CORPORATE FINANCE:

AN INTRODUCTORY COURSE

DISCUSSION NOTES

MODULE #15

CAPITAL STRUCTURE: PART II

In addition to corporate taxes considered above, the additional market imperfections we will consider are:

· Costs of Financial Distress (CFD), including the Agency Costs of Debt,

· Personal Taxes, and.

· Agency Costs of Equity.  

After we consider these additional market imperfections, we will address other factors that seem to affect a firm's capital structure, specifically:

· The Probability of Using the Interest Tax-Shield,

· Non-Debt Tax-Shield Substitutes, and

· Financial Slack.

We will then explore some of the systematic differences in capital structure found across industries and countries, along with how they might be explained.  We will discuss some empirical studies of abnormal returns surrounding increases and decreases in leverage as a clue to how some of the market imperfections might "trade off" against other imperfections, e.g., tax savings versus CFD.

Unfortunately, we will discover that we cannot develop a precise equation for use by the financial manager in determining the optimal capital structure for his/her firm.  Too many of the relevant parameters defy precise quantification, e.g., the costs of financial distress.  However, as a partial substitute for an explicit answer on how to design a firm's capital structure, we develop a checklist on how managers might go about making the capital structure decision for their firm.

V.   The Costs of Financial Distress (CFD):
As we have observed, we do not see firms as highly leveraged as suggested by the relation:

VL = VU + tc*B.  One obvious reason relates to the costs of financial distress, CFD.  As firms become more highly levered, the chances that they will run into financial difficulties increase.  We will categorize the types of problems that firms can have in financial distress and the costs associated with these problems.  Obviously, the ultimate case of financial distress is bankruptcy.
  However, financial stress sets in well before a firm might be forced into filing for bankruptcy.

Indirect Costs of Financial Distress:
Prior to hitting the extreme limit of financial distress, or bankruptcy, firms may gradually feel the "noose" tighten around their necks when they begin having difficulties meeting their financial obligations, e.g., making payments to trade creditors.  For instance:

· Management may become preoccupied with survival.  When managers are worried about making their debt payments, they are not attending to the main business of the firm.  Accordingly, the day-to-day affairs of the firm may go unattended as managers scramble to keep the firm afloat financially.  Management distractions can have serious short- and long-term negative consequences.

· Relationships with trade creditors deteriorate.  As the firm becomes shaky financially, trade creditors may curtail or cancel normal trade credit provisions.  In the extreme, they may put the firm on a "cash only" basis.  This curtailment of normal trade credit will hamper the firm’s normal production process as material shortages occur.

· Customers may become concerned that the business will survive.  As customers observe the firm's difficulties, they begin to worry about the firm's ability to be a reliable supplier, or its ability to live up to product guarantees or warranties.  In the process, they may shift their business elsewhere.  

· Valuable employees may seek jobs elsewhere for fear the firm will go out of business.  All else equal, few want to work for a firm that is about to or actually declares bankruptcy.

· The Agency Costs of Debt also adversely impact firms that are in financial distress.  By Agency Costs of Debt, we are referring to the costs of the conflicts of interest that arise between managers/stockholders versus bondholders when a firm is in trouble financially.  Managers are the "agents" of the shareholders, hence the term agency costs.  Managers, on behalf of the shareholders, may begin to make decisions that favor shareholders at the expense of bondholders.  These temptations are especially large under conditions of financial distress.  Examples of these activities include:

· Overinvestment, i.e., take (-) NPV projects.

· Underinvestment, i.e., reject (+) NPV projects.

· Taking the money and running, i.e., selling important assets and paying out a large dividend ("milking the property," to use the label in the textbook.).

Ex ante (at the time the debt is issued), bondholders realize the possibility that shareholders and managers might collude and take detrimental actions if the firm gets into financial distress.  Seeking compensation in advance for these detrimental activities, bondholders will demand higher rates of return before they will bear these risks.  To the extent that debt agency costs can be anticipated, therefore, shareholders will pay for the agency costs of debt in advance by paying higher interest rates.

