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Abstract
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1. Introduction

In this paper, we conduct a comprehensive survey that describes the current 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. 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 differs from previous surveys in a number of dimensions. 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 to be a capital structure priority are also likely to value real options
in capital budgeting decisions. We explore each category in depth, asking more than 100 total
guestionsin total.

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. We investigate for
possible nonresponse bias and conclude that our sample is representative of the population.

Third, we analyze the responses conditional on firm characteristics. We examine the relation
between the executives responses and firm size, P/E ratio, leverage, credit rating, dividend
policy, industry, management ownership, CEO age, CEO tenure, and the education of the CEO.
By testing whether responses differ across these characteristics, we shed light on the
implications of various corporate finance theories related to firm size, risk, investment
opportunities, transaction costs, informational asymmetry, and managerial incentives. This
analysis allows for a deeper investigation of corporate finance theories. For example, we go
beyond asking whether firms follow a financial pecking order (Myers and Magjluf, 1984). We
investigate whether the firms that most strongly support the implications of the pecking-order
theory are also the firms most affected by informational asymmetries, as suggested by the
theory.

Survey-based analysis complements other 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.

! See, for example, Lintner (1956), 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), Donadson (1994), Epps and Mitchem (1994), Poterba and Summers
(1995), Billingsley and Smith (1996), Shao and Shao (1996), Bodnar, Hayt, and Marston (1998), Bruner,
Eades, Harris, and Higgins (1998), and Block (1999).
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The survey approach offers a balance between large sample analyses and clinical studies.
Our survey analysis is based on a moderately large sample and a broad cross-section of firms.
At the same time, we are able to ask very specific and qualitative questions. The survey
approach is not without potential problems, however. Surveys measure beliefs and not
necessarily actions. 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 fed that our paper provides unique
information to aid our understanding of how firms operate.

The results of our survey are both reassuring and surprising. On one hand, most firms use
present value techniques to evaluate new projects. On the other hand, a large number of firms
use company-wide discount rates to evaluate these projects rather than a project-specific
discount rate. Interestingly, the survey indicates that firm size significantly affects the practice
of corporate finance. For example, large firms are significantly more likely to use net present
value techniques and the capital asset pricing model for project evaluation than are small firms,
while small firms are more likely to use the payback criterion. A majority of large firms have a
tight or somewhat tight target debt ratio, in contrast to only one-third of small firms.

Executives rely heavily on practical, informal rules when choosing capital structure. The
most important factors affecting debt policy are financial flexibility and a good credit rating.
When issuing equity, respondents are concerned about earnings per share dilution and recent
stock price appreciation. We find very little evidence that executives are concerned about asset
substitution, asymmetric information, transactions costs, free cash flows, or personal taxes. 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.

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
study capital budgeting. We analyze the cost of capita in the fourth section. In the fifth section
we examine capital structure. We offer some concluding remarksin the final section.

2. Methodology

2.1. Design

Our survey focuses on three areas. capital budgeting, cost of capital, and capital structure.
Based on a careful review of the existing literature, we developed a draft survey that was
circulated to a group of prominent academics for feedback. We incorporated their suggestions
and revised the survey. We then 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.

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 U.S. and Canada. Every quarter, Duke University
and the FEI poll these financial officers with a one-page survey on important topical issues
(Graham, 1999). The usual response rate for the quarterly survey is 8-10%.
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Using the penultimate version of the survey, we conducted beta tests at both FEI and Duke
University. Thisinvolved 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 changesto 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 instrument appears on the Internet a  the  address
http://www.duke.edu/~charvey/Research/indexr.ntm. We sent out two different versions with
guestions 11-14 and questions 1-4 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 at
the beginning of 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.

2.2 Déelivery 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 a mailed version.
We requested that the surveys be returned by February 23, 1999. To encourage the executivesto
respond, we offered an advanced copy of the resultsto interested parties.

We employed a team of ten 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 the survey to the Fortune 500
firms, with anew 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 athird-party data vendor. Using a
third party ensures that the survey responses are anonymous. We fed 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 gquestions) of our survey, this response rate
compares favorably to the response rate for the quarterly FEI-Duke survey. The rate is also
comparable to other recent academic surveys. For example, Trahan and Gitman (1995) obtain a
12% response rate in a survey mailed to 700 CFOs. The response rate is higher (34%) in Block
(1999), but he targets Chartered Financial Analysts - not senior officers of particular firms.

2.3 Summary statistics and data issues

Fig. 1 presents summary information about the firms in our sample. The companies range
from very small (26% of the sample firms have sales of less than $100 million) to very large
(42% have sales of at least $1 hillion) (see Fig. 1A). In subsequent analysis, we refer to firms
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with revenues greater than $1 billion as "large." Forty percent of the firms are manufacturers
(Fig. 1C). The nonmanufacturing firms are evenly spread across other industries, including
financia (15%), transportation and energy (13%), retail and wholesale sales (11%), and high-
tech (9%). In the Appendix, we show that the responding firms are representative of the
corporate population for size, industry, and other characteristics.

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 nongrowth 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%. We refer to firms with
debt ratios greater than 30% as highly levered. The creditworthiness 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.

Though our survey respondents are CFOs, we ask a number of questions about the
characteristics of the chief executive officers. We assume that the CFOs act as agents for the
CEOs. Nearly half of the CEOs for the responding firms are between 50 and 59 years old (Fig.
11). Another 23% are over age 59, a group we refer to as “mature.” Twenty-eight percent of the
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). We define the 34% who have
been in their jobs longer than nine years as having "long tenure.” Forty-one percent of the CEOs
have an undergraduate degree as their highest level of educationa attainment (Fig. 1K).
Another 38% have an MBA and 8% have a non-MBA masters degree. Finaly, 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 the
survey responses. We also study whether having an MBA affects the choices made by corporate
executives.

Fig. 1M shows that 36% of the sample firms serioudy considered issuing common equity,
20% considered issuing convertible debt, and 31% thought about issuing debt in foreign
markets. Among responding firms, 64% calculate the cost of equity, 63% have publicly traded
common stock, 53% issue dividends, and 7% are regulated utilities (Fig. 1N). If issuing
dividends is an indication of a reduced informational disadvantage for investors relative to
managers (Sharpe and Nguyen, 1995), the dividend issuance dichotomy allows us to examine
whether the data support corporate theories based on informational asymmetry.

[Insert Table 1]

Table 1 presents correlations for the demographic variables. Not surprisingly, 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 have a higher degree of management ownership. Firms that do not pay dividends have low
credit ratings.
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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 into 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 only report the findings with respect to
non-size characteristics 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 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.

All in al, 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. We show in the Appendix that our sample is representative of the
population from which it was drawn, fairly representative of Compustat firms, and not
adversely affected by nonresponse bias.

3. Capital budgeting methods

3.1. Design

This section studies how firms 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% of 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 findingsin
Trahan and Gitman (1995), who survey 84 Fortune 500 and Forbes 200 best small companies,
and Bruner, Eades, Harris, and Higgins (1998), who interview 27 highly regarded corporations.
(See http://www.duke.edu/~charvey/Research/indexr.htm for a review of the capital budgeting
literature.)

Our survey differs from previous work in several ways. The most obvious differenceisthat
previous work almost exclusively focuses on the largest firms. Second, given that our sampleis
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 bypass discounting techniques and simply use earnings multiples. A price-
earnings approach can be thought of as measuring the number of yearsit takes for the stock
price to be paid for by earnings, and therefore can be interpreted as a version of the payback
method. 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 optionsin project evaluation (see Myers, 1977).
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3.2. Results

Respondents are asked to score how frequently they use the different capital budgeting
techniques on a scale of 0 to 4 (0 meaning "never", 4 meaning "aways'). In many respects, the
results differ from previous surveys, perhaps because we have a more diverse sample. An
important caveat here, and throughout the survey, is that the responses represent beliefs. We
have no way of verifying that the beliefs coincide with actions.

Most respondents select net present value and internal rate of return as their most frequently
used capital budgeting techniques (see Table 2); 74.9% of CFOs aways or almost always
(responses of 4 and 3) use net present value (rating of 3.08); and 75.7% always or amost
aways use internal rate of return (rating of 3.09). The hurdle rate is also popular. These results
are summarized in Fig. 2.

[Insert Fig. 2]

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. Thisis 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 of regulatory requirements, utilities are more likely to
use IRR and NPV and perform sensitivity and simulation analyses. We also 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.

[Insert Table 2]

Firms that pay dividends are significantly more likely to use NPV and IRR than are firms
that do not pay dividends. Thisresult 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 Table 1, many of these attributes are correlated. For example, private
corporations are al'so 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 criterion for decades. (Payback ignores the time value of money
and cash flows beyond the cutoff date; the cutoff is usualy arbitrary.) Small firms use the
payback period (rating of 2.72) almost as frequently as they use NPV or IRR. In untabulated
analysis, we find that among small firms, CEOs without MBAs are more likely to use the
payback criterion. The payback is most popular among mature CEQs (rating of 2.83). For both
small and large firms, we find that mature CEOs use payback significantly more often than
younger CEOs in separate examinations. Payback is also frequently 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 criterion's deficiencies by accounting for the time vaue of
money.

It is sometimes 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
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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 (Weston and
Brigham, 1981, p. 405). 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 adriving factor behind the popularity of the payback criterion.

McDonald (1998) notes that rules of thumb such as payback and hurdle rates can
approximate optimal decision rules that account for the option-like features of many
investments, especialy in the evaluation of very uncertain investments. If small firms have
more volatile projects than do large firms, this could explain why small firms use these ad hoc
decision rules. It is even possible that small firms use these rules not because they realize that
they approximate the optimal rule but ssimply because the rules have worked in the past.

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 aso less likely to use
supplementary sensitivity and VaR analyses. 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

[Insert Table 3]
4.1. Methodology

Our first task is to determine how firms calculate the cost of equity capital. 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.
The results in Table 3 and summarized in Fig. 3 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 aso Fig. 1H). 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 survey 177 Fortune 1000 firms and find that only
29.9% of respondents use the CAPM "in some fashion" but find that 31.2% of the participants
in their survey use a version of the dividend discount model to establish their cost of capital.
More recently, Bruner, Eades, Harris, and Higgins (1998) find that 85% of their 27 best-practice
firms use the CAPM or a modified CAPM. While the CAPM is popular, we show later that it is
not clear that the model is applied properly in practice. Of course, even if it is applied properly,
itisnot clear that the CAPM is avery good model (see Fama and French, 1992).
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[Insert Fig. 3]

The cross-sectional analysisis particularly illuminating. Large firms are much more likely to
use the CAPM than are small 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 the CAPM with
extra risk factors than are non-MBA CEOs, but the difference is only significant for the single-
factor CAPM.

We also find that firms with low leverage or small management ownership are significantly
more likely 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. 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, thisis 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 aso robust to size. Finaly, 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 isinversely related to managerial ownership. There is no significant relation
for larger firms.

