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Accruals and the performance of stock returns following external financing activities

Abstract: In this paper we find that the close relationla# anomalies on external financing
activities with the accrual anomaly is mainly dftriable to investing capital accruals.
However, the predictive power of external financawagivities for future stock returns is found
unrelated to that of working capital accruals. Wiogkcapital accruals play an important role
only on the predictability of stock returns, follmg short term debt financing activities.

Overall, our evidence is more likely to be consisteith investor’'s failure to recognise

opportunistic earnings management and/or agen@&teckloverinvestment associated with
invested capital.
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1. Introduction

An extensive body of research documents a negaglation between net external
financing activities and future stock returns. Aities raising new capital are associated with
lower future stock returns, while activities dibtrting capital are associated with higher
future stock returns (Ritter 1991, Loughran anddrit995, Loughran and Ritter 1997, Spiess
and Affleck-Graves 1999, Billet et al. 2001, Ikenlyeet al. 1995, Michaely et al. 1995,
Affleck-Graves and Miller 2006, Daniel and Titma®0B, Pontiff and Woodgate 2008, Fama
and French 2008). However, the economic rationatheosubsequent drift in returns remains
a controversial issue. Under a behavioral integpiat, Rangan (1998), Teoh et al. (1998)
and Heron and Lie (2004) offer the hypothesis thahagers are engaged in opportunistic
earnings management around equity offerings byoexpd (discretionary) accruals, in order
to increase the offering proceeds. Investors failrécognize earnings management and
naively extrapolate transitory earnings increasesuylting in an overvaluation of issuing
firms.! Under a rational interpretation, Shivakumar (200grs the managerial response
hypothesis: earnings management through (disceetydmccruals by equity issuers reflects a
rational response to anticipated market behaviooffgring announcements. Since issuers
cannot credibly signal the absence of earnings gemant, investors treat them uniformly as
having inflated prior earnings and rational disddaheir stock price$.

A more recent, but growing, literature focus on #xternal financing effect by using
measures from the statement of cash flows. In qudati, Bradshaw et al. (2006) have
constructed a parsimonious measure of the net amwmiucash generated by corporate
financing (equity and debt) activities and showt ttids measure is negatively related with
future stock returns. They also show a negativesi(ppe) relation between net external
financing and future earnings performance (ovemapm in analysts’ forecasts). As stated
by Bradshaw et al. (2006), market timing and oppastic earnings management are two
competing explanations for their findings. As adhéexplanation, managers could invest the
proceeds from their external financing activitiesvialue-destroying projects to serve their
own interests (agency related overinvestment). Wimrestors learn out that such
expenditures dissipate firm value, stock pricesistdiownward.

Nevertheless, the above evidence on the extemmahding anomaly could be closely
related to the accrual anomaly. The accrual angnfiady documented by Sloan (1996) refers

to the empirical regularity that low-accruals firesgperience higher future stock returns than

'An alternative behavioral interpretation is basedtle market timing hypothesis of Loughran and
Ritter (1995): Firms tend to issue (repurchasejréges when thewre overvalued (undervalued).

An alternative rational interpretation is offeregl Bckbo et al. (2000): equity issuers have lower
default risk, and thus are priced to yield lowepexted return.



high-accruals firms. Accounting accruals represleatdifference between a firms’ accounting
earnings and its underlying cash flows. Accrualpriome earnings ability to reflect firm
performance in that they minimize timing and matghproblems inherent to cash flows.
Accruals also allow for timely recognition of gaind losses due to unanticipated revisions of
expected future cash flofysalbeit in an asymmetrical fashidiNevertheless, as observed by
both theoretical and practical texts the benefimé of accruals is reduced to the extent that
managers manipulate earnings through accrualshignline, issuers that are engaged in
earnings manipulation are more likely to have haglruals and earn low returns. Further,
accounting accruals represent growth in net opeyatssets on a firms’ balance sheet. Firms’
balance sheet constraint implies that the sourt&snds must be equal to the uses of funds.
Therefore, even if managers do not manipulate egsnifirms raising capital are likely to
have high accruals and earn low future stock retusnd firms distributing capital are likely
to have low accruals and earn high future stockrnst As a result, accruals may have an
important role in interpreting external financingomaly. This issue has been first tackled by
Cohen and Lys (2006) who show that after contrglfior total accruals, the negative relation
between external financing activities and futukktreturns is attenuated and not statistical
significant. As argued by Cohen and Lys (2006)jrtfiedings are more consistent with
agency related over-investment rather than mankéhdg by managers. In follow up research,
Dechow et al. (2008) offered a similar interpretatior the external financing anomaly.

It is obvious from the above findings that accruadsild be a key in understanding the
external financing anomaly. Based on Richardsonl.e{2005) accruals can be divided to
working capital accruals and investing capital aats. Working capital accruals are related
to operating activities and may arise from disoretver accounting rules with respect to the
nature, timing and magnitude of revenues and exgserecognition (e.g. premature booking
of sales, allocation of more overhead expensesvintory than to cost of goods sold). Thus,
one cannot rule out the possibility that managems @nflate earnings by recording
(discretionary) working capital accruals duringipds in which they raise external financing.
In this line, if earnings management is driven ppartunism or hubris to mislead investors,
the external financing anomaly could arise as tbeksmarket temporarily overvalues issuing
firms and is subsequently dissappointed by unergedeclines in earnings. On the other
hand, if earnings management is a response toi@ated market behavior, the external
financing anomaly could arise as investors loweirtassessments of prior earnings surprises

of issuing firms and rationally discount their ftqurices.

% See Dechow (1994), Guay, Kothari and Watts (1996xhow, Kothari and Watts (1998).

* See Basu (1997), Ball, Kothari and Robin (200@)J,BRobin and Wu (2000, 2003).

*The asymmetry arises from the conservative natireGAAP, where losses are recognized
immediately and the recognition of gains is defétethe future until realized.

®A similar explanation has been also offered by Ridson and Sloan (2003).



Investing capital accruals are related with investiractivities and could be derived from
discretion over accounting rules (e.g. capital@atof operating expenses as fixed assets,
subjective estimation of long term receivables)ughthere is a possibility of earnings
management by executives of issuing firms throuti$c(etionary) investing capital accruals.
In this line, the external financing anomaly cob&lagain consistent with investor’s failure to
recognise opportunistic earnings management orsiows rational correction for lower
earnings quality. At the same time, firms could éamvesting capital accruals if their
managers (with empire building incentives) engageavasteful spending by using the net
proceeds from external financing activities. Thinrg, external financing anomaly could be a
consequence of market undereaction to the infoomatontained in possible overinvestment.
On the other hand, Anderson and Garcia-Feijoo (R@@§ue that capital investment may
capture risk in growth options. Hence, the exterfiahncing anomaly could be also
compensation for higher risk associated with lopited investment. From the above analysis,
it is clear that economic rationale of the negativié in stock returns following net external
financing activities could differ, whether thesetidties are associated with working or
investing capital accruals. Previous research, fasgenerally distinguished between the
implications of accruals from distinct businesswaies on the external financing anomaly.

The above issue motivates what we do in this papar. work is organized along two
dimensions. First, we investigate the propertiegastfolios and hedge strategies based on the
magnitude of the net amount of cash generated tseeand individual external financing
activities. This let us assess the economic siariite of the information in external financing
activities for the cross sectional variation incétoeturns. Second, we investigate whether the
anomalies on external financing activities captheesame underlying pattern in stock returns
with the anomalies on total accruals, working adpmitccruals and investing capital accruals.
In this way, we can offer to the existing literaus deeper understanding on the role of
accruals on the predictability of stock returnddeing external financing activities.

The remainder of the paper is organized as folldBextion 2 provides a detailed
description of our research design. In section Jpresent data, sample formation, variables
measurement, while in section 4 we provide our eogliresults. Section 5 summarizes and

concludes the paper.

2. Research Design

In this paper, we investigate the role of accrualénterpreting the subsequent drift in
stock returns following external financing actigii Following Bradshaw et al. (2006), we
use the parsimonious measure of the net amounasif generated by corporate financing

activities AXFIN, hereafter) that allows us to focus on induadl and entire corporate



financing transactions. This measure is definethaglifference between cash flows received
from issuance of new equity and debt financingcfsiesues plus debt issues) and cash flows
used for the retirement of existing equity and datatncing (stock repurchases plus dividend
payments minus debt repayments). We then, decomp@seoss balance sheet categories
based on the nature of the underlying securitigsdle being issued and retired. In particular,
AXFIN will be decomposed into net cash flows geregtairom equity financing activities

(AEQUITY, hereafter) and debt financing activitiddEBT, hereafter).
AXFIN, = AEQUITY, + ADEBT, (1)

AEQUITY is defined as the difference between caskwdl received from stock issues and
cash flows distributed for stock repurchases antleinds paymentsADEBT is defined as
the difference between cash flows received front éedues and cash flows distributed for
debt repayments.

However, we also distinguish between net shortland term debt financing activities since
their predictive power for future stock returns kcbdiffer. Previous work has not generally
distinguished between different forms of debt ficiag activities and their effects on stock
prices. In particularADEBT will be also decomposed into net cash flowsegated from
short term debt financing activitie?A$DEBT, hereafter) and long term debt financing

activities ALDEBT, hereatfter)
ADEBT, = ASDEBT, + ALDEBT, 2

ASDEBT (ALDEBT) is defined as the difference between casiwsl received from short
(long) term debt issues and cash flows distribdieedshort (long) term debt repayments. To
our knowledge, this is the first paper in the httewre that focuses on the relation between
short and long term debt financing activities witture stock returns.

Our work is organized along two dimensions. Fivg, investigate financial and return
characteristics of portfolios and hedge strategéesed on the magnitude of the net amount of
cash generated by entire and individual externahniting transactions. Of course, we
recognize that one cannot ignore risk in examigitagk returns. For this purpose, we follow
other studies in the accounting literature on thiereal financing anomaly (Bradshaw et al.
(2006), Cohen and Lys (2006) and Dechow et al. §P0and consider in our analysis size-
adjusted returns. Note, that we also investigagertibbustness of our stock returns tests by
applying the statistical arbitrage test designetibgan et al. (2004) to hedge strategies on all
external financing measures. This test circumvdms‘bad model” problem of stock return
tests in the anomalies literature since its definiis not contingent upon a specific model of
market returns. In particular, we test two implicas of statistical arbitrage for each strategy:
whether its mean annual incremental profit is posiand whether its time-averaged variance

decreases over time. To our knowledge, this iditsiepaper that examines whether strategies



on external financing measures constitute stagiséicbitrage opportunities. Our work on the
properties of external financing activities let assess the economic significance of their
information for the cross sectional variation ioclt returns

Second, we investigate whether the anomalies @rredtfinancing activities capture the
same underlying pattern in stock returns with themaalies on total accruals, working capital
accruals and investing capital accruals. The anpmalworking capital accruals has been

first documented by Sloan (1996), while on invegtoapital accruals and total accruals by

Richardson et al. (2005). Working capital (curreperating) accrual€ACC, are defined as

growth in net working capital (net current opergtassets), investing (non current operating)

accrualdNCACC, as growth in net invested capital (net non curagerating assets) and
total accrualSTACC, as growth in net operating assets:

TACC, = CACC, + NCACC, 3)

In our analysis on the relation of the anomaliesegternal financing activities with the
anomalies on accruals, we consider control heddgant hedge portfolio strategies. Then,
following Fama-MacBeth (1973), we also estimateasafe cross sectional return regressions

on external financing and accrual measures, afigralling size and book to market ratio.

