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Abstract

We survey institutional investors about their rivlecapital structure decisions and views on
capital structure theories. Over 82% of investoeiebe they influence corporate capital
structure decisions, especially for smaller, younged more financially constrained firms.
Unlike corporate managers, investors consider ageosts of free cash flow important drivers
of capital structure. Investors’ responses als@sripecking order and market timing theory.
Most investors find financial constraints importantth components of the Kaplan—Zingales
and Whited—Wu indexes dominating other proxies. fdutings suggest a first-order impact
of investor preferences on securities issuancealasin choices.
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. Introduction

Despite many years of research, the finance liezadoes not agree on whether there is
an optimal capital structure or on the related tjoesof how companies choose between
different securities. Traditionally, most of theetnies have focused on the corporate demand
for capital. These rationales, which include staticle-off (Kraus and Litzenberger (1983)),
pecking order (Donaldson (1961), Myers and MajL#g4)), and market timing theories (Stein
(1996), Baker and Wurgler (2002)) all reason frdm point of view of companies trying to
attract capital. Similarly, most empirical studiesd to focus on the corporate side, without
finding conclusive evidence.

A number of studies argue that corporate finan¢®rm& can also be influenced through
investor (supply) rather than corporate (demandhokls (Faulkender and Petersen (2006),
Leary (2009), Lemmon and Roberts (2010)). Thesdiesutypically use proxy variables
derived from financial statements or market datecapture capital supply and investor
preferences.

Our study takes a different approach. We direcsly iastitutional investors about their
potential influence and views on corporate cagitraicture decisions, through survey analysis.
We focus on Australian institutional investors nd@r to achieve a sufficiently high response
rate and generate more detailed answers to the quuestions in our survey. We argue that

capital structure in Australia is representativethat in other developed countrieShe only

! For example, some studies confirm pecking ordeoin(Shyam-Sunder and Myers (1999), Hovakimiare©Qp
and Titman (2001), Dong, Loncarski, Ter Horst, &edd (2012)), while some reject it (Frank and Gaf2103),
Leary and Roberts (2005), Fama and French (2088))some find mixed evidence (Graham and HarveQ1(20
De Jong and Verwijmeren (2010)). Similarly, somedis find strong evidence that managers try te tihe
market (Graham and Harvey (2001), Baker and Wur@e®@2), Brounen, de Jong, and Koedijk (2004), 600
Gomes and Philips (2012), Dong et al. (2012)), vhthers find very little evidence of market timi@gng, Kim,
and Stulz (1996), DeAngelo, DeAngelo, and StulZ®).

2 In our paper, capital structure decisions inclddeisions on what debt ratio to maintain, whichusiég types
to issue, and how to design these securities. \téa oéfer to ‘institutional investors’ as ‘invessofor brevity.

3 De Jong, Kabir, and Nguyen (2008) find that thelime leverage of Australian companies (0.116) ihiefsame
order of magnitude as that of U.S. companies (Q.1E&n, Titman, and Twite (2012) present similauits for
debt maturity. Australia has a well-developed fitiahreporting system, of the same level of quadiycountries
such as Canada, France, Germany, and the Unitegti&iin (Degeorge, Ding, Jeanjean, and Stolowy (2013))
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relevant difference pertains to Australia’s tax utgiion system. Under this system, domestic
corporate taxes paid are distributed to taxablédees shareholders as a tax credit with
dividend payment$In total, 275 individual investors responded to survey, corresponding
to an overall response rate of 16.1%.

In the first set of questions, we examine investpesceptions of their impact on capital
structure decisions. We find that more than 82%hefrespondents believe they play a strong
role in the capital structure decisions of the canies in which they invest or are
contemplating investing. On average, they estirttaetheir influence on capital structure is
approximately equal in magnitude to that of firndanacroeconomic characteristics. In terms
of channels of influence, approximately one-thifdtlee investors only talk directly with
corporate management (31%), while approximatelyfdtieof the investors (19%) only talk
with the investment bank and not with the compakpproximately half of the investors use
both mechanisms of influence (47%). In an open tiueswe ask investors which companies
they believe are most susceptible to investor erfae with regard to capital structure decisions.
Their answers suggest that smaller, younger, axashfiially constrained firms are more likely
to experience an investor impact. In addition wsthfirm characteristics, investors highlight
the nature of their relation with the firm as wadlmarket conditions as drivers of the magnitude
of their role in firm capital structure decisions.

The second set of survey questions is intendeddmme investors’ level of agreement
with the most important capital structure theori€sapital structure is an important
consideration for investors. On a scale from owaital structure is not at all important”) to
five (“capital structure is extremely important8quity, straight bond, and convertible bond

investors give the respective scores of 3.94, 4p6,4.20. We systematically compare our

4 pattenden (2006) argues that this imputation systiéectively treats dividends the same as intededtictions
from the corporate tax perspective, thereby elitigethe tax benefit of debt.



results with those obtained from Graham and Has/gZ001) seminal survey analysis
questioning corporate chief financial officers (Gf@n capital structure theories. Our key
findings are as follows. Static trade-off factore @eemed important by investors, but in
different ways than for corporate managers (GrahathHarvey (2001)). More specifically,

investors do not consider tax advantages of cotpalabt to be important, consistent with the
characteristics of Australia’s tax imputation systeHowever, investors strongly support
agency conflicts between managers and sharehadeatsvers of corporate capital structure,
while corporate managers do not believe agencyedrisapital structure explanations to be
important (Graham and Harvey (2001)). Consisterth voiecking order theory, a sizable
proportion of investors expect to revise their fraluations downward or sell stock in reaction
to equity offerings. This result holds especiaflyhiere are signals of equity overvaluation,
resulting in higher equity-related adverse selectiosts. The latter finding contrasts with the
results of Graham and Harvey (2001), who do nad #vidence for an adverse selection
explanation for corporate pecking order behavianalfy, consistent with these authors, we
find strong evidence that market timing and eqditution concerns drive capital structure
decisions.

We also asked respondents about their perceptioisamcial constraints. Overall, they
consider these constraints relevant for investnetisions. When looking at individual
measures of financial constraints, it becomes dlerinvestors perceive the components of
the Kaplan—Zingales (KZ) (1997) and Whited—Wu (W{2)06) index components as more
important than age and size, which are the compgerainthe Hadlock—Pierce (HP) (2010)
index.

Overall, our results suggest that institutionaleistors are first-order drivers of capital
structure, with the strength of their influence eleging on a range of firm, investment, and

market characteristics.



Our study is, to our knowledge, the first survelgsis to examine capital structure
decisions through the eyes of institutional invest®elated to our work, a number of recent
studies examine the impact of institutional investon corporate finance policies and
outcomesBrav, Jiang, Partnoy, and Thomas (2008) examinartpact of hedge fund activism
on firms’ governance and performance, while Apgarmley, and Keim (2016) and Schmidt
and Fahlenbrach (2017) focus on the role of passuestors. Chemmanur, He, and Hu (2009)
document the role of institutional investors insmeed equity offerings, and Ivashina and Sun
(2011) focus on their impact on loan costs. Themgeps all use quantitative methods on
archival data. Most relevant to our stué§cCahery, Sautner, and Starks (2016) conduct a
survey on the views of 143 institutional investorscorporate governance issues. Consistent
with our results, they find evidence of strong ratgions between corporate managers and
investors, with 63% of respondents stating that tieve recently engaged in direct discussions
with management. We complement their work by faogison investors’ role in capital
structure decisions, which are not covered in theivey questions. Also related to our study,
Gompers, Kaplan, anukharlyamov (2016) survey 79 private equity firrabout their
valuation, value creation, governance, and capitialcture practices. Consistent with our
findings, the private equity firms in their studypport pecking order and market timing theory.
Unlike their survey, our survey respondents inclade@ide range of investors from mutual
funds, superannuation funds, and hedge funds, anfdeus on capital structure in particular,
rather than on a wide range of corporate finaneetymes.

The remainder of this paper is structured as fdllowhe next section describes the
methodology. Section Il outlines the findings retjag investors’ stated role in corporate
capital structure decisions. Section IV descrildes $urvey evidence regarding investors’

support for the three main capital structure therSection V provides the results on investors’



views on the importance of financial constraintd an relevant measures for such constraints.

Section VI summarizes the main findings and outlioer study’s limitations and implications.

II. Survey Design and Respondent Characteristics

Based on a review of the capital structure andrggdasuance literature, we developed a
draft survey covering questions on the most salapits in this literature. These topics include
capital structure theories, theories on seasoneitlyeand bond offerings, the importance and
measurement of financial constraints, and the viefwavestors on their own involvement in
capital structure decisions. We then circulated tthiaft for feedback among a group of
academics with expertise on capital structure rebeaAfter incorporating their detailed
feedback, we beta-tested the survey among a nuaildend managers whom we asked to
complete the draft questionnaire in our presenckeveimo commented on the questions. We
incorporated their feedback in the final versionha questionnaire. Based on the beta-testing,
we estimated that it would take ten minutes, orraye to complete the survey. The final
survey consists of 26 questions, including an ogeestion with three subquestions. The
Appendix of this paper provides the full questionaa

We decided to focus our research on the populatickustralian institutional investors.
The main reason for this choice is the followindpt&@ning a sufficiently high response rate is
critical for survey analyses and often very harcathieve (Dillman, Smyth, and Christian
(2014)). Since three of the authors of this papeaéiliated with a highly reputable Australian
university, we hoped that our geographical proxymiith the respondents, as well as the
reputation of our university, might increase ineest willingness to answer the survey. We
also hoped that the investors would be more willmgpend further time answering open
guestions for a survey affiliated with a local, lWalown university, one that some of them

might even have attended.



