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“In 1958, Modigliani and the late Merton Miller” pub-
lished the first MM paper, which argued that financing
decisions are, or should be, irrelevant. Increased financial
leverage (financing investment with more debt and less
equity) should not change the firm’s overall cost of capi-
tal or make the firm more or less valuable. It may seem
paradoxical to found a field on research showing that the
field is irrelevant. The paradox is resolved as follows.

“First, MM showed a new approach to corporate
finance. They stressed the objective of maximizing mar-
ket value. Any financing or investment decision that
increases the market value of the firm makes all stock-
holders better off, regardless of their personal tastes or preferences.
MM realized that changes in the firm’s mix of financing could be
replicated, or undone, by investors or financial intermediaries.
Therefore the value added by corporate financing decisions could
not exceed the cost of replication, which should be very small in
well-functioning financial markets. (Note how this anticipates the
Black-Scholes replication proof.)

“MM also took risk seriously. For example, the reason why
substituting ‘cheap’ debt for more expensive equity does not
reduce the overall cost of capital is that the additional debt makes
remaining equity riskier and more expensive. The increased risk
increases the rate of return required by stockholders by exactly
enough to keep the overall cost of capital constant.

“Second, MM did not deny that taxes and other costs or
imperfections could make financing matter. Their proofs really
say that there is no magic in financial leverage. Do not assume
that capital structure matters, prove it by identifying specific costs
and imperfections and showing their practical importance.

“This approach has dominated research on corporate financ-
ing decisions ever since. This was the tack taken by MM’s most
thoughtful early critic, David Durand. It has also been a constant
theme of my work. My first publications, joint with the late
Alexander Robichek of Stanford, proposed that firms would have
target debt ratios reflecting a tradeoff between the tax advantages
of debt,® which are maximized at high-debt ratios, and the threat
of costs of financial distress. Later I analyzed the incentive effects
of too-aggressive borrowing — the ‘debt-overhang’ or ‘underin-
vestment problem’ — and the incentive for highly levered firms to
shift into excessively risky investments. These adverse incentives
are additional costs of financial distress.

“In the late 1970s, attention turned to the effects of the lim-
ited information available to investors. (Investors cannot know as
much as managers about the firm’s value and prospects.) Stephen
Ross was the first to analyze how financing decisions can reveal
managers’ information to investors. I worked with Nicolas Majluf
PhD "79 (now at Catholic University in Santiago, Chile) to show
how differences in information could lead to a ‘pecking-order’
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