3. Data, Sample Formation and Variable Measurement.

Our sample covers all firms with available data @ompustat and CRSP for the
period 1963-2003. Moreover, we exclude all firm ryelservations with SIC codes in the
range 6000-6999 (financial companies) because t&imination between operating and
financing activities is not clear for these firnkurthermore, we require as in Vuolteenaho
(2002) all firms to have a December fiscal year,@ndorder to align accounting variables
across firms and obtain tradable investment stiededor our subsequent portfolio
assignments. Finally, we eliminate firm year obagons with insufficient data on Compustat
to compute the primary financial statement variahleed in our test& These criteria yield
final sample sizes of 105,119 firm year observatisth non missing financial statement and

stock return data. Following Dechow et al. (2008, use the indirect method (balance sheet)

" As suggested by Fama and French (1993) among, difmercharacteristics such as size and book to
market ratio may help explain the cross-sectiomaiation of stock returns since they could proxy fo
time-varying systematic risk.

8 In particular, we eliminate firm year observatiogh€ompustat data items 1, 4, 5, 6, 18 and 181 are
missing. If data items 9, 34, are missing, we &eint equal to zero rather than eliminating the

observation. The results are qualitatively simiflave instead eliminate these observations



method to measure external financing and accruasures as follows

AEQUITY, = A(TA —TL,)- NI,
where:

e NI, : Netincome (data item 18).

e TA: Total assets (data item 6).

e TL,: Total liabilities (data item 181).
ASDEBT, = A(STD, )
where:

e  SID,: Short term debt (data item 34).
ALDEBT, = A(LTD,)
where:
e LTD,: Long term debt (data item 9).
ADEBT, = ASDEBT, + ALDEBT,
AXFIN, = AEQUITY, + ADEBT,
CACC, = A(CA -C,)-A(CL, - STD,)
where:
e CA : Current assets (data item 4).
e C,: Cash and cash equivalents (data item 1).
e CL,: Current liabilities (data item 5).
NCACC, = A(TA —CA )-A(TL, —CL, —LTD,)
TACC, = CACC, + NCACC,
Similar to prior studiesAXFIN, AEQUITY, ADEBT, TACC, CACC and NCACC are

deflated by contemporaneous average total assethan winsorized at +1 and —1 in order to
eliminate the influence of outliers. As mentionadhe previous section, in our analysis, we
also consider market capitalization (MV) and boak rharket ratio (BV/MV) Market

capitalization is measured as price per share (#88) times shares outstanding (item 25) at
the beginning of the portfolio formation month. Mdbhat we require at least a four-month gap

between the portfolio formation month and the fisgsar end to ensure that investors have

° As documented by Dechow et al. (2008) the balaheet method requires clean surplus assumptions
and that all interest expense is paid in cash.hBelk for robustness, we replicate all our empirieats

by using measures of corporate financing actividesacted from the cash flows statement and find
qualitatively similar results. However, data frohetcash flow statement limit our sample size since
they are available from 1988.



financial statement data prior to forming portfelid Book to market ratio is defined as the
ratio of the fiscal year end book value of equitgrti 60) to the market capitalization.

The annual one-year ahead raw stock retl®RRS are measured using compounded 12-
month buy-hold returns inclusive of dividends atigeo distributions from the CRSP monthly
files. Then, size-adjusted returfSRET are calculated by deducting the value weighted
average return for all firms in the same size-madcHecile, where size is measured as the
market capitalization at the beginning of the neteumulation period. The size portfolios are
formed by CRSP and are based on size deciles ofEN®®1 AMEX firms. If a firm is
delisted during our future return window, then @RSP’s delisting return is considered for
the calculation of the one-year ahead raw stoakrmetand any remaining proceeds are re-
invested in the CRSP value-weighted market inddys Tnitigates concerns with potential
survivorship biases. If a firm is delisted duringr duture return window as a result of poor
performance and the delisting return is coded iasing by CRSP, then a delisting return of -

100% is assumed.

4. Results

4.1 Characteristics from External Financing Portfolios

Table 1 reports time series averages of annual meedues of external financing and
accrual characteristics of portfolios formed on tmegnitude of net external financing
activities and their components. For this purpeseh year we rank firms independently on
net external financing activities and their compuee allocate them into ten equal-sized
portfolios (deciles) based on these ranks and dwnpute their external financing and
accrual characteristics. The portfolios are hetdofwe year and then rebalanced. Note that we
require at least a four-month gap between the gartformation month and the fiscal year
end to ensure that investors have financial statedega prior to forming portfolios. We also
report the time series averages of spreads in clesistics across the lowest and the highest
decile, along with the associated t-statistic. ¥ lowest decile firms are distributing capital,
while at the highest decile firms are raising capitn Panel A of Table 1, we provide
characteristics of portfolios formed on the maguatwof net external financing activities.
From the first row we see that the time seriesayes ofAXFIN for net repurchasers and net
issuers are 0.175 and -0.389, respectively, whiespread is 0.564 (t=22.79). Turning, to the
second and the third row, we see that net repuech@se more likely to repay debt, while net
issuers are more likely to issue debt. The sprdadEQUITY and ADEBT between net

1%Alford et al. (1994) argue that four months aftes fiscal year end, all firm’s financial statemdata
are publicly available.



repurchasers and net issuers is 0.26 (t=11.38Pad# (t=42.33), respectively. This finding,
consistent with pecking order theory, indicated firsis are more likely to engage in debt
than equity financing activities. Results on thartb and the fifth row reveal that firms are
more likely to engage in long term than short tetebt financing activities. The spread of
ASDEBT andALDEBT is 0.087 (t=32.56) and 0.217 (t=31.36), respely. Furthermore, we
see an increasing trend in total accruals, worlgagital accruals and investing capital
accruals across deciles. The time series averddesQC for net repurchasers and net issuers
are -0.103 and 0.308, respectively, while the spiea0.411 (t=-41.15). From the last two
rows, we see that net repurchasers have similabgolute value time series averages of
CACC and NCACC. However, net issuers have highesolute value time series averages
of NCACC than CACC. In particular, the time serga®rages of CACC and NCACC for net
repurchasers are -0.046 and -0.057, respectivélile ior net issuers are 0.081 and 0.227,
respectively. The spread of CACC and NCACC is -0.12-28.69) and -0.284 (t=-27.36),
respectively. Overall, results from the last twavsareveal that firms with high values of net
external financing are more likely to have highdsting capital accruals rather than working
capital accruals.

Panel B of Table 1, reports characteristics offpbos formed on the magnitude of net
equity financing activities. The time series averaAEQUITY for equity repurchasers and
dividend paying firms is 0.123, for equity issueds243, while the spread is 0.366 (t=13.94).
Note also, that equity repurchasers and dividengngafirms are debt issuers, a finding
indicative of possible refinancing activity wherethe proceeds from debt issues could be
used to repurchase equity and pay dividends. Teriesaverages &dSDEBT andALDEBT
for those firms are -0.005 and -0.012 respectiveliggesting that firms are more likely to
issue long term than short term debt. Turning waitggssuers, we see that that the time series
average oALDEBT is -0.031, while foASDEBT is not statistically significant. This findjn
suggests that equity issuers are more likely toeideng term debt. Furthermore, we see an
increasing trend in total accruals. The time saxierage of TACC for net repurchasers is not
statistically significant, for net issuers is 0.18dspectively, while the spread is -0.191 (t=-
18.98). From the last two rows, we also see timesaverages of CACC than of NCACC
for equity repurchasers and dividend paying firme ot statistically significant, while for
equity issuers are 0.05 and 0.134, respectivelg. dgread of CACC and NCACC is -0.052
(t=-11.62) and -0.139 (t=-17.64), respectively. @ilerresults from the last two rows reveal
that firms with high values of net equity financiage more likely to have high investing
capital accruals rather than working capital adstua

In Panel C of Table 1, we provide characteristicgortfolios formed on the magnitude of
net debt financing activities. The time series ages ofADEBT for firms that repay and
issue debt are 0.145 and -0.265, respectively,ewthi¢ spread is 0.41 (t=33.87). Note also,
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that firms in the extreme deciles issue equity,leviii other deciles are not engaged in equity
financing activities. This finding, suggests positefinancing activity whereby the proceeds
from equity issuers could be used to repay deldulRealso reveal that firms are more likely
to engage in long term than short term debt finapeaictivities. The spread afSDEBT and
ALDEBT is 0.121 (t=37.51) and 0.289 (t=25.48), respely. Furthermore, we see an
increasing trend in total accruals, working capgtatruals and investing capital accruals. The
time series averages of TACC for firms that repag &ssue debt are -0.092 and 0.302,
respectively, while the spread is -0.394 (t=-35.69pm the last two rows, we also see similar
in absolute value time series averages of CACC ahiaCACC for firms that repay debt. On
the other hand, the time series averages of CAQIONPACC for debt issuers are 0.081 and
0.221, respectively. The spread of CACC and NCAE®i125 (t=-34.21) and -0.269
(t=--22.75), respectively. Overall, results frone tlast two rows reveal that firms with high
values of net debt financing are more likely toédnaaigh investing capital accruals rather than
working capital accruals.

In Panel D of Table 1, we provide characteristicpartfolios formed on the magnitude of
net short term debt financing activities. The tigeies averages &fLDEBT for firms that
repay and issue debt are 0.105 and -0.122, regplctivhile the spread is 0.227 (t=42.21).
Note also, that firms in extreme deciles are bahitg and long term debt issuers. This
finding, suggest possible refinancing activity wet®y the proceeds from equity and long term
debt issuers could be used to repay short term @ebthe other hand, firms in other deciles
are not engaged in equity financing activities.tRemmore, we see an increasing trend in total
accruals, working capital accruals and investingtahaccruals. The time series averages of
TACC for firms that repay and issue short term dweiet-0.03 and 0.162, respectively, while
the spread is -0.192 (t=-32.96). From the last tows, we also see that the time series
averages of CACC than of NCACC for short term detsuers are 0.076 and 0.086,
respectively. On the other hand, for firms thatsephort term debt the time series average of
CACC is -0.028, while of NCACC is not statisticakygnificant. The spread of CACC and
NCACC is -0.104 (t=-31.81) and -0.088 (t=-16.08spectively. As such, results from the
last two rows that working capital accruals are enldrely to be associated with short term
debt repayment.

Panel E of Table 1, reports characteristics offplios formed on the magnitude of net
long term debt financing activities. The time sgrderages cASDEBT for firms that repay
and issue debt are 0.119 and -0.238, respectiwdije the spread is 0.357 (t=30.52). Note
also that firms in extreme deciles are both eqisguers, a finding that is indicative of
possible refinancing activity whereby the procedm equity issues could be used to repay
long term debt. Similarly, we find short term debpayment for long term debt issuers and

short term debt issues for firms that repay lomgtdebt. Furthermore, we see an increasing
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trend in total accruals, working capital accruald avesting capital accruals. The time series
averages of TACC for firms that repay and issud deb-0.06 and 0.264, respectively, while
the spread is -0.324 (t=-27.9). From the last taws;, we also see higher in absolute value
time series averages of NCACC than of CACC for $irtimat both issue and repay long term
debt. In particular, the time series averages o€CAand NCACC for firms that repay long
term debt are -0.018 and -0.042, respectively, evfat firms that issue long term debt are
0.054 and 0.21, respectively. The spread of CACE& MGACC is -0.072 (t=-22.24) and -
0.252 (t=-23.2), respectively. Overall, resultsnfrthe last two rows reveal that firms with
high values of net long term debt financing are enlikely to have high investing capital
accruals rather than working capital accruals.

Additionally with portfolio characteristics, cros®ctional correlations between external
financing and accrual measures are computed eamh leean correlation over years are
reported in Panel F of Table 1. From the first raXFIN is highly correlated with both
AEQUITY andADEBT. As such, botAEQUITY andADEBT represent significant sources
of variation in AXFIN. Note, thatAXFIN and ADEBT are more highly correlated with
ALDEBT than withASDEBT, suggesting that firms are more likely todmgaged in long
term debt than short term debt financing activitiearthermore, the correlation aiXFIN,
ADEBT andALDEBT with TACC is high and similar with NCACC. Othe other hand,
AXFIN, ADEBT andALDEBT are less correlated with CACC. Note alsot thRQUITY is
similarly correlated with TACC and NCACC and lesstiCACC. This finding indicates that
the close relation of the external financing angmahd the accrual anomaly may be
attribuTable to investing capital accruals. HoweveBDEBT is similarly correlated with
TACC and CACC and less with NCACC.

