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Building Value with Capital-Structure Strategies 

INTRODUCTION 

Every CFO and treasurer pays attention to capital structure because it is inte­
gral to a company's strategy to build shareholder value, whether or not the 

company is publicly or privately held. Policies on capital structure and dividends 
vary widely. They are partly a matter of management choice but also are influ­
enced by the nature of the company's business and current circumstances. For 
example, many companies increased their leverage in_ the 1980s, but many de­
creased it in the 1990s. Despite the importance of financial structure, relatively 
few recent articles in the business press address it directly and comprehensively. 
Through case studies, this research explores how a selected group of CFOs and 
treasurers make their decisions about capital structure, dividends, and related 
issues and compares those findings with financial theory. 

Research Methodology 

The researchers developed a comprehensive interview protocol and conducted on­
site interviews with senior financial management of the participating case-study 
companies. 

Thirteen companies participated in the study, eleven of which are publicly 
traded: 

0 Amgen Inc. 0 Monsanto Company 

0 General Electric Company 0 Oracle Corporation 

D Georgia-Pacific Corporation 0 Paychex, Inc. 

0 The Home Depot, Inc. 0 SymmetriCom, Inc. 

0 Marriott International, Inc. 0 TELUS Corporation 

0 Host Marriott Corporation 

Two are privately held companies: 

o Sheplers, Inc. (western-wear retailer) 

o Vermeer Manufacturing Company (agricultural and industrial equipment) 

To ensure that the case-study companies represented a variety of industries with 
different financial characteristics, the researchers developed a model to group the 
companies into four quadrants (referred to as the "quadrant model"), depending 
on whether their industries tend to have secular (i.e., more long-term) or volatile 
(i.e., cyclical) growth patterns and prim~ly fixed or intangible assets. Participat':' 
ing companies were also selected to represent a variety of other characteristics. 
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Table 1 illustrates how the case-study com­
panies mapped against that quadrant, recog­
nizing that not every company fits perfectly 
into a specific quadrant. For example, Home 
Depot and Marriott International are fast­
growing companies in industries that tend to 
operate cyclically. 

The full-length book from which this 
Executive Report has been adapted contains 

the case studies and financial performance 
of the 13 participants, a discussion of major 
capital-structure theories and their practical 
implications, as well as the role of high debt 
in specific industries and situations. The 
book also includes a glossary of terms, an 
annotated bibliography, and a financial 
comparison of 12 industry groups. 

TABLE 1. Case-Study Companies 

Secular Growth Volatile Growth 

Fixed Assets General Electric (M,I) Georgia-Pacific (S,I) 

SymmetriCom (S,D) Monsanto (M,I) 

TELUS (S,I) Vermeer Manufacturing (S,I)' 

Host Marriott (S,I) 

Intangible Assets Oracle (S,I) Marriott International (S,I) 

Amgen (S,I) Home Depot (S,D) 

Paychex (S, D) Sheplers (S, D) 

(S = single business, M = multi business, D = domestic, I = international) 

PRINCIPAL FINDINGS.AND LESSONS LEARNED 

The 13 case studies in the full-length 
book provide detailed information about the 
guidelines that practicing managers use to 
make capital-structure decisions. The fol­
lowing section highlights the key findings of 
the case studies. A discussion of the finan­
cial theories that underlie these findings is 
presented in the sections The Theoretical 
Ba'ckground and The Role of High Debt. 

How Capital-Structure 
Policies Vary 

U sing the quadrant model, the researchers 
discovered the following: 
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o the majority of case-study companies 
with secular revenue growth have low 
debt; 

o the majority of companies with vola­
tile revenue growth have moderate or 
high debt; 

o the majority of fixed-asset companies 
have moderate or high debt; and 

o the majority of the intangible-asset 
companies have low debt. 

The capital structures of the case-study 
companies, summarized in table 2, vary 
from low debt to high debt, depending on 
factors such as cash-generating capability, 
growth opportunities, asset structure, 
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TABLE 2. Debt Levels of Case-Study Companies 

Secular Growth 

Fixed Assets General Electric - LO 

SymmetriCom - LO 

TELUS - MOD 

Intangible Assets Oracle - LO 

Amgen - LO 

Paychex - LO 

industry cyclicality, and'management risk 
tolerance. 

Low-Debt Policies 

For seven of the case-study companies, the 
flexibility and risk protection a conservative 
balance sheet provides is more important 
than the reduction in the cost of capital that 
would result from higher debt. Low-debt 
policies may make management's life easier 
at the expense of shareholders who might 
prefer higher risks and returns-the problem 
of agency costs, which is discussed in a later 
section, Debt's Effects on Agency Costs. 

