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1. Introduction

In this paper, we analyze a comprehensive survey on the practice of corporate finance.
Perhaps the best-known field study in this area is John Lintner's (1956) path-breaking analysis
of dividend policy. The results of that study are still quoted today and have deeply affected the
way that dividend policy research is conducted.

In many respects, our goals are similar to Lintner's. Our survey describes the current practice
of corporate finance. We hope that researchers will use our results to develop new theories --
and potentially modify or abandon existing views. We also hope that practitioners will learn
from our analysis, by noting how other firms operate and by identifying areas where academic
recommendations have not been fully implemented.

Our survey is distinguished from previous surveys in a number of dimensions.2 First, the
scope of our survey is broad. We examine capital budgeting, cost of capital and capital
structure. This allows us to link responses across areas. For example, we investigate whether
firms that consider financial flexibility a capital structure priority also are likely to value real
options in capital budgeting decisions. We explore each category in depth, asking more than
100 total questions.

Second, we sample a large cross-section of approximately 4,440 firms. In total, 392 Chief
Financial Officers responded to the survey, for a response rate of 9%. The next largest survey
that we know of is Moore and Reichert (1983) who study 298 large firms. Lintner's (1956)
analysis is based on 26 field interviews. We investigate for possible nonresponse bias and
conclude that our sample is representative of the population of firms.

Third, we analyze the responses conditional on firm characteristics. We examine the relation
between the executives responses and firm size, P/E ratios, leverage, credit rating, dividend
policy, industry, management ownership, CEO age, CEO tenure and the education of the CEO.
We test whether responses differ across these characteristics. This allows us to draw inference
on the implications of various corporate finance theories related to firm size, risk, investment
opportunities, transaction costs, informational asymmetry, and managerial incentives.

The results of the survey indicate that firm size significantly affects the practice of corporate
finance. For example, large firms are significantly more likely to use net present value
techniques for project evaluation than are small firms, while small firms are more likely to use
the payback criterion. Large firms are also more likely to use the Capital Asset Pricing Model to
calculate their cost of equity capital. A majority of large firms have a tight or somewhat tight
target debt ratio, in contrast to only one-third of small firms. We also find, surprisingly, that a
majority of firms use a company-wide discount rate to value a project in an overseas market.

Our capital structure analysis indicates that executives rely heavily on informal rules and
only partially adhere to academic theories and principles. The most important factors affecting
debt policy are maintaining financial flexibility and having a good credit rating. When issuing
equity, firms are concerned about earnings per share dilution and recent stock price
                                                       
2 In addition to Lintner (1956), there have been a number of surveys. See, for example, Gitman and
Forrester (1977), Moore and Reichert (1983), Stanley and Block (1984), Baker, Farrelly, and Edelman
(1985), Pinegar and Wilbricht (1989), Wansley, Lane, and Sarkar (1989), Sangster (1993), Donaldson
(1994), Epps and Mitchem (1994), Billingsley and Smith (1996), Shao and Shao (1996), Bodnar, Hayt,
and Marston (1998), and Bruner, Eades, Harris, and Higgins (1998).
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appreciation. We find moderate support for the pecking-order hypothesis, and the idea that
firms trade-off tax benefits with expected costs when choosing debt policy, although the
evidence is weaker the more narrowly we focus on either hypothesis. We find very little direct
evidence that executives are concerned about asset substitution, asymmetric information,
transactions costs, free cash flows, personal taxes, or other deep theoretical issues. If firms
behave according to these deeper hypotheses, they apparently do so unknowingly. We
acknowledge but do not investigate the possibility that these deeper implications are, for
example, impounded into prices and credit ratings, and so executives react to them indirectly.

We feel that survey-based analysis complements research based on large samples and
clinical studies. Large sample studies are the most common type of empirical analysis, and have
several advantages over other approaches. Most large sample studies offer, among other things,
statistical power and cross-sectional variation. However, large sample studies often have
weaknesses related to variable specification and the inability to ask qualitative questions.
Clinical studies are less common but offer excellent detail and are unlikely to “average away”
unique aspects of corporate behavior. However, clinical studies use small samples and their
results are often sample-specific.

The survey approach offers a balance between large sample and clinical study analyses. Our
survey analysis is based on a moderately large sample, so we have statistical power and a broad
cross-section of sample firms. At the same time, we are able to ask very specific and qualitative
questions. The survey approach is not without potential problems, however. Survey analysis
faces the risk that the respondents are not representative of the population of firms, or that the
survey questions are misunderstood. Overall, survey analysis is seldom used in corporate
financial research, so we feel that our paper provides unique information to aid our
understanding of how firms operate. We hope that our results provide valuable feedback to
large sample studies, case studies, and theoretical research, and help identify new research areas
that might otherwise be overlooked.

The paper is organized as follows. In the second section, we present the survey design, the
sampling methodology, and discuss some caveats of survey research. In the third section we
present our analysis of the practice of capital budgeting. We analyze the cost of capital in the
fourth section. In the fifth section we examine capital structure, including debt, debt maturity,
foreign debt, convertible debt, and equity. We offer some concluding remarks in the final
section.

2. Methodology

2.1 Design

Our survey focuses on three areas: capital budgeting, cost of capital and capital structure.
Our first step was to review theoretical and empirical literature related to these topics. We then
distilled a set of questions that dealt with both the predictions of the theory and some of the
empirical results. Second, we developed a draft survey that was circulated to a group of
prominent academics for feedback. We incorporated their suggestions and revised the survey.
Third, we sought the advice of marketing research experts on the survey design and execution.
We made changes to the format of the questions and overall survey design with the goal of
minimizing biases induced by the questionnaire and maximizing the response rate.
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The survey project is a joint effort with the Financial Executives Institute (FEI). FEI has
approximately 14,000 members that hold policy-making positions as CFOs, Treasurers and
Controllers at 8,000 companies throughout the United States and Canada. Every quarter, Duke
University and the FEI poll these financial officers with a one-page survey on important topical
issues (Graham, 1999b). The usual response rate for the quarterly survey is between 8-10%.

Using the penultimate version of the survey, we conducted beta tests at both FEI and Duke
University. This involved having graduating MBA students and financial executives fill out the
survey, note the required time, and provide feedback. Our beta testers took, on average, 17
minutes to complete the survey. Based on this and other feedback, we made final changes to the
wording on some questions. The final version of the survey contained 15 questions, most with
subparts, and was three pages long. One section collected demographic information about the
sample firms. (The survey appears in Appendix A.)

We sent out two different version of the survey, with the order of the questions reordered on
each version. Our results suggest that there are no significant differences that result from the
ordering of the questions.3

2.2 Delivery and response

We used two mechanisms to deliver the survey. We sent a mailing from Duke University on
February 10, 1999 to each CFO in the 1998 Fortune 500 list. Independently, the FEI faxed out
4,440 surveys to their member firms on February 16, 1999. Three hundred thirteen of the
Fortune 500 CFOs belong to the FEI, so these firms received both a fax and hard copy version.
We requested that the surveys be returned by February 23, 1999. To encourage the executives to
respond, we offered an advanced copy of the results to interested parties.

We employed a team of 10 MBA students to follow up on the mailing to the Fortune 500
firms with a phone call and possible faxing of a second copy of the survey. On February 23, FEI
refaxed the survey to the 4,440 FEI corporations, and we remailed to the Fortune 500 firms,
with a new due date of February 26, 1999. This second stage was planned in advance and
designed to maximize the response rate.

The executives returned their completed surveys by fax to a third party data vendor. Using a
third party ensures that the survey responses are anonymous. We feel that anonymity is
important to obtain frank answers to some of the questions. Although we do not know the
identity of the survey respondents, we do know a number of firm-specific characteristics, as
discussed below.

Three hundred ninety-two completed surveys were returned, for a response rate of nearly
9%. Given the length (three pages) and depth (over 100 total questions) of our survey, this
response rate compares favorably to the response rate for the quarterly FEI-Duke survey.4

                                                       
3 Appendix A contains a copy of the version B of the survey. Version A was similar except that questions
11-14 and questions 1-4 were interchanged. We were concerned that the respondents might fill in the first
page or two of the survey but leave the last page blank. If this were the case, we would expect to see a
higher proportion of respondents answering the questions that appear as 1-4 in either version of the
survey. We find no evidence that the response rate differs depending on whether the questions are at
beginning or the end of the survey.
4 The rate is also comparable to other recent financial surveys. For example, Trahan and Gitman (1995)
obtain a 12% response rate in a survey mailed to 700 CFOs.
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There are obvious response rate issues. While we are pleased that 9% of the CFOs returned a
completed survey, one wonders about the other 91%. We were able to get some insight from our
telephone callers as to why some firms did not fill in the survey. The most common reason
given for not returning the survey was a "we do not participate in surveys" policy by the
corporation. Many prominent firms, such as Coca Cola, have such rules.

Aside from the "no survey" policies of many firms, with a 9% response rate, one wonders if
our responses are representative of the population of firms. For example, would a firm in
distress take the time to respond to a survey? We control for as many firm characteristics as
possible in our cross tabulations. After reviewing some summary statistics in the next two
sections, we return to the issue of possible nonresponse bias in Section 2.5.

2.3 Summary statistics

Figure 1 presents summary information about the firms in our sample. The companies range
from very small (26% of the sample firms have sales less than $100 million) to very large (42%
with sales of at least $1 billion) (see Fig. 1A). The variation in sales allows us to look at small
and large firms separately to determine if corporate behavior differs by size. Assuming that
there is less available public information about small firms than about large firms, we can also
relate the practice of corporate finance to information asymmetry.

Forty percent of the firms are manufacturers (Fig. 1C). The nonmanufacturing firms are
evenly spread across other industries, including financial (15%), transportation and energy
(13%), retail and wholesale sales (11%) and high-tech (9%).

The median price-earnings ratio is 15. Sixty percent of the respondents have price-earnings
ratios of 15 or greater (Fig. 1D). We refer to these firms as growth firms when we analyze how
investment opportunities affect corporate behavior. We refer to the remaining 40% of the
respondents as non-growth firms.

The distribution of debt levels is fairly uniform (Fig. 1E). Approximately one-third of the
sample firms have debt-to-asset ratios below 20%, another third have debt ratios between 20%
and 40%, and the remaining firms have debt ratios greater than 40%. The credit-worthiness of
the sample is also dispersed (Fig. 1F). Twenty percent of the companies have credit ratings of
AA or AAA, 32% have an A credit rating, and 27% have a BBB rating. The remaining 21%
have speculative debt with ratings of BB or lower. The debt levels and credit ratings allow us to
examine corporate behavior for different risk classes.

Nearly half of the CEOs for the responding firms are between 50 and 59 years old (Fig. 1I).
Another 23% are over age 59, a group we refer to as being “mature”. Twenty-eight percent of
the sample CEOs are between the ages of 40 and 49. The survey reveals that executives change
jobs frequently. Nearly 40% of the CEOs have been in their jobs less than four years, and
another 26% have been in their jobs between four and nine years (Fig. 1J). Forty-one percent of
the CEOs have an undergraduate degree as their highest level of educational attainment (Fig.
1K). Another 38% have an MBA and 8% have a non-MBA Masters degree. Finally, the top
three executives own at least 5% of the common stock of their firm in 44% of the sample. These
CEO characteristics allow us to examine whether managerial incentives or entrenchment affect
observed corporate practice. We also study whether having an MBA affects the choices made
by corporate executives.
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In Section 5, we analyze the factors that affect the issuance of common stock, convertible
debt, and debt in foreign markets, but only for firms that "seriously considered" issuing these
securities. Thirty-six percent of the sample firms seriously considered issuing common equity,
20% considered issuing convertible debt, and 31% thought about issuing debt in foreign
markets (Fig. 1M).

In Section 3, we ask firms what factors affect how they calculate their cost of equity, but
only for the 64% of firms that say they calculate the cost of equity (Fig. 1N). Sixty-three percent
of the firms in our sample have publicly traded common stock. Fifty-three percent of the sample
firms issue dividends and 7% are regulated utilities. If issuing dividends is an indication of a
reduced informational disadvantage for investors relative to managers (Sharpe and Nyguen,
1995), the dividend issuance dichotomy allows us to examine whether the data support
corporate theories based on informational asymmetry. Knowing about regulatory status helps us
infer whether regulated firms are subject to smaller agency costs, as argued by Smith (1986).
Baker, Farrelly, and Edelman (1985) find that dividend policy differs significantly between
utilities and non-regulated firms.

All in all, the variation in executive and firm characteristics permits a rich description of the
practice of corporate finance, and allows us to infer whether corporate actions are consistent
with academic theories.

2.4 Cross-tabulation

We aggregate some of the detailed information on firm characteristics for the statistical
analysis. For each of the 15 control variables, we aggregate into two categories: Size (we define
large firms as having revenues greater than $1 billion); P/E (growth firms have a P/E ratio
greater than 14); Leverage (high debt firms have debt-to-assets ratios greater than the median
ratio of 30%); Investment grade (investment grade firms are rated BBB or above); Pay
dividends is already binary; Industry (manufacturing/energy/transportation versus all other
industries); Management ownership (high ownership is defined as management owning at least
5% of common shares); CEO age (mature CEOs are at least 60 years old); CEO tenure (long
tenure means nine or more years in current position); CEO MBA (MBA degree versus all other
responses to highest educational attainment); Regulated is binary to begin with; Target debt
ratio (we define firms as having a target if they claim their target/range is strict or somewhat
tight); Public versus private corporation is already binary; Foreign sales (yes means at least 25%
of sales revenue is from foreign sources); and Fortune 500 (yes refers to surveys returned from
the mailing to Fortune 500 firms5). See Figure 1 to observe where these cutoffs occur in the
univariate distribution of each variable.

Appendix Table 1 presents the demographic correlations. Small companies have lower credit
ratings, a higher proportion of management ownership, a lower incidence of paying dividends, a
higher chance of being privately owned, and a lower proportion of foreign revenue. Growth
firms are likely to be small, have lower credit ratings, and a higher degree of management
ownership. Firms that do not pay dividends have low credit ratings.

                                                       
5 Some Fortune 500 firms may have responded to the faxed survey, but only Fortune 500 firms could
respond to the mailing; therefore, the mailing (vs. fax) identification allows to definitively flag firms that
are in the Fortune 500.
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Below, we perform univariate analyses on the survey responses conditional on each separate
firm characteristic. However, because size is correlated with a number of different factors, we
perform a robustness check for the non-size characteristics. We split the sample in two, large
firms versus small firms. On each size subsample, we repeat the analysis of the responses
conditional on firm characteristics other than size. We generally report the findings with respect
to non-size characteristics in the text only if they hold on the full sample and the two size
subsamples. We also perform a separate robustness check relative to public versus private firms
and only report the characteristic-based results in the text if they hold for the full and public
samples. The tables contain the full set of results, including those that do not pass these
robustness checks.

2.5. Nonresponse bias and other issues related to survey data

We perform several experiments to investigate whether nonresponse bias could affect our
results. The first experiment, suggested by Wallace and Mellor (1988), compares the responses
for firms that returned the survey on time (i.e., by February 23) to those that did not return the
survey until February 24, 1999, or later. The firms that did not respond on time can be thought
of as a sample from the non-response group, in the sense that they did not return the survey until
we pestered them further. We first test, for each question, whether the mean response for the
early respondents differs from the mean for the late respondents. There are 88 questions not
related to firm characteristics. The mean answers for the early and late respondents are
statistically different for only 8 (13) of these 88 questions at a 5% (10%) level.

Because the answers are correlated across different questions, we also perform multivariate
χ2 tests comparing the early and late responses. We calculate multivariate test statistics for each
set of subquestions, grouped by main question. (That is, one χ2 is calculated for the twelve
subquestions related to the first question on the survey, another χ2 for the six subquestions
related to the second survey question, etc.) Out of the ten multivariate χ2s comparing the means
for the early and late responses, none (two) are significantly different at a 5% (10%) level.6

Finally, a single multivariate χ2 across all 88 subquestions does not detect significant
differences between the early and late responses (p-value of 0.254). The rationale of Wallace
and Mellor suggests that because the responses for these two groups of firms are similar, non-
response bias is not a major problem.

The second set of experiments, suggested by Moore and Reichert (1983), investigates
possible non-response bias by comparing characteristics of responding firms to characteristics
for the population at large. If the characteristics between the two groups match, then the sample
can be thought of as representing the population. This task is somewhat challenging because we
have only limited information about the FEI population of firms. (Given that most Fortune 500
firms are also in the FEI population, we focus on FEI characteristics. We ignore any differences
in population characteristics that may be attributable to the 187 firms that are in the Fortune 500
but not in FEI.) We have reliable information on three characteristics for the population of firms
that belong to FEI: general industry classification, public versus private ownership, and number
of employees.

                                                       
6 Following the order of the tables as they appear in the text, the multivariate analysis of variance p-
values for each of the ten questions are 0.209, 0.063, 0.085, 0.892, 0.124, 0.705, 0.335, 0.922, 0.259 and
0.282. A low p-value indicates significant differences between the early and late responses.
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We first use χ2 goodness-of-fit analysis to determine whether the responses represent the
industry groupings in roughly the same proportion as that found in the FEI population. Sixty-
three percent of FEI members are from heavy manufacturing industries (manufacturing, energy,
and transportation), as are 62% of the respondents. These percentages are not significantly
different at the 5% level. Therefore, the heavy manufacturing vs. non-manufacturing breakdown
that we use in most of our analysis is representative of the FEI population. We also examine
public versus private ownership. Sixty percent of FEI firms are publicly owned, as are 64% of
the sample firms. Again, these numbers are not statistically different, suggesting that our
numbers represent the FEI population, and also that our public versus private analysis is
appropriate.

Although we do not have reliable information about the dividend policies, P/E ratios, sales
revenue, or debt ratios for the FEI population, our analysis relies heavily on these variables, so
we perform Monte Carlo simulations to determine the representativeness of our sample.
Specifically, we take a random sample of 392 firms from the Compustat database, stratifying on
the number of employees in FEI firms. That is, we sample from Compustat so that 15.4% of the
draws are from firms with at least 20,000 employees, 24.7% are from firms with between 5,000
and 19,999 employees, etc., because these are the percentages for the FEI population. We then
calculate the mean debt ratio, sales revenue, and P/E ratio (ignoring firms with negative
earnings), and the percentage of firms that pay dividends for the randomly drawn firms. We
repeat this process 1,000 times to determine an empirical distribution of mean values for each
variable. We then compare the mean values for our sample to the empirical distribution. If, for
example, the mean debt ratio for the responding firms is larger than 950 of the mean debt ratios
in the Monte Carlo simulation, one would conclude that there is statistical evidence that
respondent firms are more highly levered than are firms in the overall population.

The sample values for sales revenue and debt ratios fall comfortably near the middle of the
empirical distributions, indicating that the sample is representative for these two characteristics.
The mean P/E ratio of 17 for the sample is statistically smaller than the mean for the Compustat
sample (overall mean of approximately 20). Fifty-four percent of the sample firms pay
dividends, compared to approximately 45% in the stratified Compustat sample.7 Although the
sample and population differ statistically for these last two traits, the economic differences
between the sample and stratified Compustat data are small enough to indicate that our sample
is fairly representative of the population from which it is drawn.

