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Why do we talk about capital structure today?
Boards of directors and management teams continuously evaluate whether they have 
the right capital structure. The typical conclusion is often the status quo, potentially 
with a little fine-tuning. Occasionally, however, decision-makers across an entire sector,  
or even the entire market, face structural shifts that warrant a more thorough re-examination. 
For instance, the financial sector during the great financial crisis and the oil & gas and  
mining sectors during the recent commodity price downturn focused on equitizing their 
balance sheets following significant downside pressures. 

Today, a potential structural reform of the U.S. corporate tax code is leading firms across 
all industries to re-evaluate their capital structures. Several key tax laws could change, and 
potentially impact capital structure:

• A lower tax rate (e.g., from 35% to 20%) would reduce the tax shield on debt 
— But higher after-tax cash flows would increase the ability to pay down debt 

• A loss of interest deductibility would entirely eliminate the debt tax shield

• A one-time or ongoing lower tax rate on offshore earnings would provide access  
to global cash flow 
— Reduce the need to raise debt domestically to offset cash balances that cannot   
 efficiently be repatriated, but 
— Increase debt capacity because firms would have greater access to worldwide  
 cash flows, and 
— Increase net leverage in the near-term if firms do not use most of the repatriated  
 cash to pay down debt
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How do taxes factor into the capital structure decision?
Since the United States re-introduced corporate taxes in 1909, the code stipulated 
that payments to equity holders would not be tax deductible, whereas payments to  
debt holders would be. This differentiation between debt and equity led to an unfavorable 
treatment, i.e., double taxation, of equity relative to debt. The interest deductibility of debt 
payments is one of the key drivers in the well-known cost of capital curve. This curve shows 
the cost of capital at different ratings/leverage levels (Figure 1).

Figure 1

The cost of capital curve for a typical S&P 500 firm usually points to the lowest cost of 
capital at a “BBB” rating

As firms increase leverage, all the way down to the BBB ratings category, the cost of capital 
curve captures the tradeoff between the increased tax benefit and the higher probability of 
financial distress. The net result is that, as seen in the curve above, a typical S&P 500 firm 
enjoys a reduction in its cost of capital when it adds tax-deductible debt to move from being 
rated A+ to A-, and again from A- to BBB. Over cycles, the typical firm’s lowest cost of capital 
tends to occur within the BBB ratings range.
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1  A seminal academic article in this field is: Graham, John R. (2000), “How Big Are the Tax Benefits of Debt?”, Journal of Finance 55, 
1901-1941 

2  For further reading, please see our report “Here We Go Again… Financial Policies in Volatile Environments” located at  
https://www.jpmorgan.com/directdoc/JPMorgan_CorporateFinanceAdvisory_FinancialPoliciesInVolatileEnvironments.pdf

Payments on debt are lower than payments on equity, 
and are also tax deductible. Then why is the lowest cost of 
capital not occurring at much higher leverage levels, i.e., at 
a rating lower than BBB?
Figure 1 shows the cost of capital declines moderately until the BBB ratings level, beyond 
which it begins to rise more rapidly. As firms increase leverage, both their cost of debt and 
cost of equity increase. The cost of debt increases particularly quickly once a firm’s rating is 
non-investment grade (that is, below BBB-). Also note that firms tend not to benefit from the 
full tax shield as their leverage continues to increase (because they often incur other losses 
that generate tax shields, as well).1 Similarly, the cost of equity increases as a firm’s leverage 
increases. The higher cost of equity reflects the notion that equity investors will require higher 
returns to compensate them for the increased risks of investing in a more levered company.  

The experience of the oil & gas sector in recent years showcases the riskiness of higher 
leverage for equity holders. Commodity prices began a precipitous decline following their peak 
in the summer of 2014. As oil prices fell, many firms in the oil & gas industry experienced steep 
drops in revenue, EBITDA, and enterprise values. As a result, the equity values plummeted 
across the board, with lower-rated firms the most impacted (Figure 2).2

Figure 2

Firms with higher leverage are much more vulnerable during downturns
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BBB seems to be the rating at which the cost of capital is 
minimized. Why aren’t all large firms rated BBB?
Indeed, the cost of capital is often lowest for capital structures associated with a BBB ratings 
level. The cost of capital curve is a useful concept to think about capital structure, but is just 
one of many inputs to the capital structure decision-making toolbox. An oft-cited survey 
exemplifies the range of factors CFOs consider when making capital structure decisions  
(Figure 3).

