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We study an environment with short-sale constraints and heterogeneous beliefs
among outsiders and between insiders and outsiders. Firm insiders choose between
equity, debt, and convertible debt to raise external financing. We analyze two set-
tings: one in which heterogeneous beliefs is the only market imperfection and an-
other in which there are significant security issue and financial distress costs. Our
model generates a pecking order of external financing different from asymmetric
information models, and new predictions for capital structure, sequential tranching
of securities, the price impact of security issues, and long-run stock returns. We also
provide a new rationale for convertible debt issuance. (JEL G32)

Introduction

Several authors have theoretically examined the stock price implications
of heterogeneous beliefs and short-sale constraints on stock valuations.
Miller (1977) argues that when investors have heterogeneous beliefs

For helpful comments and discussions, we thank Ivan Brick, Vikram Nanda, Simi Kedia, Lou
Ederington, Radha Gopalan, Pegaret Pichler, Avraham Ravid, Vahap Uysal, Palani-Rajan
Kadapakkam, Karthik Krishnan, Lulu Misra, Bob Mooradian, Debarshi Nandy, John Wald, Pradeep
Yadav, Karan Bhanot, Suman Banerjee, An Yan, seminar participants at Boston College, Rutgers
University, Nanyang Technological University, Northeastern University, University of Oklahoma,
Georgia Institute of Technology, University of Iowa, University of Connecticut, George Washington
University, and University of Texas at San Antonio, and conference participants at the Financial
Management Association Annual Meetings, the World Finance Conference, and the Asian Finance
Association Meetings. Special thanks to the editor, Paolo Fulghieri, and an anonymous referee, for
several helpful comments that greatly improved our paper. Thomas J. Chemmanur acknowledges
summer research support from Boston College. We alone are responsible for any errors or omissions.
Send correspondence to Thomas J. Chemmanur, Carroll School of Management, Boston College, MA
02467; telephone: (617) 552-3980; fax: (617) 552-0431. E-mail: chemmanu@bc.edu.

© The Author 2015. Published by Oxford University Press on behalf of The Society for Financial
Studies. All rights reserved. For Permissions, please e-mail: journals.permissions@ oup.com.
doi:10.1093/refs/cfv004 Advance Access publication July 3, 2015



[§)

A Theory of Capital Structure, Price Impact, and Long-Run Stock Returns

about the future prospects of a firm, its stock price will reflect the valu-
ation that optimists attach to it, because the pessimists will simply sit out
of the market (if they are constrained from short selling). In another
important paper, Morris (1996) shows that when divergence is greater
in the valuations of the optimists and the pessimists, the current price of a
stock in equilibrium is higher and hence the subsequent returns are lower.
However, while the implications of heterogeneous beliefs among in-
vestors for capital markets have been examined at some length (see,
e.g., Lintner 1969 for one of the earliest contributions), the corporate
finance implications of these beliefs have not been adequately studied
(with some notable exceptions that we will discuss later; see, e.g., Allen
and Gale 1999)." The objective of this paper is to fill this gap by develop-
ing a theory of capital structure, the price impact (on equity) of security
issuance, and the long-run stock returns following security issues in an
environment of heterogeneous beliefs.

Several interesting questions arise in the above context. For example,
does heterogeneity in beliefs between firm insiders and outsiders, and
among outsiders, about the future prospects of a firm affect its security
choice when raising external financing? Does a higher level of investor
optimism result in its being more likely to issue equity over debt, or a
combination of the two? Under which situations is it optimal to issue
convertible debt? Can heterogeneity in beliefs explain the price impact of
a firm’s equity, debt, or convertible debt issue that traditional asymmetric
information models cannot explain? Finally, how does heterogeneity in
beliefs affect the long-run stock returns to issuers of equity, debt, and
convertible debt? In particular, what explains the fact that, while the
long-run stock returns of both equity and debt issuers have been empir-
ically shown to be negative, the long-run stock returns of equity issuers
are significantly more negative than those of debt issuers?

We answer these and other related questions in a heterogeneous beliefs
framework.? The insiders of a firm, owning a certain fraction of equity in
the firm, choose between equity, debt, or convertible debt to raise exter-
nal financing to implement a positive net present value project. Market
participants, each of whom have limited wealth, have heterogeneous be-
liefs about the long-run value of the firm. We can think of the average
outsider belief as the level of “optimism” among outsiders, and the spread

We will discuss how our paper relates to the very small corporate finance literature making use of a
heterogeneous beliefs assumption (e.g., Allen and Gale 1999) or an assumption of disagreement between
firm insiders and outsiders (e.g., Dittmar and Thakor 2007) in Section 6.

As in the existing literature on heterogeneous beliefs (see, e.g., Miller 1977; Morris 1996) we assume
short-sale constraints throughout, so that the effects of differences in beliefs among investors are not
arbitraged away. The above standard assumption is made only for analytical tractability: our results go
through qualitatively unchanged as long as short selling is costly (see, e.g., Duffie, Garleanu, and
Pedersen 2002).
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among outsider beliefs as the “dispersion” in their beliefs. The objective
of firm insiders is to choose the security (or a combination of securities)
to issue such that they maximize the long-run wealth of the firm’s current
shareholders, conditional on their own beliefs.

We first develop our theory of capital structure under heterogencous
beliefs by analyzing the firm’s problem in our basic model where there are
no market imperfections (i.e., no security issue costs or costs of financial
distress) other than the above mentioned heterogeneity in beliefs. We first
compare the case where the firm chooses between equity alone, debt
alone, and convertible debt alone and characterize the optimal structure
of these security issues. We show that, in the above setting, insiders of the
firm will issue equity if and only if they expect the beliefs of the marginal
outside investor to whom they will sell equity to be above their own
beliefs about their firm’s future prospects. This allows firm insiders to
take advantage of outside investors’ optimism and sell overvalued equity
to them. On the other hand, if the marginal outside investor’s belief is
below insiders’ own beliefs, they will choose to issue debt instead, taking
advantage of the fact that the valuation of debt is relatively insensitive to
outsider beliefs. We show that issuing convertible debt is never optimal in
this setting, since it will be dominated by either equity alone (if the mar-
ginal outsider belief is above insider beliefs) or debt alone (if the marginal
outsider belief is below insider beliefs).

We then analyze a firm’s choice of issuing individual securities versus a
combination of equity and debt to raise the required external financing.
We show here that if the marginal outside investor (in the case of pure
equity financing) is optimistic enough that his belief is above a certain
threshold belief, the firm chooses to issue equity alone. If, however, the
marginal investor’s belief is below that threshold, the firm issues a com-
bination of equity and debt, selling equity to the more optimistic outside
investors and debt to the less optimistic ones. Further, the above implies
that, the more optimistic or the more dispersed outsider beliefs are about
the firm (or both), the more likely the firm is to issue equity alone rather
than a combination of equity and debt. Finally, the greater the amount of
external financing required by the firm, the lower the marginal investor’s
belief in the case of pure equity financing, and therefore, the more likely
the firm is to use at least some debt to raise this financing. In our basic
model, we also characterize the conditions under which a firm may under-
take the sequential tranching of equity or debt issues: for example, rather
than making a single equity issue, the firm makes two equity issues (at
different valuations) within a short period of time.

Our full-fledged model incorporates a fixed cost of issuing each security
(e.g., investment banking fees) and costs of financial distress into our
basic model. In this full-fledged model, we first compare situations
under which the firm chooses between issuing equity alone, debt alone,
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and convertible debt alone. We show that, as in the basic model, issuing
equity is optimal when the marginal outside investor’s belief is above that
of firm insiders. However, if the marginal investor’s belief is below that of
firm insiders, the firm issues either straight debt or convertible debt de-
pending on the amount of external financing required. If this amount is
small enough that, if the firm issues straight debt, there is no probability
of default, then risk-free straight debt is the optimal choice of the firm.
The intuition here is that, compared to equity or convertible debt, risk-
free debt is not sensitive to outsider beliefs and does not suffer any under-
valuation. If, however, the investment amount required is large enough
that any straight debt issued incurs a positive probability of default, then
the firm prefers to issue convertible debt rather than straight debt. This is
because, while both risky straight debt and convertible debt will be under-
valued to the same extent in this situation, issuing convertible debt with
an appropriately chosen conversion ratio allows the firm to minimize
expected costs of financial distress.

We then analyze a firm’s choice of issuing individual securities versus a
combination of equity and debt. We first show that, if the marginal out-
side investor is optimistic enough that his belief is significantly above firm
insiders’ beliefs, the firm will raise the required amount by issuing equity
alone. If, however, the marginal outsider’s belief is below firm insiders’
beliefs, then the firm will find it optimal to issue a combination of equity
and straight debt (risky or risk-free) if the issue costs involved are small.
If the marginal investor’s belief is above a certain threshold belief, the
firm issues a combination of equity and risk-free debt; if the marginal
investor’s belief is below this threshold belief, the firm issues a combin-
ation of a smaller amount of equity and a large amount of (risky) debt.
The threshold belief will depend on the firm’s cost of financial distress.
Finally, if the issue costs are large enough that issuing a combination of
securities is significantly costly, the firm prefers to issue convertible debt
instead of a combination of equity and straight debt. The advantage of
selling convertible debt alone over selling a combination of equity and
straight debt is that it reduces the firm’s aggregate issue cost, but it has
the disadvantage that the firm has to sell convertible debt at a uniform
price to a single group of investors. Note that, in such a setting, issuing
convertible debt alone will also dominate issuing straight debt alone,
since it allows the firm to raise the same amount of external financing
by offering a smaller face value than straight debt, thus reducing the
firm’s expected costs of financial distress as well.

Next, we study the price impact of equity, debt, and convertible debt
issues, and study how the dispersion in investor beliefs affects the price
impact of an equity issue. Note that, by price impact, we mean the ab-
normal return to the firm’s equity from the price prevailing before the
external security issue to the price prevailing after the issue date (not the
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announcement date). Since the market is already aware that a security
issue has been announced, one would expect the price impact to be zero in
the absence of heterogeneity in investor beliefs.* We demonstrate that, in
the presence of heterogeneous beliefs among outside investors, the price
impact of an equity issue will be negative, while that of debt and con-
vertible debt issues will be zero. The intuition for the fall in share price
on the day of a new equity issue is that the marginal investor holding
the firm’s equity after the equity issue turns out to be less optimistic
compared to the beliefs of the marginal investor holding the firm’s
equity prior to the equity issue, since, to sell additional equity to
outsiders, the firm has to go down the belief ladder (i.e., it has to sell
the new equity to outside investors who are less optimistic than those
currently holding the firm’s equity). Further, we show that the price
impact of an equity issue will be more negative if the dispersion in out-
sider beliefs is greater. To the best of our knowledge, ours is the first
model to generate predictions regarding the price impact of equity and
debt issues.

Finally, we characterize the long-run stock returns of firms following
equity, debt, and convertible debt issues. First, our analysis implies that
the long-run stock returns after an equity issue will be negative. Second, it
implies that the long-run stock returns after a (straight or convertible)
debt issue will also be negative, but less negative on average than those
following an equity issue. Finally, our analysis predicts that the long-run
stock returns following an equity issue will be more negative if the dis-
persion in outsiders’ beliefs is greater. The intuition behind the long-run
negative stock returns following an equity issue is that, as additional
information about the firm’s operating performance becomes available
to outside investors over time, the dispersion in outside investors’ beliefs
about the firm’s prospects becomes smaller (as outside investors engage in
Bayesian learning and update their heterogeneous priors based on this
additional information, their beliefs become more homogeneous); fur-
ther, the larger the initial dispersion, the larger the reduction in the dis-
persion in outsiders’ beliefs with the arrival of new information. This
reduction in dispersion means that the belief of the marginal investor
holding the firm’s equity will be lower after the arrival of new informa-
tion compared to his belief at the time of the equity issue, thus leading to
a reduction, on average, in the price of the firm’s equity in the long run.
Since the dispersion in outsider investors’ beliefs when a firm (optimally)
chooses to issue equity will be greater than in situations where it (opti-
mally) chooses to issue straight debt or convertible debt (ceteris paribus),

In other words, asymmetric information models will not be able to generate a significant price impact for
an equity issue, since there is no new information flow from firm insiders to outsiders on the day of an
equity issue.

262



A Theory of Capital Structure, Price Impact, and Long-Run Stock Returns

the long-run stock return following an equity issue will be more negative
than that following a straight debt or a convertible debt issue.

It is worth noting that the above results on the relative magnitudes of
the long-run stock returns following equity versus that following straight
or convertible debt issues are unique to our model; they cannot be gen-
erated by asymmetric information models, for example. Thus, our model
provides an explanation for the empirical regularity that the long-run
stock returns following equity issues are more negative than those fol-
lowing debt issues for the first time in the literature.

The implications of our model have motivated a recent empirical study
by Chemmanur, Michel, Nandy, and Yan (2011). They test some of the
above implications of our model using measures of investor optimism
developed by Baker and Wurgler (2006), and the two standard proxies
for heterogeneity in investor beliefs used in the literature, namely, the
dispersion in analyst forecasts and abnormal share turnover. Their find-
ings are strongly consistent with the predictions of our model. First, as
predicted by our model, they find that the probability of a firm issuing
equity rather than debt is increasing in both the level of optimism of
outside investors and the dispersion in outsider beliefs. Second, they
find that, consistent with our model prediction, the price impact on a
firm’s equity is negative for an equity issue and zero for a debt issue (they
find an average price impact of —2.8% around equity issues and zero
percent around debt issues). These results are robust to controlling for
the fact that the choice of security to issue (debt versus equity) is itself
determined by the average level of outsider beliefs (optimism) and the
dispersion in these beliefs. Third, they find that, while the long-run stock
returns to both debt and equity issuers are negative, the stock returns to
equity issuers are significantly more negative than those to debt issuers,
again consistent with our model’s predictions. Finally, they find that, the
more optimistic outside investors are at the time of an equity issue and
more dispersed their beliefs, the more negative the long-run (one and two
year) stock returns are to the firm after equity issuance, which also sup-
ports our model’s predictions.*

. The Basic Model

IS

There are three dates in the model: time 0, 1, and 2. At time 0, insiders of
a firm own a fraction « of the firm’s equity. The remaining 1 — « is held

As Morris (1995) has argued in an important paper, differences in beliefs are quite consistent with
rationality. Thus, in our setting, rational agents with heterogeneous priors “agree to disagree” about
the future cash flows of the firm. In other words, our model develops a theory of security issuance and
price impact in a setting of rational investors with heterogeneous beliefs and short-sale constraints. It is
therefore able to generate many of the predictions claimed by the behavioral finance literature without
resorting to the assumption of investors suffering from various behavioral biases.

263



EN

N

%

Review of Corporate Finance Studies | v4 n 2 2015

by a group of outside sharcholders. The total number of shares in the firm
is normalized to one. At time 1, the firm needs to raise an amount of 7
from outside investors to fund the firm’s project.” At time 2, the cash
flows from the firm’s project are realized and become common knowledge
to all market participants, which can be either X or X*, where
X7 > xt>0°

There is a continuum of investors in the market, with an aggregate
wealth of W > 0. Each investor has the same amount of wealth. Market
participants have heterogeneous beliefs about the future (time 2) cash
flows of the firm. Firm insiders believe that with probability ¢, the
cash flow will be X, and with probability 1 — 6/, the cash flow will be
X~ We assume that /X" + (1 — 6/)X" > I so that firm insiders believe
that the project has positive net present value. Potential (new) outside
investors’ beliefs about the value of the firm are uniformly distributed
over the interval [¢" — d, 0" + d].” We can think of #” as the “average” or
“mean” belief of outsiders, and d as the dispersion in outsiders’ beliefs
(we will sometimes refer to 6 as the level of “optimism” among potential
outside investors). We use 6 to index an agent whose belief is 6. Agent 6
believes that with probability 6 the firm’s time 2 cash flow will be X*, and
with probability (1 — 6), the cash flow will be X“.* Clearly, existing in-
vestors who already hold the firm’s stock at time 0 will be the most
optimistic outside investors, and their beliefs are greater than (6" + d).
We assume that the existing outside shareholders holding the outstanding
stock in the firm have already exhausted their wealth so that they cannot
buy any additional securities newly issued by the firm at time 1.

The menu of securities available to the firm consists of common equity,
straight debt, and convertible debt. In the basic model (Section 1), we
assume that the firm does not incur any frictional cost of issuing securities
(i.e., no issue or underwriting costs) or any deadweight cost of financial
distress. Throughout the paper, we assume that all investors are subject
to a short-sale constraint; that is, no short selling in the firm’s security is

When outsiders’ valuation of the new project is greater than that of firm insiders, it may be beneficial for
the latter to sell equity that raises an amount larger than 7 to take advantage of the optimistic beliefs of
outsiders with respect to the firm’s new project. We assume here that the firm raises only the minimum
amount required, 7, to fund the firm’s project due to considerations of corporate control or other reasons
we do not model here. Modeling the optimal amount of external financing raised complicates our model
considerably without changing the qualitative nature of our results.

Note that the cash flows X and X* are realized conditional on the project being financed and
implemented.

While we assume that outsiders’ beliefs are uniformly distributed for analytical tractability, the qualita-
tive nature of our results is unaffected by this assumption.

Further, there are enough outsiders who believe that the project has positive net present value so that, for
all securities among the menu of securities available to the firm, the marginal outside investor providing
funding for implementing the project believes it to have net present value large enough that the firm
insiders’ participation constraint is satisfied (i.e., they are better off implementing the new project (than
not implementing it) by selling that security to outsiders).
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At time 0, insiders of a firm own a fraction o of the
firm's equity. The remaining 1 — o is held by a
group of outside shareholders.

The total number of shares outstanding in the firm
is normalized to one.

'

Time 0 Time 1 Time 2
| | |
[ T T
The required amount of investment / for the project All cash flows are realized.

is raised from outside investors by issuing either
equity, straight debt, convertible debt, or a
combination of these securities.

Figure 1
Sequence of events

allowed in the economy. We also assume that the amount of total wealth
available to all investors is relatively large compared to the amount of
money the firm wants to raise, so that W > 2I. We assume that investors
in the capital market suffer from a borrowing constraint, so that the
amount W available to them for investment in the firm is inclusive of
any amount that they are able to borrow.

