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Abstract

Capital structure is still a puzzle among finance scholars. Purpose of this study is to review various capital structure
theories that have been proposed in the finance literature to provide clarification for the firms’ capital structure
decision. Starting from the capital structure irrelevance theory of Modigliani and Miller (1958) this review examine
the several theories that have been put forward to explain the capital structure.

Three major theories emerged over the years following the assumption of the perfect capital market of capital
structure irrelevance model. Trade off theory assumes that firms have one optimal debt ratio and firm trade off the
benefit and cost of debt and equity financing. Pecking order theory (Myers, 1984, Myers and Majluf, 1984) assumes
that firms follow a financing hierarchy whereby minimize the problem of information asymmetry. But neither of
these two theories provide a complete description why some firms prefer debt and others prefer equity finance under
different circumstances.

Another theory of capital structure has introduced recently by, Baker and Wurgler (2002), market timing theory,
which explains the current capital structure as the cumulative outcome of past attempts to time the equity market.
Market timing issuing behaviour has been well established empirically by others already, but Baker and Wurgler
(2002) show that the influence of market timing on capital structure is regular and continuous. So the predictions of
these theories sometimes acted in a contradictory manner and Myers (1984) 32 years old question “How do firms
choose their capital structure?” still remains.
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1. Introduction

The second financing choice faced by the firm, Capital Structure is still a puzzle in finance. Capital structure or
financial leverage decision should be examined concerning how debt and equity mix in the firm’s capital structure
influence its market value. Debt to equity mix of the firm can have important implications for the value of the firm
and cost of capital. In maximizing shareholders wealth firm use more debt capital in the capital structure as the
interest paid is a tax deductible and lowers the debt’s effective cost. Further equity holders do not have to share their
profit with debt holders as the debt holders get a fixed return. However, the higher the debt capital, riskier the firm,
hence the higher its cost of capital. Therefore it is important to identify the important elements of capital structure,
precise measure of these elements and the best capital structure for a particular firm at a particular time.

Researchers and practitioners explain conflicting theories on capital structure. Durand (1952) states using the Net
Income (NI) approach that firm can decrease its cost capital and consequently increase the value of the firm through
debt financing. In contrast, Modigliani and Miller (1958) claims in their seminal paper capital structure irrelevance
that firm’s value is independent of its debt to equity ratio which is known as Net Operating Income (NOI) approach.
They argue that perfect capital market without taxes and transaction cost the firm value remain constant to the changes
in the capital structure. According to Pandey (2007) the traditional approach of Solaman,(1963) has emerged a
compromise to the extreme position taken by the NI approach. Traditional approach does not assume constant cost of
equity change in debt to equity ratio and continuously declining Weighted Average Cost of Capital (WACC). Further
this approach assume the concept of optimal capital structure and thereby very clearly implies that WACC decreases
only for a certain level of financial leverage and reaching the minimum level. Further increase in financial leverage
would increase the WACC.
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During the past five decades various theories have been developed and to explain the capital structure and value of the
firm and main factors determining capital structure. Simultaneously enormous number of empirical studies have also
tried to explain these theories and their effectiveness.

2. Capital Structure Theories
2.1 Capital Structure Irrelevance Theory of Modigliani and Miller

Capital structure irrelevance theory of Modigliani and Miller (1958) is considered as the starting point of modern
theory of capital structure. Based on assumptions related to the behavior of investors and capital market MM
illustrates that firm value is unaffected by the capital structure of the firm. Securities are traded in perfect capital
market, all relevant information are available for insiders and outsiders to take the decision (no asymmetry of
information), that is transaction cost, bankruptcy cost and taxation do not exist. Borrowing and lending is possible
for firms and individual investors at the same interest rate which permits for homemade leverage, firms operating
in a similar risk classes and have similar operating leverage, interest payable on debt do not save any taxes and firms
follow 100% dividend payout. Under these assumptions MM theory proved that there is no optimal debt to equity
ratio and capital structure is irrelevant for the shareholders wealth. This preposition presented by MM (1958) in their
seminal paper and argue that value of levered firm is same as the value of unlevered firm. Therefore they propose
that managers should not concern the capital structure and they can freely select the composition of debt to equity.
Important contributions to the MM approach include Hirshleifer (1966) and Stiglitz (1969). Further in their
preposition Il they claim that increase in leverage increase the risk of the firm and as a result the cost of equity
increases. But WACC of the firm remain constant as cost of debt compensate with higher cost of equity.