Finally, given that much corporate finance research analyzes Compustat firms, we repeat the
Monte Carlo experiment without stratifying by number of employees. That is, we randomly
draw 392 firms (1000 times) from Compustat without conditioning on the number of
employees. This experiment tells us whether our sample firms adequately represent Compustat
firms, to provide an indication of how directly our survey results can be compared to
Compustat-based research. The mean debt ratio, sales revenue, and P/E ratios are not
statistically different from the means in the Compustat data; however, the percentage of firms

                                                       
7 There are at least three reasons why our Monte Carlo experiment might indicate statistical differences,
even if our sample firms are actually representative of the FEI population: 1) systematic differences
between the Compustat and FEI populations not controlled for with the stratification based on number of
employees, 2) the stratification is based on FEI firms only, although the survey "oversamples" Fortune
500 firms, and 3) we deleted firms with negative P/E ratios in the Monte Carlo simulations, although
survey respondents might have entered zero or something else if they had negative earnings.
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paying dividends is smaller than for the overall Compustat sample. Aside from dividend payout,
the firms that responded to our survey are similar to Compustat firms.

If one accepts that nonresponse bias is small, there are still concerns about survey data. For
one thing, the respondents might not answer truthfully. Given that the survey is anonymous, we
feel this problem is minimal. Moreover, our assessment from the phone conversations is that the
executives would not take the time to fill out a survey if their intent was to be untruthful.

Another potential problem with survey data is that the questions, no matter how carefully
crafted, either might not be properly understood or may not elicit the appropriate information.
For example, Stigler (1966) asks managers if their firms maximize profits. The general response
is that, no, they take care of their employees, are responsible corporate citizens, etc. However,
when Stigler asks whether the firms could increase profits by increasing or decreasing prices,
the answer is again no. Observations such as these can be used to argue that there is some sort
of "economic Darwinism," in which the firms that survive must be doing the proper things, even
if unintentionally. Or, as Milton Friedman (1953) notes, a good pool player has the skill to
knock the billiards balls into one another just right, even if he or she can not solve a differential
equation. Finally, Cliff Smith tells about a chef who, after tasting the unfinished product, always
knew exactly which ingredient to add to perfect the day's recipe, but could never write down the
proper list of ingredients after the meal was complete. These examples suggest that managers
might use the proper techniques, or at least take the correct actions, even if their answers to a
survey do not indicate so. If other firms copy the actions of successful firms, then it is possible
that many firms take appropriate actions without thinking within the box of an academic model.

This set of critiques is impossible to completely refute. We attempted to be very careful
when designing the questions on the survey. We also feel that by contrasting the answers
conditional on firm characteristics, we should be able to detect patterns in the responses that
shed light on the importance of different theories, even if the questions are not perfect in every
dimension. Ultimately, however, the analysis we perform and conclusions we reach must be
interpreted keeping in mind that our data are from a survey. Having said this, we feel that these
data are representative and provide much unique information that complements what we can
learn from traditional large sample analysis and clinical studies.

3. Capital budgeting methods

3.1 Design

This section examines the techniques that firms use to evaluate projects. Previous surveys
mainly focus on large firms and suggest that internal rate of return (IRR) is the primary method
for evaluation. For example, Gitman and Forrester (1977), in their survey of 103 large firms,
find that only 9.8% of firms use net present value as their primary method and 53.6% report
IRR as primary method. Stanley and Block (1984) find that 65% respondents report IRR as their
primary capital budgeting technique. Moore and Reichert (1983) survey 298 Fortune 500 firms
and find that 86% use some type of discounted cash flow analysis. Bierman (1993) finds that 73
of 74 Fortune 100 firms use some type of discounted cash flow analysis. These results are
similar to the findings in Trahan and Gitman (1995), who survey 84 Fortune 500 and Forbes
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200 best small companies, and Bruner, Eades, Harris and Higgins (1998), who interview 27
highly regarded corporations.8

Our survey is distinguished from previous work in several ways. The most obvious
difference is that previous work has almost exclusively focused on the largest firms. Second,
given that our sample is larger than all previous surveys, we are able to control for many
different firm characteristics. Finally, we go beyond NPV vs. IRR analysis and ask whether
firms use the following evaluation techniques: Adjusted present value (see Brealey and Myers,
1996), payback period, discounted payback period, profitability index, and accounting rate of
return. We also inquire whether firms by-pass discounting techniques and simply use earnings
multiples. We are also interested in whether firms use other types of analyses that are taught in
many MBA programs, such as simulation analysis and Value at Risk (VaR). Finally, we are
interested in the importance of real options in project evaluation (see Myers, 1977).

3.2 Results

Respondents are asked to score how frequently they use the 12 different capital budgeting
techniques on a scale of 0 to 4 (0 meaning "never", 4 meaning "always"). In many respects, the
results differ from previous surveys, perhaps because we have a more diverse sample.

Most respondents select net present value and internal rate of return as their most frequently
used capital budgeting techniques (see Table 1). 74.9% of CFOs always or almost always
(responses of 4 and 3 on a scale of 0 to 4) use net present value (rating of 3.07). 75.7% of
respondents always or almost always use internal rate of return (rating of 3.09). The hurdle rate
is also popular.

The most interesting results come from examining the responses conditional on firm and
executive characteristics. Large firms are significantly more likely to use NPV than small firms
(rating of 3.42 versus 2.83). There is no difference in techniques used by growth and non-
growth firms. Highly levered firms are significantly more likely to use NPV and IRR than firms
with small debt ratios. This is not just an artifact of firm size. In unreported analysis, we find a
significant difference between high and low leverage small firms as well as high and low
leverage large firms. Interestingly, highly levered firms are also more likely to use sensitivity
and simulation analysis. Perhaps because they are required in the regulatory process, utilities are
more likely to use IRR and NPV and perform sensitivity and simulation analyses. We find that
CEOs with MBAs are more likely than non-MBA CEOs to use Net Present Value - but the
difference is only significant at the 10% level.

Firms that pay dividends are significantly more likely to use NPV and IRR than are firms
that do not pay dividends. This result is also robust to our analysis by size. Public companies are
significantly more likely to use NPV and IRR than are private corporations. As the correlation
analysis indicates in Appendix Table 1, many of these attributes are correlated. For example,
private corporations are also smaller firms.

Other than NPV and IRR, the payback period is the most frequently used capital budgeting
technique (rating of 2.53). This is surprising because financial textbooks have lamented the
shortcomings of the payback criteria for decades. (Payback ignores the time value of money and
cash flows beyond the cutoff date; the cutoff is usually arbitrary.) Small firms use the payback
period (rating of 2.72) almost as frequently as they use NPV or IRR. In untabulated analysis, we

                                                       
8 See www.duke.edu/~charvey/Research/indexr.htm for a review of the capital budgeting literature.



                                       The Theory and Practice of Corporate Finance                                                   11

find that among small firms, CEOs without MBAs are more likely to use the payback criterion.
The payback is most popular among mature CEOs (rating of 2.83). In unreported results, we
find that mature CEOs use payback significantly more often than younger CEOs in separate
examinations of both small and large firms. Payback is also more likely to be used by CEOs
with long tenure (rating of 2.80). Few firms use the discounted payback (rating of 1.56), a
method that eliminates one of the payback criteria's deficiencies by accounting for the time
value of money.

It is sometime argued that the payback approach is rational for severely capital constrained
firms: if an investment project does not pay positive cash flows early on, the firm will cease
operations and therefore not receive positive cash flows that occur in the distant future, or else
will not have the resources to pursue other investments during the next few years. We do not
find any evidence to support this claim because we find no relation between the use of payback
and leverage, credit ratings, or dividend policy. Our finding that payback is used by older,
longer tenure CEOs without MBAs instead suggests that lack of sophistication is a driving
factor behind the popularity of the payback criterion.

We find evidence that a number of firms use the earnings multiple approach for project
evaluation. There is weak evidence that large firms are more likely to employ this approach than
are small firms. We find that a firm is significantly more likely to use earnings multiples if it is
highly levered. The influence of leverage on the earnings multiple approach is also robust
across size (i.e., highly levered firms, whether they are large or small, frequently use earnings
multiples).

In summary, compared to previous research, our results suggest increased prominence of net
present value as an evaluation technique. In addition, the likelihood of using specific evaluation
techniques is linked to firm size, firm leverage and CEO characteristics. In particular, small
firms are significantly less likely to use net present value. They are also less likely to use
supplementary sensitivity analysis and VaR analysis. The next section takes this analysis one
step further by detailing the specific methods firms use to obtain the cost of capital, the most
important risk factors, and a specific capital budgeting scenario.

4. Cost of capital

4.1 Design

We ask three questions about the cost of capital. The first determines how firms calculate the
cost of equity. We explore whether firms use the capital asset pricing model (CAPM), a
multibeta CAPM (with extra risk factors in addition to the market beta), average historical
returns, or a dividend discount model.

Next, we explore the mechanics of the discounted cash flow calculation. We list a number of
risk factors that some suggest could influence the discount rate. For example, Fama and French
(1992) consider both size and book-to-market value factors. Jegadeesh and Titman (1993)
examine momentum in returns. Chen, Roll and Ross (1986) and Ferson and Harvey (1991)
consider a variety of macroeconomic factors. We are interested in whether corporations account
for these factors when determining the cash flow and/or discount rate inputs they use in project
valuation.
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The third question also explores the mechanics of project valuation. We explore how a firm
evaluates a new project in an overseas market. We ask whether the firms would discount with a
single company-wide discount rate (which ignores any differences in the risk of the project
relative to the risk of the company as a whole), a country discount rate (which ignores cross-
company variation in risk within a particular country); a divisional discount rate (which ignores
the risks of the project that are specific to the location); and a project discount rate. We also
inquire whether the firms would consider using different discount rates for different types of
cash flows. For example, depreciation can often be discounted with a lower rate than operating
cash flows (Brealey and Myers, 1996).

4.2 Results

The results in Table 2 indicate that the CAPM is by far the most popular method of
estimating the cost of equity capital: 73.5% of respondents always or almost always use the
CAPM (rating of 2.92; see also Fig. 1H).9 The second and third most popular methods are
average stock returns and a multibeta CAPM, respectively. Few firms back the cost of equity
out from a dividend discount model (rating of 0.91). This sharply contrasts with the findings of
Gitman and Mercurio (1982) who find that 31.2% of the participants in their survey used a
version of the dividend discount model to establish their cost of capital.

The cross-sectional analysis here is particularly illuminating. Large firms are much more
likely to use the CAPM than are smaller firms (rating of 3.27 versus 2.49, respectively). Smaller
firms are more inclined to use a cost of equity capital that is determined by "what investors tell
us they require." CEOs with MBAs are more likely to use the single factor CAPM or CAPM
with extra risk factors than are non-MBA CEOs; but the difference is only significant for the
CAPM.

We also find that firms with low leverage are significantly more likely to use the CAPM. It
is also the case that firms with minor management ownership are prone to use the CAPM. We
find significant differences for private versus public firms (public more likely to use the
CAPM). This is perhaps expected given that the beta of the private firm could only be
calculated via analysis of comparable publicly traded firms. Finally, we find that firms with
high foreign sales are more likely to use the CAPM.

Given the sharp difference between large and small firms, it is important to check whether
some of these control effects just proxy for size. It is, indeed, the case, that foreign sales proxy
for size. Appendix Table 1 shows that that there is a significant correlation between percent of
foreign sales and size. When we analyze the use of the CAPM by foreign sales controlling for
size, we find no significant differences. However, this is not true for some of the other control
variables. There is a significant difference in use of the CAPM across leverage that is robust to
size. The public/private effect is also robust to size. Finally, the difference in the use of the
CAPM based on management ownership holds for small firms but not for large firms. That is,
among small firms, CAPM use is inversely related to managerial ownership. There is no
significant relation for larger firms.

                                                       
9 Gitman and Mercurio (1982) in a survey of 177 Fortune 1000 firms find that only 29.9% of respondents
use the CAPM "in some fashion". More recently, Bruner, Eades, Harris and Higgins (1998) find that 85%
of their 27 best practice firms use the CAPM or a modified CAPM.
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Table 3 investigates sources of risk other than market risk, and how they are treated in
project evaluation. The format of this table is different from the others. We ask whether, in
response to these risk factors, the firm modifies its discount rate, cash flows, both or neither. We
report the percentage of respondents for each category. In the cross-tabulations across each of
the demographic factors, we test whether the 'neither' category is significantly different
conditional on firm characteristics.

Overall, the most important risk factors are interest rate risk, exchange rate risk, business
cycle risk, and inflation risk. For the calculation of discount rates, the most important factors are
interest rate risk, size, inflation risk, and foreign exchange rate risk. For the calculation of cash
flows, many firms incorporate the effects of commodity prices, GDP growth, inflation and
foreign exchange risk.

Interestingly, few firms adjust either discount rates or cash flows for book-to-market,
distress, or momentum risks. Only 13.1% of respondents consider the book-to-market ratio in
either the cash flow or discount rate calculations. Momentum is only considered important by
11.1% of the respondents.

Small and large firms follow somewhat different practices when adjusting for risk. For large
firms, the risk factors that are most important (in addition to market risk) are foreign exchange
risk, business cycle risk, commodity price risk, and interest rate risk. This is closely corresponds
to the set of factors detailed in Ferson and Harvey (1993) in their study of multi-beta
international asset pricing models. Indeed, Ferson and Harvey find that, by far, the most
important additional factor is foreign exchange risk. Table 3 shows that foreign exchange risk is
by far the most important additional risk factor for large firms (61.7% of the large firms adjust
for foreign exchange risk; the next closest is 51.4% adjusting for business cycle risk). The
ordering is different for small firms. Small firms are more affected by interest rate risk than they
are by foreign exchange risk.

There are some interesting observations for the other control variables. Highly levered firms
are more likely to consider business cycle risk important; however, surprisingly, indebtedness
does not affect whether firms adjust for interest rate risk, term structure risk, or distress risk.
Growth firms are much more sensitive to foreign exchange risk than are non-growth firms.
Manufacturing firms are more sensitive to interest rate risk than are non-manufacturing firms.

As might be expected, firms with considerable foreign sales are sensitive to unexpected
exchange rate fluctuations. Fourteen percent of firms with substantial foreign exposure adjust
discount rates for foreign exchange risk, 22% adjust cash flows, and 32% adjust both. These
figures represent, by far, the highest incidence of "adjusting something" for any type of risk for
any demographic. Small firms adjust for foreign exchange risk much less often than do large
firms.

We examine one final capital budgeting issue. Table 4 investigates the evaluation of a
project in an overseas market. Remarkably, most firms would use a single company-wide
discount rate to evaluate the project. 58.8% of the respondents would always or almost always
use the company-wide discount rate, even though the hypothetical project would most likely
have different risk characteristics.10 A close second, 51% of the firms said they would always or
almost always use a risk-matched discount rate to evaluate this project. The reliance of many
                                                       
10 These results are related to Bierman (1993) who finds that 93% of the Fortune 100 industrial firms use
the company-wide weighted average cost of capital for discounting. 72% used the rate applicable to the
project based on the risk or the nature of the project. 35% used a rate based on the division's risk.
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firms on a company-wide discount rate might make sense if these same firms adjust cash flows
for FX risk when considering risk factors (i.e., in Table 3). However in untablulated results, we
find the opposite: firms that do not adjust cash flows for FX risk are also relatively less likely
(compared to firms that adjust for FX risk) to use a risk-matched discount rate when evaluating
an overseas project.

Large firms are significantly more likely to use the risk-matched discount rate than are small
firms (rating of 2.34 versus 1.86). This is also confirmed in our analysis of Fortune 500 firms,
who are much more likely to use the risk-matched discount rate than the firm-wide discount rate
to evaluate the foreign project (rating of 2.61 versus 1.97). Very few firms use a different
discount rate to separately value different cash flows within the same project (rating of 0.66).

The analysis across firm characteristics reveals some interesting patterns. Growth firms are
more likely to use a company-wide discount rate to evaluate projects. Surprisingly, firms with
foreign exposure are significantly more likely to use the company-wide discount rate to value an
overseas project. Public corporations are more likely to use a risk-matched discount rate than
are private corporations; however, this result is not robust to controlling for size. CEOs with
short tenures are more likely to use a company-wide discount rate (significant at the 5% level
for both large and small firms).

5. Capital structure

5.1 Design

Our survey contains questions about debt, equity, debt maturity, convertible debt, foreign
debt, target debt ratios, credit ratings, and actual debt ratios. Some of the questions ask whether
a firm has ever seriously considered issuing a particular security, and others ask about which
factors affect the firm's capital structure policy. If a firm had not seriously considered issuing a
certain security, they were given the opportunity to skip the follow-up questions for that
security. Even if they did not skip the follow-up questions, we ignore responses for firms that
had not seriously considered issuing, to focus of firms that have thought through the capital
structure issues and to avoid (potentially misleading) hypothetical answers.

Our analysis documents the percentage of firms that select a certain factor or theory as being
important in their capital structure decisions. When a certain factor is particularly popular, we
can infer support for the underlying theory. However, if a factor is not popular, we can not
easily tell whether this is because the theory is not generally supported, or whether the
conditions under which the theory holds are not frequently met (and perhaps the theory is valid
when the conditions are met). For example, as described in more detail below, Titman (1984)
argues that debt policy should be different for firms in sensitive or specialized industries.
Therefore, even if the unconditional popularity of the Titman's hypothesis is low, if it is more
popular among firms in sensitive industries than in other industries, this provides evidence
consistent with the theory. Most theories imply that capital structure should vary depending on
risk, informational asymmetries, managerial incentives, or some other firm characteristic. When
possible, we test a factor's relative popularity conditional on these characteristics.

Each of the next five sections begins with a discussion of the capital structure theory related
to a particular corporate security, followed by a presentation of the empirical results. Section 5.7
summarizes our capital structure findings.
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5.2 Debt policy

Perhaps the most basic view of capital structure is that firms choose an optimal debt ratio by
trading off the benefits of debt with the costs (e.g., Scott, 1976). To investigate benefits, we ask
whether a firm’s appropriate amount of debt is affected by the tax incentive provided by interest
deductibility (Modigliani and Miller, 1963). We also inquire about whether firms use debt to: i)
discipline management into working efficiently along the lines suggested by Jensen’s (1986)
free cash flow arguments; ii) provide a credible threat to rivals that a firm's debt load indicates
that the firm will not reduce production (Brander and Lewis, 1986); iii) allow the firm to
bargain for concessions from employees (Chang, 1992; and Hanka, 1998); iv) reduce the
likelihood that the firm will become a takeover target; and v) signal that the firm has good
prospects (Ross, 1977; and Leland and Pyle, 1977).

We ask whether firms trade-off the benefits of debt with the expected costs of bankruptcy or
financial distress (Bradley, Jarrell, and Kim, 1984). We also inquire whether, when determining
the appropriate amount of debt, firms consider: i) the personal tax disadvantage faced by
investors when the firm disburses cash flows in the form of interest, rather than equity income
(Miller, 1977), ii) the volatility of cash flows (Castanias, 1983); iii) the transactions costs and
fees of debt issuance; iv) the possibility that customers will avoid purchasing a firm’s products
if they think that using debt might increase the chance that the firm will go out of business, and
therefore not stand behind its products, especially if the products are unique (Titman, 1984); v)
the cost of underinvestment that results from shareholders bypassing a positive NPV project if
they perceive that the profits will be used to pay off  existing debtholders, a cost most acute
among growth firms (Myers, 1977); and vi) the loss of financial flexibility that results from
using too much debt (e.g., Froot, Scharstein, and Stein, 1993).

Some recent papers empirically model corporate debt policy using the industry-wide debt
ratio as the basis for defining a firm's target debt ratio (e.g., Opler and Titman, 1998; and
Gilson, 1997). Therefore, we ask our companies whether they have target debt ratios, and how
important are the debt levels of other firms in their industry. Finally, we ask whether executives
consider their firm's credit rating when choosing the appropriate amount of debt for their firm.

