Capital Structure and Agency Costs





So far, we've focused on how financial policy might affect a firm's tax obligations.



How do our conclusions from that analysis compare with what we actually observe?



What explains the apparent discrepancy?





Remember:



If:

financial policy affects firm value 



Then it must be because at least one of the following is true:

financial policy affects a firm's tax obligation

financial policy affects contracting costs

financial policy affects real investment policy



 



�Contracting Costs



So far, we've considered two types of contracting costs:

direct bankruptcy costs [Warner (1977)]

indirect bankruptcy costs [Baxter (1967)]



Do these two costs lead to some optimal level of debt?





Jensen and Meckling (1976) introduce notion of "agency costs"

parties to a contract have different (divergent) incentives

parties will tend to act in their own best interests, not the best interests of the counterparty

we typically think of the parties to a contract as being either a "principal" or an "agent"

principals can limit the divergence between their interests and the interests of agents by giving agents appropriate incentives and by monitoring agents' activities (both of which are costly)

agents can expend resources to guarantee that they will not take actions which are detrimental to principals or to ensure that the principal will be compensated if they do take such actions.

typically, even after monitor by principals and bonding by agents, there will remain some divergence agents' incentives and those which maximize the welfare of principals.







�Application to Financial Policy



Back to the payoffs to bondholders and shareholders:
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� Conflicts Between Stockholders and Bondholders



Stockholders versus Bondholders:

Dividend Payout Policy

Asset Substitution

Claim Dilution

Underinvestment Problem

�The Underinvestment Problem



Consider a firm that has the following two investment opportunities:



Project�0�1�2�NPV��A�-50�100�50�100��B��-75�100�25��

If the firm is an all equity firm, what will the shareholders do?

Accept project A only?

Accept project B only?

Accept both projects?



What will be the value of the firm?

�What if the firm is not all equity?



Consider the same firm, but with debt in its capital structure obligating it to make payments as shown below.



Project�0�1�2�NPV��A�-50�100�50�100��B��-75�100�25��Bond�?�-20�-100���

Also, assume the following:

interest rates, taxes, and flotation costs are zero

there is a covenant in the bond precluding the firm from issuing more debt during the life of the bond

shareholders may receive dividends (in any given year) only after the claims of the bondholders have been satisfied

the firm must either pay bondholders, or surrender the firm's assets to the bondholders

the bond market is competitive.



What is the price of the bond?

�Pricing the bond:



Suppose the bond sells for $120
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If the shareholder accept both A and B their total dividends are less than if they just accept project A and then default.



What will bondholders receiving?



How does that compare to how much they paid for the bonds?



Are bondholders stupid?



What happens?

�Pricing the bond (cont.):



We've assumed that the bond market is competitive.  Given that assumption, bondholders will only pay the expected value of the bond.



What happens if bondholders pay 70?
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What will the shareholders do?

Accept both projects?

Accept only project A and default?



What rate of return will bondholders realize?



What will be the value of the firm?



How does the firm in this case compare to the firm value when the firm was all equity financed?

�The Underinvestment Problem: One Solution



Suppose we were to restructure the bond by including a covenant that limited the amount of dividends that the firm could pay in any period to 50.  What effect would adding that covenant have on shareholders’ incentives?
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What will the shareholders do?

Accept both projects?

Accept only project A and default?



What rate of return will bondholders realize?



What will be the value of the firm?



How does the firm in this case compare to the firm value when the firm was all equity financed?



Who benefited from the dividend covenant?



What’s going on here?