4.2 Sock Returns Tests from External Financing Portfolios.

In this section, we investigate the performanceatfolios based on the magnitude
of external financing measures. As in the previsestion, we rank firms annually on each
measure, allocate them into ten equal-sized p@$i¢teciles) based on these ranks and then
compute their future raw and size-adjusted retum®&anel A of Table 2, we report the time
series averages of raw returns for each portfaieed on external financing measure, along
with their associated t-statistics (in parenthedigg also report the time series averages of
returns for hedge strategies consisting of a Ishgrt) position in the lowest (highest) decile.
Starting withAXFIN, we see that raw returns for net repurchasers net issuers are 0.2
(t=5.36) and 0.09 (t=1.978), respectively. A tradatrategy o XFIN generates a raw return
of about 0.11 (t=4.801). Turning ddEQUITY, the raw return for equity issuers and dend
paying firms is 0.187 (t=5.858), for equity issuéss0.1 (t=2.013), while for the hedge

12



strategy is 0.087 (t=3.001). Firms that repay dette a raw return of about 0.201 (t=4.335),
firms that issue debt 0.109 (t=2.501), while theldes raw return forADEBT is 0.092
(t=4.862), respectively. From a closer look to digincing proxies, we see thASDEBT
and ALDEBT hedge strategies generate raw returns of tabdd45 (t=2.81) and 0.084
(t=5.521), respectively. Thus, both forms of nditdenancing activities are negatively related
with future stock returns. However, the relationsisonger for net long term financing
activities.

Panel B of Table 2 presents time series averagegefadjusted returns for portfolios
and hedge strategies based on the magnitude ahakfenancing measures. From the first
column, we see that the size-adjusted return foremrchasers is 0.049 (t=4.314), for net
issuers is -0.055 (t=-3.339), while for the hedgategy onAXFIN is 0.104 (t=4.8). Turning
to AEQUITY, we see that size-adjusted returns for sptirchasers and net issuers are 0.044
(t=4.58) and -0.045 (t=-2.054), respectively, wtite the hedge strategy is 0.089 (t=3.523).
Further, firms that repay debt have a size-adjusgadn of about 0.042 (t=2.982), firms that
issue debt -0.038 (t=-2.685), while the hedge adjested return forADEBT is 0.08
(t=4.261), respectively. Note, that Bradshaw e{2006) report similar size-adjusted returns
for AXFIN, AEQUITY andADEBT. Turning to debt financing proxies, we seet thedge
strategies oASDEBT andALDEBT generate returns of about 0.046 (t=3.016) ari68
(t=4.722), respectively. As such, the negativeti@mtebetween stock returns and net long term
financing activities is stronger than with net ghterm debt financing activities. Note that all
strategies are found profiTable in the great mbjari years of our sample period.

Results from our stock return tests in Panel A Braf Table 2 indicate positive raw
and size-adjusted returns for hedge trading stiegegn external financing measures.
However, as argued by Fama (1998) a problem irethests is that all models of expected
returns are incomplete descriptions of the systienmtterns in average returns during any
sample period. As a result, stock return testsahmays contaminated by a “bad model”
problem. In order to check the robustness of redutm our stock return tests, we apply the
statistical arbitrage test that is designed by Hoggaal. (2004) to hedge strategies on all
external financing measures. This test circumvdmngs’bad model” problem of stock return
tests since it is not contingent upon a specificdehdor market returns. By definition a
trading strategy that constitutes statistical aalgie opportunities must have a zero initial cost
(self financing), positive expected discounted pspfa probability of a loss converging to
zero and a time-average@riance converging to zero if the probability ofoss does not
become zero in finite time. In economics terms, ltst condition associated with the time-
averaged variance implies that a statistical aabéropportunity eventually produces riskless

incremental profit, with an associated “Sharpeloratcreasing monotonically through time.
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The zero initial cost (self financing) conditiom these tests is enforced by investing

(borrowing) trading profits (losses) generated bghetrading strategy at the risk free rate.

Specifically, time series of annual hedge (rawumes RET (ti) are first generated from
accruals and value/growth strategies. Then, trdéntgaprofits V (ti) of each trading strategy
accumulate at the risk free ratét, ) to yield cumulative trading profits (with(t, ) = 0):

V(t)=RET(t)+e" V() (4)

(1)

This cumulative trading profit is then discountegcke period bye§12' " to construct

discounted cumulative trading profitsv(ti) for each trading strategy. Let

AV, =V(t)-Vv(t_,), denote the increments of the discounted cumelaiiofits with mean
A, growth rate of mea, standard deviatiorr and growth rate of standard deviatidn
Assume also that the increments of the discountetltative profitsAv, evolve according to
the following stochastic process:

AV, =pi’+o-it-z (5)
where i=1,2,....n,z areiid N(01) random variables witrz, =0, v(t,)and Av, are
equal to zero. Under the above assumed stochasticegs, the discounted cumulative
profitsv, are distributed as

v(tn):iAvi ~ N(yiig,az n i”j (6)

i=1 i
and have the following log likelihood function.
51 .9\2
o7 2 (M= i’ @)
i=1

The parameters,f,o0,Acan be estimated through the maximum likelihoodmegton

|Og L(/J,gz ,H,l| AV) = —%i |Og(02| 22 ) _
i=1

method and the associated score equations aredprbii the appendix. Then, assuming that
6 = 0, one can conduct constraint mean tests of statistibitrage. In particular, under these
tests a trading strategy generates statisticatragei withl— o percent confidence if the
following conditions are satisfiéd H1: ¢ > 0and H2: 1 < 0.

The first hypothesis tests whether the mean annasgmental profit of a trading strategy
is positive (second condition for statistical amnfe) and the second, whether its time-
averaged variance decreases over time (fourth tondof statistical arbitrage). The two

parameters are tested individually with the Borerinequality accounting for the combined

1 See in the appendix the appropriate conditionstatistical arbitrage under the unconstraint mean
tests and in Hogan et al. (2004) for further dstail their differences.
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nature of the hypothesis test. Note, that standards's for the above parameters may be
extracted from the Hessian matrix to produce theired corresponding p-valu&s.

From the reported results on Panel C of Table Zeethat hedge strategies on external
financing and accrual measures constitute stalstithitrage opportunities at the 1% level.
Only, the strategy on net short term debt financsnpund to survive the statistical arbitrage
test only at the 5% level. Note, that if one agréed the notion of statistical arbitrage is
incompatible with market equilibrium, and by infece, market efficiency (Jarrow 1988,
chapter 19), then our evidence supports existimgeral explanations to interpret the role

of accruals on the predictability of stock retufoléowing external financing activities.

4.3 Sock Returns Tests from Interacted Portfolios on Net External Financing and

Accrual Measures

So far, the external financing anomaly has beem&e&d independently from the accrual
anomaly. In this section, we investigate the rdieaccruals on the predictability of stock
returns following external financing activities lopnsidering control hedge and joint hedge
strategies® To implement these two-dimensional strategiesh epear firms are sorted
independently on external financing and accrualsmess, and allocated into three group-
portfolios: the bottom 20 percent (Portfolio 1),dalie 60 percent (Portfolio 2), and top 20
percent (Portfolio 3). As in the previous sectiopsrtfolios are held for one year and then
rebalanced, while we require at least a four-mgatih between the portfolio formation month
and the fiscal year end. We then focus, on the ltesbtintersectioné from the above
mentioned sortdJnder a control hedge strategy we assess whetbeexternal financing
effect survives, after holding the accrual effeohstant. Under a joint hedge strategy we
assess whether the combination of these effecteerges an indicator that is significantly
better than either one effect separately.

Table 3 reports the size-adjusted returns for srppktfoliosbased on the magnitude
of external financing measures and their intereastwith portfolios based on the magnitude
of total accruals, along with their associatedatistics (in parenthesis). Note that the hedge
size-adjusted returns for the unconditional stiategnAXFIN, AEQUITY andADEBT are

12 Note that these hypotheses are the economic hggesitor the presence of statistical arbitrage. The
statistical hypotheses under testing are= 0 and 4 = 0 that correspond to absence of arbitrage.

Reinganum (1981), Jaffe et al. (1989), Greig (198@)ng et al. (2000), Collins and Hribar (2002)
and Desai et al. (2004) have used this approaalldress related questions. In supplementary tests,
perform analysis by considering two-dimensionaltsigies from sequential sorts on external financing
and accrual measures and find qualitative siméaults.

1Using group analysis leads to lower standard erirsstatistics for hedge returns acrdss-
dimensional strategies than decile analysis. Thig@ach has been also used by other studies in the
accounting and the finance literature. However réselts are qualitatively similar with decile aysis.
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0.09 (t=5.564), 0.056 (t=2.548) and 0.072 (t=7.3883pectively. From a closer look to debt
financing proxies, we see thASDEBT andALDEBT hedge strategies generate returns of
about 0.037 (t=4.221) and 0.057 (t=5.217), respelsti From Panel A, we see that the
strategy om\XFIN is not profiTable across firms with low andyhilevels of TACC. Turning
to Panel B, we see that the strateg\&QUITY generates insignificant size-adjusted return
across firms with low and medium levels of TACC.sRl&s on Panel C, reveal that the
strategy onADEBT is not profiTable across firms with low levetd TACC and earns
negative size-adjusted returns across firms wigh fevels TACC. Furthermore, from Panels
D and E we see that size-adjusted returns to girat€ DEBT are completely subsumed by
TACC, while the strategy oALDEBT is not profiTable across firms with low andh levels

of TACC. Note also, that the performance of hedgategies that combine information on
both external financing measures and total accrislindistinguishable to that of an
unconditional strategy on total accruals. As suobrsistent with prior evidence in the
accounting literature, our findings from Table Jioate that the anomalies on external
financing activities are related with the anomatytatal accruals.

Table 4 reports the size-adjusted returns for Emprtfoliosbased on the magnitude
of external financing measures and their intereastwith portfolios based on the magnitude
of working capital accruals, along with their agated t-statistics (in parenthesis). From
Panel A, we see that the strategy ZXFIN is profiTable across all firms regardless thei
exposure to CACC. Similar evidence is found froormé&s B, C and E for the strategies on
AEQUITY, ADEBT andALDEBT, respectively AEQUITY on the middle CACC portfolio is
the only exception). However, results on Panel bwsthat the strategy oASDEBT is not
profiTable across firms with medium and high leveisSCACC. Furthermore, findings from
all panels reveal that the generated size-adjustenns from hedge strategies that combine
information on both external financing measures amdrking capital accruals are
significantly higher than those obtained from eawtasure in isolation. Overall, our findings
from Table 4 suggest that the anomalies on extémahcing activities are unrelated with the
anomaly on working capital accruals, first docureenby Sloan (1996). However, our
evidence on Panel D is suggestive of a significate for working capital accruals on the
predictability of stock returns following short tedebt financing activities.

Table 5 reports the size-adjusted returns for snpairtfoliosbased on the magnitude of
external financing measures and their intersectwatts portfolios based on the magnituoke
investing capital accruals, along with their asatad t-statistics (in parenthesis).From Panel
A and C, we see that the strategiesAXFIN and ADEBT are not profiTable across firms
with high levels of NCACC. Turning to Panel B, weesthat the strategy ohEQUITY
generates insignificant size-adjusted returns adioss with low levels of NCACC. Results
on Panel D and E, reveal that the strategieASBEBT andALDEBT are not profiTable
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across firms with low and high levels of NCACC. tharmore, from all panels is found that
that the generated size-adjusted from hedge sieategat combine information on both
external financing measures and investing capitafuals are not significantly higher that
those from an unconditional strategy on investiagit@l accruals. These findings imply the
anomalies on external financing activities areteslawith the anomaly on investing capital
accruals, first documented by Richardson et al0%200verall, our evidence from Table 5
indicates that the relation of the anomalies orerexl financing activities and accruals is

more likely to be driven from investing capital agals.