We started the search for potential respondentiolanloading the names of Australian-
based mutual funds and superannuation funds frormikigstar Direct. We then used the
LinkedIn business account of the lead researchieotoup fund managers within these funds.
In the next step, we sent an invitation to the forahagers to connect on LinkedIn. Successful
connections provided us with the e-mail addresdethe potential respondents. Our data
obtained from Morningstar do not cover hedge furlds. that reason, we also sent out
invitations to connect to other institutional int@s, including hedge fund investors, that we
identified from LinkedIn’s suggestions based onrdgment investor connections that we made.
In the final stage, we sent the connected investolgvitation to complete the questionnaire,
with a link to it in the e-mail. We made the Linkeadonnections throughout October 2017 and
sent out the survey invitations in November 20%/total, we sent out 1,712 invitations to
managers with whom we connected on LinkedIn. THeg&2 managers represent over 500
distinct financial institutions, according to théinkedIn profiles. We sent reminders to all
LinkedIn connections on December 6, 2017. We ctdktall responses received by January
15, 2018. In some cases, the respondents did ngilete the survey. In that case, the link was
left open for a week to allow the respondent tealoAfter a week, the incomplete survey data
were added to the database. As an incentive, weniefd potential participants that they could
be included in a draw for two cash prizes of 500DA¢hAch, which they could either receive or
donate. We also promised participants an advanaas of the results before they were
published. Investors were assured anonymity, tbezefve cannot connect individual
responses with investor identities.

We received 275 questionnaires, 154 of which werepteted. Complete and incomplete
subsamples are very similar with regard to theaedpnt characteristics. Specifically, there
are no statistically significant differences betwége two groups regarding the nature of their

financial institutions, assets under managemenstaied importance of capital structure for



investment decisions. Based on the total numbeeoéived questionnaires (275) and the
number of invitations sent out (1,712), out resgorage is 16.1%. This percentage compares
very favorably with the response rate of 4.3% otetdiby McCahery et al. (2016) in their
survey on the role of institutional investors irmarate governance. It is also substantially
higher than the response rates of Graham and H&20é\1) (9%), Brounen et al. (2004) (5%),
and Bancel and Mittoo (2004) (12%) in surveys ofpcoate managers, but lower than the
response rate of Gompers et al. (2016) in thedystd private equity firms (50%). If we only
include completed surveys, the response ratelli®%ii (154 out of 1,712). Table 1 includes a
description of the respondents.

[Please insert Table 1 here]

Most of the respondents (157, or 93%) are maleyTdre spread over different age
categories but only 3% are in the category of Gdry@nd older. The respondents almost all
have a university education, many with advancedes®=g 70 (41%) hold a master's degree,
20 (12%) an MBA, and 8 (5%) a PhD. Most respondesatk in mutual funds (90, or 33%) or
pension (superannuation) funds (74, or 27%). Assader management of the parent business
vary greatly, with 13 respondents (5%) working #obusiness that manages less than 50
million AUD (approximately 40 million USD) in assetinder management and 74 respondents
working for a business with over 100 billion AUDpf@oximately 80 billion USD) in assets
under management. Given that we focused our seamcAustralian investors, it is not
surprising that most businesses are headquartarédustralia (83%), with the remainder
largely incorporated in the United States (11%herUnited Kingdom (4%).

To rule out the possibility that most of our respents come from very few investment
institutions, we cross-tabulate the observationghoge identifying characteristics: type of
institution, amount of assets under management;amatry of the headquarters. In our sample

of 275 observations, we find 47 distinct “clusten$’observations with at least one respondent



in each. This finding unambiguously shows that éhare respondents from at least 47
institutions represented in the sample. The largasiter of respondents corresponds to
Australian-based mutual funds with between 1 andillioan AUD under management. With
26 observations in this cluster, it accounts fesldan 10 percent of the total sample. Itis very
likely that the actual number of institutions reggated in the sample is much greater than 47,
but we do not have additional identifying dataudter discriminate within the clusters.

We asked respondents what types of securities typggally select. Since some fund
managers are responsible for more than one sedypity there is some overlap between the
different categories. Most managers (156, or alrid%t) are responsible for selecting stocks,
48 (20%) for selecting straight bonds, and 34 (1f%6¥electing convertible bonds.

We also asked respondents about their role inghisidn making process. We then linked
this role to the type of securities for which treeg responsible. Table 2 presents the results.

[Please insert Table 2 here]

It is clear from Table 2 that a large part of cespondents are part of an organization that
works with committees or teams. Most are commitbeenbers, but some respondents are the
sole decision makers or chief investment officArfew respondents are not actively involved
in studying company fundamentals. For example, rs@ggiity investors said that they “don’t
look at balance sheets,” implying that they do omtsider firm characteristisHowever,
reassuringly, the vast majority of our sample ts/aty involved in the decision making around

the investment process.

5 These are possibly passive investors who manalgs finnds. In fact, some of the e-mails that weined from
potential respondents mention they are passivesiok® These potential respondents indicated liegt did not
fill out the survey for exactly this reason.



lll. Capital Supply Factors

Baker (2009) argues that traditional corporate rfgea studies focus on the corporate
demand side. Therefore, these studies implicitlysater the side of investors as a black box
with perfectly elastic and competitive demand. Hogrea stream of research has emerged that
focuses on the suppliers of capital rather thathenparties seeking capital. Faulkender and
Petersen (2006), Leary (2009), and Lemmon and Ro{910) argue that the supply of capital
is not entirely elastic and that capital supplytdas do have an impact. Fan et al. (2012) find
that the preferences of capital suppliers playmapoirtant role in explaining firms’ capital
structure. Some studies find evidence of capit@pludriven convertible bond issuance
(Loncarski, ter Horst, and Veld (2009), Choi, Getisiey, Henderson, and Tookes (2010), De
Jong, Duca, and Dutordoir (2013)) and of a stromgpact of investor preferences on
convertible bond design (Grundy and Verwijmerenl@)0).

So far, there is no survey evidence on the roléhefsupply side of capital in capital
structure decisiorsTable 3 reports the findings on institutional istas’ perceived role in
security issuance and design.

[Please insert Table 3 here]

Our results provide strong evidence that invesfmesceive themselves as important
influencers of corporate security choices. Mospoeslents believe they play a strong role in
security issuance decisions, that is, the choit@d®n equity and debt (mean score 4.06, with
83% agreeing with this statement). Interestinglyo@esponding statement regarding investors’
influence on the amount of capital raised has aakghigh score (4.14). This result suggests
that security offering amounts could be driven byirterplay between corporate financing

needs and investor demand. The respondents atswgistrbelieve that they can influence

5 n their interview study of corporate executivBming, Dutordoir, and Veld (2018) find that compandadten
issue convertible bonds because there is a langam from investors, particularly hedge funds. Hesvethe
key focus of their study is still on the validity toaditional convertible bond rationales, whichstart from the
assumption of firm-specific financing costs driviognvertible bond financing.
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convertible and straight bond design (mean scor@8 and 3.86, respectively)Mirror
questions asking whether respondents believe theg bnly a minor influence on security
issuance and design decisions (added as a crosk{dnghe previous findings) indicate only
low support (mean scores below 3.0, with fewer th@% of respondents agreeing with the
corresponding statements).

Following Faulkender and Petersen (2006), who wusditcratings as a proxy for bond
market access, we also asked about the importaihcatings when considering specific
securities. Not surprisingly, credit ratings aremed more important for firms issuing straight
bonds (mean score 2.92) than for firms issuing edibde bonds (mean score 2.57) and
common shares (mean score 2.13). However, crditigsado not seem to be considered very
important overall, because even the score forgéttdionds is not very high.

We concluded the survey with an open question thitbe subquestions aimed at gaining
more insight into the magnitude and determinantsieéstor influence on capital structure
decisions. The Appendix provides the full questidhe different parts of the question were
answered by 96, 99, and 113 respondents, respigctimach higher response rates than we
anticipated. The results of the analysis of thenagestions are presented in Table 4.

[Please insert Table 4 here]

The first subquestion asks investors to estimagerhgnitude of their impact on capital
structure decisions, compared with the magnitudéhefimpact of firm and macroeconomic
characteristics (i.e., determinants traditionalbnsidered in capital structure studies). On
average, investors believe that their influencevants for 45% of capital structure decisions,
with firm and macroeconomic characteristics accogntor the remainder. The answers have

quite a large spread, however, with a minimum estgnof 5% and a maximum of 100%. Some

7 We did not ask a corresponding question for ecpffigrings, since the design parameters for sufdriofjs are
much more limited.
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respondents also provided a short justificatiothefr estimate. Again, there is large variation
in these arguments. At one end of the spectrurm\astor argues, “Investor influence is very
small,” while, at the opposite end, we find quatesh as, “[The impact of] investor preference
is extremely large in my experience and | dontkhit should be. | also, however, think most
companies don't allocate capital very well.” Mosveéstors argue that the magnitude of their
influence depends on a range of factors (which xzméne further in the third subquestion):

“I think it is a very broad spectrum; some compani@uld not consider investor preferences
at all but others would give it a strong input.”

