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FUNCTIONAL FIXATION : AN INVESTIGATION OF THE
INFLUENCE OF EARNINGS PER SHARE ON COMPANY
FINANCING DECISIONS

ABSTRACT

In this thesis the various arguments that have
been put forward for the determinants of a
company's capital structure are examined
critically. However, none of these succeeds
convincingly 1in reflecting actual practice.
Furthermore, 1t 1s argued that the common
practice of concentrating on Earnings Per Share
(EPS) as a key 1ndicator of a company's
performance also impacts on the capital 1ssue
choice, and that there is functional fixation on
EPS, particularly short-term EPS. Therefore the
effect on a company's EPS of a particular method
of finance turns out to be an important influence
on a company's financing decisions.

A questionnaire sent to filinance directors of
companlies elicits their views on their
perceptions of the 1important influences on the
choice of financing, and the responses are
analysed using multivariate techniques. The

results are encouraglng as far as the present
research question 1s concerned. An 1innovative

approach of reconstructing company's financial
statements to investigate the impact on various
financial data if an alternative financing method
had been chosen provides further evidence of a
fixation on EPS. Limited dependent variable
analysis 1is carried out to determine the
variables which appear to 1influence the debt-
equity choice. A by-product of the research
question is an analysis of 'elasticity' measures
of gearing, i.e. degrees of financial and
operating 1leverage; and the usefulness and
consistency of the bases of measurement used for

these.

This thesis seeks to determine the extent to
which financial choice is explained by, or at
least consistent with, the maximisation of
Earnings Per Share. In so doing, 1t seeks to
provide a vital link between finance research and
related financial accounting 1issues.
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CHAPTER 1 : INTRODUCTION

1-1 Finance Issue Puzzle

There 1s a plethora of literature published in
the finance journals over the last few decades
that deals with various aspects of the financing
of corporations. The financing issue can be
broadly subdivided 1into, on the one hand, the
essentially static question of the determinants
of optimal capital structure (if any); and on the
other, the essentially dynamilic question of how
changes in this structure should best be
achieved, primarily by means of various types of
finance issues, although repurchase of 1ssued

gsecurities 1s a feasible Dbut 1less common

alternative.

It is not too difficult to envisage situations 1n
which, where idealised competitive conditions do
not hold, persuasive models from the existing
literature may result 1n apparently perverse
conflicts of static and dynamic ‘'optimal
béhaviour'. For example, the Ross (1977)
analysis of capital structure points to
equilibrium levels of debt based on signalling
arguments, whereas the Heinkel and Schwartz

(1986) analysis of finance issues, agaln based on
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signalling arguments (but this time applied to
the method of finance chosen) may conceivably
suggest a method of (equity) finance that moves
the company away from the static Ross equilibrium
debt level. The inability to find a consensus
viewpoint based on normative partial equilibrium
models has led to the 'financing problem' being

regarded as a long-standing 'puzzle'.

On the positive level, the problem is potentially
more tractible. It is not too difficult to ask
practitioners what they do in practice, and to
attempt to generalise this 1into a behavioural
theory. This essentially empirical approach can

involve either survey work (eg. Donaldson (1961)
for an early example) or statistical/econometric

analysis. Both approaches have difficulties.
Survey work based on questionnalres may capture
the intentions of the respondents (or more
perversely, their view of what they believe to be
best practice), but 1t may not adequately

represent their actual behaviour. Conversely,

statistical work may reveal little about either
intentions or the decision processes :in a
particular instance. A combination of approaches
would therefore appear to be the optimal way

forward, and that is the procedure adopted 1n

this thesis.



1-2 Influence of Earnings Per Share (EPS)

The 1importance that is attached to EPS in the
literature, is explored more fully in Chapter 2,
although a brief overview at this point
highlights the many studies that have commented
on the impo;'tance of earnings. For example, Ball
and Brown (1968) focused tightly on the bottom
line; Lev (1989) stated 'earnings, the "bottom
line", are widely believed to be the premier
information item provided in the financial
statements' page 155; and Tweedie and Whittington
(1990) refer to 'the apparently excessive weight
given by financial analysts to "bottom 1line"

earnings figures and gearing ratios' page 97.

This perception appears to be widely held. 1In
the Coopers Deloltte 'Shareholder Value Analysis
Survey (1991)', the Investment Management Group
was quoted as stating 'the traditional method of
assessing a company was earnings per share

growth, which was subject to tremendous

"camouflage"'!, page 12.

This view is also reflected in the pronouncements
of the Accounting Standards Board (ASB). The ASB

has recently introduced Financial Reporting



Standard 3 'Reporting Financial Performance', in

which the ASB seeks to remove the emphasis that

has previously been placed on EPS and states 'It
1s not possible to distil the performance of a
complex organisation into a single measure.
Undue significance, therefore, should not be
pPlaced on any one such measure which may purport

to achieve this aim' (para 52).

Although FRS 3 1ncludes several key changes to
the way companies' results are reported, it may
not succeed 1n removing the emphasis given to
EPS. The Institute for Investment Management and
Research has already set up a committee to
consider the principles under which 'maintainable
EPS' could be calculated (maintainable earnings
being the earnings attributable to the ongoing
business). 'Maintainable EPS' would then be a
key performance indicator which analysts would
use to assess company performance. The idea of
'maintainable EPS' has 1ts roots 1n such concepts
as permanent income, or the Hicks' No.2 concept
of income mailntenance. However, in 1nvoking
these elemental income concepts, it should be
borne in mind that it is the company dividend

that provides the means of consumption and not

the company's earnings.

1-4



The traditional functional fixation hypothesis
(as posited by Ball (1972); Watts (1982); Watts
and Zi‘mmerman (1986)) 1s the view that individual
investors interpret accounting information
without regard for the rules used to arrive at
the information. It maintains that investors can
be misled by firms' accounting methods and
choices. Given the investors' perceived

preoccupation with short-term EPS as an indicator

of company performance, it seems highly probable
that the effect on EPS will be a key
consideration in the debt-equity choice, 1i.e.

there is functional fixation on short-term EPS.

1-3 The Research Question

The primary focus of this thesis 1is to address
the question of the extent to which financing

declisions can be explained on the basis of
behaviour conditioned by financial reporting
practices - 1n particular those relating to
earnings per share calculation. Therefore the
key point at 1ssue 1s whether or not the debt-

equity choice appears to be a function of

financial reporting practice.

Such a view 1is echoed by Higson (1990) 1in the

context of takeovers. He maintains "the evidence
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1s consistent with the hypothesis that accounting
considerations affect the choice of means of
payment in combinations" and "Though companies do
appear to seek advantage through accounting
means, the intriguing question.......is whether
such advantage actually exists. It is hoped that
future research can address the 1impact of the

accounting choice on the firm's market

capitalisation."

Although he points to the need for future
research, Higson's analysis was concerned with
mergers and acquisitions and the effects of SSAP
22 (Accounting for Goodwill)‘ and SSAP 23
(Accounting for Acquisitions and Mergers), and
did not attempt to deal with the financing
choice, but confined itself to an historical

analysis of the information.

In investigating particular financing decisions,
it should be noted that data for the alternatives
to the method chosen in any particular 1instance
are not always readily available. For example,
if a firm chooses to issue equity, the terms and
conditions of alternative methods of finance at
that particular time are not published 1in any
form that allows easy assimilation and

comparison. One particular contribution made in

1-6



this thesis is in the detailed reconstruction of
the decision alternatives that were available to
the firm's managers/directors at the time any
particular issue was made. Thus the terms and
conditions of alternative financing methods are

investigated using contemporary published

information.

The results of these 1nvestigations are then
assembled with the intention of enabling valid
comparisons of alternate financing methods to be
investigated, with particular reference to the
impact on EPS. Considerable care was needed to
allow for the accounting treatment of different
finance methods, the effects on taxation charges
and the impact of prevailing economic conditions

(particularly with respect to interest rates).

