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Objective of Today’s Session
 What is the meaning of Capital Structure?
 How can we approach Financial Decision?

 Designing Capital Structure
 Factors governing the Capital Structure
 What does Optimal Capital Structure for a business mean?

 Meaning of Over & Under Capitalisation?
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Capital Structure
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Capital Structure
 Capital Structure is the combination of capitals from different sources of

finance.
 The source and quantum of capital is decided on the basis of need of the

Company and the cost of capital arising for rising that Capital.
 However, the objective of a company is to maximize the value of the company

and it is the primary objective while deciding the optimal capital structure.
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Financing decision process
Capital budgeting decision
Need to raise funds

Capital structure decision
Existing Capital Structure

Effect on Return

Desired Debt Equity Mix

Effect of Risk

Optimal Capital Structure
5

www.sbsandco.com

Effect on Cost of Capital (CoC)

Comparison for Arriving towards our decision

Existing capital structure
 What sources of funds it comprises off ?

Desired mix of Debt – Equity
 What are the actual requirement of Debt Equity
proportion?

 What its Cost of Capital?
 Whether it satisfies the future needs by just
raising the components of the capital in their
existing respective proportions ?
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 Why that particular proportion of the Debt Equity
is required?
 What is the effect on Risk , Return and CoC with
the above proportions

Practical Example
Existing capital structure
Equity
Internal funds
Debt
Total

Desired Mix of Debt - Equity

= 5 cr
= 2 cr
= 10 cr
= 17 crs

Equity
= 7.5 cr
Internal funds = 3 cr
Debt
= 15 cr
Total
= 22.5 crs

NOTE : The cost of components are assumed to be constant.

Its not a capital structure because there is no effect on return, risk and cost of capital. Finally, the value of
firm is not effected.
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Designing capital structure
Firm has a choice to raise funds for financing its investment proposals from
different sources in different proportions
Exclusively use Debt
(existing co.)

Exclusively use Equity Capital

Use of combination of Debt
& Equity in different
proportions

Exclusively use preference
(Capital (existing co.)

Use of combination of Debt,
Preference & Equity in
different proportions

Use of combination of Debt & Preference capital in different
proportions
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Factors Governing Capital Structure
 The choice of combination of these sources is called capital structure Mix.But the question

is which pattern the company should choose?
Factors Governing capital Structure
 A. Cost of principle : According to this principle, capital structure is one that minimises
CoC & maximizes EPS
 B. Risk Principle : use of more & more Debt means higher commitment in the form of
interest pay-out. This would lead to erosion of shareholders value in unfair business
situation. There are 2 risks associated with this principles
Business Risk
 Business Risk :It is an unavoidable risk because the environment in which the firm operates

is Dynamics in nature. It is about variability of EBIT. The variability is due to fluctuations
Revenues and Expenses.
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Factors Governing Capital Structure
Financial Risk
 Financial risk : It is the risk associated with the availability of EPS caused by use of financial leverage.

Therefore, a firm should neither be exposed to high degree of Business Risk & Low degree of Financial
Risk (or) Vice – versa. The Risk should be tolerable.

 C. Control Principle : According to this principle, existing management control and Ownership should

remain Undistribed.
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Factors Governing Capital Structure
 D. Flexibility Principal: The combination of funds should be flexible, so that it is easier to

adjust according to changes in the future needs.
 E. Other Considerations: Besides above principals, other factors such as nature of industry,

timing of issue and competition in the industry should be considered. Industries facing
severe competition resort to more Equity than Debt ( because Debt is fixed obligation
irrespective of profits).

The Finance Manager should design a suitable pattern of Capital Structure by adhering to the
above fundamental principals. The exact measurement is not standard in all cases and it
differs from company to company depending on various factors.
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Optimal Capital Structure
 The Optimal Capital Structure deals with issue of the right mix of Debt and

Equity in the long term Capital Structure of the firm.
 If the company takes on Debt, the value of the firm increases up to a point.

Beyond that point if debt continues to increase then the value of the firm start
to decrease.
 Similarly, if the company is unable to repay the debt within the specified time

period then it will affect the Goodwill of the Company.
 Therefore the company should select its appropriate Capital Structure with due

consideration to the factors mentioned earlier.
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Over Capitalisation

Over Capitalisation
 Over Capitalisation is the situation where a firm has more capital than its

actual needs. This Situation mainly arises when the existing capital is not
affecting the utilised on account of fall in earnings capacity of the
company. The chief sign of over capitalisation is the fall in payment of
Dividend and Interest leading to fall in the value of the shares in the
company.
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Under Capitalisation

Under Capitalisation
 Under Capitalisation is the adverse condition of Over Capitalisation. This

situation normally arises with companies which have insufficient capital
with large secret reserves than as need through earnings capacity in the
way of considerable appreciation in the values of fixed assets not
recorded in the books.
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