Home Depot and Paychex-currently 
low-debt companies-are the two case-study 
companies with the highest price-earnings 
ratios at the time of this study. They do not 
believe that taking on more debt to reduce 
their weighted average costs of capital 
would increase their value. They believe 
their share prices are based mainly on 
growth. 

Moderate-Debt Policies 

Georgia-Pacific, Marriott International, 
Monsanto, and TELUS maintain moderate 
levels of debt to lower their weighted aver­
age costs of capital, which they believe 

Volatile Growth 

Georgia-Pacific - MOD 

Monsanto - MOD 

Vermeer Manufacturing - LO 

Host Marriott - HI 

Marriott International - MOD 

Home Depot - LO 

Sheplers - HI 

increases their corporate values, as calcu­
lated on a discounted cash-flow basis. 

High-Debt Policies 

High debt, although not the norm for the 
majority of case-study companies, is appro­
priate for certain industries, such as hotel 
real-estate investment in the case of Host 
Marriott, and special, situations, such as the 
Sheplers management buy-out and the Home 
Depot and Paychex start ups. A number of 
other studies summarized in the section on 
the role of high debt show that, for certain 
companies, management ownership com­
bined with high leverage can provide both a 
carrot and a stick, resulting in superior 
financial performance. Many of the failures 
of highly leveraged companies in the late 
1980s were caused by a combination of 
leverage carried too far and poor operating 
performance. 

Private Companies' Debt Policies 

The two private case-study companies, 
Sheplers and Vermeer, realize that external 
capital could help them accelerate their 
growth but would require them to change 
their c0!llpany cultures and cede at least 
some control ~o outside parties. Sheplers 
allows that it never has been a debt-free 
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company and never intends to be. However, 
management has confidence in the 
company's continued strong operating 
performance and has steadily paid down term 
debt. Vermeer has maintained a no-debt 
philosophy since its founding. 

Fixed- and Floating-Rate Debt 

In recent years, relatively low interest rates 
throughout the yield curve have encouraged 
companies to issue fixed-rate debt with the 
longest possible maturities. Some consider 
very-long-dated debt to have att~active 
pricing and equity-like characteristics. 

Factors That Influence Capital­
Structure Decisions 

Importance of Operating 
Performance 

One of the overriding findings in this re­
search is that strong operating performance 
plays a larger role than capital structure in 
building shareholder value. Strong operating 
performance also allows a company wide 
latitude in deciding on the most appropriate 
capital structure. Georgia-Pacific's CFO 
expresses a view shared by financial officers 
of other case-study companies: Developing 
good projects that return more than the cost 
of capital is management's first priority, and 
finding the appropriate financing follows. 

Internally Generated Cash 

All 13 case-study companies generate suffi­
cient operating cash flow for normal capital 
expenditures. However, two case-study 
companies finance their growth partly with 
new debt, and the majority would consider 
additional borrowing·for a large, strategic 
acquisition. 
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Cash Reserves 

Four case-study companies-Amgen, Oracle, 
Paychex, and SymmetriCom-justify.large 
cash reserves for risk protection and possible 
acquisitions. None of those cash balances, 
however, are considered high enough to 
increase the company's vulnerability to 
hostile takeover. General Electric, on the 
other hand, has raised its stock price by 
repurchasing stock rather than keeping a cash 
reserve for possible acquisitions. 

Credit Ratings 

For the eight case-study companies with 
publicly rated debt, credit-rating guidelines 
play an important role in capital-structure 
policy. These companies, spread across ~ll 
four quadrants of the model, all consider 

. their current credit ratings to be appropriate. 
Credit-rating guidelines may restrict the 
amount and type of a company's debt, which 
may limit capital expenditures for the com­
pany. Thus, the treasurers of Amgen and 
Monsanto believe that moving from single-A 
to double-A credit ratings would restrict their 
flexibility and save only a few basis points in 
borrowing costs. 

Timing 

Home Depot and TELUS take advantage of 
favorable markets to raise funds even when 
they do not need them for more than a year. 
On the other hand, Georgia-Pacific prefers to 
finance at current rates when it needs funds. 

Tax Considerations 

Tax considerations do not play an important 
role in the case-study companies' choice of 
equity and debt instruments. However, the 
Taxpayer Relief Act of 1997 will restrict 
future tax-free spin-offs. 
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Control 

The public companies in the study seem 
more concerned with shareholder value than 
with management control. With the private 
case-study companies, both control and 
shareholder value are high priorities. 

Implementation Issues 
Business-Unit Capital Structures 

Except for finance subsidiaries, only one 
case-study company, TELUS, has different 
capital structures and hurdle rates for differ­
ent business units. Although many in the 
academic community favor different capital 
structures and hurdle rates, the case-study 
companies generally think the complications 
of implementing such systems outweigh the 
benefits. Calculations must constantly be 
updated and often are subject to dispute. 