Research 1into the financing behaviour ©of
corporations has traditionally concentrated on
the normative aspects of finding an optimal set
of rules to determine the preferred method of
finance. Less emphasis has been placed on the
influences of prevailing economic activity and
policies of financial intermediaries which may,
at a given time, force corporations 1into
financing methods which, under more competitive

conditions, the corporation may not regard as

1-7



optimal.

1-4 Organisation of the Thesis

There 1s a considerable literature looking at
financing decisions both from the point of view
of the relevant advantages of debt and equity
issues and the equilibrium considerations of
capital structure choice. This literature is
reviewed in the context of the current resreach

question in Chapter 2.

In Chapter 3 a survey of the attitudes of finance
directors of companies which have made capital
issues over the period 1985-1990 1s conducted.
The objective of Chapter 3 1s to ascertain the
factors which finance directors consider to be
important in their capital i1ssue decisions. 1In
Chapter 4 an extensive analysis of the
questionnaire responses 1is undertaken using
factor and discriminant analysis. Thilis provided
more motivation for detailed study 1into the
possibility of a fixation on EPS, by showing that
financial information, and particularly short-run

EPS, is important to capital issue decisions.

In Chapter 5, EBIT-EPS analysis 1s examlned and

the framework extended to incorporate
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"elasticity" type risk measures. This analysis
forms the basis of empiridal work 1in Chapters 5
7, and 8. The degree of financial leverage (DFL)
and the degree of operating leverage (DOL),both
potentially important explanatory variables in
the debt/equity choice decision, are estimated
using regression methods following procedures

suggested byMandelker and Rhee (1984).

In Chapter 6 reconstructions of the decision
alternatives of a number of companies are made 1n
order to 1investigate the hypothesis that
financing decisions are made in a way which gives
the highest short-run EPS. This 1nvolved
assessing the impact of a hypothetical 1issue on
the income statement of the firm. The impact 1is

analysed in terms of the effect on EPS in Chapter

6.

In Chapter 7 the impact of the reconstruction 1n
terms of capital and income gearing measures and
also dividend cover is analysed. 1In addition,
profiles of companies which had made particular
types of issue, i.e. equilty or debt, are examined

in terms of their tax and cash flow ratios.

In addition, in Chapter 8 a probit model 1s

formulated in order to find the 1independent
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variables which have most influence on the
dichotomous debt-equity choice. The independent
variables used in the analysis include capital
and 1ncome gearing ratios, interest cover, and
dividend cover (for the year of 1ssue and the
year prior); estimates of DFL and DOL obtained by
using time series regression, as well as those
obtained on the basis of actual data and
averaging; the industry sector,age and beta of
the firm; and dummy variables for the type of
capital issue, and whether the actual 1issue or

the reconstruction gives the higher EPS for a

particular company.

The final Chépter, Chapter 9, discusses the
position reached, and the extent to which the
study has been successful in showing that there

is functional fixation on short-term EPS.
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CHAPTER 2 :

THE THEORY AND PRACTICE OF FINANCING

DECISIONS

2-=1 Introduction

The wunderstanding of most subjects proceeds
incrementally, with new ideas being debated at
the frontiers of a core of generally accepted
knowledge. Filnance has less secure foundations:
whereas the tools of analysis have broad
acceptance, there is still no apparent consensus
on the acceptability or dominance of the various
theoretical paradigms. Even recent 1literature
still contains a considerable amount of work on
'‘core'! 1level theorising, and most empirical
results can be made to sound plausible in the
light of one or other theoretical paradigm. Even
if this fails, anomalous results are sometimes
rationalised in terms of ad hoc theories such as

'money illusion', 'debt capacity' or even the

'pecking order' hypothesis.

The absence of a dominant theoretical perspective
could have one of two positive consequences.
Either the types of financing decisions made are
fairly randomly distributed between the

alternatives (i.e. on the basis that the decision
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outcomes are equivalent, or that any preference
1s Jjustifiable); or some simple ground rules
emerge for what 1is considered to be ‘'good
practice'. In this chapter, the various
viewpoints from the literature are discussed with
the purpose of deciding which of these

alternatives is the more likely consequence of

the current state of analysis.

The - main theoretical perspectives will be

examined under the headings of fundamental
analysis, taxation, asymmetric information
(dealing mainly with agency theory), signalling,

and functional fixation.
2-2 Fundamental analysis

2=-2-1 Introduction

Fundamentalists believe 1in the existence of
underlying value determining factors, and that
careful examination of available financial data
about a company will provide valuable
information. By implication, where financial
decisions are not indeterminate, there are
'optimal' (value maximising) courses of action

for management to take.

2=2



The late 1950s and early 1960s were notable for
the discursive paradigms expounded by, for
example, Durand (1952), and for the pioneering

analytical work of Modigliani and Miller (1958,

1963 and 1966).

In their famous 1958 paper, Modigliani and Miller
(MM) put forward the view that the financial
structure of a company is irrelevant on the basis
of thelr analysis showing that the market value
of a firm is independent of its debt/equity
ratio. The arguments are essentially partial
equilibrium in nature, in that for firms of
equivalent risk class (i.e. equal business risk)
the market value could not be altered by changes
in capiltal structure since this would give rise
to arbitrage opportunities. Essentially, the
argument is that the value of an organisation 1is
dependent on its 'real' assets and liabillities
(and hence the earnings these generate), and not
on the way these are financed. Thus the overall
cost of capital reflects the return on these
assets and for firms with similar business risk
would be equal. MM's 1963 paper introduced the
effect of the tax advantage of debt on the
capital structure decision, with the implication
that a company financed almost totally by debt

had the best structure. This 1s because the tax
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advantage of debt does affect the net cash flows
generated, at 1least up to the point of tax
exhaustion, although Miller (1977) suggests that
the tax advantage may be considerably reduced

because of equilibrium price considerations

applied to debt finance.

In a recent review of their work published on the
thirtieth anniversary of their seminal work,

Miller (1988) makes two interesting points.

Firstly, he states 'the view that capital
structure 1s 1literally irrelevant or that
"nothing matters" in corporate finance, though
still sometimes attributed to us, is far from
what we ever actually_said about the real world
applications of our theoretical propositions',
(page 100). Miller then went on to say
', ..Proposition II showed that when Proposition
I held, the cost of equity capital was a linear
increasing function of the debt/equity ratio.
Any gains from using more of what might seem to
be cheaper debt capital would be offset by the
correspondingly higher cost of the now riskier
equity capital. Our propositions 1implied that
the weighted average of these costs of capital to

a firm would remain the same no matter what

combination of financing sources the firm
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actually chose' page 100. Later 1in the paper
Miller states '...ourpropdsition that value was
independent of capital structure at the
individual firm 1level was never intended to
suggest that the debt/equity ratio was
indeterminate', page 102. Perhaps Miller is
saying here that the original MM analysis was
partial, because there is nothing in this paper

which makes the debt/equity ratio determinate.

Secondly, the clearly evident disparity between
the conclusions of their 1963 paper and the real
world position where firms often had low debt
levels, could be partially explained by the well-
known costs of debt finance such as restrictive
covenants-and bankruptcy costs. However, Miller
suggests 'for reducing the moral hazards and
agency costs 1n the bondholder-stockholder
relation, the undoing-of-leverage-blade in the
original MM proof offered a clue: let the capital
suppliers hold some of each, either directly or
through convertible or exchangeable securities of
any of a number of kinds', page 113. This would
then enable firms to have high leverage and
benefit from the associated tax savings without
incurring prohibitive costs (asymmetric

information and agency theory are discussed

below) .
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These comments might be interpreted uncharitably
as altering the original theory to fit in with
observed behaviour over a number of years. Also,
given the difficulties that have always existed
in testing the Modigliani and Miller propositions
empirically, Miller's remarks bring into question
whether those propositions, with their perfect
market assumptions, ever stood a realistic chance

of trying to explain the real world financing
decisions and capital structures of firms. Myers

(1984), 1in his presidential address to the

American Finance Association, refers to
Modigliani and Miller's capital structure theory
and states that the 'theories don't seem to

explain actual-financing behavior' page 575.

