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BAPCPA. See Bankruptcy Abuse
Prevention and Consumer
Protection Act (BAPCPA) of 2005

Basel Capital Accords, 285

Berkshire Hathaway Insurance, 313

Bessler, Wolfgang, 4, 11-12, 17-40,
419-444

Beta estimates:

estimating capital costs, 199-202

historic betas, use of, 199-201, 204,
205

relevered betas, use of, 202, 204-205

Black box, firm as, 373-374

Blockholder creation, prevention,
426-427

Bond covenants, 378

Bondholders:

mitigating bondholder-stockholder
agency conflicts, secured debt,
325-327
Bonding hypothesis, 288
Bonds:
corporate bond rating performance,
empirical evidence, 302-303

Book values versus market values,
effect on capital structure, 30-21

Borrower-based theories and tests, iole
of collateral, 287-288

bonding hypothesis, 288

Bovay v. H.M. Byllesby &+(_¢,, 381

Britain, payout ratios, 152

In re Buckhead Am. Corp., 381

Business cycle, market timing models,
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Capital asset pricing model (CAPM), 8
market risk premium, estimating,
196, 458
market risk premium, impact of
assumptions about, 207
MM model, 154, 157
and survey evidence, 231-233
use of, 194
Capital constraints, sale and leaseback,
340-341, 345
Capital, raising. See Raising capital

Capital structure and estimating
capital costs, 207
Capital structure choice, 6-8
capital costs, estimating, 7
cost of capital, survey evidence on, §,
229-248, 462-463
economic effects on capital structure,
8,211-228, 458461
estimating capital costs, 7, 191-210,
457-458
financing decisions, survey evidence
on, 8
and firm characteristics, 216-218
industry effects on capital structure,
8,211-228, 458461
institutional factors, 213-214
market timing models, 7, 181-184
Modigliani-Miller model, 7, 151-169,
454455
pecking order, 7, 175-178
pragticai implementation of theory’s
msights, 7, 191-210, 457-458
regulatory effects on capital
structure, 8, 211-228, 458-461
signaling, 178-181
survey evidence on capital structure:
non-U.S. evidence, 8
survey evidence on financing
decisions and cost of capital, 8,
229-248, 462-463
theories and empirical tests, 67,
129-149, 453-454
trade-off theory, 7, 172-175
Capital structure decisions, factors
affecting, 4, 17-40
book values versus market values,
use of, 30-31
central predictions of theories, 23
debt market conditions, 27-28
debt rating, 27
empirical issues, 29-36
firm size, 24-25
growth opportunities, 25
industry classification, 26
and inflation, 35
leverage, measurement of, 29-30
macroeconomic conditions, 28-29
market timing theory, 20-21
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methodological issues, 31-33
pecking order theories, 19-20
profitability, 25-26
questions/answers, 445-446
size of firm, 33
stock market conditions, 28
stylized facts, 33-34, 42
survey evidence, 21-23
tangibility of assets, 24
tax considerations, 27
theories, 18-21
trade-off theory, 18-19
volatility, 26
zero leverage phenomenon, 35-36
Capital structure, irrelevance of,
374-376
CAPM. See Capital asset pricing model
(CAPM)
Cash deals, mergers and acquisitions,
426-427
bidder competition, preempting or
winning, 426
blockholder creation, prevention,
426427
dilution, prevention, 426-427
Cash flow after taxes (CFATSs):
lease-versus buy decision, 388259
CDOs. See Collateralized Debt
Obligations (CDOs)
CDS. See Credit default swep (CDS)
CFATs. See Cash flow after taxes
(CFATs)
CFOs. See Chief financial officers
(CFOs)
Chapter 11 bankruptcy, 360-361,
365-366
lease-versus buy decision, 389,
393
post-Chapter 11 debt, 329
Chapter discussion questions, answers
to, 445474
Chatterjee, Sris, 11, 387—400
Cheremushkin, Sergei V., 7, 151-169
Chicago Research in Security Prices
(CRSP), 198, 200
Chief financial officers (CFOs)
surveys on capital decisions, 21-23
Citigroup, 404