Stock Splits 

Four case-study companies, General Electric, 
Home Depot, Monsanto, and Paychex, have 
done frequent stock splits. The most fre­
quently cited reason is to make the 
company's stock more affordable to employ­
ees and retail investors. GE follows a com­
mon pattern of splitting its stock to return to 
the previous post-split price level. 

Dividends and Share 
Repurchases 
"Sticky" dividend policies continue to be 
widespread. These are policies of increasing 
dividends gradually and only to a level 
sustainable under a range of foreseeable 
circumstances, including temporary dips in 
earnings. 

Companies are reluctant to break patterns 
of steadily increasing dividends for fear of 
adverse market reactions. Conversely, com­
panies that pay no dividends realize that if 
they started, the market would expect them to 
continue and increase their payouts. 

Several case-study companies are sensitive 
to the guidelines of institutional investors 
who buy only the stock of companies with 
records of dividend payments. Monsanto's 
treasurer believes a consistent dividend 
payout makes her company's stock attractive 
to yield investors, and this tends to set a floor 
on the company's stock price. 

Findings in the study support the theory 
that companies with greater growth opportu­
nities tend to pay less dividends as well as 
assume less debt. Amgen, Host Marriott, 
Oracle, and SymmetriCom have never paid 
dividends and do not intend to in the near 
future. 

There has been a recent corporate trend 
toward more stock repurchases. As the 
disparity between regular income and capi­
tal-gains tax rates widens, the incentive to 
substitute share repurchases for dividend 
payments should increase. Eight case-study 
companies have stock repurchase programs: 
two of them primarily to offset dilution from 
stock options exercised, four of them prima­
rily to return cash to investors in a tax­
efficient manner, and two to do both. One 
disadvantage of stock buybacks is that they 
restrict a company's ability to use pooling­
of-interest accounting for acquisitions. On 
the other hand, reductions in the amount of 
stock repurchased are much less disturbing to 
the market than reductions in dividends, 
giving companies more flexibility in manag­
ing their cash flows. 
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Development and Approval 
of Policies 
Companies generally develop capital-struc­
ture and dividend policies by a process of 
ongoing consensus among management and 
the board. The policies are often discussed 
with the board as part of the annual plan and 
budget process. 

Financial officers consider the test of their 
capital-structure and dividend policies to be 
how well the stock price performs, how well 
the company is able to carry out its strategy, . 
and how well investors, lenders, and analysts 
receive the policies. 

Instruments and Tactics 
, Financial managers appear to be skeptical 

about the more complex types of derivatives, 
convertibles, and other instruments developed 
by financial institutions, adopting them only 
occasionally to serve very specific needs. 

Convertibles 

Whether or not convertibles are appealing 
depends partly on a company's view of its 
own stock price. If a company believes its 
stock will not exceed the conversion price, 
convertible debentures offer low-cost financ­
ing. If the stock price is expected to rise 
above the conversion price, convertibles 
could result in selling equity too cheaply and 
creating unnecessary dilution. The financial 
managers' enthusiasm for convertibles was 
divided. They either endorsed or rejected 
them. 

Spin-Ofts 

The case-study companies include a spin-off 
(Marriott and Host Marriott), a spin-off in 

. process, which was recently completed 
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(Monsanto and Solutia), and a possible spin­
off (SymmetriCom). After a spin-off, each 
surviving company can make investment and 
financing decisions and approach the capital 
markets in a way appropriate to its own asset 
structure, revenue sources, and business 
objectives. Recent tax legislation denies tax­
free status to spin-offs that are deemed to be 
precursors to the sale of business units to 
other companies. 

Targeted Stock 

Targeted stock, which is tied to the perfor­
mance of specific business units, has not 
suited the needs of Amgen, the former 
Marriott Corporation, or TELUS. However, 
Georgia-Pacific is creating targeted stock tied 
to its profitable and relatively stable timber 
business because it is more tax efficient than 
a spin-off and allows the company continued 
control of those operations. 

Costless Collars 

Amgen and Oracle have sold put warrants 
and used some of the proceeds to buy call 
options on their common stock. This combi­
nation, sometimes called a costless collar, 
allows a company to express a bullish view 
on its stock. 

Real-Estate Ownership 

Real-estate ownership provides Home Depot 
with flexibility in opening and closing stores 
and the benefit of its own low cost of capital. 
It offers Oracle the possibility of a bargain 
when land prices are low. General Electric, 
Paychex, and Sheplers, on the other hand, 
prefer the flexibility of leasing. GE's lessors, 
for example, already have relatively low 
costs of capital due to high leverage. 
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Communication with 
the Markets 

Case-.study companies generally believe that 
widespread retail ownership helps stabilize 
their stock prices, but small shareholders are 
more costly to service. Securities analysts 
tend to pay little attention to capital structure 
unless the company experiences a decline in 
earnings growth. This attitude may reflect the 
good business climate and low interest rates 
in recent years. Generally, capital structure is 
a topic of greater concern in less favorable 
economic environments. 

