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Capital structure theories pdf

In financial management, capital structure theory refers to a systematic approach to business activities that combines stocks and liabilities. There are several competing capital structure theories, each of which explores the relationship between debt finance, equity finance, and the company's market value in a slightly different way. David
Durand first proposed this approach in 1952 and he was a proponent of financial leverage. He assumed that a change in financial leverage would result in a change in the cost of capital. In other words, an increase in the debt ratio, an increase in the capital structure, a decrease in the weighted average cost of capital (WACC), resulting in
an increase in corporate value. This approach proposed by Durand is the opposite of the net profit approach in the absence of taxes. With this approach, WACC remains constant. It states that the market analyzes the entire company and that any discount has nothing to do with the debt/capital adequacy ratio. It is said that if tax
information is provided, the WACC will decrease with the increase in debt financing and the value of the company will increase. However, it is important to remember that this approach assumes an optimal capital structure. The optimal capital structure means that at a certain debt and capital ratio, the cost of capital is minimal and the
value of the company is the largest. The M&amp;M theorem is a capital structure approach named after Franco Modigliani and Merton Miller in the 1950s. Modigliani and Miller were two professors who worked together to study capital structure theory and develop unrelated propositions for capital structures. The proposal states that in a
full market, a company's market value is determined by its profit potential and underlying asset risk, so the capital structure used by companies is not important. According to Modigliani and Miller, the value has nothing to do with the financing methods used and the investments of the companies. The M&amp;M theorem made two
propositions: Proposition I: This proposition states that the capital structure has nothing to do with the value of the company. The value of the two same companies remains unchanged and is unaffected by the financial choices adopted to finance their assets. The value of a company depends on expected future earnings. When there are
no taxes. Proposition II: This proposition states that financial leverage increases the value of companies and reduces the WACC. Tax information is available. Pecking order theory focuses on asymmetric information costs. This approach assumes that companies prioritize their funding strategies based on the path of least resistance.
Internal finance is the first preferred method, followed by debt and external equity financing as a last resort. In summary, it is essential for financial professionals to know about capital structures.Analysis of capital structures can help companies by optimizing capital costs and improving profitability. What you need to know about the theory
of capital structure. Capital structure theory attempts to explain the relationship between capital structure decisions and the company's market value. There are conflicting opinions as to whether the decision on the capital structure (or leverage or percentage of debt and shares) affects the value of the company (or the wealth of
shareholders). There is a strong support for the close relationship between capital structure decisions and corporate value. There is an equally strong body of opinion that thinks that the decision of the capital structure does not affect the value of the company. Part of the theory of capital structure is:-1. Static trade-off theory 2.Pecking
order theory 3.Pecking order theory correction 4.Net income (NI) approach 5.Net operating income approach 6.Traditional approach 7.Modigliani and mirror approach using illustrations, formulas, calculations and graphs. List of capital structure theories - static trade-off theory, pecking order theory, pecking order theory (with graph) 1.Static
trade-off theory: The horizontal baseline in Figure 17.9 represents modigliani and Miller's idea, and the market value of the company (V) is a summary of the market value of all outstanding securities, assets, earnings, It shows the idea that you should not rely on leverage when future investment opportunities are held constant. The static
trade-off theory states that the value of the company depends on the tax deduction for interest payments that induce the company to borrow to a margin where the present value of the interest tax shield is offset by the agency cost of the debt and the value of the loss due to possible financial pain. Most businessmen agree that borrowing
saves tax and that too much debt can lead to cost trouble, namely financial pain. Static trade-off theory suggests a strong inverse correlation between profitability and financial leverage. In general, high profits mean lower debt. But static trade-off theory just predicts the opposite relationship. The higher the profit, the more money is
available for debt services and the more taxable income is protected. They need to mean a higher target debt ratio. The theory sounds theoretical, but in reality business would prefer to avoid financial pain and bankruptcy situations. Financial pain and agency costs: It is assumed that companies are more likely to encounter financial pain
and bankruptcy costs if they borrow at very high levels. If your company's leverage is very high, it is very likely that you will not be able to make annual interest payment or loan repayments at some stage. Dividends to shareholders can be diverted, but if you don't pay interest on the loan, the lender gives the company that manages the
asset the right to charge, preventing the company's profits.of the activity. The market value of a leveraged farm can be expressed as follows: The market value of a leveled farm = (market value of a non-leveraged company + P.V. of tax shield) - (P.V. of financial costs + P.V. of agency costs) Financial distress and bankruptcy costs: As
companies increase debt levels, debt providers may demand higher interest rates to compensate for accepting greater financial risks. Due to high debt, the company may miss an acceptable project, which constitutes an opportunity cost. The following example list of activities that may cause an increase in the company's costs: I.