4.2. Specific risk factors
[Insert Table 4]

Table 4 investigates sources of risk other than market risk, and how they are treated in
project evaluation. The list of risk factors includes the fundamental factorsin Fama and French
(1992), and momentum as defined in Jegadeesh and Titman (1993), as well as the
macroeconomic factorsin Chen, Roll, and Ross (1986) and Ferson and Harvey (1991).

The format of Table 4 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 crosstabulations across each of the
demographic factors, we test whether the 'neither' category is significantly different conditional
on firm characteristics.

Overal, the most important additional risk factors are interest rate risk, exchange rate risk,
business cyclerisk, and inflation risk (see Fig. 4). 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.

[Insert Fig. 4]
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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 have different priorities when adjusting for risk. For large firms, the
most important risk factors (in addition to market risk) are foreign exchange risk, business cycle
risk, commodity price risk, and interest rate risk. This closely corresponds to the set of factors
detailed in Ferson and Harvey (1993) in their large-sample study of multibeta international asset
pricing models. Ferson and Harvey find that the most important additional factor is foreign
exchange risk. Table 4 shows that foreign exchange risk is by far the most important nonmarket
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. This asymmetry in risk exposure is consistent with the
analysis of Jagannathan and Wang (1996) and Jagannathan, Kubota, and Takehara (1998). They
argue that small firms are more likely to be exposed to labor income risk and, as a result, we
should expect to find these firms relying on a different set of risk factors, and using the CAPM
less frequently, when estimating their cost of capital.

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 the highest incidence of "adjusting something” for any type of non-market
risk, for any demographic.

There are some interesting observations for the other control variables. Highly levered firms
aremore likely to consider business cycle risk important; surprisingly, however, 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 nongrowth firms.
(Table 4 only reports the results for four control variables; A full version of Table 4 isavailable
on the Internet at http://www.duke.edu/~charvey/Research/indexr.htm.)

4.3 Project versus firmrisk
[Insert Table 5]

Finally, we explore how the cost of equity models are used. In particular, we consider an
example of how afirm evaluates a new project in an overseas market. We are most interested in
whether corporations consider the company-wide risk or the project risk in evaluating the
project.

Table 5 contains some surprising results. 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. However, 51% of the firms said they would
always or amost always use a risk-matched discount rate to evaluate this project. These results
are related to Bierman (1993) who finds that 93% of the Fortune 100 industrial firms use the
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company-wide weighted average cost of capital for discounting, 72% use the rate applicable to
the project based on the risk or the nature of the project, and 35% use a rate based on the
divison'srisk.

The reliance of many firms on a company-wide discount rate might make sense if these same
firms adjust cash flows for foreign exchange risk when considering risk factors (i.e., in Table 4).
However in untabulated results, we find the opposite: firms that do not adjust cash flows for
foreign exchange risk are also relatively less likely (compared to firms that adjust for foreign
exchange 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). Thisis also confirmed in our analysis of Fortune 500 firms,
which 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), as
Brealey and Myers (1996) suggest they should for cash flows such as depreciation.

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

Our survey has separate questions about debt, equity, debt maturity, convertible debt, foreign
debt, target debt ratios, credit ratings, and actual debt ratios. Instead of stepping through the
responses security by security, this section distills the most important findings from the capita
structure questions and presents the results grouped by theoretical hypothesis or concept. These
groupings are neither mutually exclusive nor all-encompassing; they are intended primarily to
organize the exposition.

5.1. Trade-off theory of capital structure choice
5.1.1. Target debt ratios and the costs and benefits of debt

One of the longest-standing questions about capital structure is whether firms have target
debt ratios. The trade-off theory says that firms have optimal debt-equity ratios, which they
determine by trading off the benefits of debt with the costs (e.g., Scott, 1976). In traditional
trade-off models, the chief benefit of debt is the tax advantage of interest deductibility
(Modigliani and Miller, 1963). The primary costs are those associated with financial distress
and the personal tax expense bondholders incur when they receive interest income (Miller,
1977). In this section we discuss the traditional factors in the trade-off theory, namely distress
costs and tax costs and benefits. Many additional factors (e.g., informational asymmetry, agency
costs) can be modeled in a trade-off framework. We discuss these alternative costs and benefits
in separate sections below.
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[Insert Table 6]
[Insert Fig. 5]

Table 6 and Fig. 5 show the factors that determine the appropriate amount of debt for the
firm. The CFOs tell us that the corporate tax advantage of debt is moderately important in
capital structure decisions: Row a of Table 6 shows that the mean response is 2.07 on a scale
from 0O to 4 (0 meaning not important, 4 meaning very important). The 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. Desai (1998) shows that firms
issue foreign debt in response to relative tax incentives, so we investigate whether firms issue
debt when foreign tax treatment is favorable. We find that favorable foreign tax treatment
relative to the U.S. is fairly important (overall rating of 2.26 in Table 7). Big firms (2.41) 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.

[Insert Table 7]

In contrast, we find very little evidence that firms directly consider persona taxes when
deciding on debt policy (rating of 0.68 in Table 6) or equity policy (rating of 0.82 in Table 8,
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, see Graham, 1999a).

[Insert Table 8]

When we ask firms directly about whether potential costs of distress affect their debt
decisions, we find they are not very important (rating of 1.24 in Table 6), athough they are
relatively important among speculative-grade firms. However, firms are very concerned about
their credit ratings (rating of 2.46, the second most important debt factor), which can be viewed
as an indication of concern about distress. Among utilities and firms that have rated debt, credit
ratings are a very important determinant of debt policy. Credit ratings are also important for
large firms (3.14) that are in the Fortune 500 (3.31). Finally, CFOs are also concerned about
earnings volatility when making debt decisions (rating of 2.32), which is consistent with the
trade-off theory’s prediction that firms reduce debt usage when the probability of bankruptcy is
high (Castanias, 1983).

We ask directly whether firms have an optimal or "target" debt-equity ratio. Nineteen
percent of the firms do not have atarget 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 strict target debt ratio (see Fig. 6). These overall numbers provide mixed support for the
notion that companies trade off costs and benefits to derive an optimal debt ratio. However,
untabulated analysis shows that large firms are more likely to have target debt ratios: 55% 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 (43%). Targets are
important if the CEO has short tenure or is young, and when the top three officers own less than
5% of the firm.

[Insert Fig. 6]
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Finally, the CFOs tell us that their companies issue equity to maintain a target debt-equity
ratio (rating of 2.26; Row e of Table 8), especidly if their firm is highly levered (2.68), firm
ownership is widely dispersed (2.64), or the CEO is young (2.41). Overal, the survey evidence
provides moderate support for the trade-off theory.

5.1.2. Deviations from target debt ratios

Actual debt ratios vary across firms and through time. Such 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 9). 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. Similarly, in their large-sample
study of Compustat firms, Opler and Titman (1998) find that firms issue equity after stock price
increases, which they note isinconsistent with firms targeting debt ratios because it moves them
further from any such target.

[Insert Table 9]

Fisher, Heinkel, and Zechner (1989) propose an aternative 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, a firm only rebalances when its debt ratio crosses an upper or lower hurdle. We
find moderate evidence that firms consider transactions costs when making debt issuance
decisions (rating of 1.95 in Row e of Table 6), 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 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 whether they delay issuing
debt (rating of 1.06 in Table 9) or retiring debt (1.04) because of transactions costs, which is a
more direct test of the Fisher et al. (1989) hypothesis, the support for the transactions cost
hypothesisis weak.

5.2. Asymmetric information explanations of capital structure
5.2.1 Pecking-order model of financing hierarchy

The pecking-order model of financing choice assumes that firms do not target a specific debt
ratio, but instead use externa 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, as alast resort, equity.

Myers and Majluf (1984) assume that firms seek to maintain financial slack to avoid the
need for external funds. Therefore, if we find that firms value financial flexibility, this is
generally consistent with the pecking-order theory. However, flexibility is also important for
reasons unrelated to the pecking-order modd (e.g., Opler et a., 1999), so finding that CFOs
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value financial flexibility is not sufficient to prove that the pecking-order model is the true
description of capital structure choice.

We ask several questions related to the pecking-order model. 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 which security to use, and
whether financial flexibility isimportant.

The most important item affecting corporate debt decisions is management's desire for
"financial flexibility," with a mean rating of 2.59 (Table 6).2 Four firms write 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 of an economic downturn. In untabulated analysis, we find that
firms that value financial flexibility are more likely to value real options in project evaluation,
but the difference is not significant. Fifty-nine percent of the respondents say that flexibility is
important (rating of 3) or very important (rating of 4). This finding is interesting because
Graham (2000) shows that firms use their financial flexibility (i.e., preserve debt capacity) to
make future expansions and acquisitions, but they appear to retain a lot of unused flexibility
even after expanding. 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 the theoretical prediction (if dividend-paying firms have
relatively little informational asymmetry). Therefore, a deeper investigation indicates that the
desire for financial flexibility is not driven by the factors behind the pecking-order theory.

Having insufficient internal funds is a moderately important influence on the decision to
issue debt (rating of 2.13, Row a in Table 9). This behavior is generally consistent with the
pecking-order model. 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,
there is only modest evidence that firms issue equity because recent profits have been
insufficient to fund activities (1.76 in Table 8), and even less indicating that firms issue equity
after their ability to obtain funds from debt or convertiblesis diminished (rating of 1.15in Table
10).

[Insert Table 10]

Firms are reluctant to issue common stock when they perceive that it is undervalued (rating
of 2.69, the most important equity issuance factor in Table 8). In a separate survey conducted
one month after ours, when the Dow Jones 30 was approaching a new record of 10,000, Graham
(1999Db) finds that more than two-thirds of FEI executives feel that their common equity is
undervalued by the market and that only 3% of CFOs think their stock is overvalued, suggesting
that the preference for pecking-order-like behavior might be driven by managerial optimism
(Heaton and Rothman, 2000).Taken together, these findings indicate that a large percentage of

2 Pinegar and Wilbricht (1989) survey 176 unregulated, nonfinancial Fortune 500 firms. Like us, they
find that flexibility is the most important factor affecting financing decisions, and that bankruptcy costs
and personal tax considerations are among the least important. Our analysis, examining a broader cross-
section of theoretical hypotheses and using information on firm and executive characteristics, shows that
the relative importance of these factorsis robust to a more general survey design.
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companies are hesitant to issue common equity because they feel their stock is undervalued.
Many firms issue convertible debt instead: equity undervaluation is the second most popular
factor affecting convertible debt policy (rating of 2.34 in Table 10), a response particularly
popular among growth firms (2.72).

Finding that firms avoid equity when they perceive that it is undervalued is generally
consistent with the pecking order. However, when we examine more carefully how equity
undervaluation affects financing decisions, the support for the pecking-order model wanes. In
debt decisions, large (rating of 1.76 in Row d of Table 9), dividend-paying (1.65) firms are
relatively more likely to say that equity undervaluation affects their debt policy (versus ratings
of 1.37 for both small and nondividend-paying firms). In equity decisions, the relative
importance of stock valuation on equity issuance is not related to informational asymmetry as
indicated by small size and nondividend-paying status, though it is more important for firms
with low executive ownership. In general, these findings are not consistent with the pecking-
order idea that informationally induced equity undervaluation causes firms to avoid equity
financing. Helwege and Liang (1996, p. 457) also find that "asymmetric information variables
have no power to predict the relative use of public bonds over equity."