Investment and Financing 
Decisions 

At the overall company level, asset selection 
has a strong influence on capital-structure 
policy, and to a more limited degree, capital 

constraints may influence asset selection. But 
with a few exceptions, such as tax -exempt 
municipal financing and borrowing to buy 
back stock when both the borrowing rate and 
stock price are favorable, case-study compa­
nies make individual investment and financ­
ing decisions independently. 

Valuation Methods 

Two case-study companies regularly com­
pare internal discounted-cash-flow valuations 
with market prices of their stocks. Although 
buy-side securities analysts are becoming 
more cash-flow oriented, sell-side analysts 
still primarily use price-earnings ratios for 
valuation. Some sell-side ap.alysts relate 
price-earnings ratios to growth rates. One 
treasurer in a case-study company observes 
that a company's price-earnings ratio tends to 
expand as its growth rate rises. 

THE THEORETICAL BAC~<GROUND 

In the early 1950s, Joel Dean, the author of 
Managerial Econonlics~ advanced the idea 
that capital-expenditure projects should be 
classified into four categories, according to 
risk, and should have different hurdle rates 
that reflect their degree of risk. During the 
years that followed, many academics em­
braced the concept of single hurdle rates. 
Nowadays, however, the pendulum has 
swung back again in favor of evaluating 
investments using hurdle rates that relate to 
the risk of the particular project. 

Capital-structure decision theories reflect a 
similar evolution. Until the late 1950s, the 
emphasis was on managerial judgment in 
selecting the proper balance of debt and 
equity. This view gave way to a rigid pre­
scription of the proper balance. However, as 
questions arose about issues such as manage-

ment incentives, costs of financial stress, and 
the relationship between assets and how they 
are financed, it became clear that the formula 
did not work. Once again, Inanagerial 
judgment has elnerged as the principal 
player in balancing the conflicting risks and 
rewards of the capital-structure decision. 

Components of the Capital­
Structure Decision 

Financial decisions are very simple in struc­
ture-it's the judgments that get complex. 

The capital-structure decision is no excep­
tion to the rule. The four components of that 
decision are illustrated in figure 1. 

Current theory holds that decisions should . 
be made simultaneously in order to optimize 
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FIGURE 1. Components of the 
Capital-Structure Decision 

ASSETS 

~ Dividends 

New 
Equity 

a firm's value, and that the order in which 
these decisions are made is irrelevant. In 
practice, however, it is seldom possible to 
address all four decisions concurrently. 

Capital-structure theory assumes that the 
asset decision (designated as decision 1) has 
already been made, and that all investments 
offer the same risk-adjusted return and are 
equally available to all investors in unlimited 
quantity. The capital-structure decision 
(decision 2) specifies how much capital is 
raised from debt and how much from equity. 
The debt-equity ratio should maximize the 
market capitalization of the firm. The new 
equity decision (decision 3) addresses 
whether to issue additional equity to main­
tain both a particular investment schedule 
and the debt-equity balance. As long as the 
investments generate a positive net present 
value, the decision should be to issue new 
equity. Financial officers, however, do not 
always follow that logic, particularly in the 
case of a closely held company in which 
existing stockholders want to maintain 
control, or when existing owners' returns 
would be eroded by the lower price at which 
new shares might be sold. 

If new equity is not issued, then the divi­
dend decision (decision 4 )-the proportion 

. of the profits to be paid to the equity own­
ers-is predetermined. Given the asset , 
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capital-structure, and new-equity decisions 
the company has made, the amount of earn­
ings to retain and the amount available for 
dividends is set. 

On the other hand, if the firm is willing to 
issue more equity, the new equity and divi­
dend decisions become more complex. If 
management intends to payout a greater 
amount than what remains after retaining 
earnings, while keeping the desired capital­
structure ratio and continuing to grow and 
generate cash, it must raise new equity to 
support the higher dividend. The impact of 
the new equity is to dilute the ownership 
position of existing investors and slow 
the growth of their future earnings and 
dividends. 

This tradeoff between dividends and new 
equity is important because it can influence 
market perception of a firm's value. The 
decision can result in more cash for the 
investor today, but less over time. A high 
dividend payout, funded by increased bor­
rowings, causes the debt-equity ratio to 
change. It generally cannot be sustained over 
the long-term, but may be useful during a 
brief period of adversity, assuming the firm 
has the necessary debt capacity. A firm can 
also maintain a high dividend by reducing 
the investment in assets. This approach has 
longer-term impacts for the firm, which risks 
losing market share and probably its strategic 
position. 