Miller (1988) reaffirms Myers' view when he
states 'direct statistical calibration of the
goodness of fit of the MM value-invariance

propositions has not so far been achieved by us

or others for a variety of reasons', page 103. .

2-2-2 Evaluation of MM Position

over the years many attempts have been made, both

theoretical and empirical, to assess the

Modigliani and Miller

robustness of the

irrelevance theory.



The empirical results of Chatterjee and Scott
(1989) appear to reject the irrelevance theory.
Chatterjee and Scott derived a theory of capital
structure based on three deviations from the

perfect market assumptions of Modigliani and

Miller (1958), viz (i) a net tax effect, (ii)
bankruptcy and bankruptcy costs, and, (iii) an
unprotected creditor effect. They confirmed the
earlier findings of Warner (1977) and Ang et al
(1982) that the fixed (explicit) costs of
bankruptcy are not statistically significant but
find strong explanatory power in the marginal
(1mplicit) costs of bankruptcy - firms with high
fixed asset 1intensity carry heavier debt loads,
because of the floor that these assets create for
potential bankruptcy costs to be borne by
security-holders. This result would also appear
to explain the inter-industry differences 1in debt
ratios found by Schwartz and Aronson (1967) and
Scott (1972). However, there could be other
interpretations of Chatterjee and Scott's results
- for example, long-term assets would tend to be
financed or 'matched' by long-term finance, or it
could be that the cost of assets 1in capital-

intensive businesses means that they have to

borrow to finance then.

Chatterjee and Scott's data also suggest a class
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of unprotected creditors who provide a positive
stimulus to the issuance of long-term debt, and

that this stimulus is stronger than the net tax

effect.

Titman and Wessels (1988) find that firms with
unique or specialised products have relatively
low debt ratios. Also smaller firms tend to use
significantly more short-term debt than 1larger
firms. This latter finding was consistent with
that of Brealey,Hodges and Capron (1976) who
found that 1large companies were more prone to
issue debt (although this is not surprising in
the U.K. because of institueional reasons).
Titman and Wessels' model explains virtually none
of the variation 1in convertible debt ratios
across firms and finds no evidence to support
theoretical work that predicts that debt ratios
are related to a firm's expected growth, non-debt
tax shields, volatility or the collateral value

of its assets. They do however find some support
for the proposition that profitable firms have

relatively less debt relative to the market value

of their equity.

some of their results contradict Bradley, Jarrell
and Kim (1984) who developed a model that

synthesised the 'balancing theory' of capital
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structure. Thelr model incorporated positive

personal taxes on equity and bond income,
expected costs of financial distress and positive
non-debt tax shields. They showed, 1in a
simulation analysis, that optimal firm leverage
l1s related inversely to expected costs of
financial distress and to the amount of non-debt
tax shields. In the empirical part of their
paper, they found that average firm leverage
ratios are strongly related to industry
classification and firm leverage ratios are

related inversely to earnings volatility.

However it may be that some predictions from
static capital structure theories may not hold,
as these models 1ignore the firm's optimal
restructuring choices 1in response to changing
circumstances over time. For example, high-risk
firms might have lower optimal debt ratios but
adopt a more active debt management policy, thus
counterbalancing the higher risk firm. A capital
structure model set 1in a continuous-time

framework might therefore have better explanatory

power.

Such a model was developed by Fischer, Heinkel

and Zechner (1989). Their model of dynamic

optimal capital structure choice in the presence
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of recapitalisation costs ' builds on the
traditional tax/bankruptcy cost theory of capital
structure relevance. They state that a firm
pursuing an optimal financing policy offers a

'falr' risk-adjusted rate of return to its

investors. Assuming that leverage is

advantageous, the unlevered assets without debt-
related tax shields must offer a 'below fair'
risk-adjusted rate of return. The difference
between the risk-adjusted rate of return on the
unlevered assets and the total rate of return on
the levered firm is due to the benefits from
leverage. A firm choosing the optimal dynanmic
capital structure policy would seek to maximise

this rate of return to leverage. The range over
which a company allows its debt to vary 1is used

as a measure of capital structure relevance. The
resulting optimal dynamic capital structure
policy depends upon the benefit of debt financing
(for example, a tax advantage), potential costs
of debt financing (for example, bankruptcy
costs), underlying asset variability, the
riskless interest rate, and the size of the costs
of recapitalising. Smaller, riskier, lower-tax,
lower-bankruptcy cost firms tend to exhibit wider

swings in their debt ratios over time.

A model which obviates the need to 1nvoke
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concepts 1like bankruptcy cost, agency cost,

asymmetric information and éignalling 1s the cash
flow beta theory of capital structure put forward
by Ross (1985). The important feature of this
model 1s that it is based on the interplay of
cash flow, uncertainty and taxes. The cash flow
beta 1s the regression coefficient of the firm's
cash flows before interest and taxes on an

aggregate price level. He finds that for firms

of similar cash flow variance, there will be an
inverse relationship between financial leverage

and cash flow beta.

Empirical support for Ross' cash flow beta theory
is provided by Sugrue and Scherr (1989) but this
support depends upon the sample period and the

leverage specification. This would suggest that

equilibrium models of capital structure should be
tested using relatively long estimation periods

to lessen the effects caused by firm's short-term

response to economic conditions.

Whilst many attempts have been made over the
vears to derive a theory of capital structure, no
one theory predonminates. A common feature 1n
many of these models, emphasised to a greater or
lesser degree, is that the amount of debt that

a business will employ is related to the tax
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shields and bankruptcy costs.

2-3 Taxation

2-3-1 Introduction

There are certain tax advantages to debt in as
much as the 1nterest on debt is an allowable

expense for tax purposes.

The seminal work of Modigliani and Miller (1963),

in which they introduced the tax advantage of

debt into their model of the impact of capital
structure on the firm's financing value, has led
to much theoris‘ing about the role of taxation 1in
determining the financial policy of the firm.
According to Modigliani and Miller, any firm
could 1increase its total market value by
increasing the amount of debt in 1its capital
structure (presumably up to the limit of tax
exhaustion); Miller (1977) finds an equilibrium
analysis at the level of the market as a whole
and not of the individual firm. Taking 1into
account both corporate and personal taxes, he
goes back to the original MM decision, that
capital structure decisions by the firm are
irrelevant, 1i.e. changes 1in capital structure

have no effect on the firm's total valuation.
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Miller's model suggests that in market

equllibrium, personal and corporate taxes cancel

out.

DeAngelo and Masulils (1980) showed that the net

tax advantage to debt would in equilibrium be low

but positive, exactly offsetting ., marginal
bankruptcy costs. Brick and Ravid (1985)
presented a tax-induced framework to analyze debt
maturity problems. They found that an increasing
term structure of interest rates, adjusted for
default risk, usually results 1n long-term debt

being optimal, whereas a decreasing term

structure renders short-term debt optimal. This
may explain why long-term debt may be issued even
though from agency considerations, short-term
debt is often optimal (Barnea, Haugen and Senbet,

1985). The problem is that the term structure

can change very quickly.

There have been many empirical studies carried
out both in the U.S. and the U.K. since Miller's
1977 paper. The results have been inconclusive
and often contradictory. Myers (1984) stated 'I
know of no study clearly demonstrating that a
firm's tax status has predictable, material

effects on its debt policy.',page 588.



