MU/

WithAssignment

Financial Management

Harvard in-text citation and Referencing used fo thi%

Part A: Discuss Critically evaluate the i rtanceg, of capital structure
n

and the cost of capital in the effi management of large

N
QJQ%

companies..

{8 Copyright © 2012 HelpWithAssignment.com. All rights reserved. |
www.HelpWithAssignment.com




[TYPE THE COMPANY NAME]

Financial Man

ASSIGN

QJQ%

[Type the abstract of the document here. The abstract is typically a short summary of the contents of
the document. Type the abstract of the document here. The abstract is typically a short summary of the
contents of the document.]

YA Copyright © 2012 HelpWithAssignment.com. All rights reserved. |
www.HelpWithAssignment.com




TABLE OF CONTENTS

A. Evaluate importance of capital structure & cost of
CaPItal ..o 3

1. Capital Structure

2. Cost of Capital ........ccooeveieiiiiiiiiccn 6

B. REfEIrENCES ....oovveeeeeeeeeeeeeeeeeeeees ™ b 7

<l Copyright © 2012 HelpWithAssignment.com. All rights reserved. |
www.HelpWithAssignment.com




Part A: Critical evaluation of the importance of capital structure and
the cost of capital in the efficient financial management of large

companies

A.1.Capital structure is defined as

‘The way a corporation finances its as th
combination of equity, debt or hybrid sectiiities:
structure is then the composition N'
(Wiki, 2009)

It comprises of some or all of the %

s, warrants, convertibles, capital

gh some

apital
ts liabilities”’

f ern capital structure dates to Modigliani-
rk,®it assumes perfect market conditions. In reality,
decisions do impact a firm’s value and investing
is driven by market imperfections like taxes, bankruptcy
costs, agency costs and information asymmetry (Harris & Raviv, 1991).
These imperfections have led to the search and definition of what could
be the optimal capital structure and is an issue addressed by several

theories.
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Trade-off Theory: This leads to the understanding that capital structure

is driven by a trade-off between potential increase in a firm’s value
through interest tax shields and the decrease due to the costs of financial

distress. It helps understand why most companies e.ga.in the airline

industry have historically operated with high | ge. §hey have
airplanes which are safe, tangible assets and re years
and the fluctuations in costs of aviation steadly taxable income.

Alternately, most technology and servicegompanies (even those with

large steady incomes) operate wi ince they have largely
intangible assets. However it fa in why really profitable
companies e.g. Microsoft, large tax shields have low

or no debt.

Pecking Orde

ation means that management knows their
an the markets, they prefer using internal funds

ngs to external financing i.e. new debt, followed by

potentially high target debt ratios, within an industry, the most
successful firms are most likely to have lower debt levels than the lesser
successful firms (Marsh, 1982).
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This also explains why companies with high risk offer warrants and
convertibles instead of simply issuing equity when they are unable to get
secured long term debt. These instruments allow holders to impose
restrictive conditions on future issues of debt and diminish the conflicts

of interest between shareholders and bondholders.

Impact of Growth Opportunities: Research s th S with

higher and positive NPV growth prospect to Ravelcomparatively

lower debt compared to lower growth co
and Tandon, 2007). This is becaus

niestand industries (Moon

income corporations,

managers receive utility frQ
investment problem

opportunities. In led interest and principal payments of

debt play a di and act as a control mechanism affecting
finance rces managers to make improvements in
operating 8y, leading to more efficient financial management.

Impact e of equity ownership: Not only does the amount of

leverage impact the overall financial health of a corporation, so does the
details of who holds the large equity stakes in the corporation i.e. the

profile of the key shareholders.
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1. State Ownership: Large corporations with a large degree of direct
or indirect state ownership are likely to be less efficiently managed
than those owned through private ownership, and are likely to have
a lower growth rate per capita of income (Panayotis Kapopoulos,

Lazaretou, 2009). This is one reason why the current bail-outs of

large corporations like AIG and General Ma
money, though deemed necessary, are in_fact a mattt ncern
for the future.
2. Managerial Equity: Giving stock optiQns to fganagers is held to be

common wisdom now, sincePit a vested interest in

any. However, too much

t, the ability of managerial

ship only marginally encourages efficient asset

but does not significantly deter excessive spending.

Impact of Country of Operations: Where a specific company is listed

and which countries it has its operations in has implications on optimal

levels of leverage to ensure efficient financial management of the
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company. This is due to several reasons e.g. local corporate taxation
levels, robustness of legal systems, economic climate etc.
1. Corporate Taxation Levels: Higher corporate taxes imply a greater
need for large tax shields, encouraging higher leverage. At the

same time, low corporate taxes in specific countriesymay also

encourage more companies to list and base the re. This
in fact, is a ploy often used by developin ntr

foreign companies and lead to rapid g in | economy.