In sum, the importance of financial flexibility and equity undervaluation to security issuance
decisionsis generally consistent with the pecking-order model of financing hierarchy. However,
asymmetric information does not appear to cause the importance of these factors, asit should if
the pecking-order model is the true model of capital structure choice.

5.2.2. Recent increase in price of common stock

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 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.

Recent stock price performance is the third most popular factor affecting equity-issuance
decisions (rating of 2.53 in Table 8), in support of the "window of opportunity.” Consistent with
Lucas and McDonald (1990), the window of opportunity is most important for firms suffering
from informational asymmetries (i.e., not paying dividends).

5.2.3. Sgnaling private information with debt and equity

Ross (1977) and Leland and Pyle (1977) argue that firms use capital structure to signal their
quality or future prospects. However, very few firms indicate that their debt policy is affected
by factors consistent with signaling (rating of 0.96 in Table 9). In addition to small absolute
importance, companies more likely to suffer from informational asymmetries, such as small,
private (0.51) firms, are relatively unlikely to use debt to signal future prospects (see Row b in
Table 9). We aso find little evidence that firms issue equity to give the market a positive
impression of their prospects (rating of 1.31 in Table 8). Sending a positive signal via equity
issuance isrelatively more popular among speculative, nondividend-paying firms.
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5.2.4. Private information and convertible stock issuance

Brennan and Kraus (1987) and Brennan and Schwartz (1988) argue that the call or
conversion feature makes convertible debt relatively insensitive to asymmetric information
(between management and investors) about the risk of the firm. We find moderate support for
this argument. Firms use convertible debt to attract investors unsure about the riskiness of the
company (rating of 2.07 in Table 10). This response is relatively more popular anong firms for
which outside investors are likely to know less than management about firm risk, i.e.,, small
firms (2.35) with large managerial ownership (2.47).

Stein (1992) argues that if firms privately know that their stock is undervalued, they prefer to
avoid issuing equity. At the same time, they want to minimize the distress costs that come with
debt issuance. Convertible debt is "delayed” common stock that has lower distress costs than
debt and smaller undervaluation than equity. We find strong evidence consistent with Stein's
argument that convertibles are "back-door equity.” Among firms that issue convertible debt, the
most popular factor is that convertibles are an inexpensive way to issue delayed common stock
(rating of 2.49in Table 10).

5.2.5. Anticipating improvement in credit ratings

Having private information about credit quality can affect a firm's optimal debt maturity. In
theory, if firms privately know they are high quality but are currently assigned a low credit
rating, they issue short-term debt because they expect their rating to improve (Flannery, 1986;
Kale and Noe, 1990). In practice, the evidence that firms time their credit worthiness is weak.
The mean response is only 0.85 (Row e, Table 11) that companies borrow short-term because
they expect their credit rating to improve. This response receives more support from companies
with speculative grade debt (1.18) and those that do not pay dividends (0.99). Though not of
large absolute magnitude, this last answer is consistent with firms timing their credit ratings
when they are subject to large informational asymmetries.

[Insert Table 11]

5.2.6. Timing market interest rates

Although relatively few executives time changes in their credit ratings (something about
which they might reasonably have private information), we find surprising indications that they
try to time the market in other ways. We inquire whether executives attempt to time interest
rates by issuing debt when they feel that market interest rates are particularly low. The rating of
2.22 in Table 6 provides moderately strong evidence that firms try to time the market in this
sense. Market timing is especially important for large firms (2.40), which implies that
companies are more likely to time interest rates when they have alarge or sophisticated treasury
department.

We also find evidence that firms issue short-term debt in an effort to time market interest
rates. CFOs borrow short-term when they feel that short rates are low relative to long rates (1.89
in Table 11) or when they expect long-term rates to decline (1.78). Finally, we check if firms
use foreign debt because foreign interest rates are lower than domestic rates. There is moderate
evidence that relatively low foreign interest rates affect the decision to issue abroad (rating of
2.19). Though insignificant, small (2.33) growth (2.27) firms are more likely to make this claim.
If covered interest rate parity holds, it is not clear to us why firms pursue this strategy.
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5.3. Agency costs
5.3.1. Conflicts between bondholders and equityholders

Myers (1977) argues that investment decisions can be affected by the presence of long-term
debt in a firm's capita structure. Shareholders might "underinvest" and pass up positive NPV
projects if they perceive that the profits will be used to pay off existing debtholders. Thiscost is
most acute among growth firms. Myers (1977) argues that firms can limit total debt, or use
short-term debt, to minimize underinvestment costs. Froot, Scharfstein, and Stein (1993) argue
that firms can hedge or otherwise maintain financia flexibility to avoid these costs of
underinvestment.

We ask firms if their choice between short- and long-term debt, or their overall debt policy,
is related to their desire to pay long-term profits to shareholders, not debtholders. The absolute
number of firms indicating that their debt policy is affected by underinvestment concerns is
small (rating of 1.01 in Table 6). However, more growth (1.09) than nongrowth firms (0.69) are
likely to indicate that underinvestment problems are a concern, which is consistent with the
theory. 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 (Row d in Table 11) that short-term
borrowing is used to allow returns from new projects to be captured by long-term shareholders,
and thereis no statistical difference in the response between growth and nongrowth firms.

Overal, support for the underinvestment argument is weak. This is interesting because it
contrasts with the finding in many large sample studies that debt usage is inversely related to
variables measuring growth options (i.e., market-to-book ratios), which those studies interpret
as evidence that underinvestment costs affects debt policy (e.g., Graham, 1996).

Stockholders capture investment returns above those required to service debt payments and
other liabilities, and at the same time have limited liability when returns are insufficient to fully
pay debtholders. Therefore, stockholders prefer high-risk projects, in conflict with bondholder
preferences. Leland and Toft (1996) argue that using short-term debt reduces this agency
conflict (see a'so Barnea, Haugen, and Senbet, 1980).

In contrast to this hypothesis, however, we find little evidence that executives issue short-
term debt to minimize asset substitution problems. The mean response is only 0.53 (Table 11)
that executives feel that short-term borrowing reduces the chance that shareholders will want to
take on risky projects.

Green (1984) argues that convertible debt can circumvent the asset substitution problem that
arises when firms accept projects that are riskier than bondholders would prefer. However, we
find little evidence that firms use convertibles to protect bondholders against unfavorable
actions by managers or stockholders (rating of 0.62 in Table 10).

5.3.2. Conflicts between managers and equityholders

Jensen (1986) and others argue that when a firm has ample free cash flow, its managers can
squander the cash by consuming perquisites or making inefficient investment decisions. We
inquire whether firms use debt to commit to pay out free cash flows and thereby discipline
management into working efficiently along the lines suggested by Jensen. We find very little
evidence that firms discipline managers in this way (mean rating of 0.33, the second lowest
rating among all factors affecting debt policy in Table 6). It is important to note, however, that
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1) managers might be unwilling to admit to using debt in this manner, or 2) perhaps alow rating
on this question reflects an unwillingness of firms to adopt Jensen’s solution more than a
weaknessin Jensen’ s argument.

5.4. Product market and industry factors

Bradley, Jarrell, and Kim (1984) find that debt ratios differ markedly across industries. One
explanation for this pattern is that the product market environment or nature of competition
varies across industries in a way that affects optimal debt policy. For example, Titman (1984)
suggests that customers avoid purchasing a firm's products if they think that the firm might go
out of business (and therefore not stand behind its products), especially if the products are
unique; consequently, firms that produce unique products might avoid using debt. Brander and
Lewis (1986) model another way that production and financing decisions can be intertwined.
They hypothesize that, by using substantial debt, a firm can provide a credible threat to rivals
that it will not reduce production.

We find little evidence that product market factors affect debt decisions. Executives assign a
mean rating of 1.24 to the proposition that debt should be limited so that a firm's customers or
suppliers do not become concerned that the firm might go out of business (Table 6). Moreover,
high-tech firms (which we assume produce unique products) are less likely than other firms to
limit debt for this reason, contrary to Titman's prediction. We do find that, in comparison to
nongrowth firms (1.00), relatively many growth firms (1.43) claim that customers might not
purchase their products if they are worried that debt usage might cause the firm to go out of
business. This is consistent with Titman's theory if growth firms produce unique products.
Finally, there is no evidence supporting the Brander and Lewis hypothesis that debt provides a
credible production threat (rating of 0.40).

Though we do not find much evidence that product market factors drive industry differences
in debt ratios, we ask executives whether their capital structure decisions are affected by the
financing policy of other firmsin their industries. This is important because some papers define
afirm'starget debt ratio as the industry-wide ratio (e.g., Opler and Titman, 1998; Gilson, 1997).

We find only modest evidence that managers are concerned about the debt levels of their
competitors (rating of 1.49 in Table 6). Recall, however, that credit ratings are important to debt
decisions and note that industry debt ratios are an important input for bond ratings. 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).
Moreover, equity issuance decisions are not influenced greatly by the equity policies of other
firms in a given industry (rating of 1.45 in Table 8). Findly, we find even less evidence that
firms use convertibles because other firmsin their industry do so (1.10 in Table 10).

5.5. Control contests

Capital structure can be used to influence, or can be affected by, corporate control contests
and managerial share ownership (e.g., Harris and Raviv, 1988; Stulz, 1988). We find moderate
evidence that firms issue equity to dilute the stock holdings of certain shareholders (rating of
2.14 in Table 8). This tactic is popular among speculative-grade companies (2.24); however, it
is not related to the number of shares held by managers. We also ask if firms use debt to reduce
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the likelihood that the firm will become a takeover target. We find little support for this
hypothesis (rating of 0.73 in Table 6).

5.6. Risk management

Capital structure can be used to manage risk. Géczy, Minton, and Schrand (1997, p. 1331)
note that "foreign denominated debt can act as a natural hedge of foreign revenues’ and displace
the need to hedge with currency derivatives. We ask whether firms use foreign debt because it
acts as a natural hedge, and separately how important it is to keep the source close to the use of
funds. Among the 31% of respondents who seriously considered issuing foreign debt, the most
popular reason they did so is to provide a natural hedge against foreign currency devaluation
(mean rating of 3.15 in Table 7). Providing a natural hedge is most important for public firms
(3.21) with large foreign exposure (3.34). The second most important factor affecting the use of
foreign debt is keeping the source close to the use of funds (rating of 2.67), especialy for small
(3.09), manufacturing firms (2.92).

Risk-management practices can also explain why firms match the maturity of assets and
liabilities. If asset and liability duration are not aligned, interest rate fluctuations can affect the
amount of funds available for investment and day-to-day operations. We ask firms how they
choose debt maturity. The most popular explanation of how firms choose between short- and
long-term debt is that they match debt maturity with asset life (rating of 2.60 in Table 11).
Maturity-matching is most important for small (2.69), private (2.85) firms.