Capital structure irrelevance theory was theoretically very sound but was based on unrealistic set of assumptions.
Therefore this theory led to a plenty of research on capital structure. Even though their theory was valid theoretically,
world without taxes were not valid in reality. In order to make it more accurate Modigliani and Miller (1963)
incorporated the effect of tax on cost of capital and firm value. In the presence of corporate taxes, the firm value
increase with the leverage due to the tax shield. Interest on debt capital is an acceptable deduction from the firm’s
income and thus decreases the net tax payment of the firm. This would result in an added benefit of using debt
capital through lowering the capital cost of the firm. Drawbacks in MM theory stimulated series of research devoted
on proving irrelevance as theoretical and empirical matter.

So may other theories that contribute to capital structure theorem have developed based on the MM theorem and it is
much hard to validate any of them. Even though there are weaknesses in MM theorem it cannot be completely
ignored or excluded.

2.2 Trade off Theory

One of the basic theory that have dominated the capital structure theory which recommends that optimal level of the
debt is where the marginal benefit of debt finance is equal to its marginal cost. Firm can achieve an optimal capital
structure through adjusting the debt and equity level thereby balancing the tax shield and financial distress cost.
There is no consensus among researchers on what consist the benefit and costs. Eliminating the constraints of the
capital structure irrelevance proposition of MM Myers (1984) use the trade of theory as a theoretical foundation to
explain the “Capital Structure Puzzle”. Myers (1977) suggest that the use of debt up to a certain level offset the cost
of financial distress and interest tax shield. According to Fama and French (2002) the optimal capital structure can be
identified through the benefits of debt tax deductibility of interest and cost of bankruptcy and agency cost.
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Figure 1.
Source: Arnold (2008)

Arnold (2008) explains how is the increase in debt capital in the capital structure effect the value of the firm in the
Figure 1. As debt capital increase WACC of the firm declines until the firm reaches the optimal gearing level and
cost of financial distress increases along with the debt level. This is confirmed by Miller (1988) that the optimal debt
to equity ratio shows the highest possible tax shield that the company can enjoy. Further consistent with Modigliani
and Miller (1963), Miller (1988) confirmed the fact that firms increase the risk of bankruptcy due to the debt capital
in their capital structure. In the trade off theory cost of debt are linked with direct as well as indirect cost of
bankruptcy. Bradley et. al., (1984) explained that cost of bankruptcy include legal and administrative cost, other
indirect cost resulting from loosing of customers and trust between staff and suppliers due to the uncertainties.

Apart from the bankruptcy cost, agency cost of Jenson and Meckling (1976) is also considered in the trade off model.
Jenson and Meckling (1976) explains that separation of ownership and control is the reason to rise the agency cost.
According to Arnold (2008) agency costs are direct and indirect costs result from principles and agents act in their
best interest and, failure to make agents to act this way.

Jenson (1986) states that debt can reduce the agency cost and argue that higher the debt capital grater the
commitment to pay out more cash. Though, Frank and Goyal (2008) contend that it is not been totally explained the
impact of agency conflicts on capital structure. Harris and Raviv (1990) suggest that debt capital in the capital
structure produce valuable information in monitoring the agency behavior and for self-interest reasons managers are
reluctant to liquidate the firm or provide such information which could lead to bankruptcy. Debt holders also
concerned only on their benefit and would prefer firms to undertake safe investments nut do not bother about the
profitability of those investments. This further explains Fama and French (2002) that due to the cost of debt agency
conflicts arise between shareholders and bondholders.

Brounen et. al., (2005) states that the presence of optimal capital structure or target capital structure increase the
shareholder wealth. Further this study explains that even the value maximizing firm use debt capital to full capacity
they face low probability of going bankrupt. Hovakimian et. al. (2004) claims that high profitability of gearing
proposes that the firms’ tax shield higher and lower the possibility of bankruptcy. This is consistent with the key
prediction of the trade-off model that there is a positive correlation between profitability and gearing. But none of
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these theoretical and empirical studies fully substitute the traditional version and therefore researchers still test the
trade-off theory based on the original assumptions. In the literature contradictory evidence can be found in favor and
against the trade-off model and optimal capital structure. Titman and Wessels (1988) found that non-debt tax shield
and use of debt capital in the capital structure is positively correlated. Contradictory to this results. Consistent with
Modigliani and Miller (1963) Mackie-Mason (1990) found that firms which incur a tax loss are rarely issue debt
capital. Gearing level of the firms are steady even the tax rates vary to great extent (Wright, 2004). Contrary to this
Graham and Harvey (2001) revealed that capital structure choice depend on tax rates.

Optimal capital structure choice of the firm would be to issue debt capital and/or equity capital. Trade off theory
postulate that all firms have an optimal debt ratio at which the tax shield equal the financial distress cost. This theory
eliminate the impact of information asymmetry and incorporating the different information on conflicts between
insiders and outsiders Pecking Order Theory proposed.

