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Market timing, investment, and risk management
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8. Conclusion

Mounting evidence show large market-wide swings in
the financing conditions. What is more, in rare episodes of
financial crises, primary markets essentially shut down.
Firms have also become increasingly aware of the risks
and opportunities they face with respect to these external
financing costs, and they appear to time equity markets as
suggested by Baker and Wurgler (2002). However, despite
the rapid growth in empirical research on the effects of
shocks to the supply of capital on firms’ corporate policies
(see Baker and Wurgler, 2011 for a survey of the literature),
very few theoretical analyses are available on the implica-
tions of stochastic external financing costs for the dynamics
of corporate investment and financing. This paper aims to
close this gap by taking the perspective of a rational firm
manager maximizing shareholder value by timing favorable
equity market conditions and shielding the firm against
crisis episodes through precautionary cash holdings.
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