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by Daniel A. Lasman and Roman L. Weil

Adjusting the Debt-Equity Ratio

= Debi-equity ratios prepared using traditicnal
(GAAP) accounting numbers can mislead wrwary
analysts. In many cases, ihe necessary adjusiments
will result in substantially reduced debl-equity ratios
LIFD balance shaets, for example, ollen show
imventories based on prices that, in today’s inflationany
anvironment, are far below current market. Marketable
Securities are often carfied al values below current
markel and, alhough thers ane axceplions, the currant
value of plant usually exceeds the balance shiet cost
Finally, the reserve for deferred taxes usually includes
differences between repored and taxable income that
will DEVEr feverse

On the othar hand, the necessary adjustments io
leases. pensions and unconsolidated subsidi
may increase debl-equity ratios. Up io now, m
beases with all the characteristics of debt have not
been recognized as such on the balance sheet, their
recogntion will increase dabt without affecting equity.
Because they constitule an interest-bearing liability of
the corporation, unfunded pension benalis also
bélong on the balance sheel—albeit with an offsetting
adjustment for taxes. And the afect on the parent's
debi-equity ratio of consolidating subsidiaries’ debt is
clearly unfavorable.

The authors demonsirate the effect of the
individual adjustments on the debt-equity ratios of
Penney's, Sears, GM., Zenih and Kodak, and present
adjusted debi-equity ratios for all 30 Dow Jones
Industrials. ==

Daniel Lasman, a recent MBA gradiate of The Uni-
wersity of Chicage, is currently a consuliant io Compo
Industries, Inc., Waltham, Massachusetrs. Roman
Weil is Professor of Accounting ar The University of
Chicage and an accounting consultant to Duff and
Phelps, Inc.

The authors thank Todd Bergman, Sidney David-
son, Robert 8. Kaplan, Merton H. Miller, Willlam C.
Norby and Katherine Schipper for their comments and
the Narional Science Foundation and Touche Ross
Foundation for research supporr.

MALYSTS use financial ratios to assess a

firm's profitability, liquidity and solvency.

For purposes of determining profitability,
the analyst generally relates items in the income
statement to other items in the income statement (for
example, net income to sales) or to items in the bal-
ance sheet {net income to owners' equity). In deter-
mining liquidity, he will generally relate current
assets (or some portion of them, such as quick assets)
to current liabilities. In assessing solvency, he will
generally look at various coverage ratios and at the
debt-equity ratio.

Unfortunately, the analyst who constructs his fi-
nancial ratios from financial statement figures pre-
pared in accordance with generally accepted ac-
counting principles (GAAF) may be misled. Al-
though the reader is probably familiar with at least
some of GAAP's misrepresentations, he may never
have stopped to consider their combined impact.
Comparing debi-equity ratios computed from
GAAP inventory, leases, pensions, deferred taxes
and unconsolidated subsidiaries with debt-equity
ratios based on more realistic accounting treatments
shows that this impact can be large.

The Debt-Equity Ratio

‘Wi concentrate on the debt-equity ratio because it
highlights the impact of various accounting treat-
ments without complicating the issues, The debt-
equity ratio is debt divided by equity. There are,
however, almost as many definitions of this ratio as
there are analysts who compate it. The numerator of
the debt-equity ratio can include all liabilities, all
but current liabilities, or only long-term, interest-
bearing debt; a given company's debt may be
reduced to the extent that the company holds debt of
other companies or of the government.! The analyst
must decide whether to include deferred taxes (to be
discussed later) and minority interest. The numera-
tor of the conventional debt-equity ratio used in this
article consists of long-term debt including
capitalized leases, but excludes current liabilities,

1. Footnotes appear at end of article.
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