














• Managers at a firm choose a capital structure so 
that the mix of securities making up the capital 
structure minimizes the cost of financing the 
firm’s activities.

• The capital structure that minimizes the cost of 
financing the firm’s projects is also the capital 
structure that maximizes the total value of those 
projects and, therefore, the overall value of the 
firm.



• M&M Proposition 1
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• M&M Proposition 2

If a firm has one type of equity:

If we rearrange equation 16.2, we have:



• M&M Proposition 2 - Eq. 16.3 reflects two 
sources of risk in cash flows to stockholders.









• M&M Proposition 2 example



• What the M&M Propositions Tell Us



• Interest Tax Shield Benefit
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• Effect of Debt Example



• Effect of Debt Example
WACC before financial restructuring = kcs = 10%

After restructuring:
Value of equity = $2,500,000 - $1,000,000 = $1,500,000

After-tax cash flows to stockholders
= [$300,000 - ($1,000,000 × 0.06)] × (1 - 0.25) = $180,000
kcs = $180,000/1,500,000 = 0.12, or 12 percent 

WACC = ($1,000,000/$2,500,000)(0.06)(1 - 0.25) + ($1,500,000
/$2,500,000)(0.12)

= 0.09, or 9%.



• Interest Tax Shield Benefit







• Other Benefits



• Other Benefits



• Financial managers limit the amount of debt in 
their firms’ capital structures in part because 
there are costs that can become quite 
substantial at high levels of debt.

• At low levels of debt, the benefits are greater 
than the costs, and adding additional debt 
increases the overall value of the firm.



• At some point, the costs begin to exceed the 
benefits, and adding more debt financing 
destroys firm value.

• Financial managers want to add debt just to the 
point at which the value of the firm is 
maximized.
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• The trade-off theory of capital structure says 
that managers choose a specific target capital 
structure based on the trade-offs between the 
benefits and the costs of debt.

• The theory says that managers will increase debt 
to the point at which the costs and benefits of 
adding an additional dollar of debt are exactly 
equal because this is the capital structure that 
maximizes firm value.





• The pecking order theory recognizes that 
different types of capital have different costs. 
This leads to a pecking order in the financing 
choices that managers make. Managers choose 
the least expensive capital first then move to 
increasingly costly capital when the lower-cost 
sources of capital are no longer available.



• Managers view internally generated funds, or 
cash on hand, as the cheapest source of capital.

• Debt is more costly to obtain than internally 
generated funds but is still relatively 
inexpensive.

• Raising money by selling stock is the most 
expensive.



• When researchers compare the capital structures 
in different industries, they find evidence that 
supports the trade-off theory. 

• Some researchers argue that, on average, debt 
levels appear to be lower than the trade-off 
theory suggests they should be.





• More general evidence also indicates that the 
more profitable a firm is, the less debt it tends to 
have, which is exactly opposite what the trade-
off theory suggests we should see.

• This evidence is consistent with the pecking 
order theory.

• The pecking order theory is also supported by 
the fact that, in an average year, public firms 
actually repurchase more shares than they sell.



• Both the trade-off theory and the pecking order 
theory offer some insights into how managers 
choose the capital structures for their firms but 
neither is able to explain all of the capital 
structure choices that we observe.








