Chapter 14

LEVERAGE



Leverage 14-2

1 OBJECTIVE

I Does amount of a company's debt matter? If it does, is there an
optimal proportion of debt to total assets? ( optimal < (Debt/Asset)
level that maximizes value of firm)

I What happensto EPS, Cost of Capital, and Price of stock when debt
IS substituted for equity?

Are companies, in reality, at their optimal (Debt/Asset) or do they
have a target capital structure?

I Practical considerations and Leverage.
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2 MOTIVATION

2.1 WHATIS CAPITAL STRUCTURE ANALYSIS?
Finding firm's lowest cost of capital, other things (dividends,
projects, total assets) constant. < Choose (Debt/Asset) that
maximizes value of firm
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Leverage 14-4

3 THEORIES EXPLAINING CAPITAL STRUCTURE
#  Simplification: Assume only two aternatives; debt and equity

#  What areafirm'soptimal proportions of Debt (D) and Equity (E)? <
What isafirm's optimal Debt/Asset ratio?

#  Need atheory to tell us factors influencing optimal (Debt/Asset)
ratio.
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