5.7. Practical, cash management considerations

Liquidity and cash management affect corporate financial decisions, often in ways that are
not as "deep" as the factors driving academic models. For example, many companies issue long-
term so that they do not have to refinance in "bad times' (rating of 2.15 in Table 11). Thisis
especially important for highly levered (2.55), manufacturing (2.37) firms. The CFOs also say
that equity is often issued smply to provide shares to bonus/option plans (2.34 in Table 8),
particularly among investment-grade firms (2.77) with ayoung CEO (2.65).

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

5.8. Other factors affecting capital structure
5.8.1. Debt

We ask if having debt alows firms to bargain for concessions from employees (Chang,
1992; Hanka, 1998). We find no indication that this is the case (mean rating of 0.16 in Table 6,
the lowest rating for any question on the survey). Not a single respondent said that debt is
important or very important as a bargaining device (rating of 3 or 4). We aso check if firms
issue debt after recently accumulating substantial profits (Opler and Titman, 1998). The
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executives do not recognize this as an important factor affecting debt policy (rating 0.53 in
Table9).

Fourteen firms write that they choose debt to minimize their weighted average cost of capital
(see B.5 on the Internet site, Appendix B). Ten 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.

5.8.2. Common stock

We investigate whether concern about earnings dilution affects equity issuance decisions.
The textbook view isthat earnings are not diluted if afirm earns the required return on the new
equity. Conversely, if funds are obtained by issuing debt, the number of shares remains constant
and so EPS can increase. However, the equity is levered and therefore more risky, so
Modigliani and Miller's "conservation of value" tells usthat the stock price will not increase due
to higher EPS. Nonetheless, Brealey and Myers (1996) indicate that there is a common belief
among executives that share issuance dilutes earnings per share (on p. 396, Brealey and Myers
call thisview a"falacy"). To investigate this issue, we ask if earnings per share concerns affect
decisions about issuing common stock.

Among the 38% of firms that seriously considered issuing common equity during the sample
period, earnings dilution is the most important factor affecting their decision (mean rating of
2.84 in Table 8 and a mean rating of 3.18 among public firms). The popularity of this response
is intriguing (see Fig. 7). 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 ensures 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!

[Insert Fig. 7]

We 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. A modest number of the executives state that they use equity because it is the
least risky source of funds (rating of 1.76 in Table 8). The ideathat equity has 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 firms with start-up characteristics are more likely to have this belief.
Unreported analysis indicates that there is a positive correlation between believing that equity is
the cheapest and that it isthe |least risky source of funds.

Nine companies indicate that they issue common stock because it is the "preferred currency”
for making acquisitions, especialy for the pooling method of accounting (see B.9 on the
Internet site, Appendix B). Two firms write that they issue stock because it is the natural form
of financing for them in their current stage of corporate development.
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5.8.3. Convertible debt

We ask the executives whether the ability to call or force conversion is an important feature
affecting convertible debt policy. Among the one-in-five firms that seriously considered issuing
convertible debt, there is moderate evidence that executives like convertibles because of the
ability to call or force conversion (rating of 2.29 in Table 10). Though not a direct test, the
popularity of the call/conversion feature is consistent with Mayers (1998) hypothesis that
convertible debt allows funding of profitable future projects but attenuates overinvestment
incentives. The factors used in decisions to issue convertible debt are presented in Fig. 8.

[Insert Fig. 8]

Billingsley et a. (1985) document that convertibles cost on average 50 basis points less than
straight debt. However, relatively few CFOs indicate that they use convertible debt becauseiit is
less expensive than straight debt (rating of 1.85). Companies run by mature executives are more
likely to issue convertibles because they are less costly than straight debt (2.50).

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

5.8.4. 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 indicate above that firms
issue foreign debt in response to tax incentives, to keep the source close to the use of funds, and
in an attempt to take advantage of low foreign interest rates. Five firms write that they borrow
overseas to broaden their sources of financing (see B.8 on the Internet site, Appendix B). Few
firmsindicate that foreign regulations require them to issue abroad (rating of 0.61in Table 7).

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 20 years ago. The CAPM is also widely used.
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 overal firm. This indicates that practitioners might not apply
the CAPM or NPV rule correctly. It is also interesting that CFOs 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
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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
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 financia 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 follow the trade-off theory and target their debt ratio.
Other results, such as the importance of equity undervaluation and financia flexibility, are
generally consistent with the pecking-order view. However, the evidence in favor of these
theories does not hold up as well under closer scrutiny (e.g., the evidence is generally not
consistent with informational asymmetry causing pecking-order-like behavior), and is weaker
till for more subtle theories. We find mixed or little evidence that signaling, transactions costs,
underinvestment costs, asset substitution, bargaining with employees, free cash flow
considerations, and product market concerns affect capital structure choice. Table 12
summarizes our findings.

[Insert Table 12]

In summary, executives use the mainline techniques that business schools have taught for
years, NPV and CAPM, to vaue projects and to estimate the cost of equity. Interestingly,
financial executives 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
theoriesindicates that it istimeto critically reevaluate the assumptions and implications of these
mainline theories. Alternatively, perhaps the theories are valid descriptions of what firms should
do - but corporations ignore the theoretical advice. One explanation for this last possibility is
that business schools might be better at teaching capital budgeting and the cost of capital than at
teaching capital structure. Moreover, perhaps NPV and the 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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APPENDIX Nonresponse biasand other issuesrelated to survey data

We perform several experiments to investigate whether nonresponse bias might 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 firmsthat 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 eight (13) of these 88 questions at a 5% (10%) level.

Because the answers are correlated across different questions, we aso perform multivariate
c” tests comparing the early and |ate responses. We cal culate multivariate test statistics for each
set of subquestions, grouped by the main question. (That is, one c? is calculated for the 12
subquestions related to the first question on the survey, another c? for the six subquestions
related to the second survey question, etc.) Out of the ten multivariate c?s comparing the means
for the early and late responses, none (two) are significantly different at a 5% (10%) level.
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. Finally, asingle multivariate c? 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 Méellor 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.

We first use ¢ 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 the tables 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 analysisis appropriate.
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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.
Specificaly, we take a random sample of 392 firms from the Compustat database, stratifying on
the number of employeesin 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 ssmulation, we would conclude that there is statistical evidence that
respondent firms are more highly levered than are firmsin 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 sampleis 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. Although the
sample and population differ statistically for these last two traits, the economic differences are
small enough to indicate that our sample is representative of the population from which it is
drawn. 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) there are 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, athough survey respondents might have
entered a P/E ratio of zero or something elseif they had negative earnings.

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 (1,000 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
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 conversationsis that the
executives would not take the timeto fill out asurvey 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 might not elicit the appropriate information.
For example, Stigler (1966) asks managersiif 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,
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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 critiquesisimpossible to completely refute. We have attempted to be very careful
when designing the questions on the survey. We also fed 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 fedl that these
data are representative and provide much unique information that complements what we can
learn from traditional large-sample analysis and clinical studies.
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P/E isthe price-to-earnings ratio, and APV is adjusted present value. The survey
is based on the responses of 392 CFOs.
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Table 1
Demographic correlations of control variables from the survey*

Size P/E D/E Dividends Rating Industry Ownership  Age Tenure Education Regulated Target D/E  Equity For. Rev
(smalto (lowto (lowto (yesto (highto (manu.to (highto (youngto (shortto (MBAto (yesto (noto (public to (highto
large) high) high) no) low) others) low) mature)  long) others) no) yes) private low)

PIE 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***

Fortune500  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. Cross tabulations are conducted by size (large firms have sales of at least
$1 billion), growth (growth has P/E ratio greater than 14), leverage (high has debt-equity greater than 0.3), investment grade (yes has debt rated BBB or above), whether the firm pays dividends,
industry (manufacturing/energy/transportation versus all others), managerial stock ownership (high is greater than 5%), age (older than 59 versus younger than 60), CEO tenure (long is nine
or more years on the job), whether the CEO has an MBA, whether the firm is regulated, whether the firm reports atarget debt ratio, public versus private corporations, whether foreign sales are
greater than 25%, and whether the survey was from the mailing to the Fortune 500 firms rather than the fax to a broader group of firms.
*xx %k * denotes a significant difference at the 1%, 5%, and 10% level, respectively.



Table 2

Survey responses to the question: How frequently does your firm use the following techniques when deciding which projects or acquisitions to pursug?®

Yalways
or amost Size P/E Leverage Investment grade Pay dividends Industry Management own.
aways Mean| Smal Large Growth Non-G Low High Yes No Yes No Manu. Others Low High
b) Internal rate of return 7561 300| 287 341+ 336 336. | 285 336*+| 352 335. | 343 268+ 319 294* | 334 285
a) Net present value 7493 308 | 283 342+ 330 327. | 284 339+ 347 338. | 335 276**| 323 282*| 335 277
) Payback period 5674 253 | 272 225+ 255 241. | 258 246. | 248 236. | 246 263. | 268 233*+| 239 270
o) Hurdle rate 5694 248 | 213 295+ 278 287. | 227 263*| 301 292. | 284 206**| 260 220* | 270 212
!@j‘j’.‘:gY.'gfajf;dy“(eg-v QodVS 14 231 | 213 256*%| 235 241. | 210 256 260 262. | 242 217+ | 235 224. | 237 218.
d) Earnings muitiple approach 38.92 18| 179 201+ 197 211. 167 212** 190 222* 188 1.88. 185 2.00. 185 204.
g) Discounted payback period 2945 156 | 158 155. 152 167. 149 164 . 184 149+ | 154 162. 161 150. 149 176+
) Weincorporatethe-red options’ of - 56 5 147 | 140 157. | 131 155. | 150 141. | 134 161. | 137 152. | 149 145. | 140 152.
aproject when evaluating it
i) Accounting rate of return (or book
atoof Tl on Sesety 2029 134| 141 125. 143 1.19. 134 132. 122 121. 140 1.27. 136 1.34. 130 1.44.
2;’;“56“"‘“‘* orothersimudion 4365 095| 076 122+ 084 086. | 078 110**| 109 104. | 104 082* | 095 092. | 095 086.
&) Adjusted present value 1078 085| 093 072+ | 097 069*| 087 080. | 080 079. | 08 091. | 078 092. | 079 o099+
) Profitability index 1187 083 | 08 0.75. 073 08l. | 074 09* | 066 067. | 08. 083. | 090 076. | 081 098.
%always
or amost CEO age CEO tenure CEO MBA Regulated Target debt ratio Public corp. Foreign sales Fortune 500 mail
always Mean| >59 Ynger Long Short Yes No Yes No No Yes Yes No Yes No No Yes
b) Internal rate of return 7561 3.00| 321 3.06. 297 316* | 317 303. | 376 304+ 303 318. | 327 277+ 331 301+ | 3.00 3.57*
a) Net present value 7493 308 | 308 3.09. 290 317* | 317 300+ | 350 307+ | 299 323+« | 324 278+ 338 295+ 297 3.60**
) Payback period 5674 253 | 283 243+ 280 237+ 248 255. | 205 256* | 265 243* | 245 267* | 262 249. | 257 235.
o) Hurdle rate 5694 248 | 288 238*+| 239 251. | 257 242. | 318 242+ | 233 264* | 270 210**| 256 243. | 230 328
D aas(ea.aoTvS 5151 231 | 220 236. | 220 237. | 241 225. | 314 226+ 224 243. | 237 218. | 236 228. | 222 276"
d) Earnings multiple approach 3892 189| 225 179 | 193 1.86. 198 1.86. 162 1.90. 185 196. | 208 156+ 198 1.84. 183 215+
g) Discounted payback period 2045 156 | 1.94 148+ 172 146+ | 168 1.49. 152 160. 157 161. 156 1.60. 162 153. 151 184+
1) Weincorporate the “real options’ of N .
a project whon evaluating i 2659 147 | 168 140 156 1.36. 149 139. | 095 148 144 1.46. 140 159. 153 1.43. 144 157.
i) Accounting rate of return (or book .
atoof Tt on Seeety 2029 1.34| 149 133. 139 1.34. 142 129. 176 1.30 130 1.39. 131 143. 127 1.38. 136 1.26.
2;’;.“56“"‘“‘* orothersimudion 4365 095| 107 090. | 092 093. | 099 08. | 176 089+ 077 112+ 089 101. | 090 096. | 086 1.36+**
&) Adjusted present value 1078 085| 118 o075+ 08 08 . | 074 091+ | 067 08 . | 08 08l. | 08 09. | 074 08 . | 08 080.
) Profitability index 1187 083 | 087 083. 095 077+ | 083 08. | 057 08. | 075 09| 076 100+ | 08L 083. | 08 0.75.
#Respondents are asked to rate on a scale of 0 (never) to 4 (aways). We report the overall mean as well as the % of respondents that answered 3 (almost always) or 4 (always).

