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SYNOPSIS: The recent discussion memorandum on distinguishing between liability and
equity instruments addresses the issue of whether to continue the sharp distinction be-
tween debt and equity. Paton’s entity theory is cited as a potential basis for recasting the
balance sheet as assets = equities. According to this theory, substituting one form of capi-
tal for another does not affect operations, because debt and equity providers are virtually

indistinguishable.

A review of the financial economics literature provides a basis for concluding that alter-
natives to equity financing affect future cash flows. Hence, the distinction between debt
and equity should continue. Moreover, preferred stock and financial option contracts affect
firm value differently from common equity. Support is found for viewing both as liabilities.
Finally, because individual fundamental financial instruments have information content,
the components of compound financial instruments should be disclosed.

Data Availability: All data used are publicly available.

In their discussion memorandum (DM) on
distinguishing between liability and equity in-
struments, the Financial Accounting Stan-
dards Board (FASB) raised the issue: “Should
the present sharp distinction between liabili-
ties and equity be effectively eliminated?”
(FASB 1990, par. 219). This question ad-
dresses the fundamental nature of financial
instruments. Primary concerns include how
to treat securities that derive their values, at
least in part, from the enterprise’s own stock
and whether certain securities that have tra-
ditionally been accounted for as equity are in
essence corporate liabilities. The DM asks

whether financial instruments, such as pre-

ferred stock and options written on an
enterprise’s own stock, are debt or equity, and
how securities that combine two or more fun-

damental financial instruments should be
treated.

Accountants have an obligation to disclose
the nature of the elements of a firm’s capital
structure in a manner that allows users to
assess how debt and equity instruments will
impact the availability and distribution of
company resources and thereby enable them
to evaluate the impact of risk and uncertainty
on firm value (FASB 1978). Accounting theory
and practice present opposing views of the
nature of debt and equity.! One view holds that
debt and equity are indistinguishable. This
view is based on the “entity theory” as pro-
posed by Paton in 1922. Paton depicted the
accounting equation as Assets = Equities.

These views are addressed and discussed in the DM.

The author would like to thank Wanda Wallace, Barbara Scofield, Ralph Viator, and the blind reviewers for their
helpful, constructive comments during the revision process.
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Under entity theory, both creditors and stock-
holders provide capital, in return for which
they receive compensation. The sources of
capital funding neither affect, nor are affected
by, the ongoing operations of the business en-
terprise. Therefore, the question of debt ver-
sus equity financing is not relevant. Con-
versely, present accounting practice presumes
that the amount of debt relative to equity is
relevant in assessing firm value. Proponents
of this view believe that the sharp distinction
between debt and equity should be continued.

In the financial economics literature, capi-
tal structure theorists attempt to explain how
alternative sources of capital affect cash flows,
firm value, and risk. They analyze whether
the addition of financial instruments to a
simple capital structure or the substitution of
one financial instrument for another affects
resource flows. Hence, capital structure theory
can provide insights for evaluating alterna-
tive methods and theories of accounting for
financial instruments.

A review of the financial economics litera-
ture provides a basis for the following conclu-
sions:

1. Capital structure affects future cash
flows; therefore, the distinction between
debt and equity is important to inves-
tor decision-making.

2. Options on an enterprise’s own stock are
liabilities.

3. Preferred stock, in most cases, is a li-
ability.

4. Separating compound instruments into
fundamental financial components has
information content.

The conclusions reached hinge upon a large body
of literature. The consensus in the recent litera-
ture is that capital structure impacts a firm’s
future resource flows and risk. The addition of
financial instruments to a simple capital struc-
ture affects the amount and timing of future cash
flows. Hence, the separation of equity from other
capital structure components conveys relevant
information to readers of published financial
statements. The distinction between debt and
equity should be continued.

Finance theorists view alternatives to com-
mon stock as providing leverage. Their analy-
ses imply that bonds, preferred stock, options
and warrants convey signals that are not only
different from common stock but uniquely dif-
ferent from each other. Because a compound
financial instrument comprises two or more
fundamental financial instruments, each hav-
ing unique information content, the individual
components of compound financial instru-
ments deserve separate disclosure.

The first part of this paper evaluates the
importance of the distinction between debt
and equity to investor decision-making. Two
models are presented and discussed vis-a-vis
the financial economics literature. Exhibit 1
contains a summary of this literature. For ease
of exposition, this section models claims which
comprise single fundamental financial instru-
ments. Next, the issue of whether financial
instruments that derive their values from the
enterprise’s own stock are debt or equity is
discussed. Then, the topic of compound finan-
cial instruments is addressed in light of the
conclusions reached regarding individual fun-
damental financial instruments.