4.4 Regressions on Net External Financing and Accrual Measures.

In this section, we estimate Fama - MacBeth (19@8jessions of raw stock returns on
external financing measures and accrual meaSumder controlling for size and book to
market ratio, and report the time series averaféiseoresulting parameter coefficients. The
reported t-statistics (in parenthesis) are basethermeans and standard deviations of the
parameter coefficients obtained in the annual csedional regressions. To ensure that
results are not driven from extreme observationgepeat regressions for two subsamples.
To form these subsamples, we first divide the ergmmple across the accrual dimension so
that one half contains predominantly low accruaing and the other predominantly high
accrual firms. Then, we identify issuers and repasers in each of these groups. Based on
these partitions the first subsample (overlap sup$s) contains low accrual firms that are
also repurchasers (firms with lower than mean adaad external financing measures) and
high accrual firms that are also issuers (firmshwiigher than mean accrual and external
financing measures). The second subsample (noapvedbsample) contains low accrual
firms that are also issuers (firms with lower thaean accrual measures and higher than
mean external financing measures) and high acéimas that are also repurchasers (firms
with higher than mean accrual measures and lovaar thean external financing measures).
In this way, we investigate the role of accrualgtmpredictability of stock returns following
external financing activities. If accruals do natve an important role, then the external
financing effect should be strong for the full séenpnd for both subsamples.

Before discussing our results, note that from uartel regressions we found negative and

statistically significant coefficients on all extel financing measures, unconditional on

*The regression approach imposes linear structurthemelation between returns and the variable
under investigation, even though the relation maybn-linear. To control for potential non-lineist
and ensure that results are not driven from extrebservations, we follow Desai et al. (2004) and
express variables as portfolio decile ranking. antipular, each year we sort firms independentty in
nine deciles (0,9) based on external financingaswlual measures and divide the decile number by 9
so that each firm-year observation related to thras@bles takes a value ranging between 0 and 1.
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accrual measuré§In Table 6, we report results from regressionsaef stock returns on each
external financing measure after controlling fdat@ccruals. From Panel A, it is found that
when both external financing measures and totauaéc are included in the regressions, the
coefficients onAXFIN, AEQUITY, ADEBT, ASDEBT andALDEBT are not statistically
significant, while the coefficient on TACC is neiyat and statistically significant. Similar
results are reported in Panels B and C for thelayend nonoverlap subsample, respectively.
As such, consistent with evidence in Cohen and (2@6), these findings indicate that the
external financing anomaly no longer persists, ame&ontrol for total accruals.

Table 7, provides results from regressions of reawksreturns on each external financing
measure after controlling for working capital a@dsu From Panel A we see that when both
external financing measures and working capitatusds are included in the regressions, the
coefficients on all measures are negative andssitaily significant. Turning to Panels B and
C, we see similar results fatXFIN, AEQUITY, ADEBT, ALDEBT and CACC across the
overlap and nonoverlap subsample, respectivelysdtimdings imply that the predictive
power of those external financing measures forréuteturns is unrelated to that of working
capital accruals. However, for the overlap subsartie coefficient foASDEBT is not found
statistically significant, while for the nonoverlapbsample is found negative and statistically
significant. This finding indicates that there isedation between the anomalies on short term
debt financing activities and working capital aaisu

In Table 8, we report results from regressions aw istock returns on each external
financing measure after controlling for investiraptal accruals. Results from Panel A reveal
that when both external financing measures andsting capital accruals are included in the
regressions, the coefficients &XFIN, ADEBT, ASDEBT and NCACC are negative and
statistically significant, while omMAEQUITY and ALDEBT are statistically insignificant.
However, from Panel B that provides results for twerlap subsample we see that the
predictive power of all external financing measui@sfuture stock returns is closely related
and subsumed by that of investing capital accri&isilar results are reported on Panel C for
the nonoverlap subsample, excepXFIN. These findings suggest that there is a strong
relation between the anomalies on external finapaitivities and investing capital accruals.

Overall, the results from regression analysis canfprior evidence from portfolio level
analysis that the strong relation of the anomadieexternal financing activities and accruals
is more likely to be driven from investing capitaicruals. In other words, investing capital
accruals is a key in understanding the externalnfimg anomaly. Working capital accruals
seem to play an important role only on the predititg of stock returns, following short term

debt financing activities.

'8 Similar results are reported in Bradshaw et #106) and Cohen and Lys (2006).
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5.  Conclusons

An extensive body of empirical work in finance amtounting studies documents a
negative relation between net external financing/@es and future stock returns. However,
Cohen and Lys (2006) show that that the extermalnicing anomaly no longer persists, after
controlling for total accruals. Based on Richardsbral. (2005) accruals can be divided to
working capital accruals that represent growth @b working capital and investing capital
accruals that represent growth in net investingtab he nature of different information in
accrual components for the predictability of stagturns following external financing
activities has not been thoroughly explored, howeVhis issue motivates what we do in this
paper.

Our findings can be summarized in what follows. $tilew that firms with high values of
net external financing are more likely to have highesting capital accruals rather than
working capital accruals. We also show that hediggegies on net changes in entire external
financing, equity financing transactions and défriicing transactions generate positive raw
and size-adjusted stock returns. The strategiealsoefound to constitute statistical arbitrage
opportunities. Similar results are found when waidguish between net short term and net
long term debt financing activities. However, tlifees are found stronger for net long term
debt financing activities. We also show that thergg relation of the anomalies on external
financing activities and accruals is more likelylt® driven from investing capital accruals.
Working capital accruals seem to have an impontalet only on the predictability of stock
returns, following short term debt financing adies.

Overall, our evidence is more likely to be consisteith investor’s failure to recognise
opportunistic earnings management and/or agen@&teckloverinvestment associated with
invested capital. However, our findings do not 13seeily rule out a risk based explanation. It
is possible that an omitted risk factor relateéaonings quality and/or capital investment may
be the underlying culprit for the strong relatioatwween anomalies on external financing
activities and accruals. It would be more intengstfor future research to disentangle

between the impact of earnings management andtimeas on the external financing effect.
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Appendix
A. Parameters Estimatesfor the Statistical Arbitrages Tests
The parameters 8,0, A are estimated from the following system of four atpns

with four unknowns:

dlogL (u,%,6,2|Av) 2 AviTH

P 1
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i=1
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Note that by assuming) = 0andA = O we get the standard MLE estimators of the

mean and the variance of the incremental tradiofjtprof each strategy:

n
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i—1 Nz

ﬂ:

Sk

B. Unconstraint Mean Test of Statistical Arbitrage

Under the unconstraint mean test, a trading styajegerates statistical arbitrage
with1l— «a percent confidence if the following conditions aegisfied:
H1: >0
H2: 1 <0

H3: 0> max{/l —% ,—1}

with the sum of p values for the individual tesienfing an upper bound for the type | error a.

Note that by assuming = Othe unconstraint mean test of statistical arbitiage

reduced to a constraint mean test, while by assyia Oand 4 = Qit is reduced to a single
t-test.

Finally, for the test of H2 to be well defined, Wwave to assume that the parameter

space ford is the whole real live, although far to have a well defined distribution we need

A<0.
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Tablel
Char acteristics of External Financing Portfolios

Panel A: Characteristicsfor Decile Portfolios sorted by Net External Financing (AXFIN )

Parameter 1 2 3 4 5 6 7 8 9 10 Spread | Spread
(Low) (High) | (1-10) | (t-stat)

AXFIN 0.175 | 0.072 | 0.045 | 0.026 | 0.009 | -0.009 | -0.034 | -0.073 | -0.147 | -0.389 | 0.564 22.79

AEQUITY 0079 | 0.038 | 0.027 | 0018 | 0011 | 0.004 | -0.002 | -0.014 | -0.047 | -0.181 0.26 11.38

ADEBT 0.09% | 0.034 | 0.018 | 0.008 | -0.002 | -0.013 | -0.032 | -0.059 | -0.1 | -0.208 | 0.304 42.33

ASDEBT 0.042 | 0.014 | 0.006 | 0.001 | -0.002 | -0.006 | -0.011 | -0.019 | -0.028 | -0.045 0.087 32.56

ALDEBT 0054 | 0.021 | 0.013 | 0.007 | -0.001 | -0.007 | -0.021 | -0.04 | -0.072 | -0.163 0.217 31.46

TACC -0.103 | -0.011 | 0.009 | 0.017 | 0.027 | 0.041 | 0.066 | 0.099 | 0.155 | 0.308 -0.411 -41.15

CACC -0.046 | -0.007 | 0.002 | 0.004 | 0.009 | 0.014 | 0.025 | 0.035 0.05 0.081 -0.127 -28.69

NCACC | -0057 | -0.004 0007 | 0013 | 0018 & 0027 | 0041 | 0064 & 0105  0.227 -0.284 -27.36

Notes: Panel A of Table 1 reports time series averagesiofial mean values of external financing and
accrual characteristics for portfolios formed om tmagnitude of net external financing activities.
Portfolios are constructed by ranking firms indegmtly on net external financing activities and
allocate them into ten equal-sized portfolios (Bes}ibased on these ranks. The portfolios are foeld
one year and then rebalanced. Note that we reqtiteast a four-month gap between the portfolio
formation month and the fiscal year end to ensuaé investors have financial statement data pador t
forming portfolios. Time series averages of theeags in characteristics across the lowest and the
highest decile along with the associated t-stati§ti parenthesis), are also reported. Bold numbers
indicate significance at less than 5% level. Theyga consists of 105,119 firm year observations
covering firms (except financial firms) with avdila data on Compustat and CRSP for the period
1963-2003.

AXFIN are net external financing activities, calculagsdthe sum of net equity financing activities
AEQUITY and net debt financing activitieADEBT . Net equity financing activities are defined as

difference between the change in total equity aaftdm:omeA(TA—TL)— NI where :TA are total

assets (data item 6)Y,L are total liabilities (data item 181) arMl is net income (data item 18).
ADEBT are net debt financing activities, calculated fes sum of net short term debt financing
activities ASDEBT and net long term debt financing activitieALDEBT . Net short term debt
financing activities are defined as change in shewn debtA(STD)whereSI'D is short term debt
(data item 34). Net long term debt financing atiéé¢i are defined as change in long term
debtA(LTD)whereLTD is long term debt (data item 9JACC are total accruals, calculated as the

sum of working capital accrual€ACC and investing capital accruddCACC . Working capital
accruals are defined as change in net current tipgra assets (net working

capitaI)A(CA— C) — A(CL - ST D) where CA are current assets (data item@Jpre cash and cash

equivalents (data item 1) afd are current liabilities (data item 5). Investingpital accruals are
defined as change in net non current operating tsassénet investing capital)

A(TA— CA) — A(TL -CL- LTD) . All variables are deflated by average total asset
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Table 1 (continued)

Panel B: Characteristicsfor Decile Portfolios sorted by Net Equity Financing (AEQUITY )