In his book 'Public Policy and the Corporation',

King (1977) tried to investigate the relationship
between the values of various tax incentive
variables (eg. tax relief for debt interest) and
the actual pattern of corporate financing in the
U.K. over the period 1947-1971. He reported that
'a reasonable picture of the determinants of the
debt-equity ratio of U.K. industrial and
commerclial companlies can be obtained from a
simple model relating the target debt-equity
ratio to the tax incentives to the use of debt
finance, and to the amount of takeover activity
going on in the economy', page 226. King's model

is given by:
d,=a,+0, Ve+a,V+a,d,
where

d = debt-equity ratio

V, = [6(1-1)-(1-m)]

v, = [(1-m) - (1-2) (1-7)]



m = marglnal rate of income tax on

unearned income

Z = accrued capilital gains rate of
taxation
t = corporation tax rate

King concluded that other factors such as
uncertainty and bankruptcy costs, which the above
model does not take account of, also play a role

in the firm's choice of financing policy.

Subsequently Rutterford (1986) investigated the
effects of corporate and personal taxation on
company capilital structure. She developed a model
of the effects on firm value of an increase 1n
corporate gearing, under the assumptions of
perfect capital markets but allowing for both

investor and corporate taxes. The model was

defined as:

A B, p,(1-¢t,) (1-¢tp)
and:
(A Soo * ) - - (1-tg)Bd
ABO (1-tpb)



where S, = ex-dividend value of all the shares

in the firm

amount of debt

personal tax rate on dividend income

tax rate on gains

the net of corporate tax profits

where profits are undistributed

o
o
[

the net of corporate tax profits

where profits are distributed

These equations gave the change in the value of
shareholders' equity for each additional unit of
debt raised at time 0. The values of the right
hand side are the "tax advantage of debt" under
any tax system. Rutterford derived these values
for the U.K. tax system 1930 to 1980 using one or
other of the above equations according to the

optimal dividend policy of each particular tax

system.

She claimed that the model allows for the
interaction of optimal dividend policy and

optimal debt policy of the firm. This, of
course, brings into question the basis on which
'optimality' is defined. It turns out that
'optimal' covers a range of possible alternative

policies depending on the period 1in time as
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different tax regimes 1impacted on what was

‘optimal'’.

Rutterford stated 'the results of the tests

provide 1little evidence, after allowing for

measurement differences, in support of a
significant role for taxes in company. choice of
debt-equity ratios', page 2 and 'the role of
corporate and personal taxes .as ma’jor
determinants of U.K. company capital structure is

found to be generally not significant', page 548.

Lasfer (1987) develops a model of optimal debt
capacity; under this model the firm's debt to
equlty ratio is hypothesised as being determined
by the asset base, the corporation tax rate and

risk. His model can be expressed algebraically

asS.

oD, - Bo+[31At+BZODt_1+[33Taxt+B4Riskt+€c

where:

OD. = the firm's outstanding debt at time t

A. = the firm's net assets at time t

Lasfer tries to model the effective marginal
corporation tax rates and not use a proxy - thus
alleviating one criticism that could be made of

Rutterford (1986), as unlike | her, Lasfer
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estimates the effective marginal corporation tax
rate for each company in his sample (88 firms),

thus identifying the companies that are tax-

exhausted.

Lasfer also seeks to analyse the effects of
personal income taxation on ., dividend
distribution, viewing the decision on whether to
distribute or not, as a function of the marginal
personal income tax rates of the firm's
shareholders. His evidence in this area 1s
rather ‘ patchy. The results of Davidson and
Mallin (1989) show some evidence for a weak tax
based clientele effect that appears to operate
for firms with high annual dividend yields, but
overall they suggest that ex-dividend value
changes may have little implication for long-term
tax-induced effects on security prices. The

direct evidence of Lewellen et al (1978) 1s also

only very weakly supportive of any clientele

effect.

l.asfer concludes 'companies do not appear to
select their debt levels randomly but rather take
account of their tax position, level of risk,

assets base and the market expectations ref lected



in Tobin's gq.' Companies that are tax exhausted
are found to have significantly lower debt ratios
than those in a tax paying position', page 19.
His results therefore support the view that a
target debt-capital ratio is a function of the
tax exhaustion position, the required rate of
return by shareholders and the level of interest
rates. It appears that a company that is tax-
exhausted and therefore cannot take advantage of
the tax shields prefers to finance its investment

projects using new issues or retained earnings.

Lasfer's results may be subject to certain
econometric considerations and interpretational
differences. For example, serial correlation in
the error term of his partial adjustment model,

simultaneous equation bias and spurious

correlation.

Ashton (1989) argued that under the present U.K.
tax system, the theoretical advantage afforded by
debt should be estimated at no more than 13% of

the debt's market value. In a later paper

(1991), Ashton extends and corrects his earlier

Imobin's q is defined as the ratio of market value of equity

to the replacement cost of net assets. _
used the product of the average price of equity for the
corresponding year by the number of shares adjusted for new
issues, whilst for the replacement cost of net assets he used

fixed assets,stock and work-in-progress.
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paper, dealing now with the case of non-constant
earning streams. He makes the crucial assumption
that dividends are irrelevant for tax purposes (a
rather strong assumption), as if they were not
the tax advantage to debt would depend on the
pattern of financing through time. He also
assumes the existence of quite simple
relationships between weighted averages of
marginal personal tax rates. He sums up 'we can
fairly confidently conclude that under the
current U.K. Imputation Tax System, any tax
advantage to debt finance is likely to be small.
As such, the role played by taxation in shaping
the financial policy of the firmiis likely to be

minor rather than major', page 480.

However, Dempsey (1991) draws attention to the
market spread between borrowing and lending which
constitutes a 'cost' for corporate borrowing and
finds that, 1n the context of the present U.K.
tax system, this ‘'cost' of Dborrowing 1is
sufficient to nullify entirely the perceived tax
benefits of corporate borrowing. He concludes
that at present corporate borrowing could 1imply
a net disadvantage for the valuation of a

company's equity by about 6% or 7% of the debt's

market value.



2-3-3 U.8. Tax Studies

Studies that have been carried out on U.S. data
and in the context of the U.S. tax system, which
differs significantly from the U.K. system, have
tended to find that there is a substantial
advantage to using debt finance. The value added
to a company by debt has been estimated as high

as 35% to 50% of the debt's market value

according to Dempsey (1991), page 221.

Feldstein (1989) recommended replacing the
current corporate income tax with a cash flow
corporate 1ncome tax in order to reduce the
incentive for the excess use of corporate debt.
This could be achieved by dispensing with the
deductibility of interest expenses and allowing

an immediate write-off of all investment in plant

and equipment.

MacKie-Mason (1990) ©pointed out that the
desirability of debt finance at the margin
increases with the firm's effective marginal tax
rate on deductible interest. He found 'clear and

substantial tax effects', page 1488. He thought

most tax shields would have a negligible effect
on the marginal tax rate for most f£ irms, so he

studied the incremental financing choices made by
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firm managers. The actual decisions, made at the

margin, would provide more powerful tests than
the studies of debt/asset ratios because the
ratios reflect the outcomes of many decisions
made over a number of years. Secondly, tax
shields affect the value of incremental debt
insofar as they lower the effective marginal tax
rate on interest deductions, and it is only for
firms that are already close to tax exhaustion
for whom tax shields have a large marginal
effect. His results supported this view as they
showed that a firm with high tax shields, already
exhausted (with 1loss carryforwards) or with a

high probability of facing a zero marginal tax

rate, is less likely to finance with debt.

In summary there is no real consensus arising
from the tax studies carried out in the U.K. and

the U.S. on the advantages of debt. However it

would appear that tax exhausted companles are

less inclined to issue debt.
2-4 Agency Theory
2-4-1 Agency Costs

Agency theory is concerned with costs that arise

due to conflicts of 1nterest. Jensen and
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Meckling (1976) 1identify three main costs :

monitoring costs, bonding costs and residual

loss.