2. Legal and Financial Framework: Developed$ountrites, are likely

to have more stable, robust legal a lal systems and be

better at protecting the rights claimants. Hence in such

countries, firms are like total debt and more long-

term debt as a pr@po 8 alidebt. (Fan, Joseph P. H., Twite et
al, 2008). a thelgelationship between profitability and

leverage e Stkonger in countries with weaker shareholder

pro
Impact of Ge ical Spread of Companies: As multi national

compa Cs) operate in many imperfectly correlated economies,

they would be expected to have lower earnings volatility, leading to a
lower probability of bankruptcy. This given the trade off between
interest tax shields and expected costs of bankruptcy would theoretically

be expected to lead to higher leverage. However, international
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diversification leads to an exposure to fluctuating exchange rates,
varying tax systems, international political risk and systematic
differences in the agency costs as compared to domestic (single country)
corporations. These factors have led to MNCs having lower levels of
total debt than domestic corporations, as shown through empirical data
(Todd A. Burgman, 1996)

A.2.There exist two concepts of ‘cost of ca 2 (Br yers, 2003)

Opportunity cost of capital (r): Thig#is t d rate of return offered

in capital markets by equivalent-ri ts. fpdepends on and varies

with the risk of a project’s ¢ he correct discount rate for

all-equity-financed pr,

Adjusted cost . This is an adjusted opportunity cost or

hurdle r financing side effects of an investment
proj
Usuall hted average cost of capital (WACC) is used to evaluate

equity-financed decisions; it encapsulates the impact of the cost of debt
resulting in WACC being lower than the opportunity cost of capital.
WACC is important in that it is used as a ‘hurdle rate’ to value and

evaluate financial profitability of proposed capital investments.
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However, since WACC assumes similar risk profiles, it cannot be used
be used by large diversified corporations across all industries. A
different WACC for each unrelated industry is needed. Also, in case of

securities like convertibles and junk bonds, the odds of default being

high, it is difficult to estimate the expected rate of re an
WACC. However, since on most debt, defaults are

approximation of WACC could be used for. tior:
The importance of WACC lies in n be used as a
benchmark for almost all investme Where needed, due to
differences in business risk

adjusted e.g. by debt rghalancing
cannot be used adjust entalle

equity ratios it can be

ever in cases where WACC
(APV) is needed.

capital structure and cost of capital are

epts which have an extensive impact on the financial

ge corporations and hence need to be managed. In

s made by corporations are actually heavily influenced by
prevalent market conditions and thus vary by numerous factors e.g.
growth opportunities, pattern of equity holding, diversification across

geographies, nature of assets, bankruptcy risks, taxation schemes etc.

8 Copyright © 2012 HelpWithAssignment.com. All rights reserved. |
www.HelpWithAssignment.com




REFERENCES

Abolhassan Jalilvand and Robert S. Harris (1984) Corporate Behavior in
Adjusting to Capital Structure and Dividend Targets: An Econometric
Study, The Journal of Finance, Vol. 39, No. 1 (Mar., 1984), pp. 127-145

Alan C. Shapiro (1978), Financial Structure an he
Multinational Corporation; The Journal of antitative

Analysis, Vol. 13, No. 2 (Jun., 1978),

DeBondt, W. and H. Thompson. onOmic Efficiency the Driving

Force Behind Mergers?” @ Decision Economics, 13

(Jan/Feb 1992)

don. (2007) The influence of growth

ship between equity ownership and leverage.

F. M. Corporate Takeovers: The Efficiency Arguments
The Journal of Economic Perspectives, Vol. 2, No. 1 (1988), pp. 69-82

M8 Copyright © 2012 HelpWithAssignment.com. All rights reserved. |
www.HelpWithAssignment.com




Fan, Joseph P. H., Twite, Garry J. and Titman, Sheridan, An
International Comparison of Capital Structure and Debt Maturity
Choices (October 1, 2008). AFA 2005 Philadelphia Meetings

Gebhardt, William R., Lee, Charles M.C. and Swaminathan, B. (2000);
Toward an Implied Cost of Capital (October 27, 200 arkeg Center
for Investment Research Working Paper \

H. Singh 1993, Challenges in corpor erl , Journal of
Management Studies 30.1.147-17

Healy, P.; K. Palepu; and I h Takeovers are Profitable:

Strategic of Financial2»S ent Review, 38 (Summer 1997)

Jensen, M. ir Causes and Consequences,” Journal of

Economi inter 1988)
Kateyelinek, a S. Stuerke. (2009) The nonlinear relation between
agency d managerial equity ownership: Evidence of decreasing

benefits of increasing ownership. International Journal of Managerial
Finance 5:2, 156-178

A Copyright © 2012 HelpWithAssignment.com. All rights reserved. |
www.HelpWithAssignment.com




Michael Blatz, Karl-J. Kraus, Sascha Haghani, Corporate Restructuring,

Springer publication, pp. 13-20

Milton Harris and Artur Raviv (1991); The Theory of Capital Structure,

Journal of Finance, Vol. 46, No. 1

Norley, Lyndon; Swanson, Josepi¥, eter. A Practitioner's

Guide to Corporate Restructuring. cial Publishing. pp. pages

®%

KN Copyright © 2012 HelpWithAssignment.com. All rights reserved. |
www.HelpWithAssignment.com