Continuous borrowing exceeding the company's target debt equity ratio II. III to borrow a higher level of interest. Skip or cut dividends that can cause a decrease in the market rate of stocks IV. Loss of trade credit from suppliers V. Distress sales of profitable equipment VI. Abandonment of promising new projects. VII. A shortened credit
period can change the corporate image of a business VIII being lost. Demand for loan drawers to previous companies. A decline in inventory levels will lead to a decrease in sales, etc. Bankruptcy costs can be classified as direct and indirect costs. Direct costs include expenses paid to debtors in the bankruptcy and restructuring process.
Indirect costs are associated with losses for customers, vendors, and key employees. This includes extended administrative efforts to manage that struggling company. Agency costs: Agency theory models a situation in which a principal (supervisor) delegates decision-making authority to an agent (subordinate) who is paid in return for
doing something on behalf of the principal. Agent results affect principal benefits in some way, such as sales revenue, production, and contribution profits. The principal attempts to combine the reward system with the information system to motivate the agent to choose an action that maximizes the principal's welfare. When it comes to
debt financing, debt suppliers are very concerned about investing in the company about the risks involved in financing debt to the company. To minimize the risk of debt finance, loan suppliers impose restrictive terms on loan agreements that limit management's freedom of action, known as agency costs. The more money debt suppliers
lend to the company, the more constraints they impose on management's freedom to secure investments. Therefore, the cost of agency is more in highly geared companies. Van Horn (1988) acknowledged that companies can increase the market price of their share through careful use of leverage. At the same time, he mentioned that
bankruptcy costs work against extreme leverage. However, he affirmed that the combination of net tax effect and bankruptcy costs would provide an optimal capital structure. Pecking Order Theory: Pecking Order TheoryIt was proposed by Donaldson in 1961. This theory was further developed by Myers in 1984. According to the theory, a
company may not have a specific goal or optimal capital structure. The theory argues that a company's capital structure depends on internal cash flow, cash dividend payments and acceptable investment opportunities (i.e. NPV&gt;0). According to theory, companies link dividend policies with capital gearing and investment decisions. This
theory highlights the costs associated with raising funds for investments. This theory suggests that when a company is considering financing a long-term investment, it clearly defines the order of preference in regard to the source of funding it uses. Initially, the company would prefer to use funds raised internally rather than externally
raised finances. If internal funds are not sufficient to meet investment requirements, we prefer to raise external funds in the form of term loans, raise external funds in the form of non-convertible bonds and bonds, and raise them in the form of convertible debt products. After exhausted all previous sources, the company would choose to
raise its finances in the form of new share capital. Pecking order theory of capital structure says: i. Dividend policy is sticky. Companies prefer it to internal financing. However, they are seeking external financing as needed to finance real investments at a positive net present value (NPV)iii. If a company requires an external loan, issue the
most secure security first. As companies seek more external loans, they will tackle securities pecking orders from safe debt to risky debt, perhaps convertibles and quasi-stock products, and stocks as a last resort. Assumptions: The main assumptions of the theory are as follows: The use of internally generated funds does not result in any
problem costs associated with the use of retained earnings, so there is no cost. Raising external funds is expensive. Debt raising is relatively cheaper than raising equity funds. Raising term loans from banks and financial institutions is cheaper than issuing debt securities for financing. The issuance of share capital involves a relatively high
problem cost.vi. The service of debt funds is cheaper than that of stock funds. Revised pecking order theory: Myers (1984) suggested that the company would follow a revised pecking order in its approach to financing. He suggested that the order of preference was due to the presence of information asymmetry between the company and
the market. Myers suggested asymmetric information as a reason to rely heavily on funds raised internally. Due to the asymmetry of the information, the company's projects can be underestimated by the market, so managers prefer to fund the project with internal finances, and the market ultimately sees the true value of the
project,Existing shareholders benefit. If in-house funds are insufficient to fund a company's projects, choose to raise funds in the form of debt because the project may be undervalued by the market due to asymmetric information and the issuance of new shares will be interpreted as bad news by the market. Managers tend to issue new
shares at what they consider to be high-value prices, given that the project is overvalued by the market. Myer insisted that levered companies take investment decisions that are largely inadderable due to the presence of fixed interest obligations. In the early stages of the project, if shareholder interest is adversely affected, the expected
cash inflow may not be enough to meet the interest. The probability of earning less than what is needed to protect existing shareholders restrains the company from accepting projects where the same may result in a final positive NPV, but the estimated initial influx is relatively low. Given this situation, he pointed out that the optimal capital