The capital structure questions discussed thus far are generally related to what factors a firm
balances when determining its debt level. We also ask a set of questions more closely related to
incremental debt policy or deviations from target capital structure. For example, the pecking-
order model of financing choice states that firms do not target a specific debt ratio, but instead
use external financing only when internal funds are insufficient. External funds are less
desirable because informational asymmetries between management and investors imply that
external funds are undervalued in relation to the degree of asymmetry (Myers and Majluf, 1984;
Myers, 1984). Therefore, if firms use external funds, they prefer to use debt, convertible
securities, and then, as a last resort, equity. We ask if firms issue securities when internal funds
are not sufficient to fund their activities, and separately ask if equity is used when debt,
convertibles, or other sources of financing are not available. We also inquire whether executives
consider equity undervaluation when deciding whether to use debt.

Fisher, Heinkel, and Zechner (1989) point out that a firm may allow its debt ratio to deviate
from the optimal target if issuance or refinancing costs discourage debt issuance or retirement.
We ask if transactions costs affect the debt issuance decision or cause firms to delay issuing,
and separately, if firms delay retiring debt due to recapitalization costs.
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A firm will deviate from its target debt-to-market-equity ratio unless it alters outstanding
debt frequently in response to stock price changes. We ask the firms if changes in the price of
their common stock affect their debt policy. We also inquire whether the executives attempt to
time the market by issuing debt when market interest rates are particularly low. Finally, we
check if firms issue debt when they have recently accumulated substantial profits, as suggested
by Opler and Titman (1998).

Our first results report whether a firm has a target debt ratio or an ideal debt range. Nineteen
percent of the firms do not have a target debt ratio or target range (see Figure 1G). Another 37%
have a flexible target, and 34% have a somewhat tight target or range. The remaining 10% have
a very strict target debt ratio. These numbers do not provide strong support for the notion that
companies trade off costs and benefits to derive an optimal debt ratio, but neither do they
completely refute the idea.

Unreported analysis shows that 55% percent of large firms have at least somewhat strict
target ratios, compared to 36% of small firms. Targets that are tight or somewhat strict are more
common among investment grade (64%) than speculative firms (41%), and among regulated
(67%) than unregulated firms. Finding that a majority of large, investment grade firms state that
they have target debt ratios is surprising in light of a large sample study of similar firms by
Shyam-Sunder and Myers (1999); their study interprets the time-series data as being more
consistent with a pecking order model than with firms targeting their debt ratio. Targets are also
more important if the CEO has been in office for less than nine years or is less than 60 years
old, and when the top three officers own less than 5% of the firm. The importance of target debt
ratios is not affected by growth options, by whether the firm is publicly held, or by CEO
education.

In Table 5, we investigate which factors affect the executive's view of the appropriate
amount of debt for his or her firm. The most important item affecting corporate debt decisions is
management's desire for  "financial flexibility," with a mean rating of 2.59 on a scale from 0 to
4 (0 meaning not important, 4 meaning very important). Fifty-nine percent of the respondents
say that flexibility is an important (rating of 3) or very important (rating of 4) factor. This
finding is interesting because Graham (1999a) shows that firms use their financial flexibility
(i.e., preserve debt capacity) to make future expansions and acquisitions, but the magnitude of
the future expenditures is too small to explain the full extent of unused debt capacity. Four firms
wrote in explicitly that they remain flexible in the sense of minimizing interest obligations, so
that they do not need to shrink their business in case an economic downturn occurs in the future
(see Appendix B).

In principle, the popularity of financial flexibility is consistent with the trade-off theory (i.e.,
flexibility implies using debt conservatively, which in turn implies low expected distress costs).
However, the desire for financial flexibility is not related to whether the firm has a target debt
ratio (see Table 5). To the extent that adherence to the trade-off theory manifests itself in setting
a target ratio, this last point indicates that the importance of flexibility is at least in part driven
by something other than the trade-off theory.

Myers and Majluf (1984), among others, assume that firms seek to maintain financial slack
to avoid the future need to obtain external finds. Therefore, the importance of financial
flexibility is generally consistent with the pecking order theory. However, the importance of
flexibility in the survey responses is not related to informational asymmetry (size or dividend
payout) or growth options in the manner suggested by the pecking order theory. In fact,
flexibility is statistically more important for dividend-paying firms, opposite what the theory
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predicts (if dividend-paying firms have relatively little informational asymmetry). Therefore, a
deeper investigation of financial flexibility does not support the pecking order theory.11

Firms are concerned about their credit ratings when choosing their ideal amount of debt
(rating of 2.46). Among firms that have their debt rated, credit ratings are a very important
determinant of debt policy for utilities (rating of 3.59). (Unless otherwise noted, differences
across firm demographics discussed in the text are statistically significant at conventional
levels.) Credit ratings are also important for large firms (3.14) that are in the Fortune 500 (3.31).

The traditional trade-off theory argues that corporations balance the benefits of interest tax
deductions with the expected costs of financial distress. The mean response of 2.07 indicates
that the corporate tax advantage of debt is moderately important; however, there is very little
evidence that firms directly consider personal tax implications (rating of 0.68) when deciding on
debt policy. The corporate tax advantage is most important for large, regulated, and dividend-
paying firms – companies that probably have high corporate tax rates and therefore large tax
incentives to use debt. Overall, potential costs of distress (1.24) are not very important, although
they are relatively important among speculative-grade firms. The modest importance that
executives attribute to expected distress costs contrasts sharply with the central role they play in
many capital structure models (e.g., Leland, 1994; and Zweibel, 1996). On the one hand,
perhaps some models rely too heavily on assumptions about expected costs of bankruptcy and
distress. On the other hand, perhaps distress costs are more important than they appear on the
surface, as evidenced by the importance of credit ratings and earnings volatility (rating of 2.32)
in debt decisions. A final possibility is that executives view experiencing distress as harmful
enough that they operate very conservatively, resulting in a low probability that their firm will
enter distress; therefore, the expected costs of distress are not viewed as being large.12

Researchers have noted that observed debt ratios vary across firms and through time. This
variability might occur if debt intensity is measured relative to the market value of equity, and
yet firms do not rebalance their debt lock-step with changes in equity prices. Our evidence
supports this hypothesis: the mean response of 1.08 indicates that firms do not rebalance in
response to market equity movements (row g in Table 6).  Further, among firms targeting their
debt ratio, few firms (rating of 0.99) state that changes in the price of equity affect their debt
policy. Highly-levered (1.27), speculative-grade (1.52) firms are somewhat likely to alter debt
levels in response to market equity movements.

Fisher, Heinkel and Zechner (1989) propose an alternative explanation of why debt ratios
vary over time, even if firms have a target. If there are fixed transactions costs to issuing or
retiring debt, firms will only rebalance when their debt ratios cross an upper or lower hurdle.
We find moderate support that the debt issuance decision is influenced by transactions costs
(rating of 1.95 in row e of Table 5), especially among small firms (2.07) in which the CEO has
been in office for at least ten years (2.22). Many papers (e.g., Titman and Wessels, 1988)
interpret the finding that small firms use relatively little debt as evidence that transaction costs

                                                       
11 Firms that mention financial flexibility are more likely to value real options in project evaluation but
the difference is not significant.
12 Pinegar and Wilbricht (1989) survey 176 unregulated, nonfinancial Fortune 500 firms in 1987. They
find that financial flexibility is the most important factor affecting financing decisions, and that expected
bankruptcy costs and personal tax considerations are among the least important influences. Our results,
examining a broader cross-section of theoretical hypotheses and using information on firm and executive
characteristics, show that the relative importance of these factors is robust to a more general survey
design.
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discourage debt usage among small firms; as far as we know, our analysis is the most direct
examination of this hypothesis to date. However, when we ask the executives directly about
whether they delay issuing (rating of 1.06) or retiring debt (1.04) because of transactions costs,
the support for this hypothesis is weak (Table 6).

We find only modest evidence that managers are concerned about the debt levels of other
firms in their industry (rating of 1.49 in Table 5). (However, the importance of credit ratings
indicates that industry debt ratios may be important to the extent that they are used by bond
rating agencies.) Rival debt ratios are relatively important for regulated companies (2.32),
Fortune 500 firms (1.86), public firms (rating of 1.63 versus 1.27 for private firms), and firms
that target their debt ratio (1.60).

We find stronger evidence that firms try to time the market in the sense of issuing debt when
market interest rates are low (rating of 2.22 in Table 6). Market timing is especially important
for large (2.40) companies, which implies that companies are more likely to try to time the
market when they have a large or sophisticated debt issuance department.

Our evidence indicates that issuing debt when internal funds are insufficient to fund
investment activities is moderately important (rating of 2.13, row a in Table 6). This behavior is
consistent with the general pattern suggested by the pecking order. More small firms (rating of
2.30) than large firms (1.88) indicate that they use debt in the face of insufficient internal funds,
which is consistent with the pecking order if small firms suffer from larger asymmetric-
information-related equity undervaluation. However, when we ask more directly about equity
undervaluation, large (rating of 1.76 in row d of Table 6), dividend-paying (1.65) firms are
relatively more likely to say that equity undervaluation affects their debt policy (relative to
ratings of 1.37 for both small and non-dividend-paying firms). These findings are opposite from
the pecking-order idea that informationally-induced equity undervaluation causes firms to prefer
debt financing.13

Very few firms indicate that their debt policy is affected by factors consistent with signaling
their type (rating of 0.96 in Table 6), free cash flow problems (0.33 in Table 5), credibly
indicating their intent not to reduce output as in Brander and Lewis (1986) (rating of 0.40 in
Table 5), takeover contests (rating of 0.73 in Table 5), a recent accumulation of profits (0.53 in
Table 6), or bargaining with employees (rating of 0.16 in Table 5). In addition to a small
number of respondents that support the signaling hypothesis, companies more likely to suffer
from informational asymmetries, such as small (rating of 0.85), private (0.51) firms are
relatively unlikely to use debt to signal future prospects (see row b in Table 6).

The absolute number of firms indicating that their debt policy is affected by underinvestment
concerns (rating of 1.01 in Table 5) and the product market influences suggested by Titman
(1984) (rating of 1.24) are small. However, growth firms (1.09) are more likely to indicate that
underinvestment problems are a concern than are nongrowth firms (0.69), which is consistent
with the theory. Likewise, relative to nongrowth firms (1.00), growth firms (1.43) claim that the
concern is pronounced that customers might not purchase their products now if the customer is
worried that debt usage might cause the firm to go out of business in the future. This is
consistent with Titman's theory if growth firms operate in sensitive industries. However, we
also perform a more direct test of the Titman hypothesis by comparing high-tech firms (which
we assume produce sensitive products) to all other firms. Contrary to Titman's prediction, high-

                                                       
13 Helwege and Liang (1996) find that "asymmetric information variables have no power to predict the
relative use of public bonds over equity."
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tech firms are less likely to limit debt to minimize their customers and suppliers concern about
the firm going out of business (not shown in table).

The handwritten responses also provide some indication of the factors that affect debt policy
(see B.5 in Appendix B). Fourteen firms write that they choose debt to minimize their WACC.
Ten companies write, essentially, that they borrow to fund projects or growth, but only as
needed. Five indicate that bond or bank covenants affect their debt policy.

5.3. Debt maturity

Debt policy decisions involve more than choosing the amount of debt (e.g., Barclay and
Smith, 1995a). We ask a series of questions related to the maturity structure of debt. Myers
(1977) argues that firms can circumvent or minimize the underinvestment problem by using
short-term rather than long-term debt. We ask firms if their choice between short- and long-term
debt is related to their desire to pay long-term profits to shareholders, not debtholders. General
risk-management practices and the Myers (1977) argument also explain why firms might match
the maturity of their assets and liabilities. Therefore, we ask the firms whether they maturity-
match. We also ask whether the executives issue short-term debt to minimize asset substitution
problems, which occur when shareholders take on risky projects to expropriate wealth from
bondholders.

We ask firms what their credit ratings are, and separately whether they issue short-term
when they expect their credit rating to improve in the future. These questions allow us to draw
inference on the argument that high-quality firms issue short-term when their credit rating is
low because they are currently underrated but expect their rating to improve (Flannery, 1986;
and Kale and Noe, 1990). Finally, we inquire if firms: i) try to time the market by issuing short-
term because they expect long-term rates to decline; ii) issue short-term because of the slope of
the yield curve; and iii) issue long-term to avoid having to refinance in "bad times."

With respect to choosing between short- and long-term debt, the most popular response is
that firms match the maturity of their debt with the life of their assets (rating of 2.60 in Table 7).
Maturity matching is most important for small (2.69), private (2.85) firms, and when the CEO is
relatively young (2.69 versus rating of 2.28 for mature CEOs).

We find some evidence that firms issue short-term debt in an effort to time market interest
rates. The respondents say that they issue short-term when short-term rates are low relative to
long rates (1.89) or when they are waiting for long-term rates to decline (1.78).

Companies issue long-term so that they do not have to refinance in "bad times" (2.15). This
is especially important for highly-levered (2.55), manufacturing (2.37) firms. The evidence is
weaker that firms try to time their own credit-worthiness. The mean response is only 0.85 that
firms borrow short-term because they expect their credit rating to improve, although this
response receives more support from companies with speculative grade debt (1.18), or that do
not pay dividends (0.99). Although not of large absolute magnitude, this last answer is
consistent with firms timing their credit ratings when they are subject to large informational
asymmetries.

We find little support for the idea that short-term debt is used to alleviate the
underinvestment problem. The mean response is only 0.94 that short-term borrowing is used so
that returns from new projects can be captured by long-term shareholders, and there is no
statistical difference in the response between growth and nongrowth firms. There is even less
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support for the asset substitution hypothesis. The mean response is only 0.53 that executives
feel that short-term borrowing reduces the chance that shareholders will want to take on risky
projects, which is not supportive of the prediction in Leland and Toft (1996).

The hand-written responses indicate that very practical, cash management considerations
affect the maturity structure of borrowing (see B.7 in Appendix B). Four firms explicitly say
that they tie their scheduled principle repayments to their projected ability to repay. Another six
try to diversify the maturity of their borrowings to limit the magnitude of their refinancing
activity in any given year. Other firms indicate that they borrow for the length of time they think
they will need funds, or that they borrow short-term until sufficient debt has accumulated to
justify borrowing long-term.

5.4. Foreign debt

Grinblatt and Titman (1998) note that capital markets have become increasingly global in
recent decades and that U.S. firms frequently raise funds overseas. We ask our executives if
they have considered issuing foreign debt, and if so, what factors affected their decisions. Desai
(1998) shows that firms choose the country where they issue debt in response to relative tax
incentives, so we ask if firms issue debt when foreign tax treatment is favorable. Gèczy,
Minton, and Schrand (1997) note that "foreign denominated debt can act as a natural hedge of
foreign revenues." We ask directly whether firms use foreign debt because it acts as a natural
hedge, and separately how important it is to keep the source of funds close to the use of funds.
We also check if firms use foreign debt because foreign interest rates are lower than domestic
rates, or because they are required to do so by foreign regulations.

Among the 31% of respondents who seriously considered issuing foreign debt, the most
popular reason they did so was to provide a natural hedge against foreign currency devaluation
(mean response of 3.15 in Table 8). Providing a natural hedge was most important for public
firms (3.21) with large foreign exposure (3.34). The second most important factor was keeping
the source of funds close to the use of funds (rating of 2.67), especially for small (3.09),
manufacturing firms (2.92).

Favorable foreign tax treatment relative to the U.S. is moderately important (overall rating,
2.26). Big (2.41) firms with large foreign exposure (2.50) are relatively likely to indicate that
foreign tax treatment is an important factor. This could indicate that firms need a certain level of
sophistication and exposure to perform international tax planning. Five firms wrote in that they
borrow overseas to broaden their sources of financing (se B.8 in Appendix B).

Although insignificant, small (2.33), growth (2.27) firms claim that foreign interest rates
being lower than domestic rates is an important factor affecting their decision to issue abroad
(overall rating, 2.19). Finally, very few firms indicate that foreign regulations require them to
issue abroad (rating of 0.61).

5.5. Issuing common stock

We ask a number of questions related the decision about whether to issue common stock.
We ask whether firms’ equity-issuance decisions are affected by: i) their target debt-equity
ratios; ii) equity use by other firms in their industry; iii) the desire to signal to investors that
prospects are good; iv) advantageous capital gains tax rates faced by investors, relative to
ordinary income tax rates; and v) the amount by which their common stock is under- or
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overvalued. The survey also has a question asking whether stock is sometimes issued in a
corporate control context, to dilute the holdings of certain shareholders.

We investigate whether firms issue stock during a "window of opportunity" that arises
because their stock price has recently increased, as argued by Loughran and Ritter (1995).
Lucas and McDonald (1990) put an informational asymmetry spin on the desire of firms to
issue equity after stock price increases: If a firm's stock price is undervalued due to
informational asymmetry, it delays issuing until after an informational release (of good news)
and the ensuing increase in stock price.

We ask whether providing shares to employee stock plans affects equity policy. We also
inquire whether common stock is a firm's least risky or cheapest source of funds. Williamson
(1988) argues that equity is a cheap source of funds with which to finance low-specificity
assets.

Finally, we investigate whether concern about earnings dilution affects the equity issuance
decision. The textbook view is that earnings are not diluted if the firm is able to earn yhr
required return on the new equity. And yet, Brealey and Myers (1996) indicate that there is a
common belief among executives that share issuance dilutes earnings per share (on page 396,
Brealey and Myers call this view a fallacy).14 To investigate this issue, we ask if earnings per
share concerns affect decisions about issuing common stock.

Thirty-eight percent of the firms in our sample seriously considered issuing common equity
during our sample period. Among these firms, earnings dilution is the most important concern
affecting their decision to issue equity (mean response of 2.84 in Table 9).15 The popularity of
this response is intriguing. It either indicates that executives focus more than they should on
earnings dilution (if the standard textbook view is correct), or that the standard textbook
treatment misses an important aspect of earnings dilution. EPS dilution is a big concern among
regulated companies (3.60), even though in many cases the regulatory process is designed to
ensure that utilities earn their required cost of capital, implying that EPS dilution should not
affect share price. Concern about EPS dilution is strong among large (3.12), dividend-paying
firms (3.06). EPS dilution is less important when the CEO has an MBA (2.62) than when he or
she does not (2.95), perhaps because the executive has read Brealey and Myers! The popularity
of this response indicates that executives pay careful attention to the effect that corporate
policies have on earnings per share.

The degree of perceived equity undervaluation is the second most popular factor affecting
decisions about the issuance of common stock (rating of 2.69). Graham (1999b) presents
evidence from a survey of 371 FEI executives (conducted one month after our survey, when the
Dow Jones 30 was approaching a new record of 10,000) that 69% of CFOs feel that their
common equity is undervalued by the market, and 28% feel their stock is correctly valued.
Taken together, these findings indicate that a large percentage of firms are hesitant to issue
common equity because they feel their stock is undervalued.