The second subquestion asks investors how theyeimfe capital structure decisions.
Specifically, we want to know whether they engagelirect talks with management or only
exert indirect influence through interactions witie investment banks involved in security
offerings. Approximately one-third of the investoonly talk directly with corporate
management (31%), while approximately one-fifth9@®nly talk with the investment bank
and not with the company. Approximately half of timvestors use both mechanisms of
influence (47%). A sizable number of investors (Hdyue that the magnitude of their
shareholdings in the firm determines their chaohé@ifluence. Larger shareholdings are more
likely to result in direct influence, while smallshareholdings are associated with indirect
influence through the investment bank. Two investmgue that one way to influence capital
structure is to “vote with your feet” and refusepirticipate in security offerings with which
they do not agree.

The third subquestion examines the determinarttsso$trength of investors’ influence on
capital structure decisions. The most importaniofacited by investors is firm size (71 of 113
respondents). In particular, they feel they can ssenger influence on smaller firms.
Representative quotes include the following: “Seralire always more open—have less

investment bankers chasing them and they are apémezeptive to all ideas” and “Smaller
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firms; bigger ones are a law unto themselves thrgiy need us.” Other important determinants
are firm age and the presence of financial comgsaor, potentially related, the need for
financing and financial difficulties. As one respemt puts it, “Beggars can’t be choosers.”
Several investors also mention firms’ security &se frequency as a determinant, but they
diverge on the direction of the impact. Three oufoor investors argue that less frequent
issuers rely more on their input, while one arghe$ more frequent issuers might exert more
effort to please investors. In addition to firm chzeristics, several respondents mention the
size of their shareholdings in the firm, as welttes strength of their relation with the firm and
their own size as moderators of their influencer @apital structure decisions. Finally, capital
market conditions and liquidity are mentioned by anvestor each. We conclude that the
magnitude of investors’ influence on capital stauetdecisions seems to be affected by a
combination of firm, investor—firm relationship, &anto a much lesser extent) market

characteristics.

IV. Investors’ Views on Capital Structure Theories

Since equity and straight debt constitute the rmmpbrtant sources of financing, there is
a vast theoretical and empirical literature ondheice between them. Important theories that
explain the choice between equity and debt are statle-off theory (Kraus and Litzenberger
(1983), pecking order theory (Donaldson (1961), Mysnd Majluf (1984)), and market timing
theory (e.g., Stein (1996)).

Static trade-off theory states that firms haveroptidebt—equity ratios. These ratios are
determined by trading off the advantages and dmadges of leverage. The advantages
consist of a reduction in the agency costs of gqant the corporate tax advantage of interest
deductibility. The disadvantages of leverage camdifinancial distress costs, agency costs of

debt, and personal tax expenses that debtholdermswhen receiving interest income. Pecking
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order theory, in turn, argues that, due to the drigidverse selection costs associated with
equity issuance, firms will prefer debt to equityaincing. They will only issue the “costliest”
security (equity) when forced to, that is, wherafigially constrained. Market timing theory
posits that managers are able to time the marketissue equity when the firm’s stock is
overvalued and retire equity when it is undervalukable 5 provides the answers to survey
guestions intended to test investors’ support émheof these key theories.

[Please insert Table 5 here]

We started by asking the respondents how impotteayt find the capital structure (i.e.,
the amount of debt versus equity) of the underlyiompany to be in the decision to invest in
individual companies. On a scale from one (noflatgportant) to five (extremely important)
equity investors, on average, give a score of 884his question. Capital structure is even
more important for convertible bond investors (4.20d straight bond investors (4.26). The
difference between stock and bond investors isfignt at the 10% level and the difference
between stock and convertible bond investors isifidgnt at the 5% levél We conclude that,
overall, capital structure is an important consatien for institutional investors.

In the next three sections, we discuss the evidémceach of the three main capital
structure theories. We systematically compare imglirigs with those of Graham and Harvey

(2001), who surveyed U.S. CFOs on similar issues.

A. Static Trade-Off Theory
We asked which factors investors take into accaun@n considering the capital structure

of a company in which they are investing. With melgo factors related to static trade-off

8 The significance levels are not included in tHeda

9 Other surveys in the literature covering capitalcure obtain findings similar to those of Grahand Harvey
(2001) for other countries than the U.S., e.g. Baand Mittoo (2004) and Brounen et al. (2004),0&0for
European firms, and Faff, Gray, and Tan (2016 Aiastralian firms. We do not separately refer tastheurveys
in the remainder of this section.
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theory, we find that investors are particularly cemed about the company having too much
debt to risk financial distress (4.47). Maintainfirgancial flexibility is also deemed important
(3.93), consistent with the survey results of Gratend Harvey (2001). Maximizing the tax
deductibility of interest is scored the lowest @.4This result is in line with previous survey
evidence on Australian corporate treasurers by &a#l. (2016). It can be explained by the
Australian tax imputation system which makes thedductibility properties of debt interest
payments less attractive (Akhtar (2005)). StaterbantQ12 is included to test the benefits of
straight debt in controlling agency costs of eqbitymitigating excessive managerial spending:
“The company having sufficient debt, so as to avo&hagers wasting corporate cash on pet
projects and perks such as negative net preseme \&lquisitions that increase managerial
prestige, large offices, corporate jets, etc.” Higgement receives a decent amount of support
in our survey, with a mean score of 2.94 and 33%gfondents finding it importaft Graham
and Harvey (2001) include the following statemenekxamine agency costs of equity: “To
ensure that upper management works hard and etiigieve issue sufficient debt to make
sure that a large portion of our cash flow is cottedito interest paymentsThat statement is
only found to be important by 2% of the corporateatives participating in their study, with
a mean score of only 1.33A possible explanation for this large differencavieen their
results and ours is that CFOs might not realizetti@r own actions can negatively affect firm
value. Alternatively, CFOs might understand thebpgm but might be unwilling to deal with
it. Our findings show that investors are well awafdéhe agency costs of equity and do find
them important in judging firms’ capital structure.

Further corroborating the importance of agency<ose obtain even higher scores on

questions on the importance of overinvestment {3aétl underinvestment (3.48) concerns.

10 This statement is presented as “limit manageri@iee building” in Table 5.
1 They document a score of 0.33, but since theyauseale from 0-4 instead of 1-5, their score tateslinto
1.33 on our scale. We have made similar changteiremainder of the text.
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Graham and Harvey (2001) do not have direct eqgeintal for those questions. Only when
asking about convertible bond issuance do theysags#ential overinvestment concerns, with
the following statement: “Protecting bondholderaiagt unfavorable actions by managers and
shareholders.This question essentially tests the same riskispiftverinvestment problem
that we examine with our statement 4 for Q12: “Thenpany not having so much debt that
management might be tempted to invest in too riskgative net present value projects (i.e.,
projects with a small chance of a very high paydff)\Graham and Harvey (2001) find that
only 1% of companies that seriously considered edible bonds find this problem to be
important, with a mean score of 1.62. That resitiasts with the mean score of 3.41 for our
sample mentioned earlier, with 55% of respondenthrig this problem to be important. Again,
we see a large difference between what corporageutixes think of their own potentially
harmful actions and what investors think of them.

Finally, investors do not seem to care much abontpanies having the same debt ratio
as their peers, with a score of 2.56. This findsxgn line with Graham and Harvey’s (2001)
result that peer behavior only seems a minor censithn for firms in setting capital structure.
Table 6 presents the results of ordered logit ssjo@s of the importance of capital structure
on the type of investor, the characteristics ofittwestment institution, and the demographic
characteristics of the respondents.

[Please insert Table 6 here]

The dependent variable is the response to theigones¥When deciding to invest, how
important is the capital structure?” Respondentevasked to answer the question on a five-
point Likert scale ranging from one, for not at @fiportant, to five, extremely important.
Column (1) of Table 6 presents the base case iohwhe relate the answers to this question to

the type of investor. We find that straight bonelstors are significantly more concerned about

12 This statement is presented as the “risk of ovestment due to excess debt” in Table 5.
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capital structure than stock investors are. Thatltes intuitive, since straight bond investors
lose out from companies being levered too strorighfike stock investors, they do not benefit
from the gains of using too much leverage. Conbkertbond and other investors do not find
capital structure significantly more important tlmmmon stock investors do. In Column (2),
we add variables for the type of investment insbtu Two remarkable results from this
analysis are the fact that hedge funds and U.%®ebmwvestors are both less concerned about
capital structure than other types of investors lar€olumn (3), we add the characteristics of
the respondents to the base case. We find thastiongewith PhD or MSc degrees find capital
structure less important than other investors dwer@ll, after controlling for various
institutional and demographic characteristics nlaén result from this table stands that straight
bond investors find capital structure significantipre important than stock and other investors

do.

B. Pecking Order Theory

Table 7 provides the results for our questions diatdesting the validity of pecking order
theory.