Monitoring costs might include restrictive

covenants on debt finance, and the higher the
level of debt, the more restrictive these
covenants may be. This can lead to residual loss
because the company may be constrained in its

activities and so may not meet its competitive

ideal. Monitoring costs are also apparent in
rights issues, as Smith (1977) showed - although
rights issues involve significantly lower costs
than underwritten offerings, underwriters were

involved in over 90% of the offerings. Smith's

explanation 1is that the use of underwriters

reduced overall monitoring costs.

Bonding costs are incurred when the agent agrees

not to engage in certain activities which could

be to the detriment of the principals (for

example, an agent may agree not to deal with one
of the firm's competitors). Bonding costs act as

a signal that the agent is bona fide.

Residual loss is a measure of the extent to which
the firm does not behave in a way that is optimal

for the principal. This type of behaviour
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relates a priori to the extent of separation and
control (because of conflicts that arise between
managers and shareholders, where managers hold

less than 100% of the residual claim), but it is

possible that highly restrictive debt covenants

could, also, lead to suboptimal behaviour.

These costs arise 1in the corporate context
because of conflicts between shareholders and
managers where managers hold less than 100% of
the residual claim to the firm's equity. In this
situati:on managers may act in a manner that is
suboptimal to the shareholders, as rather than
investing more time and effort into profit
enhancement aétivities, they may prefer to
transfer firm resources to themselves in the form
of perquisites, such as company cars, luxurious
offices, etc. However the larger the manager's
share of equity, the less prone he is to act 1in
this way. By financing investment by debt and
holding thé manager's share of equity constant,

the loss between the managers and shareholders

can be mitigated.

There is also a conflict that may arise between
equityholders and debtholders because the debt
contract gives equityholders an incentive to

invest suboptimally. For example, the lower the
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proportion of equity, the higher is the
inducement for ordinary shareholders/managers
acting on their behalf, to invest in risky
projects, reducing the value of debt. However if
the debtholders correctly predict at the time of
issue of the debt that this suboptimal behaviour
may occur, then the equityholders will receive
less for the debt than they otherwise would. So,
the cost of the incentive to invest in value-
decreasing projects created by debt is borne by
the equityholders who issue the debt. This is
Known as the 'asset substitution effect' and is

an agency cost of debt financing.

In addition there is the moral hazard problem
which may arise when one contracts to act in a
particular way, but if there 1s no check on it,
it 1s possible to renege. This is distinct from
the problem of adverse selection, an example of
which is the insurance industry where the people
who choose to insure may well be those that are
at particular risk. Adverse selection 1s ex-ante
information asymmetry, whereas moral hazard 1is
ex-post information asymmetry. They can occur

when the actions of the agent are unobservable.
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2-4-2 Conflict Between Managers and Investors

Jensen and Meckling (1976) argue that an optimal
capital structure can be obtained by trading off
the agency cost of debt against the benefit of
debt. Fama (1980) also argued that managerial
incentive problems (i.e. those usually attributed
to the separation of security ownership and
control of the firm) could be resolved given a
competitive market for management (a very
'Chicago' oriented approach). Agrawal and
Mandelker (1987) found that there was a positive
relationship between the security holdings of
managers and the changes in firm variance and in
financial leverage. It would seem that executive
holdings of common stock and options in the firm
have a role 1in reducing managerial incentive
problems,l1.e. if managers have an equity stake in
the business they are less likely to indulge in

behaviour which may harm the returns on equity.

Kim and Sorensen (1986) find that firms with
higher insider ownership have greater debt ratios
than firms with lower insider ownership. This
finding is ambiguous. It may be explained by
agency costs since high insider ownership firms
may issue debt 1in order to remain as high insider

ownership firms because of the costs of outside
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equity. Alternatively, more debt may be issued
by high insider ownership firms because the
agency costs of outside debt decline with
ownership concentration. Thelir other findings
show that high-growth firms use less debt rather
than more debt, high-operating risk firms use
more debt rather than less debt, and .firm size

appears to be uncorrelated to the level of debt.

An 1interesting variation 1s ©provided Dby
Hirshleifer and Thakor (1989) who considered a
situation where managers have an incentive to
pursue relatively safe projects out of a concern
for their reputation. Faced with a choice of two
projects, each with only two outcomes, success or
failure, managers would choose the safer project
if it had a higher probability of success. This
reduces the agency cost of debt, so 1f managers

are susceptible to a reputation effect, the firm

would be expected to have more debt than

otherwise.

Harris and Raviv (1990) provide a theory of
capital structure based on the effect of debt on
investors' information about the firm and on
their ability to oversee management. They
contend that managers do not always behave in the

best interests of their investors and so need to
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be disciplined. Debt serves as a disciplining
device as default allows creditors the option to
force the firm into 1liquidation. Also debt
generates information that can be wused by
investors to evaluate major operating decisions
including liquidation. The optimal amount of
debt 1s determined by trading off the value of
information and opportunities for disciplining
management against the probability of incurring

investigation costs.

Stulz (1990) also concentrated on the conflict

between equityholders and managers, and his

optimal capital structure is determined by
trading off the benefit of debt in preventing
investment in value decreasing projects against

the cost of debt in preventing investment 1n

value increasing projects. As in Jensen (1986),

firms with an abundance of good investment
opportunities can be expected to have low debt
levels relative to firms in mature, slow-growth,

cash-rich industries. Stulz argues that managers
will be reluctant to implement the optimal debt
levels but are more likely to do so the greater

is the threat of takeover.

There is also some evidence that the presence of

outside third parties moderates agency-related
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costs of debt and equity.

Slovin, Sushka, and Hudson (1990) demonstrate
that the market reaction to announcements of
seasoned stock offerings varies with the presence
of outside agents (accounting firms, commercial
banks and underwriters) who monitor the firm.
The presence of substantial bank debt in a firm's
capital structure and the use of. a high-
reputation investment banker would appear to
mitigate the negative effect of equity issuance.
In an earlier paper, Moyer, Chatfield and

Sisneros (1989) found some support for the role

of analyst monitoring as an efficient device for

controlling agency-related costs of debt and

equity.

2-4-3 Conflict between Equityholders &

Debtholders

One aspect of agency theory which has received

considerable attention is the conflict between

equityholders and debtholders.

Green and Talmor (1986) explicitly examined the

incentive for asset substitution by solving

endogenously for the optimal risk policy. Their

results supported the notion that more debt
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increases shareholders' incentives to take risk.
Conversely, Gavish and Kalay (1983) found that
stockholders' incentive to lncrease the
investment's risk is not an increasing function
of the leverage ratio, i.e. the increase 1in

shareholder wealth does not depend monotonically

on the leverage ratio.

Diamond (1989) posited a model concerned with a
firm's reputation for choosing projects that
assure debt repayment. The 1longer a firm's
history‘ of repaying its debt, the better its
reputation and the 1lower its borrowing cost
( ref lected, for example, in Standard and
Poor /Moody's AAA bond rating). An older, more
established firm would find it optimal to choose
the safe project (and not engage 1n asset
substitution) to avoid 1losing a valuable
reputation. Firms with long track records will
therefore tend to have lower default rates and

lower costs of debt than firms with brief

histories.

Brennan and Dunlop (1991) were concerned with the
adverse selection problem of a firm that must
sell new equity in order to finance an investment
project, when there is also a managerial agency

problem of over-investment. They show that 1it
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may be efficient for a firm to issue a class of
shares that are partly paid or assessable. Their
findings show that management does not maximise
the 1interest of one <class of investors
(stockholders) at the expense of the others
(bondholders). This is in accordance with Haugen
and Senbet (1981) and (1988) who suggested that
the risk incentive problem may be solved through
complex financing contracting (for example, the
inclusion of call or conversion provisions in
debt) . However, Narayanan (1987) argued that
convertible debt does not solve the perquisite
consumption problem, and that callable debt might
also not mitigate that particular problem as

management is retaining a call option.

