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Fifty years ago, Franco Modigliani and Merton Miller (M&M) published their seminal work on capital structure, The Cost of Capital, Corporate Finance and the Theory of Investment, 49 Am. Econ. Rev. 655 (1959).  That article, which is widely considered to be the foundation of modern finance, shows that under certain idealized conditions the value of a company is independent of its capital structure.  The central M&M result shows that given certain conditions (often summarized as:  efficient capital markets, no transactions costs, and no taxes – assumptions that might seem conventional to an economist, however, extreme they might seem as descriptions of the environment) the managers of a company cannot change the value of their company by altering its capital structure.  The publication of that article had a profound effect on academic work in finance and related fields.  In addition, the theorem can also be used to understand how business transactions are structured.
Academic attention ebbs and flows, and often ebbs and flows again.  After a time, academics were persuaded that the theorem was true as a matter of economic logic, but that the assumptions were not a good description of the world, and so there was interesting theoretical work to be done explaining why capital structure did indeed matter.  Over the last few decades, academics have described a variety of ways in which capital structure can create value.  Those examples can all be systematically tied to the M&M Theorem of capital structure irrelevancy.  The form of the theorem is that if certain assumptions hold, then capital structure does not affect value.  The theorem can be turned on its head:  if capital structure affects value, it must be by operating through one of the assumptions.  Accordingly, transactional structuring can be understood to create value through some combination of making markets more efficient, reducing transactions costs, and saving on taxes.  In effect, deal professionals use capital structure to create value by identifying violations of the M&M assumptions and by employing techniques that reduce the magnitude of the deviations from those assumptions.

Each of the Modigliani-Miller assumptions deserves further elaboration.

Information – The assumption that markets are efficient means that all investors have the same information and process that information in the same manner.  In the real world, that is often not the case.  There are many instances where one or the other party has private information.  When one party knows that a potential counterparty is likely to have private information such an asymmetry can lead to the “lemons” problem in which the market unravels because the less informed counterparty is unwilling to transact with a better informed party for fear of being taken advantage.
Such problems are very common.  Over the years, parties have developed solutions to address what is sometimes called the adverse selection problem.  Those solutions can be divided into two broad groups:  solutions that provide the counterparty with the information that it is missing and solutions that cause the party with the informational advantage to act as if its private information were known by the counterparty.  Examples of the former are readily apparent and include such practices as due diligence.  The latter are often more subtle.  Representations and warranties with teeth – backed by penalties, the right not to close, and so forth – and other kinds of guarantees work in this way.  Another example is reliance upon reputation.  When these techniques work as intended the party with private information in effect reveals that information to its counterparty through its actions.  Thus, for example, a seller with a valuable reputation to maintain will refrain from selling defective merchandise.
In other circumstances, parties with positive private information will in effect pay counterparties to invest in the production of information.  That payment can take a variety of forms:  cash, a call option, and a break-up if outbid.
Although much transactional structuring involves eliminating or compensating for the effects of informational advantages, some structuring seeks to take advantage of market inefficiencies.  A clear example here involves accounting rules, which have often treated economically similar transactions in different ways.  Two important historical examples – the rules have since changed – involve mergers and acquisitions and stock-based employee compensation.  Until about 2000, public companies that acquired another company solely for common stock could use the pooling method of accounting; otherwise, they had to use the purchase method of accounting.  Because pooling simply combined the balance sheets of the purchaser and target companies whereas purchase accounting required the purchaser to write up the target’s assets to fair market value, purchase accounting generally led to higher book values on the balance sheet.  Such higher values, which would typically go to tangible and intangible assets, would lead to increased allowances for depreciation and amortization, which in turn would reduce earnings.  Corporate managers and investors believing that higher earnings translated into higher stock prices had a preference for pooling over purchase accounting.  For many years, such accounting considerations drove acquisition form.  Public companies had a strong preference for using stock as consideration in acquisitions in order to receive pooling accounting treatment.

The other historical example is the use of employee stock options (ESOs) to compensate employees.  For many years, ESOs if their strike price was at or above the market price at the time of the grant or above would be treated for financial accounting purposes as if they had no cost to the company.  That was true both at the time of the grant and at the time of exercise.  In contrast, other forms of compensation, including restricted stock, were treated as having a cost equal to their fair market value.  Once again, for those who believed that accounting numbers affected stock prices, there was a strong incentive to use ESOs. 
Although the above two examples have been curtailed in recent years, there are still elements of transactional structures that are chosen at least in part for their accounting consequences.  For example, a public corporation might try to complete a sale within a particular year or quarter to manage its earnings.

