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Capital Structure Theories: Net Income,
Traditional, Trade-off & More

Capital structure theories discuss the way firms determine the proportion of debt and equity financing.
Financial stability and profitability are influenced by the proper proportion of the two. There are many
capital structure theories that help firms determine their financing options. The most significant ones are
the net income approach (NI), traditional approach, net operating income approach (NOI), Modigliani-
Miller approach (MM), trade off theory of capital structure, and pecking order theory. Every theory gives
an explanation of how companies ought to handle their capital structure for optimal efficiency.

Understanding theories of capital structure in financial management assists firms in making financial
decisions. These theories explain how debt, equity, and a firm's total cost of capital relate to one another.
Companies have to assess risk, returns, and the state of the market before making their capital structure
decision.

Capital structure is the composition of debt and equity a company applies for financing operations. It
affects financial performance, profitability, and risk levels. Firms are required to select a capital structure
that maximizes value at minimum costs and risks.

A firm's capital structure consists of two major components:

e Debt: Borrowed funds that must be repaid with interest.
e Equity: Owners' funds, including retained earnings and issued shares.

A well-balanced capital structure ensures financial flexibility, minimizes risk, and optimizes returns for
shareholders.

There are several theories that guide companies in finding a best-capital-structure. There are different
views on how leverage influences financial performance. The following are the principal theories of capital
structure in financial management:

Net Income Approach (NI)

Traditional Approach

Net Operating Income Approach (NOI)
Modigliani-Miller Approach (MM)

The Trade Off Theory

Pecking Order Theory
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The net income approach posits that capital structure has a direct impact on the valuation of a company.
Under this theory, increased debt lowers the cost of capital, resulting in higher firm value.
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Key Assumptions

e Cost of debt is less than the cost of equity.
e There are no taxes.
e Business risk is constant irrespective of the capital structure.

Explanation

This strategy assumes debt to be a less expensive source of funds than equity. When the company
increases the use of debt, the weighted average cost of capital (WACC) is lowered by the company, and
hence value is maximized.

Limitations

o Forgets bankruptcy risks inherent in high levels of debt.
o Considers constant business risk, which is impossible.

The traditional method is a reconciliation of the net income and net operating income hypotheses. It
presumes that an optimal capital structure can be achieved by a company through a mix of debt and
equity financing.

Key Assumptions

o Debt is less expensive than equity to a point.
e Beyond an optimal level, more debt increases financial risk.
e A moderate amount of leverage can maximize firm value.

Explanation

Based on this theory, moderate use of debt reduces WACC and maximizes firm value. Excessive debt,
however, raises financial distress and bankruptcy risk, and equity financing becomes more desirable at
higher levels of leverage.

Limitations

o No exact way to calculate the optimal debt-equity ratio.
e Overlooks market fluctuations in capital costs.

The net operating income approach asserts that the capital structure of a firm does not affect its value. It
contemplates that the market values a company on the basis of its operating income and risk.

Key Assumptions

e The cost of capital is constant.
e The debt-equity ratio does not have any effect on firm value.
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e Investors do not consider capital structure but operating income.

Explanation

This theory postulates that altering the capital structure does not change the value of the firm. The
advantages of debt financing are balanced by increased equity costs because of greater financial risk.

Limitations

e Overlooks tax advantage of debt.
e Assumes that investors care only about operating income.

The Modigliani-Miller theory (MM) suggests that a firm's value is not influenced by its capital structure in
a perfect market. It presented two fundamental propositions:

e Proposition 1: Capital Structure Irrelevance
A firm's value is based on its operating income and business risk, not on financing decisions.
e Proposition 2: Relationship between Cost of Equity and Debt

Greater debt raises the financial risk, increasing the cost of equity.

Assumptions

e No costs of bankruptcy or taxes, and transaction costs.
e Equal access to market information for investors.
¢ No agency costs.

Explanation

According to the MM theory, capital structure does not affect a firm's value in a perfect market. When
taxes are involved, firms are inclined towards debt financing because of tax advantages.

Limitations

« Does not account for real-world financial market inefficiencies.
e Supposes all investors respond similarly.

The trade-off theory of capital structure is that companies weigh the advantages of debt (tax benefits)
against its costs (bankruptcy costs).

Key Factors

e Tax Shield: Debt interest lowers taxable income, reducing tax costs.
e Bankruptcy Costs: More debt raises the probability of financial distress.
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e Optimal Leverage: Debt benefits versus costs balance.