The rapid growth of finance which 1is strictly
neither debt nor equity in the traditional sense,
may prove to have been instrumental in reducing

the usual perceived conflicts between managers

and shareholders on the one hand, . and

shareholders and debtholders on the other.

Brick and Ravid (1985) argued that 1in the

presence of a rising term structure of interest
rates, long-term debt, with appropriate call and

convertible features, may play a role 1in

maximising the tax Dbenefits of debt and

2-31



simultaneously resolving agency conflicts which
arise due to 1nformational asymmetry and moral
hazard. Such arguments are in line with the
analysis developed by Hirshleifer (1971) who
argued that the various features of different
financial 1liabilities contribute to market
completeness and can 1lead to higher overall
valuation. It can be seen, for example, that
different types of secured position will have an

effect on the value of debt, given bankruptcy

costs.
2-4-4 Economic Consequences

Research from the economic consequences viewpolnt
also has agency implications. For example,
Holthausen and Leftwich (1983) looked at the

effect of contracting and monitoring costs on

accounting choice. This economic consequence
approach predicts that particular accounting
methods are chosen because they affect firms'cash
flows. Empirical tests of economic consequences
reveal systematic associations between accounting
technique choices and firm size, a proxy for
political visibility, and leverage, a proxy for
contracting costs. These results are, however,

difficult to interpret as there 1is 1little

evidence for these proxies.
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Malmquist (1990) and Mian and Smith (1990) both
take an efficient contracting view of the world.
Malmquist's work is based on the premise that
accounting methods are chosen to enhance the
efficiency of contracting and monitoring
arrangements. Mian and Smith conjecture that the
more interdependent the subsidiary's activities
are, the more 1likely the financial statements
will be presented on a consolidated basis. The
strength of the two papers is in their attempt to
structure a set of tests which assume that
accounting methods are chosen to increase the
efficiency of contracts in monitoring the

conflicts of interest among agents in the firm.

Recent work by Mangos (1991) advances a
theoretical framework which incorporates the

contractual links which exist between managers

and shareholders, and managers and debtholders,

but also incorporates the political visibility

factors that he feels are associated with
accounting choice. Mangos and Lehman (1991)
state that contracting costs should be overtly

integrated with political costs 1nstead of

treating them as a hidden agenda.

To conclude the review of the literature in this

section a pertinent comment is that it 1is

2=-33



difficult to formulate testable hypotheses in
agency theory, even though it has a theoretical
strand, 1n addition to a discursive one. This
is, in essence, a problem of the data as ldeally
cross-sectional data are needed, relating to
firms which are highly similar except with
respect to thelr ownership structure. Walker
(1989) examines the empirical testability of
agency theory from a falsificationist perspective
and also argues that agency models involving pre-
decision information are practically devoid of

emplrical content.

It would seem then that agency theory 1is not
capable of providing an empirically testable

explanation of capital structure.

2-5 Pecking Order Hypothesis

Myers and Majluf (1984) put forward the concept
of a modified pecking order theory whereby firms
woﬁld finance investment by 1internal funds as
first preference, then by debt and, as final
choice, equity. The theory is essentially ad hoc
but can be viewed as building on the empirical
work of Donaldson (1961) who had studied the

financing practices of a sample of large

corporations and found that management favoured
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internal sources of finance but if external funds

were sought, debt was favoured over equity.

This pecking order is partly attributed to the
effects of asymmetric information - as when
equity 1is issued there is often a fall in the
share price as the market would appear to think
that if the company is issuing equity, management
must believe that the shares are aqver-valued.
This has been supported by several studies,

including those by Korwar (1983), Asquith and

Mullins (1986) and Mikkelson and Partch (1986).
Debt often has the drawbacks of restrictive
covenants and other monitoring costs, but is

generally still preferable to equity because of

assoclated tax advantages and lower issue costs.
Funding from internal sources does not carry any

of the afore-mentioned costs.

Although Baskin (1989), Krasker (1986) and
Narayanan (1988) found empirical evidence of the

pecking order hypothesis, Brennan and Kraus

(1987), Noe (1988) and Constaninides and Grundy
(1989) dispute the pecking order result in models
similar to that of Myers amd Majluf. Also other
theoretical signalling models, such as Ross
(1977), Leland and Pyle (1977) and Heinkel (1982)

do not obtain a pecking order result. Myers
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himself (1984) had summed up the modifed pecking
order theory by stating that it 'depends on
sticky dividends, but does not explain why they
are sticky. Second, it leaves us with at best a
fuzzy understanding of when and why firms issue
common equity' page 590. On balance, it would

seem that the Myers and Majluf pecking order

model 1s at best only a partial explanation.
2-6 Signalling Theory

2-6-1 Introduction

Signalling theory is based on information
asymmetry and' the existence of a well behaved
signalling cost function which forms the basis

for an equilibrium model of signalling behaviour.

The foundations of signalling theory were

formalised by Akerlof (1970) and Spmence (1974),
the latter concentrating mainly on the use of

education as a signal in the labour market.

In his ‘'market for lemons' article, Akerlof
(1970) suggested that firms could give guarantees

etc. as signals of quality. There are many

markets in which buyers use some market statistic

to judge the quality of prospective purchases.
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There is an incentive for sellers to market poor

quality merchandise, since the returns for good

quality accrue mainly to the whole group whose
statistic 1s affected rather than to the
individual seller. Akerlof cited the second-hand
car market as an example - the bad ones,
'lemons', still get sold as it is very.difficult
to differentiate between the good cars and the
bad ones. Akerlof suggests that the sellers of
good cars could give guarantees on them, to try
to counteract the effects of gquality uncertainty
on the purchaser. Other ways of counteracting
the effects of quality uncertainty might be

through brand names, or licensing practices.

Spence (1974) wrote of the concept of a signal
being the observable attribute upon which the

employer makes Jjudgements about individual
productivity, for example, education. The signal
is read, interpreted in the 1light of past
experience and reacted to accordingly. An
equilibrium is reached when the employer's
beliefs concerning the relation between the

signal and the productivity are confirmed by his

experience in the market.

A signal is characterised by the followlng:

(1) it is discretionary
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(ii) it has a cost

(iii) the costs increase with the amount of the
signal

(1v) the costs at the margin are negatively
correlated with the value determining factor
being signalled

(V) experience must confirm the signal (i.e.

there 1s reinforcement of the signal)

In relation to point (ii) above, generally
signalling must have a cost, but in certain
circumstances it 1s arqued by some authors, for
example, Heinkel (1982), that signalling can be
costless. Subsequently, Franke (1987) cited two
conditions for costless signalling - the outsider
rationality condition and the no-arbitrage
condition. However, the concept of costless
signalling is not intuitively appealing and does

not lend itself to empirical proof.

Riley (1975) and (1979) argued that sellers of
high quality products have an incentive to engage
in some distinguishing activity which operates as

a signal to potential buyers. He showed that

there 1is a unique reactive informational

equilibrium and argued that stability can be
achieved by building into the equilibrium

concept, a recognition of possible reactions by
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other agents. The transfer of information via

markets can be explained as a non-cooperative

equilibrium phenomenon. In essence, Riley's
contribution is basically to formulate

mathematically the nature of equilibrium response

but his framework is essentially that adopted by

Spence.

There have been two approaches to the signalling
implications of financial structure. The work of
Ross (1977)' and Leland and Pyle (1977)
concentrated on the theory that the choice of a

firm's capital structure signals to outside

investors the information of insiders. The work
of Myers and Majluf (1984) and Myers (1984)
viewed capital structure as being wdesigned to
mitigate inefficiencies in the firm's i1nvestment
decisions that are caused by the 1information

asymmetry. These are discussed below.