DEBT VS. EQUITY IS IRRELEVANT
The Entity Theory

Paton described the entity theory long be-
fore the development of modern capital struc-
ture theory, the seeds of which are generally at-
tributed to Modigliani and Miller (MM) (1958).
Both Paton and MM reached a similar conclu-
sion — corporate capital structure is irrelevant.
The Paton/MM model relied upon two basic as-
sumptions: (1) investment and financing deci-
sions are independent and (2) the value of the
firm is unaffected by the type, or types, of capi-
tal employed in its capital structure. Paton ar-
gued that the particular source, or sources, of
capital have no effect on company performance.
If debt is substituted for stock, the cost of fac-
tors of production remains the same. Operating
profits are unaffected by the amount of lever-
age in the corporate capital structure. As a re-
sult, a firm’s leverage ratio does not impact firm
value and is therefore irrelevant for investor
decision-making.
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EXHIBIT 1
Capital Structure Literature

Literature that Supports — Leverage is Irrelevant
(The Paton/MM Model)

Assuming Independence Between Real and Financial Variables

Paton Leverage does not impact the cost of factors of production; hence, bonds and
(1922) stock are alternative, indistinguishable sources of capital.
Modigliani Without taxation, assuming perfect capital markets and no bankruptcy, the
and Miller cost of capital for a firm is independent of its capital structure; thus, debt can
(1958) be freely substituted for equity without cash flow consequences.
Modigliani and Dividends are merely distributions of profits already reflected in the stock
Miller (1961) price; thus, dividend policy and financial policy are independent.
Stiglitz The MM irrelevance theorem holds under a more general set of assumptions
(1969) requiring no taxation, equivalent interest rates for corporations and individuals,
and no bankruptcy.
Miller With taxation, leverage clienteles will insure that the level of debt which a
1977 firm selects will not impact the market price of common shares.
Literature that Supports — Leverage is Relevant
(The Decision-Useful Model)
Assuming Independence Between Real and Financial Variables
Modigliani and Ignoring bankruptcy, the tax deductibility of interest payments positively
Miller (1963) impacts future cash flows, resulting in a preference for debt financing over
equity.
Robichek and Leverage has a negative impact when bankruptcy is probable and/or when it
Myers affects future investment and growth; thus, firms have optimal debt-to-equity
(1966) ratios.
Hamada Combining the MM formula with the capital asset pricing model, the return
(1969) to common equity is linearly related to the debt-to-equity ratio.
Kraus and Adding bankruptcy penalties to the MM framework, the amount of leverage
Litzenberger employed in a firm’s capital structure determines whether the firm will be
(1973) solvent or insolvent.
Rubinstein Decomposing total risk into operating risk and financial risk, systematic risk
(1973) (beta) of the levered firm is a linear function of operating risk (unlevered beta)
and of the debt-to-equity ratio.
Scott A firm’s debt capacity, the cost of debt financing, and the optimum debt-to-
(1976) equity ratio are affected not only expected future earnings and by firm size,
but because in bankruptcy productive assets are sold in imperfectly competitive
markets, by the liquidation value.
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EXHIBIT 1 (Continued)

Literature that Supports — Leverage is Relevant
(The Decision-Useful Model)

Assuming Independence Between Real and Financial Variables

17

DeAngelo and Tax law changes which affect the level of available investment-related tax
Masulis shields will induce a “substitution effect” wherein firms will substitute interest
(1980) tax shields for lost investment-related tax shields and vice versa.

Brick and Preferential capital gains treatment provides disincentive for a firm to issue bonds.
Fisher The 1986 tax act should induce firms to issue debt under open indenture and
(1987) thereby result in a tendency for firms to have multiple debt classes.

Emery and Because complex capital structures afford tax timing options, they provide
Gehr flexibility to manage future cash flows; thus, the value of the firm is higher by
(1988) the difference between the value of the portfolio of options and the value of

the options on the portfolio.

Lewellen and
Mauer

Because the investor has differing tax timing options available for different
types of securities, companies with complex capital structures would, in

(1988) general, be more attractive than companies with simple capital structures.
Givoly et al. This empirical study documents a positive association between leverage changes
(1992) and tax rate changes and a substitution of debt for lost nondebt tax shields.
Literature Which Supports — Leverage is Relevant
(The Decision-Useful Model)
Assuming Interdependence Between Real and Financial Variables
Gordon Under uncertainty, investors weigh dividend payments against price appreciation,
(1963) taking into consideration, expectations regarding future corporate investment,
future debt expansion, and attendant interest payments.
Stapleton Because investors evaluate future prospects and resultant future cash flows,
(1972) firm value is affected by growth, and growth would be associated with debt
expansion. Due to fixed interest payments and the riskiness of projecting
future decision-making, dividend policy is affected by financial policy and vice
versa.
King Present and future expectations regarding tax rates impact investment and
(1974) financial policy. At the same time, leverage affects the cost of capital, which,
in turn, impacts selection of investment alternatives.
Jensen and Corporate managers attempt to control, or balance, agency costs related to
Meckling debt and equity by making a series of tradeoffs which result in the selection of
(1976) a debt-to-equity ratio which minimizes total agency costs.
Hite Leverage decisions are affected by investment, which, in turn, is affected by
(1977) interest payments and consequent tax effects.
Ross Because of the attractiveness of debt financing associated with the tax
1977) deductibility of interest payments, managers whose salaries are a function of
share prices would issue debt to signal potential future positive cash flows.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



18 Accounting Horizons [ September1993

EXHIBIT 1 (Continued)

Literature Which Supports — Leverage is Relevant
(The Decision-Useful Model)

Assuming Interdependence Between Real and Financial Variables

Taggart Using the sources and uses of funds identity, evidence was gathered which

1977 indicates that firms appear to base their stock and bond issuance decisions
on the need for permanent capital (coupled with constrained debt capacity).
Liquid assets and short-term borrowing are used, while capital structure
adjustments are taking place.

Arditti and Future projects affect the cost of capital and thus the present value of the

Pinkerton (1978) firm through their expected rate of return and increased debt capacity.

McCabe Empirical observations indicated that firms strive toward long-run

(1979) investment and dividend targets. New investment is funded with long-term
and short-term debt financing, while taking into consideration competing
needs for funds.