[Please insert Table 7 here]

Pecking order theory predicts that risky securifferings will be associated with a
negative stock price effect, since they signal thatfirm is overvalued. Moreover, the theory
predicts that more equity-like security offeringsllvprovoke more negative stock price
reactions than debt-like security offerings wilhce the former provide a stronger signal of
equity overvaluation (Myers and Majluf (1984)). Gatent with the predictions, Table 7
shows that investors are much more likely to retfisar valuations downward or sell stock
following corporate equity offerings than afterasght bond offerings (mean scores of 2.97

versus 2.54, respectively, the difference beingnigant at the 1% level). The score for
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convertible bond offerings is only slightly lowdrain that for equity offerings (mean scores of
2.97 versus 2.92, respectively, the differencedpaot statistically or economically significant),
suggesting that investors perceive convertibldsetoery similar to equity® However, Table
7 also shows that only approximately one-fourth%2f institutional investors agree or
strongly agree that they would revise their opin@na firm’s stock downward if the firm
announced an equity offering. This percentage ipr&ingly low in light of pecking order
theory’s prediction that equity offerings are asastsa with a downward stock price revision.

In follow-up yes/no questions, we asked those itoreswho do revise their valuations
based on security offerings to assess the validigeveral factors suggested by pecking order
theory. In total, 88% of respondents agree that treuation revision and/or probability of
selling stock following an equity offering announaent would be stronger if there were less
information available about the company’s valueaséets in place. This result is consistent
with the prediction of pecking order theory thavege selection costs should be more severe
for firms with higher information asymmetry. A reed version of pecking order theory
predicts adverse selection costs to be less séwefiems with valuable growth opportunities
(Cooney and Kalay (1996)). In line with this theo88% of the respondents agree with the
argument that they would adopt a less negative lwatian following equity offering
announcements by companies with valuable growtloiegt Krasker's (1986) model predicts
higher adverse selection costs for larger equitgriofgs. This prediction also receives strong
support from the respondents, with 82% of the itmssagreeing that larger offering sizes
would result in larger downward stock price rewisio

Finally, Myers and Majluf (1984) predict higher @&dse selection costs for firms with

larger amounts of slack capital available, sinceitgcpfferings for such firms could send a

13 This perception confirms the results of Lee, la®] Yeo (2009). They study the equity-likenessaoivertible
bonds in different countries. In line with Lewispgalski, and Seward (2003), they define equity-tikavertibles
as those that have a probability of conversion al&®)%b6. The probability of conversion of Austral@mnvertibles
in their research is 70%, making them highly eglikg, on average.
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stronger signal of firm overvaluation. Consisteithvthis prediction, Bayless and Chaplinsky
(1991) find that firms with more slack capital dess likely to issue equity compared with
straight bonds, arguably to mitigate equity-relaaelderse selection costs. In our survey, we
find little evidence that firms’ slack capital ma in affecting their adverse selection costs.
Slightly more than half (55%) of the respondentseagthat they would make a smaller
downward stock price revision for equity issuershwémaller cash reserves (acting as a
common proxy for slack capital). We do not findfeli€nces in any answers across investor
and fund characteristics, except for the fact thatimportance of information about assets in
place is significantly greater for smaller fundshi{gh, arguably, could have fewer analysts
available to tap nonstandard sources for compdioynration) and for non-U.S. funds, while
better-educated investors support the importanstaok capital.

Overall, we conclude that, while the overall petage of respondents making downward
stock price revisions or selling shares followirsly security offering announcements is lower
than expected, other answers are strongly consistnpredictions yielded by pecking order
theory. Adverse selection seems to be a strongdoivinvestor reactions to security offerings.
This conclusion differs from that of Graham and\igr (2001). While they do find pecking
order influences CFOs’ security choice decisioi )€ answers suggest that these tendencies
are not affected by adverse selection concernsté3utts in Table 7 uncover a tension between
the determinants of firms’ external financing clesicand those of investors’ reactions to these
choices.

For completeness, we also asked investors abouintpertance of equity dilution
concerns around equity offering announcements.slineey evidence of Graham and Harvey
(2001) strongly supports the notion that earnings ghare (EPS) dilution matters for
practitioners. Nearly 69% of the CFOs who serioaslgsider issuing common equity in their

study (strongly) agree with the statement that BR&ion affects their issuance decision,
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making this the most important factor affecting coom equity offerings. In our survey, we
ask about equity dilution, which includes both E&fl control (voting rights) dilution. We
find strong evidence that dilution concerns ma#arthe last row of Panel A in Table 7 shows,
the relevant survey statement receives a mean stéré5, with 90% of the investors (strongly)
agreeing with it. According to standard theory, Eftfation should not be a concern for
investors if the firm earns the required returnrmw equity (Brealey, Myers, Allen, and
Mohanty (2012)). However, concerns about votingptscare legitimate. Given that we asked
about the combination of the two factors, we arableto separate these two effects, but we

do find that CFOs and investors likely hold simitgrinions on this issue.

C. Market Timing Theory

Table 8 provides the results on market timing th&€@onsistent with the key prediction of
market timing theory, the survey statement thamngirtend to offer equity when equity
valuations are high receives very strong suppogafmscore of 4.07, with nearly 80% of
respondents (strongly) agreeing). These resulteomihose of Graham and Harvey (2001),
who find strong support for equity market timinghagior among CFOs.

[Please insert Table 8 here]

Extending the market timing argument to straightdmarkets, we obtain the prediction
that firms try to time straight bond offerings whregzonomy-wide interest rates are low. Support
for this argument is slightly weaker than for tlygigy market timing argument (mean score of
3.78, with nearly 70% of respondents (strongly)eagrg). Convertible bond issuers could
exhibit both equity and straight bond market timitgndencies, given their hybrid
characteristics. Accordingly, investors believet tanvertible bond issuers time both equity
and bond markets, although the scores are sligieigker than for the corresponding non-

hybrid securities. Investors with stronger educatldbackgrounds seem to have a stronger
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belief in the market timing tendencies of conveetibond issuers. This finding could be
associated with the fact that they have a bettderstanding of the design of convertible bonds
overall. In theory, firms could try to time convété bond offerings when volatility is high,
because this might enable them to sell the embedalédption at a higher price. However,
our results provide little evidence of the impodarof such volatility timing behavior as
perceived by investors. Overall, our results shioat market timing is not only exercised by
firms, as found by Graham and Harvey (2001), batise fully anticipated and likely priced

by investors.

V. Financial Constraint Theories and Measures

Firms are defined as financially constrained isitonsiderably cheaper for them to use
internal funds than external funds. There are wdifie ways to measure financial constraints
and the literature does not agree which of thesablas is the most suitable. Until recently,
the KZ index was very popular as a measure of Giruconstraint. This index includes the
following variables: cash flow to total assets,dege, dividend to total assets, and cash to
total asset$? An alternative for this index is the WW index, whiincludes some of the same
variables as the KZ index, others that are defslightly differently, and some new variables.
More specifically, the WW index comprises the fallng variables: cash flow to total assets,
a dummy for dividend-paying firms, long-term debttbtal assets, the natural logarithm of
total assets, the firm’'s three-digit industry sajeswth, and the firm’s sales growth. In an
empirical study, Hadlock and Pierce (2010) complaegwo indexes and conclude that neither

is truly suitable for measuring financial consttainThey therefore suggest a new index, the

14 We only asked about the Baker—Stein—Wurgler (2068ion of the KZ index. The Lamont-Polk—Saa-Ré@mue
(2001) version also includes Tobin’s Q.
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HP index. This index consists of the age and ditkeofirm, as well as the square of the firm’s
size.

We asked the respondents whether they find finhooiastraints important in investing.
In addition, we asked them to rate different vdgalthat are included in the different indexes
based on their perceived importance as measuf@saotial constraint. Table 9 provides the
results.

[Please insert Table 9 here]

Overall, investors find financial constraints tormederately important. The mean score
for this question is 3.51 and slightly more tha&®b@f the respondents indicate that they find
financial constraints to be important or very intpot. This result holds for all different types
of investors, with U.S.-based investors findingafigial constraints to be somewhat less
important compared to investors from other coustrie

When looking at individual measures of financiahswaints, it becomes obvious that the
two components of HP index are not deemed very itapt The mean score for firm size is
2.94, while age receives the lowest score of a#iricial constraints, 2.05. In addition, these
scores do not seem to differ much across typesasiors. The scores for the individual
components of the KZ and WW indexes are much higheverage and cash flow to total
assets, which are part of both indexes, both s@mehigh, with mean scores of, respectively,
4.18 and 4.01. Again, there is not much variatiebwmeen different categories of investors.
Other components of these two indexes receive I®weres but these are almost all higher
than the scores for the two individual componefithe HP indexX> Overall, it seems fair to
say that investors measure financial constraints wWie components of the KZ and WW

indexes rather than the HP index.

15The only exception is the ratio of dividends ttat@ssets, which scores lower than firm size lighér than
age.
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VI. Summary and Conclusions

The seminal paper of Graham and Harvey (2001),hichvthey survey CFOs on capital
structure and security issuance decisions, paweavdly for the acceptance of questionnaires
as a well-respected research instrument in finaite authors’ U.S.-based survey was
followed up by survey analyses of European CFQg,(Brounen et al. (2004), (2006), Bancel
and Mittoo (2004)) and Australian corporate treassi(Faff et al. (2016)). However, until now,
nobody had asked institutional investors what tiinyk about the capital structure decisions
of the companies in which they invest or are astieantemplating investing, as well as their
impact on these decisions. We fill this gap in tierature by surveying 275 Australian
institutional investors on this topic.

