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An Anaiysis of Corporate Structure Theery,
Dividend Policy Theory,
and the Effects of the Tax Reform Act of 1988

By: Philip Tinkler
10/31/86
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France Modigliani and Merton Milter in 1958 pubiished their paper "The Cost of
Capttal, Corporation Finance ang the Theery of Investment” This WOrk, sleng
w“1ih the corrections ang replies thai Tollewed, 15 a clazsic work in the arsa of
zapital structure. [n this paper, Modigliani and Miller introduced a moce! for the
maiim vatue of a firm. “

ih iha model prasented in this paper there are a few assumptions: (1) shares.
of Tirms ars “hemogeneous”, {2) shares are traded in perfect marketz undar
sangiticng of atomistic competition: (3) investors heve homegeneous
£ia3tions abput tha riskiness and dmount &f earmings; (4 nn corporate or
waividual taves and (S) debt Tor firms ang individuals is riskless and remains 20
878h 3¢ the amount of debt increases (Madigliani end Miller).

ith lhese_ﬁssET?ti NS Mudigiiani and Mitler (MM) make two propositiens,

“ e
Aropesition’l s{ates

v o 5
the market valye of ary 1irm i3 independent of its cap:ta)

tiructure ang 15 given hgcamiali:mg 1z grpected return at the rate, k3,
RETIbTiate 10 s class (Modigliani and tiller, pg. 262)- Mathematically this

23 be auprassad



The proaf for this Proposition is an "arbitrage proot™, which can be foung
in their article.

Propositisn {1 states, "the Bxpected yield o7 a share of stock is agual to
the approprists capitalization rate ka for a pure Bquity stream in the

class, plus a premium related 1o financial risk agual to the debt-to-equitﬁ

-

-
1

ratioc times the spreed between k9 and kg (Modigliani and Miller),-
Mathematically this Proposition is axpressed:
kszkalke-xd)D/S) . (2}

These propositions can be graphed as follows:
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These Pmpnmltions; however, Tail 12 taks mto account either corporata
TCome taxes, or individual incsme taues
“han corporats income taues are introduced iater in their article the
Financial Management Theory

£ (Brighman;

Progosition f can e rewritten as
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ks fd i
ar, Vi= Yu + 1D {4}
oo 25t 13 used, 4D 15 squal to zero, Therafors,
¥l = Y {da)
Propasition 1! can be rewritten as,
kg = (DAY KT {1-1) + (5/) k5. ()

T¥iz tan ba graphicgily presented:
S L =

lai-t}
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Therefore, with corporate taxes 1aken inte consideration, the value of
the Tirm is optimized when there is virtualty 100 percent financing. In the
Hmiting case, whaere dabt iz equal to 100 percent, the risk is transferrag . -f
t3 the bondholders. This obviously would result in ka rising dramaticaty. )
However, at 99 percent, the business risk is borne by the stockholders,
wha @i 5ty 1 parcent of the tota) value, ifowing Tor a rots ka Just
8 then kd (1-) -- 588 Tigure 4.

P2 Tact that kd remains constant is unrealistic 1n the reat world, Az

+ Tapa
tha tay

st af_liegt ﬁcreasis the risk involved increases Therafore, kg
‘ “;Fi"géél'_i;fdebt increases.

Jther otij.ect?}f-i:llns';‘,t;t;);'mm theary are: {1) the implfcation that persena
ard corcorate leverage are perfect substitutes, (2) the fact that frekerage

ana cther transaction casts do not gist, {2) the assumption that

LErEoraiiens and investors can borrow FLthe zame rate, and (4} the lack of

inihe madel. When these abisctions are taken ints



tonsideration the value,f the Tirm cen be written {Bri

Management Theery and Practics; pg 660X

Sraphically, the ectual value of the firm can be expressed:
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Cbviqus w he cuéts‘m l;orreci the ohjectwm raised are very difficult tg
- e .

datermine. Sa a premse value Tor the optimal structure can nat be

determined. These costs , \harefore, will be removed frem the discussicn
in the next stage; the inclusion of personal tades,
Merton Milter inclyded fersonaf tases in his 1976 Prasidential Address

to the Americian Finance Zzociation, "Debt and Taxes.” in that paper, he

aex

shows that:

{1-tc) {(1-tps)
=VU 4 [ e 10, {7
{1-tpd)
where t€ 12 the corporate tax rate, ths is the weighted averags tax of
dividends and capital geinz, and tpd is the tax raie on interest income
from debt (Miller, pg. 267).

Threa mtg ,retati nsJuI]Dw First, if the personal tax rata is zarn,
M

g MMt theory with

"DWUFB&U?CZES as _xpﬁs =89 &y equation (4). Second, if the personal tay
F3L2S On deb! and equity (dividends and capital gains) are egual, the MM
theory with carporats taues weylg als0 apply. {Once acain, this equation
would reduce 1o equation 145, The third, amg finat, interaratation woulg

be 19 have Qifferent rates ror the intersst ang BGUity incame. Millar

B



Pate
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betteves thal (1-tc)(I-tps)=

[ur]

{1-tpd) If thiz iz the tase, the second term

would reduce to zerg. The Eguation would reguce 1o

Yi=tu , (8

iz the same as equation LY

Theory and Practice; pg 6670,

{Brighman; Financial Managemant

The third interpretation iz the one Miller supperts in his article. He

2tataz, tin equilisrium, the market value of any firm must be incependent

37 1ts C3pital structure (Millar, BG. 2621 This sbviously is the result of

the third interpretats

tian of eguation (7).

Mitier believes that thars iz an equilibrium level of aggregate

Sarporats debt, B, when the rate

&n 1ai svempts grossag up by the

marging! tak rate is equsl to the tax-exempt rate grossed up by the

STrEarate tax rate (see figurs 5),
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3ize the point of an equilibrium debl-equity ratio for the coroorate sector.
Sut thers would be no optimum debt ratic for any individual firm (Miller,
p§ 2£9Y7 Companies coylg follaw sirategies that would optimize their
steokbioldar's wealth, 1F a firm used law feverage, or none at all, it would
Attract tigh tan bracke! indivicuals. On the other hand, high leverageq

firms would attract iow tan bracket ingividuals. This is the ‘clientela

i

frect (Miller, pg. 289).
This brings us to the current view of capital structure theory The
thaory, 3 result of incorporating the objections of MM and Millar's peraonal

tau capital structure theories is summarized in figure 7.
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The item of change is kd £1-4) which new 10882 upward, as opposed to the

of debtat DAV™ Atinis point, V1 13 masimized, and va iz

minmizad {Brigham; Financia) Management Theory and Practice; ng. 885
The theery of capital ztructure ans the iheary of dividend policy win

of the effects of the new tay law an corparats

Yinancing ang cividend poticy. B2fore this analysis, consideration of
Ji¥idend pelticy and the clientels affant is appropriate.

s

b
Y

W32AE Driefiy mentioned earliar, the chientels affect of givideng

seHoy will Se impsrtant .in Gyr amalysis, Firzt, 'ets consider fivideng
Divigend policy should ma:imize the Ence of 2 company's steck. This

=errelates to the overall goal of MANITIing chareholdar wealth, which ia

the Seziz of all financial dacisicn:. There are t1wa 2ffects Wwitich ooposs
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