Jalilvand This study used simultaneous equations to model empirical observations.

and Harris Firms appear to time long-term debt and stock issuances as they strive toward

(1984) long-term financial targets.

Guerard and Empirical evidence is cited which documents interdependent relationships

Stone between investment and dividends and between investment and debt (net of

(1987) liquid assets).

Prezas Changes in interest and thus the cost of capital affect earnings and thus

(1987) both the degree of operating leverage and the degree of financial leverage.
The direction of the impact on each depends on the elasticity of the
contribution margin with respect to debt and invested capital.

Choi Tax rates and the timing of debt issuance and repayment affect the expected

(1988) rate of change in debt cost, which, in turn affects the cost of capital. At the

same time, the cost of capital affects decisions regarding investment.

Dammon and In addition to the DeAngelo and Masulis substitution effect, increases in

Senbet investment related tax shields induce firms to take advantage of investment
(1988) opportunities, which, in turn, require additional debt (“income effect”).
Crutchley Empirical evidence indicates that firms with greater earnings volatility use
and Hansen less leverage and that leverage is affected by managerial ownership,
(1989) dividends, and firm size.

The MM Irrelevance Theorem the market value of the firm is independent

For the entity theory to be valid, a firm’s
investment decisions must be exogenous to
decisions regarding the level of debt to em-
ploy relative to common stock. Like Paton,
early capital structure theorists presumed
independence between real (investment and
production) and financial variables. In 1958,
MM proposed that in a world devoid of taxes,

of its capital structure and is equal to the capi-
talized stream of future cash flows to corpo-
rate investors — bondholders and stockhold-
ers. This premise is consistent with the en-
tity theory and follows from the argument that
because the total market value of the firm is
equal to the sum of the market values to all
suppliers of capital, it is unaffected by the rela-
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tive size of each. Hence, the amount of debt
included in a firm’s capital structure is a mat-
ter of indifference, and leverage is irrelevant.?

In 1963, MM demonstrated that the tax
deductibility of interest payments enhances
the value of the firm and results in a prefer-
ence for debt over equity financing. Under the
assumption of no bankruptcy, a firm will al-
ways substitute debt for common stock. Incor-
porating bankruptcy into the analysis, an op-
timal corporate leverage strategy has been
shown to occur where the marginal advantage
of debt financing is offset by the marginal dis-
advantage associated with bankruptcy or re-
organization.? These analyses refuted the ir-
relevance theorem. From the perspective of
the investor, debt increases, up to some opti-
mal level, signal good news, but excessive lev-
els of debt financing may signal pending cash
flow problems or even insolvency.

However, the MM tax induced debt prefer-
ence theory ignored the potential impact of
asymmetric tax treatments. The expected gain
from corporate leverage may be reduced by per-
sonal taxation (Brennan 1970), and individuals
may substitute personal borrowing for corporate
borrowing (Stiglitz 1973). Thus, the return to
the firm from borrowing is the difference be-
tween the corporate tax savings and the tax sav-
ings that would accrue to individuals if they had
borrowed instead. In addition, Miller (1977) ar-
gued that the bond interest rate is set at the
macro level, resulting in a marketwide equilib-
rium level of debt and a corporate sector equi-
librium debt-to-equity ratio. Yet, no matter what
level of leverage the individual firm selects, there
is a natural clientele for its securities. Investors
with low tax brackets purchase stocks of highly
levered firms, and the stocks of firms with low
debt-to-equity ratios are purchased by investors
with high tax brackets. Because of the balance
between the type of investor and the corporate
debt level, firm value is not affected by capital
structure. That is, Miller’s arguments provide a
basis for reestablishing the MM irrelevance
proposition and are therefore consistent with
Paton’s theory. If Miller is correct, the amount
of debt employed in a firm’s capital structure
does not impact the value of the firm. Users

would not utilize debt-to-equity ratios to evalu-
ate future cash flows, and the present sharp dis-
tinction between liabilities and equity has no
meaning.

Financial Reporting

The Paton and MM theories are consistent.
Financial reporting would give all providers
of corporate capital similar treatment. Under
the Paton/MM model, corporate assets belong
to the corporate entity, not to its stockhold-
ers. Corporate income is the income generated
by those assets and is unaffected by the claims
of, or distributions to, suppliers of capital. The
income statement reflects income to the cor-
porate entity. The retained earnings state-
ment depicts how that income is allocated
among the various capital providers. The
statement of cash flows shows interest ex-
pense and taxes? as financing activities. Be-
cause there is no fundamental distinction be-
tween debt and equity,? the balance sheet need
only array the claims of “equity” holders.

For comparative purposes, financial state-
ments for Theoretical Company, cast in the tra-
ditional format, are shown in Exhibit 2. Exhibit
3 contains financial statements consistent with
the Paton/MM model.6 The bottom line in Ex-

2Subsequent theorists have shown that the MM proposi-
tion is valid under a variety of circumstances. See for ex-
ample, Robichek and Myers (1966) and Stiglitz (1969).
3For models which explicitly recognize bankruptey
costs, see for example, Robichek and Myers (1963),
Kraus and Litzenberger (1973), and Scott (1975). Nev-
ertheless, the expected value of bankruptcy costs is
probably insignificant, at least for the typical account-
ing entity. See for example, Miller (1977).

“The typical interpretation of the entity theory is that
taxes are a distribution to the government, and not
an expense. See for example, FASB 1990, Par. 222.

