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DISCUSSION

GEORGE M. CONSTANTINIDES*: Ross’ reexamination of Miller’s [3] leverage
irrelevance proposition is both economically interesting and technically impor-
tant. Ross summarizes his contribution as follows: “Our main result is the finding
that there is a relationship between the capital structure of the firm—as induced
by tax effects—and ordinary (beta) measures of risk. This relationship is partic-
ularly surprising because we will find that firms have optimal internal financial
mixes in the absence of any bankruptcy costs or any agency, asymmetric infor-
mation or signalling effects.”

Under completeness in both the equity-taxed and debt-taxed markets, De
Angelo and Masulis [1] prove that each firm has a unique interior optimal debt-
equity ratio if there are leverage-related costs. One source of leverage-related
costs is the assumed inability by the firm to sell its tax deductions in excess of
earnings in the bankrupt states. We consider these costs as leverage-related
because both the potential tax deductions are higher and the probability of
bankruptcy is higher, the higher the debt-equity ratio.

Although Ross does not assume completeness in both equity-taxed and debt-
taxed markets, he does assume the above leverage-related costs. Therefore, his
finding that firms have optimal internal financial mixes should not come as a
surprise. Later on, Ross correctly points out that if firms can merge and spin off
in an arbitrary fashion, the leverage-irrelevance proposition is restored. Mergers
and spinoffs effectively make tax credits marketable and the earlier leverage-
related costs disappear.

Theorem 7, the main result, states: “In a cross-section of firms with the same
total variance, those with higher (positive) cash flow betas will have lower debt
levels.” The intuition is simple: two firms with the same distribution of cash
flows (but not perfectly correlated) will have the same expected tax credits and,
therefore, the same expected bankruptcy costs. However, the present value of
the expected bankruptcy cost will be higher for the high-beta firm because these
costs are incurred in the states that the marginal utility of consumption is higher
than in the low-beta firm. Therefore, the high-beta firm will choose a lower debt-
equity ratio.

Whereas the intuition of Theorem 7 is simple, the formal proof is technically
challenging. Ross’ primary contribution lies in proving this technical result by
using the methodology developed in the companion paper by Dybvig et al. [2].
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Theorem 7 hinges on the assumption that the leverage-related costs occur in
the low-consumption states of nature. However it is in the high-consumption
(euphoric) states of nature that management is more likely to consume perks
and auditors are less likely to spot misdeeds. If we interpret leverage-related
costs more broadly to include this sort of agency costs, the conclusion of Theorem
7 may be reversed. However, the contribution of Theorem 7 remains valid, in
that it links the cash flows’ beta to the firms’ leverage in a cross-section of firms.

REFERENCES

1. H. De Angelo and R. Masulis. “Optimal Capital Structure under Corporate and Personal
Taxation.” Journal of Financial Economics 8 (March 1980), 3-29.

2. P. Dybvig, J. Ingersoll, and S. Ross. “Martingales, Arbitrage and Valuation.” Unpublished notes,
November, 1984.

=+ M. Miller. “Debt and Taxes.” Journal of Finance 32 (December 1977), 261-75.



