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The effect of financial policy on a firm’s incentives
to maintain its reputation for producing a bigh-
quality product is analyzed. It is demonstrated that
in certain situations debt will reduce a firm’s abil-
ity to credibly offer bigh-quality products and, as
a consequence, will reduce its value. However, for
JSirms with assets that bave bigh salvage values in
liquidation, debt may increase their ability to cred-
ibly offer bighb-quality products and, therefore,
increase their values.

The role of bankruptcy costs in the theory of optimal
capital structure has received a great deal of atten-
tion.* Bankruptcy costs include both direct expenses
associated with the bankruptcy process, and indirect
costs, such as the profits lost during financial distress
and bankruptcy. These lost profits are often attributed
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and Kim (1978).
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to the reluctance of customers and other stakeholders (e.g., suppliers,
providers of complementary products, and employees) to do business
with a firm that is likely to fail. Although the reluctance to do business
with a near-bankrupt firm has been discussed for quite some time
[e.g., Baxter (1967)], there has been very little theoretical work to
explain this phenomenon. One exception is Titman (1984), who
demonstrates a link between a firm’s liquidation decision and its
bankruptcy status, which causes individuals who would incur a cost
if the firm went out of business (such as customers who may require
future servicing or spare parts) to be less willing to do business with
a firm in financial difficulties.

This article presents a model in which, in contrast to Titman (1984),
individuals may be reluctant to do business with a highly levered firm
even if they suffer no costs if the firm goes out of business. This
reluctance arises because financial difficulties can affect the incentive
for the firm to honor its implicit contracts and in other ways maintain
a favorable reputation. Although the implications of our analysis are
much broader, we will focus on the incentives of firms to maintain
their reputations for supplying high-quality products in situations in
which quality cannot be observed until after the product is purchased.
The article is related in this way to the recent work of Chung and
Smith (1987), which is discussed below.2

The relation between product quality, as it relates to air safety, and
the financial health of airlines has received attention recently from
academics as well as from the popular press. Rose (1988) finds evi-
dence that the safety records of airlines decline after they get into
financial difficulties.> The New York Times (April 14, 1988) reported
that the recent investigation of Texas Air would, among other things,
“examine . . . the possible impact on safety of its financial problems,”
and according to Gray (1987) the Department of Transportation not
only inspects the maintenance and safety procedures of airlines, but
also examines their financial statements to determine their incentive
to provide a safe (i.e., good quality) product. The analysis in this
article suggests that such a policy may have merit.*

* The relation between financial structure and product quality was discussed informally in Shapiro
and Titman (1985) and Cornell and Shapiro (1987). Reputation and financial structure also play
key roles in Maksimovic’s (1986, 1988a) analysis of tacit collusion in oligopolies.

3 Golbe (1983) and Chow (1989) report similar findings for the railroad industry and general freight
trucking, respectively.

* There is also evidence that aspects of quality other than safety are related to financial health. A
Fortune (October 24, 1988, p. 89) article on consumer satisfaction reports that *. . . relatively few
gripes come from fliers on [airlines] which happen to be among the healthiest . .. .” The case of
Beech-Nut provides additional evidence of the relationship between debt and product quality. A
recent New York Timesarticle (July 24, 1988) describes how Beech-Nut, suffering financial distress,
sold adulterated apple juice to reduce its costs.
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Financial Policy and Product Quality

Our analysis of the interaction between financial leverage and the
firm’s quality choice draws on two distinct literatures. The first is the
literature on reputation that shows that, in a multiperiod setting, firms
may produce high-quality goods in order to maintain their reputations
for future sales.> The second is the literature on the effect of debt
financing on investment choices.®

We develop a simple finite horizon model to examine the quality
choice of an all-equity firm that is managed in the interests of the
stockholders, and then explore how this choice is affected by lever-
age. The model provides conditions under which an all-equity firm
will have an incentive to produce a high-quality product that reduces
its profits in the short run, but leads its customers to believe that it
is likely to maintain high quality in the future. Debt financing, by
changing the relative benefits to stockholders of immediate and future
cash flows, can reduce a firm’s incentive to produce a high-quality
product, since a reduction in quality can increase current cash flows
at the expense of bondholders who may receive less in the future.