5Paton recognized that there are differences of degree
between bonds and stock, but he argued that they are
by nature alternate forms of equity sources.

5The Paton/MM model and finance theory in general,
support market valuation as the basis for measurement
of items presented in published financial statements.
Moreover, the FASB's definition of comprehensive in-
come also implies a market, or current, value approach.
The topic of market value versus historical cost is be-
yond the scope of this paper. For simplicity, the finan-
cial statements presented here are constructed under
the assuption that historical cost equals current mar-
ket value.
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EXHIBIT 2
A Set of Traditional Financial Statements

Accounting Equation: Assets = Liabilities + Owners' Equity

Theoretical Company Income Statement

For the Year 1992
Sales 100,000
Cost of Sales 55,000
Gross Margin 45,000
Operating Expenses 22,000
Operating Income 23,000
Interest Expense 8,000
Income Before Tax 15,000
Income Tax 4,100
Net Income 10,900
Statement of Retained Earnings
For the Year 1992
Beginning Balance 26,200
Net Income 10,900
Dividends:
Preferred Stock 1,000
Common Stock 3,000 (4,000)
Ending Balance 33,100
Balance Sheet
December 31, 1992
Assets
Current Assets 89,000
Long-Term Assets 171,000
Total Assets 260,000
Liabilities & Owners' Equity
Current Liabilities 31,900
Long-Term Liabilities 85,000
Total Liabilities 116,900
Preferred Stock 10,000
Common Stock 100,000
Retained Earnings 33,100
Total Owners' Equity 143,100
Total Liabilities & Owners' Equity 260,000

Debt/Equity Ratio = 116,900 / 143,100 = 0.82

hibit 3 (Net Income) represents income to the
corporate entity. The retained earnings state-
ment shows how corporate net income is distrib-
uted among the four types of capital providers
— the government, creditors, preferred stock-

holders, and common stockholders. The balance
sheet arrays the “equities,” but does not subto-
tal liabilities and common equity. In this model,
there is no distinction between debt and equity,
and no debt-to-equity ratio to compute.
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EXHIBIT 3
Paton Entity Theory Model

Accounting Equation: Assets = Equities

Theoretical Company Income Statement
For the Year 1992

Sales 100,000
Cost of Sales 55,000
Gross Margin 45,000
Operating Expenses 22,000
Net Income 23,000
Statement of Retained Earnings
For the Year 1992
Preferred Common
Equities = Taxes Creditors + Stock + Stock
BB 32,050 4,900 950 -0- 26,200
+ 23,000 4,100 8,000 1,000 9,900
- (16,200) (4,900) (7,300) (1,000) (3,000)
EB 38,850 4,100 1,650 -0- 33,100

Note: The equity income claim for taxes (4,100) and creditors (1,650) would be included in current liabilities.

Balance Sheet
December 31, 1992
Assets
Current Assets 89,000
Long-Term Assets 171,000
Total Assets 260,000
Equities
Current Liabilities 31,900
Long-Term Liabilities 85,000
Preferred Stock 10,000
Common Stock 100,000
Retained Earnings 33,100 133,100
Total Equities 260,000

Debt/Equity Ratio - Not Relevant

DEBT VS. EQUITY IS RELEVANT
Capital Structure, Risk, and Returns

Recent analytic and empirical work dem-
onstrates that the Paton/MM assumptions
may be invalid. The consensus in the litera-
ture is that leverage impacts risk and returns
to common stockholders. The return to secu-
rity holders and the firm’s systematic risk are
linearly related to the amount of leverage

employed by the firm (Hamada 1969;
Rubinstein 1973). The higher the debt level
relative to equity, the greater is the level of
risk associated with the ownership of common
shares, and the greater is the expected return
on the firm’s stocks.

Researchers have effectively utilized these
relationships to test a number of hypotheses
concerning market perceptions of balance
sheet items that are currently reported as li-
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abilities” and to make risk evaluations, such
as bankruptcy predictions.? Moreover, book
values perform as well as market values of
debt when preferred stock is included in the
numerator of the debt-to-market-value-of-
common-equity ratio (Bowman 1980a;
Mulford 1985). Nevertheless, similar analy-
ses have shown that off-balance sheet items
are often perceived as debt,? indicating that
the subtotal now reported is adjusted for dis-
closures in the notes. Hence, the market ap-
pears to evaluate debt versus common equity
when valuing firm shares and to make adjust-
ments to reported subtotals when relevant
items are excluded or when reported equity
values are perceived as actually liabilities.

Taken together, these findings imply that
debt levels relative to equity seem to convey
signals regarding the cash flow consequences
to the investor of investing in a particular
stock. The distinction between debt and com-
mon equity contain important information
that should be supplied to readers of finan-
cial statements so that they can make in-
formed judgments regarding the financial sta-
tus and promise of a given firm.

Capital Structure, Investment, and
Production

The debt versus equity irrelevance argu-
ment relies on the presumption that alterna-
tives to equity financing have no impact on
corporate resource flows. Paton/MM argue
that the form of financing does not affect op-
erating costs. Investment and production de-
cisions are presumed independent of capital
structure. Alternatively, if real and financing
decisions jointly impact one another, then the
level of debt versus equity impacts future op-
erating cash flows, returns, and the value of
the firm.