	Article Contents
	p. 657
	p. 658

	Issue Table of Contents
	The Journal of Finance, Vol. 40, No. 3, Papers and Proceedings of the Forty-Third Annual Meeting American Finance Association, Dallas, Texas, December 28-30, 1984 (Jul., 1985), pp. 619-1030
	Front Matter
	Introduction [p.  619]
	Of Financial Innovations and Excesses [pp.  620 - 631]
	On Economics and Finance [pp.  633 - 635]
	Debt and Taxes and Uncertainty [pp.  637 - 657]
	Debt and Taxes and Uncertainty: Discussion [pp.  657 - 658]
	New Tests of the APT and Their Implications [pp.  659 - 674]
	New Tests of the APT and Their Implications: Discussion [pp.  674 - 675]
	An Unbiased Reexamination of Stock Market Volatility [pp.  677 - 687]
	An Unbiased Reexamination of Stock Market Volatility: Discussion [pp.  688 - 689]
	Adjustment Costs and Capital Asset Pricing [pp.  691 - 705]
	Adjustment Costs and Capital Asset Pricing: Discussion [pp.  705 - 709]
	A Theoretical Analysis of Real Estate Returns [pp.  711 - 719]
	A Theoretical Analysis of Real Estate Returns: Discussion [pp.  719 - 721]
	An Investigation of Transactions Data for NYSE Stocks [pp.  723 - 739]
	An Investigation of Transactions Data for NYSE Stocks: Discussion [pp.  739 - 741]
	Index Options: The Early Evidence [pp.  743 - 756]
	Index Options: The Early Evidence: Discussion [p.  756]
	In Defense of Technical Analysis [pp.  757 - 773]
	In Defense of Technical Analysis: Discussion [pp.  773 - 775]
	The Disposition to Sell Winners Too Early and Ride Losers Too Long: Theory and Evidence [pp.  777 - 790]
	The Disposition to Sell Winners Too Early and Ride Losers Too Long: Theory and Evidence: Discussion [pp.  791 - 792]
	Does the Stock Market Overreact? [pp.  793 - 805]
	Does the Stock Market Overreact?: Discussion [pp.  806 - 808]
	Ripoffs, Lemons, and Reputation Formation in Agency Relationships: A Laboratory Market Study [pp.  809 - 820]
	Ripoffs, Lemons, and Reputation Formation in Agency Relationships: A Laboratory Market Study: Discussion [pp.  820 - 823]
	Risk Aversion and Information Structure: An Experimental Study of Price Variability in the Securities Markets [pp.  825 - 844]
	Risk Aversion and Information Structure: An Experimental Study of Price Variability in the Securities Markets: Discussion [pp.  845 - 846]
	Towards a Semigroup Pricing Theory [pp.  847 - 861]
	Towards a Semigroup Pricing Theory: Discussion [pp.  861 - 862]
	Risky Debt, Investment Incentives, and Reputation in a Sequential Equilibrium [pp.  863 - 878]
	Risky Debt, Investment Incentives, and Reputation in a Sequential Equilibrium: Discussion [pp.  878 - 880]
	Currency Risk and Country Risk in International Banking [pp.  881 - 891]
	Currency Risk and Country Risk in International Banking: Discussion [pp.  892 - 893]
	Determinants of Corporate Leasing Policy [pp.  895 - 908]
	Determinants of Corporate Leasing Policy: Discussion [pp.  909 - 910]
	Spinoff/Terminations and the Value of Pension Insurance [pp.  911 - 924]
	Spinoff/Terminations and the Value of Pension Insurance: Discussion [pp.  924 - 926]
	The Usefulness of the Wind-Up Measure of Pension Liabilities: A Labor Market Perspective [pp.  927 - 940]
	The Usefulness of the Wind-Up Measure of Pension Liabilities: A Labor Market Perspective: Discussion [pp.  940 - 942]
	The Integration of Insurance and Taxes in Corporate Pension Strategy [pp.  943 - 955]
	The Integration of Insurance and Taxes in Corporate Pension Strategy: Discussion [pp.  955 - 957]
	Depositors' Welfare, Deposit Insurance, and Deregulation [pp.  959 - 974]
	Depositors' Welfare, Deposit Insurance, and Deregulation: Discussion [p.  975]
	A Micro Model of the Federal Funds Market [pp.  977 - 988]
	A Micro Model of the Federal Funds Market: Discussion [pp.  988 - 990]
	A Test of the OPEC Cartel Hypothesis: 1974-1983 [pp.  991 - 1006]
	A Test of the OPEC Cartel Hypothesis, 1974-1983: Discussion [pp.  1006 - 1008]
	The Pricing of Oil and Gas: Some Further Results [pp.  1009 - 1018]
	The Pricing of Oil and Gas: Some Further Results: Discussion [pp.  1018 - 1020]
	American Finance Association: Report of the Editors for the Journal of Finance for 1984 [pp.  1021 - 1022]
	American Finance Association: Minutes of the Annual Membership Meeting December 29, 1984 [pp.  1023 - 1024]
	American Finance Association: Report of the Executive Secretary and Treasurer for the Year Ending September 30, 1984 [p.  1025]
	Report of the Managing Editors of the Journal of Finance for 1984 [pp.  1026 - 1030]
	Back Matter