If shareholders wish to avoid the "penalty" of higher interest rates, they will be willing to write protective covenants into their contract with the bondholders, or the bond indenture.  These contractual provisions can limit the adverse activities of the shareholder/managers in times of financial distress, thus protecting the bondholders' interests.  In some indenture agreements up to 30 protective covenants have been observed.  Examples of these covenants include provision to keep debt-to-equity levels below certain levels, keeping current ratios above certain levels, limits on asset sales without bondholder approval, restrictions on dividend payments, etc.

However, to summarize, well before declaring bankruptcy, firms may suffer significant losses due to financial distress.  Correspondingly, firm value may plummet as bond and stock prices fall with the increased financial risk of the firm and the impaired cash flows.

Often firms try to obtain concessions from creditors when their financial plight becomes serious.  These arrangements are called out-of-court restructurings.  However, under the Trust Indenture Act of 1939, firms cannot change the "core" terms of their publicly-traded debt (i.e., the interest rate, maturity date, or principal value) without permission from 100% of the bondholders, a practical impossibility.  Therefore, out-of-court restructuring involve a voluntary exchange of securities in which creditors exchange their old debt claims for equity or new debt claims that have either a lower interest rate, a longer maturity, a lower face value, or some combination of these adjustments.  The court is not involved in these exchanges.

However, for the exchange to significantly reduce the distressed firm's liabilities, it is necessary that most creditors participate in the transaction.  Creditors who do not participate retain their original claims; they “free ride” on the concessions of other creditors.  If the out-of-court restructuring fails, the distressed firm typically files a Chapter 11 bankruptcy petition.

Direct Costs of Financial Distress:
In a traditional Chapter 11 bankruptcy, either the distressed firm (voluntary filing) or, less commonly, a creditor of the firm (involuntary filing) files a bankruptcy petition with a regional Bankruptcy Court.  Once under the supervision of the Bankruptcy Court, the debtor firm receives protection against creditors and has the exclusive right to propose a plan of reorganization, which specifies the cash and securities to be received by all claimholders in the reorganization.  Once the plan is filed, and the bankruptcy court determines that the firm has made adequate disclosure to allow claimholders to assess the merits of the plan, claimholders vote on whether to accept the plan.  For voting purposes, claimholders are grouped into homogeneous classes based upon the type and priority of their claim, e.g., secured debtholders, unsecured debtholders, preferred stock, etc.  Confirmation (approval) of the plan by the Court requires approval by two-thirds in dollar amount and more than one-half in number by each class of claimholders.  It is common for more than one plan of reorganization to be filed before a plan is confirmed.  If claimholders cannot agree to a plan of reorganization, the bankruptcy court can cram down a plan on dissenting claimholders.  In a Chapter 11 reorganization, all claimholders must exchange their old securities in accordance with the terms of the plan.

Obviously, the above process is expensive.  Bills from lawyers, expert witnesses, accountants, etc., can be enormous.  In addition, the court costs can be significant.

The Magnitude of Indirect and Direct Costs of Financial Distress:

Ed Altman, a Finance Professor at NYU, has attempted to estimate the combined indirect and direct costs of financial distress (CFD).  While his methodology is subject to some controversy, he comes up with costs in the range of 20% to 25% of the total market value of the firm before it becomes financially distressed.  This number is too large to be ignored!

Measurement Problems Regarding the CFD:

At this point, we can re-write our equation for the value of the levered firm as

VL = VU + tc*B - CFD, 

where the last term is a deduction from the value of the levered firm for the costs of financial distress.  This relationship between the trade-off between the tax advantages of debt and the cost of financial distress has been labeled the Trade-Off Theory of Capital Structure.  

Exhibit I illustrates this relationship, where Debt/Equity* is the "optimal debt-equity ratio of the firm.  The value of the levered firm at first increases because of the tax savings associated with debt.  However, at some point the CFD begins to overwhelm the tax advantages forcing the value downward.  The point of highest firm value corresponds to the optimal capital structure that, of course, is also the minimum WACC level (presuming we can take these costs accurately into consideration in the WACC equation).