Although economists might dispute whether markets reacted as the managers and investors assumed, it was the conviction of mangers and investors that it would react – whether it does or does not – that led companies to take these steps.  Either way, inefficient markets create two different kinds of opportunities to use transactional structure to create value.  First, when the less well informed party is suspicious of the other party’s informational advantage, that suspicion will lead to the development and employment of techniques that eliminate the informational advantage.   Alternatively, when the less well informed party is not suspicious, it will lead to the development and employment of techniques that will take advantage of that difference.

Transaction costs – The assumption that markets are perfect means that there are no transaction, contracting or agency costs.  This assumption implies that the cash flows themselves are independent of transactional structures.  A frequent problem in situations with multiple parties is agency costs.  In a world with perfect markets (including competitive markets for jobs as agents), a principal can effectively control an agent at no cost and so the agent will do exactly what the principal wants.  In such a world, the principal will pay the agent what it is worth to the principal to have the agent take those actions (bearing in mind that the agent can choose whether or not to undertake that task for the specified remuneration).  In the real world, there are many types of transactions costs that render markets imperfect and produce inconsistent incentives.  Typically, the remuneration is fixed, but the tasks are not.  Such incentive problems are ubiquitous in business because of the need for multiple actors to work together to perform complex tasks under conditions in which monitoring is costly or impossible.
As with information, there are both direct and indirect ways to attack the problem.  Direct solutions would include writing contracts that prohibit the undesirable behavior.  However, in many cases the behavior cannot be directly observed, making such approaches impractical.   Indirect solutions might involve writing contracts that do not ban the undesirable behavior, but instead provide different payoffs that are linked to the behavior.  For example, a contract that pays a power hitting baseball player a bonus for hitting a target number for home runs or slugging percentage.  In many circumstances, however, the desirable behavior is not directly observable and so the reward cannot be given for good behavior and withheld for bad behavior.  In such cases the payment must be linked to an imperfect proxy.  A good example of such a contract is the provision of stock-based compensation.  The imperfection of the proxy raises a host of questions.  And one of the biggest questions relates to the next category of issues.
An important class of problems that arises from imperfect markets is given the name moral hazard.  The term, which comes from insurance, refers to the diminished and possibly eliminated incentive for an insured to care for the insured property as the coverage increases.
Another class of problems that builds off of imperfect markets goes by the name of asset specificity.  An investment is specific to a transaction when the investment is worth more inside of the transaction than it is worth outside of it.  When a party makes such an investment and develops such an asset, there is a risk a counterparty will subsequently behave opportunistically and try to expropriate some of the value the asset generates.  A famous, if somewhat exaggerated example, is that of General Motors and Fisher Body company.  Fisher produce automobile bodies for GM, and GM sought to have Fisher build its plants adjacent to GM auto plants, which would reduce transportation costs for sales to GM.  Fisher was thought reluctant to do so because it would raise costs for sales to other car companies and so would expose Fisher to the risk of exploitation by GM.

