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The problem for financial managers
and investors is that the capital
markets are not perfect. Taxes,

transaction costs and the fact that infor-
mation is not free and available to
everyone are important and relevant
market imperfections. 

In 1963, Modigliani and Miller
wrote a second paper which ad-
dressed the question of corporate tax-
ation, as their original work ignored
the effects of taxation. This put forward
the view that, while the capital markets
were sufficiently perfect to make capi-
tal structure irrelevant to a firm’s
value, the position was distorted be-
cause of the tax advantages enjoyed
by the corporate sector if they financed
part of their long-term capital finance
with debt capital.

Companies are allowed to treat inter-
est payments as a tax-deductible ex-
pense, thereby reducing the cost of debt
capital. The higher the tax rate, the
greater the saving. Modigliani and
Miller’s second article concluded that it
was this tax advantage which created
extra value for shareholders because the
firm’s value would rise linearly as man-
agement increased the amount of debt in
the firm’s capital structure.

The second paper ignored personal
tax, which was considered by Miller in
1977. 

Tax liability
Companies pay corporation tax on
their earnings before any payment is
made to shareholders in the form of
dividends. These dividend payments
will generally incur a tax liability for
their recipient just as interest pay-
ments do. The tax authorities, how-
ever, distinguish between income and
capital for taxation purposes. Capital
gains are usually only taxed when the
gain is realised and a certain sum

each year may be taken free of tax. 
Shareholders receive two possible fin-

ancial gains from ownership. The first
are dividend payments and the second
are capital gains through share price
appreciation. Shareholders will pay a
lower rate of tax if they are able to take
some of their income by way of treating
it as a capital gain. Debt-holders, on the
other hand, must pay tax on all of their
investment income and so if the com-
pany is highly geared, they will incur a
greater tax liability. 

Miller’s work showed that, at certain
tax rates, the gain from corporate taxes

is cancelled out by the extra liability in-
curred on personal taxes with the effect
that a firm’s value is unaffected by its
capital structure.

Although Modigliani and Miller show-
ed that from a mathematical perspective
a firm’s value is maximised whenever it is
financed entirely with debt capital, other
factors explain why, in practice, this does
not happen. Even management buyouts
which are renowned for using high levels
of debt finance rarely have a ratio of debt
to equity above 80%.

One factor which explains why com-
panies are reluctant to use such high lev-
els of debt was addressed by Miller when
he looked at the role of personal taxa-
tion and its effects on a firm’s capital
structure. 

Level of gearing
While tax is an important market imper-
fection, it is not the only one. The
generic term ‘transaction costs’, which
covers such terms as agency costs and
bankruptcy, also has an important im-
pact on a firm’s level of gearing.

Whenever, a company is highly
geared, the shareholders stand to gain
financially at the expense of the debt-
holders. Agency theory holds that man-
agers, therefore, seek to employ a
range of financial securities to balance
the interests of those people such as
shareholders, debtholders, managers
and outside creditors who also have a
claim over the firm’s asset base.

The higher the level of debt, the more
likely the firm may face financial disas-
ters because of the large cash outflows
needed to meet interest payments. Firms
which are highly geared face a greater
possibility of bankruptcy, thereby mak-
ing it undesirable to employ large
amounts of debt capital.

Finally, there is the important finan-
cial principle of the ‘signalling effect’,

Reducing the impact of
market imperfections
In the last of two articles, Dr Humphrey Shaw of the University of North London
focuses on taxation, transaction costs and business information.
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Miller’s work showed
that, at certain tax
rates, the gain from
corporate taxes is 

cancelled out by the
extra liability incurred
on personal taxes with
the effect that a firm’s
value is unaffected by
its capital structure
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which also has a bearing on a firm’s
level of gearing. Actions are signals
and the raising of additional capital
sends a signal to the market which
must be interpreted by investors. The
signal may be positive in the sense
that it shows that management has a
range of projects which have a posi-
tive net present value, or that the firm
is having to raise money to fund liq-
uidity shortages brought about by un-
profitable trading. 

As a general rule, share buyback
schemes have a positive impact on the
share price, whereas raising more

money by issuing additional shares
reduces share values.

Capital structure decisions are very im-
portant because they have a bearing on
the firm’s market value. There is probably
no such thing as an optimum structure in
terms of a given percentage of debt to
equity. This may explain why most com-
panies in the UK are reluctant to increase
the level of gearing beyond 50%. 

Each company is different. Utilities
such as the water authorities can afford
to be more highly geared than con-
struction companies which face large
differences in earnings because of

changes in economic business cycles.
No decision however, should be

taken without considering the tax ad-
vantages and the signalling effect
brought about by the decision to raise
outside finance. Indeed, this may ex-
plain why many companies seek to raise
money internally from their operations,
thereby avoiding the rigorous scrutiny
and appraisal of the business by the
capital markets. ■

Humphrey Shaw is a senior lecturer in
accounting and finance in the business
school at the University of North London.

The Treasurer – June 1998 3 1

The above headline in Risk magazine earlier this year summarised the excellent response to the Association’s Business of
Finance book ‘The Management of Corporate Risk - a framework for directors’*. Below is a selection of more recent

press cuttings demonstrating the impact the book has had on the risk management debate. 

Investment Week,
27 April

Financial News
4 May

Accountancy Age,
23 April 

Financial Times,
12 May

*copies are available
from Claire Gwinnett,
0171 213 9728