structure is achieved at a point when the expected value of the tax shield on additional debt is equal to the expected value of a given investment opportunity. Theory of capital structure - net income, net operating income, traditional, Modigliani and miller approach (with calculation) The capital structure theory seeks to explain the
relationship between the decision of the capital structure and the market value of the company. There are conflicting opinions as to whether the decision of the capital structure (or leverage or percentage of debt and shares) affects the value of the company (or the wealth of shareholders). There is a strong support for the close relationship
between capital structure decisions and corporate value. There is an equally strong body of opinion that thinks that the decision of the capital structure does not affect the value of the company. Capital structure theory is professionally founded by various authors like David Durand, Ezra Solomon, Modigliani and Miller. There are various
theories, but the important ones are: Net operating income approach 3.Traditional approach 4.Modigliani and mirror approach. In these theories, the approach of net income and the traditional approach strongly supports the view that there is a relationship between a company's capital structure and its market value. Meanwhile, the net
operating income approach and Modigliani and Miller eliminate the relationship between capital structure and market value. Theory #1. Net profit approach: As Durand suggests, according to the net income (NI) approach, the decision of the capital structure is related to the valuation of the company, in other words, a change in financial
leverage (i.e., the ratio of liabilities) will lead to a corresponding change in the overall cost of the company's value and capital. According to this approach, if the capital adequacy ratio of debt increases, the cost of capitalThe value of the stock price and the market price of the stock will increase. Conversely, a decrease in the ratio of debt to
equity causes both an increase in the overall cost of capital and a decrease in the value of the company and the market price of the stock. Thus, companies can use the maximum possible debt financing to minimize capital costs and increase the value of the company and the market price of its shares. This approach is based on the
following assumption: (i) The cost of debt is lower than the cost of equity. (ii) Investors' perception of risk remains unchanged from the use of debt. (iii) There is no corporate or personal income tax. The main strife in favor of a net profit approach is that an increase in the proportion of debt financing in the capital structure results in an
increase in the proportion of cheaper sources of funding. As a result, the overall cost of capital decreases, leading to an increase in corporate value. The main reason to assume that the debt cost is lower than the stock cost is that the company will get a tax benefit on it, since interest rates are usually lower than dividend rates due to the
high risk of stocks, and debt rates are deductible expenses. Therefore, financial leverage is an important variable for a company's capital structure, according to its net profit approach. A careful mixture of debt and equity allows companies to evolve an optimal capital structure with the lowest overall cost of capital and the highest market
value of the company. In its structure, the market price per share is the maximum. The net income (NI) approach is graphically described as follows: in the figure above, the degree of leverage is plotted along the X axis, showing the percentage of Ke (cost of stock), Kd (debt cost) and Ko (total cost of capital) on the Y axis. This figure
shows that Ke and Kd remain unchanged when the degree of leverage (the percentage of debt to equities) increases and both curves remain parallel to the X axis. However, as the degree of leverage increases, the capital Ko decreases and approaches the cost of the debt Kd.Ko, but not all debt companies exist, so you can't touch Kd.
The optimal capital structure is the closest ko is to Kd i.e., the percentage of capital is not important. At this level, the company's overall cost of capital is the lowest, and the market value of the company and market value per share is the highest. The net income approach is further clarified in the following figure: Figure 1: (a) The
company's expected operating profit (EBIT) is Rs.3,00,000. It has debts of Rs.12,000,000, 9%. The company's capital capital ratio is 12%. Calculate the value of the company and the overall capitalization rate according to the net income approach (ignoring income tax). (b) CaseThe debt is Rs. What is the value of the company and the
overall capitalization rate according to the net profit approach, increasing to 15,00,000? (c) The debt is Rs. If it decreases to 10,00,000, what is the value of the company and the overall capitalization rate according to the net profit approach? Therefore, when the capital adequacy ratio of the debt decreases, you can see that the value of
the company decreases and the overall cost of capital increases continuously. Theory #2. Net Operating Income Approach: Another theory of capital structure suggested by Durand is the net operating income (NOI) approach. It's the exact opposite of the net profit approach. The essence of this approach is that a company's capital
structure decisions are irrelevant. Changes in the company's capital structure do not affect the market value of the company, and the overall cost of capital remains constant, regardless of how it is financed. This means that the overall cost of capital remains the same, whether the combination of liabilities is 50:50 or 30:70 or 60:40.