CLE. See Cost of levered equity
function (CLE)
CLOs. See Collateralized Loan
Obligations (CLOs)
Closely-held firms, active market, 455
CMBS. See Commercial
mortgage-backed securities
(CMBS)
Coase, Ronald H., 373-374
Collateral:
inside collateral, secured debt, 322
outside collateral, secured debt, 322,
328
Collateralization and bank
relationships. See Bank
relationships ana collateralization
Collateralized Delit Ubligations
(CDOs), 355
Collateralize<.I.oan Obligations
(CLOs). 285
Commercial mortgage-backed
sceurities (CMBS), 305
Cohmnon stock policy and financing
decisions, 237-240
Compensation, capital structure and,
5-6,93-109
analysis, 94-98
basics, capital structure, 94-95
causality, 101-102
cost of debt, compensation and,
102-103
debt-like components of
compensation, 104
empirical evidence, 98-105
employee compensation, 105
managerial entrenchment, 103-104
managerial incentives, 95-98, 106,
450, 452
and managerial wealth, 101,
451-452
negative relationship, 100
questions/answers, 106, 450-452
Competition:
collateral, impact on, 290-291
credit ratings, 467
and rating agencies, 305-308
Competitive strategy, nonfinancial
stakeholders, 52-54
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financial distress, 364-365
rating-dependent regulation,
310-311
Conroy, Robert N., 7, 191-210
Convertible debt policy and financing
decisions, 238-241
Core model of leverage, 446
Corporate bond rating performance,
empirical evidence, 302-303
Corporate constituencies, interests of,
381-383
Corporate control theory of capital
structure, 82
Corporate mergers and acquisitions.
See Mergers and acquisitions,
financing
Corporate strategy, capital structure
and, 5, 41-58
and competitive strategy, 52-54
debt level, 49-50
and diversification, 50-52
financial stakeholders, 42-46
nonfinancial stakeholders, 42,
46-54
overinvestment, 44-46
questions/answers, 446448
reputation and capital structuse,
49-50
stakeholder theory, 47:-42
underinvestment, 4446, 446447
Cost-based regulation paradigms, 461
Costly Contracting Hypothesis, 326
Cost of capital. See also Cost of capital,
survey evidence on
sale and leaseback, 338-339, 345
Cost of capital, survey evidence on, 8,
229-248
EPS dilution, 244
estimation, 231-233
and financial flexibility, 242-244
questions/answers, 246, 462—463
risk factors, adjustments for, 233-234
and size of firm, 245
theory and practice, gap between,
242-244
Cost of debt, compensation and,
102-103

estimating, 194-197
market risk premium, estimating,
196
price, estimating, 197
risk-free rate, 196
Cost of equity capital and survey
evidence, 232
Cost of levered equity function (CLE),
157
Cotei, Carmen, 6, 111-126
Credit default swap (CDS), 302
Credit insurance, 9, 299-317. See also
Credit ratings
overview, 312-313
questions/answers, 514, 466467
and rating-depe¢ndlent regulation,
309-310
Credit Lyonnais. 381-382
Creditors:
inveluniary creditors, expropriation
trom in secured debt, 330-331
nonadjusting creditors,
expropriation from in secured
debt, 330-331
protecting themselves, 376-379, 470
Credit rating agencies. See Rating
agencies
Credit ratings. See also Credit
insurance; Rating agencies
competition, 467
corporate bond rating performance,
302-303
empirical evidence on performance
of, 302
financial distress, predicting, 354-355
meaning of, 300-301
private users, 466
rating-dependent regulation,
309-311
and secured private debt, 324
special types of, 301-302
structured-finance credit ratings,
financial crisis beginning 2007,
304-305
theoretical basis for, 302
CRSP. See Chicago Research in Security
Prices (CRSP)