Parameter 1 2 3 4 5 6 7 8 9 10 Spread | Spread
(Low) (High) | (1-10) | (t-stat)
AXFIN 0.106 | 0.032 | 0.011 | -0.003 | -001 | -0.018 | -0.029 | -0.045 | -0.092 | -0.276 | 0.382 14.99
AEQUITY (123 | 0047 | 0031 | 0021 | 0013 | 0007 | -0.001 | -0014 | -0052 | -0243 | 0.366 13.94
ADEBT | -0017 | -0.015 | -0.02 | -0.024 | -0.023 | -0.025 | -0.028 | -0.031 | -0.04 | -0.033 | 0.016 3.102
ASDEBT | 5005 | -0004 | -0004 | -0.004 | -0004 | -0.005 | -0.006 | -0.007  -0.006 | -0.002 | -0.003  -1.434
ALDEBT | 5012 | -0011 | -0016 | -002 | -0019 | -002 | -0022 | -0024 | -0034 | -0.031 | 0.019 5.665
TACC -0.007 | 0.036 | 0.045 | 0.049 | 0.047 | 0.043 | 0.048 | 0.061 | 0102 | 0.184 | -0.191 | -18.98
CACC -0.002 | 0.009 | 0.012 | 0.013 | 0.013 | 0.013 | 0.014 | 0.016 | 0.029 | 0.05 | -0.052 | -11.62
NCACC | -0.005| 0027 | 0033 | 0036 | 0034 | 003 | 0034 | 0045 | 0073 | 0134 | -0139 | -17.64
Panel C: Characteristicsfor Decile Portfolios sorted by Net Debt Financing (ADEBT )
Parameter 1 2 3 4 5 6 7 8 9 10 Spread | Spread
(Low) (High) | (1-10) | (t-stat)
AXFIN | 0102 | 0042 | 0024 | 0012 | -0.001 | -0.008 | -0.025 | -0.058 | -0.111 | -0.302 | 0.404 33.68
AEQUITY 5043 | -0002 | 0005 0.006 0002 0.004 0005 | -0.001 | -0007 | -0037 | -0.006 | -1.369
ADEBT | 0145 | 0.044 | 0.019 | 0.006 | -0.003 | -0.012 | -0.03 | -0.057 | -0.104 | -0.265 0.41 33.87
ASDEBT | 5061 | 0016 | 0006 | 0.001 | -0001 | -0006 | -0011 | -002 | -0032 | -006 | 0.21 37.51
ALDEBT | gos4 | 0028 | 0013 | 0005 | -0.001 | -0.006 | -0.019 | -0037 | -0072 | -0205 | 0.289 25.48
TACC -0.092 | -0015 | 0.011 | 003 | 004 | 0044 | 0061 | 0.08 | 0138 | 0.302 | -0.394 | -35.09
CACC | -0044 | -0008 | 0.002 | 0.011 | 0.013 | 0.014 | 002 | 0031 | 0046 | 0081 | -0125 | -34.21
NCACC | -0048 | -0.007 | 0.009 | 0.019 | 0.027 | 0.031 | 0041 | 0058 | 0092 | 0221 | -0269 | -22.75

Notes: Panel B of Table 1 reports time series averagesiofial mean values of external financing and
accrual characteristics for portfolios formed ore thagnitude of net equity financing activities.
Portfolios are constructed by ranking firms indegmmitly on net equity financing activities and aditee
them into ten equal-sized portfolios (deciles) Hase these ranks. The portfolios are held for arer y
and then rebalanced. Note that we require at kedstir-month gap between the portfolio formation
month and the fiscal year end to ensure that iovedtave financial statement data prior to forming
portfolios. Time series averages of the spreadsharacteristics across the lowest and the highest
decile along with the associated t-statistic (inep¢éhesis), are also reported. Bold numbers inglicat
significance at less than 5% level. The sample istmef 105,119 firm year observations covering
firms (except financial firms) with available dada Compustat and CRSP for the period 1963-2003.
All variables are defined in Panel A of Table 1.

Notes: Panel C of Table 1 reports time series averagasmfial mean values of external financing and
accrual characteristics for portfolios formed ore tmagnitude of net debt financing activities.
Portfolios are constructed by ranking firms indegmatly on net debt financing activities and allecat
them into ten equal-sized portfolios (deciles) Hase these ranks. The portfolios are held for arer y
and then rebalanced. Note that we require at kedstir-month gap between the portfolio formation
month and the fiscal year end to ensure that iovedtave financial statement data prior to forming
portfolios. Time series averages of the spreadsharacteristics across the lowest and the highest
decile along with the associated t-statistic (inep¢éhesis), are also reported. Bold numbers inglicat
significance at less than 5% level. The sample istmef 105,119 firm year observations covering
firms (except financial firms) with available dada Compustat and CRSP for the period 1963-2003.
All variables are defined in Panel A of Table 1.
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Table 1 (continued)

Panel D: Characteristicsfor Decile Portfolios sorted by Net Short-term Debt Financing (ASDEBT )

Parameter 1 2 3 4 5 6 7 8 9 10 Spread | Spread
(Low) (High) | (1-10) | (t-stat)
AXFIN | 003 | 0.002 | -0.003] -0.009 -0.012 | -0.019 | -0.038 | -0.048 | -0.077 | -0.156 | 0.192 38.03
AEQUITY 5008 | -0.003| 0001 -0001 -0001 0001 -0.006 -0.0030.005 | -002 -0.008 | -2.324
ADEBT | 0.064 | 0.005 | -0.004 | -0.008 | -0.011 | -0.02 | -0.032 | -0.045 | -0.072 | -0.136 0.2 36.57
ASDEBT | 4105 | 0024 | 0008 | 0.002 | -0.001 | -0002 | -0008 | -0018 | -0089  -0122 | 0227 | 42.21
ALDEBT | o041 | -0019 | -0012 | -001 | -001 | -0018 | -0024 | -0027 | -0033 | -0014 | -0027 | -7.402
TACC -0.03 | 0.023 | 0036 | 0045 | 0.05 | 0.057 | 0072 | 0.085 | 0.109 | 0.162 | -0.192 | -32.96
CACC | -0028 | 0.001 | 0006 | 001 | 0013 | 0.013 | 0017 | 0025 | 0.035 | 0.076 | -0.104 | -31.81
NCACC | -0.002| 0022 | 003 | 0035 | 0037 | 0044 | 0055 | 006 | 0074 | 0086 | -0088 | -16.07
Panel E: Characteristics for Decile Portfolios sorted by Net Long-term Debt Financing (ALDEBT )
Parameter 1 2 3 4 5 6 7 8 9 10 Spread | Spread
(Low) (High) | (1-10) | (t-stat)
AXFIN | 0068 | 0027 | 0012 | 0.004 | -0.001| -0.007 -0.023 | -0.047 | -0.094 | -0.262 | 0.33 27.01
AEQUITY 034 | 0.001 | 0004 0003 0001 0001 -0.001 -0.0020008 @ -0.032 | -0.002 | -0.583
ADEBT | 0102 | 0.026 | 0.008 | 0.001 | -0.002| -0.008 | -0.022 | -0.045 | -0.086 | -0.23 | 0.332 28.49
ASDEBT | 0017 | -0007 | -0007 | -0004 | -0003 | -0.006 | -0.006 | -0.004 | -0.001 0008 | -0025 | -7.418
ALDEBT | 5119 | 0033 | 0015 | 0005 | 0001 | -0002 | -0016 | -0.041 | -0085 | -0238 | 0357 | 30.52
TACC -006 | -0.001| 0.02 | 0034 | 0042 | 0.046 | 0.058 | 0.08 | 0123 | 0.264 | -0.324 | -27.9
CACC | -0018 | 0.002 | 001 | 0014 | 0016 | 0016 | 0018 | 0.023 | 0.032 | 0.054 | -0072 | -22.24
NCACC | -0042 | -0.003| 001 | 002 | 0026 | 003 | 004 | 0057 | 0091 | 021 | -0252 | -23.2

Notes. Panel D of Table 1 reports time series averagesntial mean values of external financing

and accrual characteristics for portfolios formedtbe magnitude of net short term debt financing
activities. Portfolios are constructed by rankiimgné independently on net short term debt financing
activities and allocate them into ten equal-sizedfplios (deciles) based on these ranks. The glartf

are held for one year and then rebalanced. Noteathaequire at least a four-month gap between the
portfolio formation month and the fiscal year encehsure that investors have financial statemeat da
prior to forming portfolios. Time series averagéshe spreads in characteristics across the loamst
the highest decile along with the associated ts$i@{in parenthesis), are also reported. Bold bers
indicate significance at less than 5% level. Theyga consists of 105,119 firm year observations
covering firms (except financial firms) with avdila data on Compustat and CRSP for the period
1963-2003. All variables are defined in Panel Arable 1.

Notes: Panel E of Table 1 reports time series averagasmfial mean values of external financing and
accrual characteristics for portfolios formed oa thagnitude of net long term debt financing adgsit
Portfolios are constructed by ranking firms indegmmitly on net long term debt financing activitiesla
allocate them into ten equal-sized portfolios (Bes}ibased on these ranks. The portfolios are foeld
one year and then rebalanced. Note that we reqtiteast a four-month gap between the portfolio
formation month and the fiscal year end to ensuaé investors have financial statement data pador t
forming portfolios. Time series averages of theeags in characteristics across the lowest and the
highest decile along with the associated t-stati§ti parenthesis), are also reported. Bold numbers
indicate significance at less than 5% level. Theyga consists of 105,119 firm year observations
covering firms (except financial firms) with avdila data on Compustat and CRSP for the period
1963-2003. All variables are defined in Panel Arable 1.
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Table 1 (continued)

Panel F: Average Correlations between External Financing and Accrual M easures

Parameter AXFIN | AEQUITY ADEBT | ASDEBT | ALDEBT | TACC CACC NCACC
AXFIN 1 0.653 0.752 0.35 0.621 0.737 0.395 0.669
AEQUITY 1 0.019 -0.017 0.036 0.333 0.168 0311
ADEBT 1 0.485 0.811 0.698 0.38 0.628
ASDEBT 1 -0.112 0.331 0.334 0.187
ALDEBT 1 0574 0.212 0.501
TACC 1 0.639 0.833
CACC 1 0.114
NCACC 1

Notes. Panel F reports time series averages of crosesattorrelations between external financing
and accrual measures. Bold numbers indicate signifie at less than 5% level. The sample consists of
105,119 firm year observations covering firms (@tcéinancial firms) with available data on

Compustat and CRSP for the period 1963-2003. Alates are defined in Panel A of Table 1.
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Table2
Returns and Statistical Arbitrage Opportunities of Exter nal Financing Portfolios

Panel A: RET for Decile Portfolios sorted by External Financing Measures

Parameter 1 2 3 4 5 6 7 8 9 10 Hedge
(Low) (High) (1-10)
0.2 0.199 | 0.183 | 0.192 | 0.194 | 0.173 | 0.16 | 0.148 | 0.121 0.09 0.11
AXFIN (5.36) | (5.788) | (5.582) | (5.423) | (4.872) | (4.412) | (4.376) | (3.802) | (2.935) | (1.978) | (4.801)
AEQUITY | 0187 | 0.159 | 0.159 | 0.162 | 0.188 | 0.197 | 0.179 | 0.181 | 0.148 0.1 0.087

(5.858) | (5.304) | (5.666) | (4.58) | (4.822) | (4.737)| (4.499) | (3.89) | (3.19) | (2.013) | (3.001)

0.201 | 0.207 | 0.177 | 0.188 | 0.179 | 0.168 | 0.156 | 0.143 | 0.132 0.109 0.092
ADEBT (4.335) | (5.259) | (4.903) | (4.268) | (4.848) | (4.484) | (4.862) | (4.124) | (3.713) | (2.501) | (4.862)

0.192 | 0.174 | 0.172 | 0.176 | 0.17 0.18 | 0.151 | 0.148 | 0.147 0.147 0.045
ASDEBT | (4.429) | (4.869) | (4.734) | (4.38) | (4.214) | (4.665) | (4.57) | (4.261)| (4.041) | (3.428) (2.81)