The objective of firm insiders is to choose the optimal security to issue
such that they maximize the expected time 2 payoff of current share-
holders, based on firm insiders’ belief, 6/.!° There is a risk free asset in
the economy, the net return on which is normalized to zero. All agents are
risk-neutral. Thus, firm insiders choose the optimal security, S, to maxi-
mize the following objective function

max El[CFSq"”y|S, '], (1)

where Ej[CF"™|S,6/] is the time 1 expected value (according to firm
insiders’ belief) of the time 2 cash flows to the current equity holders of
the firm, conditional on issuing security S, where S can be either equity,
straight debt, or convertible debt. The sequence of events in the basic
model is given in Figure 1.

1.1 The structures of individual security issues
In this subsection, we characterize and discuss the optimal structure of a
security issue, assuming that the firm raises the required amount of

This is clearly an innocuous assumption, since, with very rare exceptions, the amount a firm wishes to
raise in the capital market is small relative to the amount of capital available in the entire capital market.

Since firm insiders hold a fraction « of the firm’s shares, maximizing the value of current shareholders is
equivalent to maximizing the value of shares held by firm insiders.
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external financing by issuing equity alone (lemma 1), straight debt alone
(lemma 2) or convertible debt alone (lemma 3). We first analyze the case
in which the firm issues equity alone to outside investors, to raise the
required amount of investment / at time 1.'!

Lemma 1. (The structure of an equity issue)
When the issuing firm chooses to issue common stock alone to raise the
amount of investment 7, it has to issue a total of

I
E| =~ .
OXH + (1 —0)XL — 1

2
shares of new stock to outside investors at the price PEFY —
OX" 4+ (1 — Q)XL — I, where the marginal investor in the firm’s equity
has the belief & = ¢” + d(1 — L) about the firm’s cash flow at time 2. The

equity price PE;*" is decreasing in the amount of investment /.

Under heterogeneous beliefs and short-sale constraints, the firm
will offer equity only to the most optimistic investors in the market.
The (uniform) price at which the firm sells shares to outsiders de-
pends on the belief of the marginal outside investor in the firm’s
equity, denoted by 6. This marginal investor is determined by starting
with the most optimistic outside investor willing to invest in the
firm (whose belief is given by (8" + d)) and working down the ladder
of outside investors’ beliefs until the entire amount [ required for in-
vestment in the firm is raised by selling equity. This means that the price
of the firm’s equity depends on two factors. The first factor is the aver-
age belief of investors in the market: the higher this average belief, the
more optimistic the marginal investor’s beliefs. The second factor that
affects the price is the dispersion in outside investors’ beliefs:
holding the average belief constant, a higher dispersion in outside in-
vestors’ beliefs means that the marginal investor’s beliefs are more op-
timistic. Finally, when the amount of money the firm needs to raise
from outsiders is higher, the firm needs to go lower down the belief
ladder, and therefore the marginal investor who is holding the firms
equity subsequent to the equity issue is less optimistic. Since the mar-
ginal investor is now less optimistic, the firms equity price is lower to
reflect this, implying that a larger investment amount results in a lower
equity issue price.

We assume that, in the case in which the firm raises its external financing through an equity issue, current
shareholders do not participate in the issue, either as buyers or sellers. As discussed earlier, a wealth
constraint will prevent current shareholders from buying any additional equity in the firm. We also
assume that current shareholders are affiliated with firm insiders, and thus are prevented from selling
into the equity issue (e.g., through lockup provisions).

266



A Theory of Capital Structure, Price Impact, and Long-Run Stock Returns

We now assume that the firm issues straight debt alone to raise the
required investment amount /. We normalize the face value of each unit
of straight debt to one.

Lemma 2. (The structure of a straight debt issue)
When the issuing firm chooses to issue straight debt alone to raise the
required amount of investment /:

1. If I > X*, the firm issues risky straight debt. The price of each unit
of debt is given by:

~

B 01
I—(1—0)xt
1—(1T5)XL

D, 3)
The firm needs to issue a total of F = units of straight debt
to raise the required amount I, where the marginal investor in the
firm’s debt has the belief & = ¢” + d(1 — ) about the firm’s cash
flow at time 2.

2. If I < X*, the firm issues risk-free straight debt. The price PD; of
each unit of debt is one, and the firm needs to issue a total of F=1
units of straight debt to raise the required amount /.

When the firm issues straight debt alone to raise the required amount of
new financing 7, it raises these funds from the same group of investors as in
the above case in which it issues equity alone. In other words, similar to an
equity issue, the firm starts with the outside investor who is the most op-
timistic about the firm’s future cash flows and works down the ladder of
outsiders’ beliefs until the entire amount / is raised by selling straight debt.
Therefore, lemma 2 shows that the marginal investor in the firm’s debt has
the same belief & = 6" + d(1 — 2l) as the marginal investor in its equity if
the firm were to issue equity alone instead of debt alone (as in lemma 1).'?

The price at which each unit of straight debt is sold by the firm,
denoted by PDy, is the price at which the marginal investor breaks
even, given his belief 6. The firm issues F units of straight debt such
that it is able to raise the entire investment amount /. One should note
that in the case of risk-free debt, the security price is independent of the
marginal investor’s belief 6. However, in the case of risky debt, when the
required amount of investment / is large, the debt price is also sensitive to
the marginal outside investor’s belief 0, though this sensitivity is much
smaller than in the case of the price of equity.

We now analyze the case in which the firm issues convertible debt alone
to raise the required amount of investment /. The terms of the convertible

One should note that, unlike an equity issue, the straight debt issue has no impact on the price of the
firm’s existing equity since the firm’s marginal equity investor is the same as before the straight debt issue.
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debt security are as follows: each unit has a face value of one and is sold
at a price p at time 1; each unit of convertible debt can be converted into
x shares of equity at time 2 if the investor chooses to exercise this option.
We assume that there are restrictions on the conversion ratio x so that
convertible debt will be a truly hybrid security between equity and
straight debt (we specify these in lemma 3).

We normalize the number of shares of equity outstanding in the firm
before it issues the convertible debt to one. To raise the amount /, the
firm has to issue a total of //p units of convertible debt. If investors decide
to convert into equity at time 2, then the value of each unit of convertible
debt from conversion is W V, where V is the firm’s market value

at time 2, which is equal to either X or X*. Investors will convert
to common stock only if the payoff from conversion is greater than
the face value of the convertible debt, 1, that is, if V> 1, or
equivalently !

V

_— >
1
1+X;

4)

1
pr

The quantity on the RHS of the inequality, i, is the conversion price of
the convertible debt, whereas the LHS of the inequality corresponds to
the firm value per share after the conversion. The following lemma char-
acterizes the optimal conversion ratio x and the price p of the convertible
debt, if the firm issues convertible debt alone to raise the required amount
of investment financing /.

Lemma 3. (The structure of a convertible debt issue)

OX"T+(1-0) X 1 L
Let xA< —XL(éXH+(1—é)g(L—11%' FurtheT, let x'> —X”fl' if I<X*, z.md X >
Ty otherwise.”” If the firm decides to issue convertible debt
alone to raise the required investment amount of 7, then:

1. When outsiders are optimistic about the firm on average and their
beliefs are more dispersed so that the marginal investor’s belief 6
satisfies 0 = 0" + d(1 — 2) > ¢/, it is optimal for the firm to set the

These parametric restrictions ensure that the convertible debt is truly a hybrid of equity and straight debt.
If the conversion ratio x is too high, new investors holding convertible debt will find it optimal to convert
into equity at time 2 regardless of the value of the firm’s cash flow. Thus, there will be practically no
difference between convertible debt and equity. Similarly, if the conversion ratio x is too low, there will
be practically no difference between convertible debt and straight debt. Thus, convertible debt will be a
truly hybrid security between equity and straight debt, only if the conversion ratio x is between a lower
bound and an upper bound. Existing sharcholders can also impose an upper bound on the conversion
ratio simply because of their concerns about maintaining control of the firm. Please see Appendix A for a
numerical example on the optimal design of convertible debt in our setting.
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conversion ratio at x =X given by (B28). In this case, the firm
needs to issue

F= )

S~

units of convertible debt, where the convertible debt price p = p is
given by (B30).

2. When outsiders are pessimistic about the firm on average and their
beliefs are less dispersed so that the marginal investor’s belief )
satisfies 0 = 8" + d(1 — ) < ¢/, it is optimal for the firm to set the
conversion ratio at x = x given by (B24). In this case, the firm
needs to issue

F= (6)

IS |~

units of convertible debt, where the convertible debt price p = p is
given by (B27).

The marginal investor in the firm’s convertible debt is determined by
starting with the outside investor who is most optimistic about the firm’s
future cash flows and working down the ladder of outsider beliefs
until the entire amount 7 required for investment in the firm is raised
by selling convertible debt. Therefore, the belief of the marginal outside
investor in the firm’s convertible debt is identical to the belief 6 of
the marginal investor in the above cases in which the firm issues equity
or straight debt alone. Given the price p, the conversion ratio x, and
the expected cash flows offered by each unit of the convertible
debt, the marginal investor breaks even in return for his investment in
the firm.

When outsiders are sufficiently more optimistic about the firm’s
future cash flows on average (i.e., the outsiders’ average belief 0 is
higher) and their beliefs are more dispersed, the marginal outside in-
vestor with belief 6 also will be more optimistic about the firm’s future
cash flows than will firm insiders (i.e., 8 > ¢/). In this case, we show that
it is optimal for firm insiders to set the conversion ratio x to the highest
possible value ¥ and thereby to maximize the equity component of the
convertible debt. This makes sense since this equity component will be
overvalued by the marginal outside investor relative to firm insiders’
belief, and therefore, firm insiders will seek to benefit from capturing
the outsiders’ optimism on behalf of the existing shareholders by max-
imizing the equity component of convertible debt. The price of the
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convertible debt in this case is given by Equation (5).'* On the other
hand, when outsiders are less optimistic about the firm’s future cash
flows on average, and their beliefs are less dispersed, the marginal out-
side investor also will be less optimistic about the firm’s future cash
flows than firm insiders. In this case, it is optimal for firm insiders to
set the conversion ratio to the lowest possible value x to minimize the
equity component of the convertible debt, since this component will
now be undervalued relative to firm insiders’ belief. The price of the
convertible debt in this case is then given by Equation (6)."

1.2 The choice between equity, debt, and convertible debt alone or a
combination of securities

We first assume that the firm has the choice of issuing either equity alone,
debt alone, or convertible debt alone.'® The following proposition char-
acterizes the conditions under which the firm chooses to issue each
security.

Proposition 1. (The choice between equity alone, straight debt alone, and
convertible debt alone)

Let X7 + (1 —0)Xt > I so that the firm’s project has positive NPV
based on the marginal outside investor’s belief § = 6" + d(l — %/_15) If the
firm can issue only one type of security to raise the required amount of /
for the project from outside investors, then:

1. The firm will choose to issue equity alone if outsiders are optimistic
about the firm on average, and their beliefs are very dispersed so
that the marginal outside investor is more optimistic than firm
insiders, that is, it o> o7,

2. The firm will choose to issue straight debt alone if outsiders are
pessimistic about the firm on average, and their beliefs are not so
dispersed so that the marginal outside investor is less optimistic
than firm insiders, that is, if 0 <o

3. The firm will never choose to issue convertible debt since convert-
ible debt will be dominated by either equity alone or straight debt
alone, depending on outsiders’ beliefs.

However, we will later show in proposition 1 that if the firm is unconstrained with regard to its choice of
security, so that it can choose among equity, straight debt, and convertible debt, it will always choose to
issue equity under this scenario rather than to issue convertible debt, since equity will be even more
overvalued than convertible debt in this situation.

One should again note that, unlike an equity issue, the convertible debt issue has no impact on the price
of the firm’s existing equity since the firm’s marginal equity investor remains the same before and after
the convertible debt issue.

Throughout the paper, we assume that, if the firm issues convertible debt, it is optimally designed from
the firm’s point of view, and that its design satisfies the parametric restrictions specified in lemma 3.
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As discussed earlier, in each case, we showed that the marginal outside
investor has the same belief 6 about the firm’s future cash flow at time 2;
that is, & = 6" + d(1 — 2), regardless of the particular security the firm
chooses to issue at time 1. However, since each security has its own
unique payoff structure depending on the state of the world at time 2,
the expected payoffs of insiders and existing shareholders will be different
across all three different securities.

In the case in which outside investors are more optimistic about the
firm’s future cash flows on average, that is, the average outsider belief 6
is relatively high, and their beliefs are more dispersed, the belief of the
most optimistic new investor in the firm’s security (given by (6" + d)) is
likely to be significantly higher than that of firm insiders, that is, ¢. Then,
starting with this most optimistic investor willing to invest in the firm and
working down the ladder of outsider beliefs, the belief of the marginal
outside investor, 6, also should be more likely to be above that of firm
insiders. In this situation, all these securities (equity, straight debt, or
convertible debt) will be overvalued relative to firm insiders’ belief.
However, since equity is the most sensitive security to outsider beliefs,
it also will be the most overvalued security based on insiders’ beliefs if the
marginal outside investor is more optimistic than firm insiders."”
Therefore, in this scenario, we show that the firm chooses to issue
equity alone instead of the other two securities to best capture outside
investors’ optimism.

On the other hand, when outside investors are more pessimistic about
the firm’s future cash flows, on average, and their beliefs are less dis-
persed, the belief of the most optimistic outside investor will not be as
optimistic as in the scenario discussed in the previous paragraph. In this
case, if the marginal investor’s belief, 0, is below that of firm insiders, and
the firm chooses to sell equity, its equity will be substantially undervalued
relative to the insiders’ belief. Therefore, the firm will choose to issue
straight debt since this security is less sensitive to outsider beliefs than
either equity or convertible debt, and therefore is the least undervalued.

The above proposition shows that, in the absence of issue costs and
costs of financial distress, issuing convertible debt is never optimal for the
firm in either of the above two scenarios. When the marginal outside
investor is more optimistic than firm insiders, that is, 6 > 6/, the equity
component of convertible debt will be overvalued. However, in this case,
firm insiders would be even better off by issuing common equity instead

Note that if we rank each security based on its value sensitivity to outsiders’ beliefs about the firm’s
future cash flows, equity is the most sensitive security, since its payoffs are perfectly positively correlated
with the state of the world. Straight debt is the least sensitive security to investor beliefs, since it promises
the repayment of a fixed face value F unless the firm defaults in the future. Convertible debt, which is a
hybrid of straight debt and equity, ranks in between the two with respect to its price sensitivity to outsider
beliefs.
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of issuing convertible debt with an overvalued equity component, and
insiders can capture outside investors’ optimism better by issuing equity
rather than convertible debt.

On the other hand, when the marginal outside investor is more pes-
simistic than firm insiders, that is, 6 < ¢/, the equity component of con-
vertible debt will be undervalued. In this case, while firm insiders are
better off issuing convertible debt rather than equity (since the under-
valuation of equity is more severe than that of convertible debt), they are
even better off by issuing straight debt rather than convertible debt. Since
straight debt always promises the repayment of a fixed face value no
matter how good the state of the world, its undervaluation based on
insiders’ belief will be less severe than that of convertible debt.

We now consider the possibility that the firm can issue a combination
of debt and equity to raise the necessary financing for its project.

Proposition 2. (The choice between equity alone, straight debt alone,
convertible debt alone, and a combination of straight debt and equity)
Let 0/ < 0" +d.

1. The firm will choose to issue equity alone if outsiders are very
optimistic about the firm on average, and their beliefs are very
dispersed so that the marginal outside investor’s belief 6 is above
the upper threshold belief 6, that is, 6 > 6,.

2. The firm will choose to issue a combination of risk-free straight
debt and equity if outsiders are moderately optimistic about the
firm on average, and their beliefs are moderately dispersed so that
the marginal outside investor’s belief 6 is between the lower thresh-
old belief 6, and the upper threshold belief 6;, that is, 6, < 6 < 6.

3. The firm will choose to issue a combination of risky straight debt
and equity if outsiders are pessimistic about the firm on average,
and their beliefs are not very dispersed so that the marginal outside
iAnvestor’s belief 0 is below the lower threshold belief 0,, that is,
0 < 6,.

4. It is never optimal for the firm to issue straight debt alone.

5. The firm will never issue convertible debt since it is always domi-
nated by a combination of straight debt and equity.

When the average outside investor is very optimistic about the firm’s
future cash flows and outsiders’ beliefs are very dispersed, the marginal
outside investor will be willing to pay a relatively high price for the firm’s
equity with respect to the insiders’ beliefs. In this case, the above prop-
osition shows that it is optimal for the firm to issue equity alone to cap-
ture the high degree of optimism of the marginal outside investor. Issuing
equity alone in this case also dominates issuing a combination of debt
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and equity because of the following trade-off the firm faces when issuing
a combination of debt and equity. While raising part of the total funding
I through debt issuance will increase the equity price (since less money is
raised through equity issuance), the debt price will not be as sensitive to
the optimism in outsiders’ beliefs as the equity price. When the marginal
outside investor has a very optimistic view of the firm even in the case in
which the entire amount of funding is raised by issuing equity, issuing
equity alone better captures the optimism of outside investors than issu-
ing a combination of equity and debt. Thus, firm insiders will choose to
maximize the overvaluation benefit they capture due to the large differ-
ence in equity valuation between insiders and the marginal outside
investor.

When the average outside investor is not so optimistic about the firm’s
future, and outsiders’ beliefs are not so dispersed, issuing equity alone to
raise the entire funding will hurt the firm’s existing shareholders (and
insiders), if the marginal outside investor has a lower valuation of the
firm than do the insiders. Similarly, if the marginal outside investor’s
valuation of the firm is only slightly higher than the insiders’ valuation
of the firm (assuming that the firm issues equity alone), the firm actually
can be better off by raising part of the total funding 7 through debt and
thereby can increase the equity price paid by the marginal equity investor.
In such cases, the above proposition shows that it is optimal for the firm
to issue a combination of debt and equity to raise the required funding
1 for the firm’s project. Starting with the most optimistic outside investor
with belief (6" + d) and going down the ladder of outsider beliefs, the
firm can raise some money (/ — Ip) by issuing equity to the most opti-
mistic investors and the rest (I/p) by issuing debt to the less optimistic
investors until the entire amount of 7 is raised. In this way, as long as the
most optimistic outside investor is more optimistic than the firm insiders,
that is, & < (9" + d), the firm can still capture and benefit from the op-
timism of the most optimistic outsiders by issuing some equity. On the
other hand, by issuing some debt simultaneously, the firm will not be hurt
by the views of the less optimistic and downright pessimistic outside
investors.