Recent capital structure theories demon-
strate that real and financial variables may
be interrelated and therefore jointly impact
cash flows. The Paton/MM model only mea-
sures the pure leverage effect that occurs
when debt is substituted for common stock. If
financing decisions do impact operating cash
flows and vice versa, then the total leverage

Accounting Horizons [ September1993

effect which occurs when real and financial
variables adjust optimally!® is not captured
in the Paton/MM model. Such interactions im-
ply that the degree of operating leverage and
the degree of financial leverage may be func-
tionally related to changes in real capital and
the contribution margin (Prezas 1987). If so,
simultaneous decisions to change investment,
production, and leverage may impact the
market’s perception of risk. Further, the cost
of capital may be dependent on the expected
rate of change in debt costs (Choi 1988). Thus,
the timing of cash flows, which Paton/MM
have segregated and presumed independent,
may actually interact, indicating that real and
financial corporate decisions are made giving
consideration to the resulting simultaneous
effects.

From the investor’s perspective, these in-
teractive theories imply that the components
of capital structure impact the cost of capital,
which is simultaneously impacted by income
flows resulting from capital investment deci-
sions made by the firm. As a result, capital
structure may have a long-run effect on fu-
ture cash flows to the firm and thus on distri-
butions to investors. Since the value of the
firm’s market shares is assessed in light of
future cash flows, the level of debt relative to
equity provides relevant information for in-
vestors, creditors, and other users of published
financial statements.

Capital Structure and Alternative Tax
Shields

Theoretical research has shown that the
irrelevance theorem may be sensitive to the

7See for example, Givoly and Hayn (1992) and Lukawitz
et al. (1992).

8See for example, Beaver et al. (1970) and Zavgren
(1985).

9See for example, Bowman (1980b), Dhaliwal (1986),
and Comiskey et al. (1987).

10According to Hite (1977), leverage and investment and

production decisions have interrelated cash flow ef-
fects. That is, the total effect of leverage includes not
only the change in resource flows caused by a substi-
tution of debt for equity, but also additional resource
flows which result from consequent impacts on invest-
ment and production levels, which, in turn, affect le-
verage, and so on.
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existence of non-debt corporate tax shields,
such as depreciation and investment tax cred-
its. Tax policy which increases or decreases
investment-related tax shields may induce
changes in corporate leverage ratios
(DeAngelo and Masulis 1980). Debt tax shields
may be substituted for lost investment-related
tax shields, and vice versa. When tax shields
are exhausted, increases in debt must be ac-
companied by increased debt prices to com-
pensate for the lack of a marginal tax advan-
tage. When this occurs, changes in leverage
are associated with changes in the relative
market values of debt and equity. Capital
structure decisions do affect firm value and
are therefore relevant.!!

In addition, tax policy induced changes in
investment may also impact the level of cor-
porate income (Dammon and Senbet 1988). A
consequent change in income may generate
additional investment changes which require
expansion or contraction of capital derived
from corporate financial instruments. Invest-
ment strategies affect debt capacity, and due
to the attractiveness of debt, there may be a
tendency for growth opportunities to be debt
financed (Arditti and Pinkerton 1978). If so,
there would be a positive relationship between
growth, the debt to equity ratio, and risk.12
Thus, finance theory indicates that changes
in the tax law may induce increases (de-
creases) in leverage, but may still positively
(negatively) affect investment and future re-
source flows. That is, investment and lever-
age decisions may be linked through corporate
tax rates and tax law incentives, such as in-
vestment tax credits — i.e., investing and fi-
nancing strategies are not independent.

To measure the strength of these relation-
ships and thereby evaluate the potential im-
pact on share prices, investors must be pro-
vided with the separate components of a firm’s
capital structure, to enable them to properly
assess alternative capital sources utilized by
the firm. In general, when debt is not exces-
sive, the tax shield provided by interest pay-
ments should make it a more attractive financ-
ing alternative than equity. When comparing
two firms with equivalent productive capac-

ity and risk, the one with the higher leverage
ratio should be associated with higher total
firm value. Thus, for the typical case, increas-
ing the debt level provides positive signals to
market participants.

Capital Structure and Dividends

Another element which MM explicitly and
Paton implicitly assumed to be unrelated to
financial policy is dividend strategy. In 1961,
MM argued that a stock’s price is not only in-
dependent of its capital structure, but also of
its dividends. Accordingly, the price of a share
of stock reflects the expected return to stock-
holders. Since a dividend payment is a distri-
bution of the stockholder’s share of company
profits, a stock’s ex-dividend price should de-
crease in direct proportion to a dividend pay-
ment. This argument relied on the same as-
sumptions which supported MM’s irrelevance
proposition. Capital structure does not affect
the income of the corporation and, hence, the
amount distributed to the various suppliers
of capital.

Subsequent researchers have countered,
stating that dividend policy is directly affected
by corporate financial policy. Gordon (1963)
argued that the discount rate employed by
investors to discount dividend expectations is
an increasing function of the firm’s growth
rate. If growth is linked to leverage decisions,
then growth, investment, and dividend policy
are functionally interrelated. Because finan-
cial policy affects cash flows, it would also af-
fect the firm’s ability to pay dividends
(Stapleton 1972). Moreover, if tax policy af-
fects leverage and investment, then present
and expected tax rates, dividend policy, finan-

UGuch effects may be evident following the Tax Reform
Act of 1986. Investment incentives were reduced or
removed, and debt levels and the incidence of bank-
ruptey have risen (see Kopche 1989).