Analytical Frameworks­
The Early Models 

To develop a context for the discussion of 
contemporary capital-structure decision 
making, it is helpful to include a brief histori­
cal perspective on the topic. Arthur Stone 
Dewing, who reputedly published the first 
financial text in the 1920s, noted that quality 
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companies and investors prefer debt. Equi­
ties, except for preferred shares, were far 
more speculative in his view. He observed 
that there was a real demand for convertible 
debt from different quarters, e.g., investors, 
businessmen, and speculators, and thought 
that the corporation had much to gain and 
little to lose by exploiting that demand. 

It was John R Childs, a prominent finan­
cial consultant at the former Irving Trust 
Company of New York, who advocated 
keeping a large debt reserve because it 
could provide a company. quick access to 
capital, especially in a financial emergency. 
Typically, a company should keep its borrow­
ing low enough to maintain the highest 
possible debt rating, considering such factors 
as industry and size. The debt-equity deci­
sion thus was strongly influenced by the 
analysts at rating agencies. 

Gordon Donaldson had a different ap­
proach to debt-equity decisions, which he 
developed through extensive field study. In 
Corporate Debt Capacity, published in 1961, 
he identified the rules financial officers used 
to make capital-structure decisions. 

In addition to his anecdotal discoveries, 
Donaldson offered a new conceptual frame­
work for the capital-structure decision. He 
suggested that the critical variables were not 
balance-sheet or coverage ratios but the 
ability of a finn in adverse conditions to 
service obligations froln operating cash 
flow. This led to the popUlarity of 
recessionary-cash-flow analysis in measuring 
debt-servicing ability. In Donaldson's view, 
how much debt management accepts depends 
upon how comfortable it is with the 
company's risk profile. Therefore, companies 
. should maintain enough.cash-flow capacity 
to take care of the likely risks and one or two 
of the most devastating ones. . 

As it turns out, the approaches that 
Donaldson and Childs supported were not 
really in conflict after all. Donaldson's cash­
flow analysis addressed the short-term 
financial problem, which can be cured by 
converting assets to meet debt service. Once 
the crisis has passed, funds flow back to the 
company to allow it to restore its assets and 
continue operations. This pattern has been 
termed a response to "risk." Childs, on the 
other hand, was more concerned with the 
response to a "flexibility" problem. Unlike 
risk circumstances, which are usually self­
correcting, a flexibility problem is created by 
an unfavorable permanent change in the 
environment (for example, consider the 
plight of slide-rule manufacturers with the 
advent of inexpensive calculators and com­
puters). These changes cannot be counter­
acted by a temporary contraction of assets 
and conversion into cash. In order to survive 
such events, the firm must have access to 
cash in periods of uncertainty. The firm that 
has more credit in the first place will be 
better able to cope with an adverse situation 
than one that does not have sufficient bor­
rowing capacity. 

In the long run, a company must pass both 
the Donaldson and the Childs tests. If a firm 
has so much debt that it cannot survive the 
occasional risk event, there will be no long 
run to worry about. If it does not have the 
resources to deal with a flexibility problem, 
the first serious challenge could kill it off. 

Another View: Thou Shalt Borrow 

David Durand published an article in 1952 
titled "Costs of Debt and Equity Funds for 
Business: Trends and Problems of Measure­
ment," which brought a lnore analytical 
approach to the question of valuation. 
Without taking sides, he described two 
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decision was ilnmaterial, regardless of the 
asset, capital-structure, and new-equity 
decisions. The wealth of the equity holder 
would be precisely the same, regardless of 
whether the company paid cash dividends 
and the mark~t price stayed the same, or if 
the cash was retained and the equity value 
rose by that amount. 

Challenges to MM: It Can't 
Be That Simple 

As might be expected, the MM conclusions 
set off an explosion of empirical studies to 
determine whether or not they were right. 
One of the challenges addressed the as­
sUlnption that investors could arrange the 
same financing for thelnselves as corpora­
tions could. In large, well-developed mar­
kets, such as those in the United States, this 
assumption seems to hold, but it may not be 
so in less developed markets. 

Another area of challenge was who bore 
the costs of financial distress. In theory, if 
not always in practice, the debtholders are 
impaired only after the equity has been 
eliminated. When enough debt is added to 
the balance sheet, creating serious bank­
ruptcy risks, returns to the shareholders no 
longer grow proportionately with risk. The 
price-earnings ratio falls faster than earnings 
per share rise; the market price of the com­
mon stock and the total value of the firm 
begin to fall. 