0.196 | 0.194 & 0.182 | 0.19 0.172 | 0.18 0.149 | 0.148 | 0.138 0.112 0.084
ALDEBT | (4.476) | (5.09) | (4.804) | (4.544) | (4.233) | (4.535) | (4.602) | (4.653) | (3.757) | (2.712) | (5.521)

Notes. Panel A of Table 2 reports time series averagesnfial mean values of one-year ahead raw
stock returnsRET of portfolios formed on the magnitude of net emtand individual external
financing activities, along with their associatestdtistics (in parenthesis). Portfolios are carted

by ranking firms independently on net entire andividual external financing activities and allocate
them into ten equal-sized portfolios (deciles) Hase these ranks. The portfolios are held for arer y
and then rebalanced. Note that we require at kedstir-month gap between the portfolio formation
month and the fiscal year end to ensure that iovedtave financial statement data prior to forming
portfolios. Time series averages of the hedge metra strategy consisting of a long position ia th
lowest decile and a short position in the highestild with the associated t-statistic (in parerig)es
are also reported. The sample consists of 105,kf® yfear observations covering firms (except
financial firms) with available data on Compustati & RSP for the period 1963-2003. The annual one-
year ahead raw stock returf@ET are measured using compounded 12-month buy-halanse
inclusive of dividends and other distributions frdme CRSP monthly files. All variables are defirred
Panel A of Table 1.
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Table 2 (Continued)

Panel B: SRET for Decile Portfalios sorted by External Financing Measures

Parameter 1 2 3 4 5 6 7 8 9 10 Hedge
(Low) (High) (1-10)
0.049 | 0.053 | 0.038 | 0.048 | 0.049 | 0.03 0.015 0.006 -0.023 -0.055 0.104
AXFIN | (4.314)| (6.905) | (4.542)| (5.346) | (4.607)| (2.673)| (1.199) | (0.646) | (-2.161) | (-3.339) (4.8)
AEQUITY 0.044 | 0.021 | 0.018 | 0.024 | 0.039 | 0.049 | 0.034 | 0025 | -0.001 .0.045 | 0.089
(4.58) | (2.407)| (1.484) | (2.122)| (4.348) | (4.071) | (3.319) | (1.896) | (-0.019) | (-2.054) | (3.523)
0.042 | 0.056 | 0.037 | 0.043 | 0.039 | 0.023 | 0.013 0.002 -0.01 -0.038 0.08
ADEBT | (2.982)| (6.224)| (4.653)| (1.946)| (2.95) | (2.015)| (1.331) | (0.241) | (-0.85) (-2.685) | (4.261)
ASDEBT | 0.039 | 0029 | 0032 | 003 | 0023 | 0.04 0.013 0.007 0.002 -0.007 0.046
(3.089) | (3.365) | (3.219) | (1.894)| (1.488)| (4.071) | (1.762) | (0.689) (0.26) (-0.638) | (3.016)
ALDEBT | 0.036 | 0.043 | 0.041 | 0.044 | 0.026 | 0.037 | 0.005 0.01 -0.001 -0.032 0.068
(3.748) | (4.384) | (4.643)| (2.551)| (1.909) | (2.722) | (0.505) | (1.277) | (-0.122) | (-2.445) | (4.722)
Panel C: Statistical Arbitrage Opportunitiesfor Hedge Portfolio Strategies on Net External Financing M easur es
Strategy n (mean) A (growth rate H1 (u>0) H2 (A<0) Sum (H1+H2) Statistical
AXFIN 0.031 -0.599 0.000 0.000 0.000 Yes
AEQUITY 0.024 -0.587 0.000 0.000 0.000 Yes
ADEBT 0.026 -0.667 0.000 0.000 0.000 Yes
ASDEBT 0.012 -0.597 0.022 0.000 0.022 Yes
ALDEBT 0.022 -0.870 0.000 0.000 0.000 Yes

Notes: Panel B of Table 2 reports time series averagesofial mean values of one-year ahead size-

adjusted stock returnSRET for portfolios formed on the magnitude of net entand individual
external financing activities, along with their asisted t-statistics (in parenthesis). Portfoliose a
constructed by ranking firms independently on n#tre and individual external financing activities
and allocate them into ten equal-sized portfoldeciles) based on these ranks. The portfolios el h
for one year and then rebalanced. Note that weineqtileast a four-month gap between the portfolio
formation month and the fiscal year end to ensuaé investors have financial statement data pador t
forming portfolios. Time series averages of thedeerkturn to a strategy consisting of a long pasiti

in the lowest decile and a short position in thghkst decile with the associated t-statistic (in
parenthesis), are also reported. The sample cerefigt05,119 firm year observations covering firms
(except financial firms) with available data on Gamtat and CRSP for the period 1963-2003. The
annual one-year ahead raw stock retuREsT are measured using compounded 12-month buy-hold
returns inclusive of dividends and other distribng from the CRSP monthly files. Then, size-adpiste
returnsSRET are calculated by deducting the value weightedaaeereturn for all firms in the same
size-matchedlecile, where size is measured as the market taaftan (price per share (item 199)
times shares outstanding (item 25)) at the beginofrthe return cumulation period. All variableg ar

defined in Panel A of Table 1.

Notes: Panel C of Table 2 presents results from stagistichitrage tests on one-year ahead raw stock
returns RET for hedge strategies based on the magnitude ofemiite and individual external
financing activities. Portfolios are constructed tanking firms independently on net entire and
individual external financing activities and alltedhem into ten equal-sized portfolios (deciles3da

on these ranks. The portfolios are held for one ged then rebalanced. Note that we require at &as
four-month gap between the portfolio formation ntoand the fiscal year end to ensure that investors
have financial statement data prior to forming fotids. A hedge strategy consists of a long positio

the lowest decile and a short position in the hegliecile. The sample consists of 105,119 firm year
observations covering firms (except financial fiyragth available data on Compustat and CRSP for

the period 1963-2003. The annual one-year aheadstack returnsRET are defined in panel A of

Table 2 and all other variables are defined in pArd Table 1.
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Table 3: External Financing Measuresvs. Total Accruals

Panel A: SRET for Intersection of Portfolios based on AXFIN and TACC

Portfolios Total TACC(1) TACC(2) TACC(3)
AXFIN(D) 0.051 0.07¢ 0.02¢ -0.01¢
(6.€54) (5.9510) (3.08) (-0.507)
AXFIN(2) 0.031 0.081 0.027 -0.01¢
(4.449 (3.99) (3.68)) -(1.53))
AXFI N(3) -0.03¢ -0.C01 -0.03¢ -0.05z2
(-3.149) (-0.027) (-1.514) (-3.95)
Hedge 0.0¢ 0.07¢ 0.06: 0.03¢
(5.569) (1.57¢) (2.22%) (1.049
Long on {AXFIN(1), TACC(1)} & Short on {AXFIN(3), TACC(3)} (0-125)
7.09¢
Difference between (AXFIN,TACC) and AXFIN Hedge Strategy (0-035)
2.48i
Difference between (AXFIN,TACC) and TACC Hedge Strategy (0-01)
0.85¢
Panel B: SRET for Intersection of Portfolios based on AEQUITY and TACC
Por tfolios Total TACC() TACC(2) TACC(3)
AEQUITY(2) 0.03¢ 0.07€ 0.021 0.001
(4.324) (4.629) (2.439) (0.079)
AEQUITY(2) 0.03: 0.08¢ 0.02¢ -0.02:
(4.959) (5.277) (3.93%) (-2.4)
AEQUITY(3) -0.02¢ 0.02¢ -0.01: -0.06¢
(-1.24¢) (0.81)) (-0.557) (-3.707)
Hedge 0.05¢ 0.04¢ 0.0:3 0.06t
(2.549) (1.379 (1.259) (2.8¢)
Long on {AEQUITY (1), TACC(1)} & Short on {AEQUITY(3), TACC(3)} (0-14)
6.55¢
Difference between (AEQUITY,TACC) and AEQUITY Hedge Strategy (0-08‘)
4.15¢
Difference between (AEQUITY,TACC) and TACC Hedge Strategy ?-025
1.3¢
Panel C: SRET for Intersection of Portfolios based on ADEBT and TACC
Portfolios Total TACC(1) TACC(2) TACC(3)
ADEBT(]_) 0.04¢ 0.07z 0.03¢ -0.091
(6.082) (5.48%) (3.398 (-3.604)
ADEBT(Z) 0.02¢ 0.07¢ 0.02¢ -0.03¢
(3.802) (3.86¢) (3.465) (-3.517)
ADEBT(3) -0.02¢ 0.03¢ -0.01Z -0.037
(-2.577) (0.996) (-1.237) (-2.964)
Hedge 0.072 0.03¢ 0.04¢ -0.05¢
(7.389) (0.89¢) (3.736) (-2.271)
Long on {ADEBT (1), TACC(1)} & Short on {ADEBT (3), TACC(3)} (g- %gf)
Difference between (ADEBT,TACC) and ADEBT Hedge Strategy (0-035)
3.37¢
Difference between (ADEBT,TACC) and TACC Hedge Strategy EO-OCE;
-0.67

30




Panel E: SRET for I ntersection of Portfolios based on

ASDEBT and TACC

Portfolios Total TACC(1) TACC(2) TACC(3)
ASDEBT(1) 0.05 0.0¢ 0.02 0.7
(4.482) (4.679 (2.199 (-3.824)
ASDEBT(2) 0.02¢ 0.06¢ 0.02¢ -0.03:
(3.0) (4.116 (2.979) (-2.919)
ASDEBT(3) -0.00z 0.07¢ 0.00¢ -0.041
(-0.255) (3.25¢) (0.466) (-3.256)
Hedge 0.031 0.001 0.01¢ -0.029
(4.22)) (0.042) (1.409) -(1.505)
Long on {ASDEBT (1), TACC(1)} & Short on {ASDEBT (3), TACC(3)} (g- %Sg)
Difference between (ASDEBT,TACC) and ASDEBT Hedge Strategy (0-084)
4.87¢
Difference between (ASDEBT,TACC) and TACC Hedge Strategy (0.006)
0.461
Panel F: SRET for Intersection of Portfoliosbased on ALDEBT and TACC
Por tfolios Total TACC() TACC(2) TACC(3)
ALDEBT(1) 0.04 0.06/ 0.031 -0.06¢
(5.15) (4.8€1) (3.7€1) (-2.821)
ALDEBT(2) 0.021 0.08¢ 0.02¢ -0.03¢
(3.826) (4.956 (3.227) (-3.026)
ALDEBT(3) -0.017 0.04¢ -0.00¢ -0.€39
(-1.655) (1.416) (-0.407) (-2.867)
Hedge 0.057 0.01¢ 0.03t -0.026
(5.213) (0.48) (2.959 (-1.094)
Long on {ALDEBT (1), TACC(1)} & Short on {ALDEBT (3), TACC(3)} (0-105)
5.66¢
Difference between (ALDEBT,TACC) and ALDEBT Hedge Strategy (0-046)
4.011
Difference between (ALDEBT,TACC) and TACC Hedge Strategy (-0.012)
-1.067

Notes. Table 3 reports time series averages of annuah mahues of one-year ahead size-adjusted

stock returnsSRET for simple portfolios based on the magnitude dfexternal financing measures
and their intersections with portfolios based oe thagnitude of total accruals, along with their
associated t-statistics (in parenthesis). For ghigpose, each year firms are sorted independently o
external financing measures and total accruals, alutated into three portfolios: the bottom 20
percent (Portfolio 1), middle 60 percent (Portfcd and top 20 percent (Portfolio 3). Portfolioe a
held for one year and then rebalanced, while wairegt least a four-month gap between the poatfoli
formation month and the fiscal year end. We thaudp on the resulted intersections from the above
mentioned sorts. Time series averages of the hedge to a strategy consisting of a long position
the lowest portfolio and a short position in thgHhast portfolio with the associated t-statistic (in

parenthesis), are also reported. The sample certfist05,119 firm year observations covering firms
(except financial firms) with available data on Gamtat and CRSP for the period 1963-2003. The

one-year ahead size-adjusted stock retsRET are defined in panel B of Table 2 and all other
variables are defined in panel A of Table 1.
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Table 4: External Financing M easuresvs. Working Capital Accruals