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




Table 3

Survey responses to the question: 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 ?

%always
or amost Size P/E Leverage Investment grade Pay dividends Industry Management own.
aways Mean| Smal Large Growth Non-G Low High Yes No Yes No Manu. Others Low High
b) using the capital asset pricing model e e e
(CAPM, the "beta" approzch) 7349 292 | 249 327 319 3.03. 257 323 313 3.34. 3.00 2.76. 3.02 287. 326 236
a) with average historical returns on
common stock 3941 172 | 180 1.65. 165 178. 180 156. 167 148. 177 163. 160 1.84. 166 1.87.
¢) using the CAPM but including some .
oxtra risk fantore 3429 156 | 139 1.70 162 148. 157 145. 171 176. 151 154. 169 1.49. 159 1.44.
f) back out from discounted
dividend/earnings mode!, 1574 091| 096 087. 090 1.02. 072 1.05* | 092 098. 090 0.95. 0.98 0.80. 097 1.10.
e.g.,Price=Div./(cost of cap. —growth)
f;qﬁﬂf% ourinvesorstell usthey 1393 0gs | 122 054+ 076 044* | 092 088. | 048 079+ | 070 112+ | 080 097. | 065 1.23**
€) by regulatory decisions 7.04 044 | 037 050. 056 032+ 048 0.36. 051 044. 054 024* | 044 044. 051 041.
Y%always
or almost CEO age CEO tenure CEO MBA Regul ated Target debt ratio Public corp. Foreign sales Fortune 500 mail
dways Mean| >59 Ynger Long Short Yes No Yes No No Yes Yes No Yes No No Yes
b) using the capital assat pricingmodel 75 1o 590 | 285 203, | 283 296. | 308 277+ | 300 287. | 283 303. | 313 213+ 323 275+ | 278 346+
(CAPM, the "beta" approach)
Juihaemensoncd lunson 3941 172 | 243 154+ 170 173. | 153 100 | 160 170. | 164 180. | 165 191. | 162 178. | 180 138"
c) using the CAPM but including some . o e
oxtra risk fantore 3429 156 | 191 148 166 1.49. 162 148. 217 141 153 1.49. 156 153. 157 152. 138 217
f) back out from discounted
dividend/earnings model, 1574 091 | 121 082+ | 105 0.83. 078 1.02* 120 0.88. 093 092. 099 0.68* 081 097. 090 0.95.
e.g.,Price=Div./(cost of cap. — growth)
f;qﬁﬂi‘% ourinvestorstell usthey 1393 086 | 076 087. | 102 079. | 072 099 | 069 087. | 094 081. | 067 153*+| 065 097* | 096 046
€) by regulatory decisions 7.04 044 | 032 047. 039 043. 041 047. 219 0.28*=| 049 043. 049 027+ 020 055#*+| 037 0.71*

# Respondents are asked to rate on ascale of 0 (never) to 4 (always). We report the overall mean as well as the % of respondents that answered 3 (almost aways) and 4 (always).
*xx kx % denotes a significant difference at the 1%, 5% and 10% level, respectively. All table columns are defined in Table 1.




Table4
Survey responses to the question: 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 reported.®

Overal Size P/IE

Discount rate | Cash Flow Both Neither Discount rate | Cash Flow Both Neither

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

b) Interest rate risk (change in general

| ) 1530 878 24.65 51.27|17.33 12.67| 7.43 10.67| 29.70 17.33| 4554 59.33"" | 13.39 7.06| 7.09 16.47| 22.83 18.82| 56.69 57.65"
evel of interest rates)

*hk

f) Foreign exchange risk 10.80 1534 1875 5511 7.43 15.44]| 990 22.82| 1535 23.49( 67.33 38.26 10.24 18.75| 14.96 22.50( 22.83 23.75( 51.97 35.00 "
d) GDP or business cycle risk 6.84 1880 1880 55.56] 6.93 6.76| 12.87 27.03[ 19.80 17.57| 60.40 48.65"" | 6.98 7.41| 24.03 1852| 22.48 14.81| 4651 59.26 "
a) Risk of unexpected inflation 1190 1445 1190 61.76] 1343 9.93] 995 20.53| 1493 795 61.69 6159 | 1240 9.64| 1473 16.87| 10.08 12.05| 62.79 61.45"
h) Size (small firms being riskier) 1457 6.00 1343 66.00) 1443 14.67| 7.46 4.00| 16.92 867| 6119 71.33"" | 1484 1566| 7.03 3.61 17.19 9.64| 60.94 68.67 "
€) Commodity price risk 286 1886 10.86 67.43] 2.49 3.38| 12.94 27.03 945 1284|7512 56.76 | 3.12 4941 20.31 24.69| 1250 7.41| 64.06 62.96 -

¢ ) Term structure risk (changein the
long-term vs. short-term interest rate)

857 371 1257 751411045 6.08] 2.99 473 1493 9.46| 7164 79.73" 7.03 6.10( 3.12 6.10( 10.94 17.07| 7891 70.73 "

) Distress risk (probability of
bankruptcy)

i) “Market-to-book” ratio (ratio of
market value of firm to book value of 398 199 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"
assets)

j) Momentum (recent stock price
performance).

741 627 484 8148] 594 9.40 4.95 8.05| 6.93 2.01| 8218 79.87 - 6.98 15.85| 6.98 6.10( 6.98 n/al 79.07 76.83"

343 286 486 8886] 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 -

Leverage Foreign sales

Discount rate| Cash Flow Both Neither Discountrate| Cash Flow Both Neither

Low High ] Low High | Low High | Low High Yes No Yes No Yes No Yes No
Ig)lg”gffft;ﬁ’r‘:é)cha“gemgmd 1429 18121071 652| 24.40 2319|5060 5217 | 1354 1594 833 876 1979 26.29| 58.33 49.00 -
f) Foreign exchange risk 12.88 7.09( 12.88 18.44]| 17.18 21.99( 57.06 52.48 - 13.83 9.52( 2234 12.30| 31.91 1349|3191 64.68""
d) GDP or business cycle risk 6.83 496| 13.66 28.37| 16.15 24.82| 63.35 41.84 | 6.45 7.14( 26.88 15.87| 16.13 19.44| 50.54 57.54 -
a) Risk of unexpected inflation 13.94 10.71 1091 16.43| 848 1357 66.67 59.29 - 7.29 1355/ 19.79 12.75( 13.54 11.55| 59.38 62.15"
h) Size (small firms being riskier) 10.37 15.60 6.71 5.67| 17.68  9.93| 65.24 68.09 - 12.77 15.02 7.45 5.53( 11.70 14.23| 68.09 64.43"
€) Commodity price risk 124 4321429 2662 1242 863| 7205 6043 | 3.23 2.79| 26.88 15.14| 10.75 10.76| 59.14 71.31""

¢ ) Term structure risk (change in the
long-term vs. short-term interest rate)

6.17 11.43| 6.17 214 1049 15.71| 77.16 70.71- 6.45 9.52( 4.30 3.57( 13.98 12.30| 75.27 74.60"

) Distressrisk (probability of
bankruptcy)

i) “Market-to-book” ratio (ratio of
market value of firm to book value of 3.61 4.32( 3.61 0.72| 6.63 7.19| 86.14 87.77 - 4.26 3.95| 5.32 0.79( 5.32 7.91| 8511 87.35"
assets)

j) Momentum (recent stock price
performance).

4.82 8.45| 6.63 6.34| 4.82 4.23] 83.73 80.99 - 9.38 6.75 7.29 5.95 2.08 5.95( 81.25 80.95-

3.68 3.55| 2.45 355 4.91 4.26] 88.96 88.65" 4.26 3.19( 319 2.79( 4.26 5.18( 88.30 88.84 -

2 Percentage of respondents choosing each category is reported. The percentages for discount rate, cash flow, both and neither should sum to 100.
*xk k% % denotes asignificant difference at the 1%, 5%, and 10% level, respectively. All table columns are defined in Table 1.



Table5

Survey responses to the question: 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®...