Therefore, why do not we just specify the functional form of CFD and give it to financial managers to use in designing their capital structures?  The problem is we do not know how to specify CFD.  Different firms can have very different costs associated with financial distress.

Take, as an example the costs of financial distress that might be incurred by two firms with distinctly different assets, the Marriott Corporation and Hewlett-Packard.  The majority of Marriott's assets are tangible, bricks and mortar.  If Marriott gets into financial difficulty, the value of its assets will not disappear, or dissipate, nearly to the degree of H-P's assets.  H-P's assets are largely intangible, human capital type assets.  If H-P gets into financial difficulties, and loses its talented pool of engineers and technical personal, its value will plummet to a much larger degree than would Marriott’s.  Therefore, H-P has a much higher CFD for any debt/equity ratio than does Marriott.

By extrapolation, you can see the difficulty in specifying a "one size fits all" expression for CFD.  The costs of financial distress are very firm specific.  In my opinion, we will never have a precise equation to estimate CFD in determining a firm’s optimal capital structure.

VI.   Personal Taxes:

Professor Merton Miller was troubled by his observations that seemed inconsistent with the received “trade-off theory of capital structure.”  Again, the trade-off is between the benefits of tax savings and the costs of financial distress.  

First, based upon the work of one of his students, Miller did not believe the CFD were as high as they were commonly thought to be.  This student, Jerry Warner, wrote his dissertation on the direct costs of financial distress for failed railroads, e.g., lawyers fees, expert-witness fees, court costs, etc.  His evidence suggested that the direct costs amounted to only 5% of the market value of the railroad at the time bankruptcy was declared, and amounted to only 1% of the firm’s value 5 years prior to the bankruptcy filing.  These numbers are surprisingly low. 

Miller used a parable of “Horse and Rabbit Stew” recipe to make his point.  The recipe for the stew is “one horse and one rabbit.”  Miller’s point is that if the tax advantages of debt are very large, i.e. the horse, and the costs of financial distress are relatively small, i.e. the rabbit, it seems like the tax advantages would overwhelm the CFD disadvantages and we would see firms with extremely high leverage levels.

Professor Miller went on to reason that if CFD were truly high, much higher than the surprising low level found by Warner, why do we not observe more income bonds?  What is an income bond?  An income bond has all of the tax-advantages of regular bonds, i.e., tax deductibility, without the attendant risk of bankruptcy if the firm defaults on the payments.  Interest and principal are due only if the firm can pay them.  Accordingly, income bonds have all of the advantages of regular debt without the disadvantages of CFD.  However, we observe very few issues of income bonds.  Why?

One investment banker told Miller “we don’t observe more income bonds because they have the smell of death about them.”  However, Miller reasoned, via an old Latin proverb, “Money Has No Odor.”  If the CFD were truly high, and these costs could be avoided by using income bonds, we would certainly see firms that would cover their noses and issue them. 

Second on Miller's list of puzzles was the fact that firms had debt before the existence of corporate income taxes, first instituted in the U.S. in 1913.  Since the primary advantage of debt is tax savings, offset by the primary disadvantage of CFD, why would a firm have debt if the advantages were not present but the disadvantages remained?

As a third question, Miller wondered why firms did not increase/decrease their debt levels as corporate tax rates have increased/decreased through time.  Over time, Debt/Equity levels have been remarkable constant.  If the advantage of debt is tc*B, you would expect debt to increase with the tax rate and vice-versa.

Finally, Miller observed that many successful companies have very low levels of debt, e.g., pharmaceutical companies (e.g., Merck).  Obviously, these successful companies do not have "stupid" managers!  Why do not they take advantage of the tax-shield provided by debt?

Professor Miller suggested that the personal tax structure may explain at least some of these puzzles.  He noted that while firms can deduct interest payments and save taxes, individuals that receive these interest payments must pay taxes on them at their personal ordinary tax rates.  The tax rate on ordinary income is higher than the tax rate on capital gains.  Since a larger percentage of bond payments to investors are subject to ordinary income tax relative to stocks (more of stocks' returns come from capital gains than do bonds' returns), bond returns have a tax disadvantage at the personal level versus stock returns.