Pandl A: SRET for Intersection of Portfolios based on AXFIN and CACC

Por tfolios Total CACC(1) CACC(2) CACC(3)
AXFIN(D) 0.05] 0.07¢ 0.041 -0.00¢
(6.654) (5.555) (4.455) (-0.225)
AXFIN(2) 0.031 0.06¢ 0.027 0.01:
(4.44) (3.889) (3.849 (1.016)
AXFIN(3) -0.03¢ -0.02¢ -0.02¢ -0.C59
(-3.149) (-1.049) (-1.757) (-4.511)
Hedge 0.0¢ 0.10z 0.067 0.055
(5.56) (3.435) (3.539) (2.399)
Long on {AXFIN(1),CACC(1)} & Short on {AXFIN(3),CACC(3)} (0-152)
6.741
Difference between (AXFIN,CACC) and AXFIN Hedge Strategy (0-042)
2.907
Difference between (AXFIN,CACC) and CACC Hedge Strategy (0-055)
3.66¢
Panel B: SRET for Intersection of Portfoliosbased on AEQUITY and CACC
Portfolios Total CACC(1) CACC(2) CACC(3)
AEQUITY(1) 0.03¢ 0.07¢ 0.023 0.00¢
(4.374) (4.81)) (2.392) (0.636)
AEQUITY(2) 0.03Z 0.06¢ 0.02 -0.00:
(4.959) (4.807) (4.197) (-0.285)
AEQUITY(3) -0.02¢ -0.00¢ -0.01¢ -0.057
(-1.246) (-0.107) (-1.36) (-2.999)
Hedge 0.05¢ 0.07¢ 0.03¢ 0.06¢
(2.549) (3.009) (1.412) (2.565)
Long on {AEQUITY (1), CACC(1)} & Short on {AEQUITY (3),CACC(3)} (0-132)
6.42¢
Difference between (AEQUITY,CACC) and AEQUITY Hedge Strategy (0-076)
3.82¢
Difference between (AEQUITY,CACC) and CACC Hedge Strategy (0-055)
3.02]
Pand C: SRET for Intersection of Portfoliosbased on ADEBT and CACC
Por tfolios Total CACC(1) CACC(2) CACC(3)
ADEBT(1) 0.04¢ 0.061 0.04¢ -0.001
(6.082) (4.221) (4.745) -(0.021)
ADEBT(2) 0.02¢ 0.06¢ 0.02: -0.01
(3.802) (4.189) (3.339) (-0.869)
ADEBT(3) -0.02¢ -0.03¢ -0.01 -0.042
(-2.571) (-1.777) (-0.996) (-3.271)
Hedge 0.072 0.1 0.05¢ 0.041
(7.389) (3.679) (4.626) (2.115)
Long on {ADEBT (1),CACC(1)} & Short on {ADEBT (3),CACC(3)} (g- égo
Difference between (ADEBT,CACC) and ADEBT Hedge Strategy (0-052)
2.42¢
Difference between (ADEBT,CACC) and CACC Hedge Strategy (0-026)
2.07¢
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Panel E: SRET for Intersection of Portfolios based on ASDEBT and CACC

Por tfolios Total CACC(2) CACC(2) CACC(3)
ASDEBT(1) 0.05 0.074 0.02 -0.02¢
(4.482) (4.309) (1.932) (-1.866)
ASDEBT(2) 0.02¢ 0.05¢ 0.02¢ -0.01¢
(3.1) (3.577) (3.246 (-1.16)
ASDEBT(3) -0.00z -0.01¢ 0.01¢ -0.02¢
(-0.255) (-0.92)) (1.19 (-1.889)
Hedge 0.031 0.09: 0.001 -0.00:
(4.221) (3.785) (0.56%) (-0.149)
Long on {ASDEBT (1), CACC(1)} & Short on {ASDEBT (3),CACC(3)} , 0.1C )
5.307
Difference between (ASDEBT,CACC) and ASDEBT Hedge Strategy (0-063)
4.12¢
Difference between (ASDEBT,CACC) and CACC Hedge Strategy ((1)34216)
Pand F: SRET for Intersection of Portfoliosbased on ALDEBT and CACC
Por tfolios Total CACC(1) CACC(2) CACC(3)
ALDEBT(1) 0.04 0.047 0.03¢ 0.00¢
(5.15) (3.429) (3.821) (0.289)
ALDEBT(2) 0.021 0.07¢ 0.02¢ -0.01¢
(3.826) (4.659) (3.759) (-1.316)
ALDEBT(3) -0.017 -0.0(8 -0.01 -0.05¢
(-1.655) (-0.336) (-0.909) (-4.296)
Hedge 0.057 0.05¢ 0.04¢ 0.0€
(5.219) (2.176) (3.991) (3.379)
Long on {ALDEBT (1), CACC(1)} & Short on {ALDEBT (3), CACC(3)} g- égé
Difference between (ALDEBT,CACC) and ALDEBT Hedge Strategy (0-045)
2.852
Difference between (ALDEBT,CACC) and CACC Hedge Strategy (0-025)
1.861

Notes. Table 4 reports time series averages of annuah malues of one-year ahead size-adjusted

stock returnsSRET for simple portfolios based on the magnitude démal financing measures and
their intersections with portfolios based on thegniade of working capital accruals, along withithe
associated t-statistics (in parenthesis). For ghigpose, each year firms are sorted independently o
external financing measures and working capitafwsds, and allocated into three portfolios: the
bottom 20 percent (Portfolio 1), middle 60 perc@portfolio 2), and top 20 percent (Portfolio 3).
Portfolios are held for one year and then rebaldneéiile we require at least a four-month gap
between the portfolio formation month and the fisgear end. We then focus, on the resulted
intersections from the above mentioned sorts. Tserées averages of the hedge return to a strategy
consisting of a long position in the lowest poiiticdind a short position in the highest portfoliashathe
associated t-statistic (in parenthesis), are atgwmrted. The sample consists of 105,119 firm year
observations covering firms (except financial fiyragth available data on Compustat and CRSP for

the period 1963-2003. The one-year ahead sizetadjssock returnsSRET are defined in panel B
of Table 2 and all other variables are definedang A of Table 1.
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Table 5: External Financing Measuresvs. Investing Capital Accruals
Pand A: SRET for Intersection of Portfolios based on AXFIN and NCACC

Por tfolios Total NCACC(1) NCACC(2) NCACC(3)
AXFIN() 0.05] 0.06¢ 0.03¢ -0.015
(6.652) (5.506) (3.816) (-0.655)
AXFIN(2) 0.031 0.07¢ 0.02¢ -0.01%
(4.449) (4.069) (3.84)) (-1.321)
AXFIN(3) -0.03¢ -0.03: -0.03] -0.0¢
(-3.148) (-0.859) (-1.579) (-3.701)
Hedge 0.0¢ 0.091 0.06¢ 0.03t
(5.569) (2.399) (2.69) (1.40)
Long on {AXFIN(1), NCACC(1)} & Short on {AXFIN(3), NCACC(3)} (g- ééﬁ)
. 1
Difference between (AXFIN,NCACC) and AXFIN Hedge Strategy (g-ggﬁ)
. 1
Difference between (AXFIN,NCACC) and NCACC Hedge Strategy (g.gﬁ)

Pand B: SRET for Intersection of Portfolios based on AEQUITY and NCACC

Por tfolios Total NCACC(1) NCACC(2) NCACC(3)
AEQUITY(1) 0.03¢ 0.C6 0.02¢ 0.00¢
(4.334) (3.87)) (2.882) (0.577)
AEQUITY(2) 0.03: 0.071 0.031 -0.021
(4.959) (5.419 (4.31) (-2.106)
AEQUITY(3) -0.02¢ 0.027 -0.01¢ -0.05¢
(-1.246) (0.59)) (-0.989) (-3.869)
Hedge 0.05¢ 0.0%8 0.041 0.0€6
(2.549) (0.939 (1.829) (3.359
Long on {AEQUITY (1), NCACC(1)} & Short on {AEQUITY(3), NCACC(3)} (g- ééi)
Difference between (AEQUITY,NCACC) and AEQUITY Hedge Strategy (gg?ﬁ)
Difference between (AEQUITY,NCACC) and NCACC Hedge Strategy (%%145

Panel C: SRET for Intersection of Portfoliosbased on ADEBT and NCACC

Por tfolios Total NCACC(1) NCACC(2) NCACC(3)
ADEBT(1) 0.04¢ 0.06¢ 0.03¢ -0.05¢
(6.082) (5.39)) (3.902) (-2.409)
ADEBT(2) 0.02¢ 0.06¢ 0.02¢ -0.02¢
(3.802) (3.89) (3.519 (-2.239)
ADEBT(3) -0.02: 0.011 -0.01¢ -0.037
(-2.57)) (0.427) (-1.32) (-2.847)
Hedge 0.072 0.057 0.05¢ -0.02]
(7.389) (2.156) (4.142) (-0.826)
Long on {ADEBT (1), NCACC (1)} & Short on {ADEBT(3), NCACC (3)} (g- %g%
Difference between (ADEBT,NCACC) and ADEBT Hedge Strategy (28593‘)
. 1
Difference between (ADEBT,NCACC) and NCACC Hedge Strategy (g.g%
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Panel D: SRET for Intersection of Portfolios based on

ASDEBT and NCACC

Por tfolios Total NCACC(1) NCACC(2) NCACC(3)

ASDEBT (1) 0.05 0.C69 0.02¢ -0.05]
(4.482) (4.278 (3.052) (-3.145)

ASDEBT(2) 0.02¢ 0.067 0.02¢ -0.02¢
(3.1) (4.507) (2.879) (-2.409)

ASDEBT(3) -0.00z 0.04% 0.00¢ -0.045
(-0.255) (2.099) (0.422) (-3.566)

Hedge 0.031 0.C26 0.024 -0.00¢
(4.221) (1275 (2.102) (-0.356)

Long on {ASDEBT (1), NCACC(1)} & Short on {ASDEBT (3), NCACC (3)} ;1114
5.77

Difference between (ASDEBT,NCACC) and ASDEBT Hedge Strategy (0-C77
4,622,

Difference between (ASDEBT,NCACC) and NCACC Hedge Strategy ;)1.61124]

Pand E: SRET for Intersection of Portfolios based on ALDEBT and NCACC
Por tfolios Total NCACC(1) NCACC(2) NCACC(3)

ALDEBT(1) 0.04 0.06° 0.02¢ -0.05¢
(5.15) (5.379) (2.759 (-2.187)

ALDEBT(2) 0.027 0.071 0.02¢ -0.026
(3.826) (4.599) (3.416 (-2.39)

ALDEBT(3) -0.017 0.02¢ -0.00¢ -0.05
(-1.655) (0.797) (-0.559) (-2.699)

Hedge 0.057 0.031 0.033 -0.01¢
(5.213) (1.14¢) (2.539) (-0.7)

Long on {ALDEBT (1), NCACC(1)} & Short on {ALDEBT (3), NCACC(3)} 0.C98
(5.672,

Difference between (ALDEBT,NCACC) and ALDEBT Hedge Strategy (0-041)
3.5E1
Difference between (ALDEBT,NCACC) and NCACC Hedge Strategy (-0.0CZ)
-0.121

