





OPTIMUM CAPITAL STRUCTURE
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OPTIMUM CAPITAL STRUCTURE




as mkt price of

® There are no tax.

® The risk perception of investor is not changed by the use of debt.




Degree of Leverage

Effect of Leverage on cost of capital
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remains

areholders.

® The mkt capitalize the v

* Business risk remain constant at every level of debt- equity mix.

® There are no corporate tax.
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reases with the

more or less unchanged for

® Increase Kdi —— > Increases Financial Risk




Degree of Leverage




MODIGLIANI & MILLER APPROACH (THEORY OF
| R R E LEVANCE) Assumptions

®* M&M hypothesis is identical with N.O.l, if <There are no Corporate tax.
taxes are ignored. *There is a pel‘feCt market.
eInvestor act rationally.
* Debt-equity is irrelevant in determining «The expected earnings of all the firms
the total value of firm. have identical risk characteristic.
*The cut-off point of investment in a
®* Though debt is the cheaper source but firm is a capitalization rate.
with the increase wuse, financial risk <All the earnings is distributed to the
increase & affect cost of equity, overall Shareholders.
*Risk to investors depend upon random
fluctuation of expected earning & the

* Two identical firms cannot have diff. mkt possibilities that actual value may turn
out to be diff. from best estimates

cost of capital remain constant.

value or cost of capital b’coz of
arbitrage process.



i) 0 Should involve

®* Must avoid undue restriction in agreement of debt




