Finance

Chapter 15

Capital Structure: Basic Concepts (pp. 363-380)
The basic idea behind choosing a capital structure is to maximize the total value of the firm, which equals the value of equity + the value of debt.

The two important questions to answer are:

1. Why do shareholders maximize firm value, not stockholder interest?

· Changes in capital structure benefit stockholders if and only if the value of the firm increases (example in book on pp. 364-365).

2. What is the ratio of debt to equity that maximizes firm value (and consequently shareholder wealth)?

· Increasing debt increases earnings per share.

· However, it also increases risk (volatility in returns).

Miller and Modigliani (MM) Proposition I

If there are no taxes, zero transaction costs, and if individuals can borrow at the same rate as corporations, the value of the levered firm (more debt) is the same as the value of the unlevered firm (less debt). No capital structure is better for shareholders than another structure. 

The argument is premised on arbitrage: investors can create a levered investment with an unlevered firm by borrowing on their own, so there is no reason they would pay more for a levered firm.

Food analogy: It’s like selling whole milk (medium price) or combination of cream (high price) and skim milk (low price). If the latter were more profitable, arbitrageurs would buy the whole milk and produce the combination themselves, driving price of milk up so the two strategies give same payoff.

MM Proposition II

Under the same conditions as MMI, expected return on equity rises with leverage, because leverage increases risk (volatility of earnings). Therefore, cost of capital cannot be reduced by substituting debt for equity, although debt appears to be cheaper than equity.

Recall that Weighted Average Cost of Capital rWACC = (B/(B+S)) x rB + (S/(B+S)) x rS, where

B is value of debt,

S is value of stock,

rB is the interest rate (cost of debt),

rS is the expected return on equity (cost of equity).

Then according to MM II, rS = r0 + B/S (r0 – rB),

where r0 is the cost of capital of an unlevered firm.

(In other words, the required return on equity is a linear function of the debt-to-equity ration (B/S).)

The Real World

Corporations in some industries tend to choose high leverage (banking), while firms in others choose low leverage (pharma).

Three possible reasons:

· Individuals can only borrow at rates higher than corporations (probably not true due to efficient system of borrowing on the margin with broker, at rates only slightly above risk free lending (most corporations pay higher rates than that).

· MM ignores taxes (recall preferential tax treatment accorded to interest on debt as compared to dividends).

· MM ignores bankruptcy costs and other agency costs (considered later).