P1: TIX/XYZ
JWBT436-bind

P2: ABC

JWBT436-Baker February 10, 2011

INDEX

D
DBRS, 311, 354
D-by-C. See Discounting by
components (D-by-C)
Debt:
benefits and costs of, balancing,
452-453
convertible debt policy and
financing decisions, 238-241
cost of, compensation and capital
structure, 102-103
cost of debt dependence on leverage,
MM model, 156-159
and leases, relationship between,
394-396
pecking order theory of capital
structure, 177
trade-off theory of capital structure,
172-175
Debt conservatism, trade-off theory of
capital structure, 173
Debt covenants, sale and leaseback,
341, 346
Debt level and capital structure,
49-50
Debt-like components of
compensation, 104
Debt market conditions, capitai
structure decisions, effe-t.on,
27-28
Debt policy and finan<ing decisions,
234-237
Debt rating, effect on capital structure
decisions, 27
Debt ratios, 19
and legal systems, 115
Debt restructuring, 362-363
Debt service parity (DSP), lease-versus
buy decision, 388
Debt to capital ratios, 446
Debt to equity ratio, MM model,
158-159
Debt underwriting, universal banking,
272-273
Decision-making. See Capital structure
decisions, factors affecting
Delaware jurisprudence, 379-383
Department of Labor (DOL), 354
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Deposit insurance assessments,
rating-dependent regulation,
309-310

Deregulation risk and financial
leverage, 63-64

Dilution, prevention:

cash deals, mergers and acquisitions,
426427

Dimitrov, Valentin, 5, 59-73

Directors and stakeholders in and out
of insolvency, 379-383

content of fiduciary duties, 380-381
corporate constituencies, interests of,
381-383

Discounting by components (D-by-C),
161

Discount rate, calculating, 455

Diversification, r.ohfinancial
stakeheldlers and corporate
strategy;,-50-52

Divider.d ‘ovenants, 378

Dodd--rank Act, 312

Doage v. Ford Motor Co., 383

DOL. See Department of Labor (DOL)

Douglas, Alan Victor Scott, 5-6, 93-109

Drobetz, Wolfgang, 4, 11-12, 1740,
419444

DSP. See Debt service parity (DSP)

Dynamic capital structure choice,
138-139

Dynamic extensions:

signaling model, 180-181
trade-off theory of capital structure,
174-175

E

Earnings before interest, taxes,
depreciation and amortization
(EBITDA), 283

Earnings management, sale and
leaseback, 340, 345

Eastern Airlines, 360

EBITDA. See Earnings before interest,
taxes, depreciation and
amortization (EBITDA)

Economic development and collateral,
291
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Economic distress versus financial
distress, 358-359
Economic effects on capital structure, §,
213-214
international perspective, 213-214
questions/answers, 222, 458—461
Efficiency and survival, 448
Electrical utility industry:
case study, 221-222
deregulation, 220
regulation, 461
Elements of capital structure, 4-6
capital structure decisions, factors
affecting, 4, 17-40
compensation, capital structure and,
5-6, 93-109, 450452
corporate strategy, capital structure
and, 5, 41-58
firm risk, capital structure and, 5,
59-73, 448-449
questions/answers, 89, 449-450
returns, capital structure and, 5,
75-92, 449-450
worldwide patterns in capital
structure, 6, 111-126, 452-453
Empire-building, 458
Empirical tests. See Theories and
empirical tests
Employee compensation and capital
structure, 105
Energy Policy Act (EFAcY) of 1992, 221
EPAct. See Energy Pclicy Act (EPAct) of
1992
EPS dilution, 244
Equity, cost of. See Cost of equity
Equity issues, market timing models,
182-184
Equity underwriting, universal
banking, 273
ERISA (Employee Retirement Income
Security Act of 1974), 310-311, 354
Ernst & Ernst v. Hochfelder, 413
Estimating capital costs, 7, 191-210.
See also Weighted average cost of
capital (WACCQC)
alternate approaches, application of,
202-206
approach, 198-201

beta estimates, 199-202
and capital structure, 207
changes in capital costs over time,
208
comparable firms, approaches to
using data from, 201-202
cost of equity, 194-197
data, 198-201
frequency distributions, 201
future research, guidance, 207-208
guidelines for, 194-197
market risk premium, impact of
assumptions about, 206207
private companies and size effects,
207-208
questions/answers, 209, 457-458
and shareholde required returns
and risks, 207
tax consid<radons, 198-199
Europeari evidence, capital structure
sutveys, 251-252
Eveiit studies, capital structure choice,
144-145
Fxchange Act. See Securities Exchange
Act of 1934