Therefore, the total value of the company, the market price of the stock and the overall cost of capital do not depend on the degree of leverage. This approach is based on the following assumption: (i) the cost of debt is lower than the cost of capital. (ii) The risk perception of debt lenders remains unchanging with changes in financial
leverage, and as a result, debt costs remain constant at all levels of financial leverage. (iii) The market capitalizes on the value of the company as a whole; Therefore, the division of debt and shares is not important. (iv) There is no corporate or personal income tax. The net operating income (NOI) approach advocates an increase in capital
costs (Ke) as financial leverage increases. This is due to the increased risk assumed by stock shareholders due to the use of more debt by the company. To compensate for the increased risk, shareholders expect a higher return on their investments. Therefore, while the cost of capital (Ke) increases as a result of increased financial
leverage, the debt cost (Kd) remains constant so that the lender's financial risk is not affected. Therefore, the advantage of using cheaper sources of funds, namely debt, is precisely offset by an increase in the cost of the stock. As a result, the cost of capital (Ko) remains constant with all degrees of financial leverage. The value of the
company is measured as a whole based on the overall cost of capital, and the overall cost of capital (Ko) is constant, so the value of the company (V) does not change with all financial leverage. The net operating profit (NOI) approach is graphically described as follows: in the figure above, the degree of leverage is plotted on the X
axis,The percentages of Ke (stock cost), Kd (debt cost), and co (total cost of capital) are displayed on the Y axis. This figure shows that Kd and Ko remain constant as they increase the degree of leverage, and that both curves are parallel to the X axis. If the leverage is zero, the cost of capital (Ke) is equal to Ko. However, with increased
leverage, the cost of stocks (Ke) rises to offset (or neutralize) the benefits of using cheaper debt capital. As a result, the value of co and corporate (V) remains unchanged due to increased financial leverage. The market price of the stock also does not change with the change in leverage. Since KO is constant, this approach means that
there is no inherent optimal capital structure. In other words, ko is the same for all capital structures, so all capital structures are optimal. The net operating income approach is further clarified in the following figure: Figure 2: (a) Companies expect net operating income (EBIT) of Rs. 1,50,000. The debt is equivalent to Rs.8,000,000 and the
debt cost is 8%. The overall capitalization rate is 12%. The value and capitalization rate (cost of capital) of the company should be calculated according to the net operating income approach. (b) If the debt increases to Rs.10,00,000, what will be the impact on the value of the company and the rate of capitalization? (c) If the debt
decreases to Rs.5,00,000, how will it affect the value of the company and the rate of capitalization? Solution: Theory #3. Traditional approach: The traditional approach establishes a compromise or middle ground between the net profit approach and the net operating income approach. This is similar to the net income (NI) approach, which
argues that both the overall cost of capital and the value of the company are affected by the decision on the capital structure. However, the use of debt in capital structures does not necessarily subscribe to the ni approach's view of reducing the overall cost of capital and increase the value of the company. This is similar to a net operating
income (NOI) approach where the cost of stocks (Ke) increases beyond some leverage. However, it differs from the NOI approach that the cost of capital (Ko) and the value of the company are constant due to the degree of all leverage. The crux of the traditional approach is that through careful use of debt, companies can reduce the
overall cost of capital (Ko) and increase the value of the company. The rationale behind this view is that debt is a relatively cheap source of funding compared to stocks. Changes in leverage, i.e., the use of more debt instead of capital, lower the overall cost of capital. However, it occurs within a reasonable limit of the debt. As the
percentage of debt increases beyond a certain point, the overall cost of capital begins to increase and the market value of the company begins to decline. Therefore, an optimal capital structure exists,With that degree of financial leverage where the overall cost of capital is minimal and the value of the company is greatest. With the
traditional approach, the way in which the overall cost of capital and the value of a company react to changes in the degree of financial leverage can be divided into three stages: the first stage, the increase in financial leverage, i.e., the use of debt increases in the capital structure: a decrease in the overall cost of capital (Ko) and an
increase in company value. This is because borrowings from relatively inexpensive sources of funding replace relatively costly sources. At this stage, the cost of capital (Ke) remains constant or rises with neglect. The use of debt (Kd) has also continued to rise in a certain state or slightly, as the market considers the use of debt a
reasonable policy. Phase 2: Once a certain financial leverage is reached, the increase in leverage does not affect the overall cost of capital and the value of the company. This is because increased capital costs (Ke) due to additional financial risks completely offset the benefits of using cheaper debt capital. Within that range or at a certain
level of leverage, the overall cost of capital is minimal and the value of the company is maximum. This range or level represents the optimal capital structure. Phase 3: In the third phase, a further increase in debt will lead to an increase in the overall cost of capital, reducing the value of the company. This means that (i) due to increased
financial risk, Ke will rise sharply and (ii) Kd will also rise to raise interest rates as lenders may need compensation for higher risks. The behavior of Kd, Ke and Ko is graphically shown in the following figure: the figure shows that the cost of the stock (Ke) rises slightly in the first stage, but begins to rise sharply at a later stage. The cost of
