DESIGNING CAPTAL STRUCTURE
Introduction:  The term capital structure (financial plan or financial structure) refers to the composition of the long-term sources of funds.  As a proportion of different long-term sources of funds to the total capitalization of the firm, it is also called leverage.


The capital structure is said to be optimum when the marginal real cost (explicit and implicit) of each available source of financing is identical.  With an optimum debt and equity mix, the cost of capital is minimum and the market price per share (or total value of the firm) is maximum.


Given the objective of maximization of shareholders’ wealth, he need for an optimal capital structure cannot, therefore, be over emphasized.  But the determination of an optimum capital structure is a formidable task.  However, it is possible to determine the approximate proportion of debt to use in the financial plan in conformity with the objective of maximizing share prices.


In theory, one can speak of an ‘optimum’ capital structure, but, in practice, it is very difficult to design one.  There are significant variations among industries as also among individual companies within the same industry in respect of capital structure.  This is so because there are host of factors, both quantitative and qualitative, including the subjective judgments of financial managers which determine the capital structure of a firm.  From the operation standpoint, therefore, what should be attempted is an appropriate capital structure, given the facts of a particular case.


The terms designing capital structure, capital structure decision, factors determining capital structure and capital structure planning are used synonymously here.


None of the factors by itself is completely satisfactory.  But, collectively, they provide sufficient information for taking rational decisions.  Thus, the key factors governing the capital structure decisions.

1.  Profitability aspect. [EBIT/EPS Analysis]

2. Liquidity aspects. [Cash Flow Analysis]

3. Control.
4. Leverage Ratios of other firms in the industry.
5. Nature of industry.
6. Consultation with investment bankers and lenders.

7. Maintaining maneuverability for commercial strategy.

8. Timing of Issue.

9. Characteristics of the company.

A brief explanation can be had from the following discussion.

(1) Profitability aspect

Keeping in view the primary objective of financial management of maximizing the market value of the firm, the EBIT/EPS analysis should be considered logically as the first step in the direction of designing the firm’s capital structure.

(i) The EPS is a measure of a firm’s performance.  Given P/E ratio, the larger the value of EPS, the larger would be the value of the firm’s share.

(ii) Given the importance of EPS and functions of the EBIT/EPS analysis to show the value of EPS under various financing alternatives at different levels of EBIT, the EBIT/EPS analysis information can be extremely useful to the finance manager in arriving at the appropriate capital decision.


In general, the higher the level of EBIT and lower the probability of downward fluctuation, the greater the amount of debt that can be employed.  If the debt alternative entails a provision for creating a sinking fund, the finance manager should keep in mind that earnings available for payment of dividends and reinvestment to further expand facilities would be reduced by the amount of the sinking fund payment.  The indifference would be computed using---
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Where  UEPS = uncommitted earnings per share; SF = Sinking fund payment p.a.; and

 I = interest payments.

Coverage Ratio:


Apart from the EBIT-EPS analysis, the ability of a firm to use debt, from the profitability point of view, can also be judged in terms of coverage ratio, namely

EBIT / I  or EBIT / I + [SF/1-t]


The higher the coverage ratio, the greater is the certainty that the firm would be in a position to meet its obligations of interest payment.  The coverage ratio can be calculated, like the EPS, for various levels of EBIT.  This would provide a better picture of the firm’s most likely EBIT to meet out specific commitments. 