Figure 3

Financial flexibility/credit rating is top of mind for CFOs when issuing debt 

Financial flexibility and credit ratings are the two top considerations of CFOs making  
capital structure decisions. Interest tax savings (tax shields) are a consideration, but only rank 
sixth in importance. Interestingly, companies often target specific credit ratings because they 
provide more secure access to the debt markets, and hence more financial flexibility. In other 
words, better credit ratings and improved financial flexibility capture similar concepts.
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3  For further reading, please see our report “The Great Migration: Evolving Market Conditions Transform the Credit Rating 
Landscape” located at https://www.jpmorgan.com/directdoc/JPMorgan_CorporateFinanceAdvisory_GreatMigration.pdf

Does the cost of capital curve then matter at all?
CFOs and other decision-makers consider many factors aside from cost of capital when 
making  capital structure decisions. Nevertheless, the benefits of being a BBB-rated company 
—a combination of low cost of capital with almost unfettered capital market access—
have influenced capital structure decision-making over the last few decades. Figure 4 
demonstrates this influence. 

Figure 4

Large firms have gradually migrated toward the BBB ratings category

The largest U.S. firms have migrated down the ratings spectrum toward BBB-type capital 
structures.3 A quarter century ago, 27% of rated S&P 500 firms had a rating of AA- or better, 
and 68% of A- or better, and 21% had a BBB rating. Today, over 40% of those firms have a BBB 
rating and just 11% of them are rated AA- or better. While there has been a downward ratings 
trend in general from higher ratings levels, not many large firms target a BB rating. In fact 
many of the S&P 500 firms with a non investment grade rating aspire to become BBB (or to 
restore this rating for some of them). These two perspectives—highly rated firms migrating 
down to BBB and BB (and lower rated) firms aspiring to move up to BBB—are consistent with 
the insights of the cost of capital curve.
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Have other factors led to this migration to BBB ratings?
Many factors, beyond the insights from the cost of capital curve, have influenced this trend 
toward lower ratings. The large number of downgrades during the great financial crisis caused 
firms to err on the side of financial conservatism coming out of the crisis. Subsequently, years 
of quantitative easing drove the cost of debt to record lows while the cost of equity declined 
at a more moderate pace. This has led to what we call a high debt-equity disconnect.4 In the 
figure below, the ratio of the cost of equity to the cost of debt illustrates this disconnect. 

Figure 5

Prolonged low interest rates fueled a record disconnect between debt and equity after 
the great financial crisis

The “relative cheapness” of debt, together with investor pressures for more distributions, 
led some firms to increase their leverage levels. Many other firms increased leverage for 
M&A transactions, with the intention of returning to a stronger rating after the transaction 
was integrated. Ultimately many of these firms concluded that they could comfortably access 
capital markets at A or BBB ratings vs. AA or A ratings, and thus did not need to regain their 
initial higher ratings. Indeed, even during the great financial crisis, solid BBB firms maintained 
adequate capital market access. The largest corporate debt transactions, all in recent years, 
have been executed by BBB-rated firms, demonstrating the strength of the low investment 
grade debt markets. In summary, the “cheapness of debt,” coupled with large and stable 
capital market access at BBB levels, has provided CFOs a low-cost option for flexibility at levels 
below an A rating.
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4  For further reading, please see our report “From conformity to creativity: Creating shareholder value by breaking away from  
the herd” located at https://www.jpmorgan.com/directdoc/JPMorgan_CorporateFinanceAdvisory_ConformitytoCreativity.pdf
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How does the cost of capital curve change if the tax shield 
on debt declines or disappears entirely?
At lower tax levels, the tax shields on debt become less valuable. As a result, as is shown in 
the figure below, the lowest point on the cost of capital curve moves from a BBB rating to an 
A- rating if the tax rate fell from 35% to 25% (Figure 6). If the tax shield drops all the way to 
0%, i.e., interest payments are no longer deductible, then a capital structure consistent with 
virtually no leverage would minimize the cost of capital.

Figure 6

At lower tax levels, the cost of capital is minimized at higher ratings
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Does this analysis imply that firms will have very limited or 
no debt if they no longer have tax shields?  
The answer to this question is a resounding no. As noted before, tax shields on debt are just 
one of many (and perhaps not even the most important) determinants of capital structure. 
The reduction in tax shields will likely impact some firms’ decisions at the margin, but many 
firms will still have significant amounts of debt. Several anecdotes and empirical data indicate 
a weak relationship, if any, between capital structure and tax rates (Figure 7).