debt (Kd) remains constant to some leverage and then begins to rise. The overall cost of the capital (Ko) curve is a saucer shape with a horizontal range RR. The optimal capital structure of the company is represented by the range RR, since the overall cost of capital (Ko) is the smallest in this range and the value of the company is the
largest. Theory #4. Modigliani Mirror Approach: The Modigliani Miller approach is similar to the net operating income approach when taxes are ignored. This theory proves that there is no relationship between the decision of the capital structure and the overall cost of the company's value and capital. However, it is an improvement over the
net operating profit approach because it provides justification for action on claims that capital structure decisions have nothing to do with the overall cost of capital. In other words, the overall cost of capital legitimates the proposition that it remains constant at any level of the debt capital adequacy ratio. (i) Modigliani Miller's approach – in
the case of taxesNeglect: The theory is that changes in the capital structure (i.e., debt capital adequacy ratios) do not affect the overall cost of capital and the total value of the company. The reason behind the theory is that debt is cheaper for capital, but with the increased use of debt as a source of funds, the cost of equities increases,
and this increase in stock costs offsets the benefits of lower debt costs. Therefore, while changes in the debt-to-equity ratio affect the cost of capital, the overall cost of capital remains constant. The theory further states that exceeding a certain debt limit increases the cost of debt (due to increased financial risk), but the cost of equities
again leads to keeping the entire cost of capital constant. The following figure shows that in the absence of taxes, the total amount of a company and the cost of capital will be the same for all debt equity ratios: Assumption: Mm approach is based on the following assumption: 1. Capital markets are perfect - securities are traded in perfect
capital market conditions. Full market means that (a) securities are infinitely split. (b) Investors are free to buy and sell securities. (c) Transaction costs, i.e. securities purchase and sale costs, do not exist. (d) Investors may borrow without restrictions on the same terms and conditions as companies. (e) The information is complete and
freely available to investors. (f) Investors behave reasonably. 2. Like-for-like risk classes for companies – Companies can be grouped into like-for-like risk classes. In other words, the expected earnings of a business group have the same risk characteristics. 3. Expectations for net operating income – All investors have the same
expectations about the company's net operating income, which evaluates its value. 100% payout payout rate – The payout payout rate is 100%, that is, all proceeds are distributed to shareholders. 5. No Corporate Tax - No Corporate Tax. (This assumption will be canceled later.) 6. Investment Rate – The cutoff rate for investing in a
company is the rate of capitalization. Legitimacy of action on the irrelevance of capital structure decisions - arbitrage process: The basic theory of the MM approach is that when ignoring taxes, the total amount of a company must be constant, regardless of the degree of leverage, i.e. the debt capital adequacy ratio. In other words, the
basic preposition of the MM approach is that the decision of the capital structure is irrelevant. Modigliani and Miller are not content to provide justification for action against the irrelevance of capital structure decisions and simply to state prepositions. The justification is in the adjuditing process. The arbitration process includes buying and
selling those securities that are out of balance in the capital markets, including the purchase of low-priced (undervalued securities) securities and the sale of those securitiesHigher (overvalued securities). Buying undervalued securities increases demand, raises prices, and the sale of overvalued securities increases supply and lowers
prices. This continues until equilibrium is restored. The arbitrage process ensures that the securities of two different companies cannot be sold at different prices for a long time. The arbitrage process can be described in the examples of two companies X and Y that are quite similar in all respects, except that X has leverage (i.e. debt) in
the capital structure and Y is all corporations. In addition, assume that the value of company X is higher than the value of company Y. According to MM's approach, due to the arbitrage process, the total value of these two companies cannot remain different for a long time. Investors in Company X sell shares and buy shares in Y, where
shares are undervalued. This helps you get the same returns on lower spending, with the same perceptual or low risk. The actions of investors in Company X have the effect of rising the share price of the company Y in which the stock is purchased. (ii) lower the share price of Company X, where the shares are sold; Sales and purchases
continue until the market prices of the two same companies, namely X and Y, are the same. Therefore, the arbitrage process ensures that two companies that are quite similar in all respects except leverage cannot have different values. Therefore, a company's capital structure decisions do not affect its market value. Reversing the
arbitrage process: According to MM theory, debt financing has no advantage or disadvantage, so just as the total value of a leveraged company cannot exceed the value of a non-leveraged company, the value of a non-leveraged company cannot be greater than the value of a levered company. This is because the arbitrage process set
and reduces the value of under-utilized companies and increases the value of leveraged farms. The adjudiage therefore works in the opposite direction. Here, investors get the same return by disposing of their holdings in non-reeva companies and obtaining proportional shares of equity capital and leveraged farm debt with low
expenditures and without increased risk. (ii) MM approach – When corporate taxes are assumed to exist: Modigliani and Miller agree that if corporate taxes are taken into account, the value of the company will increase and the cost of capital will be reduced by the use of debt. Because interest on debt is tax deductible, the effective cost of
borrowing is lower than the interest rate. Therefore, the value of a leveraged farm exceeds the amount of leveraged farm debt multiplied by the tax rate. Limiting or criticizing mm approaches: (i) Risk perceptions of personal leverage and corporate leverage are different: it is wrong to think that personal leverage is self-leverageReplace it