The above proposition shows that, to raise a given level of required
investment funding /, the firm prefers to issue equity alone if the marginal
outside investor’s belief 6 exceeds the threshold value of 6, which may be
above the insiders’ belief ¢/. This condition will be satisfied when the
average outside investor is very optimistic about the firm’s future cash
flows (6" is high relative to #/) and outsiders’ beliefs are very dispersed
(the dispersion in outsiders’ belief d is large). As the average optimism of
outsiders 8" and/or the dispersion in their beliefs d decrease, the marginal
outside investor becomes less optimistic. Hence, the cost of issuing under-
valued equity increases, and the firm chooses to issue some amount of
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debt (Ip) in combination with selling equity to reduce this undervaluation
cost. As long as the marginal outsider investor is moderately optimistic
(i.e., 0, < 0 < 01), the size of the debt issue will be small, and the firm will
choose to issue a combination of risk-free debt (Ip < X;) and equity.
However, if the marginal outsider is sufficiently pessimistic (i..,
0 < 6,), the firm will increase the size of its debt issue, and choose to
issue a combination of risky debt (I, > X;) and equity to strike the op-
timal balance between the firm’s objective to reduce the cost of issuing
undervalued equity to pessimistic outsiders by selling them some debt and
its objective of capturing the optimism of the most optimistic outsiders by
selling them some equity.

If it is feasible for the firm to issue a combination of straight debt and
equity, issuing straight debt alone is never optimal since this fails to
capture the optimism of those investors with very optimistic beliefs
about the firm. If there exist some very optimistic outside investors
who value the firm higher than the insiders, the firm can benefit from
the optimism of these outsiders by issuing some equity to them. Thus,
even if the average outside investor is not so optimistic about the firm’s
future prospects, issuing a combination of equity and straight debt dom-
inates issuing straight debt alone as long as there exists some heterogen-
eity in outsiders’ beliefs and the most optimistic outside investor is more
optimistic than the firm insiders.'®

When the firm issues a combination of straight debt and equity, it can
sell equity to the most optimistic outside investors at a relatively high
price and sell straight debt to the less optimistic outsiders. In contrast,
when the firm issues convertible debt, the equity component and the debt
component of the convertible security have to be sold to the same group
of investors at a uniform plrice.19 Thus, when the firm issues convertible
debt, it is unable to achieve the optimal price differentiation between its
debt and equity components. Therefore, in the absence of issuance costs,
convertible debt is always dominated by a combination of straight debt
and equity.

1.3 The sequential tranching of securities
In this subsection, we allow for the firm to tranche one of the two
securities it issues: tranching of equity or tranching of straight debt

However, this particular result is true only under the assumption that there are no issue costs. When issue
costs are significant (as we assume in later sections), we will show that it can be optimal for the firm to
issue debt alone as well as equity alone under certain conditions.

The marginal outside investor who is pricing the equity component of convertible debt is the same
marginal investor who is pricing the debt component of it, so that both components are priced by the
marginal investor with belief 6. However, if the firm instead issues a combination of straight debt and
equity, the margi_nal equily investor Awilh b_elief Op =06 +% is willing to pay a higher price than the
marginal convertible debt investor with belief 6.
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(but not the tranching of both securities simultaneously, for analytical
tractability). We assume that in the event of the tranching of a security,
only two tranches will be issued. By “tranching” we mean that the firm
makes sequential security offerings, where the firm does not raise its full
financing requirement (to be raised from issuing that particular security)
in a single security issue, but may split the security issue into two se-
quential security offerings. Further, we allow the firm to issue a com-
bination of equity and debt (if that is optimal), where one of these
security issues is split into two sequential tranches, while the other is
“untranched.”*

We first analyze the case in which the firm may issue a combination of
two tranches of equity and untranched debt (i.e., only tranching of equity
is allowed). If we let I denote the total amount of untranched debt raised
to finance the project, then the amount of total equity raised in two
tranches is equal to Ip = I — Ip. The advantage of issuing two equity
tranches is that, when selling its equity, it helps the issuing firm further
price-differentiate across outside investors with heterogeneous beliefs. We
denote the amount of the first equity tranche that is sold to the most
optimistic group of outside investors as /;. The belief of the marginal
investor in this equity tranche offering is then given by:

. 21
0, :0’”+d<1—Wl). (7)

The amount of the second equity tranche sold to the less optimistic group
of outsiders is I, = I, — I;. Going down the ladder of outsider beliefs, the
belief of the marginal investor in this equity tranche offering is then given
by:

A 21
Op = 0" + d(l - WE> (8)

For any given amount of total equity offered, /g, the firm determines
the optimal breakpoint of equity tranching by choosing that level of I
that minimizes the share dilution of the firm’s existing shareholders. In
other words, the firm insiders’ objective is to maximize the fraction of
equity held by the firm’s existing shareholders after the two new equity
issues. After having determined the optimal /; conditional on /g, the firm
then determines the optimal amount of total equity issued /. If I < X%,

For analytical simplicity, we exogenously assume that the firm can issue only two sequential equity or
debt tranches. Since, in this basic model, we assume that there are no issue costs associated with each
security issue, the firm may benefit from issuing more than two tranches. However, in practice, the
optimal number of tranches may be determined by a trade-off between aggregate issue costs and the
benefit from tranching.
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the debt issued by the firm is risk-free. In this case, the firm insiders solve
the following problem:

) _ I _ I — 1) o _ e
i (1 X;, — (I~ 1Ip) X@E—(I—IE)>(6fX =X =~ 1),

)

subject to the constraint / — AiL < Ig < I, and where X; = O X" +(1—6))
Xt and X; = 60pX" + (1 —6p)X". If Ip > X", then the debt issued by the
firm is risky, and the firm insiders solve the following problem:

max(l—A ho o fe—h )9"(XH—F), (10)
I,y (X" —F)  Op(X" —F)

subject to the constraint 0 < I < I — X*, and where the face value of the debt
. I-Ip—(1-0)x"
1S F=——7—"

0
Proposition 3. (Sequential tranching of equity)
When tranching of equity is allowed, the firm always prefers issuing a
package of two tranches of equity and untranched debt compared to
issuing a package of untranched equity and untranched debt for any
given amount of debt issued, /. Further,

1. The firm will issue two tranches of equity alone to finance the
project, that is, I;; = I, if the marginal investor is very optimistic
so that 6 > 6,. In this case, the optimal breakpoint of equity
tranching /7 is given by (B61).

2. If the marginal investor with belief 0 is moderately optimistic so
that the firm finds it optimal to issue a combination of two
tranches of equity and risk-free debt to finance the project, that
is, I — X < I, < I, the optimal breakpoint of equity tranching {
is given by (B60). The optimal amount of total equity issued [}, is
implicitly defined by (B63).

3. The firm will choose to issue a combination of two tranches of
equity and risky debt, that is, 0 < I < I — X%, if the marginal
outside investor’s belief is below a lower threshold belief 6] given
by (B72), that is, if 6 < 6. In this case, the optimal breakpoint of
equity tranching /f is given by (B67). The optimal amount of total
equity issued [}, is given by (B70).

This proposition shows that, for a given amount of untranched debt
issued 7p, the firm benefits from its ability to further price-differentiate
across outside investors by issuing two sequential tranches of equity. If
the firm sells all its equity issue in a single tranche, the equity price will be
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determined by the marginal equity investor with belief O only. In the
case of tranched equity, however, the firm is able to offer its first equity
trance (worth /;) to a more optimistic group of outside investors with
marginal belief 0. Since 6, > 0, this means that the first equity tranche
is offered at a strictly higher price than the second equity tranche, which
is offered to a less optimistic group of outside investors with marginal
belief 6z.>' When the firm determines its optimal breakpoint of equity
tranching, /f, its trade-off is between the size of the first equity tranche
and its price. If 1; is too small, the price of the first equity tranche will be
much higher than the price of the second equity tranche, but only a small
number of shares will be offered at this high price. On the other hand, if
1, is too large, the price of the first tranche will be only slightly higher
than the price of the second tranche. The optimal breakpoint /{ maxi-
mizes the fraction of equity held by the firm’s existing shareholders after
the issuance of new securities.

Next, we analyze the case in which the firm may issue a combination of
untranched equity and two tranches of debt (i.e., only tranching of debt is
allowed). If we let 7, denote the total amount of debt raised to finance the
project, then the amount of equity raised is equal to Iz =1 — Ip. The
belief of the marginal investor in the firm’s equity is then given by:

. 21
eE:9m+d<1—WE). (11

If I, < X%, the firm issues only one tranche of risk-free debt. Thus, the
firm can issue two tranches of debt if and only if Ip > X, which is
equivalent to 0 < I < I— X*. In this case, we denote the amount of
financing raised by the riskier debt tranche as 7;. The belief of the mar-
ginal investor in this debt tranche is then given by:

A n 2(0p+1
6 =0 +d<1 —%) (12)

Finally, the amount of financing raised by the safer debt tranche is
I, = (Ip — 1), and the marginal investor in this debt tranche is equal to
b=0"+d(1—2).

For any given amount of total debt 7, the firm determines the optimal
breakpoint of debt tranching by choosing that level of /; that minimizes
the total face value promised by the two debt tranches. If (I — 1) < X%,
then the safer debt tranche will be completely risk-free, and the face

For either equity or debt issues, we rule out any “strategic waiting” on the part of the optimistic in-
vestors, in the hope that the firm may issue a lower priced tranche of that security. In practice, this seems
to be an innocuous assumption, since it is reasonable to expect investors to have some uncertainty about
future security issues, so that they will invest in a security if its offer price is weakly lower than their
valuation of this security (based on their own beliefs about the firm’s future cash flows).
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values F| and F, of the debt tranches will be determined by the following
two equations, respectively:

I =0,F + (1 —6,)(X* —(Ip — 1)), B =1Ip—-1. (13)

In this case, it is straightforward to show that it is optimal to set /; =
Ip— Xt so that F> = Xt and F; =% On the other hand, if
(Ip — I)) > X*, then the safer debt tranche also will be risky, and the
face values F; and F, of the debt tranches will be determined by the
following two equations, respectively,

L =0,F,Ip—1, =0F + (1 — )X~ (14)

The equity value of the firm will be éE(XH — F). Thus, in case the firm
issues a combination of untranched equity and two tranches of debt, the
firm insiders solve the following problem:

I
i (1 —W)“(XH‘F)’ 19

subject to the constraints (a) 0 < Iz <I— X%, (b) 0 <1} <I—Ig, and
(¢) F=F, + F,.

Proposition 4. (Sequential tranching of debt)
Let #/ < " 4+ d. When tranching of debt is allowed, the firm’s optimal
policy of security issuance is as follows:

1. The firm will choose to issue equity alone if the marginal outside
investor’s belief 0 is above the upper threshold belief 6, that is,
0> 0.

2. The firm will choose to issue a combination of risk-free straight
debt and untranched equity if the marginal outside investor’s belief
¢ is between the threshold belief 6% and the upper threshold belief
0}, that is, 6, <6 < 6.

3. The firm will choose to issue a combination of one tranche of risk-
free debt, one tranche of risky debt, and untranched equity if the
marginal outside investor’s belief 6 is between the lower threshold
belief 0 and the threshold belief 6, that is, 65 < 6 < 6.

4. The firm will choose to issue a combination of two tranches of
risky debt and untranched equity if the marginal outside investor’s
belief is below the lower threshold belief 63, that is, 6 < 65.

This proposition shows that if the marginal investor with belief 0 is
sufficiently optimistic, that is, if 6 > 65, the firm still prefers to issue
equity alone (if 6 > 6}) or a combination of equity and risk-free debt
(if 05 <6 < 6}). However, if outsiders are pessimistic on average and
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the dispersion in their beliefs is low so that the marginal investor’s belief 6
is below the threshold belief 05, the firm finds it optimal to issue a com-
bination of untranched equity and two tranches of debt, where at least
one of the debt tranches is risky. In this case, when issuing debt, the firm
benefits from its ability to further price-differentiate across outside in-
vestors by issuing two tranches of debt. The riskier debt tranche worth I,
is offered to a group of more optimistic outside investors with marginal
belief él, whereas the safer debt tranche, which is worth I, = Ip — I}, and
promises to pay X in the low cash flow state, is targeted to the most
pessimistic group of outside investors. If 65 <6 < 6, the safer debt
tranche is completely risk-free. However, if the marginal investor with
belief 6 is very pessimistic so that 6 < 65, the total amount of debt to be
issued, /p, will be significantly large, and even the safer debt tranche will
be risky.

The Full-Fledged Model with Costs of Financial Distress and Issue Costs:
The Choice between Equity, Straight Debt, and Convertible Debt

In this section, we introduce two costs into our model: issue costs and
costs of financial distress. We denote the cost of issuing a security (e.g.,
underwriting fees) by C’, and the firm’s cost in the event of financial
distress by %% We analyze how these costs interact with heteroge-
neous investor beliefs in determining the firm’s optimal choice of external
financing among three different securities: equity, straight debt, and con-
vertible debt.

2.1 The choice between equity alone, straight debt alone, convertible debt
alone, and a combination of straight debt and equity

First, we analyze the case of prohibitively expensive issue costs in which
the firm can issue only one type of security to finance its investment. We
assume that, if the face value F of a debt security (straight or convertible)
is strictly greater than the firm’s cash flow X in the bad state, the firm
faces a financial distress cost C® > 0 when the low cash flow X” is rea-
lized, since the firm has to default on a fraction of its promised payment F'

Clearly, there are significant issue costs in practice. In the case of IPOs, the underwriting spread alone is
7% of the amount raised, with total issue costs between 10%-20% depending on the size of the issue.
While underwriting spreads are generally lower for seasoned equity issues, they are nevertheless a sig-
nificant percentage of the amount raised. For simplicity, we assume here that issue costs are constant
(independent of the amount raised), and are the same for across debt and equity issues. Modeling issue
costs more realistically (e.g., as the sum of a fixed component and a variable component that depends on
the amount raised), and allowing the issue costs for equity issues to be greater than those for debt issues,
will not change our results qualitatively (while adding complexity to our analysis).

Such financial distress costs are either direct costs of bankruptcy or indirect costs of financial distress
arising from distortions in managerial incentives (resulting in risk-shifting or underinvestment) as the
firm approaches a high probability of default. Our analysis allows for the fact that such distress costs can
vary significantly across industries, from very small in some industries, to moderate or large in others.
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in this scenario. Otherwise, if F < X*, the firm’s cost of financial distress
is 0. The following proposition characterizes the conditions under which
the firm issues equity alone, debt alone, or convertible debt alone.

Proposition 5. (The choice between equity alone, straight debt alone, and
convertible debt alone)

1. If outside investors are optimistic about the firm’s future cash flows
on average, and their beliefs are widely dispersed so that the mar-
ginal outside investor is more optimistic than firm insiders, that is,
if 6 > ¢/, it is optimal for the firm to issue equity alone.

2. If outside investors are pessimistic about the firm’s future cash
flows on average, and their beliefs are not so dispersed so that
the marginal outside investor is less optimistic than firm insiders,
that is, if 6 < 6/, the firm’s optimal security choice is as follows:

a) If the required investment amount 7 is small so that 7 < X%, it is
optimal for the firm to issue risk-free straight debt.

b) If the required investment amount / is large so that 7 > X%, it is
optimal for the firm to issue convertible debt with total face
value F = X~.

The intuition behind the above proposition is as follows. When the aver-
age outside investor is much more optimistic about the firm’s future cash
flows than are firm insiders, and outsiders’ beliefs are very dispersed, the
marginal outside investor will be more optimistic than are firm insiders.
In this situation, it is optimal for the firm to issue equity alone. In this
case, equity dominates both straight debt and convertible debt from the
point of view of firm insiders since it best allows the firm to take advan-
tage of the optimism among outsiders and thus to sell a security that is
most overvalued relative to firm insiders’ valuation conditional on their
own belief. Furthermore, issuing equity alone allows the firm to avoid
costs of financial distress.

In contrast, when the average outside investor is not so optimistic or
downright pessimistic about the firm’s future prospects and the disper-
sion in outsider beliefs is low (so that the marginal outside investor is less
optimistic than firm insiders), equity is no longer the optimal security to
issue. This is because, in this case, equity (or any other security with an
equity component) will be undervalued relative to the belief of firm in-
siders. The firm will then issue either straight debt or convertible debt
depending on the size of the required investment /.

In the presence of costs of financial distress, the choice between straight
debt and convertible debt depends on the following trade-off. On the
one hand, convertible debt has an embedded equity component, which
will be undervalued relative to firm insiders’ beliefs in this situation
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(unlike straight debt, whose valuation is less insensitive to outsider be-
liefs): we call this the “undervaluation effect.” On the other hand, the
option to convert to equity embedded in convertible debt is also valuable,
since it reduces the face value of the debt to be offered to outsiders in
return for a given amount of financing, thereby reducing the probability
of the firm going into financial distress (and consequently the expected
financial distress cost incurred by the firm): we call this the “embedded
option effect.” In particular, the firm can set the face value of convertible
debt such that it avoids bankruptcy with probability 1.

If the size of the investment is small, that is, 7 < X~, so that the firm can
raise this amount by issuing risk-free straight debt, it will incur no costs
of financial distress. If the firm issues risk-free convertible debt alone
instead, it will be undervalued with respect to risk-free straight debt,
whose valuation is not sensitive to outsider beliefs. Therefore, in this
case, the undervaluation effect will dominate the embedded option
effect, and the firm will prefer to issue risk-free straight debt rather
than convertible debt.