2-6-2 Ross Interpretation of Signalling

Ross (1977) stated that the choice of a
managerial incentive schedule and of a financial
structure signals information to the market, so
the value of a firm will rise with leverage since
increasing 1leverage increases the market's

perception of value. However, increasing debt
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levels increase bankruptcy costs, and furthermore

the better management is, the lower the expected

bankruptcy costs per unit of debt at any given
debt 1level. Thus better companies would, 1in

equilibrium, finance themselves with more debt.

Ross (1977) argued that leverage was positively
correlated with firm value, whilst Leland and
Pyle (1977) argued that leverage was positively
correlated with the extent of the managerial
equity ownership. Ross' findings were supported
theoretically by Noe (1988), Narayanan (1988) and
Poitevin (1989), and empirically by Lys and
Sivaramakrishnan (1988), Cornett and Travlos
(1989) and Dann et al (1989). Conversely, Leland
and Pyle's analysis was supported empirically by
Kim and Sorensen (1986), Agrawal and Mandelker
(1987) and Amihud at al (1990), but was not
supported by Friend and Hasbrouck (1988) and
Friend and Lang (1988). The empirical evidence

would therefore seem to be inconclusive.

2-6-3 Myers & Majluf Interpretation of Signalling

A further aspect of the Myers and Majluf (1984)

paper mentioned previously 1s the assumption of

asymmetric information between shareholders and

management. The method of raising finance acts
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as a signal of the firm's value. There is a
'pecking order', whereby firms' preferences for
the method of finance are inversely related to

the securitiles' price sensitivity to firm

performance.

The empirical studies of Chaplinsky and Niehaus
(1990) and Ahimud at al (1990) supported this
theory, whilst Korajczyk et al (1990) did not.
Recent work by Bayless and Diltz (1991) extended
and elaborated on Myers and Majluf (1984) to
produce a set of specific predictions for the
impact of asymmetric information on the entire
security offering process (i.e. for the choice of
security, the timing of the issue and subsequent
market reaetion). Their findings provide support
for Myers and Majluf, showing that equity 1ssues
tend to occur followling increases 1n a firm's
stock price, while debt issues are observed for
firms with relatively large amounts of financial

slack or when issue size 1is large relative to

firm size.

Williams (1988) provided some support for Myers
and Majluf, arguing that in an efficient
signalling equilibrium, firms should finance
their real investments first from internal funds.

However, he found that the second choice of
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finance would be from the sale of new stock to
outside 1investors, in contrast to Myers and
Majluf, who found that "the firm never issues
equity when it has the option to issue debt,
regardless of whether the firm is over-or

undervalued", page 197.

Blazenko (1987) ,like Myers and Majluf (1984),
follows the general assumption that financial
signalling is less than fully revealing - neither
the signal itself nor the investors' ability to
interprgt the signal is perfect. Blazenko argues
that 1f firm performance affects managers' wealth

or reputation, preferences of managers dominate

firms' financing decisions. When managers Kknow

more about asset quality than do investors, and
if managers are sufficiently risk averse, they
signal high quality projects with debt.

Coversely, when information about asset

investment is symmetric, managers filnance

exclusively with equity.

John (1987) also lends support to the theory that
debt can be a favourable signal. He found that
although increasing risky debt also 1increases
agency costs, the signalling effect leads to a

favourable re-evaluation of the firm by the

market.
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An equity issue 1s viewed as a negative signal,

as 1t 1s felt that equity is only issued when the

price is high. Asquith and Mullins (1986) looked

at signalling with dividends, stock repurchases

and equity 1issues. They found that over 80% of

their sample experienced a price decline on
announcement of the equity issue, and that the
size of the price decline was directly
proportional to the size of the equity issue.

Similarly, Mikkelson and Partch (1986) found that
an offer of common stock or convertible debt is

a signal that stock is over-valued.

Hess and Bhagat (1986) also found that the share
price drops on announcement of a new issue of
common-stock, the fall being associated eilther
with the size of the issue relative to the number
of shares previously outstanding or to bad news

about shareholder returns being signalled by the

announcement.

This perceived negative view of equity issues 1is
also apparent in the findings of White and
Lusztig (1980) who noted a drop in share price on
announcement of a rights issue, although they had
acute small sample problems. It would seem that
on average investors believe that there 1is

negative information associated with a rights
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offering. Davidson and Mallin (1992) noted that
the reason for the rights issue affects the
amount of the price drop on announcement of the
issue. Also 1in relation to rights issues,
Helinkel and Schwartz (1986) found that the choice
of method of rights 1issue (underwritten,
uninsured or insured) could act as.a signal
revealing the quality of the firm. However, this

analysis 1s partial in that debt issues were not

considered.

Tinic (1988) argued that the underpricing of
initial public offers serves as an efficient form
of insurance against potential legal liabilities
of issuers and their agents. However it 1s worth
noting that some of the results are also

consistent with models of underpricing based on

asymmetric information.

Subsequently Krinsky and Rotenberg (1989) looked

at the relationship between entrepreneurial
ownership retention and the initial value of
unseasoned common shares. They found that the

entrepreneurial signal is not found to possess

statistical significance.

A recent study by Schadler and Moore (1992)

confirmed that firms' decisions to issue equity

2-44



result in significant adverse price reactions:;

whilst a decision to issue straight non-mortgage

debt results 1n no significant stock price
reaction. They posit that the predictability
(from an 1nvestor's point of view) of a
particular type of issue may result in
differential price reactions. Their model uses
seven varilables which they perceive proxy for the
information set used by investors to form their
probabilities of security type. Their
explanatory variables fell into three categories:
(1) those relying on the existence of a target
capital structure. These comprised a
target long-term debt ratio, and two
measures of operating risk - a financial

distress measure and fixed asset

financing measure,
(ii) those dependent on existing market

conditions. These comprised measures of

equity market conditions and debt market

conditions,
(iii) those relating to the actual issuing of

securities. These comprised a target

short-term debt ratio and a firm size

measure.

They find that their model correctly predicts, as

being debt or equity, 77.65% of their sample.
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They conclude that market participants can also

predict the type of issue; and that
predictability of issue type is partially
responsible for the differential effect on stock
price. They state that the discriminatory power
might be improved by choosing different
variables. Interestingly the probit model

developed 1in Chapter 8 would appear to have

slightly better classificatory power.

Harris and Raviv (1985) found that, in
equilibrium, a decision to call on convertible
debt 1s perceived by the market as a signal of
unfavourable private information. This
information-signalling hypothesis is supported by
the findings of Ofer and Natarajan (1987) who
find that bad news 1s manifested in that firms
calling their convertible bonds experlience an

unexpected decline in performance in the years

following after the call.

Achérya (1988) builds a generalized economic
model with two possible discrete signals and uses
it to test whether firms signal theilr true value
by forcing or not forcing an outstanding

convertible bond. He concludes that the call-

announcement signals of the managers are

partially anticipated.
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An 1nteresting idea is put forward by Stein
(1992) who argues that cénvertible bonds are
'backdoor equity financing', and that companies
may find them attractive as a middle ground
between the negative informational consequences
assocliated with an equity issue and the potential
for costly financial distress associated with a

debt i1ssue. A company issuing a convertible with
an early call provision can circumvent to some

extent the adverse price impact of a common stock

offering.

The review of the literature from a signalling
perspective would seem to provide a theoretical

consensus favouring debt over equity.

