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Abstract

This paper studies the relationship between heterogeneous beliefs and corporate
financing preferences under a short sale constraints framework. This paper demonstrates
that when the marginal investor will have beliefs above that of firm insiders, the firm
will choose to issue equity to refinance. However, if the marginal investor will have
beliefs below that of firm insiders, the firm will choose to issue bonds rather than equity.

This paper demonstrates that issuing bonds or equity will have different price
impact under heterogeneous beliefs. In the short term, issuing equity to refinance will
have a significant negative impact, which means with the heterogeneity in investors
beliefsincreasing, the stock will have a deeper cumulative abnormal returns. Meanwhile
issuing bonds won't affect the cumulative abnormal returns, since announcement of
issuing bonds won’'t change the beliefs of marginal investor in theory. In the long term,
issuing equity will have greater negative stock returns than issuing bonds.

This paper verifies the theoretical conclusions using the Chinese refinancing sample
data from 2000 to 2009. The empirical results make clear that the greater heterogeneity
in investors' beliefs, the more likely the firm is to choose to issue equity rather than
bonds. Under the station of issuing equity, greater heterogeneity in outsider beliefs
enlarges the amount raised by the firm. The empirical results also support that issuing
equity will have a negative price impact in short time .And an increase in the
heterogeneity in investor beliefs leads to a decrease in cumulative abnormal returns. The
price impact of issuing bonds is not zero, but it is not significant in statistics, which
supports the theoretical prediction. The evidence shows that the relationship between
heterogeneous beliefs and the cumulative abnormal returns in announcement day is
opposite to that in issuing day. It also presents that the level of heterogeneous beliefsin

announcement day is lower than that in issuing day.

Keywords. Beliefs; Heterogeneous Beliefs; Financing Preferences
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