We first examine the importance of the supply siléhe market as a driver of capital
structure decisions. We find that more than 82%hefrespondents believe that they have a
strong influence on the security issuance choicehef firms in which they invest (are
considering investing) and more than 84% beliea they have a strong influence on the
amount of financing that these firms raise. Investofluence capital structure decisions both
directly through talks with management, and indiyethrough talks with the investment banks
assisting with securities issuance. Overall, osults highlight the strong role of institutional
investors as first-order drivers of firms’ capitdtucture decisions. Investors, furthermore,
mention a number of moderators affecting the sttemd their potential impact on firms’
decisions, that is, firm characteristics such &s sige, and the presence of financial constraints,
as well as characteristics of the investor—firnatieh.

We find that, among equity, convertible bond, amadight bond investors, more than 75%,
83%, and 84%, respectively, indicate that they fia@ital structure important when making

the decision to invest in a particular company.nW¥egard to the validity of capital structure

23



theories governing firms’ decisions, Graham andvenar(2001) find that CFOs do not find
agency problems to be important. We find the ogpdsir investors: more than 50% of our
respondents consider agency problems of overineedtand underinvestment to be important.
One explanation for this discrepancy is that marsagee unaware of the impact of agency
costs on their capital structure decisions. Wehmrnore find support for adverse selection
costs-driven pecking order, market timing, and gogilution explanations for capital structure.
These results are mostly consistent with thoserah@m and Harvey (2001), although they do
not find that pecking order behavior results frainexse selection costs.

Our study may suffer from unavoidable drawbackseiassed with survey analysis. More
particularly, our response rate, albeit higher ttieat of other comparable finance surveys, is
still quite low. Moreover, we measure investoratst influence and views on corporate capital
structure (theories). These stated opinions mdgrdifom investors’ actual role and views, for
example because they want to provide inflated edémof their own importance. Similar to
other surveys, we hope that the anonymous natuoeiro$urvey has encouraged investors to
respond honestly to our questions, thereby redymitgntial biases in our findings ((Gompers
et al. (2016)). Overall, we expect that our resuli$ be useful in future empirical research

modeling the impact of investor preferences anda&lesupply on corporate finance decisions.
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Table 1. Description of the Respondents

This table presents the breakdown of the respoadsntheir demographic and employer characteristics

Category Number of Percentage of
respondents respondents
Gender
- Male 157 92.¢
- Femal 1C 5.9
- Transgender 1 0.6
- Choose not to disclose 1 0.6
Total 16¢ 10C
Age category
- Younger than 30 30 17.8
- 3lto4 65 38.t
- 41to 5( 39 23.1
- 51to60 29 17.2
- 61 or older 5 3.0
- Choose not to disclo 1 0.6
Total 16¢ 10C
Education
- PhC 8 4.7
- MBA 2C 11.€
- Master's 70 41.4
- Bachelor 66 39.1
- No university educatic 4 2.4
- Choose not to disclo 1 0.6
Total 169 100
Type of investc
- Mutual func 9C 327
- Superannuation fund 74 26.9
- Hedge fund 23 8.4
- Insurance compal 8 2.8
- Pension fun 4 15
- Other 76 27.6
Total 275 100
Assets under management of (parent) business@nslAUD!
- Lessthan 50 13 4.8
- 50to 500 31 11.4
- 500 to 100 16 5.9
- 1,000 to 10,00 81 29.7
- 10,000 to 100,000 58 21.3
- Over 100,000 74 271
Total 273 10C
Country of incorporation
- Australia 224 82.7
- us 31 11.4
- UK. 10 3.7
- Other 6 2.2
Total 271 100
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Responsible for selection of

Stocks

Corporate straight bon
Money market investmer
Government bonds
Convertible bonds

Othel

156
48
44
38
34
79

244

63.9
19.7
18.C
15.6
13.9
32.4
10C
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Table 2. Role of the Respondents in Decision-Makingrocesses

Answers to the question, “What is your role in demis to invest in stocks of individual companie$he results
for the respondents responsible for selecting stomnvertible, and straight bonds are presentearately.

Role in investment Stocks Convertible bonds Straight bonds
process

Investment committee 71 17 24
member
Sole decision mak 20 3 3
Chief investment office 17 5 6
Nobody looks at balance 7 1 0
sheets/only go to annual
meetings
Othel 29 4 7
Total 144 30 40
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Table 3. Survey Responses on the Role of InvestansCapital Structure Decisions

This table summarizes the survey responses omrpaci of credit ratings and overall supply-sidedes on security issuance. The responses to thtesfit questions on the perceived
impact of investor demand are measured on a fivetdkert scale, ranging from one for strongly alisee to five for strongly agree. For the lastehgeestions, the responses are
measured on a five-point Likert scale ranging frone for not at all important to five for extremeigportant. The first three columns present the m@ancentage of respondents
choosing 4 or 5, and the number of observationalllthe questions, the respondents also had aonojat choose the “don’t know/don’t want to answaltérnative; these responses are
excluded from the calculations. Size refers toatsets under management of a respondent’s empldyeisuperscripts”, *, and” indicate statistical significance at the 1%, 5%d a

10% levels, respectively, in two-tailédests for the difference of means between eveoystubgroups of respondents.

All Age Gender Size Education Country Type of fund
Mean % 4 N 40and 41land Male Other Under Over PhD  Other us Other Hedge Other
and 5 under  over 10bn 10bn or fund
AUD AUD MSc
Investor demand
- has a strong influence « 4.0€ 82.6: 167 4.0¢ 4.0€ 4.0¢ 3.7¢ 4.11 4.0C 4.14 4.01 4.1¢ 4.08 3.81 4.0¢
firms’ choice of what security
type to issue
- has a strong influence on the 4.14 84.02 169 4.16 4.10 4.15 3.90 4.15 4.15 4.07 .184 3.81 4.17 3.88 4.17
amount of financing that firms
raise in their security offerings
- has a strong influence on the 3.93 73.47 147 3.93 391 398 3.30 406  3.77 3.91 3.93 3.71 3.96 3.85 3.94
design of convertible bonds
- has a strong influence ont 3.8¢  72.8t 151 3.8t 3.8¢ 3.87 3.82 3.9C 3.82 3.74 3.97 3.47 3.91 3.64 3.8¢
design of straight bonds
- is not of great influence in 2.99 38.69 168 2.84 3.13 2.96 3.18 2.87 3.13 3.07.912 3.00 3.00 3.13 2.98
security issuance decisions
- is not of great influence i 2.9¢  38.3Z 167 2.8¢ 3.01 2.9t 3.0 281" 3.17 3.0t 2.87 3.0€ 2.9t 3.1 2.9t
security design decisions
Importance of a credit rating when considering the
following securities:
- Common shares 2.13 14.37 167 2.10 216 202 3.73 198 235 240 1.92 2.13 2.13 2.00 2.15
- Convertible bonds 257  27.5] 14¢ 2.5¢ 2.4€  2.4€" 3.4E 2.4z2 271 287" 2.2¢ 2.54 2.5¢ 2.1z 2.65
- Straight bonds 2.9z  38.4¢ 15€ 2.8¢ 2.87 2.8 3.5 277 3.1z 3.0¢ 2.6¢ 2.8¢ 2.9: 2.44 2.97
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Table 4. Open Question Responses on the Role of &stors in Capital Structure
Decisions

This table summarizes investors’ responses on ap@stions intended to further examine their impatt
corporate capital structure decisions. Panel A igies/the results for a question asking respondengsiantify
what portion of capital structure decisions thegaamt for (with firm and market characteristics @aating for
the remainder). Panel B documents the channel(shflofence that investors use to affect capitalictre
decisions. Panel C gives an overview of the detgaints of the strength of investors’ impact on @ gtructure
decisions, as mentioned in investors’ answersaaehated open question. The Appendix providesuh®pen
guestions. The number of responses is denotéd by

Panel A : Percentage estimate of the magnitude of theimpact of investor preferences on capital structure decisions,
relative to the impact of firm and macroeconomic characteristics
Mean Median Minimum Maximum St. deviation N
44.69% 45% 5% 100% 26.59% 96

Panel B : Channels of investor influence on capital structure decisions

Channel Number Percentage
Direct influence through talks with firm management 31 31.31%
Indirect influence through investment bank only 19 19.19%
Both direct and indirect influence 47 47.47%
No influence at all 2 2.02%

N 99 100%

Panel C: Determinants of the degree of investor influence on capital structure decisions

Firm characteristics Number
Size 71
Age 33
Financial constraints 29
Management team or board characteristics 7
Financial difficulties 7
Need for funding 5
Issuance frequency 4
Growth 3
Sector 3
Private 2
Quality 2
Risk 1
Asymmetric information 1
Investor characteristics

Shareholdings in firm 5
Strength of relationship with firm 3
Size 2
Market characteristics

Capital markecondition: 1
Liquidity 1
N 113
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Table 5. Static Trade-Off Theory
This table summarizes the survey responses omipberiance of capital structure for investments.g@ases are measured on a five-point Likert scalgimg from
one for not at all important to five for extrematyportant. The first three columns present the m@snpercentage of respondents ranking each fattbor 5, and
the number of observations. In questions regarsipgrate factors affecting capital structure, éspondents also had an opportunity to choose th&t‘inow/don’t
want to answer” alternative; these responses atkided from the calculations. We mention the resperby order of importance, which does not necéssar
correspond to the order of the statements in theeguSize refers to the assets under managementesfpondent’s employéFhe superscript§”, ”, and” indicate
statistical significance at the 1%, 5%, and 10%lgwespectively, in two-tailgdtests for the difference of means between eveoysmbgroups of respondents.