12Alternatively, agency costs associated with debt financ-
ing may induce management to prefer equity financ-
ing. Thus, the exact relationship between growth and
leverage remains unclear. Nevertheless, a preference
for either debt or equity financing would be inconsis-
tent with the Paton/MM indifference assertion. For a
comprehensive discussion of capital structure and
agency theory, see Harris and Raviv (1991).
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cial policy, and investment strategy would in-
teract (King 1974), and thereby impact the
cost of capital, and in turn, firm value.

Empirical Support

To date there is no conclusive evidence that
such interactive effects do in fact exist, but
there are some empirical observations which
are consistent with the pro interactive theo-
ries. If capital structure is irrelevant, then
there should be no observable patterns in debt-
to-equity ratios either over time or across in-
dustry groups. Moreover, there should be no
consistent reactions in terms of debt-to-equity
changes in response to changes in factors such
as investment and to changes in tax law. Yet,
Taggart (1977) found that firms tend to ad-
just to long-term debt-to-equity targets.
McCabe (1979) and Guerard and Stone (1987)
observed apparent changes in new debt in re-
sponse to investment, research activity, and
dividend payments. Jalilvand and Harris
(1984) determined that the ability of firms to
make debt substitutions may be affected by
firm size. Additionally, Givoly et al. (1992)
documented a positive association between
changes in debt-to-equity ratios and tax rate
changes. They also observed substitution of
debt for lost investment-related tax shields.

These results indicate that corporate fi-
nancial policy would make a difference to read-
ers of published financial statements. The
needs of investors, creditors, and other users
would not be met by obscuring the distinction
between liabilities and stockholders’ equity.

Financial Reporting

The above analysis of financial policy im-
plies that the distinction between debt and
equity is important to investor decision-mak-
ing. Recent analytical and empirical evidence
demonstrates that the addition of financial
instruments to a firm’s capital structure has
an impact on firm value. The following finan-
cial reporting is suggested by the decision-use-
ful model.

Capital structure theorists, past and
present, perceive bondholders and stockhold-
ers as suppliers of corporate capital for which
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they receive compensation. Bondholders are
paid interest. Preferred stockholders receive
dividends. Common stockholder compensation
is a function of residual ¢orporate income.
Models, formulated to support and demon-
strate leverage theories, show that interest
payments, corporate taxes, and preferred divi-
dends reduce the return to common equity.
Claims of preferred stockholders are seen as
debt, but subordinate to bondholders.13 Be-
cause these models portray the impact of le-
verage decisions on the value of the firm, a
consistent accounting model would be useful
for investor decision-making.

Exhibit 4 provides financial statements
prepared for Theoretical Company under this
approach and displays the decision-useful
debt-to-equity ratio. The income statement
shows income available to cover debt service,
then, after subtracting interest and taxes, in-
come available for dividends, and finally in-
come to common stockholders. The retained
earnings statement accumulates undistrib-
uted earnings for common equity only. The
statement of cash flows is similar to the Paton/
MM model, except taxes are operating cash
flows. Since the bulk of capital structure
theory indicates that the amount of debt rela-
tive to common equity is important, the right
side of the decision-useful balance sheet is di-
vided between debt, including preferred stock,
and common equity. Because each type of se-
curity has a different claim to corporate as-
sets, the current/noncurrent categories should
continue, and the long-term debt should be or-
dered from senior to subordinate claims.

THE APPROPRIATE
REPORTING MODEL

Two opposing models have been explored
to shed light on the issue of debt vs. equity.
Paton’s entity theory proposition was clearly
ahead of the development of modern capital

13See for example, Merton (1974), Ingersol (1977), and
Emanuel (1983). Emanuel argues that in the general
case, preferred stock is a form of debt, but that con-
vertible and participating preferred stock is common
stock in disguise.
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EXHIBIT 4
Decision-Useful Financial Statements

Accounting Equation: Assets = Debt + Common Equity

Theoretical Company Income Statement

For the Year 1992
Sales 100,000
Cost of Sales 55,000
Gross Margin 45,000
Operating Expenses 22,000
Income Before Interest 23,000
Interest Expense 8,000
Income Before Tax 15,000
Income Tax 4,100
Income to Stockholders 10,900
Income to Preferred Stockholders 1,000
Net Income 9,900

Statement of Retained Earnings

For the Year 1992
Beginning Balance 26,200
Net Income 9,900
Dividends 4,000
Ending Balance 33,100

Balance Sheet
December 31, 1992
Assets

Current Assets 89,000
Long-Term Assets 171,000
Total Assets 260,000

Liabilities & Common Equity

Current Liabilities 31,900
Long-Term Liabilities 85,000
Preferred Stock 10,000
Total Liabilities 126,900
Common Stock 100,000

Retained Earnings 33,100

Total Common Equity 133,100
Total Liabilities & Common Equity 260,000

Note: In this model preferred stock is generally considered a part of long-term debt. Itis listed separately
in this exhibit to highlight its placement.

Debt/Equity Ratio = 126,900 / 133,100 = 0.95
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structure theory. Yet, it rested upon the pre-
sumption that leverage does not impact oper-
ating cash flows. Given the mounting body of
literature which supports the notion that fi-
nancing activity does impact the cash flow
from operations and vice versa, corporate fi-
nancial policy does appear to affect firm value.
Although this does not invalidate the idea that
both bondholders and stockholders supply
capital to the firm, it does raise doubts that
debt can be viewed in the same light as eq-
uity.

