 
and size on capital structure of the firms. Further, the study also analyzes the effect of equity market timing on the 
capital structure of the firms by categorizing them into the three sectors - primary, secondary, and tertiary. 

Market Timing Theory

The market timing theory states that, whichever market looks more favorable (i.e., debt or equity), managers will 
issue that security. Accordingly, there are two types of timing: equity market timing (related to the equity market) 
and debt market timing (related to debt market) (Kaya, 2007). Equity market timing indicates that firms are likely 
to issue equity when their market values are high relative to book and past market values, and to repurchase equity 
when their market values are low (Baker & Wurgler, 2002). Whereas, the debt market timing theory says that the 
managers tend to issue debt when the current interest rates are low compared to past rates (backward-looking 
timing) and tend to issue long-term debt when future excess bond returns are predictably low (forward-looking 
timing) (Kaya, 2007). 
    The theories say that, either the managers may create the conditions favoring the equity issue by releasing 
positive information (time-varying mispricing in the equity market) or they may time the market, i.e., they issue 
equity only when they believe its cost is irrationally low and repurchase equity when they believe its cost is 
irrationally high (costs of adverse selection). The bottom line of equity market timing is that the managers try to 
exploit the temporary fluctuations in the cost of equity relative to the other forms of capital, in order to decide 
whether to issue equity or not. It is vital for the finance policy-makers to understand what drives the financing of 
firms and find the perfect capital structure in terms of risk / reward payoff for shareholders. 

Review of Literature 

Traditional theories explain that either firm's capital structure is due to the trade-off between costs and benefits of 
debt and equity (Fischer, Heinkel, & Zechner, 1989 ; Jensen & Meckling 1976; Ross 1977; Stulz, 1990), or they 
follow the pecking order theory (Myers & Majluf, 1984; Shyam-Sunder & Myers, 1999). Fama and French (2002) 
stated that, the firms preferred debt to equity when in need of external finance.
     It is argued that equity market timing is an important aspect of corporate financial decision-making. A recent 
study of Baker and Wurgler (2002) shows that market timing has large and persistent effects on capital structure of 
US firms and the changes in leverage come through net equity issues. Supporting the persistent effect of market 
timing theory, the stock returns are seen as the primary drive of capital structure changes (Welch, 2004). Contrary 
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to these studies, Bie and Haan (2004) does not find a strong and persistent effect of market timing on capital 
structure of the firms; Alti (2006) and Hovakimian (2006) support the negative and short-term impact of market 
timing on the capital structure choice. Even, Elsas, Flannery, & Garfinkel (2006) finds that less than 10% of 
changes in leverage levels can be explained by market timing and pecking order considerations. Further, Feng, 
Ghosh, and Sirmans (2007) says that attributing to the special regulatory environment of REITs, the management 
of REITs preferred issuing debt to equity while raising funds. 
     Providing evidence for the market timing theory of capital structure, there are the studies done by Kayhan and 
Titman (2007), Elliott, Koëter-Kant, & Richa (2007), Huang and Ritter (2009), and Islam and Heaney (2009). In 
addition, the work done by Khanna, Srivastava, and Medury (2013) on the market timing theory in India, reveals 
that the firms significantly time the market, but at the same time they strengthen their firm level characteristics.
     From the above literature, one can say that market timing plays an important role in defining the capital 
structure of the firms. It influences the issuing and the repurchasing decisions of the firms. The firms issue equity 
when the market is high and repurchase equity when the market is low. The managers, who are able to take the 
advantages of market fluctuations, lower the overall cost of capital and add to the shareholder value. 
     The above literature concentrates on the effect of market timing on capital structure of the firms as a whole. As 
is predicted by the theories, the firms' capital structure is systematically different across the sectors, so now let us 
have a look at what the theories have to say when the firms are classified into various sectors. Love and Peria 
(2005), while studying the financing patterns of Indian firms, found that manufacturing firms have higher debt 
ratios than service firms. The computer industry is riskier and more volatile than others are, so the financial 
institutions might not be willing to give them credit. Thus, computer firms finance mainly with equity finance, 
primarily coming from their retained earnings. Woodruff (2007) in his study identified that the industry  
classification and the proportion of property, plant, and equipment to assets were statistically significant variables 
in explaining the debt capacity. He found that the manufacturing sector (non-high technology) had higher debt 
capacity. The regression results of Abor (2007) indicate that the agriculture, pharmaceutical, medical, 
manufacturing, construction and mining industries are more likely to use the long term debt while information and 
communication, wholesale and retail trade industries are more likely to use short-term debt. 
    Although the existing literature explains, the nature of capital structure decisions of firms from different 
perspectives, but a few research gaps have been identified which should be addressed carefully to get a better 
understanding about the nature of capital structure decisions taken by firms. The main research gaps identified are 
as follows :  

(1)  We did not find any work which could explain the nature of equity market timing for Indian firms. 