F
Farhat, Joseph, 6, 111-126
FASB 13, 337
FASB 98, 337
FDIC. See Federal Deposit Insurance
Corporation (FDIC)
Federal Deposit Insurance Corporation
(FDIC), 310
Federal Energy Regulatory
Commission (FERC), 221
Federal Reserve Board, 263
Federal Reserve’s Flow of Funds, 264
FERC. See Federal Energy Regulatory
Commission (FERC)
Fiduciary responsibility:
bond covenants, 378
capital structure, irrelevance of,
374-376
content of fiduciary duties, 380-381
corporate constituencies, interests of,
381-383
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creditors, protecting themselves,
376-379

Delaware jurisprudence, 379-383

dividend covenants, 378

duties, law and economics of,
372-373

economic principles, 372-379

and financial distress, 371-386,
470-471

firm as a black box, 373-374

Fisher separation theorem, 374, 385

production/investment covenants,
377-378

Financial Accounting Standards Board

(FASB):
FASB 13, 337
FASB 18, 337

Financial crisis:

and financial intermediaries, 274
structured-finance credit ratings,
crisis beginning 2007, 304-305

Financial distress:

asset restructuring, 363-364

bankruptcy, 10-11, 353-370, 469470

black box, firm as, 373-374

bond covenants, 378

capital structure, irrelevance of.
374-376

Chapter 11 bankruptcy, 3¢0--361,
365-366

conflicts of interest, 264-365

content of fiduciary auties, 380-381

corporate constituencies, interests of,
381-383

costs of, 162-163, 356-359, 455

creditors, protecting themselves,
376-379

and credit ratings, 354-355

debt restructuring, 362-363

Delaware jurisprudence, 379-383

directors and stakeholders in and
out of insolvency, 379-383

dividend covenants, 378

duration, 359

economic distress versus, 358-359

economic principles, 372-379

and fiduciary responsibility, 371-386,
470-471
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financial risk, sources of, 360

Fisher separation theorem, 374, 385

and high leverage, 61

independent commercial analysis,
356

indirect costs, 356-357

managerial incentives, 364-365

predefault cost of, 358

predicting, 354-356

private workouts, 361-362

production/investment covenants,
377-378

questions/answers, 447

resolution of distress, 360-366

size of firm, 358

success of reorgani.ations, 363-364

Financial Industry k2gulatory

Authority (FTNRA), 414-415

Financial intermediaries:

banks; 27268

choices setween sources of debt,
267-268

tfmancial crisis, 274

nelp for lenders and borrowers,
264-265

lending by, 264-268

liquidity provision, 266-267

monitoring, 265-266

role of in raising capital, 9, 263-280,
464

screening, 265-266

transaction costs, 265

underwriting by, 268-271

universal banking, 271-273

Financial leverage and risk:

deregulation risk, 63-64
evidence, 62-66

extensions, 65-66

industry downturns, 62-63
limitations, 65-66
macroeconomic shocks, 64-65
negative relationship, 61-62
new entry risk, 64

positive relationship, 60-61

Financial leverage and stock returns,

66-70, 449

Financial leverage, effect of industry

concentration, 459
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Financial Modernization Act of 1999,
271
Financial risk, sources of, 360
Financial stakeholders and corporate
strategy, 42-46
Financing decisions, survey evidence
on, 8, 229-248
common stock policy, 237-240
convertible debt policy, 238-241
debt policy, 234-237
EPS dilution, 244
and financial flexibility, 242-244
legal systems, comparisons across,
241-242
and size of firm, 245
theory and practice, gap between,
242-244
FINRA. See Financial Industry
Regulatory Authority (FINRA)
Firm as a black box, 373-374
Firm characteristics and capital
structure, 216-218
Firm performance, signaling, 179-180
Firm risk, capital structure and, 5,
59-73
evidence of financial leverage and
risk, 62-66
financial leverage and rea!
operations of the firm, 50-62
financial leverage and stock returns,
66-70, 449
questions/answers, /1, 448-449
Firm size, effect on capital structure
decisions, 24-25
First Amendment and rating agencies,
311
Fisher, Irving, 374, 385
Fisher separation theorem, 374, 385
Ford, Henry, 383
France, payout ratios, 452
Frydenberg, Stein, 6-7, 129-149
FSA, 313