                                                       
14 Conversely, if funds are obtained by issuing debt, the number of shares remains constant and so EPS
may increase. However, the equity is levered and therefore more risky, so Modigliani and Miller's
"conservation of value" tells us that the stock price will not increase due to higher EPS.
15 If we consider public firms only, the mean response is 3.18. We consider any firm that seriously
considered issuing common equity, rather than just public firms, to get a full representation of factors that
discourage, as well as encourage, stock issuance.
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The concern about equity undervaluation indicates that executives perceive some degree of
asymmetric information between the firm and investors. This implication is generally consistent
with the pecking-order of financing choice developed by Myers and Majluf (1984). However,
the relative importance of stock valuation does not increase in informational asymmetry as
indicated by small size, nondividend-paying status, or high executive ownership of the
corporation, contrary to the assumptions of the pecking-order theory. Further, there is only
modest support for the idea that firms issue equity because recent profits have been insufficient
to fund activities (1.76), and even less indicating that firms issue equity after their ability to
obtain funds from debt or convertibles is diminished (rating of 1.15).

The third most popular response is that firms issue common equity after their stock price has
risen recently (rating of 2.53) in support of the "window of opportunity" hypothesis of Loughran
and Ritter (1995). Consistent with an implication from Lucas and McDonald (1990), the
window of opportunity is most important for firms suffering from informational asymmetries
(i.e., not paying dividends). In their large sample study of Compustat firms, Opler and Titman
(1998) also find that firms issue equity after stock price increases. As Opler and Titman note,
this seems inconsistent with firms operating with a target debt ratio because it moves them
further from any such target.

The executives indicate that they issue equity to maintain a target debt equity ratio (rating of
2.26), especially if their firm is highly levered (2.68) or has a target debt ratio (2.68). Issuing
equity to peg the debt ratio is also important when the CEO is young (2.41), does not have an
MBA (2.46), and when firm ownership is widely dispersed (2.64). These findings strengthen the
evidence supporting the trade-off view that firms operate with a target debt ratio. However, we
find no evidence that firms issue equity in response to the personal tax advantage it offers
(rating of 0.82, the least popular equity issuance factor). Therefore, it seems unlikely that firms
target investors in certain tax clienteles (although we can not rule out the possibility that
investors choose to invest in firms based on payout policy, or that executives respond to
personal tax considerations to the extent that they are reflected in market prices).

We find moderate evidence that firms issue equity to dilute the stock holdings of certain
shareholders (rating of 2.14). This tactic is especially popular among speculative-grade
companies (2.24). The firms in our survey also issue equity to provide shares to bonus/option
plans (2.34), especially investment grade firms (2.77) with a young CEO (2.65).

We find little evidence that issuing equity gives a positive signal to the market about a firm's
prospects. Sending a positive signal through equity issuance is relatively more popular among
speculative, nondividend-paying firms. Equity issuance decisions are not influenced to a great
degree by the equity outstanding for other firms in a given industry (rating of 1.45).

A modest number of the executives state that they use equity because it is the least risky
source of funds (rating of 1.76). The idea that equity is low risk is more popular among firms
with the characteristics of a new or start-up firm: small (1.93) with growth options (2.07). The
idea that common stock is the cheapest source of funds is less popular (rating of 1.10), although
again firms with start-up characteristics are more likely to have this belief. Unreported analysis
indicates that there is a positive association between believing that equity is the cheapest and
that it is the least risky source of funds.

Nine companies indicate that they issue common stock because it is the "preferred currency"
for making acquisitions (especially for the pooling method) (see B.9 in Appendix B). Two firms
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write that they issue stock because it is the natural form of financing for them to use in their
current stage of corporate development.

5.6. Convertible debt

Recent analysis of capital structure has explored classes of securities other than debt and
equity (e.g., Barclay and Smith, 1995b; and Lewis, Rogalski, and Seward, 1998). We ask the
executives if they have ever seriously considered issuing convertible debt, and if so, what
factors affected their decision. Our first question asks if firms issue convertibles as a form of
"delayed" common stock. Stein (1992) argues that convertibles are "back-door equity." We also
ask whether convertibles are used because the executives feel their common stock is
undervalued. We investigate whether convertibles are used to reduce or circumvent the asset
substitution problem that can occur if stockholders accept riskier projects than bondholders
would prefer (Green, 1984).

Brennan and Kraus (1987) and Brennan and Schwartz (1988) argue that the call or
conversion feature makes convertible debt relatively less sensitive to asymmetric information
(between management and investors) about the risk of the firm. Therefore, we inquire whether
firms use convertibles to attract investors who are unsure about the riskiness of the company.
We also ask whether the ability to call or force conversion is an important feature affecting
convertible debt policy. Finally, we ask if firms issue convertibles because they are less
expensive than straight debt, because other firms in their industry use convertible debt, or to
avoid equity dilution in the short-term.

One-fifth of our sample firms have seriously considered issuing convertible debt. Among
these firms, the most popular factor affecting convertibles use is that they are an inexpensive
way to issue delayed common stock (rating of 2.49 in Table 10). The popularity of this response
is indistinguishable across firms of different sizes, growth status, etc. Note that delaying the
issuance of stock is consistent with delaying EPS dilution, if dilution occurs upon equity
issuance.

The second most popular response is that firms use convertibles because their stock is
currently undervalued (rating of 2.34). This response is particularly popular among growth
firms (2.72) and companies run by CEOs without MBAs (2.57). In untabulated analysis, we find
that firms that prefer not to issue equity when it is undervalued are significantly more likely to
list equity undervaluation as an important factor affecting convertible debt policy. In particular,
among firms that answered 0 or 1 (3 or 4) for the importance of equity undervaluation for equity
policy, the rating of equity undervaluation affecting convertible debt policy is 1.45 (2.97).

We find moderate support for the argument of Brennan and Kraus (1987) and Brennan and
Schwartz (1988) that firms use convertibles when managers have private information about the
risk of their firms. In particular, firms use convertible debt to attract investors unsure about the
riskiness of the company (overall rating of 2.07). This response is relatively more popular
among firms in which outside investors are likely to know less about the risk of the firm than is
management: small firms (2.35) with large managerial ownership. We find somewhat more
evidence that executives like convertibles because of the ability to call or force conversion
(rating of 2.29).

The executives are relatively unlikely to indicate that they use convertible debt because it is
less expensive than straight debt (rating of 1.85). (Billingsley, Lamy, Marr, and Thompson
(1985) document that convertibles cost on average 50 basis points less than straight debt.)
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Companies run by mature CEOs (2.50) are likely to issue convertible debt because it is less
costly than straight debt.

We find very little evidence that firms issue convertibles because other firms in their
industry do so (rating of 1.10), or to protect bondholders against unfavorable actions by
managers or stockholders (0.62). The latter result is not consistent with Green's (1984)
hypothesis that convertible debt is used to circumvent the asset-substitution problem that arises
when firms accept projects that are riskier than bondholders would prefer.

In their survey, Billingsley and Smith (1996) also find that convertibles are favored as
delayed equity and because management feels that common equity is undervalued. They find
that the most important factor affecting the use of convertibles is the lower cash costs/coupon
rate versus straight debt. Contrary to our results, Billingsley and Smith find fairly strong
evidence that firms are influenced by the convertible use of other firms in their industry. One
difference between our study and Billingsley and Smith is that they request a response relative
to a specific offering among firms that actually issued convertible debt. We condition only on
whether a firm seriously considered issuing convertibles.

5.7. Summarizing the capital structure results

The preceding sections present our capital structure results grouped by security type. In
Table 11, we group our findings under broad theoretical headings. The table is self-contained,
so we only summarize it briefly here.

We find moderate support for the hypotheses that capital structure decisions are made
according to the trade-off and pecking-order theories. This evidence weakens as we probe into
the deeper assumptions and implications of the theories. We find mixed or little evidence that
signaling, transactions costs, underinvestment costs, asset substitution, corporate control,
bargaining with employees, free cash flow considerations, and product market concerns affect
capital structure choice.

According to our survey, the most important factors affecting capital structure decisions are
credit ratings, EPS dilution, the desire for financial flexibility, recent changes in stock price,
maturity matching, hedging foreign operations, and practical cash management considerations.

6. Conclusions

Our survey of the practice of corporate finance is both reassuring and puzzling. For example,
it is reassuring that NPV is dramatically more important now as a project evaluation method
than, as indicated in past surveys, it was ten or twenty years ago. However, it is surprising that
more than half of the respondents would use their firm's overall discount rate to evaluate a
project in an overseas market, even though the project likely has different risk attributes than the
overall firm. It is also interesting that practitioners of finance pay very little attention to risk
factors based on momentum and book-to-market-value.

We identify fundamental differences between small and large firms. Our research suggests
that small firms are less sophisticated when it comes to evaluating risky projects. Small firms
are significantly less likely to use the NPV criterion or the Capital Asset Pricing Model and its
variants. Perhaps these and our other findings about the effect of firm size will help academics
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understand the pervasive relation between size and corporate practices. Further, the fact that the
practice of corporate finance differs based on firm size could be an underlying cause of size-
related asset pricing anomalies.

In our analysis of capital structure, we find that informal criteria such as financial flexibility
and credit ratings are the most important debt policy factors. Other informal criteria such as EPS
dilution and recent stock price appreciation are the most important factors influencing equity
issuance. The degree of stock undervaluation is also important to equity issuance, and we know
from other surveys that most executives feel their stock is undervalued.

We find moderate support that firms target their debt ratio, and follow the trade-off or
pecking-order views of financing choice. But the evidence gets weaker as we probe more
deeply (e.g., the evidence is generally not consistent with informational asymmetry causing
pecking-order-like behavior), and weaker still for more subtle theories.

In summary, executives use the mainline techniques that business schools have taught for
years, NPV and CAPM, to value projects and to estimate the cost of equity. They are much less
likely to follow the academically proscribed factors and theories when determining capital
structure. This last finding raises possibilities that require additional thought and research.
Perhaps the relatively weak support for many capital structure theories indicates that it is time to
critically reevaluate the assumptions and implications of these mainline theories. Alternatively,
perhaps the theories are valid descriptions of what firms should do -- but many corporations
ignore the theoretical advice. One explanation for this last result might be that academics do a
better job teaching capital budgeting and the cost of capital than we do teaching capital
structure. Moreover, perhaps the NPV and CAPM are more widely understood than capital
structure theories because they make more precise predictions and have been accepted as
mainstream views for longer. Additional research is needed to investigate these issues.
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Please respond today if you haven’t already completed a survey. Otherwise, kindly disregard. 
FEI and Duke University’s Fuqua School of Business are conducting a comprehensive survey of corporate financial policy, unprecedented in
scale and scope. The survey results will be presented at the prestigious Harvard Business School/Journal of Financial Economics conference on
field research held in July. A special conference volume will publish the research papers. We anticipate that the results will also appear in
finance textbooks and trade publications as well as made available on FEI’s web site at www.fei.org.

We estimate that the survey will take you about 15 minutes. Responses will be used only in aggregate. Please fax your responses to 
(877) 861-6448 or (973) 538-6144 by FEBRUARY 26. Thank you for taking the time to complete the survey. If you would like an advance
copy of the results, please e-mail John Graham (john.graham@duke.edu) or Campbell Harvey (cam.harvey@duke.edu).

FINANCIAL EXECUTIVES
INSTITUTE

FEI/Duke Special Survey on Corporate Financial Policy

2. How frequently would your company use the following discount rates when evaluating a new project in an overseas
market? To evaluate this project we would use …

Never Always
0 1 2 3 4

n n n n n a) the discount rate for our entire company
n n n n n b) the discount rate for the overseas market (country

discount rate)
n n n n n c) a divisional discount rate (if the project line of

business matches a domestic division)

Never Always
0 1 2 3 4

n n n n n d) a risk-matched discount rate for this particular project
(considering both country and industry)

n n n n n e) a different discount rate for each component cashflow
that has a different risk characteristic (e.g.,
depreciation vs. operating cash flows)

3. Does your firm estimate the cost of equity capital?  n Yes   n No  (if “no”, please skip to #4)
If “yes”, how do you determine your firm’s cost of equity capital?

Never Always
0 1 2 3 4
n n n n n a) with average historical returns on common stock
n n n n n b) using the Capital Asset Pricing Model (CAPM, the

“beta approach)
n n n n n c) using the CAPM but including some extra “risk

factors”

Never Always
0 1 2 3 4
n n n n n d) whatever our investors tell us they require
n n n n n e) by regulatory decisions
n n n n n f) back out from discounted dividend/earnings model,

e.g., Price=Div./(cost of cap.– growth)
n n n n n g) Other ________________________________

4. When valuing a project, do you adjust either the discount rate or cash flows for the following risk factors? 
We adjust

disc. cash
rate flow both neither

n n n n a) risk of unexpected inflation
n n n n b) interest rate risk (change in general level of interest

rates)
n n n n c) term structure risk (change in the long-term vs. short

term interest rate)
n n n n d) GDP or business cycle risk
n n n n e) commodity price risk

We adjust
disc. cash
rate flow both neither

n n n n f) foreign exchange risk
n n n n g) distress risk (probability of bankruptcy)
n n n n h) size (small firms being riskier)
n n n n I) “market-to-book” ratio (ratio of market value of firm to

book value of assets)
n n n n J) momentum (recent stock price performance)
n n n n k) Other _________________________________

1. How frequently does your firm use the following techniques when deciding which projects or acquisitions to pursue?
Never Always

0 1 2 3 4

n n n n n a) Net Present Value (NPV)
n n n n n b) Internal Rate of Return (IRR)
n n n n n c) Hurdle Rate
n n n n n d) Earnings multiple approach
n n n n n e) Adjusted Present Value (APV)
n n n n n f) Payback period
n n n n n g) Discounted payback period

Never Always
0 1 2 3 4

n n n n n h) Profitability index
n n n n n i) Accounting Rate of Return  (or Book Rate of Return

on Assets)
n n n n n j) Sensitivity analysis (e.g., “good” vs. “fair” vs. “bad”)
n n n n n k) Value-at-Risk or other simulation analysis
n n n n n l) We incorporate the “real options” of a project when

evaluating it
n n n n n m) Other ________________________________
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6. What was your firm’s approximate (trailing) Price/Earnings ratio over the past 3 years?     _________  (e.g., 18)

7. What is the credit rating for your firm’s debt? Write NONE if debt not rated _________  (e.g., AA-, B+)

8. Has your firm seriously considered issuing debt in foreign countries?    n Yes   n No   (If “no”, please skip to #9)
If “yes”, what factors affect your firm’s decisions about issuing foreign debt?

Not Important Very Important
0 1 2 3 4

n n n n n a) favorable tax treatment relative to the U.S. (e.g.,
different corporate tax rates) 

n n n n n b) keeping the “source of funds” close to the “use 
of funds”

n n n n n c) providing a “natural hedge” (e.g., if the foreign
currency devalues, we are not obligated to pay
interest in US$)

Not Important Very Important
0 1 2 3 4

n n n n n d) foreign regulations require us to issue debt abroad
n n n n n e) foreign interest rates may be lower than domestic

interest rates
n n n n n f) Other _______________________________

9. Has your firm seriously considered issuing convertible debt?    n Yes   n No   (If “no”, please skip to #10)
If “yes”, what factors affect your firm’s decisions about issuing convertible debt?

Not Important Very Important
0 1 2 3 4

n n n n n a) convertibles are an inexpensive way to issue
“delayed” common stock

n n n n n b) protecting bondholders against unfavorable actions
by managers or stockholders

n n n n n c) convertibles are less expensive than straight debt
n n n n n d) other firms in our industry successfully use

convertibles

Not Important Very Important
0 1 2 3 4

n n n n n e) avoiding short-term equity dilution
n n n n n f) our stock is currently undervalued
n n n n n g) ability to “call” or force conversion of convertible debt

if/when we need to
n n n n n h) to attract investors unsure about the riskiness of our

company
n n n n n i) Other ____________________________

10. Has your firm seriously considered issuing common stock?     n Yes   n No   (if “no”, please skip to #11)
If “yes”, what factors affect your firm’s decisions about issuing common stock? 

Not Important Very Important
0 1 2 3 4

n n n n n a) if our stock price has recently risen, the price at which
we can issue is “high”

n n n n n b) stock is our “least risky” source of funds
n n n n n c) providing shares to employee bonus/stock option

plans
n n n n n d) common stock is our cheapest source of funds
n n n n n e) maintaining a target debt-to-equity ratio
n n n n n f) using a similar amount of equity as is used by other

firms in our industry
n n n n n g) whether our recent profits have been sufficient to fund

our activities

Not Important Very Important
0 1 2 3 4
n n n n n h) issuing stock gives investors a better impression of

our firm’s prospects than using debt
n n n n n i) the capital gains tax rates faced by our investors

(relative to tax rates on dividends)
n n n n n j) diluting the holdings of certain shareholders
n n n n n k) the amount by which our stock is undervalued or

overvalued by the market
n n n n n l) inability to obtain funds using debt, convertibles, or

other sources
n n n n n m) earnings per share dilution
n n n n n n) Other  ___________________________

5. What factors affect your firm’s choice between short- and long-term debt?

Not Important Very Important
0 1 2 3 4

n n n n n a) we issue short term when short term interest rates are
low compared to long term rates

n n n n n b) matching the maturity of our debt with the life of our
assets

n n n n n c) we issue short-term when we are waiting for long-
term market interest rates to decline

n n n n n d) we borrow short-term so that returns from new
projects can be captured more fully by shareholders,
rather than committing to pay long-term profits as
interest to debtholders

Not Important Very Important
0 1 2 3 4

n n n n n e) we expect our credit rating to improve, so we borrow
short-term until it does

n n n n n f) borrowing short-term reduces the chance that our
firm will want to take on risky projects

n n n n n g) we issue long-term debt to minimize the risk of
having to refinance in “bad times”

n n n n n h) Other  ___________________________
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15. Please fill in one square from each category that best describes your company.

Sales Revenue
n < $25 million
n $25-99 million
n $100-499 million
n $500-999 million
n $1-5 billion
n > $5 billion

Foreign Sales
n 0%
n 1-24%
n 24-49%
n ≥ 50%

Industry
n Retail and Wholesale
n Mining, Construction
n Manufacturing
n Transport./Energy
n Communication/Media
n Bank/Finance/Insurance
n Tech (software/biotech/etc.)

Ownership
n Public n  Private

Pay Dividends
n Yes      n  No

Regulated Utility
n Yes      n  No

If all options were
exercised, what percent
of common stock would
be owned by the top
three officers?
n < 5%
n 5-10%
n 10-20%
n >20%

CEO Education
n Undergraduate
n MBA
n non-MBA masters
n > masters degree

Age of CEO
n < 40
n 40-49
n 50-59
n ≥ 60

CEO tenure (time 
in current job)
n < 4 years
n 4-9 years
n > 9 years

Not Important Very Important
0 1 2 3 4
n n n n n a) the tax advantage of interest deductibility
n n n n n b) the potential costs of bankruptcy, near-bankruptcy, or

financial distress
n n n n n c) the debt levels of other firms in our industry
n n n n n d) our credit rating (as assigned by rating agencies)
n n n n n e) the transactions costs and fees for issuing debt
n n n n n f) the personal tax cost our investors face when they

receive interest income
n n n n n g) financial flexibility (we restrict debt so we have

enough internal funds available to pursue new
projects when they come along)

n n n n n h) the volatility of our earnings and cash flows
n n n n n i) we limit debt so our customers/suppliers are not

worried about our firm going out of business

11. Does your firm have a target range for your debt ratio?
n  no target range        n  flexible target range         n  somewhat tight target range        n  strict target range

12. What factors affect how you choose the appropriate amount of debt for your firm?
Not Important Very Important
0 1 2 3 4

n n n n n j) we try to have enough debt that we are not an
attractive takeover target

n n n n n k) if we issue debt our competitors know that we are
very unlikely to reduce  our output

n n n n n l) a high debt ratio helps us bargain for concessions
from our employees

n n n n n m) to ensure that upper management works hard and
efficiently, we issue  sufficient debt to make sure that
a large portion of our cash flow is committed to
interest payments

n n n n n n) we restrict our borrowing so that profits from
new/future projects can be captured fully by
shareholders and do not have to be paid out as
interest to debtholders

n n n n n o) Other  ___________________________

13. What other factors affect your firm’s debt policy? 

Not Important Very Important
0 1 2 3 4

n n n n n a) we issue debt when our recent profits (internal funds)
are not sufficient  to fund our activities

n n n n n b) using debt gives investors a better impression of our
firm’s prospects than issuing stock

n n n n n c) we issue debt when interest rates are particularly low
n n n n n d) we use debt when our equity is undervalued by the

market

Not Important Very Important
0 1 2 3 4

n n n n n e) we delay issuing debt because of transactions costs
and fees

n n n n n f) we delay retiring debt because of recapitalization
costs and fees

n n n n n g) changes in the price of our common stock
n n n n n h) we issue debt when we have accumulated substantial

profits
n n n n n i) Other  ________________________________

14. What is your firm’s approximate long-term debt/total assets ratio?  _________%  (e.g., 40%)

THANK YOU for completing this survey!