Example:
Assume that you are a bond investor.  You can either invest in a tax-free municipal bond or a taxable corporate bond.  Assume that both bonds have the same risk level.  You require a 7.0% return after-tax on both bonds.  You are in the 30% tax bracket.

If you invest in the muni you get 7.0% tax-free.  Since the risk is the same, you demand a 7.0% return on the corporate bond after-tax.  What will the pre-tax return on the corporate bond have to be to give you 7.0% after-tax?  7.0% = rb*(1 - tb), where:

rb is the before-tax return on the corporate bond and tb is the tax rate on corporate bond income.

rb = 7.0%/(1 - 0.30) = 10.0%.  In other words, a 10.0% rate on the taxable corporate bond equals the 7.0% return on the non-taxable municipal bond. 

The message contained in this story?  Investors will demand higher returns on corporate bonds to compensate them for the higher effective tax rate on debt versus equity.  This higher required rate offsets, at least to some degree, the tax advantage of debt at the corporate level.  This requirement will narrow the before-tax differential between debt and equity and make debt "relatively" more expensive for the firm relative to what we believed before we considered the effect of personal taxes.

This intuition is part of Miller's genius!  He went on to derive a model for valuing the perpetually levered firm that contained both corporate and personal taxes.  (I will spare you that derivation, although it parallels the levered-firm value derivation done in the corporate tax only case you will find in the text!)

Value of the Firm with only Corporate Taxes:
VL = VU + tcB - CFD                                                   (1)
Value of the Firm with Corporate Taxes and Personal Taxes:
VL = VU + [1 - (1 - tc)(1 - ts)/(1 - tb)]B - CFD, where       (2)
tc = the corporate tax rate,

ts = the personal tax rate on stock, and

tb = the personal tax rate on bonds.

The “bold” portion of the above two equations, (1) and (2), represent the tax-savings value added to the levered firm.  Note the following in comparing the two equations:

· If tc = 0 and ts and tb equal zero, then VL = VU.  This result is the original no-tax case.

· If tc > 0 and ts and tb equal zero, then VL = VU + tc*B.  This result is the corporate tax

  only case.

· If tc > 0 and ts and tb are > than zero, but are equal (ts = tb) then VL = VU + tc*B. This

  result is equivalent to the corporate tax only case, no differential taxation at the personal

  level is equivalent to the case of no personal taxes.

· If tc > 0 and tb > ts, then the bolded portion, the tax advantage of debt, of equation

(1) is greater than that of equation (2).

· It can be the case that (1-tb)<(1-tc)(1-ts).  This means that the tax disadvantage of debt

  on the personal side outweighs the advantage on the corporate side and a levered firm

  would be less valuable than an unlevered firm.

Example:
Let us assume some tax parameters that are reasonably consistent with the current tax code. Remember, that capital gains can be deferred until the stock is sold.  Therefore, given the time value of money, even if the capital gains tax rate equals the ordinary income tax rate, the deferability of capital gains effectively lowers the present value of this tax rate, ts.

tc = 0.35,

ts = 0.20 (for long-term, over 12 months, capital gains), 

tb = 0.40 (actually 0.396 for highest individual tax-bracket investors).

Plugging in these rates into equations (1) and (2) results in

VL = VU + tcB - CFD; 

VL = VU + 0.35B - CFD                                                               (1)
------------------------------------------------------

VL = VU + [1 - (1 - tc)(1 - ts)/(1 - tb)]B - CFD;

VL = VU + [1 - (1 - 0.35)(1 - 0.20)/(1 - 0.40)]B - CFD;

VL = VU + 0.13B - CFD                                                              (2)
Note that the tax benefit debt in (1), without personal tax is $0.35 per dollar of debt.  With personal taxes, (2), the tax benefit of debt is reduced to only $0.13 per dollar of debt.