Notes. Table 5 reports time series averages of annuah malues of one-year ahead size-adjusted

stock returnsSRET for simple portfolios based on the magnitude démal financing measures and
their intersections with portfolios based on thegnitude of investing capital accruals, along witkit
associated t-statistics (in parenthesis). For ghigpose, each year firms are sorted independently o
external financing measures and investing capitatuals, and allocated into three portfolios: the
bottom 20 percent (Portfolio 1), middle 60 perc@portfolio 2), and top 20 percent (Portfolio 3).
Portfolios are held for one year and then rebalneéile we require at least a four-month gap
between the portfolio formation month and the fisgaar end. We then focus, on the resulted
intersections from the above mentioned sorts. Tserées averages of the hedge return to a strategy
consisting of a long position in the lowest poiiticdhnd a short position in the highest portfoliahathe
associated t-statistic (in parenthesis), are atgwmrted. The sample consists of 105,119 firm year
observations covering firms (except financial fiyragth available data on Compustat and CRSP for
the period 1963-2003. The one-year ahead sizetadjssock returnsSRET are defined in panel B

of Table 2 and all other variables are definedang A of Table 1.
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Table6
Regressions of RET on External Financing M easures and Total Accruals

Panel A: Regressionsof RET on External Financing Measuresand TACC (Full Sample)

Constant SZE BM/MV  AXFIN  AEQUITY ADEBT ASDEBT ALDEBT TACC

0.281 -0.01¢ 0.021 -0.05¢ -0.08¢
(3.2) (-2.448) (1.708 (-1.623) (-2.866)
0.30z -0.019 0.0z -0.04 -0.11¢
(3.686) (-2.597) (1.682) (-1.402) (-5.51%)
0.31: -0.01¢ 0.021 -0.01 -0.11¢
(4.139) (-2.157) (1.707%) (-0.68¢6) (-5.619
0.315 -0.01¢ 0.021 -0.00¢ -0.12¢
(4.302) (-2.147) (1.739) (-0.30%) (-7.03%)
0.31¢ -0.01¢ 0.021 -0.007 -0.12z
(4.149 (-2.155) (1.68)) (-0.572) (-6.226)

Panel B: Regressions of RET on External Financing Measuresand TACC (Overlap Subsample)

Constant SZE BM/MV  AXFIN  AEQUITY ADEBT ASDEBT ALDEBT TACC

0.26¢ -0.01¢ 0.02: -0.06: -0.08:
(2.819 (-2.31D (1.€55) (-1.409 (-1.939)
0.29¢ -0.01¢ 0.01¢ -0.029 -0.12¢
(3.379) (-2.209) (1.169) (-0.759) (-4.106)
0.33¢ -0.01¢ 0.021 0.01 -0.14
(4.539 (-2.224) (1.564) (0.6049) (-6.359)
0.3 -0.017 0.01¢ 0.00¢ -0.13¢
(4.41%) (-2.109) (1.43%) (0.439) (-7.37¢€)
0.32¢ -0.01¢ 0.02: 0.00¢ -0.13¢
4.9 (-2.112) (1.706 (0.59 (-6.813)

Panel C: Regressionsof RET on External Financing Measures and TACC (Nonoverlap Subsample)

Constant SZE BM/MV  AXFIN  AEQUITY ADEBT ASDEBT ALDEBT TACC

0.29: -0.021 0.01¢ -0.04¢ -0.07¢
(3.470) (-2.61 (1.584 (-1.162) (-2.487)
0.31¢ -0.02z 0.02¢ -0.03¢ -0.09¢
(3.86¢) (-3.00%) (2.189) (-1.07¢) (-3.785)
0.32¢ -0.01¢ 0.02¢ 0.00¢ -0.08:
(4.352) (-2.267) (2.42%) (0.6049) (-3.909)
0.331 -0.01¢ 0.02¢ 0.01: -0.10¢
(4.419 (-2.1772) (2.119 (1.03¢) (-5.299)
0.33¢ -0.0z 0.02¢ 0.01 -0.0¢

(4.359 (-2.36) (2.186) (0.7€1) (-4.579

Notes. Table 6 reports results from Fama - MacBeth (19&g)essions of one-year ahead raw returns
RET on external financing measures and total accraét; controlling for sizeSZE and book to
market ratioBM /MV . For this purpose, we estimate annual cross-setti@gressions and report
the time series averages of the parameter coeffxialong with their associated t-statistics (in
parenthesis). The sample consists of 105,119 fear pbservations covering firms (except financial
firms) with available data on Compustat and CRSPti@ period 1963-20039ZE is natural
logarithm of market capitalization (price per shéitem 199) times shares outstanding (item 25)),
while BM/MV is the natural logarithm of the ratio of the fisgaar end book value of equity (item

60) to the market capitalizatiorRET are defined in Panel B of Table 1 and all othaialdes in
Panel A of Table 1.




Regressions of RET on External Financing M easures and Working Capital Accruals

Table7

Pand A: Regressions of RET on External Financing Measuresand CACC (Full Sample)

Constant SZE BM/MV  AXFIN  AEQUITY ADEBT ASDEBT ALDEBT CACC
0.25] -0.021 0.02: -0.09¢ -0.0¢
(3.209) (-2.540 (1.824) (-4.672) (-3.136
0.28¢ -0.02z 0.02: -0.06¢ -0.07¢
(3.622) (-2.847) (1.864) (-2.467) (-5.219)
0.26¢ -0.01¢ 0.02¢ -0.0¢ -0.06¢
(3.704) (-2.267) (2.07) (-4.659) (-4.55%)
0.29¢ -0.01¢ 0.02¢ -0.021 -0.07¢
(4.117%) (-2.327) (2.036) (-1.81§) (-5.715)
0.27¢ -0.01¢ 0.02¢ -0.051 -0.07¢
(3.79 (-2.252) (1.989) (-4.835) (-5.42)

Panel B: Regressions of RET on External Financing Measuresand CACC (Overlap Subsample)

Constant SZE BM/MV  AXFIN  AEQUITY ADEBT ASDEBT ALDEBT CACC
0.25¢ -0.0z 0.0z -0.08¢ -0.05¢
(3.276) (-2.571 (1.455 (-3.087) (-2.529)
0.28i -0.02¢ 0.01¢ -0.06: -0.0¢
(3.662) (-2.89¢6) (1.139) (-2.247) (-3.809)
0.311 -0.021 0.02¢ -0.02¢ -0.09¢
(4.412) (-2.53¢6) (1.779) (-1.897) (-6.139)

0.3 -0.021 0.021 0.001 -0.09¢

(4.549) (-2.507) (1.63¢) (0.106) (-6.72¢€)
0.29i -0.0z 0.02¢ -0.031 -0.08¢
(4.139) (-2.363) (1.842) (-2.395) (-5.829)

Panel C: Regressionsof RET on External Financing Measuresand CACC (Nonoverlap Subsample)

Constant SZE BM/MV  AXFIN  AEQUITY ADEBT ASDEBT ALDEBT CACC
0.25: -0.021 0.02¢ -0.11¢ -0.07¢
(3.204 (-2.406) (2.270 (-4.684) (-3.486)
0.28¢ -0.021 0.02¢ -0.06: -0.08:
(3.667) (-2.76%) (2.58)) (-1.98¢) (-4.10¢)
0.281 -0.01¢ 0.03: -0.04¢ -0.0¢
(3.8€2) (-2.179) (2.70%) (-3.385) (-3.547)
0.29¢ -0.01¢ 0.03( -0.01¢ -0.07
(4.119) (-2.15]) (2.409 (-1.849) (-4.897)
0.29¢ -0.0z 0.031 -0.02¢ -0.05¢
(3.989 (-2.325) (2.569 (-2.379) (-3.812)

Notes. Table 7 reports results from Fama - MacBeth (19&g)essions of one-year ahead raw returns

RET on external financing measures and working capitatuals, after controlling for siz8lZE

and book to market ratBM /MV . For this purpose, we estimate annual cross-settimgressions

and report the time series averages of the paramatdficients along with their associated t-statss
(in parenthesis). The sample consists of 105,14@ fyear observations covering firms (except

financial firms) with available data on CompustadaCRSP for the period 1963-20081ZE is

natural logarithm of market capitalization (pricer share (item 199) times shares outstanding (item
25)), while BM/MV is the natural logarithm of the ratio of the fisgaar end book value of equity

(item 60) to the market capitalizatioRRET are defined in Panel B of Table 1 and all otheiaes
in Panel A of Table 1.




Regressions of RET on External Financing and | nvesting Capital Accruals

Table8

Pand A: Regressions of RET on External Financing Measuresand NCACC (Full Sample)

Constant SZE BM/MV  AXFIN  AEQUITY ADEBT ASDEBT ALDEBT NCACC
0.25¢ -0.01¢ 0.02: -0.077 -0.05¢
(2.969) (-2.462) (1.859) (-2.839 (-2.274)
0.28¢ -0.01¢ 0.02z -0.047 -0.09¢
(3.499) (-2.54) (1.849) (-1.€46) (-4.739)
0.27i -0.017 0.02¢ -0.03¢ -0.08¢
(3.647) (-2.04¢) (1.930 (-2.95¢) (-4.70¢6)
0.29¢ -0.017 0.02¢ -0.0z -0.10¢
(3.969 (-2.09) (1.929) (-1.74%) (-6.255)
0.29: -0.017 0.02¢ -0.01¢ -0.09¢
(3.809 (-2.029) (1.88) (-1.589) (-5.25§)

Panel B: Regressions of RET on External Financing Measuresand NCACC (Overlap Subsample)

Constant SZE BM/MV  AXFIN  AEQUITY ADEBT ASDEBT ALDEBT NCACC
0.26¢ -0.01¢ 0.02: -0.C65 -0.079
(2.779 (-2.46) (1.806 (-1.638) (-1.€78)
0.26¢ -0.017 0.02( -0.046 -0.09¢
(3.060) (-2.21%) (1.720) (-1.196) (-3.129)
0.29¢ -0.01¢ 0.02¢ -0.0z -0.10z
(4.066) (-2.047) (1.9929) (-1.21%) (-5.300)
0.29¢ -0.01¢ 0.02: -0.01 -0.11
(4.182) (-1.95¢6) (1.764) (-0.780) (-6.70¢€)
0.301 -0.01¢ 0.02¢ -0.00¢ -0.10¢
(3.999) (-1.959) (1.959 (-0.43%) (-5.671)

Panel C: Regressionsof RET on External Financing Measuresand NCACC (Nonoverlap Subsample)

Constant SZE BM/MV  AXFIN  AEQUITY ADEBT ASDEBT ALDEBT NCACC
0.25¢ -0.01¢ 0.02( -0.0¢ -0.05¢
(3.019 (-2.37¢§) (1.623) (-2.60D (-1.837)
0.30z -0.0z 0.02:2 -0.04¢ -0.08¢
(3.669) (-2.792) (1.656) (-1.41%) (-3.467)
0.301 -0.01¢ 0.0¢ -0.01¢ -0.06¢
(3.9449 (-2.22) (2.349) (-1.211) (-3.539)
0.311 -0.01¢ 0.02i -0.0(8 -0.091
(4.099) (-2.099) (2.111) (-0.621) (-4.947)

0.3 -0.01¢ 0.02¢ 0.00z -0.07¢

(4.056 (-2.269) (2.28%) (0.129 (-4.133)

Notes. Table 8 reports results from Fama MacBeth (19@8jessions of one-year ahead raw returns

RET on external financing measures and investing aaaitcruals after controlling for siz8l ZE

and book to market rati@®@M /MV . For this purpose, we estimate annual cross-sedtiegressions

and report the time series averages of the paramatdficients along with their associated t-statss
(in parenthesis). The sample consists of 105,14@ fyear observations covering firms (except

financial firms) with available data on CompustadaCRSP for the period 1963-20039 ZE is

natural logarithm of market capitalization (pricer share (item 199) times shares outstanding (item
25)), while BM/MV is the natural logarithm of the ratio of the fisgaar end book value of equity

(item 60) to the market capitalizatioRRET are defined in Panel B of Table 1 and all otheiaes
in Panel A of Table 1.
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