(2)  The previous studies did not take into account the individual year effect. 

(3) To the best of our knowledge, there is no study which explains the effect of equity market timing when the firms 
are classified into the three sectors of the economy, that is,  primary, secondary, and tertiary.  

Therefore, to address these research gaps, the present study has taken the following steps : 

(1)  This study provides an opportunity to examine whether the equity market timing theory can explain the capital 
structure decisions of Indian firms or not. Most of the research studies done in this area have used the data from 
U.S., UK, Australia, Hong Kong, and so on. 

(2) The study uses a novel approach to capture the year effect on the capital structure of the firms. In the previously 
done studies, the authors have clubbed the firm's data according to different levels of the IPO years, even if the 
actual IPO year was different for different cases. For example, Baker and Wurgler (2002) have taken the firms with 
IPO dates appearing between 1968 and 1998 for their study and have clubbed all the firms IPO+1 data together, 
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without considering the year in which the IPOs were issued, i.e. the firms with IPO year 1968, 1969, 1970 and so 
on, had their IPO+1 clubbed together. The data for IPO+2 of all the firms were again combined together 
irrespective of the actual IPO years of the firms and so on up to IPO+10. Others followed a similar pattern in their 
studies. Therefore, no previous studies took into consideration the year in which the IPOs were issued, which may 
be an important factor because the economic conditions change with time. In the present study, the firms' data have 
been club together according to different levels of IPO year, taking into consideration the year in which the firms 
issued their IPO. Therefore, the present study is supposed to provide better results as compared to earlier studies 
because it captures the year effect also, which has not been discussed so far.

(3) Further, the study compares the results of the regression analyzes when the firm's IPO+1, IPO+2 etc. of all the 
IPO years are clubbed together without considering the year in which the IPOs were issued (i.e., they are clubbed 
in the same way as is done by the authors of the previous studies done in this area) with the results of the regression 
analysis when the firm's IPO+1, IPO+2 etc. are clubbed taking into consideration the years in which the IPOs were 
issued.

(4) This study also tries to explore the effect of equity market timing on the capital structure of the firms by 
categorizing them into different sectors – primary, secondary and tertiary. As far as authors' knowledge is 
concerned, this would be the first study, which explores the effect of equity market timing on the three sectors.

(5) In order to make the results more robust, they are checked for heteroskedasticity using the White's test and if 
they are found so, then the heteroskedasticity is removed using the weighted least square method.

Methodology

The paper analyzes the capital structure choice of the firms around the IPO (initial public offering) years, holding 
the number of years, since the IPO, constant. Alti (2006) argues that IPOs are the most robust measure of market 
timing. The investors face more uncertainty and a higher degree of asymmetric information, while valuing the IPO 
firms than in the case of mature public firms.  
     Here, the firms that have issued their IPOs and have gone public are the ones, taken into consideration while 
studying the capital structure of the Indian firms. The sample consists of the firms which are listed on the BSE and 
the period of the study is 1992-2011 (from the IPO year 1992 up to the IPO year 2001 and it goes up to the year IPO 
+ 10 respectively, for each IPO year). The IPO year 1992 is taken because of the fact that the growth of Indian 
capital market started after the beginning of liberalization, i.e., since 1991. The IPO year has been restricted up to 
the year 2001 only, since the study takes into consideration of up to IPO+10 years of data, therefore for the firm  
having an IPO year 2001, the data goes up to 2001 +10 year, i.e. 2011.
     The Table 1 shows different variables used in the study along with their formulae. Authors using the definition 
of variables from COMPUSTAT have computed all the variables. The raw data have been taken from the database 
CMIE PROWESS.
     For a year, the firms with the missing information on the variables like total assets, profitability, asset tangibility 
and sales have been dropped from the list for that particular year only. Apart from this, in order to avoid the effect 
of outliers, all those firms, which had book leverage values greater than one in a year, were also dropped for that 
particular year. It was done because if book leverage is greater than one, then book equity would be negative for 
that year and would have high default risk. Therefore, the academicians and practitioners exclude negative BE 
stocks from analysis (Brown, Lajbcygier, & Li , 2008).
     The Table 2 shows the number of firms used in the study, for all the IPO years considered. The present study 
focuses on two objectives – first, to study the effect of equity market timing on the capital structure of the Indian 
firms and second, to study the effect when the firms are categorized into the three sectors of the Indian economy. 
The impact of different factors, which are supposed to be relevant according to the capital structure theories like- 
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