If the size of the required investment is large, that is, 7 > X%, the firm
cannot issue risk-free straight debt alone to raise this entire amount /. In
this case, the embedded option effect of the convertible debt will favor
issuing convertible debt to issuing risky straight debt. As we showed in
lemma 2, risky straight debt is sensitive to the marginal investor’s belief,
and it is more undervalued than risk-free straight debt. In addition, the
firm will also face a financial distress cost C? if the cash flow at time 2 is
X*. However, we show in the proof of the above proposition that, while
the firm can minimize the expected cost of financial distress by reducing
the face value of debt using embedded equity options (i.e., convertible
debt), risky straight debt will have the same undervaluation cost as con-
vertible debt if the face value F of the convertible debt is greater than or
equal to the cash flow X in the bad state. Even though the embedded
equity component of convertible debt will be more undervalued than
risky straight debt by the marginal investor, the straight debt component
of the convertible debt will be less undervalued than risky straight debt,
as the face value of convertible debt will be less than the face value of
risky straight debt. Since these two effects cancel each other out, risky
straight debt will have the same undervaluation cost as convertible debt
for any face value of convertible debt where F > X~. We also know from
lemma 3 that the firm has no incentive to reduce the face value of the
convertible debt strictly below X”, since this increases the undervaluation
of convertible debt relative to risky straight debt. Thus, the firm will
optimally set the face value F of convertible debt to X* to avoid costs
of financial distress and any incremental undervaluation. Hence, the
embedded option effect will dominate the undervaluation effect, and
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the firm will prefer to issue convertible debt rather than risky straight
debt when the required investment amount is large.?*

We now relax the assumption that the issue cost C’ is always prohibi-
tively large enough that the firm finds it optimal to issue only one type of
security. We start with the simplest case in which the menu of securities
available to the firm consists of equity, straight debt, or a combination of
equity and straight debt. The following proposition characterizes the
firm’s choice of external financing between equity alone, straight debt
alone, and a combination of straight debt and equity when the firm
faces issue costs and costs of financial distress.

Proposition 6. (The choice between equity alone, straight debt alone, and a
combination of straight debt and equity)
Let ¢/ < 0" +d.

1. The firm will choose to issue equity alone if outsiders are very
optimistic about the firm on average, and their beliefs are very
dispersed so that the marginal outside investor’s belief 6 is above
an upper threshold belief 6y,, that is, 0 > 0yp. The threshold belief
01p 1s less than the threshold 0, given in proposition 2, and decreas-
ing in the issue cost C”.

2. If the marginal outside investor’s belief 6 is between a lower thresh-
old belief 6,5, and the upper threshold belief 0y, (i.e., 62, < 0 < 0y),
the firm will choose to issue either a combination of rlsk free
straight debt and equity if the issue cost is low (C' < C) or
straight debt alone if the issue cost is hlgh (Ch> Cl -

3. If the marginal outside investor’s belief 6 is below the lower thresh-
old belief 6, (i.e., 0 < 63), the firm will choose to issue either a
combination of risky straight debt and equity (with the amount of
equity issued smaller than in 2 above, with the face value of debt
issued larger than in 2), if the issue cost is low (C! < Cz) or straight
debt alone if the issue cost is high (C' > C2) The threshold belief
0p 1s less than the threshold 6, given in proposition 2, and decreas-
ing in the cost of financial distress C”.

Similar to the intuition behind proposition 2, when the average outside
investor is very optimistic about the firm’s future cash flows and the
dispersion in outsider beliefs is high, the equity price determined by the
marginal outside investor will be much higher than the insiders equity
valuation. In this case, the above proposition shows that the firm will
issue equity alone to fully capture the greater optimism of outside

2% For a numerical example illustrating the optimal design of the convertible debt issued in this case, see
Appendix A.
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investors provided that the marginal outside investor’s belief 6 exceeds a
certain threshold value 0;;. Conversely, when the average outside investor
is less optimistic and the dispersion in outsider beliefs is lower, the mar-
ginal outside investor will value the firm only slightly higher or lower
than will firm insiders. Then, the firm will choose between equity alone
and a combination of debt and equity based on the following trade-off.
On the one hand, issuing a combination of debt and equity allows the
firm to raise some money by selling equity to the most optimistic in-
vestors and the rest by selling debt to less optimistic outsiders. In this
way, the firm can capture the optimism of the very optimistic investors in
the market by selling equity to them at a relatively high price. By issuing
debt to less optimistic outside investors to raise the remaining amount,
the firm will reduce its undervaluation costs, since the pricing of straight
debt is much less sensitive to the beliefs of outside investors than the
pricing of equity. On the other hand, issuing a combination of debt
and equity also means that the firm has to pay issue costs on two tranches
of securities instead of just one. Therefore, this proposition shows that
the marginal outsider’s threshold belief 6,5, above which the firm prefers
to issue equity alone in our full-fledged model, is less than the threshold
0, given in proposition 2 (in our basic model), and decreasing in the issue
cost C.

When the firm prefers to issue a combination of debt and equity rather
than equity alone (i.e., 8 < 6};), the marginal outside investor’s belief 6
and the cost of financial distress C* determine the proportion of debt
versus equity that it chooses to issue. For a given level of required in-
vestment funding /, if the marginal outside investor is moderately opti-
mistic (i.e., Oy < 6 < 6y;), the firm will choose to issue a combination of
risk-free straight debt and equity. One should recall from proposition 2
that as the average optimism of outsiders and (or) the dispersion in their
beliefs d decrease, the marginal outside investor becomes less optimistic,
and therefore, the cost of issuing undervalued equity increases. As a result
of this, the firm chooses to issue a larger amount of debt (/p) in combin-
ation with equity (/ — Ip). On the other hand, if the amount of debt that
needs to be issued to meet the firm’s investment requirement is sufficiently
large (Ip > X;), and therefore, the debt is risky, the firm will also face the
risk of incurring a cost of financial distress CZ. In this case, if the cost of
financial distress C? is substantial and the marginal outside investor is
not very pessimistic, the firm will tolerate issuing undervalued equity to a
greater extent (compared to the situation in our basic model) and will
choose to issue a combination of risk-free debt (I/p < X,) and equity.
However, if the marginal outside investor is rather more pessimistic
about the firm’s future cash-flow prospects (i.e., 6 < 6»;) and the cost
of financial distress C? is not too large, the firm will choose to issue a
combination of (a larger amount of) risky straight debt (/p > X) and
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equity, since the cost of issuing undervalued equity as a result of the
marginal investor’s pessimism will be greater than the expected cost of
financial distress. This threshold level of marginal outsider’s belief 6,
below which the firm prefers to issue a combination of risky debt and
equity, is decreasing in the cost of financial distress C%, and it is less than
the similar threshold belief 05 in our basic model.

The above proposition also shows that, when the marginal outside
investor is not very optimistic, the firm will choose to issue straight
debt alone rather than a combination of debt and equity, when the
issue cost C” is very large. However, the firm will choose to issue a com-
bination of debt and equity when the issue costs are relatively low com-
pared to the price differentiation benefits of the debt-equity combination.

We now include convertible debt in the menu of securities available to
the firm as well. Given that we have already analyzed the firm’s choice
between equity alone, debt alone, and convertible debt alone in the pre-
vious subsection, we will now confine ourselves to analyzing the optimal-
ity of the firm issuing convertible debt versus a combination of debt and
equity.

Proposition 7. (The choice between convertible debt alone and a combin-
ation of straight debt and equity)

Suppose that outsiders are not very optimistic about the firm on average,
and their beliefs are not very dispersed so that the marginal outside
investor’s belief 6 is below the upper threshold belief 6, given in
proposition 6; that is, 6 < 015. Then

1. If the marginal outside investor’s belief 0 is between the lower
threshpld belief 6,, and the upper threshold belief 6, (i.e.,
Oy < 6 < 615), the firm will choose to issue either a combination
of risk-free straight debt and equity if the issue cost is low
(c! §Eg) or convertible debt alone if the issue cost is high
(!> Th.

2. If the marginal outside investor’s belief 0 is below the lower thresh-
old belief 6y, (i.c., 6 < 6y5), the firm will choose to issue either a
combination of risky straight debt and equity (with the amount of
equity issued smaller than in 1 above, with the face Value of debt
issued larger than in 1), if the issue cost is low (C’ < C4) or con-
vertible debt alone if the issue cost is high (C! > C 4) The threshold
belief 65, is decreasing in the firm’s cost of financial distress C%.

Issuing a combination of straight debt and equity means that the firm can
sell its package of securities at higher prices because the firm can sell equity
to the most optimistic outside investors at a relatively high price and sell
debt to the less optimistic outsiders. In contrast, when the firm issues
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convertible debt, the equity component and the debt component of the
security have to be sold to the same group of investors, and therefore the
firm is unable to capture the optimism among the more optimistic outside
investors, since the price of the entire package of hybrid securities (i.e.,
convertible debt) will be determined by the belief of a single marginal in-
vestor (rather than by the beliefs of two different marginal investors, the
beliefs of one for equity and one for debt). On the other hand, issuing
convertible debt rather than a combination of debt and equity can save
the firm issue costs, the benefit of which increases with the magnitude of the
issue cost C’. When the issue cost C” is high, the cost saving benefit of
convertible debt outweighs the valuation benefit of the debt-equity combin-
ation, and it is optimal for the firm to issue convertible debt. Conversely,
when the the issue cost is low, the valuation benefit of the debt-equity
combination outweighs the issue cost saving benefit of convertible debt,
and it is optimal for the firm to issue a combination of debt and equity.

Finally, if the firm chooses to issue a combination of equity and debt,
the fraction of equity versus debt issued in this combination depends on
the belief of the marginal outside investor: if the marginal outsider’s belief
is as specified in 1 (i.e., Oy < 0 < 01p), then the firm issues a significant
amount of equity, so that the debt issued is risk-free; ip contrast, if the
marginal outsider’s belief is lower, as specified in 2 (i.e., 6 < 0,5), then the
firm issues a small amount of equity and a larger amount of debt com-
pared to the situation in 1, so that the debt issued is risky. As discussed
under proposition 6, the threshold value of marginal outsider belief 6,
below which the firm issues a combination of risky debt and equity
(rather than risk-free debt and a larger amount of equity), will be
lower as the firm’s cost of financial distress C? is larger.?

. The Price Impact of Security Issues

In this section, we investigate the price impact of equity, straight debt, and
convertible debt issues on the current stock price of the firm at the time of
a security issue. The price impact of a security issue is measured as the
abnormal return to the firm’s equity from the price prevailing before a
security issue (not the announcement date) to the price prevailing after the
issue.?® Since the market already is aware that a security issue has been
announced, one would expect a price impact of zero in the absence of

Since the threshold beliefs involved are the same across propositions 6 and 7, a combination of these
propositions can be viewed as comparing all four financing choices available to the firm, namely, equity
alone, debt alone, a combination of equity and debt, and convertible debt. We chose to split up these
comparisons across two propositions mainly for clarity of exposition.

Note that, empirically, the price impact of a security issue is quite different from an announcement effect
in the abnormal return measured on the day of the announcement of the security issue (before the issue
becomes effective), while the price impact is the abnormal return measured on the day the security issue
actually comes into effect.
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heterogeneity in investor beliefs. While, in practice, some time will elapse
between the announcement date and the issue date of a security, for sim-
plicity, we model the issue date and the announcement date together.?’

Proposition 8. (Price impact of security issues)

1. If the firm issues equity at time 0, there is a negative impact on the
stock price on the issue date:

1 2dI

APEEquify — 1 - _ =
OXH +(1—0)xL] W

X" - xH <0. (16)

2. If the firm issues straight debt or convertible debt, there is no
impact on the stock price on the issue date:

APEDeht _ APEConvertihle —0. (17)

3. The greater the dispersion in outsiders’ beliefs, d, the greater the
price impact of an equity issue

8| A PEFa ity
NAPETTL o,

5 (18)

When the firm issues equity, it must sell the equity to investors who are
less optimistic about the firm’s value than current shareholders (since the
current shareholders have limited wealth). Hence, the valuation of the
new marginal equity investor (i.e., the stock price just after the equity
issue) will be lower than the valuation of the marginal equity investor
before the equity issue. This results in a fall in the firm’s share price,
yielding a negative price impact. On the other hand, if straight debt or
convertible debt is issued, the equity price will remain at the same level as
before the security issue. This is because the marginal investor who holds
equity in the firm remains the same in these cases, so that the valuation of
the marginal equity holder is unaffected, resulting in a zero price impact
of the straight debt issue or convertible debt issue on the firm’s
equity.”®?° This proposition also shows that the negative price impact

If we separate the two dates, there should be no announcement effect in our setting since investors do not
update their beliefs based on others” actions (insiders actions do not convey any information to outsiders
in our setting since there is no information asymmetry in our model).

However, if the firm has outstanding debt, the debt issue will have a negative impact on the price of the
firm’s debt, through a mechanism similar to that generating a negative price impact of an equity issue on
the firm’s outstanding equity.

Note that the mechanism generating a differential price impact of an equity issue versus a debt issue on a
firm’s outstanding equity in our setting of heterogenecous beliefs is completely different from that
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of an equity issue will be larger in absolute value as the dispersion in
outsiders’ beliefs increases. If outsiders’ beliefs are more dispersed (d is
greater), the distance the firm has to go down the ladder of outside in-
vestors’ beliefs (to raise the entire investment amount of ) increases,
yielding a more negative price impact of an equity issue.*°

Long-Run Stock Returns following Security Issues

In this section, we will analyze the long-run stock returns of firms fol-
lowing equity, straight debt, and convertible debt issues. Here, we extend
our basic model presented in Section 1 in a new direction by allowing all
agents to engage in Bayesian learning based on additional noisy pub-
lic information about the firm’s prospects arriving subsequent to the
firm’s security issue. To model the arrival of this additional noisy infor-
mation, we introduce another date (time 2) between the security issue
date (time 1) and the final date (which we now denote as time 3), when
noisy new information about the firm’s prospects becomes available to
outsiders. The sequence of events in this modified model is given in
Figure 2.%!

This noisy new information is hard and credible: an example is the
information that can be collected from the firm’s quarterly reports and
earnings announcements. We model the arrival of new public informa-
tion at time 2 and the revision in outsider beliefs in response to this
information as follows. Let 7 be the true probability (unobservable to
all agents) of the firm’s project realizing the high cash flow X* with the
low cash flow X” realized with probability (1 — 7). At time 2, all agents
observe the noisy public signal z. Each agent believes that the signal gives
them perfect information about the high cash-flow probability 7" with
probability § (thus each agent believes that in this case t=T), and that

generating differences in announcement effect of equity and debt issues on the firm’s equity in
asymmetric information models, such as Myers and Majluf (1984).

Chemmanur et al. (2011) show that there is indeed such a negative price impact on the date of an equity
issue, and this negative impact is increasing in the dispersion in outsider beliefs. One may wonder why
such a price impact is not arbitraged away by traders who short sell the firm’s equity on the announce-
ment date of the equity issue (and buy it back after the share price has fallen on the issue date), thus
moving forward the price drop to the announcement date. Note that such a trade is not a riskless
arbitrage, since there will be market movements in the weeks between the announcement date and the
issue date. As Mitchell, Pulvino, and Stafford (2002) show in the analogous context of risky arbitrage
around negative stub values in equity carveouts, traders attempting such arbitrage often earn a rate of
return lower than the risk-free interest rate.

Clearly, an important development that occurs in the months subsequent to any security issue is the
arrival of additional information about the firm’s postissue operating performance, and it is rational to
incorporate the reaction of investors to such information in any analysis of long-run stock returns. While,
for simplicity of analysis, we have not incorporated such Bayesian learning into our basic model of
Section 1 and our full-fledged model of Section 2, it should be noted that all our results of Sections 1 and
2 go through qualitatively unchanged even in the presence of such Bayesian learning that allows the
revision of agents’ heterogeneous priors based on additional noisy information.
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At time 0, insiders of a firm own a fraction o of the
firm's equity. The remaining 1 — o is held by a
group of outside shareholders.

The total number of shares outstanding in the firm

is normalized to one. Additional (noisy) information

l about the firm’s prospects arrives.
Time 0 Time 1 Time 2 Time 3
| | | |
[ I I |
\ J
Y
The period over which long-term
stock returns are measured.

. . . All cash flows are realized.
The required amount of investment 7 for the project

is raised from outside investors by issuing either
equity, straight debt, convertible debt, or a
combination of these securities.

Figure 2
Sequence of events in the extended model

it is completely uninformative about 7" with the remaining probability
(so that they stick to their prior belief 6 about the probability of a high
cash flow realization). After observing 7 at time 2, each agent updates his
prior belief # about the firm’s cash flow to the posterior belief given by
3t 4+ (1 — §)6. Therefore, outsiders’ posterior will range from §¢ + (1 — §)
0" —d) to §t+ (1 — 8)(0" + d), with a dispersion of (I — §)d. Note that
the reduction 84 in the dispersion in outsider beliefs is proportional to the
initial dispersion d. Thus, due to the arrival of this new public informa-
tion, outside investor beliefs about the firm’s cash flows become less
heterogeneous in the long run. In particular, we show that, in the long
run (i.e., at time 2), the dispersion in outsider beliefs decreases from d to
(1 — 8)d, where § is the percentage reduction in the dispersion in outside
investors’ beliefs about the firm’s future cash flow.

Clearly, the reduction 8d in the dispersion in outsider beliefs is increas-
ing in the precision § of the new information available to outsiders. It is
useful to compare two extreme realizations of §: when § =0, there will be
no reduction in the dispersion of outsider beliefs, since, in this case, the
signal is totally uninformative; when §=1, every outside investor will
have the same common posterior belief =T as the signal contains no
noise.

Note that the posterior mean belief of investors at time 2 is equal to
8t + (1 — 6)0", a weighted average of the new signal ¢ and the prior mean
belief 0. For simplicity, we assume that the signal 7 is equally likely to be
above or below 8" (i.e., equally likely to be either 8” + n or " — n, where
n > 0), so that the time-1-expected value of investors’ posterior (time 2)
mean belief is also equal to the prior mean belief 6.