Please fax your responses to (877) 861-6448
or (973) 538-6144 by February 26.
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Appendix B: Handwritten responses

B.1 Techniques used to decide which projects or acquisitions to pursue

Most popular handwritten response is EVA which appears in 12 surveys. When implemented
correctly, EVA fits within the framework of Net Present Value. Two surveys mentioned return
on investment. One survey mentioned "a company requirement to expand in certain areas"
rather than using any particular evaluation technique.

B.2 Estimation of the cost of equity capital

Two of the 10 "others" for this question mentioned EVA. One mentioned weighted average
cost of capital which presumably would be consistent with using the Capital Asset Pricing
model. Two respondents mentioned industry comparables.

B.3 Other risk factors

There were only four unrelated handwritten responses.

B.4 What discount rate for overseas project

The other responses were not catalogued for this question.

B.5 and B.6: Two debt questions combined

Fourteen firms wrote that they choose their debt policy with a goal of minimizing the overall
weighted average cost of capital. Five indicated that their borrowing practices were affected by
bank or bond covenants; another five said that they borrow when they have a need for funds,
such as when they pursue a specific project. Another company said simply, “We only borrow as
much as we need! Forget everything else.” Three others said that they borrowed as needed to
fund corporate growth. Four companies noted that they want to maintain flexibility, or avoid
having to severely contract the business if an economic downturn were to occur, when they
borrow, so they limit their interest expense.

Three companies indicated that their borrowing practices were affected by the ratings on
their equity or debt, or that they try to maintain the lowest possible cost of borrowing. Four
firms said that they target their debt ratio, interest expense, or cash flow; another firm borrows
to maximize EPS and ASE. Six firms indicated that their borrowing was tied to share
repurchase programs; another two borrowed to complete acquisitions. One company borrowed
to capitalize on the enormous opportunity offered by low current interest rates.

Two firms said explicitly that they considered the risk-adjusted costs and benefits of debt
from the perspective of shareholders, or the value created for their shareholders. Five firms
indicated simply that they do not borrow.
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B.7 Factors that affect the choice between short- and long-term debt

Four firms said that they borrow long term to avoid current principal repayments, or to time
the repayment with their ability to repay; another said that short-term debt provides flexible
payment terms. Six companies indicate that they target the fixed/floating debt ratio, so they
have debt of various maturities, to reduce refinancing risk or the need to refinance in a single
year. One firm said that they use a mix of short- and long-term as a natural hedge against
interest rate movements.

Two firms wrote that their choice of maturity is tied to how long they need the funds, or
based on capacity to borrow. One company indicated that they are borrowing short-term until
acquisition cash flows level off. Another indicated that due to poor past performance, they could
only borrow secured. Two companies said they accumulate short-term debt as a "flywheel",
until enough is accumulated to justify issuing long-term, given the issuance costs of long-term
debt.  Another firm said that using short-term debt reduces the cost of borrowing over time.

Two firms said that their choice of borrowing term is related to the shape of the yield curve,
such as issuing long-term when long-term rates are low. Two firms said they match the duration
of their debt to the duration of operating earnings; another uses a duration-based VaR measure.
One firm said their use of long-term debt is related to their ability to swap long-term
commitments to short-term rates. One company indicated that they use short-term debt because
it has a quick payback. Another company wrote that they maintain balance in their borrowings,
so that interest rate changes do not impact expected EPS by more than 1%.

B.8 Foreign debt issuance

Five firms said that they issued foreign debt to diversify or broaden their sources of
financing. One firm said that it issued abroad because of IRS interest allocation rules; another
said that foreign debt combined with a currency swap was cheaper than domestic debt. One firm
cited the availability of development funding as the reason it issued foreign debt; another
indicated that it wanted to give the appearance of a local presence; one other company used
foreign debt to avoid FX exposure within the firm. One firm indicated that it used foreign debt
to avoid the “permanent cost” of using equity. Two companies wrote simply “hedge.”

B.9 Common equity

Nine firms indicated that they issued common stock because it was the “preferred currency”
for making acquisitions, with some indicating that this was particularly true for pooling
acquisitions. Two respondents indicated that common equity was the natural source of funds for
their stage of development. One company indicated that they used common stock to increase
their liquidity; another used equity because it had the highest rating among its sources of
funding.

B.10 Convertible debt

One firm indicated that convertible debt attracted investors who wanted to receive a current
return on their money; another said that convertibles were the only means available for it to
raise funds. One company said that convertible debt offered a tax deduction and was preferable
to using debt.
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Table 1

How frequently does your firm use the following techniques when deciding which projects or acquisitions to pursue?a

%always 
or almost  
always Mean Small Large  Growth Non-G  Low High  Yes No  Yes No  Manu. Others  Low High  

a) Net Present Value 74.93 3.08 2.83 3.42*** 3.30 3.27. 2.84 3.39*** 3.47 3.38. 3.35 2.76*** 3.23 2.82*** 3.35 2.77***
b) Internal Rate of Return 75.61 3.09 2.87 3.41*** 3.36 3.36. 2.85 3.36*** 3.52 3.35. 3.43 2.68*** 3.19 2.94** 3.34 2.85***
c) Hurdle Rate 56.94 2.48 2.13 2.95*** 2.78 2.87. 2.27 2.63** 3.01 2.92. 2.84 2.06*** 2.60 2.29** 2.70 2.12***
d) Earnings multiple approach 38.92 1.89 1.79 2.01* 1.97 2.11. 1.67 2.12*** 1.90 2.22* 1.88 1.88. 1.85 2.00. 1.85 2.04.
e) Adjusted Present Value 10.78 0.85 0.93 0.72** 0.97 0.69** 0.87 0.80. 0.80 0.79. 0.80 0.91. 0.78 0.92. 0.79 0.99*
f) Payback period 56.74 2.53 2.72 2.25*** 2.55 2.41. 2.58 2.46. 2.48 2.36. 2.46 2.63. 2.68 2.33*** 2.39 2.70**
g) Discounted payback period 29.45 1.56 1.58 1.55. 1.52 1.67. 1.49 1.64. 1.84 1.49* 1.54 1.62. 1.61 1.50. 1.49 1.76*
h) Profitability index 11.87 0.83 0.88 0.75. 0.73 0.81. 0.74 0.96* 0.66 0.67. 0.81 0.83. 0.90 0.76. 0.81 0.98.
i) Accounting Rate of Return  (or 
Book Rate of Return on Assets) 20.29 1.34 1.41 1.25. 1.43 1.19. 1.34 1.32. 1.22 1.21. 1.40 1.27. 1.36 1.34. 1.30 1.44.
j) Sensitivity analysis (e.g., "good" vs. 
"fair" vs. "bad") 51.54 2.31 2.13 2.56*** 2.35 2.41. 2.10 2.56*** 2.60 2.62. 2.42 2.17** 2.35 2.24. 2.37 2.18.
k) Value-at-Risk or other simulation 
analysis 13.66 0.95 0.76 1.22*** 0.84 0.86. 0.78 1.10*** 1.09 1.04. 1.04 0.82** 0.95 0.92. 0.95 0.86.
l) We incorporate the “real options” of 
a project when evaluating it 26.59 1.47 1.40 1.57. 1.31 1.55 . 1.50 1.41. 1.34 1.61. 1.37 1.52. 1.49 1.45. 1.40 1.52.

%always 
or almost  
always Mean >59 Ynger  Long Short  Yes No  Yes No  No Yes  Yes No  Yes No  No Yes  

a) Net Present Value 74.93 3.08 3.08 3.09. 2.90 3.17** 3.17 3.00* 3.50 3.07** 2.99 3.23** 3.24 2.78*** 3.38 2.95*** 2.97 3.60***
b) Internal Rate of Return 75.61 3.09 3.21 3.06. 2.97 3.16* 3.17 3.03. 3.76 3.04*** 3.03 3.18. 3.27 2.77*** 3.31 3.01** 3.00 3.57***
c) Hurdle Rate 56.94 2.48 2.88 2.38*** 2.39 2.51. 2.57 2.42. 3.18 2.42** 2.33 2.64** 2.70 2.10*** 2.56 2.43. 2.30 3.28***
d) Earnings multiple approach 38.92 1.89 2.25 1.79** 1.93 1.86. 1.98 1.86. 1.62 1.90. 1.85 1.96. 2.08 1.56*** 1.98 1.84. 1.83 2.15*
e) Adjusted Present Value 10.78 0.85 1.18 0.75*** 0.88 0.80. 0.74 0.91* 0.67 0.86. 0.88 0.81. 0.83 0.90. 0.74 0.89. 0.86 0.80.
f) Payback period 56.74 2.53 2.83 2.43*** 2.80 2.37*** 2.48 2.55. 2.05 2.56** 2.65 2.43* 2.45 2.67* 2.62 2.49. 2.57 2.35.
g) Discounted payback period 29.45 1.56 1.94 1.48*** 1.72 1.46* 1.68 1.49. 1.52 1.60. 1.57 1.61. 1.56 1.60. 1.62 1.53. 1.51 1.84*
h) Profitability index 11.87 0.83 0.87 0.83. 0.95 0.77* 0.83 0.85. 0.57 0.85. 0.75 0.99** 0.76 1.00** 0.81 0.83. 0.85 0.75.
i) Accounting Rate of Return  (or 
Book Rate of Return on Assets) 20.29 1.34 1.49 1.33. 1.39 1.34. 1.42 1.29. 1.76 1.30* 1.30 1.39. 1.31 1.43. 1.27 1.38. 1.36 1.26.
j) Sensitivity analysis (e.g., "good" vs. 
"fair" vs. "bad") 51.54 2.31 2.20 2.36. 2.20 2.37. 2.41 2.25. 3.14 2.26*** 2.24 2.43. 2.37 2.18. 2.36 2.28. 2.22 2.76***
k) Value-at-Risk or other simulation 
analysis 13.66 0.95 1.07 0.90. 0.92 0.93. 0.99 0.88. 1.76 0.89*** 0.77 1.12*** 0.89 1.01. 0.90 0.96. 0.86 1.36***
l) We incorporate the “real options” of 
a project when evaluating it 26.59 1.47 1.68 1.40* 1.56 1.36. 1.49 1.39 . 0.95 1.48* 1.44 1.46. 1.40 1.59. 1.53 1.43. 1.44 1.57.
a Respondents are asked to rate on a scale of 0 (never) to 4 (always). We report the overall mean as well as the % of respondents that answered 3 (almost always) and 4 (always). Cross tabulations are conducted by size 
(large, over $1 billion in sales), growth (growth with P/E ratio greater than 14), leverage (high has debt equity greater than .3), investment grade (yes has debt rated BBB or above), whether firm pays dividends, 
industry (manufacturing versus all others), amount of management ownership (high is greater than 5%),  age (older than 59 or younger than 60), CEO tenure (long is 9 or more years on the job), whether the CEO has 
an MBA, whether firms are regulated, whether firm reports a target debt ratio, public versus private corporations, whether foreign sales are greater than 25% and whether the survey was returns from the mailing to 
the Fortune 500 firms rather than the fax to a broader group of firms. ***, **, * denotes a significant difference at the 1%, 5% and 10% level, respectively.

Pay dividends Industry Management own.Size P/E Leverage Investment grade

Public corp. Foreign sales Fortune 500 mailCEO age CEO tenure CEO MBA Regulated Target debt ratio



Table 2

Does your firm estimate the cost of equity capital?  (if “no”, please go to next question). If "yes", how do you determine your firm's cost of equity capital?a 

%always 
or almost  
always Mean Small Large  Growth Non-G  Low High  Yes No  Yes No  Manu. Others  Low High  

a) with average historical returns on 
common stock 39.41 1.72 1.80 1.65. 1.65 1.78. 1.80 1.56. 1.67 1.48. 1.77 1.63. 1.60 1.84. 1.66 1.87.
b) using the Capital Asset Pricing 
Model (CAPM, the "beta" approach) 73.49 2.92 2.49 3.27*** 3.19 3.03. 2.57 3.23*** 3.13 3.34. 3.00 2.76. 3.02 2.87. 3.26 2.36***
c) using the CAPM but including 
some extra “risk factors” 34.29 1.56 1.39 1.70* 1.62 1.48. 1.57 1.45. 1.71 1.76. 1.51 1.54. 1.69 1.49. 1.59 1.44.
d) whatever our investors tell us they 
require 13.93 0.86 1.22 0.54*** 0.76 0.44** 0.92 0.88. 0.48 0.79* 0.70 1.12** 0.80 0.97. 0.65 1.23***
e) by regulatory decisions 7.04 0.44 0.37 0.50. 0.56 0.32* 0.48 0.36. 0.51 0.44. 0.54 0.24** 0.44 0.44. 0.51 0.41.
f) back out from discounted 
dividend/earnings model, 

P i Di /( f h)
15.74 0.91 0.96 0.87. 0.90 1.02. 0.72 1.05** 0.92 0.98. 0.90 0.95. 0.98 0.80. 0.97 1.10.

%always 
or almost  
always Mean >59 Ynger  Long Short  Yes No  Yes No  No Yes  Yes No  Yes No  No Yes  

a) with average historical returns on 
common stock 39.41 1.72 2.43 1.54*** 1.70 1.73. 1.53 1.90* 1.60 1.70. 1.64 1.80. 1.65 1.91. 1.62 1.78. 1.80 1.38*
b) using the Capital Asset Pricing 
Model (CAPM, the "beta" approach) 73.49 2.92 2.85 2.93. 2.83 2.96. 3.08 2.77* 3.00 2.87. 2.83 3.03. 3.13 2.13*** 3.23 2.75** 2.78 3.46***
c) using the CAPM but including 
some extra “risk factors” 34.29 1.56 1.91 1.48* 1.66 1.49. 1.62 1.48. 2.17 1.41** 1.53 1.49. 1.56 1.53. 1.57 1.52. 1.38 2.17***
d) whatever our investors tell us they 
require 13.93 0.86 0.76 0.87. 1.02 0.79. 0.72 0.99* 0.69 0.87. 0.94 0.81. 0.67 1.53*** 0.65 0.97** 0.96 0.46**
e) by regulatory decisions 7.04 0.44 0.32 0.47. 0.39 0.43. 0.41 0.47. 2.19 0.28*** 0.49 0.43. 0.49 0.27* 0.20 0.55*** 0.37 0.71**
f) back out from discounted 
dividend/earnings model, 

P i Di /( f h)
15.74 0.91 1.21 0.82** 1.05 0.83. 0.78 1.02* 1.20 0.88. 0.93 0.92. 0.99 0.68* 0.81 0.97. 0.90 0.95.

a Respondents are asked to rate on a scale of 0 (never) to 4 (always). We report the overall mean as well as the % of respondents that answered 3 (almost always) and 4 (always). 

***, **, * denotes a significant difference at the 1%, 5% and 10% level, respectively. All table columns are defined in Table 1.
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Table 3
When valuing a project, do you adjust either the discount rate or cash flows for the following risk factors? (Check the most appropriate box for each factor).

Percentage of respondents choosing each category is reporteda

Disc. Cash
rate flow Both Neither Small Large Small Large Small Large Small Large  Growth Non-G Growth Non-G Growth Non-G Growth Non-G  

a) risk of unexpected inflation 11.90 14.45 11.90 61.76 13.43 9.93 9.95 20.53 14.93 7.95 61.69 61.59. 12.40 9.64 14.73 16.87 10.08 12.05 62.79 61.45.

 b)  interest rate risk (change in general 
level of interest rates) 15.30 8.78 24.65 51.27 17.33 12.67 7.43 10.67 29.70 17.33 45.54 59.33** 13.39 7.06 7.09 16.47 22.83 18.82 56.69 57.65.

c ) term structure risk (change in the 
long-term vs. short term interest rate) 8.57 3.71 12.57 75.14 10.45 6.08 2.99 4.73 14.93 9.46 71.64 79.73* 7.03 6.10 3.12 6.10 10.94 17.07 78.91 70.73.

d) GDP or business cycle risk 6.84 18.80 18.80 55.56 6.93 6.76 12.87 27.03 19.80 17.57 60.40 48.65** 6.98 7.41 24.03 18.52 22.48 14.81 46.51 59.26*

e)  commodity price risk 2.86 18.86 10.86 67.43 2.49 3.38 12.94 27.03 9.45 12.84 75.12 56.76*** 3.12 4.94 20.31 24.69 12.50 7.41 64.06 62.96.

f) foreign exchange risk 10.80 15.34 18.75 55.11 7.43 15.44 9.90 22.82 15.35 23.49 67.33 38.26*** 10.24 18.75 14.96 22.50 22.83 23.75 51.97 35.00**

g)  distress risk (probability of 
bankruptcy) 7.41 6.27 4.84 81.48 5.94 9.40 4.95 8.05 6.93 2.01 82.18 79.87. 6.98 15.85 6.98 6.10 6.98 n/a 79.07 76.83.

h)  size (small firms being riskier) 14.57 6.00 13.43 66.00 14.43 14.67 7.46 4.00 16.92 8.67 61.19 71.33** 14.84 15.66 7.03 3.61 17.19 9.64 60.94 68.67.

i)  “market-to-book” ratio (ratio of 
market value of firm to book value of 
assets) 3.98 1.99 7.10 86.93 4.46 3.36 1.49 2.68 8.91 4.70 85.15 89.26. 2.38 8.43 3.17 1.20 5.56 6.02 88.89 84.34.

j)  momentum (recent stock price 
performance). 3.43 2.86 4.86 88.86 3.98 2.70 2.99 2.70 6.47 2.70 86.57 91.89. 3.15 4.94 2.36 4.94 4.72 1.23 89.76 88.89.

Low High Low High Low High Low High  
a) risk of unexpected inflation 13.94 10.71 10.91 16.43 8.48 13.57 66.67 59.29.

 b)  interest rate risk (change in general 
level of interest rates) 14.29 18.12 10.71 6.52 24.40 23.19 50.60 52.17.

c ) term structure risk (change in the 
long-term vs. short term interest rate) 6.17 11.43 6.17 2.14 10.49 15.71 77.16 70.71.

d) GDP or business cycle risk 6.83 4.96 13.66 28.37 16.15 24.82 63.35 41.84***

e)  commodity price risk 1.24 4.32 14.29 26.62 12.42 8.63 72.05 60.43**

f) foreign exchange risk 12.88 7.09 12.88 18.44 17.18 21.99 57.06 52.48.

g)  distress risk (probability of 
bankruptcy) 4.82 8.45 6.63 6.34 4.82 4.23 83.73 80.99.

h)  size (small firms being riskier) 10.37 15.60 6.71 5.67 17.68 9.93 65.24 68.09.

i)  “market-to-book” ratio (ratio of 
market value of firm to book value of 
assets) 3.61 4.32 3.61 0.72 6.63 7.19 86.14 87.77.

j)  momentum (recent stock price 
performance). 3.68 3.55 2.45 3.55 4.91 4.26 88.96 88.65.

