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		Abstract

		Finance scholars' approach to capital-structure issues reflects a progression of thought over time. This note provides an overview of the current state of capital-structure theory.  One perspective on capital-structure choice is to view it as posing trade-offs among five elements: (1) the tax benefits of financing, (2) the explicit costs of financial distress, (3) the agency costs of debt (including an array of indirect costs linked to financial distress), (4) the agency costs of equity, and (5) the signaling effect of security issuance. The first two elements reflect the "modern, traditional" balancing theory of capital structure. The third and fourth build on agency theory and imperfect information and emphasize the individual incentives of decision makers. The fifth element recognizes that the very act of issuing a security can convey new information to investors when there is imperfect information. While newer theories provide a rich array of insights into aspects of financial policy beyond how much debt the firm should undertake, the downside is that at present there is no overarching synthesis of these theories. As a result, practical application requires careful identification of how these particular theories are relevant to the business, the markets, and the situation at hand. This note is well suited to an advanced corporate-finance course after students have been exposed to the basic theory.    

Excerpt    

UVA-F-1165    

CAPITAL STRUCTURE THEORY: A CURRENT PERSPECTIVE    

A complex set of decisions creates a firm's capital structure. Capital structure dictates the funding sources tapped by the company and allocates risks and control rights to various parties. Pursued wisely, capital structure decisions should enhance value in financial markets. Key decisions include the overall mix of debt and equity, the forms, terms, and maturity structure of debt, the allocation of voting control among equity classes, the timing of security issuance, and a host of issues about particular types of financial claims (including hybrids such as convertibles and debt substitutes such as leasing).    

The approach of finance scholars to capital structure issues reflects a progression of thought over time. The result is an eclectic set of sometimes competing, theories dealing with many forces that shape financial decisions. This note provides an overview of the current state of capital structure theory.    

Classical Theoryâ€”Perfect Capital Markets    

Early theory focused on capital structure as a way to carve up a fixed amount of operating cash flow. In this â€œfixed pieâ€� view, the key choice was the best split between debt and equity to allocate those operating results. This view originated with the classic contribution of Modigliani and Miller (1958). They showed that in perfect capital markets, a firm's value is independent of capital structure: That is, any number of different mixes of debt and equity can result in the same firm value. While Modigliani and Miller's policy conclusion is not particularly appealing, their work laid an important foundation. In particular, by spelling out the assumptions of perfect capital markets, Modigliani and Miller (MM) pointed the way to factors (relaxed assumptions) that helped to explain financial structure. The critical properties of perfect capital markets are:    

. . . 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: capital structure

	
	

	
    

    
	

	
	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	

























    
    










    
    
    
    
















	



    




	
		Suggested Citation:
		Suggested Citation
	

	
		
			Harris,  Robert S. and Chaplinsky,  Susan J., Capital Structure Theory:  a Current Perspective. Darden Case No. UVA-F-1165,  Available at SSRN: https://ssrn.com/abstract=909392 or http://dx.doi.org/10.2139/ssrn.909392 
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Robert S. Harris (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
						
						


						
					
					[image: University of Virginia - Darden School of Business]
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				University of Virginia - Darden School of Business  ( email )

			

			
			
				
				
				
					P.O. Box 6550
Charlottesville, VA  22906-6550
United States
434-924-4823 (Phone)
434-924-4859 (Fax)

				

				
			

			
				
				
					HOME PAGE: http://www.darden.virginia.edu/faculty/harris.htm
				

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Susan J. Chaplinsky

					
			
		

		
		
		
		

		
		
			
				
					
					
					
					
					
					
					
					
					
						
						
						


						
					
					[image: University of Virginia - Darden School of Business]
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				University of Virginia - Darden School of Business  ( email )

			

			
			
				
				
				
					P.O. Box 6550
Charlottesville, VA  22906-6550
United States
434-924-4810 (Phone)
434-243-7676 (Fax)

				

				
			

			
				
				
					HOME PAGE: http://www.darden.virginia.edu/faculty/chaplinsky.htm
				

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
            
            Purchase - $6.25
        
        
    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				    7,440

			

		
		
		
			Abstract Views

			   32,822

		

		
		 
		
			Rank

			    1,555

		

		
	


	

	
		
			
				       16 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    Darden Case Collection

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Darden Case Collection

                                
                                    Subscribe to this free journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                           10,582