What is the bottom line?  In the presence of personal tax, the tax benefit of corporate debt is significantly reduced.  While under plausible tax scenarios some tax benefit to corporate debt still exists, it is not the overwhelming advantage that it seemed to be when only corporate taxes were considered.  Miller strikes again!
VII.   The Agency Costs of Equity:

Another form of agency costs arises between managers and shareholders, i.e., the Agency Costs of Equity.  Managers, like other self-interested parties, tend to look out for #1, or themselves!  All things equal, many managers would prefer to:

· Have more leisure time versus less, 

· Have higher salaries/bonuses versus lower,

· Have more perquisites, or perks, versus fewer,

· Have lower firm risk versus more, and

· Pay fewer dividends rather than more.

Theoretically, the Board of Directors oversees managers and keeps them from taking advantage of the shareholders with respect to the above list and any other issues.  However, this oversight does not always work as intended.  The board is composed of top managers of the firm and outside members.  Sometimes, these outside members are friends or have business dealings with the managers.  Therefore, objective decision-making by the board may be compromised.  Further, the outside members may not be well informed or conscientious.  Under these conditions, board decisions in the best interest of the shareholders may not always rule the day.

These “agency costs of equity financing” can be reduced by the proper choice of capital structure.  If managers have a significant equity stake in the firm, they will be more concerned with the impact of their decisions on shareholder value.  If a higher debt level increases the ownership concentration of equity holders, especially increasing the managers' shareholdings, the agency costs of equity can decrease with increases in the Debt/Equity ratio.

Further, high debt levels must be refunded periodically.  The refunding forces managers to the capital markets which scrutinize the performance of the firm and its managers.  This scrutiny by the capital markets increases the likelihood that managers will run a "tighter ship."  This capital market scrutiny is missing in an all-equity firm that finances its activities by internally generated capital.

In addition, with large interest payments managers may have to "stay on their toes" more to meet the firms’ financial obligations than if they are largely equity financed.  With equity financing compulsory financing outflows are not necessary.  

One CFO of a mid-sized firm once told me, 

"Having a high level of debt is like sleeping on a sword, it keeps you awake at night worrying about the next interest payment. You’re figuring out how to operate more efficiently to raise the cash.  On the other hand, high levels of equity are like sleeping on a goose-down pillow; you sleep like a baby without a concern about having to run hard to meet the financial obligations.  You become more complacent about the efficiency of generating cash."

When we compare the trade off of the equity costs of debt and equity alone in determining capital structure, we see the relationship shown in Exhibit II.
Again, Debt/Equity* represents the optimal capital structure.  However, notice that this diagram implies an optimal capital structure even without the presence of tax or CFD imperfections.

VIII.   Other Factors in the Capital Structure Decision:
Before we can conclude the discussion on the design of capital structure, we must consider three other factors that can influence the firm's choice of how much debt it should add.

Probability of Using the Tax-Shield:
Depending upon the volatility of their EBIT's over time, some firms may be able to take advantage of the tax-savings of debt better than other firms.  Assume that two firms have equal interest payments of $10,000 per year.  In addition, over the next two years they have the same average EBIT, $21,000.  Both have a 35% tax rate.  However, the volatility of their EBIT's differ considerably.




Time t

Time t+1

Firm 1:
  

EBIT


$20,000
$22,000

Firm 2:



EBIT


$35,000
$ 7,000

While Firm 1 will be able to take full advantage of the tax-shield of interest, $10,000*(0.35) = $3,500, in both years, Firm 2 will have tax savings of $3,500 at time t but reduced tax benefits at time t+1.  At time t+1, Firm 2 will have an EBT of -$3,000, so no taxes will be due.  Of course, Firm 2 can carry losses forward to reduce future taxes, but the present value of these tax savings will be less than for Firm 1.

In short, the probability of being able to use the tax shield will affect the amount of debt that a firm should add to its capital structure.

Non-Debt Tax-Shield Substitutes:
Other tax-shields exist besides interest deductions.  For instance, some firms will have more depreciation, tax-loss carry-forwards, pension plan deductions, losses on disposal, etc., than other firms.  Accordingly, these firms will, ceteris paribus (all else equal), be able to use less interest tax-shield deductions than firms without these other deductions.  Therefore, the existence of non-debt tax shields can affect the appropriate amount of debt to add to the capital structure.