Y%always
or almost Size P/E Leverage Investment grade Pay dividends Industry Management own.
aways Mean | Small Large Growth Non-G Low High Yes No Yes No Manu. Others Low High
O L reetorour enire 5879 250 | 250 250. | 276 237+ | 245 258. | 241 283+ | 246 253. | 256 232* | 261 241.
d) A risk-matched discount rate for this
particular project (considering both 50.95 2.09 186 236**| 220 2.26. 199 2.30* 243 225. 231 182**| 222 201. 222 201.
country and industry)
b) The discount rate for the overseas - . . e
market (country discount rate) 34.52 1.65 149 182 184 1.69. 154 181 182 201. 175 152 186 142 1.70 152.
¢) A divisional discount rate (if the
project line of business matches a 15.61 0.95 0.82 1.09 ** 112 1.04. 088 1.08* 117 1.05. 1.05 084+ 1.01 0.90. 096 1.08.
domestic division)
€) A different discount rate for each
component cash flow that has a ok x
different risk cheracteristic (.0, 9.87 0.66 0.68 0.64. 049 085 0.61 0.68. 0.75 058. 0.68 0.64. 0.68 0.65. 056 0.85
depreciation vs. operating cash flows)
Yealways
or amost CEO age CEO tenure CEO MBA Regulated Target debt ratio Public corp. Foreign sales Fortune 500 mail
aways Mean| >59 Ynger Long Short Yes No Yes No No Yes Yes No Yes No No Yes
2;2:’;”““‘ rete for our entire 5879 250 | 254 249. | 218 264*| 249 251. | 200 252* | 239 264* | 255 242. | 287 233+ 257 220+
d) A risk-matched discount rate for this
particular project (considering both 50.95 2.09 231 202+ 211 2.06. 220 1.99. 255 203+ 190 2.25* 224  179**| 221 202. 197 2.61***
country and industry)
b) Thediscount rete for theoverseas 34 55 165 | 180 161 149 173* | 177 160 150 166 170 158 178 141+ | 181 158 158 192+
market (country discount rate) ) ’ ’ e ’ ’ ’ T ’ T ’ T ’ ’ ’ T ’ ’
¢) A divisional discount rate (if the
project line of business matches a 15.61 0.95 1.18 0.87** 099 0.92. 0.88 0.98. 127 0.89* 091 101. 1.08 0.66*** 094 093. 089 117+
domestic division)
) A different discount rate for each
component cash flow that has a 987 066| 072 062. | 055 068. | 059 067. | 038 067. | 067 057. | 061 079* | 063 068. | 071 046+

different risk characteristic (e.g.
depreciation vs. operating cash flows)

¢ 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 (dways).
*xx xx * denotes asignificant difference at the 1%, 5%, and 10% level, respectively. All table columns are defined in Table 1.




Table 6

Survey responses to the question: What factors affect how you choose the appropriate amount of debt for your firm?*

%important
or very Size P/E Leverage Investment grade Pay dividends Industry Management own.
important Mean | Small Large Growth Non-G Low High Yes No Yes No Manu. Others Low High
g) Financia flexibility (we restrict debt
so we have enough internal funds . o
available to pursiie new projects when 59.38 2.59 254 265. 261 275. 261 260. 271 259. 273 240 267 252. 268 241
they come along)
d) Our credit rating (as assigned by *xk . . ok ok
rating agencies) 57.10 2.46 192 314 289 281. 229 264 336 311 276 204 252 239. 281 199
D orevoaliyofowreamngsan 4808 232 | 220 236. | 241 225. | 225 232. | 211 244~ | 233 228. | 235 231. | 232 241.
g)eguh;t;’fify""a"‘age of interest 4485 207 | 177 244+ 236 227. | 199 226* | 232 254. | 235 165**| 230 179+ 227 189
fg:;g‘;ﬁ“’“"”s cossandfessfor 335 195 | 207 181+ | 198 18 . | 194 187. | 18 206. | 191 202. | 18 195. | 188 202.
f%;;:r;‘ebt levasof other firmsinour 5340 149 | 120 177+ 172 152. | 136 170"+ 180 171. | 163 134* | 138 166* | 157 137*
b) The potential costs of bankruptcy, - . . x
nesr-bankrupicy, of financidl distress 21.35 124 136 1.10 129 1.02 116 137 0.99 1.4 127 1.21. 131 1.22. 130 1.33.
i) We limit debt so our
customers/suppliers are not worried 18.72 1.24 120 1.30. 143 1.00** 134 1.20. 123 1.14. 119 1.30. 121 140* 117 1.45*
about our firm going out of business
n) We restrict our borrowing so that
profits from new/future projects can be
captured fully by shareholders and do 12.57 1.01 116 0.80***| 109 0.69+** 118 083** 0.77 0.85. 095 1.06. 1.08 0.97. 0.78 1.30 ***
not have to be paid out as interest to
debtholders
j) Wetry to have enough debt that we . . N
are not an attractive takeover target 4.75 0.73 057 091 095 0.86. 0.62 0.90 0.84 0.96. 0.76  0.66 . 0.83 0.66 085 0.74.
f) The personal tax cost our investors . x o .
face when they receive interest income 4.79 0.68 059 0.72 053 0.80 0.68 0.63. 087 051 0.71 055 0.65 0.63. 065 0.72.
k) If we issue debt our competitors
know that we are very unlikely to 2.25 0.40 041 0.37. 048 032* 0.33 047* 038 051. 038 041. 046 0.36. 0.37 0.52 **
reduce our output
m) To ensure that upper management
works hard and efficiently, we issue
sufficient debt to make surethat alarge  1.69 0.33 033 0.32. 032 0.28. 022 049** 028 0.38. 032 034. 040 0.26 ** 033 0.35.
portion of our cash flow is committed
to interest payments
DAhighdebtratiohelpsusbargan g5 016 | 016 015. | 018 013. | 013 019* | 014 017. | 013 019* | 018 015. | 017 0.8.

for concessions from our employees




Table 6 (continued)

Survey responses to the question: What factors affect how you choose the appropriate amount of debt for your firm?

%important
or very CEO age CEO tenure CEO MBA Regulated Target debt ratio Public corp. Foreign sales Fortune 500 mail
important Mean | >59 Ynger Long Short Yes No Yes No No Yes Yes No Yes No No Yes
g) Financid flexibility (we restrict debt
so we have enough internal funds x .
available to pursue new projects when 59.38 2.59 254 259. 268 252. 251 264. 276 257. 263 254. 268 240 291 245 260 255.
they come along)
& Our et reting (as assigned by 5710 246 | 252 244. | 228 256* | 237 250. | 359 232+ 219 273*+| 28 168**| 277 230**| 226 331**
g agencies)
D revoaliyofowreamngsad 4808 232 | 238 233. | 240 229. | 222 240* | 227 231. | 234 226. | 234 231. | 243 227. | 232 230.
s)eguh;tg’l‘if;"’a"‘ag“’ interet 4485 207 | 215 205. | 192 214* | 211 207. | 264 198* | 203 213. | 224 176*| 245 191**| 197 253%*
fgi'g‘;z?’""”smsmdf%f” 3352 195| 195 198. | 222 183*| 203 197. | 171 195. | 202 189. | 192 203. | 198 194. | 200 170*
f%;*:r;’ebt levesof other firmsinour 5340 149 | 143 152. | 146 153. | 161 145. | 232 140+ 137 160* | 163 127**| 141 151. | 141 186+
b) The potential costs of bankruptcy, x
nesr-berkrupicy, or finencial distress 21.35 124 112 1.29. 137 1.20. 124 1.25. 138 1.25. 132 1.19. 115 142 129 1.22. 127 1.08.
i) We limit debt so our
customers/suppliers are not worried 18.72 124 132 1.23. 139 1.17* 123 1.25. 133 1.23. 127 1.24. 127 1.16. 120 1.26. 1.30 0.98 **
about our firm going out of business
n) We restrict our borrowing so that
profits from new/future projects can be
captured fully by shareholders and do 12.57 1.01 0.99 1.00. 1.05 0.97. 1.04 0.98. 086 1.02. 1.03 0.99. 095 110. 101 1.00. 112 0.48 ***
not have to be paid out as interest to
debtholders
j) We try to have enough debt that we o . N
are not an aftractive takeover target 4.75 0.73 0.82 0.70. 0.78 0.70. 076 0.73. 071 0.71. 071 0.77. 094 034 093 0.64 0.70 0.88
f) The personal tax cost our investors . .
face when they receive interest income 4.79 0.68 056 0.68. 0.67 0.63. 0.65 0.65. 0.67 0.62. 0.73 0.58 065 0.64. 0.78 0.61 0.67 0.72.
k) If we issue debt our competitors
know that we are very unlikely to 2.25 0.40 045 0.39. 048 0.34* 037 042. 038 0.38. 044 0.36. 043 035. 042 0.39. 040 0.36.
reduce our output
m) To ensure that upper management
works hard and efficiently, we issue
sufficient debt to meke sure that alarge  1.69 0.33 038 0.32. 042 0.28 ** 030 0.36. 014 034+ 034 034. 031 0.36. 0.27 0.35. 037 0.17 **
portion of our cash flow is committed
to interest payments
hAhighdebtretiohelpsusbargan g0 016 | 014 016. | 016 015. | 016 016. | 014 016. | 016 018. | 017 015. | 016 016. | 017 014.

for concessions from our employees

® 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).
*xx %% * denotes asignificant difference at the 1%, 5%, and 10% level, respectively. All table columns are defined in Table 1.




Table7

Survey responses to the question: Has your firm seriously considered issuing debt in foreign countries? If "yes', what factors affect your firm's decisions about issuing foreign debt?*

%important
or very Size P/E Leverage Investment grade Pay dividends Industry Management own.
important Mean | Small Large Growth Non-G Low High Yes No Yes No Manu. Others Low High
¢) Providing a“natural hedge” (e.g., if
the foreign currency devalues, we are 85.84 3.15 3.06 322. 298 3.29. 320 332. 3.06 3.23. 312 336. 332 294+ 3.00 328.
not obligated to pay interest in US$)
b) Keeping the “source of funds” close - N - e
to the * use of funds’ 63.39 2.67 3.09 252 273 235 270 279. 238 270. 257 312 292 223 255 274.
a) Favorable tax treatment relative to
the U.S (e.g,, different corporate tax 52.25 2.26 194 241 227 229. 226 239. 237 240. 229 208. 236 213. 216 233.
rates)
€) Foreign interest rates may be lower -
than domesic interest rates 44.25 219 233 211. 227 203. 222 213. 220 248. 208 240. 222 210. 204 254
d) Foreign regulations require us to x
issue debt abroad 5.50 0.63 0.60 0.64. 0.75 029 055 0.72. 0.65 0.57. 0.63 0.73. 0.64 0.66. 059 0.61.
%important
or very CEO age CEO tenure CEO MBA Regulated Target debt ratio Public corp. Foreign sales Fortune 500 mail
important Mean | >59 Ynger Long Short Yes No Yes No No Yes Yes No Yes No No Yes
¢) Providing a“natural hedge” (e.g., if
the foreign currency devalues, we are 85.84 3.15 330 313. 339 313. 333 3.06. 333 314. 330 317. 321 295. 334 292* 322 3.00
not obligated to pay interest in US$)
b) Keeping the “source of funds’ close N x
to the * use of funds’ 63.39 2.67 257 271. 274 267. 277 2.66. 333 266 278 264. 265 295. 272 265. 285 230
a) Favorable tax treatment relative to
the U.S (e.g., different corporate tax 52.25 2.26 213 230. 200 239+ 242 204+ 211 222. 244 212. 237 167* 250 1.94** 234 211
rates)
€) Foreign interest rates may be lower -
than domestic interest rates 44.25 219 230 216. 226 217. 222 214. 167 214. 240 193 218 226. 225 208. 228 203 .
) Foreign regulations reqire s o 550 063| 077 057. | 050 069. | 060 058. | 111 057* | 057 064. | 061 056. | 059 064. | 064

issue debt abroad

0.62

? 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).
*xx xx * denotes asignificant difference at the 1%, 5%, and 10% level, respectively. All table columns are defined in Table 1.