with corporate leverage. Investors' responsibilities are limited in corporate companies, but the responsibilities of individual borrowers are unlimited because they are even liable to be used to pay lenders. Therefore, the risk to individual borrowers is higher. (ii) Differences in borrowing costs between companies and individuals: The
assumption that companies and individuals can borrow at the same rate is not really a good thing. The substantial holding of fixed assets increases a company's credibility. As a result, they can borrow at lower interest rates than individuals. (3) Convenience: Corporate borrowing is more convenient for investors because companies comply
with procedures and procedures, while in the case of personal borrowing, they are personally responsible. (iv) Transaction costs: The presence of transaction costs affects the workings of the arbitrage process. Because of brokerage fees and other costs for buying and selling securities, you need to invest more money to get the same
return. As a result, leveraged farms have a higher market value. (v) Institutional restrictions: Institutional restrictions interfere with the smooth operation of the arbitrage process; Institutional investors such as the Indian Life Insurance Corporation, India Unit Trust and Commercial Bank are not allowed to make personal leverage. (vi)
Existence of corporate taxes: Interest on debt is tax deductible, so highly leveraged companies have a greater market value than un leveraged companies. Capital structure theory: Assumptions, illustrations, and computational capital structure theory explain the relationships between capital structures, the cost of capital, and the value of
the company. A company's capital structure must be like maximizing the value of a company (shareholder wealth). Such a capital structure is called the optimal capital structure. There are various theories that explain the relationship between capital structure and funding mix (debt-to-equity ratio), cost of capital, and valuation of a
company. According to one school of thought, the capital structure affects the cost of capital and its value of the company. According to other schools of thought, there is no relationship between the capital structure, the cost of capital of the company, and its value. There are four approaches that explain the relationship between capital
structure and corporate value. These approaches are as follows: 1. Net profit approach 2. Net operating income approach 3.Modigliani – Mirror approach 4. Traditional approach These approaches must be explained here: Assumption: 1. The company uses only two sources of funds that are liabilities and equity. 2. There is no corporate
tax. 3. The company's total assets will be given and will not be changed. In other words, investment decisionsThe payout payout rate is 100%, the entire profit is distributed as dividends and no retained earnings are generated. 5. The company's operating income (EBIT) is given and is not expected to grow. 6. The company's total funding
is constant. The company can change its capital structure by redeeming debt with the help of share issuance or raising more debt and reducing capital. 7. Business risks are considered to be constant and unrelated to capital structure and financial risks. 8. All investors have the same probability distribution of forward-looking operating
revenue (EBIT) for a particular company. 9. The company has a lasting life. Theory #1. Net Income (NI) Approach: This approach was given by Durand. According to this approach, the decision of the capital structure affects the value of the company. Changes in the capital structure (financial leverage or debt equity ratio) cause changes in
the overall cost of capital and the value of the company. The use of higher debt in the capital structure reduces the overall cost of capital and increases the value of the company and the market price of the shares. On the other hand, a decrease in debt in the capital structure will lead to an increase in the overall cost of capital, a decrease
in the value of the company, and a decrease in the market price of the stock. This approach is based on three assumptions: (a) there is no tax. (b) The cost of the debt is less than the cost of capital. (c) The use of debt does not change investors' perception of risk. According to NI's approach, financial leverage indicates an important
change in a company's capital structure decisions. By carefully using debt and capital, companies can achieve optimal capital structures. The optimal capital structure is one in which the total cost of capital (K0) is the smallest and the value of the company is the largest. In this capital structure, the market price of the stock will be the
highest. According to ni's approach, the value of the company can be determined as follows: V = S + B V = total market value of the company S = total market value of liabilities Capital value (S) = NI/ KeNI = Revenue available to stock shareholders Ke = Equity capital ratio Illustration 1: Expect annual operating income (EBIT) of Rs.2,000.
The company has debts of Rs.10,00,000, 10%. The cost of capital (Ke) is 12.5%. Under the NI approach, the value of the company must be calculated. Theory #2. Net Operating Income (NOI) Approach: This approach was also suggested by Durand, but is the opposite of the net profit approach. According to this approach, the value of



the company is independent of the capital structure. A change in the capital structure does not cause a change in the value of the company, the market price of the stock, or the weighted average cost of the capital. According to this approach, the market evaluates the entire company, the market evaluates the entire company,Do not divide
the value of the company into the interest and value of the debt. The overall cost of capital (K0) is constant for all degrees of financial leverage. The value of the company is confirmed as follows: the value of V = EBIT /K0 shares is a remaining difference, which is calculated by deducting the value of the debt (B) from the total value (V) of
the company. Therefore, if a company increases the percentage of liabilities in its capital structure, the financial risk of shareholders' equity increases. As a result of increased financial risk, share shareholders expect a higher rate of return from the company to compensate for the higher risks. That means increasing the cost of stock Ke.