Explanation

According to this theory, companies have to determine an optimum debt-equity ratio that saves costs
while optimizing value. Debt is utilized for tax benefits, but there is avoidance of high leverage due to
bankruptcy costs.

Limitations

o Hard to decide the precise trade-off point.
« Dismisses real-world economic volatilities.

The pecking order theory contends that firms prefer internal financing over external issue of debt and
equity.

Hierarchy of Financing

e Internal Financing: Firms resort to retained earnings to begin with.
e Debt Financing: When internal funds are in short supply, firms take loans.
e Equity Issuance: As a final option, firms issue new shares.

Explanation

This theory maintains that firms rank sources of funding according to the cost and availability. Internal
funds are the lowest cost, and issuing new equity is the highest cost.

Limitations

e Assumes that companies always have internal funds available.
e Ignores timing of the market for equity issuance.

Capital structure theories are dealt with in Financial Management (FM) and Advanced Financial
Management (AFM) of the ACCA syllabus. These theories explain how companies match debt and equity
financing to achieve shareholder value maximization. Understanding capital structure is important for
corporate finance and financial decision-making, important subjects of the ACCA qualification.

Capital Structure Theories ACCA Questions

Q1: According to the Net Income (NI) Approach, what happens when a firm increases its debt
financing?

A) The firm’s cost of capital remains constant
B) The firm’s value decreases
C) The firm’s value increases due to lower  overall cost of capital

D) Equity financing becomes cheaper
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Answer: C) The firm’s value increases due to lower overall cost of capital

Q2: Which capital structure theory assumes that the weighted average cost of capital (WACC) is

minimized at an optimal debt-equity ratio?
A) Net Operating Income (NOI) Approach
B) Net Income (N1) Approach
(03] Traditional Approach

D) Modigliani-Miller Proposition |

Answer: C) Traditional Approach

US CMA svllabus covers capital structure theories under Corporate Finance. An understanding of such
theories enables CMAs to assess financial risk, cost of capital, and financing choices. Such theories are
also helpful in strategic financial planning, which is a key area for the CMA exam.

Capital Structure Theories US CMA Questions

Q3: The Trade-Off Theory of capital structure suggests that firms balance which two factors?

A) Bankruptcy costs and financial leverage
B) Debt financing and equity financing
03] Risk and return

D) Tax benefits of debt and financial distress costs
Answer: D) Tax benefits of debt and financial distress costs

Q4: According to the Pecking Order Theory, which financing source do firms prefer the most?

A) Debt issuance
B) Equity issuance
C) Retained earnings

D) Convertible bonds

Answer: C) Retained earnings

Capital structure is examined by the US CPA exam under the Business Environment & Concepts (BEC)
and Financial Management sections. CPAs need to evaluate how financing decisions affect firm finances,
tax effects, and risk exposure. It is crucial to have a sound understanding of capital structure theories for
financial analysis and advisory functions.

Capital Structure Theories US CPA Questions

Q5: What is the main assumption of the Modigliani-Miller Proposition | without taxes?

A) A firm's capital structure affects its market value
B) A firm’s market value is independent of its capital structure
C) Increasing debt financing lowers a firm’s cost of capital

D) Firms should always avoid debt financing

Answer: B) A firm’s market value is independent of its capital structure
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Q6: Which of the following statements is TRUE regarding the Net Operating Income (NOI)

approach?
A) The capital structure affects the firm's value
B) The cost of equity decreases as debt increases

C) The overall cost of capital remains unchanged regardless of capital structure
D) The firm's market value increases with leverage

Answer: C) The overall cost of capital remains unchanged regardless of capital structure

Capital structure theories are part of the CFA (Chartered Financial Analyst) program under Corporate
Finance. The theories must be comprehended by candidates in order for them to evaluate firm value,
risk, and financing policy. Comprehending these theories is vital for investment analysts, financial
planners, and portfolio managers evaluating corporate finance strategies.

Capital Structure Theories CFA Questions

Q7: Which capital structure theory states that firms with high profits prefer lower levels of debt?

A) Pecking Order Theory
B) Trade-Off Theory
C) Modigliani-Miller Proposition Il

D) Net Income Approach
Answer: A) Pecking Order Theory

Q8: According to the Trade-Off Theory, why do firms not use 100% debt financing despite its tax

advantages?

A) Debt financing is always more expensive than equity financing
B) Higher debt levels increase the risk of financial distress
C) Investors prefer firms with lower leverage

D) The cost of capital always remains constant

Answer: B) Higher debt levels increase the risk of financial distress
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