G

GAAP, operating leases, 355
Galpin, Neal, 9, 263-280
Germany, tax rate, 452

Geyer v. Ingersoll Publications, 381

Glass-Steagall Act of 1933, 271-273

Goldman Sachs, 404, 466

Gottesman, Aron A., 9, 281-297

“Granger cause” bond returns, 286

Growth opportunities, effect on capital
structure decisions, 25

H

Harris, Robert S., 7, 191-210

Hedge funds, 407, 414

public equity, private investment in,
472-473

Hidden value, sale and leaseback,
341-342, 346

Highly levered firmsy, competitive
strategy, 52, 5%

Hold-up preilem, bank relationships,
283784

Holmes; Uliver Wendell, 191

Horig Kong, capital structure surveys,
253, 464

Hunt, John Patrick, 9, 299-317

I
Incentives:
conflicts, secured financing, 319-320
managerial incentives, 364-365
secured debt, incentives to liquidate
or monitor, 328-330
Industry classification, effect on capital
structure decisions, 26
Industry concentration, effect on
financial leverage, 459
Industry downturns and financial
leverage, 62-63
Industry effects on capital structure, 8,
214-222
choice of capital structure, 134-135
electrical utility industry, 220-222
firm characteristics and capital
structure, 216-218
inter-industry empirical evidence on
regulated industries, 219-220
questions/answers, 222, 458-461
regulated firms, 218-219
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Inflation, effect on capital structure L

decisions, 35
Information asymmetry:
banks’ role in reducing, 464
lease-versus buy decision, 391-392
market timing theory of capital
structure, 183-184
mergers and acquisitions, 473
pecking order theory of capital
structure, 177-178
sale and leaseback, 338-339
secured debt, 327, 328, 331
Information problems, secured debt,
327-328
Information production, signaling, 181
Informed investors, signaling, 181
Inside collateral, secured debt, 322
Insider trading, private investment in
public equity, 410411
Insolvency, directors and stakeholders
in and out of, 379-383
Institutional factors, effects on capital
structure, 213-214
Internal Revenue Service (IRS), 396.
See also Tax considerations
International differences. See also
Non-U.S. evidence (survey
evidence)
capital structure choice, 127
International perspective. economic
effects on capital s*ructure,
213-214
Investment tax credit (ITC):
lease-versus buy decision, 390
Involuntary creditors, expropriation
from, 330-331
IPOs, 269-271, 273
IRS. See Internal Revenue Service (IRS)
ITC. See Investment tax credit (ITC)

J

Japan, capital structure surveys, 253
Jong, Abe de, 8, 249-260

K
Katz v. Oak Industries Inc., 383
Kazemich, Robin, 4

Large capitalization firms, private
investment in public equity,
403-404

Large capitalization investors, private
investment in public equity, 407

La Rocca, Maurizio, 5, 41-58

Leaseback. See Sale and leaseback

Lease-versus buy decision, 11, 387-400

asset specificity, models based on,
392-393

cash flow after taxes (CFATS),
388-389

chapter 11 bankruptcy, 389, 393

contracting costs, models based on,
392-393

debt and leases, relationship
between, 291-396

debt service rarity (DSP), 388

empirica! ctudies on leases, 393

inconpete contracts, models based
on, 392-393

intormation asymmetry, 391-392

investment tax credit (ITC), 390

Modigliani-Miller (MM) model, 387

net advantage to leasing (NAL),
388

net present value (NPV), 390

non-tax models, 391-393, 472

questions/answers, 397, 471-472

tax-based models, 388-391

tax explanation, 396

tax models, 472

transaction cost explanation, 396

Legal systems:

financing decisions, survey evidence
on, 241-242

worldwide patterns in capital
structure, 114-116, 120, 123, 452

Lender-based theories and tests, role of
collateral, 288-290

Leverage. See also Leverage and
returns, empirical work on
relationship between

capital structure decisions, effect on,
29-30

cost of debt dependence on leverage,
MM model, 156-159
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Leverage (Continued)
definitions, 450
measures of, questions/answers, 36,
446, 453
Leverage and returns, empirical work
on relationship between:
definitions of returns and leverage,
86-87
methodologies, 87-88
negative relationship, 84-86
positive relationship, 83-84
samples, 87-88
Limited liability, 54
Liquidation:
secured debt, 328-330
secured financing, 320-321
Liquidity, provision by financial
intermediaries, 266267
Loan contract terms, bank
relationships, 284-285
Long-term underperformance of firms,
456
Lower levered firms, competitive
strategy, 53
Lyon, Edwin Buchanan 1V, 411
Lyon, SEC v., 473

M
Macroeconomic conditiens, effect on
capital structure <iecisions, 28-29
Macroeconomic shocks and financial
leverage, 64-65
Managerial entrenchment and
compensation, 103-104
Managerial incentives:
and capital structure, 95-98, 106, 450,
452
financial distress, 364-365
Marble, Hugh 111, 10, 319-334
Market risk premium, 457-458
estimating, 196-196
impact of assumptions about,
206-207
Market timing theory of capital
structure, 7, 181-184
asymmetric information, 183-184
basic model, 182-184
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business cycle, 182
capital structure decisions, 20-21
equity issues, 182-184
evidence, 182-184
questions/answers, 184-185,
456457
results, 182-184
returns, 81-82
share price, 182-183
stock returns, 183
Market-to-book (M/B) ratios, 20-21
Market values versus book values,
effect on capital structure
decisions, 30-31
M&As. See Mergers and acquisitions,
financing
MBIA, 313
M /B ratios. See 11arket-to-book (M/B)
ratios
Mean reversion, 456
Mergersand acquisitions, financing,
1i-12,419-444
bidder competition, preempting or
winning, 426
blockholder creation, prevention,
426427
capital structure adjustments before
an M&A, 437-439
capital structure adjustments
post-M&A, 439441
capital structure effects of, 434—441
cash deals, 426427
corporate control motives, stock
deals, 425
dependence of method of payment,
430431
dilution, prevention, 426427
external financings (takeovers), 432,
434
financing alternatives, 427-434
financing decisions and capital
structure theories, interaction
between, 428-429
financing decisions and method of
payment, interactions between,
429-431
independence of method of
payment, 429430
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influence of capital structure on
M&A activity, 436

information asymmetry, 473

internal financings (takeovers), 432

leverage before an M&A, 437

leverage post-M&A, 439-440

limiting factors, stock deals, 425-426

link between method of payments,
financing, and capital structure,
420

long-term adjustments post-M&A,
440-441

market timing and stock deals, 423,
425

method of payment, 420427,
429-431

motives and valuation effects of
stock deals, 423-426

net present value (NPV), 428, 432

and pecking order theory, 428

questions/answers, 442, 473-474

risk sharing, 425

sequence of financing and
acquisition decisions
(takeovers), 434

short-term adjustments before ar
M&A, 437, 439

stock and cash offers, differences
between, 422-423

takeover financings, veluation effects
of, 431-434

tax consequences, 427

and trade-off theory, 428

transaction-specific motives, 429

valuation effects, 424, 433, 435, 439

worldwide patterns, 452

Microsoft, 456457
Miglo, Anton, 7, 171-189
Mitigating bondholder-stockholder

agency conflicts, 325-327

Mittoo, Usha R., 8, 229-248
MM Proposition II, 85, 156, 449, 454
Modigliani-Miller (MM) model, 7, 106,

151-169, 450
bankruptcy costs and tax
advantages, trade-off, 159-163
capital structure, irrelevance of,
374-376
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corporate income tax, confusion
surrounding, 159-16y1

cost of debt dependence on leverage,
156-159

debt to equity ratio, 158-159

extension of model, 163-167

and financial distress, 162-163, 383

and financial leverage, 448-449

financial leverage and stock returns,
66

lease-versus buy decision, 387
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