                                    

                                    
                                        PAPERS

                                            4,558

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Jennifer Hasher at University of Virginia (UVA) - Darden School of Business, Steve Momper at University of Virginia - Darden School of Business

                                    

                                
                            

                        

                    

                
	
                    Social Sciences Education eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Social Sciences Education eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                           10,091

                                    

                                    
                                        PAPERS

                                           23,566

                                    

                                

                                
                            

                        

                    

                


            

            
                
                

                	
                    Finance Education eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Finance Education eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            2,852

                                    

                                    
                                        PAPERS

                                            4,417

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Michael J. Schill at University of Virginia (UVA) - Darden School of Business, Stuart C. Gilson at Harvard Business School - Finance Unit

                                    

                                
                            

                        

                    

                
	
                    Economics Educator: Courses, Cases & Teaching eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Economics Educator: Courses, Cases & Teaching eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            1,726

                                    

                                    
                                        PAPERS

                                            3,305

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Sam Allgood at University of Nebraska at Lincoln - Department of Economics

                                    

                                
                            

                        

                    

                
	
                    History of Finance eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                History of Finance eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                              769

                                    

                                    
                                        PAPERS

                                            2,733

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Victor Ricciardi at Ursinus College

                                    

                                
                            

                        

                    

                



                
            

            
        
        
        
                 
        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        What Do We Know About Capital Structure? Some Evidence from International Data

                        
                            By
                                
                                
                                    
                                    Raghuram G. Rajan
                                     and 
                                
                                    
                                    Luigi Zingales
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        The Theory and Practice of Corporate Finance: Evidence from the Field

                        
                            By
                                
                                
                                    
                                    John R. Graham
                                     and 
                                
                                    
                                    Campbell R. Harvey
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Capital Structure Puzzle

                        
                            By
                                
                                
                                    
                                    Stewart C. Myers
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            The Theory and Practice of Corporate Finance: The Data

                            
                                By
                                    
                                    
                                        
                                        John R. Graham
                                         and 
                                    
                                        
                                        Campbell R. Harvey
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Market Timing and Capital Structure

                            
                                By
                                    
                                    
                                        
                                        Malcolm P. Baker
                                         and 
                                    
                                        
                                        Jeffrey Wurgler
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Market Timing and Capital Structure

                            
                                By
                                    
                                    
                                        
                                        Malcolm P. Baker
                                         and 
                                    
                                        
                                        Jeffrey Wurgler
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Testing Tradeoff and Pecking Order Predictions About Dividends and Debt

                            
                                By
                                    
                                    
                                        
                                        Eugene F. Fama
                                         and 
                                    
                                        
                                        Kenneth R. French
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            How Big are the Tax Benefits of Debt?

                            
                                By
                                    
                                    
                                        
                                        John R. Graham
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Testing Static Trade-Off Against Pecking Order Models of Capital Structure

                            
                                By
                                    
                                    
                                        
                                        Lakshmi Shyam-sunder
                                         and 
                                    
                                        
                                        Stewart C. Myers
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Optimal Capital Structure Under Corporate and Personal Taxation

                            
                                By
                                    
                                    
                                        
                                        Harry Deangelo
                                         and 
                                    
                                        
                                        Ronald W. Masulis
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
	
		
			
				
			
			
		
	
		
	


	
	

		
		

		
		
			
			
			
			

			
				
			

			
			
			
				
			

			
				
			
			
				
			
		

		
		
			
			
			
				
			
			
			
			
			
			
		

		
		
		









    
    
    












			

			





			






	




	


	
	





	








	

	
	
		
		
		
		
		
		
		
		
		
		
		
		
		
	

	
	
		
		
		
	














    
        
        Capital Structure Theory:  a Current Perspective

        

        
        
            This is a Darden A Case paper. Darden A Case charges $6.25 . 

            
        
        
            
                
                
                File name: UVA-F-1165.pdf

                Size:    368K
            

        
        

        If you wish to purchase the right to make copies of this paper for distribution to others, please select the quantity.

        
            
                Quantity:

                
                    
                        
                            
                            
                        

                        
                            

                            

                        

                    

                    Required 
Greater than 0

                

            

            
                
                Total Price:
6.25

            

            
                
                    Add to Cart
                
                
                    Add to Cart & Checkout
                
            

        

    





	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l100 in   0.088 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	