As with the other types of issues, there is the familiar division of responses into direct and indirect responses.  Direct responses constitute various long-term, enforceable contracts, which set (sometimes fixed, sometimes through price adjustment formulae) prices between the two parties.  Indirect responses take a number of forms, including structuring payments to cover the cost of investment, elaborate put-call provisions that work to protect the parties, and take-or-pay production contracts.  The drafting of all such provisions can be complicated because the provisions can create collateral incentives for other value-affecting acts.
There is yet another class of problems builds off of both inefficient and imperfect markets.  In a world with perfect and efficient markets all assets, cash flow streams, have the same value to everyone.  In such a world, all investors hold the market portfolio.  In such a market, all investors place the same value on all cash-flow streams in part because they can buy or sell all assets at the market price.  However, in the real world, with imperfect and inefficient markets, assets are not all tradable and infinitely divisible.  As a result, assets do not always have the same value to everyone.  In such circumstances, different assets might have different values to different possible holders.  That can be an opportunity to increase value as when some investors are better able to hedge or otherwise endure risk.  More frequently, however, it is a cost.
The classic example is paying employees with stock-based compensation.  Stock-based compensation imposes risk on parties that are likely to have the least tolerance for that risk.  In contrast, with the issuer’s employees, other stock purchasers can diversify the risk from any given stock by limiting their holdings of that stock and investing in other assets.  However, for employees whose jobs are by definition connected with their employer, the stock compensation exacerbates existing risk.  Of course, stock-based compensation is employed because it aligns incentives, but at a cost.
Taxes – The existence of taxes in and of themselves does not mean that structure matters.  What is needed for structure to matter is for there to be differential taxes.  There needs to be a certain type of consistency in the tax system.  If that consistency is lacking, then there is an incentive to engage in tax planning.  The basic idea behind tax planning is simple.  Taxes are a multiparty game or negotiation with one party out of the room.  That party is the tax collector or the fisc.  Expressed in its starkest fashion, the idea is that the parties should get together and minimize the cut to the fisc.  There are legal limits.  In effect, it is a multistage game, the treasury writes the rules and everyone else reacts to those rules.  There are also other considerations.  The goal of the private actors is not to minimize taxes, but to maximize what is left after taxes, and so there are often tradeoffs between tax minimization and value creation, but the basic idea is simple.  To design a structure that maximizes after-tax value.  As with so much else, the details matter.  Tax law can be very complex, and the results often depend on the interstices of the law, but the basic idea is simple.

Although the Modigliani-Miller Theorem is expressed in terms of taxes, taxes are not unique in having the sort of effect described above.  The same logic applies to other types of laws and regulations.  When rules are not consistent, parties have an incentive to change their behavior in response to those rules.  Much of the structuring of transactions responds to liability laws (especially environmental laws), securities laws, and the dictates of Islamic finance.   

It is worth pointing out that many of the devices that are readily employed to deal with one category of issue readily have consequences for one or more other categories.  For example, paying employees using ESOs has (or at least had) informational content, incentive consequences, risk allocation effects and tax consequences.  Designing an optimal compensation package, then, is a complex task of choosing among alternatives to find the best package.
In addition to helping to understand modern capital market structures and various recent innovations, the approach outlined above also contributes to several lines of scholarship.  First, twenty-five years ago Ronald Gilson, in Value Creation by Business Lawyers:  Legal Skills and Asset Pricing, 94 Yale L.J. 239 (1974), asked the questions what is it that corporate lawyers do and why do principals hire them?  His answer was that corporate lawyers create value by reducing transaction costs, and he provided a series of striking examples.  In the last few years, a new generation of scholars, including Victor Fleischer, Karl Okamoto, and Steven Schwarcz, has built on Gilson’s work by suggesting specific mechanisms whereby lawyers create value.  The reverse M&M approach builds on Gilson’s original work and the more recent literature that follows from it by arguing that lawyers, investment bankers, and other deal professionals create value where the M&M assumptions do not hold.  
Looked at in this way, what lawyers do is not fundamentally different than what other deal professionals, such as accountants, investment bankers, and other consultants do.  All are involved in bridging violations in the M&M assumptions and moving the markets closer to meeting those assumptions.  Also, there is not one single thing that transactional lawyers do:  they do not engage only in regulatory arbitrage, or constraining opportunism, or overcoming problems from asymmetric information.  They do all of these things as do other deal professionals.  Such an approach, however, can help explain how some lawyers earn more than others.  Where the value from getting the deal done is high and where the challenges are complex, a knowledgeable and sophisticated professional can add much value.   Moreover, our view of how deal professionals add value is in no way inconsistent with the observation that transactional professionals spend much of their time addressing distributional rather than efficiency concerns.  Distribution can be addressed through direct bargaining or through incorporating more subtle incentives in the value-creation process that link value creation and distribution.
A second advantage of this perspective is that innovations can be evaluated based on how well an innovation moves the market closer to the M&M assumptions.  One of the advantages of describing what deal professionals do using M&M is that the M&M assumptions provide a means of evaluating whether a proposed structure will create value.  M&M provides a way to order, analyze and evaluate claims that a structure can create value, even in settings in which economic theory tells us that distributional concerns must be part of any full analysis.

A third advantage of this perspective is pedagogical.  Deal structuring is often learned through years of practice.  A framework based on M&M can be taught to students directly who can apply that structure on the job.  We find that there are advantages, but also challenges in teaching a “Deals” course using such a framework.
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