2.3 Pecking Order Theory

Assuming perfect capital market as proposed by MM (1958), Myers and Majluf (1984) propose pecking order theory
following the findings of Donaldson (1961) which found that management prefer internally generated funds rather
using external funds. Pecking order theory suggest that firm prefer internal financing over debt capital and explains
that firms utilize internal funds first then issue debt and finally as the last resort issue equity capital. Al-Tally (2014)
confirmed the same that firms prefer to finance new investments with internally generated funds first and then with
debt capital and as the last resort they would go for equity issue. Pecking order theory further explains that firms
borrow more when internally generated funds are not sufficient to fulfill the investment needs ((Shyam-Sunder and
Myers, 1999). This is confirmed by Myers (2001) and found that debt ratio of the firm reflect the cumulative figure
for external financing and firms with higher profit and growth opportunities would use less debt capital. If the firm
has no investment opportunities profits are retained to avoid the future external financing. Further firms’ debt ratio
represent the accumulated external financing as the firm do not have optimal debt ratio.

Based on the pecking order theory Harris and Raviv (1991) claim that capital structure decisions are intended to
eliminate the inefficiencies caused by information asymmetry. Information asymmetry between insiders and
outsiders and separation of ownership explain why firms avoid capital markets (Myers, 2001). Frydenberg (2004)
explains that debt issue of a firm give a signal of confidence to the market that firm is an outstanding firm that their
management if not afraid of debt financing. Further Frank and Goyal (2007) show that due to the agency conflict
between managers and owners and outside investors pecking order can occur.

Studies on pecking order theory have not been able to show the significance of this theory on determining firms’
capital structure. Fama and French (1998) compared the trade off theory and pecking order theory and shows that
certain features of financial data are better described by the pecking order theory. This is confirmed by
Shyam-Sunder and Myers (1999) Raj Aggarwal et al (2006) and Karadeniz et al (2009). Shortcomings in this theory
pressed the further development of the theories of capital structure to solve the capital structure puzzle.

2.4 Market Timing Theory

Market timing theory of capital structure explains that firms issue new equity when their share price is overrated and
they buy back shares when the price of shares are underrated (Baker and Wurgler, 2002). This fluctuation in the price
of shares affect the corporate financing decisions and finally the capital structure of the firm. Further Baker and
Wurgler (2002) explains that consistent with the pecking order theory of capital structure market timing theory does
not move to target leverage as equity transactions are completely time to stock market conditions. This implies that
capital structure changes persuaded by market timing are long lasting (Bessler et al, 2008).

This preposition explains that gearing ratios are negatively related to the past stock returns (Bessler 2004) and Welch
(2004) found that the most important determinant of capital structure is the stock returns. However Hovakimian
(2006) stated that market timing does not have a significant effects on the firms’ capital structure in the long run.
Confirming the same Alti (2006) shows that impact of market timing on gearing will entirely fades within two years.

2.5 Credit Rating — Capital Structure (CR-CS) Hypothesis

Kisgen (2006) proposed CR-CS hypothesis as an extension of the existing trade off theory of capital structure.
Capital structure decision would change based on the cost and benefit associated with the different rating levels.
Further Kisgen (2006) explains that credit rating changes directly affects capital structure decision of the firm and
when the firms closer to a rating change issues less debt capital than firms not closer a rating change. CR-CS
hypothesis complements traditional capital structure theories in deciding the capital structure.
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3. Conclusion

Understanding the capital structure decision of firms is the focus of the all the theories discussed above. Modigliani
and Miller (1958) theorem of capital structure irrelevance which was developed based on the fundamental nature of
debt and equity of the firm and unrealistic assumptions pave the way to the other theories of capital structure. The
pecking order theory explains how company raises funds following a hierarchy whereas trade off theory advocates
tax shield advantage and value maximizing through the optimal debt to equity mix. Ladder of preference use in the
pecking order theory and the tax shield advantage of the trade off theory leads to the same conclusion. The tax shield
advantage provides rational for the preference for external debt and which signify trade off theory as complementary
to the pecking order theory. Differences in capital structure theories occurs in their explanations of significance of
taxes and changes in information and agency costs. These theories that have been developed based on Modigliani
and Miller (1958) would work healthy under some assumptions only but they do not clarify actual gearing level
adopted by firms. Further market timing theory do not explain an optimal capital structure and according to this
theory capital structure is an outcome of various different decisions the firm has taken over time. This theory
suggests that firms issue new shares when they notice they are overrated and that firms repurchase own shares when
they consider these to be underrated. It is important to have more comprehensive view on capital structure of firms as
these theories are not being able to explain everything. This proposes that there is no single theory on capital
structure which incorporates all important factors and predictions of this theories suggest that capital structure puzzle
still remains.
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