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15. 

FINANCIAL LEVERAGE

CAPITAL STRUCTURE POLICY

The goal of managing capital structure

· maximization of the value of the firm

Optimal capital structure

· the debt/equity ratio that minimizes the WACC

FINANCIAL LEVERAGE

15.3 Capital structure - Modigliani and Miller theory

I
The no-tax case

PROPOSITION I: The value of the firm levered (VL) is equal to the value of the firm unlevered (VU):




VL = VU

Implication of Proposition I:

· Firm’s capital structure is irrelevant

PROPOSITION II: because of prop. I, the WACC must be constant. 



WACC = RA = (E/V) x RE + (D/V) x RD



Where 
RA = return on the firm’s assets.






RE = cost of equity






RD = cost of debt


=>  RE = RA + (RA - RD) x (D/E)




Where
D/E = Debt/Equity ratio.


So, cost of equity has two parts:

1. RA and ‘business’ risk

2. D/E and ‘financial’ risk


Implication of Proposition II:

· The cost of equity rises as the firm increases its use of debt financing.

II. The tax case

Proposition I: The value of the firm levered (VL) is equal to the value of the firm unlevered (VU) plus the present value of the interest tax shield:




VL = VU + TC x D 




Where 
TC = Corporate tax rate,

 D  =
Amount of debt.


Implications of Proposition I:

1. Debt financing is highly advantageous. A firm’s optimal capital structure is 100 percent debt.

2. A firm’s WACC decreases as the firm relies more heavily on debt financing.

B. Proposition II:



RE = RU + (RU - RD) x (D/E) x (1 - TC)




Where 
RU = Unlevered cost of capital.

Unlike Proposition I, the general implications of proposition II are the same whether there are taxes or not.

15.6  Optimal capital structure

Static theory of capital structure:

Firm borrows up to the point where the tax benefit from an extra dollar in debt = the cost that comes from the increased probability of financial distress.

Case I: with no taxes or bankruptcy costs, the value of the firm and its WACC are not affected by capital structures.

Case II: with corporate taxes and no bankruptcy costs, the value of the firm increases and the WACC decreases as the amount of debt goes up.

Case III: with corporate taxes and bankruptcy costs, the value of the firm VL* reaches a maximum at D*, the optimal amount of borrowing. At the same time, the WACC* is minimized at D*/E*.