All Age Gender Size Education Country Type of fund
Mear %4 N 40and 4land Male Othel Under Over PhDor Othel u.s Othel Hedge Othel
and 5 under over 10bn 10bn MSc fund
AUD AUD

When deciding to invest, how
important is capital structure?
- Common stock investc 3.94 75.5 14z 4.0¢ 3.91 4.0z 3.5 3.91 3.9¢ 3.8C 4.1t 3.28" 3.9¢ 3.47" 4.01
- Convertible bond investc 4.2C 83.2 3C 4717 3.82 42C 3.5C 4.0¢ 4.71 4.14 4.1¢ ng na 4.17 4.21
- Straight bond investors 4.26 84.6 39 4.14 443 244, 450 4.35 4.16 4.00 457 4.00 427 340 4.38
- Others 3.71 72.3 65 3.92 3.80 3.82 417 3.87 3.623.68 4.20 3.27 3.80 4.00 3.70
Separate factors affecting capital
structure:

- Not having too much debtto 4.47  89.69 194 4.43 4.44 4.46 4.09 4.53 441 "4.25 4.60 3.94 4.53 4.41 4.48
risk financial distress

- Maintaining financia 3.9 74.4¢ 19z 3.9¢ 3.8¢ 3.9t 3.8C 3.9¢ 3.8¢ 3.8z 4.0t 3.6% 3.9t 3.5¢ 3.9¢
flexibility

- Losing customers/suppliers 3.65 65.11 192 3.68 3.48 3.59 3.70 3.72 356 "3.30 3.86 3.33 3.68 3.38 3.68
due to excess debt

- Risk of underinvestment dt  3.4¢ 53.8¢  19¢ 3.4¢ 3.3€ 3.4z 3.64 3.3€ 3.5¢€ 3.2¢ 3.5t 3.0C 3.52 3.3t 3.4¢
to excess debt

- Risk of overinvestment due 3.41  55.37 186 3.40 3.35 3.36 3.64 3.51 3.28 3.25 483 3.06 3.46 3.50 3.41
to excess debt

- Limit managerial empir 294 33.3¢ 192 2.7 3.07 2.8t 3.3C 2.94 2.94 2.8¢€ 2.8¢ 2.6¢ 2.9¢ 2.7€ 2.9¢
building

- Same debt ratio as peers 256 17.44 195 2.59 2.53.53 2 3.00 2.45 271 2.64 2.48 2.76 2.54 2.29 2.58

- Maximizing interest tax 243 13.09 191 2.47 2.33 2.38 2.80 2.33 257 251 312 250 2.43 2.06 2.47
deductibility

aQ0ur sample does not include U.S. convertible Howmdstors.
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Table 6. Determinants of the Importance of CapitalStructure

This table reports the results of ordered logite@sgions of the importance of capital structurehentype

of investor, the characteristics of the investmiastitution, and the demographic characteristicshaf
respondents. The dependent variable is the responsige question, “When deciding to invest, how
important is the capital structure?” measured diveapoint Likert scale ranging from one for notait
important to five for extremely important. Commdack investor is the omitted category. Large inoest

a dummy variable equal to one when the assets undeagement of a respondent’'s employer are greater
than $10 billion, and zero otherwise. Thgtatistics, based on robust standard errors cadtey respondent,

are in parentheseshe superscript§”, ™, and” indicate statistical significance at the 1%, 5%g 40% levels,
respectively.

Type of investor Investment institution Respondent
characteristics
) 2) 3
Convertible bond 0.51 0.51 0.31
investor (1.47) (1.42) (0.70)
Straight bond investor 0.65 0.69" 0.73
(2.09) (2.18) (1.74)
Other investor -0.35 -0.38 -0.11
(-1.27) (-1.36) (-0.30)
Large investor 0.24
(0.77)
Hedge fund -1.05
(-2.19)
U.S. based -1.35
(-3.02)
Age 40 and below 0.44
(1.31)
Male -0.02
(-0.03)
PhD or MSc degree -0.86
(-2.47)
N 277 272 188
%2 (p-value) 7.34 22.13 12.39
(0.06) (0.00) (0.05)
PseuddR? 0.013 0.038 0.032
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Table 7. Pecking Order Theory

This table summarizes the survey responses onrtpact of different types of security offerings omuation and the demand for stocks. The respoms#etfirst four
guestions are measured on a five-point Likert saiging from one for strongly disagree to five $trongly agree. The first three columns preseninteans, the percentage
of respondents choosing 4 or 5, and the numbebsérvations. The respondents also had an oppagrtunghoose the “don’t know/don’'t want to answeltémative; these
responses are excluded from the calculations. Wiamethe responses by order of importance, whimdsdchot necessarily correspond to the order oftdtements in the
survey. Size refers to the assets under manageshantespondent’s employer. The last four questmmshe factors affecting perceived valuation wenky asked of the
respondents who agreed (answered 4 or 5) thatréwse their stock valuations downward followingegurity offering. The responses to these questiomsneasured using

the alternatives yes, no, and “don’t know,” thédatesponse being excluded from all the calcutatidhe superscript§, ™, and” indicate statistical significance at the 1%,
5%, and 10% levels, respectively, in two-taitedsts for the difference of means between eveoysubgroups of respondents.
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All Age Gender Size Education Country Type of fund
Mear % 4 N 40 and 41 and Male Oth Under Over PhDor Othel u.s. Othel Hedge Othel
and 5 under  over er 10bn 10bn MSc fund
AUD AUD
Panel A.
Impact of security offerings on
valuation and demand for equities:
- When a company announces 2.97 27.2( 12¢& 2.84 3.0¢ 2.9 3.0C 2.9¢ 3.0C 2.9¢ 2.91 3.2¢ 2.9¢ 3.07 2.9t
equity offering, | usually revise my
valuation of its stock price downward
and/or sell some of its stock
- When a company announce 29z  23.5¢ 123 2.81 3.0 291 2.5C 3.01 2.7¢ 2.9¢ 2.84 3.14 2.91 3.0C 2.91
convertible bond offering, | usually
revise my valuation of its stock price
downward and/or sell some of its stock
- When a company announce 2.54 8.2C 12z 2.3¢ 258  2.4€ 3.0C 2.61 2.44 2.6t 2.3¢€ 2.57 2.5 2.4z 2.5¢€
straight bond offering, | usually revise
my valuation of its stock price
downward and/or sell some of its stock
An important concern | have when 445 90.4% 12€ 4.61 44C 45z 4.5C 4,54 4.2¢€ 4.4¢ 4.5¢ 4.2¢ 4.4¢ 4.4C 4.4¢
firms are announcing equity or
convertible bond offerings is the
degree of equity dilution for existing
shareholders
Panel B. Downward valuation revision at equity offang announcement will be stronger if
% N

agree
- Less information is available abc 88.4¢ 26 100.0C 83.3¢ NA 100.0¢* 70.0C 87.5C 93.3: 33.37™ 95.6f 100.0( 86.3¢
the company’s asset value
- Fewer growth opportunities 88.24 34 93.75 92.86 NA 86.36 91.67 100.00 90.48 100.00 87.50 100.00 .2186
- Larger issue si: 81.8- 33 73.3¢  85.71 NA 81.8- 81.8- 87.5( 76.1¢ 100.0¢ 80.6t 80.0C 82.1¢
- Large cash reserv 54 .5t 33 60.0(  38.4¢ NA 57.1¢ 50.0C 85.77" 38.1( 50.0( 54.8¢ 40.0C 57.1¢
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Table 8. Market Timing Theory

This table summarizes the importance of marketntintiehavior as perceived by the investors. Theoresgs are measured on a five-point Likert scalgimgrfrom one for

strongly disagree to five for strongly agree. Thstfthree columns present the means, the percemtagespondents choosing 4 or 5, and the numbebs#érvations. The
respondents also had an opportunity to choosedbe't'‘know/don’t want to answer” alternative; theesponses are excluded from the calculations.8iees to the assets
under management of a respondent’s employer. Wéionethe responses by order of importance, whigdsdwt necessarily correspond to the order oftdteraents in the

survey. The superscripts, ™, and” indicate statistical significance at the 1%, 5¥g 40% levels, respectively, in two-tailetests for the difference of means between every
two subgroups of respondents.