Table 8

Survey responses to the question: Has your firm seriously considered issuing common stock? If "yes," what factors affect your firm's decisions about issuing common stock?*

%important
or very Size P/E Leverage Investment grade Pay dividends Industry Management own.
important Mean | Small Large Growth Non-G Low High Yes No Yes No Manu. Others Low High
m) Earnings-per-share dilution 68.55 2.84 265 3.12* 317 3.03. 281 293. 3.00 318. 3.06 263** 3.03 260 ** 3.07 263**
k) The amount by which our stock is
undervalued or overvalued by the 66.94 2.69 267 271. 294 265. 250 2.93** 258 3.08** 270 2.66. 276 250. 293 247 *
market
a) If our stock price has recently risen, % % %
the price a which we can sdl is“high" 62.60 2.53 257 247. 257 261. 245 267. 242 292 235 269 279 226 262 245.
¢) Providing shares to employee . o
bonus/stock option plans 53.28 2.34 222 250. 220 238. 266 2.00 277 197 246 217. 216 247. 234 230.
o vananngalagedoodity 5159 226 | 204 258* | 256 203+ | 186 268+¢| 244 258. | 268 185+ 248 191+ | 264 184+
) Difuting the holcings of cerain 5041 214 | 230 190* | 194 223. | 220 209. | 146 224+ | 197 231. | 195 220. | 200 238+
pSokisourletridyt el 3058 176 | 193 152+ | 207 137+ 180 L171. | 144 168. | 156 197* | 176 160. | 162 191.
g) Whether our recent profits have . -
been sufficient to fund our activities 30.40 1.76 191 154 193 1.39 171 1.79. 152 182. 167 1.76. 184 169. 160 1.88.
f) Using asimilar amount of equity as . - Kk
is used by other firms in our industry 22.95 1.45 133 1.63 170 1.00 135 157. 15 143. 174 1.09 136 1.38. 159 1.32.
h) Issuing stock gives investors a better
impression of our firm's prospectsthan ~ 21.49 131 152 1.00** 148 0.89**| 122 1.37. 0.92 1.43* 110 146* 114 150* 118 151*
issuing debt
1) Inability to obtain funds using debt, . o
convertibles, or other sources 15.57 1.15 136 084 100 0.79. 109 1.20. 0.68 145 103 1.19. 103 122. 116 1.21.
d) Common stock is our cheapest e % Sk
source of funds 14.05 1.10 135 0.73 102 097. 126 0.96. 0.68 0.68. 0.93 128 0.98 1.17. 0.86 1.36
i) The capital gains tax rates faced by
our investors (relative to tax rates on 5.00 0.82 0.78 0.88. 0.88 0.79. 0.98 0.63** 0.80 092. 080 0.77. 0.75 092. 081 0.88.

dividends)




Table 8 (continued)

Survey responses to the question: Has your firm seriously considered issuing common stock? If "yes," what factors affect your firm's decisions about issuing common stock?*

%important
or very CEO age CEO tenure CEO MBA Regulated Target debt ratio Public corp. Foreign sales Fortune 500 mail
important Mean | >59 Ynger Long Short Yes No Yes No No Yes Yes No Yes No No Yes
m) Earnings-per-share dilution 68.55 2.84 3.04 281. 264 3.00* 262 295+ 3.64 272** 269 297. 318 148* 289 280. 273 329*
k) The amount by which our stock is
undervalued or overvalued by the 66.94 2.69 252 274. 286 2.60. 273 267. 243 2.69. 269 266. 290 1.78**| 296 258* 274 243.
market
a) If our stock price has recently risen, >k
the price a which we can sl is*high” 62.60 253 254 255. 251 256. 245 256. 264 250. 247 257. 270 183 236 259. 246 2.79.
¢) Providing shares to employee . - -
bonus/stock option plans 53.28 2.34 265 223 244 229. 213 242. 215 231. 228 238. 224 272 250 229. 224 274
o vananngalagedoedlty 5159 226 | 172 241+ | 212 233. | 179 246*| 314 211+| 171 268+ 240 173+ | 221 224. | 224 238.
) Difuting the holcings of cerain 5041 214 | 232 213. | 227 214. | 216 219. | 200 216. | 224 202. | 225 168* | 193 220. | 225 165*
pSskisouriestridyt el 305 176 | 171 174. | 172 173. | 153 183. | 169 175. | 179 173. | 179 162. | 182 175. | 190 117+
g) Whether our recent profits have . o -
been sufficient to fund our activities 30.40 1.76 136 1.86 184 173. 142 191 169 1.70. 175 1.77. 173 1.80. 155 1.80. 188 1.22
f) Using asimilar amount of equity as . % . %
iss used by other firms in our indusiry 22.95 1.45 112 152 141 147. 113 158 215 130 146 1.37. 143 154. 111 154 148 1.30.
h) Issuing stock gives investors a better
impression of our firm's prospectsthan ~ 21.49 131 092 1.39* 132 130. 111 141. 123 128. 124 136. 129 133. 121 135. 141 091 *
issuing debt
1) Inability to obtain funds using debt, . ok o
convertibles, or other sources 15.57 115 0.79 126 132 110. 0.76 135 138 1.09. 122 1.10. 106 142. 072 129 120 0.91.
d) Common stock is our cheapest o % Sk
source of funds 14.05 1.10 0.88 112. 100 112. 116 1.05. 0.69 115. 132 092 101 146 111 111. 123 0.52
i) The capital gainstax rates faced by
our investors (relative to tax rates on 5.00 0.82 0.79 0.80. 095 0.72. 0.57 0.92** 0.38 081+ 0.84 0.76. 0.84 0.71. 093 0.78. 081 0.83.

dividends)

¢ 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).
*xx xx * denotes asignificant difference at the 1%, 5%, and 10% level, respectively. All table columns are defined in Table 1.




Table9

Survey responses to the question: What other factors affect your firm's debt policy?

%important
or very Size P/E Leverage Investment grade Pay dividends Industry Management own.
important Mean | Small Large Growth Non-G Low High Yes No Yes No Manu. Others Low High
;Lr‘g’fu'lj;“ﬁ wheninterestrtesale 4535 222 | 207 240+ | 235 242. | 213 220. | 240 243. | 237 198+ 225 216. | 239 202
a) We issue debt when our recent
profits (internal funds) are not 46.78 2.13 230 188** 209 1.86. 210 212. 181 2.28* 209 216. 224  1.94* 214 213.
sufficient to fund our activities
d) We use debt when our equity is e o . o
undervalued by the market 30.79 1.56 137 176 214 1.85. 152 1.72. 156 217 165 1.37 167 147. 183 149
9 Chengesinthepriceofowrcommon 1633 108 | 091 125++| 145 133. | 096 127+ | 105 152+~ 114 095. | 114 101. | 125 107.
€) We delay issuing debt because of e o %
transactions costs and fees 10.17 1.06 125 0.83 1.06 0.87. 1.09 1.00. 090 0.92. 0.97 120 1.06 1.07. 092 122
f) We delay retiring debt because of % % .
recapitalizetion costs and fees 12.43 1.04 104 1.05. 116 1.04. 091 118 1.10 1.30. 113 0.93 119 0.86 105 1.02.
b) Using debt gives investors a better
impression of our firm's prospects than 9.83 0.96 085 105* 119 1.14. 091 1.09. 100 1.39* 100 0.84. 1.01 0.87. 107 0.95.
issuing common stock
h) We issue debt when we have
accumulated substantial profits 114 0.53 050 0.55. 061 055. 046 054. 057 0.60. 055 0.50. 058 045. 0.61 0.52.
%important
or very CEO age CEO tenure CEO MBA Regulated Target debt ratio Public corp. Foreign sales Fortune 500 mail
important  Mean | >59 Ynger Long Short Yes No Yes No No Yes Yes No Yes No No Yes
;Lr‘fi’fu'lj;‘;ﬁt wheninterestraesale o35 222 | 213 226. | 224 221. | 236 215. | 219 220. | 230 212. | 239 190*+| 238 215. | 219 235.
a) We issue debt when our recent
profits (internal funds) are not 46.78 2.13 224 209. 235 2.00** 209 218. 200 214. 221 200. 201 233* 193 218. 221 1.75*
sufficient to fund our activities
d) We use debt when our equity is *hk *kk
undervalued by the market 30.79 1.56 151 157. 144 1.60. 150 1.58. 186 1.50. 163 1.46. 210 054 189 141 154 1.67.
9 Chengesinthepriceofowrcommon 1633 108 | 095 111. | 105 106. | 104 108. | 110 104. | 116 099. | 148 031+ 115 102. | 108 1.10.
€) We delay issuing debt because of *okk >k
transactions costs and fees 10.17 1.06 0.97 1.09. 127 0.9 113 1.06. 076 110. 113 0.99. 1.03 1.15. 111 1.05. 117 057
f) We delay retiring debt because of . % %
recapitalizetion costs and fees 12.43 1.04 108 1.01. 120 0.93 110 0.98. 105 1.06. 1.07 0.99. 114 0.87 122 097 1.07 0.89.
b) Using debt gives investors a better
impression of our firm's prospects than 9.83 0.96 110 0.90. 094 095. 0.79 1.04* 1.10 0.91. 101 091. 118 051* 100 092. 092 114.
issuing common stock
h) Weissue debt when we have 114 053 | 051 053. | 061 046* | 045 058. | 071 052. | 056 050. | 056 047. | 057 051. | 052 055.

accumulated substantial profits

? 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).
*xx xx * denotes asignificant difference at the 1%, 5%, and 10% level, respectively. All table columns are defined in Table 1.




Table 10

Survey responses to the question: Has your firm seriously considered issuing convertible debt? If "yes," what factors affect your firm's decisions about issuing convertible debt?