This is also the natural assumption to make in the absence of any systematic bias (either upward or
downward) at time 1 about the future cash-flow performance of the firm.
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We now analyze the long-run stock returns of firms issuing equity in
the above setting. For a firm that issues equity alone at time 1 to raise the
investment amount /, the marginal equity investor’s belief at time 1 is
equalto 6 = 0" + d(l — %Iﬂ) If the dispersion in investor beliefs about the
firm goes down by an amount of §d by time 2, the time-1-expected value
of the marginal equity investor’s belief at time 2 will be equal to
0 =0" +d(1 —5)(1 —#), and the time 1 expectation (based on the
marginal investor’s belief) of the time 2 market value of the firm will
be given by:

EVo] = 0,X7 + (1 — 0,) X", (19)

Proposition 9. (Long-run stock returns following equity issues)
The long-run stock return of a firm issuing equity is expected to be
negative and is given by

E[PEfq””y] — PE™ st — xby(1 - 2

1
LRF = - - 2 < 0. (20)
PE OXH 4+ (1 — O)XL

The above proposition states that the long-run stock return of firms
following equity issues is always expected to be negative. The key to
understanding the intuition here is to recall that the firm’s equity at
time 1 is priced by the marginal outside investor whose belief 0 is deter-
mined by going down the ladder of investor beliefs (starting with the most
optimistic outsider belief (6" + d)) until the entire amount of 7 is raised.
Thus, the higher the dispersion in outsider beliefs d at the time of security
issue (time 1), the higher the marginal equity investor’s belief 0 at time 1,
and therefore, the higher the firm’s share price at the time of the equity
issue. As additional noisy public information about the firm’s future cash
flows arrives and all outsiders revise their heterogeneous prior beliefs
based on this noisy information, all investors with beliefs above 8" are
expected to become less optimistic about the firm. This implies that the
existing marginal equity investor in the firm is also expected to become
less optimistic about the firm, so that the firm’s stock price is expected to
fall in the long run (at time 2) correspondingly. Thus, the average long-
run stock returns of firms subsequent to equity issues will always be
negative.*?

Similarly, all investors with beliefs below 6 at the time of security issue will become more optimistic as
the spread around the mean belief level decreases over time. However, since the prior belief of the
marginal investor is above 6", the beliefs of the latter group of investors do not affect long-run stock
returns.
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Proposition 10. (Comparative statics on long-run stock returns following
equity issues)

The average long-run stock return subsequent to an equity issue is
decreasing in the initial dispersion in outsiders’ beliefs d at the time of
equity issue and the informativeness § of the noisy public information

. . . . . Equity Equity
arriving after the equity issue; that is, 28— < 0 and 8= < 0.

When the hard information about the firm that arrives after an equity
issue is more informative (less noisy), the reduction in the dispersion in
outsiders’ beliefs is greater since investors update their beliefs about the
firm using this new public information. Consequently, the marginal out-
side investor’s optimism is greater, resulting in more negative, on average,
long-run stock returns following equity issues. Since the long-run reduc-
tion in the dispersion in outside investor beliefs is given by dd, the long-
run stock returns of equity issues will be decreasing in both the initial
dispersion d and the informativeness § of the additional information
arriving in the long run after the equity issue.

Proposition 11. (Long-run stock returns following straight debt and
convertible debt issues)

1. The long-run stock return of a firm issuing straight debt or con-
vertible debt is expected to be negative and is given by

; —ds
LRDebt — LRConvertlble — <
0" +d
2. The long-run stock returns of firms issuing straight debt or con-
vertible debt are decreasing in the initial dispersion in outsiders’
beliefs d at the time of equity issue and the informativeness § of the
noisy public information arriving after the equity issue; that is,

Debt Debt
ALRY () and BLE < (),

0. 1)

The intuition behind the above proposition is as follows. Unlike in the
case of an equity issue, issuing straight debt or convertible debt does not
affect the identity of the marginal investor in the firm’s equity. Therefore,
the stock price of the firm immediately after a debt (either straight or
convertible) issue will reflect only the beliefs of the current marginal in-
vestor in the firm’s equity, since the marginal investor in the firm’s equity
prior to the debt issue will be the same as the marginal investor in the
firm’s equity after the debt issue.** Further, the long-run (time 2) stock

In other words, the relevant marginal investor in determining the long-run stock returns following a
straight debt or a convertible debt issue is the marginal investor in the firm’s equity at the time of the debt
issue (since the marginal investor in the firm’s equity does not change as a result of the debt issue). In
contrast, the marginal investor determining firms’ long-run stock returns following an equity issue is the
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price of the firm will reflect the belief of the same marginal equity investor
who is expected to have an updated belief of 8" + d(1 — §) at time 2, as
discussed earlier. Therefore, since the marginal equity investor becomes
less optimistic in the long run after all outside investors revise their het-
erogeneous prior beliefs based on noisy additional information, the long-
run stock return following a debt (or a convertible debt) issue is also
expected to be negative. Further, similar to the case for an equity issue,
the average long-run stock return following a debt issue will also be
decreasing in the initial dispersion in outside investors’ beliefs and the
informativeness of the additional information arriving after the debt
issue.

We now compare the average long-run stock returns of firms following
equity, straight debt, and convertible debt issues. Given insiders’ beliefs
and market conditions (i.e., the mean belief of outsiders and the disper-
sion in outsider beliefs), any given firm will issue only one kind of security
in equilibrium, namely, equity, straight debt, or convertible debt: in other
words, it does not make sense to compare the long-run stock returns of a
given firm facing identical market conditions issuing equity versus issuing
debt, since only one will occur in equilibrium.?® Therefore, we can only
make comparisons across the average long-run stock returns of samples
of firms issuing each security. The following proposition compares the
average long-run stock return of firms following issues of equity, straight
debt, and convertible debt.

Proposition 12. (Comparison of average long-run stock returns across
security issues)

Let ¢/ > ¢”, and let (B119) hold. Then, the average long-run stock return
of firms following a debt issue (straight debt or convertible debt) will be
less negative than that following an equity issue; that is, LR =
—— Convertible - Equity

LR > LR

We showed in propositions 1 and 5 that a firm prefers to issue equity
alone rather than debt alone if the marginal outside investor is more
optimistic than firm insiders. We also showed that, if the marginal outside
investor is more pessimistic than firm insiders, the firm issues convertible

marginal investor holding the firm’s equity immediately after the equity issue (since the marginal
investor in the firm’s equity after the equity issue is different from the marginal investor in the equity
prior to the equity issue).

While, in Sections 1 and 2, we show that firms may also choose to issue combinations of equity and debt
under certain circumstances, in this section we confine ourselves to comparing the long-run stock returns
of firms issuing equity alone, straight debt alone, or convertible debt alone since the empirical literature
has focused on only these three securities. However, the general intuition behind our results here go
through even if we were to consider firms issuing a combination of equity and debt, provided we classify
firms raising a larger fraction of the total amount of external financing by issuing equity as equity issuers,
and those raising a larger fraction of the external financing amount by issuing debt as debt issuers.
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debt or straight debt depending on the size of required investment / and
the firm’s cost of financial distress. Recall that the marginal outside in-
vestor is more optimistic than firm insiders only if the mean outsider
belief, and the dispersion in outside investors’ beliefs are sufficiently
high. Thus, for a given level of mean outside investor beliefs, we know
that the dispersion in outsiders’ beliefs at the time of the security issue will
be higher for equity-issuing firms than that for debt-issuing firms.
Consequently, the expected fall in the marginal investor’s belief as add-
itional information (of given precision) becomes publicly available will be
greater in the case of firms issuing equity compared to those issuing debt.
Therefore, the average long-run stock return of firms that issue (straight
or convertible) debt will be less negative than the average long-run stock
return of those that issue equity.

Empirical Implications

We now highlight some of the testable implications of the model and their
relationship to the existing empirical literature.

1. The pecking order of external financing under heterogeneous beliefs:
Our model implies a “pecking order” of external financing under hetero-
geneous beliefs different from that implied by asymmetric information
models. If the marginal outside investor is much more optimistic than
firm insiders, the firm issues the most belief-sensitive security (equity
only) to capture outsiders’ optimism, rather than straight debt or con-
vertible debt, which are less belief-sensitive securities, and therefore less
overvalued than equity. If outside investors are moderately more opti-
mistic or less optimistic than firm insiders on average, and the dispersion
in their beliefs is not too large, the firm will issue a combination of equity
and debt to cater to outside investor clienteles with different beliefs about
the firm’s future prospects. In particular, if the marginal outsider’s belief
is above a certain threshold belief, then the firm issues a combination of a
significant amount of equity and some risk-free debt. If, however, the
marginal outsider’s belief is below this threshold value, the firm issues a
small amount of equity in combination with a significant amount of risky
straight debt to raise the required investment amount.*® It is important to
note that the above pecking order of external financing is quite different
in a setting where heterogeneity in beliefs is the sole market imperfection

Thus, our predictions can explain some of the survey evidence of Graham and Harvey (2001). They find
that two-thirds of CFOs agree that “the amount by which our stock is undervalued or overvalued was an
important or very important consideration” in issuing equity, and nearly as many agree that “if our stock
price has recently risen, the price at which we can sell is high.” In that survey, equity market prices are
regarded as more important than 9 out of 10 other factors considered in the decision to issue common
stock. Asymmetric information models of equity issues with rational investors cannot explain such
findings, since rational investors would appropriately discount the valuations of firms issuing equity in
a setting of asymmetric information, as demonstrated by Myers and Majluf (1984).
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compared to one where asymmetric information is the sole market im-
perfection. First, while issuing equity is the last choice in an asymmetric
information setting (e.g., Myers and Majluf 1984), it is the first choice in a
setting where outside investors are optimistic enough so that the marginal
outside investor’s belief is above that of firm insiders.’” Second, under
asymmetric information, if the firm can raise the required amount of
external financing by issuing risk-free debt, this will be the most preferred
security to issue; in contrast, even when the marginal outside investor is
pessimistic relative to firm insiders, under heterogeneous beliefs, the firm
prefers to issue a combination of equity and debt rather than risk-free
debt alone to raise the required external financing. Third, under asym-
metric information, if the firm cannot raise the entire amount of financing
required by issuing risk-free debt, it will choose to issue risky debt (or
other securities that are less information-sensitive than equity) to raise
this amount; in contrast, under heterogeneous beliefs, the firm will raise
the required amount by issuing a combination of equity and risky debt
under these circumstances, even when the marginal outside investor is
more pessimistic than firm insiders.

2. Relationship between investor optimism, dispersion in investor beliefs,
and the choice of equity versus debt: Our model predicts that the greater
the level of optimism (average belief) among outsiders, and the greater
the dispersion in outsider beliefs (or both), the more likely the firm is to
choose to issue equity rather than debt. This is because the belief of the
marginal investor in the firm’s equity is more likely to be above that of
firm insiders if the level of optimism, dispersion, or both among outsiders
is higher. Evidence supporting this prediction is provided by Chemmanur
et al. (2011). This prediction also provides a fully rational explanation of
the empirical results of Baker and Wurgler (2002), who document that
firms tend to issue equity (rather than debt) when outsider optimism is
greatest.

3. Relationship between investment amount and the choice of equity
versus debt: Our model predicts that, the greater the investment
amount to be raised by the firm, the less likely it is to issue equity
rather than debt. This is because, since each investor has limited wealth
to invest in the firm, the beliefs of the marginal investor is more likely to
fall below that of insiders as the amount raised by the firm is greater.
Evidence supporting this prediction is provided by Chemmanur et al.
(2011), who document that the greater the investment amount to be
raised by the firm, the less likely it is to issue equity rather than debt.

4. Sequential equity or debt offerings and the “private placement dis-
count”: Our analysis of sequential tranching in Section 1.3 gives a new

The literature on security issuance and security design under asymmetric information comprises a
number of other important papers (see, e¢.g., Giammarino and Lewis 1988; Nachman and Noe 1994).
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rationale for firms making sequential offerings of equity or debt within a
short period of time (in the absence of any new information between
these sequential offerings). It also predicts that, in the case of a tranched
equity (or debt) issue, the valuation of the subsequent equity (or debt)
offerings will be lower than that of the first offering in the sequence. Our
model also gives a new rationale for the well-documented “private place-
ment discount” (see, e.g., Hertzel et al. 2002; Wu 2004), where a firm
makes an equity offering to certain investors in a private equity place-
ment at a price significantly below the prevailing stock price. In our
setting, a private equity placement will be undertaken by a firm which
wishes to make a second public equity issue, but realizes that there may
not be a large enough pool of investors who are sufficiently optimistic
about the firm to justify the relatively high issue costs (e.g., investment
banking fees) involved. A private placement of equity at a discount to a
prior public equity issue may be a solution to this problem, since it allows
the firm to raise equity at a low transaction cost without lowering its
publicly traded stock price (since the belief of the marginal investor hold-
ing the firm’s publicly traded equity does not go down in this case).*®
5. A new rationale for issuing convertible debt: Our model suggests a
new rationale for issuing convertible debt.>* When a firm faces significant
issue costs (so that it prefers to raise the required external financing by
issuing a single security) and the marginal outside investor in an external
financing is likely to be less optimistic about the firm’s prospects com-
pared to firm insiders (so that issuing equity alone is suboptimal), then
the firm will issue convertible debt in equilibrium, provided that the costs
of financial distress in its industry are also nontrivial. Recall that, when
financial distress costs are significant, issuing convertible debt dominates
issuing risky straight debt alone, since, given that the option to convert to
equity embedded in a convertible has a positive value, the face value
required to be offered to bond holders is always lower for a convertible
debt issue than for a straight debt issue, thus leading to smaller expected
financial distress costs for a convertible debt issue. In other words, con-
vertible debt is a mechanism for minimizing the aggregate issue costs and

Thus, a private placement of equity can be viewed as the second tranche of a sequential equity offering in
the setting of our sequential tranching analysis of section 1.3.

Note that this rationale for issuing convertibles based on heterogeneous beliefs is completely unrelated to
rationales given in the existing literature based on asymmetric information (see, e.g., Brennan and Kraus
1987; Constantinides and Grundy 1989; Stein 1992). In particular, in Stein’s (1992) model, there are three
types of firms: good, medium, and bad. The higher types incur a lower probability of realizing the low
cash flow and being in financial distress (thus incurring the distress cost) consequently. The equilibrium in
that model is a fully separating (signaling) equilibrium, with the good type issuing straight debt, the
medium type issuing convertible debt, and the bad type issuing equity, with the cost of financial distress
serving as a signaling cost that allows the good firm type to distinguish itself from the medium type and
the medium type to distinguish itself from the bad type. Our rationale for issuing convertibles is also
different from that developed by Green (1984), who models convertibles as a means of mitigating the
risk-shifting (agency) problem in a setting of conflicts of interest between stockholders and bondholders.
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the expected financial distress costs incurred by a firm, when issuing
equity alone is suboptimal and the amount of external financing is
large enough that this financing requirement cannot be met by issuing
risk-free debt alone. Consistent with this, there is significant evidence
indicating that convertible debt is issued by smaller, riskier, and high-
growth firms in industries characterized by higher costs in the event of
financial distress, for example, high-tech firms.

6. The price impact of an equity issue: The price impact refers to the
return to a firm’s equity upon the actual issue (not the announcement) of
a security (in our context, equity, straight debt, or convertible debt). The
price impact will be given by the change in share price of the firm’s equity
(or return) from the price prevailing before the security issue to the price
prevailing after the issue. In our setting, the price prevailing before an
equity issue will be determined by the beliefs of the marginal investor
holding the firm’s equity prior to the issue. Since current shareholders
have limited wealth, when new equity is issued it will have to be sold to
new investors who are less optimistic about the firm’s long-run prospects,
so that the beliefs of the marginal investor after the equity issue will be
less optimistic compared to that before the equity issue, resulting in a
lower share price after the equity issue: that is, the price impact of an
equity issue will be negative. Further, the above fall in share price upon
an equity issue will be greater as the dispersion in outsider beliefs is
greater: that is, when dispersion is greater, the price impact will be
more negative. To the best of our knowledge, this prediction is unique
to our model. Evidence supporting these predictions is provided by
Chemmanur et al. (2011), who find that the price impact of an equity
issue is negative, and is decreasing (more negative) as the dispersion in
outsider beliefs is greater.

7. The price impact of a debt or convertible debt issue: Our analysis
predicts that the price impact of a straight debt or a convertible debt
issue will be zero (and therefore smaller in magnitude than that of an
equity issue). This is because no new equity is issued, so that the beliefs of
the marginal equity investor before the firm’s debt issue and that of the
marginal equity investor after the debt issue will be the same in this case.
In other words, the price of the firm’s equity will be unchanged on the day
of the debt issue, so that the price impact (on equity) of a straight or
convertible debt issue will be zero. Consistent with this, the empirical
analysis of Chemmanur et al. (2011) shows that the price impact of a
straight debt issue is insignificant.

8. Long-run stock returns following an equity issue: We define long-run
stock return as the one-, two-, or three-year stock return starting from the
closing price on the day of an actual equity issue (as is standard in the
relevant empirical literature). In other words, long-run stock returns ex-
clude the price impact of a security issue. Our model predicts that the
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long-run stock returns following an equity issue will be negative. Further,
the greater the dispersion in outsider beliefs regarding a firm’s prospects
at the time of the equity issue, the more negative its long-run stock return
following the equity issue will be. Evidence supporting this prediction is
provided by Chemmanur et al. (2011), who document that the more op-
timistic outsiders are on average about a firms prospects at the time of an
equity issue, and the more dispersed their beliefs, the more negative the
long-run stock returns of the issuing firm.

9. Long-run stock returns following a debt or a convertible debt issue:
Our model predicts that the average long-run stock return of firms fol-
lowing a (straight or convertible) debt issue will be negative, but greater
(less negative) than the average long-run stock return of firms following
an equity issue. Evidence supporting this prediction is provided by
Chemmanur et al. (2011), who document that, while the average long-
run stock returns to both equity and debt issuers are negative, the average
stock return to debt issuers is significantly less negative than that of
equity issuers (see also Spiess and Affleck-Graves 1995; Spiess and
Affleck-Graves 1999).

. Relation to the Theoretical Literature on Heterogeneous Beliefs and

Disagreement

Our paper is related to four strands in the theoretical finance and eco-
nomics literature on heterogeneous beliefs and disagreement.*® The first is
the literature on investor behavior and trading under heterogeneous be-
liefs. Duffie, Garleanu, and Pedersen (2002) show that, even when short
selling is allowed (but requires searching for security lenders and bargain-
ing over the lending fee), the price of a security will be elevated and can be
expected to decline subsequently in an environment of heterogeneous be-
liefs among investors if lendable securities are difficult to locate. Harris and
Raviv (1993) use a model involving differences of opinion among traders
about the interpretation of public information they receive to develop
predictions regarding the relationship between stock price and volume.
Several other authors have also examined the asset pricing and trading
implications of heterogeneous beliefs (see, e.g., Harrison and Kreps 1978,
Varian 1985, 1989, Kandel and Pearson 1995, Morris 1996, Duffie,
Garleanu, and Pedersen 2002, Chen, Hong, and Stein 2002 for contribu-
tions to this literature and Scheinkman and Xiong 2004 for a review).*!