Thus, the benefits of using cheaper debt are neutraled by the implicit cost of equities as a result of the unchanged overall cost of capital. According to the equity capitalization interest rate Ke= (EBIT-interest)/(V-B) NOI approach, the total value of the stock company and the market price do not have to be affected by the level of financial
leverage, so nothing close to the optimal capital structure. Assumption: This approach is based on the following assumption: 1. The overall cost of captive K0 remains constant for all degrees of financial leverage or debt equity ratio. 2. There is no corporate tax. Investors evaluate the entire company and do not divide the value of the
company into the value of the stock and the value of the debt. An increase in the proportion of liabilities in the capital structure results in an increase in financial risk that causes an increase in the cost of capital Ke. 5. The weighted average or the overall cost of capital (K0) remains constant. This approach can be understood with the help
of the following figure: Figure 2: The Corporation has an operating profit of Rs.80,000 and outstanding debt of Rs.4,00,000 at an interest rate of 10%. If the overall capitalization rate is 12.5%, calculate the value and capital cost of the company. Theory #3. Modigliani Miller (MM) Approach: The Modigliani Miller (MM) approach is similar to
the net operating income approach. However, the NOI approach does not provide operational justification for the capital structure and irrelevance of the company's valuation, and the MM approach provides a certain cost of capital and behavioral justification for the company's value. In other words, the MM approach says that the weighted
average cost of capital, and therefore the total value of the company, does not change with changes in the capital structure. The justification for the actions of the MM approach is in the adjudiage process. Arbitrage means buying assets at a lower price in one market and selling them at the same price in another. This arbitrage process
restores the equilibrium of both markets. Assumption: The MM approach is based on the following assumption: 1. The payout payout rate is 100%, i.e., there is no retained earnings. 2.Tax. 3. Capital markets are perfect. It means that (a) there are no trading costs. (b) Investors are free to buy and sell securities. (c) Investors may borrow
without restrictions on the same terms as the Company. (d) All investors have the same information at no cost. (e) Investors are reasonable to act. 4. All investors have the same expectations for a company's net operating income (EBIT) and evaluate the company based on it. 5. All companies can be in equal or homogeneous risk classes.
This means that expected earnings have similar risk characteristics. Basic proposal: The MM approach has three propositions: the cost of capital (K0) and the value of the company (V) are independent of the company's capital structure. This means that for all levels of the debt stock mix, the overall cost of the company's capital and value
remains constant. 2. The cost of shares (Ke) is equal to the capitalization rate of the free equity stream and the premium of financial risk. As the proportion of debt in the capital structure increases, financial risk increases. 3. The reduction rate for investment purposes is completely independent of the method of financing the investment.
Arbitrage process: The operational justification of the MM approach is provided by the adjudiage process. Arbitrage means buying assets and securities at low prices in one market and selling them at higher prices in another. This activity increases prices in lower markets due to increased demand and lowers prices in higher markets due
to increased supply. This equals the prices of the two markets. On the same basis, in all respects except the capital structure (debt-to-equity ratio), the market prices of securities of both companies cannot remain different in different markets for a long time. This means that securities cannot be sold at different prices in different markets.
The arbitrage process brings prices into balance. The total amount of homogeneous companies that differ only in terms of capital structure will be the same by arbitrage. By selling shares in overvalued companies (higher prices) and buying shares in undervalued companies (lower prices), investors can get the same returns on lower
investments without taking additional risks. He will personally borrow additional funds to buy shares in the undervalued company. The use of personal debt is called personal leverage or homemade leverage by investors. This is explained with the help of the following figure: Figure 3: There are two companies X and Y that are similar in all
respects, except that Company X has a debt of Rs.10,000,000 of 10%. Earnings before interest and tax (EBIT) for both companies are the same, at Rs.1,50,000. Company X has a capital capital ratio of 20% and Company Y has a capital ratio of 12.5%. You need to check the total market value of each company.The above calculation
shows that the value of company x with lever is higher than the value of non-reeva company Y. However, according to mm's approach, this difference in both values will not last long due to the adjudiage process. The arbitrage process equals the values of both companies. Adjudiage Process: Investor A holds 10% of the issued shares of
Leveraged Company X. The holding ratio is Rs.25,000 (10% of Rs.2,50,000), and the shareholding ratio attributable to share shareholders is Rs.5,000 (10% of Rs.50,000). The EBIT of both companies is the same, but the market value of company Y (un leveraged) is lower than that of company X (leverage), so investors sell their holdings
in Company X and invest in non-reeva company Y. Company Y has no liabilities in its capital structure, so investors have less financial risk compared to Company X. To have the same level of financial risk as Company X, he would borrow an additional amount equal to his proportional share of the company's debt with levers in his
personal capacity. This means that the investor uses his personal leverage for company leverage. The effect is the same regardless of whether the company uses debt or investors borrow in personal accounts. Therefore, Mr. A will borrow Rs.1,00,000 at an interest rate of 10%. Mr A's proportional holding in company Y is Rs.1,20,000 (i.e.
