
DAVID DURAND THE COST OF CAPITAL

issues raised by David Durand. To J. R. Rose we can .. are supposedly Durand's main concern nor with the U-shaped
cost-of-capital curve which was ours.

This reduces the required net investment to Rs to earn Rs Thus, there is one optimal capital structure where ko
is at its lowest point. An increase in cheaper debt funds is exactly offset by an increase in the required rate of
return on equity. Arbitrage continues until total firm values are identical for companies NL and L. Why is it
important? They assume that a firm can separate the investing capital budgeting decision from the financing
decision. Because debt is a cheap source of raising funds as compared to equity capital. The financing decision
seeks to increase the value of the firm by selecting the best borrowing pattern for the firm. Financing mix is
irrelevant and it does not affect the value of the firm. Therefore, all capital structures are equally as acceptable.
We have no references for this item. For technical questions regarding this item, or to correct its authors, title,
abstract, bibliographic or download information, contact:. Sell the stock in Company L for Rs Compare
Investment Accounts. According to this theory, the total market value of the firm V is not affected by the
change in the capital structure and the overall cost of capital Ko remains fixed irrespective of the debt-equity
mix. The use of debt financing is referred to as financial leverage. You can help adding them by using this
form. Also proposed by Durand, this approach is the opposite of the Net Income Approach, in the absence of
taxes. According to this theory a firm can increase the value of the firm and reduce the overall cost of capital
by increasing the proportion of debt in its capital structure to the maximum possible extent. He postulated that
a change in financial leverage results in a change in capital costs. The market capitalizes the value of the firm
as a whole. Accurate analysis of capital structure can help a company by optimizing the cost of capital and
hence improving profitability. See general information about how to correct material in RePEc. It is when
there are no taxes. Then, increasing financial leverage and the associated increase in ke and ki more than
offsets the benefits of lower cost debt financing. What is business risk and financial risk?