Due to space limitations, we will not review the large theoretical literature on capital structure driven by
considerations other than heterogeneous beliefs or disagreement here. Please see Harris and Review
(1991) for an excellent early review of this literature.

There is also an empirical asset pricing literature based on heterogeneous beliefs (see, e.g., Diether,
Malloy, and Scherbina 2002).
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The second literature our paper is related to is the emerging literature
on the corporate finance implications of heterogeneous beliefs. Allen and
Gale (1999) examine how heterogeneous priors among investors affect
the source of financing (banks versus equity) of new projects.** In con-
trast to their paper, our primary focus is on how heterogeneity in beliefs
among investors affects the firm’s choice of security to issue. Garmaise
(2001) analyzes the optimal design of securities by a cash-constrained
firm facing investors with diverse beliefs: however, his focus is on com-
paring optimal designs when investors have rational beliefs (in the sense
of Kurz 1994) versus rational expectations.

The third literature our paper is related to is the one dealing with the
foundations of heterogeneous beliefs models. Several authors have
argued that prior beliefs should be viewed as primitives in the economic
environment (Kreps 1990) and that it may be appropriate for economists
to allow for differences in prior beliefs to understand economic phenom-
ena (Morris 1995; Allen and Morris 1998). Morris (1995) provides a
detailed discussion of the role of the common prior assumption in eco-
nomic theory. Kurz (1994) provides the foundations for heterogeneous
but rational priors.

The fourth and final literature our paper is related to is the corporate
finance literature making use of the assumption of “disagreement” be-
tween firm insiders and outsiders. A prominent paper in this literature is
Dittmar and Thakor (2007), who study a firm’s choice between issuing
debt and equity when insiders and outsiders disagree about the firm’s
choice of project to invest in. They assume that while equity holders dis-
agree with insiders about project choice only based on their beliefs, debt
holders may disagree with them for additional reasons (such as having a
different objective function). The choice between equity and debt in their
setting trades off the additional autonomy provided by equity holders to
the manager in choosing projects against the tax benefits of debt: their
model predicts that equity will be issued when there is less disagreement
between insiders and outsiders and debt will be issued when this disagree-
ment is more. Apart from the fact that there is no heterogeneity among
outside investors’ beliefs in their setting (unlike our setting where such
heterogeneity is the driving force), the trade-off driving the debt versus
equity choice in their model is quite different from ours (as discussed
above). Further, their prediction regarding the conditions under which a
firm will issue equity rather than debt is exactly opposite to that emerging
from our analysis (in the sense that, while their model predicts that firms
are more likely to issue debt when there is more disagreement between

See also Abel and Mailath (1994) who demonstrate that in certain special settings with heterogeneous
beliefs, even projects that all investors believe have negative expected value if undertaken may be financed
by these investors.
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firm insiders and outsiders, our model predicts that firms are more likely
to issue equity when there is greater heterogeneity in beliefs among outside
investors, and the average outsider is more optimistic about the firm’s
future prospects compared to firm insiders).*>**

. Conclusion

In this paper, we analyzed a firm’s choice of capital structure, and the
price impact and long-run stock returns following security issuance, in an
environment of heterogenecous beliefs and short sales constraints. We
studied a setting in which the insiders of a firm, owning a certain fraction
of its equity, choose between equity, debt, or convertible debt to raise
additional financing to implement a positive-NPV project. The insiders’
objective is to maximize their long-run wealth conditional on their own
beliefs about their firm’s future prospects. Market participants, each of
whom have limited wealth, have heterogeneous beliefs about the firm’s
long-run value. We analyzed two different economic settings: one in
which there are no market imperfections other than heterogeneous be-
liefs, and another in which there are also significant costs of issuing
securities and of financial distress. We showed that, in the absence of
these two costs, the average belief of outsiders (“optimism”) and the
dispersion in outsider beliefs are the crucial determinants of the firm’s
security choice. When outsider beliefs are highly optimistic relative to
that of firm insiders and the dispersion in outsider beliefs is high, the
firm issues equity alone; when outsider beliefs are less optimistic (and less
dispersed), the firm issues a combination of equity and debt. Neither
straight debt alone nor convertible debt alone is optimal in this setting.
Once the two costs are significant, we showed that the firm always issues
equity when outsider beliefs are optimistic and highly dispersed. If out-
sider beliefs are less optimistic, the firm issues a combination of equity
and debt if issue costs are small; if issue costs are large, it either issues
risk-free straight debt (if the investment amount required is small) or
convertible debt (if this amount is large). Our model generates a pecking
order of external financing different from asymmetric information
models and new predictions for capital structure, the price impact of
security issues, and long-run stock returns following these issues. It
also provides a new rationale for issuing convertible debt and the sequen-
tial tranching of securities.

Evidence in support of this prediction is provided by the empirical analysis of Chemmanur et al. (2011).

See also Bayar, Chemmanur, and Liu (2011), who develop a model of equity carveouts and negative stub
values in a setting of heterogeneous beliefs. Bayar, Chemmanur, and Liu (2014) develop a theory of a
firm’s choice between dividends and stock repurchases in a setting of heterogeneous beliefs, and for the
long-run stock returns following dividend payments and stock repurchases in such a setting.
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Appendix A: A Numerical Example of the Optimal Design of a
Convertible Debt Issue

Consider the following illustration of the optimal design of a convertible debt issue in our
full-fledged model of Section 2. Let X? =100, X =10, I=50, W=1, 500, " =0.5,
and d=0.2. Then, the marginal investor’s belief is equal to 6 = 0.6867. Suppose also
that the insider belief is equal to ¢ =0.8. Each unit of convertible debt has a face
value of one.

If financial distress costs are nonzero, proposition 5 implies that it is optimal for the
firm to issue ten units of risk-free convertible debt with a total face value of F=10. The
pricing of convertible debt and investors’ breakeven condition determine the conversion
ratio x and the price p per unit of convertible debt. The conversion price per unit of
convertible debt is 1/x. 7=150 and F=10 imply that p =5, since p = I/F (note that F also
represents the number of units of convertible debt issued, since each unit has face value of
$1). The pricing equation (B21) of convertible debt implies that x=0.214985, and
1/x = 4.6515. Since there is one share of equity outstanding initially, there will be (1 + x
F) shares of equity outstanding if convertible debt holders convert. Given that
1 + xF = 3.14985, if convertible debt holders convert, there will be 3.14985 shares of
equity outstanding.

Prior to conversion, we assume that the following condition holds: X* < F+ 1/x < X*.
This condition implies that the highest possible total face value of convertible debt is equal
to the total face value of straight risky debt, which in this example is equal to
68.2524 > [ = 50. The corresponding conversion price is equal to 31.7476. Above this con-
version price, convertible debt is equivalent to straight risky debt. This restriction also
implies that the lowest possible value of F is 6.96, and the lowest possible value of the
conversion price is 3.03621, since, below these values, convertible debt is equivalent to
equity.

Convertible debt holders will convert to equity if and only if the cash flow per share of
equity after conversion is greater than the conversion price (1/x), which is 4.6515 here. If the
low cash flow (X*=10) is realized, the cash flow per share of equity is
10/3.14985 = 3.17476. Since 3.17476 is less than the conversion price 4.6515, convertible
debt holders do not convert. If the high cash flow (X* = 100) is realized, the cash flow per
share of equity is 100/3.14985 = 31.7476, and convertible debt holders convert.

In our example, if Fis less than X~ = 10 (i.e., the conversion price is less than 4.6515), the
undervaluation cost of issuing convertible debt will be higher than that of issuing risky
straight debt. If 10 < F < 68.2524, the undervaluation cost of issuing convertible debt will
be the same as that of issuing risky straight debt. However, if the firm sets F strictly above
ten (between 10 and 68.2524), it will also incur a positive financial distress cost. Thus, it is
optimal for the firm to set the face value of the convertible, F=10.

Appendix B: Proofs of Lemmas and Propositions

Proof of Lemma 1

If the equity is traded at a price of PEIE(’””y per share at time 1, when the firm issues equity, all
investors whose valuation higher than PEF* will be willing to buy. Denote 8 as the belief of
the marginal investor, whose valuation of the equity equals the market price PEIE‘””'”'. Because
potential outside investors have a total wealth of W, and they are uniformly distributed over
the interval with a length of 2d, each investor has a wealth of 2% Because the firm needs to

raise an amount / from investors in the interval [@, 0" + d], we have

»
[9 2%/ =1 (B1)
0
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The above equation means that the total wealth of those who buy the new issues equals the
amount the firm wants to raise, /. Solving for 6, we have

A 2dI
0=0"+d——. B2
+d-5 (B2)
The market price of new shares sold should be determined by the marginal investor’s

valuation of the shares, that is,

X" + (1 —0)X"]

PEEquiry — ,
1 1+ E

(B3)

where the left side is the market price of each share of equity and the right side is the marginal
investor’s valuation of each share of equity. Further, the amount raised by the firm is 7, which
means

PEFMY s Ey =1, (B4)

Solving for Equations (B3) and (B4) leads to

PE[™™ = 6XH + (1 - )Xt — 1, (BS)
and
1
E=r— - (B6)
OXH + (1 —0)XL — 1
The expected payoff to the firm’s current shareholders is
. I : .
EUEqut[y S I [Q/XH + (1 _ Q/)XL] (B7)
X1 + (1 —0)X"

Q.ED.

Proof of Lemma 2

Suppose the firm needs to issue F units of straight debt to raise the amount /. Because
potential outside investors have a total wealth of W, and they are uniformly distributed over
the interval with length of 2d, the marginal investor in the firm’s debt is also
0 =0"+ d( — %—,ﬂ), similar to the argument in the proof of lemma 1.

First, assume that X > 7> X’ that is, the debt is risky. The payoff to each unit of
straight debt is one in the good state and X—FL in the bad state, so the market price of each unit
of debt, which is determined by the marginal investor’s valuation of the debt, is given by

A ~ Xt
PDI:0><1+(1—9)7. (B8)
Since the firm has to sell F = +L- units of straight debt to raise an amount of 7, multiplying

PD
each side of (B8) by 55 yields:

T R
I=0——+(1-0)Xx" B9
o H(A=D) (B9)
Solving for PD;, we obtain:
o1
D =—"—, (B10)
I—(1—-6)Xt
or, equivalently,
I—(1—6)x"
F:%. (B11)
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The payoff to the equity holders of the firm is 0 in the bad state and (X — F) in the good
state, so the expected payoff to current shareholders of the firm is

I—(1—0)xt
EUP = ¢/ (XH _I=a-6x 5 %) ) (B12)

Now, assume that the firm can issue risk-free straight debt, that is, / < X. The payoff to
each unit of straight debt is one in every state, so the market price of each unit of risk-free debt is

PD =0+(1-0)=1. (B13)

The firm has to sell 7/PD; units of risk-free straight debt to raise an amount of 7. Thus,
F=1/PD, = I. The payoff to the equity holders of the firm is (X* — 1) in the bad state and
(X — 1) in the good state, so the expected payoff to current shareholders of the firm is

EURiskFreeDebt _ pf yeH | (1- 9/) Xt — . (B14)
Q.E.D.

Proof of Lemma 3

We impose the condition that not all investors prefer to convert to equity at time 2 if the bad

state with low cash flow (X%) is realized. Otherwise, there would be no difference between

convertible debt and equity. Thus, we have the following restriction on the conversion ratio
x and the price p:

XL

X
I +x

<1, (B15)

=~

which translates into the following no-conversion condition:*’

1 1
F=>>x—-. (B16)

P X
In addition, we impose the restriction that all convertible debt investors prefer to convert to
equity at time 2 if the good state with high cash flow (X*) is realized. Otherwise, there
would be no difference between convertible debt and straight debt. Thus, we have the

following restriction on the conversion ratio x and the price p:
1 1
F==-<Xx%_--. (B17)
P x

Combining these two conversion conditions, we obtain the following restriction:
I 1
X< 24> <X, (B18)
p X

First, consider the case in which there is no default of the convertible at time 2. Then the
following condition has to be satisfied:

F:fng. (B19)
14

Thus, in the case of risk-free convertible, the valuation of the marginal investor for the
convertible security at time 1 is given by

1+x1i

?

pé( ad )x”+(1é)x1. (B20)

This condition also guarantees that none of the convertible debt investors has the incentive to convert to

. . . . S . . .. Xt—(L-1
equity at time 2 if the cash flow is equal to X*, that is, it is equivalent to this condition: x# <1
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If we solve this equation for the conversion ratio x, we get

Y )

OXMp+ (1 —0)—pl
From (B21), it follows that x is increasing in p. If we substitute (B21) for x in (B17), (B17)
is satisfied as an equality if and only if p=1. Thus, in the case of risk-free convertible
debt, the conversion condition (B17) in the good state will be satisfied strictly as
an inequality if only if p > 1 (since (X —1/x) is increasing in p, and F=1I/p is
decreasing in p), or, equivalently, if and only if F = I/p < I. The expected payoff to the
firm’s current shareholders (from issuing risk-free convertible debt) based on the insider
belief 6/ is

(B21)

- » . 1 I
EURI.\'k[‘r(.’L’C{)n\'L’IIll)l(’ — 0/ ; XH + (1 — Qf) XL ——. (B22)
I+x7 p

If we plug in the value of x from (B21) in (B22), we obtain

- , g (0-0)
EUR!skFreeC onvertible _ Q/XH 4 (1 _ 9[)XL — I+ — (323)
0 Op
If 6 < ¢, it is optimal to set p as low as possible, that is, x = x. Given the no-default
condition in (B19) and the conversion condition (B17) in the good state of the world, the
lowest possible value of p, which we denote by p, can be determined as follows.

If the investment requirement / is small so that the firm is able to issue risk-free straight
debt (i.e., if I < X*), the conversion condition (B17) implies that the greatest lower bound
on the price p of the risk-free convertible is equal to 1, that is, the lowest possible value of p,
p, must be strictly greater than one as we showed earlier. In other words, the optimal total
face value F =1 of the risk-free convertible must be slightly less than /. The no-default
condition (B19) is not binding in this case, since F < I < X*.

On the other hand, if the investment requirement [ is large so that 7 > X%, it follows that
ﬁ > 1. From the no-default condition in (B19) (F = I/p < X*), which implies that the total
face value F of the risk-free convertible issue must be less than or equal to X, it also follows
that X—’, < p. Thus, the lowest possible value p of the convertible price p is ﬁ, and it is strictly
greater than one. Hence, the no-default condition (B19) implies that in this case, p is
optimally set equal to p = X—’L > 1. The conversion condition (B17) is not binding in this
case, since F=1/p=X' <L

If we plug in these lower bounds of p in (B21), we obtain the following optimal
conversion ratio in each case:

1
XA _1
T (B24)
_—a-bx et
XL[@XH+(179)XL71}

+e 1< X~

I
Il

where € is an arbitrarily small positive number.
Let’s first consider the case in which 7 > X”. Note that since the optimal conversion ratio
x = x from (B24) implies that p = p = X—’L in this case, it follows from (B23) that
skEreeComveriibie _ ; ,
EUR:.\kFIMC()ertlhlc — ?(GXH + (1 _ G)XL _ [) — EUDLbl. (B25)

Note that in this case, the total face value F of the risk-free convertible debt issue is
optimally set to £ = X”, that is, the firm’s cash flow at the bad state.
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In the other case in which 7 < X, we have p = p > 1. Therefore, it follows from (B23)
that

EURi.\'kFrceC(mvertible < Q,X” + (1 _ Gf)XL = EURi.\'kFreaDabt. (B26)

In both cases, the price p = p of the convertible debt as a function of x (by rearranging the
pricing equation (B20)) is given by

(1= 0) = X1+ x0X7 + /(1 =& = xI + xDXH) 4+ 4(1 = D)x1
: .

Thus, we showed that risk-free straight debt always dominates risk-free convertible debt, if
the marginal investor is more pessimistic than firm insiders. If the required investment / is
greater than X*, we also showed that risky straight debt generates the same expected payoff
to firm insiders as the risk-free convertible debt (F = X*), when the marginal investor is
more pessimistic than firm insiders.

If6 > ¢, it follows from (B23) that it is optimal to set p as high as possible, that is, x = X.
Given the no-conversion condition (in the low cash flow state) from (B16) and the value of
x as a function of p from (B21), the highest possible value of p should be less than
éx"+(1[é)xL

X

p= (B27)

(equivalently, F > ). If we plug in this upper bound of p in (B21), we

1x*t
OXH+(1—0) XL
obtain the following optimal conversion ratio:

OXH 4+ (1 — )Xt
XL(?)XH +(1—d)xt - 1)

= —e (B28)

. .. . oxH _0\xL
where € is a small positive number. Note that since we have p < W

(B23) that

, it follows from

X 4+ (1 — 0NHxt

EURiskFree('onvm‘tib/e < eleH + (1 _ Qf)XL Iy o -
0X" 4 (1 — 0)XL

= EUFm, (B29)
Thus, if the marginal investor is more optimistic than firm insiders, issuing equity only is
preferred to issuing risk-free convertible debt. The price p = p of the convertible debt as a
function of X (by rearranging the pricing equation (B20)) is given by

A XI+XOXHY +4(1 —O)x1

ﬁ:(l—@)—il-ﬁ-f@XH—i-\/(l—e 5 (B30)

Note that when 7 > X*, if we allow the convertible debt to default at time 2, when the bad

state is realized, we will have F = % > XL (i.e., p < I/X", see also (B24)). Thus, in the case of

risky convertible debt, the valuation of the marginal investor for the convertible security at
time 1 will be given by

~ xF ~
I=0—— X"+ (1 -0)Xxt
0<1+xF) + (1 —0)X*~,
B31
R . ., oyt (B31)
p=0 7 (X a=6,
14+ x- /v
P
which leads to
; I—(1—0)xt
;, -9 (B32)

I[éXH (1= )X — 1] '
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From (B32), it follows that F:ﬁ:%‘ Therefore, the possibility of

I-(1-0)X*
XL[OXH+(1-0)XE—1]
From (B32) and the conversion condition (B17) in the good state, it also follows that the

default (F > X*) in the bad state implies that x <

conversion ratio x must be higher than - Equivalently, the total face value of

b
OXH+(1-0)XL—T
the risky convertible debt issue must be strictly less than the total face value of the risky

straight debt issue, that is, F < 1_(1;9)""‘ (p > 17(1179@))4)' The expected payoff to the firm’s

current shareholders (from issuing risky convertible debt) based on the insider belief 6 is

_ {1 1
Convertible __ pf H _ H
EU =0 (1 +x;)x 6’<1+I;>X . (B33)

Plugging in the value of]—j from (B32) in (B33), we obtain:

o o /a R

EUCammuble _ 5 (QXH + (l _ Q)XL _ I) _ EUDehI’ (B34)
for any value of F € (X", Hl;ﬂ). Note that the firm’s expected payoff from issuing risky
convertible debt alone is equal to its expected payoff from issuing risky straight debt alone.
Together, (B34) and (B29) also imply that issuing equity alone dominates issuing risky
convertible as well, if the marginal investor is more optimistic than firm insiders. Q.E.D.