Figure 7

Across sectors and countries, firms with low corporate tax rates and less tax shields do 
not have less leverage 

Figure 7 indicates that firms in several countries with lower corporate tax rates than  
the United States operate at leverage levels in line, or even higher, than those in the United 
States. In fact, the United Kingdom and China not only have lower tax rates, but also more 
specific limitations on interest deductibility.5 Closer to home, Real Estate Investment Trusts 
(REITs) and Master Limited Partnerships (MLPs) are tax-free pass-through vehicles, thereby 
not obtaining the benefit of tax shields. Yet, REITs and MLPs have a lot more debt than typical  
tax-paying corporations. Interestingly, even before the United States introduced corporate 
taxes, and thus tax deductible debt, many U.S. firms had already begun using debt to finance 
their growth.Historical data shows no clear linkage between tax rates and debt level
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5  For further reading, please see our report “A Primer on the Financial Policies of Chinese Firms” located at  
https://www.jpmorgan.com/directdoc/JPMorgan_CorporateFinanceAdvisory_FinancialPoliciesChineseFirms.pdf
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What can we learn from previous situations where the tax 
rates changed or the tax advantage of debt disappeared?
A great way to analyze the capital structures of U.S. firms is to look at how their leverage has 
evolved over time. Figure 8 graphs corporate tax rates as well as corporate debt to GDP. It 
is apparent that there is no clear linkage between aggregate debt levels and tax rates. If 
anything, as tax rates have gradually come down over time, corporate leverage ratios have 
crept up (Figure 8).

Figure 8

Historical data shows no clear linkage between tax rates and debt levels

Overall, academics have not found strong relations between tax shields and leverage levels. 
One recent study examined the trend in leverage following a change in the tax code in Belgium 
that reduced the relative tax advantage to debt by also allowing deductions for part of the 
cost of equity. This study found that, at the margin, firms in Belgium added less debt over time 
than comparable firms in border regions. One conclusion of this analysis is that firms may not 
proactively pay down debt but, instead, they may simply add less debt than expected over time.
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Here is the big question then: Will we experience a  
de-levering of corporate America?  
All else being equal, we could experience a moderate decline in leverage levels if one of 
the advantages of debt (the tax shield) is reduced or eliminated. In addition, firms might also 
issue less debt going forward if they can access their global free cash flow, since many of the 
largest firms in the United States were issuing debt over the last few years to compensate for 
their rising piles of offshore cash.6 To the extent these firms allocate most of the repatriated 
cash to shareholders or new investments, the net leverage (i.e., debt less cash) ratios of these 
firms will actually increase in the near-term. These effects will likely be most pronounced for 
the more highly levered firms. Finally, though unrelated to tax reform, commodity-price-driven 
firms (such as those in the oil & gas and mining sectors) may also issue less debt than they did 
previously in an effort to continue to strengthen their balance sheet.

However, as we discussed, many other non-tax factors influence the decision to issue debt. So 
much so that non-tax payers have continued to issue debt, while in contrast many tax payers 
issued little or no debt. As they have historically, investors will continue to seek bond-like 
returns. As a result, if firms issue fewer bonds than expected, bond investors will be willing to 
accept tighter pricing, assuming other variables do not change. This could, in turn, induce the 
marginal borrower to continue to issue debt.

What should decision-makers do today?
The specifics of tax reform are yet to be publicly announced. Still, we encourage executives 
to proactively evaluate various scenarios to understand their impact on cash flow, growth 
opportunities, valuation, and investor and other stakeholder expectations. Further, the 
uncertainty associated with tax reform highlights the importance of maintaining ample  
balance sheet liquidity and flexibility on an ongoing basis. From a tactical perspective, 
decision-makers should ensure that they preserve sufficient optionality in their capital 
structure to take advantage of various possible outcomes. Over time, once details of the reform 
unfold, firms will be able to make more specific decisions to adapt their financial policies. A 
major de-levering is unlikely to be the optimal outcome for most firms.

6  For further reading, please see our report “The name is Cash, just Cash: Demystifying the “spectre” of record corporate cash” 
located at https://www.jpmorgan.com/directdoc/JPMorgan_CorporateFinanceAdvisory_TheNameIsCash.pdf
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