Is there an Optimal Capital Structure for a Company  
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Optimal capital structure is one with the lowest weighted average cost of capital (WACC)

What is capital structure?

· It is the method of financing the company and reflects the level of debt and equity that the company uses to finance its investment in fixed assets and net working capital.

· There are two sources of finance;    Debt and Shareholders Equity
· The relationship between the two is Gearing (also called leverage)

· Gearing is measured either as the ratio of debt to total assets   or  equity
· Debt is usually stated as Total Debt including current and income tax liabilities and long- and medium-term loans.

· Assets include all fixed and current assets (may exclude intangibles such as patents, goodwill)

Alternatively:
Gearing can be measured as the borrowing ratio: Ie   long-term borrowing +overdrafts






                                              Capital employed

Equity Capital

· Basically in the form of issued ordinary shares, which can be split into preferred or deferred - in relationship to order of payment of dividends. 

· Equity capital includes share premium (accrued from premium of rights issues and mergers)

· Share options schemes can be introduced for employees for share purchase at fixed prices. Subsequent issues of shares can be by rights issues, bonus or scrip issues, various options which can be related to loan notes.

Cost of Equity

Measured by various means, but should reflect the risk in investing in the company:
· Risk Premium : Historic return on equities minus the risk free investment (Treasury Bills)(3.9%) in any market eg US is 8.5% (1926 - 1991),  therefore expected  return for shareholder is the risk free return + risk premium (12.4%)

· Dividend Yield plus expected future Annual Growth : Hence the dividend strategy is important when establishing the cost of equity on this basis.  The track record of a company paying consistent or incrementing dividends affects valuation.

· Capital Asset Pricing Model (CAPM) : This  model uses a measure of risk called beta, based on specific  risk analysis. When plotted against % risk premium, the individual company equity risk premium can be judged. Companies with a high beta (GREATER THAN ONE), indicates that the risk is higher than the market on average and therefore is high risk and high return.

Debt
Generally at much lower cost than equity capital. However excessive levels of debt increase the risk for the shareholders, who are lower in the pecking order in payout terms in case of default or bankruptcy. However the cost of debt is reduced as it is corporation (profits ) tax allowable and so the effective interest rate is reduced by the % of corporation tax ( generally 30%) - increasing the effectiveness of debt funding. Highly leveraged companies will have a higher beta than less leveraged companies.

The timing of debt is important in relation to short term (less than one year), mid term, (2-5 years) or long term (>5 years). Generally the period of debt  taken  reflects the lifetime of the project for which the debt is incurred.

WACC
Companies obtain their funds from mix of debt and equity, so a weighted average is normally taken to calculate the total cost of capital. However the company has to have an equity base on which to borrow funds so an optimal balance is more usual.

WACC is important as a measure of performance and to judge the potential returns of future investments (ie the returns need to be greater than the cost of capital, or more strictly the marginal cost of capital related to the future investment). For larger investments (acquisitions) the net impact of the existing and proposed investment on the WACC, should be used.

There is a optimal level of gearing to give  the minimum cost of capital, when , at higher levels of debt, the impact on the beta (or risk factor) increases the equity risk and cost of capital and increases the WACC . This should be calculated net of the effect of tax (reducing the cost of debt). However this model ignores the initial impact of gearing on the risk assessment and cost of equity - how much the shareholder wants to be rewarded for his investment?
Modigliani and Miller

Their model claims that:
· Market value is independent of its capital structure

· Expected rate of return on equity increases linearly with the gearing ratio

· The discount rate to be used is the rate appropriate to an all equity firm

· An ideal economy exists - no limit to borrowings

· They ignore taxation issues or transaction costs . . . . . .they concluded that:
In this situation, the income (future cash flow) generated was the basis for valuation of a firm and it was independent of its capital structure ie to whom the cash flowed (debtors or shareholders).  The expected rate of return increases linearly with the gearing ratio.  
The WACC is constant and therefore the return rate for investment decisions is taken as that for an all equity company. 

Target Debt Equity Ratio

· Risk : There is a trade of  between the tax advantages of debt against the risk of financial distress and therefore is different for different companies. The trade off is influenced by:

· tangible assets

· future income flow security

· reduced costs of  transacting debt rather than equity

· Pecking Order : Source of funds used can be arranged in order of :

· Retained profit

· Debt

· Equity

This has been ascribed to:
· Cost of transaction

· Avoidance of submission to the rigours of financial market approval

· Assymetric information - managers know value of investments best

· Agency costs - the costs of reporting to shareholders and debt monitoring