The third major challenge to MM arose 
from the fact that taxes are different on 
investors' earnings froln equity vs. their 
earnings on debt (as wheon capital gains are 
taxed at a different rate than interest and 
dividends). When the corporate income tax 
rate is higher than the individual tax, it is 
more attractive for corporations to borrow 
than for the shareholders to borrow, a condi-

tion that undermines a basic MM assump­
tion. Although Miller demonstrated that this 
condition had a limited effect, the assump­
tions he used did not reflect the actual tax 
rate differentials. 

Behavioral Challenges: 
Incentives Count 

While the conceptual and empirical chal­
lenges to the MM assumptions have not 
disproved their validity, certain behavioral 
challenges were recognized. These include 
over- or under-investing as a result of incen­
tives driven by capital structure. 

Information Content of 
Capital-Structure Decisions 

For example, one issue is how capital­
structure decisions might convey informa­
tion to the public. This process is known as 
signaling. It has long been argued that 
equity owners benefit if equity is issued 
when it is overpriced. If management knows 
that proposed investments have significant 
net present values, it will choose to finance 
with debt. On the other hand, when the 
investment projects are less profitable and 
perhaps more risky, management will raise 
equity. This is contrary to the MM assump­
tion tha~ asset and capital-structure decisions 
are independent of one another. In practice, 
management's decision about capital struc­
ture may be closely linked to its assessment 
of future capital-investment prospects. 

Dividend policy has also been identified 
as a way of communicating a company's 
prospects to the market. It may be possible 
to increase shareholders' value more by 
paying a dividend than by investing in 
assets. Alternatively, sustainable dividends 
may increase the value of the equity by 
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different views on the role of debt in capital 
structure. One view was that as long as debt 
dilutes the earnings per share less than the 
equity it replaces, adding debt decreases the 
weighted average cost of capital. This results 
in an increase in the value of the company 
based on the discounted-cash-flow method. 
As shown in figure 2, the optimal debt­
equity proportion is the point just before the 
decline starts in the market price. 

The other position was that equity would 
continuously be discounted as the company 
added debt to the capital structure, because a 
firm's value depended on its earnings before 
interest and taxes (EBIT), not on how EBIT 
was divided. Under this scenario, the price­
earnings ratio would drop even as earnings 
per share increased, reflecting the risk 
created by additional debt. The market price 
of the stock and the value of the firm remain 
constant, and the market value of the debt 
exactly matches the market value of the 
stock it replaces. Figure 3 illustrates that 
under these assumptions, there is no optimal 
capital structure. 

Enter Franco Modigliani and Merton H. 
Miller (known as MM in financial-theory 
circles) with a simple proposition: Given a 

FIGURE 2. Market Price Influenced 
by Capital Structure 

.Q 
"0 
c.: 

~ Price-Earnings Ratio a 
~ ~------------------ ~ ~ -~=--~.§ 
~ m 

Debt-Equity Ratio 

10 

.2 rr. 

set of specific assumptions, the value of a 
finn does not vary with its capital structure. 
To arrive at that conclusion, MM assumed 
that all participants had perfect information 
and equal access to limitless investments and 
financing at comparable rates; that there 
were no taxes or transaction costs; and that 
all decision makers were value-maximizers. 
As companies substitute lower cost debt for 
higher cost equity, the extra risk to the 
equity holder will cause the price-earnings 
ratio to go down by the same proportion that 
earnings per share go up. Regardless of the 
amount of debt taken on, the cost of capital 
is always the same as the cost of capital for 
an all-equity firm. 

In later work, MM added a caveat to their 
basic assumptions that if tax treatments for 
various types of securities differ, then 
companies should use the form with the 
highest tax benefit to the greatest extent 
possible. Therefore, in the United States, 
where interest can be deducted from taxable 
income, but equity costs cannot, MM con­
cluded that companies should use as much 
debt as possible. 

MM also maintained that under their 
perfect-market assumptions, the dividend 

FIGURE 3. Market Price Independent 
of Capital Structure 
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enough to offset the effect of issuing new 
common stock to replace the funds dis­
bursed. 

Debt's Effects on Agency Costs 
Yet another challenge to the independence of 
the two sides of the balance sheet was identi­
fied by Michael L. Jensen and Willialn H. 
Meckling in their study of agency costs 
(sometimes referred to as "moral hazard"). 
They addressed the pote1ltial conflicts 
between lnanagement's self-i1lterest a1ld its 
obligation to its equity holders. For example, 
because shareholders have the ability to 
diversify risks by investing in a portfolio of 
different companies' shares, they may want 
the individual company's management to 
seek high-return investments, even if these 
are high risk and/or require greater leverage. 
Management is motivated to protect its 
employment, however, and may prefer low­
risk projects and lower leverage. 