Both

Leverage
Discount rate NeitherBothCash Flow

Neither

Overall Size P/E
Discount rate Cash Flow Both Neither Discount rate Cash Flow



Table 3 (continued)
When valuing a project, do you adjust either the discount rate or cash flows for the following risk factors? (Check the most appropriate box for each factor).

Yes No Yes No Yes No Yes No  Man. Other Man. Other Man. Other Man. Other  
a) risk of unexpected inflation 9.57 15.19 19.15 9.49 11.70 12.66 59.57 62.66. 10.77 13.74 17.44 9.16 12.31 11.45 59.49 65.65.

 b)  interest rate risk (change in general 
level of interest rates) 12.11 19.75 10.53 6.37 22.11 27.39 55.26 46.50. 13.92 17.56 6.70 12.21 22.16 27.48 57.22 42.75**

c ) term structure risk (change in the 
long-term vs. short term interest rate) 6.45 11.46 3.76 3.18 12.37 12.74 77.42 72.61. 5.73 11.54 3.12 5.38 9.90 16.15 81.25 66.92***

d) GDP or business cycle risk 5.91 8.23 25.27 10.76 18.28 19.62 50.54 61.39** 5.18 9.85 23.83 12.88 20.21 17.42 50.78 59.85.

e)  commodity price risk 4.32 1.25 23.24 13.75 12.43 9.38 60.00 75.62*** 2.09 3.79 26.18 11.36 13.09 9.09 58.64 75.76***

f) foreign exchange risk 14.89 6.37 16.49 14.01 20.21 16.56 48.40 63.06*** 11.52 11.28 17.80 13.53 23.04 15.79 47.64 59.40**

g)  distress risk (probability of 
bankruptcy) 9.57 5.10 6.91 5.10 4.26 5.73 78.72 84.08. 7.69 7.75 3.59 10.08 6.15 3.88 82.56 77.52.

h)  size (small firms being riskier) 15.59 13.29 6.45 5.70 10.75 16.46 66.67 63.92. 12.50 17.29 6.25 6.02 13.02 14.29 68.23 60.90.

i)  “market-to-book” ratio (ratio of 
market value of firm to book value of 
assets) 4.28 3.80 2.67 1.27 7.49 6.96 85.56 87.97. 3.09 5.34 2.58 1.53 5.15 9.92 89.18 83.21.

j)  momentum (recent stock price 
performance). 3.23 3.82 4.30 1.27 3.76 6.37 88.71 88.54. 1.55 6.15 2.59 3.08 2.59 7.69 93.26 83.08***

Low High Low High Low High Low High  Mature Young Mature Young Mature Young Mature Young  
a) risk of unexpected inflation 13.94 12.98 16.36 9.92 8.48 12.21 61.21 64.89. 13.16 11.65 18.42 13.53 14.47 10.53 53.95 64.29.

 b)  interest rate risk (change in general 
level of interest rates) 16.17 14.50 8.98 6.87 16.17 32.06 58.68 46.56** 11.84 16.54 10.53 8.27 26.32 23.68 51.32 51.50.

c ) term structure risk (change in the 
long-term vs. short term interest rate) 6.67 11.45 3.03 4.58 13.33 11.45 76.97 72.52. 1.35 10.90 5.41 3.38 10.81 12.41 82.43 73.31.

d) GDP or business cycle risk 9.52 3.91 23.81 14.84 15.48 23.44 51.19 57.81. 9.46 6.02 17.57 19.55 18.92 19.55 54.05 54.89.

e)  commodity price risk 4.24 2.29 21.82 16.03 9.09 12.98 64.85 68.70. 1.33 3.41 16.00 20.08 18.67 9.09 64.00 67.42.

f) foreign exchange risk 15.98 5.47 18.34 10.94 20.71 19.53 44.97 64.06*** 8.00 11.28 13.33 16.54 25.33 16.54 53.33 55.64.

g)  distress risk (probability of 
bankruptcy) 8.98 6.92 6.59 6.92 3.59 6.15 80.24 80.00. 10.39 6.44 1.30 7.95 2.60 5.30 85.71 79.92.

h)  size (small firms being riskier) 17.26 11.54 4.17 10.00 7.74 19.23 70.24 58.46** 14.29 15.15 5.19 5.68 16.88 12.50 63.64 65.91.

i)  “market-to-book” ratio (ratio of 
market value of firm to book value of 
assets) 5.39 3.08 2.40 1.54 4.79 8.46 87.43 86.92. 6.58 3.40 n/a 2.64 9.21 6.42 84.21 87.55.

j)  momentum (recent stock price 
performance). 3.59 3.88 3.59 2.33 2.40 7.75 90.42 86.05. 5.56 3.00 1.39 3.37 8.33 3.75 84.72 89.89.

Discount rate Cash Flow Both NeitherDiscount rate Cash Flow Both Neither
Management ownership CEO age

Discount rate Cash Flow Both NeitherDiscount rate Cash Flow Both Neither
Pay dividends Industry



Table 3 (continued)
When valuing a project, do you adjust either the discount rate or cash flows for the following risk factors? (Check the most appropriate box for each factor).

Long Short Long Short Long Short Long Short  Yes No Yes No Yes No Yes No  
a) risk of unexpected inflation 11.67 12.22 16.67 13.57 16.67 8.60 55.00 65.61* 10.08 12.00 17.83 12.00 10.85 12.00 61.24 64.00.

 b)  interest rate risk (change in general 
level of interest rates) 14.88 15.53 10.74 7.76 30.58 20.09 43.80 56.62** 15.50 15.58 10.85 7.54 23.26 24.62 50.39 52.26.

c ) term structure risk (change in the 
long-term vs. short term interest rate) 7.56 9.59 2.52 4.57 10.92 12.33 78.99 73.52. 11.72 7.50 3.12 4.00 13.28 11.00 71.88 77.50.

d) GDP or business cycle risk 5.83 7.31 21.67 18.26 19.17 18.72 53.33 55.71. 7.94 6.44 19.05 18.32 21.43 19.31 51.59 55.94.

e)  commodity price risk 0.83 4.17 16.53 20.37 10.74 11.57 71.90 63.89. 3.94 2.50 18.90 18.50 11.81 11.00 65.35 68.00.

f) foreign exchange risk 13.22 8.72 9.92 19.27 19.01 18.35 57.85 53.67. 12.60 9.45 20.47 11.94 20.47 16.92 46.46 61.69***

g)  distress risk (probability of 
bankruptcy) 10.00 5.94 8.33 5.48 3.33 5.48 78.33 82.65. 8.59 6.47 6.25 6.47 3.91 5.47 81.25 81.09.

h)  size (small firms being riskier) 14.88 15.14 6.61 5.05 13.22 13.30 65.29 65.60. 17.19 12.38 6.25 5.45 14.06 12.87 62.50 68.32.

i)  “market-to-book” ratio (ratio of 
market value of firm to book value of 
assets) 2.48 5.05 1.65 2.29 6.61 7.34 89.26 85.32. 5.56 3.45 0.79 2.46 4.76 7.88 88.89 86.21.

j)  momentum (recent stock price 
performance). 1.69 4.57 0.85 4.11 4.24 5.02 93.22 86.30* 3.97 2.99 0.79 4.48 6.35 3.48 88.89 89.05.

Yes No Yes No Yes No Yes No  No Yes No Yes No Yes No Yes  
a) risk of unexpected inflation 4.76 13.20 38.10 12.87 4.76 11.88 52.38 62.05. 14.52 6.90 12.90 15.86 8.60 15.86 63.98 61.38.

 b)  interest rate risk (change in general 
level of interest rates) 14.29 16.12 9.52 8.22 23.81 23.03 52.38 52.63. 17.84 11.64 7.57 8.22 23.78 27.40 50.81 52.74.

c ) term structure risk (change in the 
long-term vs. short term interest rate) 4.76 9.24 9.52 2.64 9.52 12.54 76.19 75.58. 11.70 4.90 3.72 3.50 9.57 16.08 75.00 75.52.

d) GDP or business cycle risk 4.76 7.26 9.52 18.48 14.29 18.48 71.43 55.78. 8.56 3.55 20.32 17.73 18.72 17.02 52.41 61.70*

e)  commodity price risk 4.76 2.95 42.86 17.05 9.52 9.84 42.86 70.16*** 2.17 4.17 20.11 18.06 10.33 11.81 67.39 65.97.

f) foreign exchange risk 9.52 11.84 9.52 15.13 14.29 19.08 66.67 53.95. 12.90 7.69 14.52 16.78 17.20 20.28 55.38 55.24.

g)  distress risk (probability of 
bankruptcy) 5.00 7.57 n/a 6.25 n/a 5.26 95.00 80.59. 5.85 9.86 6.38 7.04 5.32 4.23 82.45 78.17.

h)  size (small firms being riskier) 20.00 14.80 5.00 5.26 n/a 14.14 75.00 65.13. 14.89 13.29 6.38 5.59 13.83 13.99 64.36 66.43.

i)  “market-to-book” ratio (ratio of 
market value of firm to book value of 
assets) n/a 3.93 4.76 1.64 n/a 7.21 95.24 87.21. 4.23 4.26 1.06 3.55 5.29 8.51 89.42 83.69.

j)  momentum (recent stock price 
performance). n/a 3.62 4.76 2.63 4.76 4.61 90.48 89.14. 3.23 4.23 2.69 3.52 3.76 5.63 90.32 86.62.

Discount rate Cash Flow Both NeitherDiscount rate Cash Flow Both Neither
Regulated Target debt ratio

Discount rate Cash Flow Both NeitherDiscount rate Cash Flow Both Neither
CEO MBACEO tenure



Table 3 (continued)
When valuing a project, do you adjust either the discount rate or cash flows for the following risk factors? (Check the most appropriate box for each factor).

Yes No Yes No Yes No Yes No  Yes No Yes No Yes No Yes No   
a) risk of unexpected inflation 12.78 10.83 15.42 10.83 9.69 15.83 62.11 62.50. 7.29 13.55 19.79 12.75 13.54 11.55 59.38 62.15.

 b)  interest rate risk (change in general 
level of interest rates) 11.84 21.01 10.09 5.88 21.49 31.09 56.58 42.02*** 13.54 15.94 8.33 8.76 19.79 26.29 58.33 49.00.

c ) term structure risk (change in the 
long-term vs. short term interest rate) 7.56 10.08 4.89 1.68 11.56 15.13 76.00 73.11. 6.45 9.52 4.30 3.57 13.98 12.30 75.27 74.60.

d) GDP or business cycle risk 7.11 6.61 21.78 13.22 19.56 17.36 51.56 62.81** 6.45 7.14 26.88 15.87 16.13 19.44 50.54 57.54.

e)  commodity price risk 3.59 1.64 22.87 11.48 10.31 10.66 63.23 76.23** 3.23 2.79 26.88 15.14 10.75 10.76 59.14 71.31**

f) foreign exchange risk 13.00 7.32 18.39 10.57 23.32 11.38 45.29 70.73*** 13.83 9.52 22.34 12.30 31.91 13.49 31.91 64.68***

g)  distress risk (probability of 
bankruptcy) 9.73 3.33 7.52 4.17 3.98 6.67 78.32 85.83. 9.38 6.75 7.29 5.95 2.08 5.95 81.25 80.95.

h)  size (small firms being riskier) 14.60 14.17 5.75 6.67 11.50 17.50 67.26 61.67. 12.77 15.02 7.45 5.53 11.70 14.23 68.09 64.43.

i)  “market-to-book” ratio (ratio of 
market value of firm to book value of 
assets) 5.33 1.65 2.67 0.83 4.44 12.40 87.56 85.12. 4.26 3.95 5.32 0.79 5.32 7.91 85.11 87.35.

j)  momentum (recent stock price 
performance). 4.48 1.65 2.69 3.31 2.69 9.09 90.13 85.95. 4.26 3.19 3.19 2.79 4.26 5.18 88.30 88.84.

No Yes No Yes No Yes No Yes  
a) risk of unexpected inflation 12.70 8.20 12.30 24.60 11.60 13.10 63.40 54.10 

 b)  interest rate risk (change in general 
level of interest rates) 16.60 9.50 8.30 11.10 25.50 20.60 49.70 58.70
c ) term structure risk (change in the 
long-term vs. short term interest rate) 8.70 8.20 3.50 4.90 12.80 11.50 75.10 75.40
d) GDP or business cycle risk 6.80 6.80 16.80 28.80 20.50 10.20 55.80 54.20
e)  commodity price risk 2.80 3.30 15.60 34.40 10.70 11.50 70.90 50.80***

f) foreign exchange risk 9.30 17.50 13.80 22.20 17.30 25.40 59.50 34.90***

g)  distress risk (probability of 
bankruptcy) 6.10 13.60 6.10 6.80 5.80 81.90 78.00*

h)  size (small firms being riskier) 13.40 19.70 6.50 3.30 15.80 1.60 64.30 72.10*

i)  “market-to-book” ratio (ratio of 
market value of firm to book value of 
assets) 4.10 3.20 1.40 4.80 8.30 1.60 86.20 90.30
j)  momentum (recent stock price 
performance). 3.10 5.00 2.40 5.00 5.50 1.70 89.00 88.30
a Percentage of respondents choosing each category is reported. The percentages for discount rate, cash flow, both and neither should sum to 100.

***, **, * denotes a significant difference at the 1%, 5% and 10% level, respectively. All table columns are defined in Table 1.

Discount rate Cash Flow Both Neither
Fortune 500 (using smaller sample)

Discount rate Cash Flow Both NeitherDiscount rate Cash Flow Both Neither
Public corporation Foreign sales



Table 4

How frequently would your company use the following discount rates when evaluating a new project in an overseas market? To evaluate this project we would usea…

%always 
or almost  
always Mean Small Large  Growth Non-G  Low High  Yes No  Yes No  Manu. Others  Low High  

a) The discount rate for our entire 
company 58.79 2.50 2.50 2.50. 2.76 2.37** 2.45 2.58. 2.41 2.83** 2.46 2.53. 2.56 2.32* 2.61 2.41.
b) The discount rate for the overseas 
market (country discount rate)

34.52 1.65 1.49 1.82** 1.84 1.69. 1.54 1.81* 1.82 2.01. 1.75 1.52* 1.86 1.42*** 1.70 1.52.
c) A divisional discount rate (if the 
project line of business matches a 
domestic division) 15.61 0.95 0.82 1.09** 1.12 1.04. 0.88 1.08* 1.17 1.05. 1.05 0.84* 1.01 0.90. 0.96 1.08.
d) A risk matched discount rate for this 
particular project (considering both 
country and industry)

50.95 2.09 1.86 2.36*** 2.20 2.26. 1.99 2.30** 2.43 2.25. 2.31 1.82*** 2.22 2.01. 2.22 2.01.
e) A different discount rate for each 
component cashflow that has a different 
risk characteristic (e.g. depreciation vs. 
operating cash flows)

9.87 0.66 0.68 0.64. 0.49 0.85*** 0.61 0.68. 0.75 0.58. 0.68 0.64. 0.68 0.65. 0.56 0.85**

%always 
or almost  
always Mean >59 Ynger  Long Short  Yes No  Yes No  No Yes  Yes No  Yes No  No Yes  

a) The discount rate for our entire 
company 58.79 2.50 2.54 2.49. 2.18 2.64*** 2.49 2.51. 2.00 2.52* 2.39 2.64* 2.55 2.42. 2.87 2.33*** 2.57 2.20**
b) The discount rate for the overseas 
market (country discount rate)

34.52 1.65 1.80 1.61. 1.49 1.73* 1.77 1.60. 1.50 1.66. 1.70 1.58. 1.78 1.41** 1.81 1.58. 1.58 1.92*
c) A divisional discount rate (if the 
project line of business matches a 
domestic division) 15.61 0.95 1.18 0.87** 0.99 0.92. 0.88 0.98. 1.27 0.89* 0.91 1.01. 1.08 0.66*** 0.94 0.93. 0.89 1.17*
d) A risk matched discount rate for this 
particular project (considering both 
country and industry)

50.95 2.09 2.31 2.02* 2.11 2.06. 2.20 1.99. 2.55 2.03* 1.90 2.25** 2.24 1.79*** 2.21 2.02. 1.97 2.61***
e) A different discount rate for each 
component cashflow that has a different 
risk characteristic (e.g. depreciation vs. 
operating cash flows)

9.87 0.66 0.72 0.62. 0.55 0.68. 0.59 0.67. 0.38 0.67. 0.67 0.57. 0.61 0.79* 0.63 0.68. 0.71 0.46*
a Respondents are asked to rate on a scale of 0 (never) to 4 (always). We report the overall mean as well as the % of respondents that answered 3 (almost always) and 4 (always). 

***, **, * denotes a significant difference at the 1%, 5% and 10% level, respectively. All table columns are defined in Table 1.

CEO age

Pay dividends Industry Management own.Size P/E Leverage Investment grade

Public corp. Foreign sales Fortune 500 mailCEO tenure CEO MBA Regulated Target debt ratio



Table 5

What factors affect how you choose the appropriate amount of debt for your firm?a

%important
or very  
important Mean Small Large  Growth Non-G  Low High  Yes No  Yes No  Manu. Others  Low High  

a) the tax advantage of interest 
deductibility 44.85 2.07 1.77 2.44*** 2.36 2.27. 1.99 2.26** 2.32 2.54. 2.35 1.65*** 2.30 1.79*** 2.27 1.89***
b) the potential costs of bankruptcy, 
near-bankruptcy, or financial distress

21.35 1.24 1.36 1.10** 1.29 1.02* 1.16 1.37* 0.99 1.40** 1.27 1.21. 1.31 1.22. 1.30 1.33.
c) the debt levels of other firms in our 
industry 23.40 1.49 1.29 1.77*** 1.72 1.52. 1.36 1.70*** 1.80 1.71. 1.63 1.34** 1.38 1.66** 1.57 1.37*
d) our credit rating (as assigned by 
rating agencies) 57.10 2.46 1.92 3.14*** 2.89 2.81. 2.29 2.64** 3.36 3.11** 2.76 2.04*** 2.52 2.39. 2.81 1.99***
e) the transactions costs and fees for 
issuing debt 33.52 1.95 2.07 1.81** 1.98 1.80. 1.94 1.87. 1.85 2.06. 1.91 2.02. 1.89 1.95. 1.88 2.02.
f) the personal tax cost our investors 
face when they receive interest income

4.79 0.68 0.59 0.72* 0.53 0.80** 0.68 0.63. 0.87 0.51*** 0.71 0.55* 0.65 0.63. 0.65 0.72.
g) financial flexibility (we restrict debt 
so we have enough internal funds 
available to pursue new projects when 
they come along) 59.38 2.59 2.54 2.65. 2.61 2.75. 2.61 2.60. 2.71 2.59. 2.73 2.40*** 2.67 2.52. 2.68 2.41**
h) the volatility of our earnings and cash 
flows 48.08 2.32 2.29 2.36. 2.41 2.25. 2.25 2.32. 2.11 2.44** 2.33 2.28. 2.35 2.31. 2.32 2.41.
i) we limit debt so our 
customers/suppliers are not worried 
about our firm going out of business

18.72 1.24 1.20 1.30. 1.43 1.00*** 1.34 1.20. 1.23 1.14. 1.19 1.30. 1.21 1.40* 1.17 1.45**
j) we try to have enough debt that we 
are not an attractive takeover target

4.75 0.73 0.57 0.91*** 0.95 0.86. 0.62 0.90*** 0.84 0.96. 0.76 0.66. 0.83 0.66* 0.85 0.74.
k) if we issue debt our competitors 
know that we are very unlikely to 
reduce our output

2.25 0.40 0.41 0.37. 0.48 0.32* 0.33 0.47** 0.38 0.51. 0.38 0.41. 0.46 0.36. 0.37 0.52**
l) a high debt ratio helps us bargain for 
concessions from our employees

0.00 0.16 0.16 0.15. 0.18 0.13. 0.13 0.19* 0.14 0.17. 0.13 0.19* 0.18 0.15. 0.17 0.18.
m) to ensure that upper management 
works hard and efficiently, we issue 
sufficient debt to make sure that a large 
portion of our cash flow is committed to 
interest payments

1.69 0.33 0.33 0.32. 0.32 0.28. 0.22 0.49*** 0.28 0.38. 0.32 0.34. 0.40 0.26** 0.33 0.35.
n) we restrict our borrowing so that 
profits from new/future projects can be 
captured fully by shareholders and do 
not have to be paid out as interest to 
debtholders 12.57 1.01 1.16 0.80*** 1.09 0.69*** 1.18 0.83*** 0.77 0.85. 0.95 1.06. 1.08 0.97. 0.78 1.30***

Size P/E Leverage Investment grade Pay dividends Industry Management own.