10% of Rs.12,00,000) and he receives a dividend income of Rs.15,000. Of this dividend income from company Y, he pays Rs.10,000 in interest on his personal loan. In this way, he will have the same income as Rs.5,000 he was earning from lever company X. But his investment spending on non-reeva companies Y is small. Here's what
we'll explain: The analysis above explains that if Mr. A transitions from Company X to Company Y, he can earn a higher income. Other investors indulge in the same activity. They buy shares in company Y and start selling shares in company X. As a result, company Y's stock demand and Company X's stock supply increase. This lowers
company X's share price and increases Company Y's stock price. This process will continue until the market prices of both companies are equal. From this point on, these are not rulings. Thus, according to MM, the value of a levered company must not be more than the value of an unreasoed company. Similarly, the value of a non-
leveraged company can not exceed the value of a company with levers due to the workings of the arbitrage process, which reduces the value of non-reeva companies and increases the value of companies with levers. The graphical display of the MM approach is as follows: MM approach limitations: The operational justification for the MM
approach is the arbitrage process. However, the arbitrage process does not bring balance due to the following restrictions: (1) Borrowing costs are not the same for individuals and companies: mm approach assumes itPersonal leverage replaces corporate leverage, which allows investors to borrow funds from personal accounts at the
same interest rate as the company. In real practice, it's not. Lending costs are not the same for all types of borrowers. Large borrowers can raise money at lower interest rates for better credit status. Thus, companies can borrow money at lower interest rates than retail investors. As long as borrowing costs are different, personal leverage
is not a perfect alternative to corporate leverage. (2) The degree of risk is not the same for investors when he himself borrows or when a company borrows: the degree of risk for an investor is not the same as when he himself borrowed proportionally to his share of the company's debt, and when the company itself borrows. When investors
themselves borrow compared to the situation the company is borrowing in, the risk is higher. If the company borrows, the limited liability clause if the company is liquidated limits the investor's liability to his proportional holdings in the company's shares. When an individual borrows, he must face unlimited liability and his personal property
can be sold for payment by his creditors. (3) Transaction costs: The MM approach is not a transaction cost. In practice, however, buying or selling securities results in transaction costs in the form of brokerage. As a result of trading costs, investors receive less net amount from the sale of shares in leveraged companies. Similarly, when
shares of a non-reeva company are purchased, trading costs are incurred as a result of the transaction cost, and the net amount received by the investor from the sale of the leveraged company's shares is reduced. Similarly, buying shares in a non-reeva company will result in transaction costs, resulting in less money available for
investment. (4) Institutional constraints: Financial institutions such as Unit Trust of India, India Life Insurance Corporation, and Commercial Bank are not allowed to use personal leverage. Thus, the option to switch from a levered company to a non-reeva company does not apply to institutional investors. Therefore, personal leverage is not
a perfect alternative to corporate leverage. (5) Corporate tax distorts mm hypothesis: MM assumes that there is no corporate tax. But it's actually corporate taxes. Interest on borrowed funds is tax deductible, but dividends on shares are not deducted. As a result, leveraged firms' shareholder returns are higher compared to un leveraged
companies. Due to this fact, the market value of the leveraged company is higher than that of the un leveraged company. But MM also accepted his facts and gave another theory, considering the existence of corporate taxes. TraditionalThe net income (NI) approach and the net operating income (NOI) approach are two extreme
approaches: the relationship between capital structure and corporate value. The net profit approach explains that the capital structure affects the overall cost of capital and the total value of the company, while the net operating income approach suggests that the capital structure is completely irrelevant. The MM approach supports the NOI
approach. However, due to the assumption of the MM approach, it does not actually seem entirely applicable. The traditional approach is a compromise perspective between the net profit approach and the net operating income approach. Some have the capabilities of both approaches. Therefore, this is an intermediate approach. The
traditional approach is similar to the NI approach to the extent that leverage says it affects a company's cost of capital and total value. However, we do not accept the ni approach perspective where a company's value always increases with any financial leverage, and it is similar to the noi approach perspective of increasing the overall cost
of capital beyond a certain leverage, resulting in a decrease in the total value of the company. However, it differs from the NOI approach because it does not accept the view that the overall cost of capital is constant at all degrees of leverage. The essence of the traditional approach is that by carefully using debt and capital in the capital
structure, companies can increase the total amount and reduce the overall cost of capital. This is because debt is a cheap source of finance because of the tax deduction for interest compared to stocks. Replacing capital reduces the overall cost of capital by using cheaper sources of funding (debt). However, further debt increases
financial risk for investors and increases equity capital ratio (Ke). However, the increase in the equity capital ratio (Ke) may not be high enough to offset the gains on cheaper debt. However, a further increase in debt would increase financial risks for both shareholders and creditors. They will demand a higher rate of return from the
company. In other words, increase the capitalization rate (Ke) and debt costs (Ki). Therefore, using debt beyond a certain point increases the overall cost of capital and reduces the value of the company. Therefore, the use of debt up to a certain point increases the value of the company, and beyond that point, it reduces the value of the
company. At this level of debt capital mix, the company's capital structure is optimal. At this level, the overall cost of capital is minimized. At this level, the marginal real cost of debt (both implicit and explicit) is equal to the actual cost of the stock. In conclusion, financial leverage can be said to be good to a certain level, but at some point it
will start operating.A graphical presentation of the traditional approach is as follows:
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