Proof of Proposition 1
From Equations (B7) and (B12), we obtain

) I . . : I—(1—0)xt
EUEt/mry _ EUDUI)I =(1-= _ [BIXH + (1 _ 0f)xL] _ 9/ X]] _ ( - 0) .
OXH 4 (1 — H)XL p)

The firm will prefer issuing equity alone to issuing straight debt alone if and only if
EUFauy — EUPebt > (0, which is equivalent to
OX7 + (1 —0)X- 1. OXH + (1 —0)X- — 1
L[a’x’u(l — X" >9’¥.

r . (B35)
OXH + (1 — O)XL o

If OX7 + (1- é)XL — I> 0, this condition is equivalent to 6/ > 0.

If 6/ > 0, we proved that issuing convertible debt alone is dominated by issuing straight
debt alone (see Equation (B25)). If ¢/ < é, we proved that issuing convertible debt alone is
dominated by issuing equity alone (see Equation (B29)). Therefore, issuing convertible debt
alone is never optimal. Q.E.D.

Proof of Proposition 2

First, suppose that the firm issues risk-free debt so that 0 < I, < X*. The valuation of the
entire equity of the firm to an agent with belief @ is then equal to 0X" + (1 — 9)X* — Ipp. The
firm needs to raise I =1/— Ip by issuing equity. The marginal equity investor O is
characterized by

"+d g
—d0 =1 =1—1
/Z; 2dd £ D,

E
or, equivalently,

) ’D)> _p4 2 (B36)

Op=1¢" +d< W W
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where 6 = 6" + d( —#). Investors in the range [0, 6] will purchase the risk-free debt,
which is worth 7, regardless of investor beliefs. The marginal equity investor values the
entire equity of the firm at OeX" +(1 —éE)XL — Ip. Suppose the firm needs to issue x
shares of new equity to raise / — Ip, then we have

X I—]D

THX DXt 4+ (1= bp)Xt — I

or, equivalently,
B -1
OpXH +(1—0p)XL — T

x (B37)

The expected payoff of firm insiders will be

OpXH +(1—0p)XE — 1
0pXH + (1 —0p)XE — Ip

EUS™ = 1 — Jlr X+ (10X — 1] = [0'X" + (1 —eHx" —1Ip).

(B33)
The objective of firm insiders is to choose the optimal amount of debt, I}, to be issued:
OpX? + (1 —0p)Xt — 1

X ry =
Ipel0,X*] QEXH+(1 749E)XL —1Ip
2dIp

w

X"+ (1 —eNHX* —Ip]

S.l‘.éE = é —+

We have the following F.O.C. to this maximization problem:

DEUCm X _2alpX +a(l — )y + XX + IX — (1 — a)IX

= . 0,
alp [X — (1 —a)lp)
_dX—(-ahf ~[X-(-a¥ X -1 -a_
(1 —alX — (1 —a)lp] '
Thus, the optimal amount of debt to be raised is
X —JadX — (1 —aX X -1 -
5 Jald = QXX -0 -1 59
a— as
where
H _ yvL
X=0x"4+1-0)x" X =0x"1+(1 —d)XL,a:M >0.

w

Note that if Ij, <0, we obtain the corner solution of issuing equity only. In particular,
issuing equity alone dominates issuing a combination of equity and risk-free debt if and
only of I}, <0 or, equivalently, if and only if

¥ o+ xXH% + 1 —ayix = 0. (B40)

If we rearrange this inequality, we obtain the following equivalent restriction in terms of

0: 6 > 6, where 0, is given by
—b] —4/ —b% - 4(1101
= (B41)

26!1 ’
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where
= (X" — Xy,
by = —((X" = X1 + X —2x1)),
a=0—-aIX - X*(I+ X — X*).

Note that if the firm issues risk-free debt, it holds that Ip < X; <[ by assumption.
Therefore, issuing risk-free debt alone to raise / is infeasible. Note also that when we solve
for the optimal amount of risk-free debt to be issued in the above problem, we also have to
consider the constraint that I}, < X*. When we plug in the unconstrained optimum 7% from
(B39) into this constraint, we obtain the following equivalent restriction in terms of

6:6 > 05, where 65 is given by
04 = — (B42)
where
= (X" = XLy,
by = (X7 — XHQ(1 + a)X* — X — 1),
e = (X2 + XLQaXxt — X — 1) — (1 — a)(a(XL)? — IX).

In other words, if o <6, Ehe solution to the above maximization problem is to set [}, = XL,

Further, the restriction 6 <64 is also equivalent to the restriction I > I,,, where the

investment threshold 7, is defined by:

4 (X1 — XY (W +2XE) + dW(W — 4(X*E + 0" (X — X1))) — w(w (0 — 0™) + VU)
4d(W + 2d(XH — XL)) ’

2a =

(B43)

where U= 160/(0" + d)d* (X" — XL)2 + WA O" +d— 6/)2. Note also that 6§=6"+
d(1 —2e).

Now we consider the case in which it is optimal for the firm to issue risky debt. Suppose
that the firm raises an amount [ = I — I, by issuing equity, and an amount 7, by issuing
risky debt so that 7 > X*. The face value of the debt F is then given by

Ip —(1—0)x*
polo=d=0X (B44)
0

The marginal equity investor is characterized by his belief 0p =0+ 2‘;{," Investors in the range
[9 6 £] will purchase the rlsky debt, and the price of this debt will be determlned by the marginal
debt investor with belief 8. The total market value of equity in this case is 6 [ X — F]. Suppose
the firm needs to issue x shares of new equity to raise / — Ip, then we have

R -1

AR kA (B43)
I+x 0[X7 — F

or, equivalently,

X=x I=1p ) (B46)
Op[X? — F] — (I - Ip)

Therefore, the expected payoff of firm insiders is equal to

Combi __ _ i H _
EUComb — (1 B — F))ef(x F). (B47)

306



A Theory of Capital Structure, Price Impact, and Long-Run Stock Returns

The firm has to choose the optimal split between debt and equity, that is,

Max (1 - =12 Vot — py
IpelX™.1) QE(XH —F)

.~ 2dI Ip—(1—0)Xt
s.t. GE:9+—DandF:¥.
w 0

(B48)

The solution to this maximization problem is

AT o §
:,/OW(9W+ dn - ow 49)

2d

Note that it is never true that /3, > I where [}, is given by (B49). Therefore, issuing risky debt
alone is always dominated by issuing a combination of equity and risky debt. Note also that an
interior optimal solution to this problem is obtained only if the constraint 75, > X does not
bind. Given (B49), this leads to the following necessary condition for the optimality of an interior
solution:

24P —[(0" + d)W + 4dX") + 2XT (0" + )W + dX*) > 0. (B50)

Equivalently,

@ + )W + 4dX" — V[0 + D)W + 4dXLP — 16dXL(0" + d)W + dXT)
4d

Thus, if 7 < I, it is optimal to set 5, = X* in the above maximization problem given in (B48).

Equivalently, the optimization problem given in (B48) will have an interior solution (7}, > X° Ly, if

and only if § < 65, where

I> Iy = . (B31)

26
oh=0"+ d( 1- %) (B52)

Whether it is optimal to issue risky or risk-free debt in combination with equity depends
on the comparison of the belief thresholds #5 and 9’2’. If 612’ < 64, it is optimal to issue risk-
free debt in combination with equity if 6; > 0> 05 and risky debt in combination with
equity if o < 9’2’. In particular, in this case, if 62 < 6 < 65, it is optimal to set Ip = X% and
issue risk-free debt in combination with equity. On the other hand, if 0’2’ > 64, it is optimal to
issue risk-free debt if 6, > 0 > 63 and risky debt if 0 < 05. However, if 65 < 0 < 93, the
optimality of issuing risky debt or risk-free debt in combination with equity depends on the
comparison of the value functions of the two maximization problems above. In fact, in this
case, the continuity of the value functions implies that there exists an indifference threshold
behef 05 € [65, 93) such that it is optimal to issue risk-free debt in combination with equity if
0 >0 > 05, and risky debt in combination with equity ifo < 5. The definition of 65 is then
as follows. If 64 < 64, we have 6, = 65 and otherwise 6, = 65.

b e b a
. ) if 6} < 64, B53)
65 if 65 > 65.

‘When the firm issues convertible debt, let us assume that the firm chooses the conversion
ratio optimally so that the face value of the convertible debt is F*. The price of the
convertible debt (both the equity component and the straight debt component) is
determined by the valuation of the marginal investor 6. Now assume that the firm issues
F* units of straight debt and issues equity to raise the remaining amount, / — PD; x F*. The
price of straight debt is determined by the valuation of the marginal investor 0, while the
2dx PV[!)/| x

price of equity is determined by the marginal investor O =0+ >0.
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Ifo < 6/, we showed in lemma 3 that F* can take any value in the interval [X%, ﬂ).
Without loss of generality, set F* = X%. Thus, PD; = 1. Then, we know from lemma 3 that
the expected payoff to the current shareholders from issuing convertible debt only is
equal to

. /. ~
EU(‘mz\'eruhle — %(GXH +(1— G)XL -0, (B54)

=" - x*) - %(1 —Xh). (B55)

If the firm issues a combination of risk free debt and equity, with the amount of debt issued
equal to Ip = X%, the expected payoff to the current shareholders (from proposition 2) is
given by

EUcombined _ (1 _ IA_ Xt )6/(XH _ XL), (B56)
OXH + (1 —0)XL — (1 — a)XL
=60/(xT - x*h) o (I — x%). (B57)

(6 +2d4%)
Thus, if 6 < ¢/, Eycombined -, pyjeonvertible Thyg the firm can sell the equity component at a
higher price to outside investors if it issues a debt-equity combination rather than
convertible debt only. If 6 > 6/, we know from lemma 3 that issuing equity alone dominates
issuing convertible debt alone. Moreover, in this case, it follows from proposition 2 that, if
0 <0, issuing a combination of debt and equity dominates issuing equity alone. Thus,
EUcombined > EU(rnnverlib[e lfé > 9/ as well.

Q.E.D.

Proof of Proposition 3

First, consider the case in which the firm issues a combination of two tranches of equity and
risk-free debt, so that 0 < I, < X* (equivalently, / — X* < Iz < I). For a given level of total
equity /g issued, the firm’s objective given in (9) is clearly equivalent to

max (1 - h Ir—h ) (B58)

X, —(U—1Ip) X, —(I—1Ip)

Differentiating this objective function with respect to /; and setting the result to zero, we
obtain the following first order condition:

N 2dIL (X7 — X1 B 1 N 1 —0
W(XE 4+ 6,(XT — XE) — (I — Ig))*  XE+ 01X —XB) — (I —1p) * XE+0p(XH —XD) —(I—1p)
(B59)
Solving this equation for 7;, we obtain
W(Xma — Ip) — VW Xna — Ip)W(Xyua — Ip) — 2dIg( X1 — XL
= (Xind = Ip) = VW (Xa — 1p) W (Xina — Ip) — 2d1E( ) (B60)

2d(X7 — XL ’

where X,y = (6" + d)X" 4 (1 — (0" + d))X". We also note that the second derivative of the
objective function w.r.t. 7; is strictly negative. It follows from (B60) that if 7, =0, so that the
firm issues two tranches of equity alone to finance the project, then the optimal breakpoint
of equity tranching is given by:

_ WA/md - \/WX)m[(Wde - 2dI(XH - XL))

i 2d(X" — XL

(B61)
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Note that from proposition 2, we know that if & > 6y, where 6 is given in (B41), then it is
optimal for the firm to issue untranched equity only rather than to issue a combination of
untranched equity and untranched risk-free debt. Since (B61) implies that 0 < I7 < 1, it
follows that issuing two tranches of equity alone dominates issuing untranched equity
alone. Thus, given that the ability to issue tranches of equity increases the firm insiders’
expected payoff from issuing equity for any level of the marginal outside investors’ belief, it
must also be the case that if @ > 6y, the firm will prefer to issue two tranches of equity alone
rather than to issue a combination of two tranches of equity and risk-free debt so that
I;. = I in this case.

To fully solve the firm’s problem when the firm issues a combination of two tranches of
equity and risk-free debt, we substitute I from (B60) into the objective function given in (9)
and obtain the following equivalent objective function:

QW
max | 1 —
I T —2dIp(XH — XL) + /T(T — 2dI(XH7 — XL))

)(ef'x” +(1 =X —(I—Ip),

(B62)

where 7= W(X* + (0" + d)(X" — XL) — (I — Ir))). Setting the derivative of this objective
function with respect to Iy to zero, we obtain its first-order condition, which is given by:

B 2W(O X" + (1 — 0)X" — I+ 21f)
T —2dIp(XH — XL) + /T(T — 2dI;(XH — XT))
+2WIE(9’X” + (1 —ONXE — T+ I) (W — 2d(X" — X*) + N)
(T— 2dIp(XH — XL) + J/T(T — 2dI (X7 — XL)))2

(B63)

=0,

where

W((W —2d(X" — X5))(XE + @0 + (X — X*) — (I = 1p)) + T — 2dIg(X" — X*))

N =
2/ T(T = 2dI(XH — XL))

(B64)

This FOC finally simplifies into a quartic equation (an equation of the fourth degree) in 7,
and the optimal solution [7; is equal to one of the real roots of this quartic equation.

Second, consider the case in which the firm issues a combination of two tranches of
equity and risky debt, so that I > X* (equivalently, 0 < I < I — X*). For a given level of
total equity I issued, the firm’s objective given in (10) is clearly equivalent to

1 Ip — 1
max (1 — —ET ), (B65)
h 01(XH —F)  0p(X7 —F)
where F = . Differentiating this objective function with respect to /; and setting
the result to zero, we obtain the following first-order condition:

I—Ip—(1-0)x"

2AW(WE" + d) — 2dD(WO" + d)(I; — 21y) + 2dP) o
(WO + d) — 2d1) (WO + d) — 2dI)(W(XE + (@ + d\(XH — XL) — (I — ) — 2dI(XH — XL))
(B66)

Solving this equation for 7;, we obtain

_We"+d) - VWO + (WO + d) — 21)

i 2d

(B67)
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We also note that, in this case, the second derivative of the objective function w.r.t. [} is
strictly negative. Next, we substitute /; from (B67) into the objective function in (10) and
obtain the following equivalent objective function:

: W oI—Xt—1Ip 2dI(I — Xt — I)
“}?XG/(XH*XHU* 7 rd *(em+d)(W(em+d)—2d1)>
B68
L 2WIg N VWO + WO + d) — 2dIE) (B68)
WO + V(O + d) — 2dI) dO" + d) '

Setting the derivative of this objective function with respect to /x to zero, we obtain the
following FOC:

1 we" we" —2dI,
o R G G /) WSS
w(e" + dy — 2d1 (W(O" + d) — 2dIE)
Solving this FOC for I, the optimal amount of total equity issued is given by:
W(O" + d) — \| W(0" + d(W(0" + d) — 2dI)’
I, = \/ . (B70)

E 2d

Thus, issuing a combination of two tranches of equity and untranched risky debt is optimal
if and only if It < I — X*, where I} is given by (B70). This condition is equivalent to 7 > Iz,q,

where the investment threshold 7, is defined by the following indifference equation in I:

(0" + )W —2d(I — X*))> — (0" + d)W(@" + d)W — 2dI)* = 0. (B71)

The threshold If,q is equal to the smallest real root of this cubic equation in 7, and the
threshold belief ¢!, is defined by

0 =0"+d|1 2Ly, B72
e — + ( - W) ( )

Thus, if 6 < o, (I> I:,q), the firm will find it optimal to issue two tranches of equity in
combination with untranched risky debt rather than to issue two tranches of equity in
combination with untranched risk-free debt. On the other hand, ifo > ¢, it is optimal for
the firm to issue a combination of two tranches of equity and untranched risk-free debt.

From (B60) and (B67), it clearly follows that for any Iy =1—1Ip, it holds that
0 < It < Ig. Therefore, issuing a combination of two tranches of equity and untranched
debt yields a higher expected payoff to firm insiders than issuing a combination of
untranched equity and untranched debt. Q.E.D.

Proof of Proposition 4

First, consider the case in which the firm issues a combination of equity and risk-free debt,
so that 0 < Ip < X* or, equivalently, 7 — X* < Iz < I. Then, the face value of the debt is
equal to Ip = I — I. The total value of equity is then

0eX™T + (1 = 0p)X" — (I Ip).

Firm insiders will choose the optimal level of Iz to maximize their expected payoff from
issuing a combination of equity and risk-free debt:
Ig

. _ H — L _(]—
IEE?;%.”O éEXH+(1éE)XL<115)>(9/X +( =X —(I—1p), (BT3)
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where 05 = 6" + d(1 —2). We first assume that the constraint /; € [/ — X*, 1] is satisfied.
After differentiating the objective function with respect to Iz and setting it to zero, we
obtain the following unconstrained optimum:

[ —2dW((O0" + d)( X — XT) 4+ Xt — ) 4+ V2AB
£= 2d(W — 2d(XT — XL)) '

(B74)

where
A =dW (X" + (0" + d)(X" — X)) — 1),
B=2d(X" + 60/ (X" — X') — 1) + W(9" +d - 0).
It is straightforward to verify that the second derivative of the objective function in (B73)
w.r.t. I is negative. Substituting 7}, from (B74) into (B73), we obtain the value function
e 2P (X — X)W+ 2(XE + /(X7 — XE) — 1) + 0 — 2/2(X7 — XL)\/ﬁ’
ree (W = 2d(X" — X1))?

(B75)

where

P =dWA(XE + (0" + d)(XT — XE) — D(dW +2XE +0/(XT — X1 — D)+ W — o)),
0 = dw(X! — xHy(W — 20" — 0")(X" — X1y + WA(XE +0m(x! — X1y — D).