Table 5 (continued)
What factors affect how you choose the appropriate amount of debt for your firm?

%important
or very  
important Mean >59 Ynger  Long Short  Yes No  Yes No  No Yes  Yes No  Yes No  No Yes 

a) the tax advantage of interest 
deductibility 44.85 2.07 2.15 2.05. 1.92 2.14* 2.11 2.07. 2.64 1.98** 2.03 2.13. 2.24 1.76*** 2.45 1.91*** 1.97 2.53***
b) the potential costs of bankruptcy, 
near-bankruptcy, or financial distress

21.35 1.24 1.12 1.29. 1.37 1.20. 1.24 1.25. 1.38 1.25. 1.32 1.19. 1.15 1.42** 1.29 1.22. 1.27 1.08.
c) the debt levels of other firms in our 
industry 23.40 1.49 1.43 1.52. 1.46 1.53. 1.61 1.45. 2.32 1.40*** 1.37 1.60** 1.63 1.27*** 1.41 1.51. 1.41 1.86***
d) our credit rating (as assigned by 
rating agencies) 57.10 2.46 2.52 2.44. 2.28 2.56** 2.37 2.50. 3.59 2.32*** 2.19 2.73*** 2.86 1.68*** 2.77 2.30*** 2.26 3.31***
e) the transactions costs and fees for 
issuing debt 33.52 1.95 1.95 1.98. 2.22 1.83*** 2.03 1.97. 1.71 1.95. 2.02 1.89. 1.92 2.03. 1.98 1.94. 2.00 1.70**
f) the personal tax cost our investors 
face when they receive interest income

4.79 0.68 0.56 0.68. 0.67 0.63. 0.65 0.65. 0.67 0.62. 0.73 0.58* 0.65 0.64. 0.78 0.61* 0.67 0.72.
g) financial flexibility (we restrict debt 
so we have enough internal funds 
available to pursue new projects when 
they come along) 59.38 2.59 2.54 2.59. 2.68 2.52. 2.51 2.64. 2.76 2.57. 2.63 2.54. 2.68 2.40** 2.91 2.45*** 2.60 2.55.
h) the volatility of our earnings and cash 
flows 48.08 2.32 2.38 2.33. 2.40 2.29. 2.22 2.40* 2.27 2.31. 2.34 2.26. 2.34 2.31. 2.43 2.27. 2.32 2.30.
i) we limit debt so our 
customers/suppliers are not worried 
about our firm going out of business

18.72 1.24 1.32 1.23. 1.39 1.17** 1.23 1.25. 1.33 1.23. 1.27 1.24. 1.27 1.16. 1.20 1.26. 1.30 0.98**
j) we try to have enough debt that we 
are not an attractive takeover target

4.75 0.73 0.82 0.70. 0.78 0.70. 0.76 0.73. 0.71 0.71. 0.71 0.77. 0.94 0.34*** 0.93 0.64*** 0.70 0.88*
k) if we issue debt our competitors 
know that we are very unlikely to 
reduce our output

2.25 0.40 0.45 0.39. 0.48 0.34** 0.37 0.42. 0.38 0.38. 0.44 0.36. 0.43 0.35. 0.42 0.39. 0.40 0.36.
l) a high debt ratio helps us bargain for 
concessions from our employees

0.00 0.16 0.14 0.16. 0.16 0.15. 0.16 0.16. 0.14 0.16. 0.16 0.18. 0.17 0.15. 0.16 0.16. 0.17 0.14.
m) to ensure that upper management 
works hard and efficiently, we issue 
sufficient debt to make sure that a large 
portion of our cash flow is committed to 
interest payments

1.69 0.33 0.38 0.32. 0.42 0.28** 0.30 0.36. 0.14 0.34* 0.34 0.34. 0.31 0.36. 0.27 0.35. 0.37 0.17**
n) we restrict our borrowing so that 
profits from new/future projects can be 
captured fully by shareholders and do 
not have to be paid out as interest to 
debtholders 12.57 1.01 0.99 1.00. 1.05 0.97. 1.04 0.98. 0.86 1.02. 1.03 0.99. 0.95 1.10. 1.01 1.00. 1.12 0.48***
a Respondents are asked to rate on a scale of 0 (not important) to 4 (very important). We report the overall mean as well as the % of respondents that answered 3 and 4 (very important). 

***, **, * denotes a significant difference at the 1%, 5% and 10% level, respectively. All table columns are defined in Table 1.

CEO age CEO tenure CEO MBA Regulated Fortune 500 mailTarget debt ratio Public corp. Foreign sales



Table 6

What other factors affect your firm's debt policy?a

%important
or very  
important Mean Small Large  Growth Non-G  Low High  Yes No  Yes No  Manu. Others  Low High  

a) we issue debt when our recent profits 
(internal funds) are not sufficient to 
fund our activities 46.78 2.13 2.30 1.88*** 2.09 1.86. 2.10 2.12. 1.81 2.28** 2.09 2.16. 2.24 1.94** 2.14 2.13.
b) using debt gives investors a better 
impression of our firm's prospects than 
issuing common stock

9.83 0.96 0.85 1.05* 1.19 1.14. 0.91 1.09. 1.00 1.39** 1.00 0.84. 1.01 0.87. 1.07 0.95.
c) we issue debt when interest rates are 
particularly low 46.35 2.22 2.07 2.40** 2.35 2.42. 2.13 2.29. 2.40 2.43. 2.37 1.98*** 2.25 2.16. 2.39 2.02***
d) we use debt when our equity is 
undervalued by the market 30.79 1.56 1.37 1.76*** 2.14 1.85. 1.52 1.72. 1.56 2.17*** 1.65 1.37* 1.67 1.47. 1.83 1.49**
e) we delay issuing debt because of 
transactions costs and fees 10.17 1.06 1.25 0.83*** 1.06 0.87. 1.09 1.00. 0.90 0.92. 0.97 1.20** 1.06 1.07. 0.92 1.22**
f) we delay retiring debt because of 
recapitalization costs and fees

12.43 1.04 1.04 1.05. 1.16 1.04. 0.91 1.18** 1.10 1.30. 1.13 0.93* 1.19 0.86*** 1.05 1.02.
g) changes in the price of our common 
stock 16.38 1.08 0.91 1.25*** 1.45 1.38. 0.96 1.27** 1.05 1.52*** 1.14 0.95. 1.14 1.01. 1.25 1.07.
h) we issue debt when we have 
accumulated substantial profits 1.14 0.53 0.50 0.55. 0.61 0.55. 0.46 0.54. 0.57 0.60. 0.55 0.50. 0.58 0.45. 0.61 0.52.

%important
or very  
important Mean >59 Ynger  Long Short  Yes No  Yes No  No Yes  Yes No  Yes No  No Yes  

a) we issue debt when our recent profits 
(internal funds) are not sufficient to 
fund our activities 46.78 2.13 2.24 2.09. 2.35 2.00** 2.09 2.18. 2.00 2.14. 2.21 2.00. 2.01 2.33** 1.93 2.18. 2.21 1.75**
b) using debt gives investors a better 
impression of our firm's prospects than 
issuing common stock

9.83 0.96 1.10 0.90. 0.94 0.95. 0.79 1.04** 1.10 0.91. 1.01 0.91. 1.18 0.51*** 1.00 0.92. 0.92 1.14.
c) we issue debt when interest rates are 
particularly low 46.35 2.22 2.13 2.26. 2.24 2.21. 2.36 2.15. 2.19 2.20. 2.30 2.12. 2.39 1.90*** 2.38 2.15. 2.19 2.35.
d) we use debt when our equity is 
undervalued by the market 30.79 1.56 1.51 1.57. 1.44 1.60. 1.50 1.58. 1.86 1.50. 1.63 1.46. 2.10 0.54*** 1.89 1.41*** 1.54 1.67.
e) we delay issuing debt because of 
transactions costs and fees 10.17 1.06 0.97 1.09. 1.27 0.95*** 1.13 1.06. 0.76 1.10. 1.13 0.99. 1.03 1.15. 1.11 1.05. 1.17 0.57***
f) we delay retiring debt because of 
recapitalization costs and fees

12.43 1.04 1.08 1.01. 1.20 0.93** 1.10 0.98. 1.05 1.06. 1.07 0.99. 1.14 0.87** 1.22 0.97* 1.07 0.89.
g) changes in the price of our common 
stock 16.38 1.08 0.95 1.11. 1.05 1.06. 1.04 1.08. 1.10 1.04. 1.16 0.99. 1.48 0.31*** 1.15 1.02. 1.08 1.10.
h) we issue debt when we have 
accumulated substantial profits 1.14 0.53 0.51 0.53. 0.61 0.46* 0.45 0.58. 0.71 0.52 . 0.56 0.50 . 0.56 0.47 . 0.57 0.51. 0.52 0.55.
a Respondents are asked to rate on a scale of 0 (not important) to 4 (very important). We report the overall mean as well as the % of respondents that answered 3 and 4 (very important). 

***, **, * denotes a significant difference at the 1%, 5% and 10% level, respectively. All table columns are defined in Table 1.

Size P/E Leverage Investment grade

CEO age CEO tenure CEO MBA Regulated Fortune 500 mail

Pay dividends Industry Management own.

Target debt ratio Public corp. Foreign sales



Table 7

What factors affect your firm's choice between short- and long-term debt?a

%important
or very  

important Mean Small Large  Growth Non-G  Low High  Yes No  Yes No  Manu. Others  Low High  
a) we issue short term when short 
term interest rates are low compared 
to long term rates 35.94 1.89 1.79 2.01** 1.97 2.11. 1.82 1.93. 2.22 2.05. 2.00 1.74** 2.03 1.77** 1.95 1.67**
b) matching the maturity of our debt 
with the life of our assets 63.25 2.60 2.69 2.46** 2.70 2.46* 2.57 2.63. 2.60 2.45. 2.53 2.67. 2.51 2.72* 2.54 2.62.
c) we issue short-term when we are 
waiting for long-term market interest 
rates to decline 28.70 1.78 1.66 1.93** 2.01 1.82. 1.67 1.90** 2.00 2.02. 1.91 1.61*** 1.90 1.65** 1.82 1.67.
d) we borrow short-term so that 
returns from new projects can be 
captured more fully by shareholders, 
rather than committing to pay long-
term profits as interest to debtholders 9.48 0.94 1.03 0.80** 0.87 0.89. 1.01 0.85* 0.84 0.77. 0.98 0.87. 1.05 0.81** 0.89 0.97.
e) we expect our credit rating to 
improve, so we borrow short-term 
until it does 8.99 0.85 0.86 0.84. 0.87 0.68* 0.79 0.99* 0.66 1.18*** 0.73 0.99** 0.89 0.85. 0.89 0.87.
f) borrowing short-term reduces the 
chance that our firm will want to 
take on risky projects 4.02 0.53 0.62 0.40*** 0.54 0.32** 0.56 0.49. 0.36 0.56** 0.47 0.59* 0.53 0.51. 0.40 0.70***
g) we issue long-term debt to 
minimize the risk of having to 
refinance in “bad times” 48.83 2.15 2.05 2.29* 2.31 2.03* 1.95 2.55*** 2.26 2.51* 2.22 2.05. 2.39 1.79*** 2.18 2.10.

%important
or very  

important Mean >59 Ynger  Long Short  Yes No  Yes No  No Yes  Yes No  Yes No  No Yes  
a) we issue short term when short 
term interest rates are low compared 
to long term rates 35.94 1.89 1.78 1.93. 1.87 1.90. 1.98 1.87. 1.95 1.86. 1.93 1.85. 2.00 1.72** 2.11 1.80** 1.86 2.03.
b) matching the maturity of our debt 
with the life of our assets 63.25 2.60 2.28 2.69*** 2.69 2.53. 2.59 2.64. 2.81 2.60. 2.53 2.66. 2.47 2.85*** 2.33 2.69*** 2.65 2.39*
c) we issue short-term when we are 
waiting for long-term market interest 
rates to decline 28.70 1.78 1.68 1.80. 1.79 1.78. 1.74 1.79. 2.40 1.71*** 1.72 1.87. 1.93 1.50*** 2.00 1.69** 1.74 1.94.
d) we borrow short-term so that 
returns from new projects can be 
captured more fully by shareholders, 
rather than committing to pay long-
term profits as interest to debtholders 9.48 0.94 0.86 0.95. 0.98 0.90. 0.99 0.89. 0.90 0.93. 0.96 0.90. 0.87 1.07** 0.95 0.93. 0.99 0.70**
e) we expect our credit rating to 
improve, so we borrow short-term 
until it does 8.99 0.85 0.79 0.87. 0.89 0.82. 0.84 0.87. 0.90 0.85. 0.98 0.65*** 0.88 0.82. 0.89 0.85. 0.89 0.70*
f) borrowing short-term reduces the 
chance that our firm will want to 
take on risky projects 4.02 0.53 0.51 0.53. 0.66 0.44*** 0.45 0.56. 0.43 0.54. 0.55 0.51. 0.46 0.67** 0.44 0.57* 0.59 0.29***
g) we issue long-term debt to 
minimize the risk of having to 
refinance in “bad times” 48.83 2.15 2.09 2.20. 2.25 2.12. 2.20 2.15. 2.48 2.15. 2.00 2.36*** 2.23 2.02* 2.40 2.06** 2.11 2.31.
a Respondents are asked to rate on a scale of 0 (not important) to 4 (very important). We report the overall mean as well as the % of respondents that answered 3 and 4 (very important). 

***, **, * denotes a significant difference at the 1%, 5% and 10% level, respectively. All table columns are defined in Table 1.

Public corp. Foreign sales Fortune 500 mailCEO age CEO tenure CEO MBA Regulated Target debt ratio

Pay dividends Industry Management own.Size P/E Leverage Investment grade



Table 8

Has your firm seriously considered issuing debt in foreign countries? (if “no”, please go to the next question) If "yes", what factors affect your firm's decisions about issuing foreign debt?a

%important
or very  
important Mean Small Large  Growth Non-G  Low High  Yes No  Yes No  Manu. Others  Low High  

a) favorable tax treatment relative to the 
U.S (e.g., different corporate tax rates) 

52.25 2.26 1.94 2.41** 2.27 2.29. 2.26 2.39. 2.37 2.40. 2.29 2.08. 2.36 2.13. 2.16 2.33.
b) keeping the “source of funds” close 
to the “use of funds” 63.39 2.67 3.09 2.52** 2.73 2.35* 2.70 2.79. 2.38 2.70. 2.57 3.12** 2.92 2.23*** 2.55 2.74.
c) providing a “natural hedge” (e.g., if 
the foreign currency devalues, we are 
not obligated to pay interest in US$)

85.84 3.15 3.06 3.22. 2.98 3.29. 3.20 3.32. 3.06 3.23. 3.12 3.36. 3.32 2.94* 3.00 3.28.
d) foreign regulations require us to issue 
debt abroad 5.50 0.63 0.60 0.64. 0.75 0.29** 0.55 0.72. 0.65 0.57. 0.63 0.73. 0.64 0.66. 0.59 0.61.
e) foreign interest rates may be lower 
than domestic interest rates 44.25 2.19 2.33 2.11. 2.27 2.03. 2.22 2.13. 2.20 2.48. 2.08 2.40. 2.22 2.10. 2.04 2.54**

%important
or very  
important Mean >59 Ynger  Long Short  Yes No  Yes No  No Yes  Yes No  Yes No  No Yes  

a) favorable tax treatment relative to the 
U.S (e.g., different corporate tax rates) 

52.25 2.26 2.13 2.30. 2.00 2.39* 2.42 2.04* 2.11 2.22. 2.44 2.12. 2.37 1.67** 2.50 1.94** 2.34 2.11.
b) keeping the “source of funds” close 
to the “use of funds” 63.39 2.67 2.57 2.71. 2.74 2.67. 2.77 2.66. 3.33 2.66* 2.78 2.64. 2.65 2.95. 2.72 2.65. 2.85 2.30**
c) providing a “natural hedge” (e.g., if 
the foreign currency devalues, we are 
not obligated to pay interest in US$)

85.84 3.15 3.30 3.13. 3.39 3.13. 3.33 3.06. 3.33 3.14. 3.30 3.17. 3.21 2.95. 3.34 2.92** 3.22 3.00.
d) foreign regulations require us to issue 
debt abroad 5.50 0.63 0.77 0.57. 0.50 0.69. 0.60 0.58. 1.11 0.57* 0.57 0.64. 0.61 0.56. 0.59 0.64. 0.64 0.62.
e) foreign interest rates may be lower 
than domestic interest rates 44.25 2.19 2.30 2.16. 2.26 2.17. 2.22 2.14. 1.67 2.14. 2.40 1.93** 2.18 2.26. 2.25 2.08. 2.28 2.03.
a Respondents are asked to rate on a scale of 0 (not important) to 4 (very important). We report the overall mean as well as the % of respondents that answered 3 and 4 (very important). 

***, **, * denotes a significant difference at the 1%, 5% and 10% level, respectively. All table columns are defined in Table 1.