Similarly, as the company's investments 
mature and begin generating surplus funds 
not required for reinvestment, management 
may be tempted to make its job more com­
fortable rather than pass along the cash to the 
shareholders. Management can use the cash 
to reduce debt below optimal levels because 
this reduces the firm's risk. Or as noted 
previously, management can make subopti­
mal investment decisions, which could hurt 
the creditors' interests. It has been observed 
that higher leverage tends to reduce excess 
cash, keeping management focused, as well 
as keeping labor and supplier demands under 
control. 

When management and shareholder 
interests are aligned, the company avoids 
agency conflicts. In order to more closely 
identify management with shareholder 
interests, various incentive programs have 
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evolved, including compensation based on 
stock performance and greater managerial 
ownership, which is often measured by the 
percentage of common stock senior manag­
ers hold. However, a more relevant but 
elusive measure of management's alignment 
with the equity owners is the proportion of a 
manager's net worth invested in the 
company's common stock. A manager does 
not need to own a large percentage of the 
company to identify with the stockholder if a 
large percentage of the manager's net worth 
is tied to the company's common stock 
performance. 

·The Pecking Order and 
Where Are We Now? 
Stewart C. Myers described the· "pecking 
order" approach to management behavior as 
it relates to capital-structure decisions. 
Managers, according to this concept, prefer 
to use internally generated funds first and 
debt sec'ond, and avoid new equity issues 
until other sources have been exhausted. This 
idea seems to echo the positions held back in 
the 1950s that ascribed a zero cost to retained 
earnings. Myers believes managers prefer 
internally generated equity (i.e., retained 
earnings) because this alternative involves 
little risk of mispricing caused by imperfect 
information. Myers also observed that man­
agement wants to maintain a stable dividend 
with a pattern of increases lagging higher 
earnings and resistance to decline. The 
pecking-order approach makes conceptual 
economic sense because using existing cash 
is much less expensive than raising new 
capital. Companies that must raise cash over 
time, because of cyclical or growth demands, 
will reduce costs by raising funds in a few 
large blocks rather than in many smaller 
issues. The pecking order concept also 
relaxes the assumption of independence 
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between the asset structure and the capital 
structure. 

Recent empirical studies by Michael J. 
Barclay, Clifford W. Slnith, Jr., and Ross L. 
Watts more fully support the view that the 
compallY's assets do ill fact affect its capital 
structure. The authors find that high-growth 
firms avoid debt because of the restrictions 
debt can place on growth. It is also possible 
that exuberant investors tend to overvalue the 
equity of such firms. As a result of the more 
substantial cash flows of mature firms, 
higher debt and larger dividends provide a 
good discipline for management. Also, these 

firms are generally better able to service debt 
and carry higher leverage because of their 
asset bases. 

During the forty-odd years since MM 
made their pronouncements, the challenges 
have come first to their valuation proposi­
tions and next to the view that assets are 
independent of the financing to acquire them. 
Today managelnellt judgmellt is agaill 
importallt, and the firm's capital structure 
must relate to the assets ill which it illvests. 

TI-IE ROLE OF ~1IGH DEBT 

The researchers found that the majority of 
the case-study companies in this study prefer 
low leverage, mainly because low debt 
allows flexibility and provides risk protec­
tion. Although low debt is the norm in many 
industries today, high debt is more prevalent 
in some industries than others, and, in fact, 
has a long history. Early in this century, U.S. 
Steel was founded with high leverage. In 
1902, three du Pont cousins bought E.!. du 
Pont de Nemours & Co. from other members 
of their family. with a large amount of debt 
and a cash outlay of less than $3,000. Highly 
leveraged transactions (HLTs) have played an 
important role in recent financial history and 
have been explored in the full-length study 
by a review of current academic literature 
and relevant case studies. 

Debt Increases Across the Board 
Leverage grew rapidly in the 1980s for 
several reasons. The availability of junk-bond 
financing, in cO,njunction with insurance 
companies, thrift institutions, and commer­
cial banks looking for high-yield loans, 

fostered the growth of hostile takeovers and 
leveraged buyouts (LBOs). Companies 
failing to manage for value ·became vulner­
able to hostile takeovers, particularly when 
they had excess cash or debt capacity. Some 
subsidiaries of conglomerates could be 
managed better independently, particularly 
by managers who knew their business and 
had an equity stake. They became candidates 
for tBOs. High leverage was considered a 
necessary financing tool and a good disci­
plinary .tool as well. 

During the 1980s, high leverage was not 
confined to just a few industries. Information 
from the U.S. Department of Commerce 
shows leverage increased on average for the 
whole corporate population (see table 3). 
Both long-term debt and total debt as a 
percentage of capitalization increased 
sharply in the 1980s and then tapered off by 
the mid-1990s. Total debt declined less than 
long-term debt in these ratios, reflecting the 
in~reased use of commercial paper and other 
short-term facilities in place of long-term 
debt. 