Next, we analyze the conditions under which the firm prefers issuing equity alone to
issuing a combination of equity and risk-free debt. This will be the case if I}, > 1. This
translates into the following equivalent condition for I:

. W(WO" +d—0)+4d(XE + (0" + (X7 — X1)) — V/C)

I=h 440V + 2d(X7T — X)) : (B76)
where
C = 1642 (X" + 0/ (X" — X)) (X" + @ + (X = X1)) + W2 (0" +d— ).
Thus, if 6 > 6}, where
o =" + d(l - 271!/1> (B77)

the firm will find it optimal to issue equity alone rather than to issue a combination of
equity and risk-free debt.

Another threshold of interest relates to the case in which I}, <7 — X’ L 1In this case, the
firm maxes out its capacity to issue risk-free debt in combination with equity. This
translates into the following equivalent condition for I:

4P (XM — XEY(W + 2XT) + dW(W — 4(X* + 0" (XH — X1Y))) — w(w(0' — ") + VU)
4d(W + 2d(XT — X)) ’
(B78)

where U = 160/(0” + d)d* (X" — XL)2 + W(O" +d— 9’)2. Thus, if 7> I or, equivalently,
if 6 <0, where

1> [iln —

n__ ogn 72]'1”
o =¢" +d<l W>, (B79)

it is optimal to set Ir = I — X in the above constrained optimization problem given in
(B73). However, since I}, < I — X' Lif g < 61", this implies that, in this case, the firm would
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have issued less equity than (I — X*), if it had not faced the constraint Iy > (I — X%).
Substituting Iz = (I — X*) inEo the objective function (B73), we thus obtain the following
value function when 7 > I{" (6 < 6/") for the above optimization problem in (B73):

mcomer (vt i W — X1 )
e = 9/<X W T ay—2da— xh)) (B80)

Now, we consider the case in which the firm issues a combination of equity and two
tranches of debt. This is possible if and only if Ip = I — Iz > X" or, equivalently, if and only
if I < I— X*. As we mentioned in the main body of the paper, firm insiders will solve the
maximization problem given in (15). If Ip — X" < I, < Ip, the second tranche (worth
L, = Ip — I) will be completely risk-free and the total face value of debt will be given by

L-a —éo(gﬂ —Up—1)

F=F +F=
01

(Ip — 1), (B81)

5 gm -t g C this case. 2 — 24W(Ip—X") :
where 0, _Q .+d 1 i . Since, in this case, o = 2ot IO T > 0, it
follows that it is never optimal to set I; > I, — X’ for any level of I, where it is feasible to
issue two tranches of debt in combination with equity. Thus, the firm optimally sets /]
=1Ip—Xt=(U—1Ig)— X" and I5 = X" in this case. Then, the face values of the debt

tranches are determined according to (13) so that

_U=1Ip—-Xxt
= G )

Fi F =Xt

where 6, = 6" + d(l - %) The firm insiders then solve the following problem:
IE I(yH
max l———)o/(X" = F), (B82)
Igel0,1-XE) Op(XH — F)

where F = (FIEJ + X After differentiating the objective function with respect to /5 and
1

setting it to zero, we obtain the following FOC:

. 1 2dl g 1 )
o'W _ _ =0, BS3
(W(e”1 +d)=2d(I—XV) (WO +d) —2dIg)> WO+ d)—2dlg (B33)

from which we obtain the optimum solution as

QWO + d) — \[(=2W (0" + d))* — 8dW(O" + d)(I — XT)
I = \/ 2 . (B84)

The second derivative of the objective function w.r.t. I is equal to

AW +d)
(W(O" + d) - 2dIp))*

Substituting 7}, from (B84) into the objective function in (B82), we obtain the following
value function:

e W W2 + d) B
debr = 9/<X Y4y Ay WO + dy(W(O" + d) — 2d(I — X"))) .
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Subtracting Ji1,“"" in (B80) from Jj,,, we obtain:

y o/ W( WO + d) — d(I — XY — /IO + d(W(O + d) — 2d( — XL)))

debt — Y free - d( W(Gm 4 d) _ 2(1’(]— XL)) >

(B86)

Therefore, it follows that if 0 < 6" (I = I7"), the firm finds it optimal to issue a combination
of equity and two tranches of debt (where one of the debt tranches is completely risk free)
rather than to issue a combination of equity and risk-free debt. Further, another threshold
belief 65, at which the firm is indifferent between these two choices of security issuance, is
defined by solving for that level of 7 = I, which satisfies the indifference equation

ens(12) = T3,

free

(). (B87)
From this indifference equation, it follows that

0 =0+ d<1 - %) (B88)

Further, given that J%, (') — Ji%, " (I') > 0 and from the above derivations of /} and
¢ in (B78) and (B79), respectively, it also follows that I} < I{" and 65 > 67"

Next, we analyze the case in which it is optimal to issue equity in combination with two
risky tranches of debt so that the firm prefers to set 7;, the value of the riskier debt tranche,
strictly less than Ip — X In this case, [, = Ip — I} > X" so that the safer debt tranche is

also risky. The firm insiders’ problem is given by

I
max | ———
Iy Ipe[0.1—XL) O (X" — F)

)e)v/’(XH —F). (B89)

where 0 < I} < Iy — X, and the face values of debt tranches are given by (14) so that

L (I—1Ip)—1 — (1 —6)X*"
FeFp =l U2 =h =1 =0X (B90)
2 0
where §; = 0" +d(1 — 2“5—1;") . From the objective function in (B89), it follows that for any
Ir € [0, 1 — X*), the firm must choose the optimal level of /; to minimize the total face value
F given in (B90), subject to the constraint 0 <1I; <Ip— X" or, equivalently,

L = Ip — I} > X" Differentiating F in (B90) w.r.t. I;, and setting % =0, we obtain

—(4d(I — Ip) = 2W(0" + d)) — \/ (@d(I — Ip) = 2W(0" + d))* — 8dIp(W(O" + d) — 2d(I — Ip))
1= d s

(B91)

_ (@ +dWw—2dD + @+ )W =2dD(O0" + d)W — 2d(I — Ip)))

L=1Ip—1I;
2 D 1 2d

(B92)

Substituting 7 from (B91) in (B90), we obtain

PXEW —20) — dW(W =21 + (1 — 0" X" + W(—&’” W+ (@ + AW = 2d1(@ + d)WV — 2d1,;))
F= d(@ + d)W — 2dI)

(B93)
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Substituting F from (B93) into the objective function in (B89), and setting its derivative with
respect to I to zero, we obtain

we" — WO + d (W(e" —-2d
- @ +d)— /W ;d)(( +d)—2a0) 504

I WO + dy (WO —2dD)—(W(O™ + d) — 2dI
%:[_I}ZEJ @+ dy (1 +d)d W@ E D20

(3]

Substituting 7}, from (B95) in (B92), the size of the safer risky debt tranche is given by

W £ e + d) - 2417 (W™ + d) — 2d1)

I
2 2d

(B96)
Issuing a combination of equity and two risky debt tranches is optimal if and only if
I5 > X" This condition is equivalent to / > I, where the investment threshold 7} is defined
by the following indifference equation in /:

(0" + W —2d(I — X))? — (0" + WO + AW — 2dI)* = 0. (B97)

The threshold 7} is equal to the smallest real root of this cubic equation in /, and the
threshold belief 04 is defined by

1
0y =0"+ d<l - 2—;) (B98)
Thus, if § < 0% (I > I4), the firm will find it optimal to issue equity in combination with two
risky debt tranches rather than to issue equity in combination with two debt tranches, where
one tranche is completely risk-free. On the other hand, if 65 < 0 < 05, it is optimal for the
firm to issue a combination of equity and two tranches of debt, where one of the tranches is
completely risk free. Note that in all the above cases, I}; > 0, so that issuing debt alone is
never optimal. Further, one should also note that in the above cases in which it is feasible to
issue two tranches of debt, that is, when Ip > X, the optimal solutions implied that I; >0
and I5 = Ip — I} > X*, so that issuing two tranches of debt dominates issuing untranched
risky debt. Q.E.D.

Proof of Proposition 5

When outsiders’ average belief is optimistic, and dispersion is high, so that ¢ < 2), we
have shown in the proof of lemma 3 that EComertible < x/_ /X = pEquity,
Therefore, equity will dominate convertible debt. We have already shown that equity
dominates debt in proposition 1. Hence, it is optimal for the firm to issue equity in this
case.

When ¢/ > @ the choice is between convertible debt and straight debt, and which one
of these is optimal depends on the required investment financing /. If the firm can issue
risk-free straight debt, the costs of financial distress will be zero for both securities.
Lemma 3 shows that risk-free convertible debt will be more undervalued than risk-free
straight debt. Therefore, the firm will choose to issue risk-free straight debt alone to
minimize the undervaluation cost. If the firm’s straight debt issue has to be risky since
I> X%, we know from lemma 3 that the undervaluation of the risky straight debt is the
same as the undervaluation of the risk-free convertible debt with total face value F = X*.
Since the firm can minimize the cost of financial distress to zero by setting F = X, it will
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optimally choose to issue risk-free convertible debt with face value F = X* rather than
risky straight debt. Q.E.D.

Proof of Proposition 6

The proof of part 1 is similar to that of proposition 2. One difference relates to the issue
cost C*. Note that the firm now has to incur the issue cost €’ for each tranche of security
when it issues a combination of debt and equity. Since C’ is nonzero, the belief threshold
01, above which the firm finds it optimal to issue equity alone rather than a
combination of risk-free debt and equity will be higher compared to the value of 6; in
proposition 2.

The proof of part 2 is as follows. If the outsiders’ average belief about future cash flows is
not too high, and the dispersion in outsider beliefs is not too large so that 0 < 01 (ie.,

-+ Xf)AA’—F (1 —a)IX < 0, and issue cost C' is not too high), it is not optimal for the
firm to issue equity alone because equity will be too much undervalued by outsiders. In this
case, the choice is between issuing an equity-debt combination and issuing debt alone.

First, regardless of the issue cost, the firm has to determine whether it is preferable to
issue a combination of risk-free debt and equity or a combination of risky debt and equity.
From proposition 2, we know that there exists a threshold belief level 6, below which the
firm finds it optimal to issue a combination of risky debt and equity, since selling a
combination of a large amount of equity and risk-free debt involves high undervaluation
costs as the marginal investor becomes less optimistic. But now in the full-fledged model,
selling risky debt will also be costly, since the firm expects a positive cost of financial distress
C? in the case of a default when the low state cash flow X~ < I is realized. Therefore, the
belief threshold below which the firm finds it optimal to issue a combination of risky debt
and equity decreases from 6, to 6.

Second, once the firm insiders determine which combination of debt and equity is most
preferable, they compare it to issuing debt only. We have proved in proposition 2 that
issuing a combination of debt and equity dominates issuing debt alone without issue costs.
However, with positive issue cost €7, the firm faces a trade-off. It is optimal for the firm to

. L . . . . —I. A
issue a combination of equity and debt, if the issue cost is low (C! < C,if 6y <60 < 6y, and

Cl < Z‘; if § < 053). Otherwise, the firm will choose to issue straight debt alone when the
issue cost is too high, since the additional issue cost associated with the equity-debt
combination will outweigh its benefits. Q.E.D.

Proof of Proposition 7

The proof is very similar to the proof of part 2 of proposition 6. The firm faces a choice
between issuing a combination of debt and equity and issuing convertible debt if and only if
the outsiders’ average belief about future cash flows is not too high, and the dispersion in
outsider beliefs is not too large so that 0 < 015 (i.e., X - I+ Xf')AA’—t- (1 —a)IX <0, and
issue cost C' is not too high). In the absence of issue costs and costs of financial distress, we
showed in proposition 2 that a combination of equity and straight debt will lead to a higher
market valuation of the firm’s security issue than convertible debt alone. This is because the
firm can sell equity and debt to different groups of investors while the firm is forced to sell
the convertible debt to the same group of investors. However, issuing equity-debt
combination instead of convertible debt leads to additional issue costs. The firm will choose
the optimal security based on this trade-off. As in the proof of proposition 6, we first
determine whether it is preferable to issue a combination of risk-free debt and equity or a
combination of risky debt and equity (when the issue costs are zero) based on the trade-off
between selling undervalued equity and costs of financial distress C®. Then, the firm
compares the preferred debt-equity combination to issuing convertible debt alone. The ﬁrm
will choose a comblnatlon of debt and equity, if the issue cost C' is low (C! < Cz if
6 < 6 < 015, and C! < C4 ifo < 0p). Otherwise, the firm will choose to issue convertible
debt. Q.E.D.

315



Review of Corporate Finance Studies | v4 n 2 2015

Proof of Proposition 8

The marginal investor’s belief on the firm value is 6” + d at time 0. Investors anticipate that
the firm will issue £, shares of new equity at time 1 to raise the amount /. The price of stock
before issuance of equity is therefore

PEg‘dll[ly _ [(em 4 d)XH 4 (1 —_gn— d)XL], (B99)

1+E1

I
=l - ][" 41— —dX". B100
( 9X”+(1—9)X1<>[( +d)X" +( d)X™] ( )

After the issuance of equity, the total number of shares outstanding is 1+ Ej, and the
marginal investor is now 6 and the equity price per share is

PEF — H;E[@XH +(1 =X =0x"+(1-0)x" —1. (B101)
1

Therefore, the stock price will go down immediately after more shares come to the market.
The price impact is

APEEquity _ PEquf/}’ _ PEgW"’y =—(1—= 1 ~ 2_6”(XH — XL) < 0. (B102)
OXH +(1-0)XL] W
If the firm issues debt, the face value of the debt is F = %é)xl and the equity price will be
—(1 = p) L

PE(I))ebI — PE?ebt — (9m +d)(XH _ 1 ( é G)X ) (B103)

at both times 0 and 1. Therefore, the price impact of debt issuance is zero.

Note that
; 1 2d1

APEF®| = |1 — = (X7 - Xh. B104
| | ( [Gm + d(l _ %)](X” _ XL) + XL> W( ) ( )

Since we have assumed that 1 — 2. > 0, both <1 -

I oo 2dI(yH _ yL
: ) 9”’+¢1(1—%](X”—XL)+XL) and 557 (X7 — X7)
increase in d, we therefore have

9 APEEquiry
Q >0

5 : (B105)

which means the price impact of equity increases with the dispersion in outsiders’ beliefs.
Q.E.D.

Proof of Proposition 9
We showed in the proof of proposition 8 that the stock price at issuance is

COXT 4 (1 - f)x"

PET™Y . , (B106)
1+
DX+ (1-0)X—1
where 6 = 6" + d(1 — 2). The expected stock price at time 2 is
] 02X (1 —6,)XE
E[PEfY | = 2o i + 18X (B107)

OXH+(1-B)XL—1
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where 0, = 6" + d(1 — 8)(1 —#). The expected long-run stock return is therefore

E[PES™ ] — pEfM™ —sd(1 = )X — Xt

LREquiry — _ — - — B108
PEFa OX" + (1 — 0)X- (B108)
Q.E.D.
Proof of Proposition 10
Partially differentiating LR™"™ from (B108), we obtain
LREaiy  —d(1 — 2 (X" — X
9 = A( i0)( x ) <0, (B109)
98 OXH + (1 — 0)XL
LREquity 27 mXII 1—0" XL
3[7:_3(1 ——)(X”—XL)M (B110)
od w OX" 4+ (1 —0)X)
Q.E.D.
Proof of Proposition 11
The equity price at the time of straight debt issue (time 1) is
I—(1-0)x"
PE]Deht:(0m +d)<X”— ( é 9) )7 (Blll)
and the expected equity price at time 2 is
1—(1—0)x*
E[PEY"] = (0" +d(1 - 5))(){” - %) (B112)

The expected long-run stock return subsequent to the straight debt issue is therefore

E[PER] — PEP*"  —5d -
PEDeb! 0" +d

LRP" = 0. (B113)

For convertible debt, at the time of convertible debt issue (time 1), we have

; 1
P EC onvertible — (o™ XH B114
! @ DY (BI14)
and the expected equity price at time 2 is

1
1+ xF

E[PEzCum*(’rfibk’] =@ +d1 —5) XA (B115)

The expected long-run stock return subsequent to the convertible debt issue is therefore

E[PEg'onverribk'] _ PE?O""""”H" —&d

Convertible __ —
LR - PElConv@/‘Hbl@ T om +d <0. (Bl 16)
L OLRPY g i QLRP s
Note that *5— = 575 < 0 and *=5— = Tt < 0. Q.E.D.
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Proof of Proposition 12
We assume that d is uniformly Adistributed in the interval [0, 1 —6"]. The firm will issue
equity at time 1 only when ' < 6, that is, when d > ¢=¢" Therefore, the expected long-run

=
stock return of equity issuance is

27
o g 78x<1 7V7V>(XH - Xxb i
LR = ﬁ L — ~ —dx,

Co0 OXM +(1—f)XE o —o"

1—0" —
=W : 21
H L 1-0" w

—S(XH — x - X

( ) [ X d.

= . 21 Jo—o 21
1—9/—(1—9”’)W X”’+<1—W)(XH7XL)X

1—gm

X'”ln(X’” + (1 7%;) (xt — XL)X)

oo W) | ) : ,
/ " 3 2I\"
10— (1—7V)(X”—X’> (1_7V) (o — iy g
A
w
u 21 yn
o | - 1 X’+(1—7V)(X”—XL)(1—9)
— n

- _2 _ /_2 _gm H _ yL m 21 H ]9)79”
(1 W) (1 -2 e"))(X Xt x+(177y)(x =

w
(B117)
The expected long-run stock return following debt issues are
o o o —o"
<1 21) —< 7 LU L
_ T _ _
——Debt_ w W) = W/ o gy com W,
LR = o -/0‘ 7 = T 8[x — 6" In(6" 4 )], ,
(=)
~ T f _ pgm _m
- Ws| L= |14 2= (B118)

Note that ZR“™ < TR”" if and only if the following parameter condition is satisfied:

21
1 _
1 0 <1 W) o — o
1+ -

57~ 1+ oo In ( 2[)
1 —— g1 —==
w 4
.y 0. (B119)
m _ = H _ L —_agn
- X +(1 W)(X XEY(1 - 07
n >

21 21 " 21 o —om
(1 771/)(1 79/771/(1 -0 ))(XHJ(L) X +(1 7W>(X"7XL) 1
w

Q.ED.
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