All Age Gender Size Education Country Type of fund
Mean % 4 N 40and 4land Male Other Under Over PhD  Other u.s. Other Hedge Other
and 5 under  over 10bn 10 bn or fund

AUD  AUD MSc

Firms try to time

- Equity offerings when equit 407  79.4( 16t 4.0¢ 4.0: 4.04 4.57 4.1¢ 3.91 4.0z 4.0¢ 3.6¢ 4.1z 4.0¢ 4.07
market valuations are high

- Straight bond offerings when  3.78 68.35 158 3.86 3.71 3.78 4.25 3.71 3.90 3.88.723 393 3.77 3.53 3.81
interest rates are low

- Convertible offerings whe 3.61 61.1¢ 15z 3.67 3.5 3.61 4.0C 3.5¢ 3.66 3.7¢ 3.4¢ 3.8t 3.5¢ 3.3¢ 3.6:
equity market valuations are
high

- Convertiblebond offerings 347  54.1¢ 158 3.67"  3.2Z 3.47 3.67 3.4z 3.57 3.67 3.3¢ 3.62 3.46 2.9 3.52
when interest rates are low

- Convertible bond offerings 3.01 24.50 151 3.08 2.90 2.98 3.50 2.94 3.11 3.05.952 3.677 296 2.93 3.02
when volatility is high
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Table 9. Importance of Financial Constraints

This table summarizes the importance of finanaalstraints in investments and the metrics usede@sure financial constraints. The responses arsurezhon a five-point
Likert scale ranging from one for not at all img@ont to five for extremely important. The first threolumns present the means, the percentage afn@spts ranking each
factor at 4 or 5, and the number of observatiamsllithe questions, the respondents also had portoymity to choose the “don’t know/don’t want tassver” alternative; these
responses are excluded from the calculations. @umestegarding separate measures of financial ng are only addressed to the respondents wbsecB, 4, or 5 in the
question on the importance of financial constraie mention the responses by order of importanbé&h does not necessarily correspond to the afiéhre statements in
the survey. Size refers to the assets under maragerha respondent’s employer. The supersciipt8, and" indicate statistical significance at the 1%, 5%d 40% levels,

respectively, in two-tailetitests for the difference of means between eveoysmbgroups of respondents.

All Age Gender Size Education Country Type of fund
Mear % 4 N 40and 4land Male Other Under Over PhD  Othel U.S. Othel Hedge Othel
and 5 under  over 10bn 10 bn or fund

AUD  AUD MSc

Importance of financial constraints 351 5238 189 3.48 3.53 3.50 3.44 3.52 348 '3.333.65 294 3.55 3.18 3.54

in decision to invest
Measures of financial constraint:

- Leverage 4.18 84.42 154 4.24 4.16 4.20 4.25 4.15 22 4. 4.11 4.28 4.00 4,18 4.15

- Ratio of cash flow to total 4,01 79.87 154 417 3.87 4.04 3.88 4.06 3.94 4.06 4.01 3.83 401 '3.624.04
assets

- Salesgrowth of the firn 3.5¢ 53.8¢ 154 3.6C 3.44 3.51 3.8¢ 3.6C 3.4z 3.2¢" 3.7¢ 3.17 3.5 3.2¢ 3.5t

- Stock market listing 3.42 48.63 146 3.27 364 3527 2.14 3.58 3.23 3.29 3.56 4.13 3.39 3.85 3.38

- Ratio of cash balance to total 3.29 4575 153 3.40 3.21 3.30 3.50 3.38 3.22 3.38 .27 3 3.08 3.31 275 3.34
assets

- Sales growth of the indus 3.12 36.3¢ 154 3.14 3.1C 3.0¢” 3.8¢ 3.17 3.0¢ 3.05 3.2C 2.7 3.1¢ 3.2¢ 3.11

- Credit rating 3.01 35.30 153 2782 321 2.98 3.38 2.95 3.09 2.92 3.05 2.58 3.05 292 .013

- Firm size 2.94 28.10 153 2.90 2.98 2.94 2.63 2.85 .063 3.18" 2.72 2.75 2.97 2.69 2.96

- Ratio of dividends to totz 2.84 26.31 152 2.84 2.9C 2.8t 3.1z 2.84 2.8€ 2.8¢ 2.8¢ 2.37 2.9C 2.3T 2.8¢
assets

- Industry peers’ debt ratios 2.78 19.61 153 283 926 2.77 2.75 2.67 2.92 2.84 2.72 2.92 2.78 2.92

- Firm age 2.05 8.05 149 2.03 2.05 2.05 1.88 211 02.0 2.05 2.07 1.92 2.07 2.08
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Appendix: Questionnaire
Questions about the participant

Q1. How would you characterize the institution for wiigou work? Please tick the answer
that closest describes your institution.

1 = Superannuation fund

2 = Pension fund

3 = Insurance company

4 = Mutual fund

5 = Hedge fund specialized in convertible arbitrage

6 = Hedge fund specialized in other strategies twavertible arbitrage
7 = Other (please specify)

Q2. In which category below is the approximate amairassets under management for your
institution, in millions of AUD? If you work for arustralian subsidiary of an international
fund manager, please give the total AUD for thespafirm.

1 = Less than 50 million AUD

2 = Between 50 million and 500 million AUD
3 = Between 500 million and 1 billion AUD
4 = Between 1 billion and 10 billion AUD

5 = More than 10 billion AUD

6 = More than 100 billion AUD

Q3. In which country are the headquarters of (thepacompany) of your institution?

1 = Australia
2=U.S.
3=U.K

4 = Other (please specify)

Q4. Are you responsible for selecting any of the folilegvsecurities? Please tick all that apply.
1 = Stocks of individual listed companies

2 = Government bonds

3 = Convertible bonds of individual companies

4 = Ordinary (straight) bonds of individual compesi
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5 = Money market investments
6 = Other (please specify)

The following text will appear after this question is answered: In our project we intend to
investigate investors’ opinions and potential iaflae on corporate capital structure, securities
issuance, and security design. Hence, most ofubstipns that follow are on these topics.

Q5 isonly asked of respondents who ticked 1 in Q4.

Q5. What is your role in decisions to invest in stooksndividual companies? Please select
the alternative that is closest to your situation.

1 = My fund does not employ anybody to look athlénce sheets of individual companies.
2 = My fund works with committees or teams and Itamchief investment officer.

3 = My fund works with committees or teams and | @me of the members who advises the
chief investment officer.

4 = | am the sole decision maker for the seleabiostocks for my fund.

5 =1 only represent my employer at annual meetofghe companies in which we invest.
6 = None of the above applies. (Please specify yalar)

Q6 isonly asked of respondents who ticked 3in Q4.

Q6. What is your role in decisions to invest in conmet bonds? Please select the alternative
that is closest to your situation.

1 = My fund does not employ anybody to look athlénce sheets of individual companies.
2 = My fund works with committees or teams and Ithechief investment officer.

3 = My fund works with committees or teams and | @me of the members who advises the
chief investment officer.

4 = | am the sole decision maker for the seleabfoconvertible bonds for my fund.

5 =1 only represent my employer at annual meetafghe companies in which we invest.
6 = None of the above applies. (Please specify yalar)

Q7 isonly asked of respondents who ticked 4 in Q4.

Q7. What is your role in decisions to invest in ordingstraight) bonds? Please select the
alternative that is closest to your situation.

1 = My fund does not employ anybody to look atllénce sheets of individual companies.
2 = My fund works with committees or teams and Ithechief investment officer.

3 = My fund works with committees or teams and | @me of the members who advises the
chief investment officer.

4 = | am the sole decision maker for the select@rsraight bonds for my fund.
5 =1 only represent my employer at annual meetafghe companies in which we invest.

6 = None of the above applies. (Please specify yalar)
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Questions on capital structure
Q8 isonly asked of respondents who ticked 1in Q4.

Q8. When deciding to invest in shares of individual pamies, how important is the capital
structure (or the amount of debt versus equitghefunderlying company to you?

Rating scale:

1 = not at all important; 2 = slightly important=3moderately important; 4 = very important;
5 = extremely important

Q9 isonly asked of respondents who ticked 3in Q4.

Q9. When deciding to invest in convertible bonds, hawpartant is the capital structure (or
the amount of debt versus equity) of the underlgiompany to you?

Rating scale:

1 = not at all important; 2 = slightly important=3moderately important; 4 = very important;
5 = extremely important

Q10 isonly asked of respondents who ticked 4 in Q4.

Q10. When deciding to invest in ordinary (straight) bsnaof individual companies, how
important is the capital structure (or the amouhtebt versus equity) of the underlying
company to you?

Rating scale:

1 = not at all important; 2 = slightly important=3moderately important; 4 = very important;
5 = extremely important

Q11 isonly asked of respondents who did not tick either 1, 3, or 4in Q4.

Q11. When deciding to invest in individual companieswhmportant is the capital structure
(or the amount of debt versus equity) of the uryilegl company to you?

Rating scale:

1 = not at all important; 2 = slightly important=3moderately important; 4 = very important;
5 = extremely important

Q12. Insofar as you take capital structure into accaumen deciding whether to invest in a
company, how important are the following factoryoa?