13 
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TABLE 3. U.S. Department of Commerce Average Financial Ratios 
and Percentages for All Manufacturing Companies 

1970 

Long-Term Debt as 

Percentage of Capitalization 24.8 

Total Debt as 

Percentage of Capitalization 30.8 

What Can Be Learned from 
Highly Leveraged Transactions 
HLTs, including LBOs and leveraged recapi­
talizations, were done for a variety of rea­
sons. Some HLTs that succeeded, as well as 
some that did not, are discussed in greater 
detail in chapter 15 of the book. The O.M. 
Scott & Sons Company sale to a group of 
managers and an outside LBO firm illus­
trated how managers were able to substan­
tially improve operating performance once 
they were freed from an inflexible reporting 
and approval process and empowered to 
make decisions about marketing, R&D, and 
capital expenditures. The managers were 
rewarded by a redesigned bonus plan that " 
included individual performance goals and 
equity ownership linked to EBIT and work­
ing-capital management. 

CUC International management undertook 
a leveraged recapitalization to signal opti­
mism about the value of its marketing expen­
ditures for new products and to protect the 
company from hostile takeover. The recapi­
"talization was funded by private debt, and 
proceeds were used to pay a large special 
dividend that represented 53 percent of the 
then-current stock price. Management in­
creased its ownership stake in the company 
and then used excess cash flow to accelerate 
debt repayments and repurchase stock. The 
price of CUC stock responded with a more 
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1975 1980 1985 1990 1995 

25.0 25.1 29.3 37.3 34.7 

29.5 30.2 34.6 42.7 41.0 

than 500 percent increase from June 1988 
until December 1993. In M"ay 1997, CUC's 
stock sold for 52 times recent earnings. 

The experiences of two similar grocery 
companies, Safeway Stores Inc. and Kroger 
Co., suggest that some types of recapitaliza­
tions may be more effective than others in 
creating benefits beyond those of the imme­
diate transaction. Despite consistent earnings 
increases, both companies were under­
performing their industry peers and were 
threatened with hostile takeovers. Safeway 
agreed to be taken private through an LBO 
by Kohlberg, Kravis & Roberts (KKR) and a 
group of Safeway managers. Kroger's board 
opted for a leveraged recap in which inves­
tors received a special dividend financed by a 
syndicated bank loan and an issue of increas­
ing-rate notes. After their restructurings, both 
companies had to improve operating results 
and sell assets in order to meet their high 
debt service requirements. Although both 
companies outperformed their industry and 
the stock market following their HLTs, 
Safeway's returns were higher, perhaps 
because it was willing to sell off more assets 
and had revamped its executive bonus pro­
gram to include performance measures. 
While Kroger's performance demonstrated 
that high leverage alone can bring about 
valuable operating improvements, Safeway's 
LBO appeared to be a more effective mecha­
nism to increase shareholder value. 
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Another illustration of the role of high 
debt is one of the largest and best-known 
LBO bankruptcies. In this case, cash flow 
was not sufficient to meet debt obligations 
due to the high price the buyout group paid, 
coupled with increased leverage and poor 
business performance. When the $l.4-billion 
Revco Drug Stores LBO was concluded in 
December 1986, it was one of the largest and 
most complex LBOs to date. Just 19 months 
later, the company filed for bankruptcy. In 
retrospect, there were a number of clear signs 
that the LBO could not succeed. First and 
foremost, the company could not generate 
enough cash from asset sales, operations, and 
an inflated, stagnant inventory. The Revco 
management team, which included only one 
director with a retailing background, had a 
very high turnover rate. Under a new CEO, 
the company's marketing strategy suddenly 
shifted from a theme of everyday low prices 
to an emphasis on sales promotions and 
bigger-ticket items, which placed a further 
drain on scarce cash. Lastly, using the bench­
mark of similar 'drugstore mergers and 

acquisitions, one researcher estimated that 
the investor group paid $200 million to $300 
million too much for Revco. In this example, 
overpayment financed with debt was the 
primary cause of financial distress. 

To conclude, while the case-study compa­
nies surveyed in the field research for Build­
ing Value with Capital-Structure Strategies 
tended to have low debt, three companies­
Home Depot, Paychex, and Sheplers-used 
high leverage as a necessary tool for either 
starting or buying the company. Management 
then used strong operating cash flow to pay 
down the debt. Under the right circumstances 
there is support for utilizing HLTs when 
there is a strong, predictable cash flow; the 
array of attractive investment opportunities is 
limited; there are fixed assets to provide 
collateral; and when seasoned management is 
in place. Since 1992, HLTs have grown again 
in a prosperous economy. However, despite 
the lessons learned about the requirements. 
for a successful HLT, history shows that 
overheated markets usually result in at least a 
few excessively risky transactions. 
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