The main arguments are:

(1) debt levels are seen as signals of

management ability (Ross,1977); and

(ii) the issue of new equity can be construed as

a signal that equity is over-priced (Asquith and

Mullins, 1986)

A certain amount of empirical evidence 1s

consistent with this view (Mikkelson and Partch,

1986), but such findings may also be rationalised
from a fundamental perspective in that equity

finance provides a lower tax shield effect.
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Attempts to establish the existence of signalling

behaviour for other financial varliables (for

example, dividends) have not been very

successful, and 1indeed, sometimes counter-

intuitive (Eades, 1982).

2-7 The Importance of Earnings

2-7-1 Influence of Earnings

Earnings have been perceived as a key indicator

of company performance for many years.

It was mentioned in Chapter 1 that Ball and Brown

(1968) focused tightly on the bottom 1line,
although there are many other numbers in the
financial statements. Brown (1989) reviews Ball
and Brown (1968)' and the research 1n that area
since then. Regarding the importance of these
other items, he states 'one conclusion being that

there may not be a whole lot more to be said,

once earnings had been accounted for' page 207.

Further support for this view comes from Gonedes

(1974), who 1looked at six ratios, 1including

working capital/total assets, financial leverage,
the asset turnover rate, cash flow to debt plus

preferred stock, the accounting rate of return,
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and EPS. He concluded that the numbers, jointly,
were uninformative and that, given EPS, the other

six explained little.

Similar findings were obtained by Castagna and
Matolcsy (1989) who stated 'given the information
content of earnings per share or net profit, the
marginal information content of some
"supplementary" financial items appear to be
zero, and given the information content of some
"supplementary" financial items the marginal
inform;tion content of earnings per share or net

profit appears to be non-zero' page 318.

In fact the importance of earnings was also
stressed by Lintner (1956) in his classic paper
on dividends, when he stated that current net
earnings met the condition ,better than any other
accounting variable, of being of 1importance to

stockholders and the financial community
generally, of being reported frequently and
receiving wide publicity in the press, and that

'most officers and directors regarded theilr

stockholders as having a proprietory interest in

earnings' page 100.

Lev and Ohlson (1982) state 'Accounting data

convey useful and timely information to
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investors. While this conclusion definitely

holds for earnings data, the marginal

contribution of the voluminous nonearnings data

published in financial reports is still largely

unknown' page 250.

Lev (1989) stated ‘'earnings, the "bottom line",
are widely believed to be the premier information
item provided in the financial statements' page

155. Kay and Mayer (1986) stated 'the

information most commonly used to assess

profitability concerns the earnings of a firm or
an industry over some finite segment of its life'

page 200.

Arnold and Moizer (1984) examined the way that

analysts assess companies. They found that
initially the analysts look at a one step ahead

earnings forecast for next year; then they apply

an 'appropriate' P/E ratilo. This means that,

mutatis mutandis, the higher the EPS, the higher

will be the analyst's fundamental valuation.

Therefore it provides a good argument for the

directors of a company to report the highest EPS

figure as that will lead to the highest valuation

being imputed by analysts.

Analysts want to make a prof it in the short-term

2-50



and believe that the price will react to the next

€earnings announcement. However one fundamental

are an unreliable predictor of both future
earnings and future market value. Rappaport
(1986) reports that companies may achieve

positive earnings growth rates yet their

shareholders realise negative rates of return.

More recently Gniewosz (1990) looked at the use
of accounting and other information in the share
investment decision process of an institutional
investor, and the major factor that was
emphasized was earnings per share. Similarly,
Reimann (1989) stated 'Perhaps the most commonly
accepted gauge of corporate financial performance

1s that of historical (and projected) growth in

earnings per share' page 17.

Marsh (1990), in his report on short-termisnm,
cites a survey by 3i which found '....81 percent
[of UK finance directors] believed that EPS was
the main basis for the valuation of share prices,

and 91 percent felt that the City had been

justifiably criticised for being too focussed on

short-term earnings', pages 28-29.

Tweedie and Whittington (1990) recognise this
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when they mention 'the apparently excessive
weight given by financial analysts to "bottom
line" earnings figures and gearing ratios' page
97. A simillar view 1is expressed by Holmes and
Sugden (1992) "the real trouble with the present
regime 1s the overriding importance placed on

earnings per share per se'", page 29.

The impact of this emphasis on earnings per share
is very real for companies, as Williams (1991)
affirms 'Having experienced the full wrath of the
market following a set-back in our earnings per
share....cec... Whether the practitioners within
the equity market like it or not, its actions are
often perceived as short termist and their
effects, however imperceptible and iqtangible the
mechanics of cause and effect may seem within
"the City", may be very real', page 35. The
short termist view is echoed by Brealey (1991)
' ....the notion that investors are short termist
and that this is damaging British 1industry has
now become a fundamental part of our culture and

I suspect that nothing I or other economists can

say will shake this view',6 page 8.

In a more practical paper, Chow, Gritta and
Hockstein (1988) made a useful study of the

effects of 12 U.S. airlines’ financial decisions
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on EPS. They found that three of the airlines
evidenced significant negative impacts on EPS as
a result of their financial policies. As a
result of their 1increased 1leverage and the
increased volatility of earnings, these airlines
were unable to compete successfully in the
deregulated environment. However, the.remaining
nine carriliers managed the transition by altering
their financial policies accordingly - these
carriers tended to issue securities in such a way

as to maintain a conservative to average capital

structure, which served to maximise the apparent

return to shareholders (as measured by EPS).

An important point to remember about a firm's
earnings is the effect of accounting procedures

on them, as Canning (1929) observed 'What 1s set

out as a measure of net 1income can never be
supposed to be a fact in any sense at all except

that it is the figure that results when the
accountant has finished applying the procedures

which he adopts' page 98.

From this review of the perceived influence of

earnings, it is clear that earnings are viewed as

important by analysts who use them as a Kkey

indicator of company performance. Therefore the

earnings figure gains prominence with managers of
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companies, and with investors: and is often
perceived as the 'single measure' of company

performance.
2-8 Functional Fixation

To the extent that the receipt of information may
not lead to a 'correct' interpretation, it is of
relevance to consider arguments of the
'functional fixation' type that appear in the
positive accounting and economic consequences
literature. The functional fixation hypothesis
claims that investors fail to recognize that
alternative accounting methods may produce

different accounting numbers.

Lev (1989) <called for more research on the
'quality' of earnings. This would then shift the
focus to an explicit consideration of accounting
issues by calling for a systematic examination of
the extent to which the specific principles
underlying accounting measurements and
valuations, as well as managerial manipulations,
detract from the usefulness of earnings and other
financial variables. Dharan (1989) provided
supporting evidence when he examined firms that
changed accounting methods and found that, on

average, the firms that adopted income-increasing
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smoothing device.

Further evidence is provided by Hand (1989) and
Hand and Hughes (1990) where they investigate
firms undertaking debt-equity swaps 1981-1984 and
defeasances 1981-1987. The evidence suggests
that managers undertake costly debt-equity swaps
and defeasances 1in "bad times" in order to
disguise downturns in reported earnings. Stock
market 1nvestors respond negatively to these
transactions. However, the reason for this
negative response is unclear - it could be that
investors interpret the attempts to manipulate

earnings as a sign of poor operating results

ahead, or as a result of reduced corporate

leverage and the reduction in the associated tax

shields.

Findings like this would tend to run counter to
Ball (1972) and Sunder (1973) who found that
there was no stock price effect associated with

changes in accounting techniques, and with Kaplan
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and Roll (1972) who stated 'Earnings manipulation
may be fun, but its profitability is doubtful’.
Similarly, 1n a review of studies which had
attempted to determine how the stock market
interprets alternative accounting policies, Ricks
(1982) criticised several studies which had
concluded that the market was not fooled by

cosmetic accounting differences or changes.

However, 1t would seem that if there is no stock
price change then it would not really explain the
everyday pre-occupation of managers and investors

with EPS.

Whitley (1988) states that Watts and Zimmerman's
positive accounting theory analysis is fla