%important
or very Size P/E Leverage Investment grade Pay dividends Industry Management own.
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 58.11 249 254 243. 267 250. 238 260. 273 242. 259 243. 240 257. 242 252.
f) Our stock is currently undervalued 50.68 2.34 226 244 . 272 219* 221 252. 240 2.64. 225 246. 241 243. 228 242.
g) Ability to “call” or force conversion .
of convertible debt if/when we need to 47.95 2.29 228 229. 258 256. 232 220. 221 265. 242 217. 226 233. 208 252
€) Avoiding short-term equity dilution 45.83 218 203 235. 245 219. 215 228. 247 238. 244 197+ 223 214. 205 233.
h) To attract investors unsure about the . . . o
riskiness of our company 43.84 2.07 235 173 188 1.88. 202 210. 136 1.88 183 231 200 213. 182 247
grgggfj;?'&”e'&““pm"ema” 4167 185 | 208 158* | 156 231 | 180 183. | 143 180. | 157 214* | 158 210* | 171 200.
d) Other firmsin our industry " "k % "
s fully use convertibles 12.50 1.10 112 1.06. 122 0.69 129 0.83 093 125. 086 121 092 130 105 1.06.
b) Protecting bondholders against
unfavorable actions by managers or 141 0.62 061 0.64. 0.72 0.31* 0.57 0.66. 043 0.64. 054 0.71. 058 0.72. 061 0.67.
stockholders
%important
or very CEO age CEO tenure CEO MBA Regulated Target debt ratio Public corp. Foreign sales Fortune 500 mail
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 58.11 249 279 246. 274 242. 261 247. 278 251. 236 268. 254 227. 252 241. 251 241.
f) Our stock is currently undervalued 50.68 2.34 200 245. 228 242. 187 257* 278 2.27. 230 232. 245 193+ 248 225. 230 247.
g) Ability to “call” or force conversion .
of convertible debt if/when we need to 47.95 2.29 264 221. 242 222. 191 239 225 228. 223 237. 229 227. 248 220. 228 231.
€) Avoiding short-term equity dilution 45.83 218 200 225. 228 216. 200 224. 311 210** 205 237. 221  207. 224 212. 205 259+
h) To attract investors unsure about the e o fxx
riskiness of our company 43.84 2.07 229 200. 200 2.08. 157 233 188 212. 232 163 177 3.07 200 210. 216 1.75.
StaayeleSePISENN 4167 185 | 250 170* | 194 176. | 204 178. | 138 193. | 207 144*| 181 200. | 181 18. | 202 125*
d) Other firmsin our industry . x " "k
s fully use convertibles 12.50 1.10 100 111. 072 125 057 133 150 0.95 133 0.78 1.09 1.00. 133 1.00. 118 0.80.
b) Protecting bondholders against
unfavorable actions by managers or 141 0.62 1.08 053**| 061 0.66. 048 0.73* 0.62 0.59. 0.60 0.67. 0.61 0.67. 0.62 0.62. 0.64 056 .

stockholders

? 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).
*xx xx * denotes asignificant difference at the 1%, 5%, and 10% level, respectively. All table columns are defined in Table 1.




Table11

Survey responses to the question: What factors affect your firm's choice between short- and long-term debt??

%i mportant

or very
important

Mean

Size

PIE

Leverage

Investment grade

Pay dividends

Industry

Management own.

Small Large

Growth Non-G

Low High

Yes No

Yes No

Manu. Others

Low High

b) Matching the maturity of our debt
with the life of our assets

g) We issue long-term debt to
minimize therisk of having to
refinance in “bad times’

a) We issue short-term when short-
term interest rates are low compared to
long-term rates

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

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

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

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

63.25

48.83

35.94

28.70

9.48

8.99

4.02

2.60

2.15

1.89

1.78

0.94

0.85

0.53

269 246 *

205 229+

179 201

166 1.93*

1.03 0.80*

086 0.84.

*kk

062 0.4

270 246+

231 203*

197 211.

201 182.

087 0.89.

087 0.68*

054 0.32*

257 263.

195 255

182 1.93.

167 1.90 **

101 085*

079 0.99*

056 0.49.

260 245.

226 251+

222 205.

200 202.

084 0.77 .

066 1.18***

0.36 0.56 **

253 267.

222 205.

200 1.74*

191 1.61**

098 0.87.

0.73 0.99 *

047 059+

251 272+

239 179 *

203 177

190 1.65*

105 0.81*

089 0.85.

053 0.51.

254 262.

218 210.

195 1.67*

182 167.

089 097.

089 0.87.

0.40 0.70 ***

%important

or very
important

Mean

CEO age

CEO tenure

CEO MBA

Regulated

Target debt ratio

Public corp.

Foreign sales

Fortune 500 mail

>59 Ynger

Long Short

Yes No

Yes

No Yes

Yes No

Yes No

No Yes

b) Matching the maturity of our debt
with the life of our assets

g) We issue long-term debt to
minimize therisk of having to
refinance in “bad times”

a) We issue short-term when short-
term interest rates are low compared to
long-term rates

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

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 asinterest to debtholders

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

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

63.25

48.83

35.94

28.70

9.48

8.99

4.02

2.60

2.15

1.89

1.78

0.94

0.85

0.53

228 2.69 ***

209 220.

178 1.93.

168 1.80.

0.86 0.95.

0.79 0.87.

051 0.53.

269 253.

225 212.

187 190.

179 178.

098 0.90.

089 0.82.

0.66 0.44 ***

259 264.

220 215.

198 1.87.

174 179.

099 0.89.

0.84 0.87.

045 0.56.

281 260.

248 215.

195 186.

240 1.71*

090 093.

090 0.85.

043 054.

253 266.

200 2.36**

193 185.

172 1.87.

096 0.90.

0.98 0.65***

055 0.51.

247 2.85*

223 202+

200 1.72*

193 1.50 ***

0.87 1.07 **

0.88 0.82.

0.46 0.67 **

233  2.69 ***

240 2.06*

211 1.80*

200 1.69*

095 093.

089 0.85.

044 057+

265 239*

211 231.

186 203.

174 1.94.

0.99 0.70 **

089 0.70*

059 0.29 ***

@ 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).
*xk ** % denotes asignificant difference at the 1%, 5%, and 10% level, respectively. All table columns are defined in Table 1.




Table 12

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

A capital structure theory or concept islisted in the first column, followed by the related survey evidence in the right column.
v (X) indicates that the evidence drawn from the unconditional responses to a survey question supports (does not support)

theideain thefirst column. Anindented v (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 usualy qualifies the

unconditional result it lies directly below.

Theory or concept

Survey evidence

Trade-off theory of choosing optimal debt policy
Trade-off benefits and costs of debt (Scott, 1976).
Often tax benefits are traded off with expected distress
costs or personal tax costs (Miller, 1977).

Firms have target debt ratios
A dstatic version of the trade-off theory implies that
firms have an optimal, target debt ratio.

The effect of transactions costs on debt ratios:
Transactions costs can affect the cost of external funds.
Firms avoid or delay issuing or retiring security
because of issuance/recapitalization cost (Fisher,
Heinkel, and Zechner, 1989)

Pecking-order theory of financing hierarchy:

Financial securities can be undervalued due to
informational asymmetry between managers and
investors. Firms should use securitiesin reverse order of
asymmetry: use internal funds first, debt second,
convertible security third, equity last.

To avoid need for external funds, firms may prefer to
store excess cash (Myers and Majluf, 1984).

Stock price: Recent increase in stock price presents a

"window of opportunity" to issue equity (Loughran and
Ritter, 1995). If stock undervalued due to informational
asymmetry, issue after information release and ensuing
stock price increase (Lucas and McDonald, 1990)

Credit ratings: firms issue short-term if they expect
their credit rating to improve (Flannery, 1986).

Interest rates: do absolute coupon rates or relative
rates between long- and short-term debt affect when
debt isissued?

Table 12 (continued)

v corporate interest deductions moderately important.

v foreign tax treatment moderately important.

v cash flow volatility important.

X expected distress/bankruptcy costs not important.

v maintaining financial flexibility important ( E[distress costs] low).
X unrelated to whether firm has target debt ratio.

X personal taxes not important to debt or equity decision.

v 44% have strict or somewhat strict target/range.
v 64% of investment-grade firms have somewhat strict target/range.
v target D/E moderately important for equity issuance decision.
X 37% have flexible and 19% have no target/range.
X issue equity after stock price increase.
X changes in stock price not important to debt decision.
X execs say same-industry debt ratios are not important.
v there are industry patternsin reported debt ratios.

v transactions costs affect debt policy.
v more important for small firms.
X absolute importance is small for transactions costs delaying debt issue.
v transactions costs relatively important for small, no-dividend firms.
X transactions costs do not cause firms to delay debt retirement.

v firmsvalue financial flexibility.
X desire for flexibility is unrelated to degree of

informational asymmetry (size) or growth status.
X flexibility lessimportant for no-dividend firms.

v issue debt when internal funds are insufficient.
v more important for small firms.
X no relation to growth or dividend status.
v issue equity when internal fundsinsufficient.
v relatively important for small firms.
v equity issuance decision affected by equity undervaluation.
X no relation to size, dividend status, executive ownership.
X equity issuance decision unaffected by ability to obtain

funds from debt, convertibles, or other sources.
X debt issuance unaffected by equity valuation.

X even less important for small, growth, no-dividend firms.

v issue equity when stock price hasrisen
v recent price increase most important for firms that do not pay
dividends (significant) and small firms (not significant).

v In general, rating is very important to debt decision.
X short-term debt not used to time rating improvement.

v issue debt when interest rates low.
v short-term debt used only moderately to time the level of

interest rates or because of yield curve slope.



Theory or concept

Survey evidence

Underinvestment: firm may pass up NPV>0 project
because profits flow to existing bondholders. Can
attenuate by limiting debt or using short-term debt.
Most severe for growth firms (Myers, 1977).

Asset substitution: shareholders take on risky projects

to expropriate wealth from bondholders (Jensen and
Meckling, 1976). Using convertible debt (Green, 1984)
or short-term debt (Myers, 1977) attenuates asset
substitution, relative to using long-term debt.

Free cash flow can lead to overinvestment or inefficiency:

Fixed commitments like debt payments commit free cash
so management works hard and efficiently (Jensen, 1986).

Product market and industry influences:
Debt policy credibly signals production decisions

(Brander and Lewis, 1986).

Sensitive-product firms use less debt so customers and
suppliers do not worry about firm entering distress
(Titman, 1984).

Debt ratios are industry-specific (Bradley et al., 1984).

Corporate control:
Capital structure can be used to affect the likelihood

of success for atakeover bid/control contest. Managers
may issue debt to increase their effective ownership
(Harris and Raviv, 1988; Stulz, 1988).

Risk management: finance foreign operations with foreign
debt as a means of hedging FX risk.

Maturity-matching: match maturity between assets
and liabilities.

Cash management: match cash outflows to cash inflows.

Employee stock/bonus plans: shares of stock needed to
implement employee compensation plans.

Bargaining with employees: high debt allows effective
bargaining with employees (Chang, 1992).

Earnings per share dilution

Managerial characteristics/entrenchment??

X low absolute importance of limiting the use of debt, or borrowing

short-term, to avoid underinvestment.
X growth status has no effect on relative use of short-term debt.

v growth status affects relative importance of limiting total debt.

X neither convertible debt nor short-term debt is used

to protect bondholders from the firm/sharehol ders
taking on risky or unfavorable projects.

X debt is not used with intent of commiting free cash flows.

X debt policy is not used to signal production intentions.

X absolute importance of this explanation is low.
X not important for high-tech firms.
v relatively important for growth firms.

X firms report that the debt, equity, and convertibles usage of

same-industry firms does not affect financing decisions.
v empirical debt ratios differ systematically across industries.

v equity issued to dilute holdings of particular shareholders.
X dilution strategy unrelated to manageria share ownership.
X takeover threat does not affect debt decisions.

v foreign debt is frequently viewed as anatural hedge.

v important to choice between short- and long-term debt.

v long-term debt reduces the need to refinance in bad times.
v spread out required principal repayments or link

principa repayment to expected ability to repay.

v when funding employee plans, firms avoid issuing shares,
which would dilute the holdings of existing shareholders.

X debt policy is not used as bargaining device.

v most important factor affecting equity issuance decision.

Sumarize key findings based on manageria characteristics/share ownership?