We demonstrate that under some conditions this incentive to reduce
quality can be eliminated by appropriate dividend restrictions. How-
ever, if the firm’s current obligations are so great that they cannot be
met except by reducing quality, then dividend restrictions will not
prevent the firm from reducing quality in order to avoid immediate
bankruptcy. Moreover, a firm that is not facing an immediate threat
of bankruptcy, but which has debt outstanding, may still choose to
reduce quality in order to increase its current cash flows and thereby
avoid an issue of subordinated debt at high rates in the future. Cutting
quality in this instance is similar to obtaining an involuntary loan
from customers. Since the reduction of future revenues resulting from
the loss of reputation corresponds to the repayment of the “loan,”
and has greater seniority than the firm’s existing debt, it dilutes the
claims of existing bondholders. Since consumers recognize the incen-
tives to reduce quality that are created by outstanding debt, they will
reduce the price that they are willing to pay for the firm’s product
and the firm will suffer a loss in value.

The article also analyzes how the incentive to offer high-quality
products is affected by the availability of alternative uses for the firm’s
capital assets. This analysis relates to the Klein and Lefiler (1981)
argument that a firm may purposely limit the salvage value of its assets
in order to commit to producing a high-quality product. We show

s See, for example, Klein and Leffler (1981), Shapiro (1982, 1983), Dybvig and Spatt (1983), and
Allen (1984).

¢ See, for example, Jensen and Meckling (1976), Galai and Masulis (1976), and, in particular, Myers
(1977).

177



The Review of Financial Studies /v 4 n 1 1991

that a firm with a high salvage value can credibly offer high-quality
products without reducing its salvage value by including the appro-
priate amount of debt in its capital structure. This commits the firm
not to liquidate when it is controlled by its equityholders, since they
are the last to be paid out of the proceeds of the firm’s liquidation.
We show that in some cases a levered firm can achieve a first-best
solution of liquidating in exactly those states of nature in which its
liquidation value exceeds its value as an ongoing concern, while
committing to the quality choice of an all-equity firm with zero salvage
value. Hence, financial leverage can increase as well as decrease a
firm’s ability to credibly offer high-quality products.

The model is developed in the next section for the case of an all-
equity firm. The analysis of the levered firm in Section 2 explores the
implications of both financial distress and the threat of future bank-
ruptcy for the firm’s incentive to maintain its reputation for product
quality. In Section 3, it is shown how the opportunity to liquidate
affects the relation between a firm’s debt obligations and its ability
to offer high-quality products, and the article is concluded in Sec-
tion 4.

The All-Equity Firm

We are concerned with the decision of a firm to produce either a
high- or low-quality product. It is assumed that consumers are willing
to pay more for the superior product but cannot observe the product’s
quality until after it is purchased and consumed, and that, although
the product quality can be observed by consumers, it cannot be ver-
ified in a court of law. The product is assumed to be sold in each of
a finite number of periods, which we take, without loss of generality,
to be three.

The finite horizon assumption distinguishes our model from the
infinite period reputation models considered by Klein and Leffler
(1981), Shapiro (1982), Dybvig and Spatt (1983), and Allen (1984),
which generally support an infinite number of equilibria.” Although
our basic results would also obtain in an infinite period setting, we
employ instead the finite horizon setting of Kreps and Wilson (1982)
and Milgrom and Roberts (1982), since it can lead to a unique equi-
librium, which permits stronger statements about the effect of finan-
cial structure on product quality.®

7 This observation is generally referred to as the Folk Theorem and is discussed in Rubinstein (1979)
and Aumann (1981).

8 For an application of this framework in the finance literature, see John and Nachman (1985) and
Diamond (1989).

178