The Value of Financial Slack:
Debt can be raised more quickly and for lower transactions costs than equity.  Accordingly, if a firm needs to raise cash quickly, its managers may prefer to "back off" the Debt/Equity ratio they perceive to be optimal in order to preserve their flexibility and ability to move quickly in raising debt capital.  This demand for "financial slack" will vary across firms.  Accordingly, some firms may have more or less debt depending upon their need for financial flexibility.

IX.   Differences in Debt/Equity Ratios across Industries:
We observe wide variations in capital structure across industries.  For instance, the Debt/Equity ratio in the steel industry is 1.7 while it is only 0.1 in the pharmaceutical industry. Why?  Several empirical regularities seem to exist.

·  The more profitable the firm is, the less debt it uses.  More profitable firms generate more funds internally.  Given the "pecking order hypothesis," and the preference firms have for internal versus external funds, this inclination may explain this observation.
  

·  Firms with higher levels of intangible assets use less debt.  This observation may be explained by the higher CFD's for these firms relative to firms with more tangible assets, e.g., the Hewlett-Packard versus Marriott example.

·  Firms with more promising projects, i.e., a backlog of potential +NPV projects both present and future, use less debt.  This observation, also, may relate to higher CFD's for growth firms if they miss out on these projects due to financial difficulties.

·  Firms with heavy levels of advertising and R&D expenditures tend to have less debt.  This regularity also seems to relate to growth prospects and firms’ relative CFD.

Several studies have examined Debt/Equity ratios of firms both within and across industries.  In general, these studies find that within an industry firms tend to have similar Debt/Equity ratios, but the differences across industries are often significant.  In addition, firms that differ from the average Debt/Equity ratio in their industry tend to move back toward that industry average over time.

Other evidence suggests that firms behave as though the have a "target" Debt/Equity.  Deviations from this target are reversed over time.  This tendency may reflect the economies of scale in issuing securities.  Because of the fixed costs of selling securities, it makes sense to raise external capital with a disproportionate amount of debt one year followed by a disproportionate amount of equity in a subsequent year.  Accordingly, firms will move back and forth across their "target" Debt/Equity ratio over time in an attempt to capture the economies of scale in issuing securities.

X.   Differences in Debt/Equity Ratios across Countries:
Firms in the U.S. have low Debt/Equity ratios relative to other industrialized countries.  Why?  Tax differences may explain part of the difference.  The fact that foreign governments have, at least in the past, guaranteed the debt of companies (e.g. Japan) may explain part of the observed differences.  Further, regulatory restrictions in the U.S. limit how much debt and equity financial institutions can hold in a given firm.  If a financial institution can balance equity and debt holdings in a given firm, they may be willing to lend more since the agency costs of debt and equity can be reduced.  Finally, the CFD may be much higher in the U.S. than in other countries.  The U.S. does, in fact, have about nine times as many lawyers per capita than does Japan! 

XI.   Market Reactions to Capital Structure Changes:
Under certain sets of tax rates, the Miller model with corporate and personal taxes implies the capital structure decision is irrelevant, i.e., firm value is not a function of the tax environment, or VL = VU.  However, empirical evidence clearly shows that market values change significantly when firms make financial transactions that either increase or decrease their leverage levels.

A number of studies document average positive abnormal returns to equity when firms increase their leverage.  Negative abnormal returns are documented, on average, when firms decrease their financial leverage.  This evidence is consistent with the positive tax and agency cost of equity effects more than offsetting the increased CFD, including the agency costs of debt, effects.
  In any case, market reactions suggest that capital structure is clearly not an irrelevant corporate decision variable.

XII.   Managerial Check List for Establishing a Capital Structure:
By this time it should be clear that a precise equation for determining capital structure is not to be provided to you.  While research into this perplexing question continues, we have made much progress in identifying the market imperfections that cause the capital structure decision to be relevant.  Specifically, corporate and personal taxes, CFD, and the agency costs of equity are imperfections that impact a firm's choice of its Debt/Equity ratio.

Since a complete theory is lacking, the best that I can do for you is to provide a "check list" of factors to consider in making the capital structure decision.