Leverage is considered an important indi-
cator of risk. Risk assessment is needed by
present and prospective investors to properly
evaluate and determine the amount and tim-
ing of future cash flows. Hence, accountants
should continue to provide readers of finan-
cial statements with a means to separately
identify the components of debt-to-equity ra-
tios.

Present finance theory depicts capital
structure in terms of debt versus common
stock. Because debt-to-equity ratios are cor-
related with market risk, the amount of total
debt versus common equity is an important
ratio in the eyes of investors. In addition, the
consensus in the finance community is that
the return to corporate stockholders is income,
net of interest and corporate taxes. Because
the return to other security holders is also of
vital importance, the format of the income
statement could be changed to better disclose
corporate income available to each capital pro-
vider. Thus, the decision-useful model would
provide users with the means to assess effects
of capital structure on company performance
and financial position. Admittedly, the mea-
surement and reporting methods are not per-
fect, and off-balance sheet financing remains
a problem. But, the distinction between debt
and equity has information content.

FINANCIAL OPTION CONTRACTS

Given the conclusion that the present
sharp distinction between debt and equity
should not be eliminated, it is important to
determine whether a given financial instru-
ment is debt or equity. According to the DM,
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the most fundamental issue raised is: “What
characteristics distinguish an enterprise’s li-
ability instruments from its equity instru-
ments?” (FASB 1990, par. 56).

Fundamental financial instruments entail
one-way transfers of financial assets from one
entity to another or the future exchange of fi-
nancial instruments between entities. Finan-
cial instruments that obligate the enterprise
to make one-way transfers of financial assets
represent debt instruments for which trans-
fer may or may not be conditioned on the oc-
currence of future events. Examples include
trade payables, bonds, and term life insurance.
Financial instruments which involve future
exchanges comprise conditional exchange con-
tracts, such as financial guarantees and finan-
cial option contracts, and financial forward
contracts.

Conditional exchange contracts are of par-
ticular concern “...because of uncertainty
about whether the exchange will be required
to take place” (FASB 1990, par. 51). Also, there
is a lack of consensus between practice and
what some feel to be the economic substance
of these contracts. In present practice, finan-
cial option contracts which obligate the enter-
prise to issue its own stock are considered eq-
uity. Proponents of this view argue that exer-
cise of an option involves a nonreciprocal
transfer wherein the enterprise receives an
asset but gives up nothing of value to the en-
terprise in return (FASB 1990, par. 116). Op-
ponents counter that the obligation is a liabil-
ity because delivery of the financial instru-
ment occurs on unfavorable terms to the
enterprise’s preexisting stockholders, and thus
to the enterprise itself (FASB 1990, par. 128).

Finance-based research provides valuable
insights for determining the economic sub-
stance of financial option contracts. Capital
structure makes a difference when a given fi-
nancial instrument impacts firm cash flows.
Complex capital structures offer an array of
investing choices. Because different types of
corporate securities have different tax im-
pacts, complex capital structures afford the
investor a variety of tax option strategies (Em-
ery and Gehr 1988). Both individuals and the
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corporation may time the recognition of capi-
tal gains and losses. The ability to control the
amount and timing of tax impacts has value.
As a result, complex capital structures may
be viewed as bundles of securities, each with
its own specific tax options. Since option
theory predicts that the value of such a bundle
is at least as great as the sum of the individual
tax options, complex capital structures in and
of themselves have value.l* This conclusion
applies to capital structures comprising
straight debt and common equity only and to
capital structures containing financial option
contracts, such as put and call options writ-
ten on an enterprise’s own stock, and com-
pound financial instruments, such as convert-
ible bonds and putable common stock.

The tax option argument holds when the
return on the financial instrument is not per-
fectly correlated with common equity. Accoun-
tants have traditionally viewed options writ-
ten on a corporation’s own stock as equity be-
cause they derive their value from the mar-
ket price of the stock. Although the option
price is a function of expected stock price, its
value is also affected by the probability that
it will not be exercised. Thus, an option’s value
is more volatile than the value of the under-
lying stock. Black and Scholes (1973, 638) de-
scribe the market value of the option as a con-
cave function of the market price of the un-
derlying stock. The value of the option is in-
fluenced by expectations regarding the stock
price less the present value of the exercise
price. When the exercise period is long, the
value of the option approaches the value of
the stock. At the other extreme, the value of
the option is equal to the market price of the
stock minus the exercise price. Other factors
that influence the option price include the
risk-free interest rate used to discount the ex-
ercise price, dividends paid on the stock, and
transaction costs. Merton (1973, 145) shows
that the market price of a call option is an in-
creasing function of the interest rate. At the
limit, the value of the option would equal the
value of the stock. Black (1975, 41) argues that
“An option on a stock that pays a dividend is
worth less than an option on an identical stock

that pays no dividend.” Moreover, the prob-
able date of exercise may be just prior to the
ex-dividend date. Finally, the transaction
costs for option trades are often lower than
the costs of making an equivalent trade in the
underlying stock (Black 1973, 61). Taken to-
gether, these analyses imply that the return
to a financial option contract holder is not per-
fectly correlated with the return on common
stock, and a financial option contract would
affect firm value.