Rating scale for each factor:

1 = not at all important; 2 = slightly important=3moderately important; 4 = very important;
5 = extremely important; N/A = don’t know/don’t wielo answer

1 = The company maximizing the corporate tax dedility of interest
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2 = The company not having so much debt that Ksrihe possibility of bankruptcy or
associated financial distress costs

3 = The company not having so much debt that tisexechance of underinvestment in projects
with a positive net present value

4 = The company not having so much debt that isagament might be tempted to invest in
too risky, negative net present value projects, ([@@jects with a small chance of a very high
payoff)

5 = The company having sufficient debt, so as michmanagers wasting corporate cash on
pet projects and perks such as negative net preakm acquisitions that increase managerial
prestige, large offices, corporate jets, etc.

6 = The company not having so much debt that & tba risk of losing customers and suppliers
because of financial uncertainty

7 = The company having approximately the same deiat as its industry peers
8 = The company maintaining its financial flexibyli
Q13 isonly asked of respondents who ticked 1 in Q4.

Q13. This question deals with the impact of firms’ annoements of security offerings on
your stock price valuations. Please indicate whetba agree with the following statements.

Rating scale:

1 = strongly disagree; 2 = somewhat disagree; 8ither agree nor disagree; 4 = somewhat
agree; 5 = strongly agree; N/A = don’t know/dondm to answer

1 = When a company announces an equity offerimgublly revise my valuation of its stock
price downward and/or sell some of its stock.

2 = When a company announces a convertible bormding, | usually revise my valuation of
its stock price downward and/or sell some of b€kt

3 = When a company announces a straight bond offeriusually revise my valuation of its
stock price downward and/or sell some of its stock.

4 = An important concern | have when firms are amoing equity or convertible bond
offerings is the degree of equity dilution for thekisting shareholders.

Q14 isonly asked of respondents who chose 4 or 5 for Q13.1 or Q13.2.

Q14. Please answer yes, no, or “don’'t know” to each t&f following statements. My
downward price revision and/or stock sale due e equity or convertible bond offering is
particularly large if

1 = The issuing company has large cash reserves

2 = The issuing company has few valuable growthodpipities.
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3 = The issue size is large.
4 = | have relatively little information about thbempany’s asset value.

Q15. Firms are defined as financially constrained i§iconsiderably cheaper for them to use
internal funds than to use external funds. How irtgod is it to you whether the company in
which you are considering investing has any finanobnstraints, after taking into account all
other factors, such as credit ratings?

Rating scale:

1 = not at all important

2 = slightly important

3 = moderately important;

4 = very important;

5 = extremely important.

NA = don’t know/don’t want to answer

Q16 is only asked of respondents who answered 3, 4, or 5 for Q15.

Q16. As far as you find financial constraints importariten deciding whether to invest in a
company, how important are the following factorytm? Please only respond with regard to
using these measures for financial constraintsekample, if you look at the company’s age
as a measure of reputation, but do not consideaagemeasure of financial constraint at all,
choose the alternative “not at all important.”

Rating scale for each measure:

1 = not at all important; 2 = slightly important=3moderately important; 4 = very important;
5 = extremely important; N/A = don’t know/don’t wiato answer

1 = The age of the company (older means less fialyiconstrained)

2 = The company’s size (larger firm size meansfiesscially constrained)

3 = The ratio of cash flow to total assets (higtesh flow means less financially constrained)
4 = The company’s leverage

5 = The ratio of dividends to total assets (higfieidends means less financially constrained)

6 = The ratio of cash balance to total assets @niglash balance means less financially
constrained)

7 = The sales growth of the industry in which tinmfoperates (higher industry growth means
more financially constrained)

8 = The firm’s sales growth (higher growth mearss lénancially constrained)
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9 = Whether the firm has a stock market listingriequoted on the stock market means less
financially constrained)

10 = Whether the firm has a credit rating (havingradit rating means less financially
constrained

11 = Whether the firm’s industry peers have largbtdatios (large debt ratios for peers mean
that the firm itself is less financially constrait)e

Question on market timing

Q17.This question relates to whether companies timie seeurity offerings to occur during
particular (macroeconomic) market conditions. Réemslicate whether you agree with the
following statements.

Rating scale:

1 = strongly disagree; 2 = somewhat disagree; 8ith@r agree nor disagree; 4 = somewhat
agree; 5 = strongly agree; N/A = don’t know/donant to answer.

1= Firms try to time their equity offerings duripgriods when equity market valuations are
high.

2 = Firms try to time their convertible offeringarthg periods when equity market valuations
are high.

3 = Firms try to time their straight bond offerindysring periods when interest rates are low.

4 = Firms try to time their convertible bond offegs during periods when interest rates are
low.

5 = Firms try to time their convertible bond offegs during periods when volatility is high.
Questions on the supply side of the market

Q18.How important is it to you that the company in whiou are considering investing have
a credit rating from one of the credit rating agescsuch as Moody's or Standard & Poor’s,
when considering the following securities?

Rating scale for each security:

1 = not at all important; 2 = slightly important=3moderately important; 4 = very important;
5 = extremely important; N/A = don’t know/don’t wato answer.

1 = Common shares
2 = Convertible bonds

3 = Ordinary (= non-convertible) bonds
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Q19 is only asked of respondents who ticked 4 on Q4.

Q19. Suppose that you are considering buying straighttban a company that does not have
a credit rating from a market leading credit ratagency, such as Moody’s or Standard &
Poor’s. How would it affect your investment decis?oPlease choose one alternative.

1 =1 would buy the bonds if they offered the sanetd as similarly rated bonds.

2 = would buy the bonds, but only if | could oibta small yield surplus (0-2% over similarly
rated bonds).

3 = | would only buy the bonds if | could obtaifaaige yield surplus (larger than 2% over
similarly rated bonds.

4 = | would never invest in unrated bonds, no mat@wv safe and attractive the issuing
company looks otherwise, even though my institutioes not have an explicit policy of not
investing in these types of securities.

5 = My institution has a policy of not investingunrated bonds.
6 = Don’t know/don’t want to answer.
Q20 is only asked of respondents who ticked 3 on Q4.

Q20. Suppose that you are considering buying converhbleds in a company that does not
have a credit rating from a market leading crealiing agency, such as Moody'’s or Standard
& Poor’s. How would it affect your investment deois? Please choose one alternative.

1 =1 would buy the bonds if they offered the sanetd as similarly rated bonds.

2 = would buy the bonds, but only if | could oibta small yield surplus (0-2% over similarly
rated bonds).

3 = | would only buy the bonds if | could obtaifaaige yield surplus (larger than 2% over
similarly rated bonds.

4 = | would never invest in unrated bonds, no matiew safe and attractive the issuing
company looks otherwise, even though my institutiors not have an explicit policy of not
investing in these types of securities.

5 = My institution has a policy of not investingunrated bonds.

6 = Don’t know/don’t want to answer.

Q21 Please indicate whether you agree or disagrdethét following statements.
Rating scale for each statement:

1 = strongly disagree; 2 = somewhat disagree; 8ith@r agree nor disagree; 4 = somewhat
agree; 5 = strongly agree; N/A = don’t know/dondnt'to answer

1 = Investor demand has a strong influence omadichoice of what security types to issue
(i.e., equity, convertibles, or straight bonds).
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2 = Investor demand has a strong influence onniuat of financing that firms raise for their
security offerings.

3 = Investor demand has a strong influence on #sgyd of convertible bonds, for example,
on conversion premium and callability.

4 = Investor demand has a strong influence on é&ségd of straight bonds, for example, on
their time to maturity, coupon rate, and callapilit

5 = Firms make their security issuance decisiossdanostly on their own firm characteristics,
needs, and macroeconomic circumstances. Investterpnces are not of great influence.

6 = Firms make their security design decisions tbasestly on their own firm characteristics,
needs, and macroeconomic circumstances. Investterpnces are not of great influence.

Open question

Q22.0ne of the key unsolved puzzles in the acaden@alitire is whether and how investors
such as yourself can influence corporate capitalcgire, securities issuance, and security
design decisions. We would highly appreciate arditemhal insights from you on this matter.
For example, we would like to know the following:

a. To what extent do you believe that corporate sgcuwrhoices are influenced by
corporate characteristics versus investor prefeghcCan you put a percentage
estimate on how large you think the impact of ineegreferences is relative to the
impact of firm characteristics and overall macroenuic conditions?

b. If you believe you can indeed influence securitgssiance and/or design decisions, as
an investor, how do you exert this influence inctice? Is it by talking with the
corporations in which you invest? Or indirectly,avihe investment bank? Or,
importantly, are there any channels of influeng e are overlooking in this survey?

c. What types of firms are more open/prone to infleefiom investors such as yourself?
Is it younger firms, more constrained firms, or #arafirms? Any insights on this
matter are highly appreciated.

Finally, we have some questions about yourself\weld like to use these answers to see if
there are patterns in the responses that relatertain personalities. You can feel free to skip
these questions if you do not want to answer them.

Q23.In which age category are you?
1 = Younger than 30 years

2= From 31 to 40 years

3 = From 41 to 50 years

4 = From 51 to 60 years

5 = 61 years or older

6 = Choose not to disclose

Q24.What is the highest level of education that yowaoisd?
1=PhD
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2 =MBA

3 = Master’s degree

4 = Bachelor’s degree

5 = No university education
6 = Choose not to disclose

Q25. What is your gender?
1 = Male

2 = Female

3 = Transgender

4 = Choose not to disclose

Q26. Thank you for your participation! If you would like be included in the prize drawing,
please submit your e-mail address below.
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