Capital Structure Check List

· Tax Rate--ceteris paribus (all other factors equal), the higher the corporate tax rate, the higher the Debt/Equity ratio.

· Agency Costs of Equity –ceteris paribus, the higher the potential for these costs, the more debt will assist in lowering these costs.

· Probability of Using Tax-Shield--ceteris paribus, the more reliably the firm can use the interest tax-shield, i.e., the more stable its EBIT, the more debt it should have.

· Tax-Shield Substitutes--ceteris paribus, the more tax-shield substitutes a firm has, e.g., depreciation, the lower the Debt/Equity ratio should be.

· Relative Tax Rates--ceteris paribus, the greater the tc versus tb, and the more ts is  equal to tb, the more debt the firm should have.

· Business Risk--ceteris paribus, the more business risk the firm has the lower its Debt/Equity ratio should be.

· Costs of Financial Distress--ceteris paribus, the higher the CFD, the lower the debt ratio.  Undoubtedly, this factor will be related to the nature of the firm's assets.  The more intangible the assets, and the more future growth opportunities that are present (future +NPV projects), the less debt the firm should have.

· Financial Slack--ceteris paribus, the more the firm needs financial slack, the lower the debt ratio.

In addition to the self-examination of the firm based upon the above check-list, managers must turn to external sources to make their final target capital structure decision.  Since lenders, bondholders, stockholders, bond rating agencies, commercial bankers, and investment bankers look at a firm's Debt/Equity ratio relative to its industry, departing too far from the industry norm may not be feasible.  This observation is a fact of life even though managers may believe that they should have significantly more leverage than the average firm in their industries.  If people will not lend you money, where will you get the debt?  Therefore, use the industry average as a starting point.

Secondly, talk to your investment banker and commercial banker for guidance.  These individuals are selling securities and making loans every day.  As a financial manager, you are engaging in these financial transactions only intermittently.  Accordingly, these individuals will be much more in touch with the financial markets than you will be; their insights will be useful input in making the capital structure decision.
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� This lecture module is designed to complement Chapter 16 in B&D.


     � If a firm files for bankruptcy, it seeks court protection from its creditors.  The law related to bankruptcy is contained in various "chapters" in the Federal Bankruptcy Code.  The two most important chapters of the Code for corporations are Chapter 11 and Chapter 7.  In Chapter 11, a firm seeks to restructure its financial obligations while under court protection from creditors.  The objective is to emerge from bankruptcy as a financially restructured and viable firm.  In Chapter 7, the assets of a firm are liquidated in an orderly fashion and the proceeds used to pay off claimholders in the order of their “priority” to the firm’s assets.  


�  The “pecking order hypothesis,” first proposed by Stewart Myers at MIT, suggests that at the top of the pecking order firms prefer to finance projects with internal sources, or operating cash flows.  Next, firms prefer to raise funds by accessing low-cost debt sources.  As a third source, firms will raise cash needed to finance projects with riskier debt.  At the bottom of the “pecking order” is external equity financing.  The financing decision, therefore, amounts to working progressively down this pecking order in search of the first feasible source of financing.  Myers suggests that the observed capital structure of these pecking order firms are less the result of rational balancing of the pluses and minuses of debt relative to equity, but more the result of the firm’s profitability relative to its investment needs.  Accordingly, high-margin, modestly growing firms can finance with little debt and no external equity, while lower-margin, more rapidly growing firms may be forced to live with higher leverage ratios and, eventually, new issues of outside equity financing.  


     � This evidence also is consistent with certain "signaling" theories of capital structure, such as proposed by Steve Ross currently at MIT.  The bottom line of these theories is that managers can signal their inside information by adjusting the capital structure of the firm.  If they increase leverage, managers must have confidence that they can meet the fixed charge requirements of the debt.  Therefore, they are signaling that "good times" are in the future.  However, if they decrease leverage, perhaps they are pessimistic about their ability to service existing debt.  The market would interpret this "signal" negatively.


�  This check list has been derived, in part, from Ross, Westerfield, and Jaffe.  See footnote # 4 for the complete reference.
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