Because financial option contracts give the
holder the right to exchange financial instru-
ments on specified terms, they may be con-
sidered corporate liabilities (Black and Scholes
1973, 648). The corporation may satisfy that
liability at any time before exercise by buying
the options at the current market price. The
option contract entails a contractual obliga-
tion of the corporation to deliver financial in-
struments on potentially unfavorable terms
(FASB 1990, par. 114). The actual exercise of
an option results in the corporate entity re-
ceiving less than it would have received had
the stock transaction occurred at its market
price. The corporation exchanges equity secu-
rities with a given fair value for a financial
instrument, cash. Because the corporation
could have sold the securities at market value,
the securities exchanged represent compen-
sation for the cash received. That is, the eg-
uity securities are used in lieu of cash.!® There-
fore, the conditional obligation to issue the
stock is essentially the same as a conditional
obligation to issue cash, or other assets. The
current market price of the option measures
the market’s perception of the value of the
corporation’s obligation to deliver equity se-
curities, conditioned upon the probability of
exercise. In essence, it measures the
enterprise’s present liability.

Exercise occurs when the market value of
the stock is greater than the exercise price.

148ee for example, Brick and Fisher (1987), Emery and
Gehr (1988), and Lewellen and Mauer (1988).

15Current financial accounting practice already recog-
nizes certain transactions as though stock is issued in
lieu of cash. For example, this treatment occurs when
stock is issued to acquire assets or services.
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Hence, the decision to allow the exercise to
occur causes the corporate entity to suffer a
loss. The DM calculates the loss in market
value per share that results from exercise.
This loss reflects an opportunity cost and its
consequent effect on the financial performance
of the enterprise. It “is financed by diluting
the preexisting stockholders’ wealth” (FASB
1990, par. 134).

If the options are not exercised, then eg-
uity securities are never issued. Therefore,
even though the amount of capital received
by issuing the options was related to the mar-
ket price of firm shares, it did not result from
the issuance of stock. Although the price of
the options, while they were outstanding, fluc-
tuated in response to expectations regarding
the eventual price of the stock, and those ex-
pectations are a function of enterprise perfor-
mance, the option holders did not transact
business with the enterprise in the role of
owner. They gambled that they could earn a
profit at the expense of preexisting stockhold-
ers and the business entity itself. Moreover,
no distributions were made to the option hold-
ers at the discretion of owners. That is, op-
tion holders were neither entitled to nor did
they receive dividends. Thus, the value of fi-
nancial option contracts is affected by expec-
tations regarding the underlying equity secu-
rities, but they do not themselves possess the
characteristics of those equity securities. In
the decision-useful model, options on an
enterprise’s own stock would appear as liabili-
ties.

COMPOUND FINANCIAL
INSTRUMENTS

A third issue raised by the DM is whether
compound financial instruments should be
separated into component financial instru-
ments. According to the DM, this issue is rel-
evant when one component is debt and an-
other is equity. However, the results of finan-
cial economics analyses indicate that relevant
information is lost when the individual finan-
cial instruments comprising a compound fi-
nancial instrument are not separately dis-
closed, regardless of the nature of each indi-

——
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vidual component. This conclusion is based on
research (cited above) which relies upon op-
tion pricing theory that evaluates the impact
of complex capital structures on firm value.

Multiple classes of securities represent
differing competing claims on the firm. Their
values are affected differently by management
decisions and by changes in the business en-
vironment. The market values of the firm’s
common shares reflect the inherent multiple
trading opportunities (Lewellen and Mauer
1988, 389). For the investor, this means that
each and every element in the capital struc-
ture mix has decision-usefulness and that the
distinction between debt and equity and be-
tween fundamental financial instruments is
important.

Because a compound financial instrument
comprises two or more fundamental financial
instruments and each fundamental financial
instrument represents a different tax option,
its value reflects the composite value of each
available option, which, in turn, impacts the
market value of the firm. Therefore, even
though two or more fundamental financial in-
struments which comprise a given compound
financial instrument may be liabilities, disclo-
sure of the value and status of each funda-
mental financial instrument has information
content.

For example, convertible preferred stock
comprises two fundamental financial instru-
ments — straight debt and the option to con-
vert. Both would qualify as liabilities under
the decision-useful model. Nevertheless, since
each has a unique impact on firm value, each
should be afforded separate disclosure.

CONCLUDING REMARKS

It is vital that analysts be able to assess
how each element of a corporation’s capital
structure may affect firm value, given present
and proposed tax legislation and the general
economic environment. Published financial
statements are intended to enable each type
of interested reader — investors, creditors and
other users — to assess the impact of firm cash
flows on the wealth of owners of individual
types of securities. The investor in each type
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of corporate security should be able to assess
how firm investment and financial decisions
will affect return on investment.

The consensus in the financial economics
literature is that the amount of debt included
in a firm’s capital structure is correlated with
risk. Leverage does affect future cash flows
which, in turn, impact firm value. Debt ver-
sus equity is relevant. Hence, the current
sharp distinction between debt and equity
should be continued.

In addition, the total value of the firm is
affected by the particular combination of al-
ternate forms of debt financing utilized.
Bonds, stocks, and other financial instruments

are traded separately. Each conveys a unique
legal claim to assets of the enterprise. Fur-
thermore, fundamental financial instruments
provide valuable options with individual char-
acteristics and cash flow impacts, even when
combined with other financial instruments.
Therefore, it would be difficult for a prospec-
tive investor to value a given security with-
out having information regarding other secu-
rities with senior or subordinate claims. To
properly evaluate a firm’s future cash flows,
investors, creditors, and other users should be
given information regarding the nature of each
fundamental element of a firm’s capital struc-
ture.
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