Public corp. Foreign sales Fortune 500 mailCEO age Target debt ratioRegulatedCEO MBACEO tenure

Pay dividends Industry Management own.Size P/E Leverage Investment grade



Table 9

Has your firm seriously considered issuing common stock? (if “no”, please go to the next question) If "yes", what factors affect your firm's decisions about issuing common stock?a

%important
or very  
important Mean Small Large  Growth Non-G  Low High  Yes No  Yes No  Manu. Others  Low High  

a) if our stock price has recently risen, 
the price at which we can sell is “high”

62.60 2.53 2.57 2.47. 2.57 2.61. 2.45 2.67. 2.42 2.92* 2.35 2.69* 2.79 2.26** 2.62 2.45.
b) stock is our “least risky” source of 
funds 30.58 1.76 1.93 1.52* 2.07 1.37*** 1.80 1.71. 1.44 1.68. 1.56 1.97* 1.76 1.69. 1.62 1.91.
c) providing shares to employee 
bonus/stock option plans 53.28 2.34 2.22 2.50. 2.20 2.38. 2.66 2.00*** 2.77 1.97** 2.46 2.17. 2.16 2.47. 2.34 2.30.
d) common stock is our cheapest source 
of funds 14.05 1.10 1.35 0.73*** 1.02 0.97. 1.26 0.96. 0.68 0.68. 0.93 1.28* 0.98 1.17. 0.86 1.36**
e) maintaining a target debt-to-equity 
ratio 51.59 2.26 2.04 2.58** 2.56 2.03** 1.86 2.68*** 2.44 2.58. 2.68 1.85*** 2.48 1.91** 2.64 1.84***
f) using a similar amount of equity as is 
used by other firms in our industry 22.95 1.45 1.33 1.63* 1.70 1.00*** 1.35 1.57. 1.56 1.43. 1.74 1.09*** 1.36 1.38. 1.59 1.32.
g) whether our recent profits have been 
sufficient to fund our activities

30.40 1.76 1.91 1.54* 1.93 1.39** 1.71 1.79. 1.52 1.82. 1.67 1.76. 1.84 1.69. 1.60 1.88.
h) issuing stock gives investors a better 
impression of our firm's prospects than 
issuing debt 21.49 1.31 1.52 1.00** 1.48 0.89*** 1.22 1.37. 0.92 1.43** 1.10 1.46* 1.14 1.50* 1.18 1.51*
i) the capital gains tax rates faced by our 
investors (relative to tax rates on 
dividends) 5.00 0.82 0.78 0.88. 0.88 0.79. 0.98 0.63** 0.80 0.92. 0.80 0.77. 0.75 0.92. 0.81 0.88.
j) diluting the holdings of certain 
shareholders 50.41 2.14 2.30 1.90* 1.94 2.23. 2.20 2.09. 1.46 2.24** 1.97 2.31. 1.95 2.20. 2.00 2.38*
k) the amount by which our stock is 
undervalued or overvalued by the 
market 66.94 2.69 2.67 2.71. 2.94 2.65. 2.50 2.93** 2.58 3.08** 2.70 2.66. 2.76 2.50. 2.93 2.47**
l) inability to obtain funds using debt, 
convertibles, or other sources

15.57 1.15 1.36 0.84** 1.00 0.79. 1.09 1.20. 0.68 1.45*** 1.03 1.19. 1.03 1.22. 1.16 1.21.
m) Earnings Per Share dilution 68.55 2.84 2.65 3.12** 3.17 3.03. 2.81 2.93. 3.00 3.18. 3.06 2.63** 3.03 2.60** 3.07 2.63**

Size P/E Leverage Investment grade Pay dividends Industry Management own.



Table 9 (continued)
Has your firm seriously considered issuing common stock? (if “no”, please go to the next question) If "yes", what factors affect your firm's decisions about issuing common stock?

%important
or very  
important Mean >59 Ynger  Long Short  Yes No  Yes No  No Yes  Yes No  Yes No  No Yes  

a) if our stock price has recently risen, 
the price at which we can sell is “high”

62.60 2.53 2.54 2.55. 2.51 2.56. 2.45 2.56. 2.64 2.50. 2.47 2.57. 2.70 1.83*** 2.36 2.59. 2.46 2.79.
b) stock is our “least risky” source of 
funds 30.58 1.76 1.71 1.74. 1.72 1.73. 1.53 1.83. 1.69 1.75. 1.79 1.73. 1.79 1.62. 1.82 1.75. 1.90 1.17**
c) providing shares to employee 
bonus/stock option plans 53.28 2.34 2.65 2.23* 2.44 2.29. 2.13 2.42. 2.15 2.31. 2.28 2.38. 2.24 2.72** 2.50 2.29. 2.24 2.74**
d) common stock is our cheapest source 
of funds 14.05 1.10 0.88 1.12. 1.00 1.12. 1.16 1.05. 0.69 1.15. 1.32 0.92** 1.01 1.46* 1.11 1.11. 1.23 0.52***
e) maintaining a target debt-to-equity 
ratio 51.59 2.26 1.72 2.41** 2.12 2.38. 1.79 2.46*** 3.14 2.11*** 1.71 2.68*** 2.40 1.73** 2.21 2.24. 2.24 2.38.
f) using a similar amount of equity as is 
used by other firms in our industry 22.95 1.45 1.12 1.52* 1.41 1.47. 1.13 1.58** 2.15 1.30** 1.46 1.37. 1.43 1.54. 1.11 1.54* 1.48 1.30.
g) whether our recent profits have been 
sufficient to fund our activities

30.40 1.76 1.36 1.86** 1.84 1.73. 1.42 1.91** 1.69 1.70. 1.75 1.77. 1.73 1.80. 1.55 1.80. 1.88 1.22**
h) issuing stock gives investors a better 
impression of our firm's prospects than 
issuing debt 21.49 1.31 0.92 1.39** 1.32 1.30. 1.11 1.41. 1.23 1.28. 1.24 1.36. 1.29 1.33. 1.21 1.35. 1.41 0.91**
i) the capital gains tax rates faced by our 
investors (relative to tax rates on 
dividends) 5.00 0.82 0.79 0.80. 0.95 0.72. 0.57 0.92** 0.38 0.81* 0.84 0.76. 0.84 0.71. 0.93 0.78. 0.81 0.83.
j) diluting the holdings of certain 
shareholders 50.41 2.14 2.32 2.13. 2.27 2.14. 2.16 2.19. 2.00 2.16. 2.24 2.02. 2.25 1.68** 1.93 2.20. 2.25 1.65**
k) the amount by which our stock is 
undervalued or overvalued by the 
market 66.94 2.69 2.52 2.74. 2.86 2.60. 2.73 2.67. 2.43 2.69. 2.69 2.66. 2.90 1.78*** 2.96 2.58* 2.74 2.43.
l) inability to obtain funds using debt, 
convertibles, or other sources

15.57 1.15 0.79 1.26* 1.32 1.10. 0.76 1.35*** 1.38 1.09. 1.22 1.10. 1.06 1.42. 0.72 1.29** 1.20 0.91.
m) Earnings Per Share dilution 68.55 2.84 3.04 2.81. 2.64 3.00* 2.62 2.95* 3.64 2.72*** 2.69 2.97. 3.18 1.48*** 2.89 2.80. 2.73 3.29**
a Respondents are asked to rate on a scale of 0 (not important) to 4 (very important). We report the overall mean as well as the % of respondents that answered 3 and 4 (very important). 

***, **, * denotes a significant difference at the 1%, 5% and 10% level, respectively. All table columns are defined in Table 1.

CEO age CEO tenure CEO MBA Regulated Fortune 500 mailTarget debt ratio Public corp. Foreign sales



Table 10

Has your firm seriously considered issuing convertible debt? (if “no”, please go to the next question)  If "yes", what factors affect your firm's decisions about issuing convertible debt?a

%important
or very  
important Mean Small Large  Growth Non-G  Low High  Yes No  Yes No  Manu. Others  Low High  

a) convertibles are an inexpensive way 
to issue "delayed" common stock

58.11 2.49 2.54 2.43. 2.67 2.50. 2.38 2.60. 2.73 2.42. 2.59 2.43. 2.40 2.57. 2.42 2.52.
b) protecting bondholders against 
unfavorable actions by managers or 
stockholders 1.41 0.62 0.61 0.64. 0.72 0.31** 0.57 0.66. 0.43 0.64. 0.54 0.71. 0.58 0.72. 0.61 0.67.
c) convertibles are less expensive than 
straight debt 41.67 1.85 2.08 1.58* 1.56 2.31** 1.80 1.83. 1.43 1.80. 1.57 2.14** 1.58 2.10* 1.71 2.00.
d) other firms in our industry 
successfully use convertibles 12.50 1.10 1.12 1.06. 1.22 0.69* 1.29 0.83** 0.93 1.25. 0.86 1.21* 0.92 1.30* 1.05 1.06.
e) avoiding short-term equity dilution

45.83 2.18 2.03 2.35. 2.45 2.19. 2.15 2.28. 2.47 2.38. 2.44 1.97* 2.23 2.14. 2.05 2.33.
f) our stock is currently undervalued

50.68 2.34 2.26 2.44. 2.72 2.19* 2.21 2.52. 2.40 2.64. 2.25 2.46. 2.41 2.43. 2.28 2.42.
g) ability to “call” or force conversion 
of convertible debt if/when we need to

47.95 2.29 2.28 2.29. 2.58 2.56. 2.32 2.20. 2.21 2.65. 2.42 2.17. 2.26 2.33. 2.08 2.52*
h) to attract investors unsure about the 
riskiness of our company

43.84 2.07 2.35 1.73** 1.88 1.88. 2.02 2.10. 1.36 1.88* 1.83 2.31* 2.00 2.13. 1.82 2.47**

%important
or very  
important Mean >59 Ynger  Long Short  Yes No  Yes No  No Yes  Yes No  Yes No  No Yes  

a) convertibles are an inexpensive way 
to issue "delayed" common stock

58.11 2.49 2.79 2.46. 2.74 2.42. 2.61 2.47. 2.78 2.51. 2.36 2.68. 2.54 2.27. 2.52 2.41. 2.51 2.41.
b) protecting bondholders against 
unfavorable actions by managers or 
stockholders 1.41 0.62 1.08 0.53*** 0.61 0.66. 0.48 0.73* 0.62 0.59. 0.60 0.67. 0.61 0.67. 0.62 0.62. 0.64 0.56.
c) convertibles are less expensive than 
straight debt 41.67 1.85 2.50 1.70** 1.94 1.76. 2.04 1.78. 1.38 1.93. 2.07 1.44** 1.81 2.00. 1.81 1.86. 2.02 1.25**
d) other firms in our industry 
successfully use convertibles 12.50 1.10 1.00 1.11. 0.72 1.25** 0.57 1.33*** 1.50 0.95* 1.33 0.78** 1.09 1.00. 1.33 1.00. 1.18 0.80.
e) avoiding short-term equity dilution

45.83 2.18 2.00 2.25. 2.28 2.16. 2.00 2.24. 3.11 2.10** 2.05 2.37. 2.21 2.07. 2.24 2.12. 2.05 2.59*
f) our stock is currently undervalued

50.68 2.34 2.00 2.45. 2.28 2.42. 1.87 2.57** 2.78 2.27. 2.30 2.32. 2.45 1.93* 2.48 2.25. 2.30 2.47.
g) ability to “call” or force conversion 
of convertible debt if/when we need to

47.95 2.29 2.64 2.21. 2.42 2.22. 1.91 2.39* 2.25 2.28. 2.23 2.37. 2.29 2.27. 2.48 2.20. 2.28 2.31.
h) to attract investors unsure about the 
riskiness of our company

43.84 2.07 2.29 2.00. 2.00 2.08. 1.57 2.33*** 1.88 2.12. 2.32 1.63** 1.77 3.07*** 2.00 2.10. 2.16 1.75.
a Respondents are asked to rate on a scale of 0 (not important) to 4 (very important). We report the overall mean as well as the % of respondents that answered 3 and 4 (very important). 

***, **, * denotes a significant difference at the 1%, 5% and 10% level, respectively. All table columns are defined in Table 1.

Public corp. Foreign sales Fortune 500 mailCEO age CEO tenure CEO MBA Regulated Target debt ratio

Pay dividends Industry Management own.Size P/E Leverage Investment grade



Table 11
Summary of the relation between survey evidence and capital structure theories.

A debt/equity theory or concept is listed in the first column, followed by the related survey evidence in the right column.
8 (:) indicates that the evidence drawn from the unconditional responses to a survey question supports (does not support)
the idea in the first column. An indented 7 (x) indicates whether the survey evidence supports (does not support) the idea
conditional on firm characteristics or other detailed analysis. The conditional (i.e., indented) evidence usually qualifies the
unconditional result it lies directly below. Div stands for dividend.

Theory or concept Survey evidence
Trade-off theory of choosing optimal debt policy 8corporate interest deductions moderately important.
Trade-off benefits and costs of debt (Scott, 1976). 8foreign tax treatment moderately important.
Often tax benefits are traded off with expected distress 8cash flow volatility important.
costs or personal tax costs (Miller, 1977). :expected distress/bankruptcy costs not important.

8maintaining financial flexibility important (H E(distress costs) low).
   x unrelated to whether firm has target debt ratio.
:personal taxes not important to debt or equity decision.

Firms have target debt ratios 844% have strict or somewhat strict target/range.
A static version of the trade-off theory implies that 8target D/E moderately important for equity issuance decision.
firms have an optimal, target debt ratio. :37% have flexible and 19% have no target/range.

:issue equity after stock price increase.
:changes in stock price not important to debt decision.
:execs say same-industry debt ratios are not important.
   7there are industry patterns in reported debt ratios.

Pecking-order theory of financing hierarchy: 8firms value financial flexibility.
Financial securities can be undervalued due to    x desire for flexibility is unrelated to degree of 
informational asymmetry between managers and      informational asymmetry (size) or growth status.
investors. Firms should use securities in reverse order of    x flexibility less important for no-dividend firms.
asymmetry: use internal funds first, debt second, 8issue debt when internal funds are insufficient.
convertible security third, equity last.    7more important for small firms.
To avoid need for external funds, firms may prefer to    x no relation to growth or dividend status.
store excess cash (Myers and Majluf, 1984). 8issue equity when internal funds insufficient.

   7relatively important for small firms.
8equity issuance decision affected by equity undervaluation.
   x no relation to size, dividend status, executive ownership.
:equity issuance decision unaffected by ability to obtain
    funds from debt, convertibles, or other sources.
:debt issuance unaffected by equity valuation.
   x even less important for small, growth, no div firms.

Asset substitution: shareholders take on risky projects :neither convertible debt nor short-term debt is used
to expropriate wealth from bondholders (Jensen and    to protect bondholders from the firm/shareholders
Meckling, 1976). Using convertible debt (Green, 1984)    taking on risky or unfavorable projects.
or short-term debt (Myers, 1977) attenuates asset
substitution, relative to using long-term debt.

Transactions costs: can affect costs and benefits of 8transactions costs affect debt policy.
external funds.     7more important for small firms.
Firms may avoid or delay issuing or retiring security :absolute importance of T. costs in delaying debt issue is small.
because of issuance/recapitalization cost (Fisher,    7T. costs relatively important for small, no div firms.
Heinkel, and Zechner, 1989) :T. costs do not cause firms to delay debt retirement.

Underinvestment: firm may pass up NPV>0 project :low absolute importance of limiting the use of debt, or borrowing
because profits flow to existing bondholders. Can    short-term, to avoid underinvestment.
attenuate by limiting debt or using short-term debt.    x growth status has no effect on relative use of short-term debt.
Most severe for growth firms.  (Myers, 1977)    7growth status affects relative importance of overall debt policy.



Table 11 (continued)

Theory or concept Survey evidence
Product Market Influences:
Debt policy credibly signals production decisions :debt policy is not used to signal production intentions.
(Brander and Lewis, 1986).

Sensitive firms use less debt so customers/suppliers :absolute importance of this explanation is low.
do not worry about firm entering distress (Titman, 1984)    x not important for high-tech firms. 

   7relatively important for growth firms.

Debt ratios are industry-specific (Bradley et al., 1984). :firms report that the debt, equity, and convertibles usage of 
   same-industry firms does not affect financing decisions.
   7debt ratios differ systematically across industries.

Corporate Control: 
Capital structure can be used to affect the likelihood 8equity issued to dilute holdings of particular shareholders.
of success for a takeover bid/control contest. Managers     x dilution strategy unrelated to managerial share ownership.
may issue debt to increase their effective ownership :takeover threat does not affect debt decisions.
(Harris and Raviv, 1988; Stulz, 1988).

Bargaining with employees: high debt allows effective :debt policy is not used as bargaining device.
bargaining with employees (Chang, 1992).

Free Cash Flow can lead to overinvestment or inefficiency: :debt is not used with intent of commiting free cash flows.
Fixed commitments like debt payments commit free cash 
so management works hard and efficiently (Jensen, 1986).

Credit ratings: firms issue short-term if they expect 8In general, rating is very important to debt decision.
 their credit rating to improve (Flannery, 1986). :short-term debt not used to time rating improvement.

Interest rates: do absolute coupon rates or relative 8issue debt when interest rates low.
rates between long- and short-term debt affect when 8short-term debt used only moderately to time the level of
debt is issued?     interest rates or because of yield curve slope.

Maturity-matching: match maturity between assets 8important to choice between short- and long-term debt.
and liabilities.

Earnings per share dilution 8important to equity issuance decision.

Stock price: Recent increase in stock price presents a 8issue equity when stock price has risen
"window of opportunity" to issue equity (Loughran and    7recent price increase most important for firms that do not pay
Ritter, 1998). If stock undervalued due to informational       dividends (significant) and small firms (not significant).
asymmetry, issue after information release and ensuing
stock price increase (Lucas and MacDonald, 1990)

Cash Management: match cash outflows to cash inflows. 8long-term debt reduces the need to refinance in bad times.
   7spread out required principal repayments or link
      principal repayment to expected ability to repay.

Risk Management: finance foreign operations with foreign 8foreign debt is frequently viewed as a natural hedge.
debt as a means of hedging FX risk.

Employee stock/bonus plans: shares of stock needed to 8when funding employee plans, firms avoid issuing shares,
implement employee compensation plans.     which would dilute the holdings of existing shareholders.



Appendix Table 1
Demographic correlations of control variables*

Size P/E D/E Dividends Rating Industry Ownership Age Tenure Education Regulated Target D/E Equity For. Rev
(small to (low to (low to (yes to (high to (manu. to (high to (young to (short to (MBA to (yes to (no to (public to(high to

large) high) high) no) low) others) low) mature) long) others) no) yes) private low)

P/E  0.199***

D/E  0.113** -0.032

Dividends -0.401*** -0.128* -0.066

Rating -0.249*** -0.291***  0.303***  0.333***

Industry 0.004 0.258*** -0.259*** 0.220 -0.077

Ownership -0.432*** -0.194*** 0.077  0.315***  0.296*** 0.028

Age -0.040 -0.082 0.092 0.055 0.064 0.180*** -0.066

Tenure  0.150*** -0.055 -0.036 -0.001 0.007 0.033 -0.256***  0.259***

Education -0.083 -0.006 -0.096* -0.014 0.024 -0.061  0.111* -0.152*** -0.133**

Regulated -0.191*** 0.066 -0.095*  0.181***  0.147* 0.136**  0.141** -0.076 -0.114** -0.095*

Target D/E  0.190*** -0.030 0.145*** -0.189*** -0.250*** -0.093* -0.075 0.053 0.072 -0.033 -0.116**

Equity -0.422*** -0.114* -0.111**  0.307*** -0.083 0.079  0.304*** 0.075 -0.099* 0.076  0.169*** -0.009

Foreign Rev. -0.238*** -0.071 -0.013  0.150*** 0.038 0.176***  0.151*** 0.038 -0.129*** 0.061 -0.126** -0.092*  0.255***

Fortune 500  0.497*** 0.144** 0.026 -0.260*** -0.158** 0.049 -0.255*** -0.020 0.036 -0.058 -0.257***  0.210*** -0.323*** -0.039
*Index of mean square contingency or f is reported. This statistic measures the correlation of ordered groups of attributes.

***, **, * denotes a significant difference at the 1%, 5% and 10% level, respectively. All table columns are defined in Table 1.


