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Abstract

Capital structure theories are the focus and frontier in Modern Financial
Economics and Financial Management areas. Researches on this problem have
lasted for forty years since Modigliani and Miller put forward famous MM -
Irrelevant theory, but no satisfying debt theory is found. Many financial
economists verified and revised hypothesis of MM theorem from various aspects,
but systematic and deep researches about influence on investment decision and
capital structure caused by risk and uncertainty are not found in literature until
now. This dissertation systematically studies change of cost of capital,
investment decision and capital structure after introducing risk and uncertainty by
using CAPM, OPM and contingent claims analysis technology; bankruptcy
mechanism as contingent governance on firm insiders is analysed by applying
game theory, the causes of state—owned enterprises’ (SOE) high leverage are
deeply studied, and the strategies to this problem are given.

Main contents and results are as follow.

First, studies the influence of risk on cost of capital and investment
decision.

Reinterpretations of cost of capital by CAPM and OPM under risk. With
CAPM disposal about systematic risk, this paper presents new expression of cost
of capital and gives relationship of levered equity bata and all —equity bata;
after pointing out equtiy and debt option character, this dissertation gives
mathematical expressions of cost of equity and cost of risky debt by using OPM
and continous —time version of CAPM, and gives relationship about cost of

equity, cost of risky debt and capital structure.
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Improves investment decision method ~NPV method by introducing risk.
Applying CAPM and certainty —equivalent wealth, this paper gives a venture
capital project’s NPV formula because of NCF’S volatility of venture capital
projects; on the basis of this, introducing debt capital, this dissertation derives
a levered risky project’s NPV formula, which broadens applying range and
lessens constrain conditions, for risky projects investment decision, the research
provides a new theoretical basis.

Second, studies determining factors of optimal capital structure by corporate
debt value under dynamic uncertainty that firm assets value follows stochastic
differential equations.

Research on corporate risky debt value is given when bankruptcy costs are
taken into account. By applying contingent claims pricing and stochastic calculus
methods, the paper derives a risky debt value formula, this formula can
illustrate the effect of investment policy and dividend policy on risky debt value,
which improves Black & Cox formula. This dissertation analyses the effect of
pure conglomerate mergers on corporate debt value, after discussing whether
pure conglomerate mergers can improve firm financial conditions, and gets
conclusions under different conditions.

Studies capital structure under uncertainty. The paper derives mathematical
expressions of endogenous bankruptcy point, total value, debt value, equity
value of firm by applying trade —off theory or APV and CCA; studies interest
and strategy of equityholder and debtholder when adjusting leverage; discusses
debt capacity of the firm, and gives its mathematical expression; derives
mathematical expression of optimal leverage. It is found that optimal leverage
only relies on investment policy, dividend policy, bankruptcy costs, taxes and
riskless rate, this result can fully reflect the mechanism of capital structure
decision and provide more practical significance for the study of capital
structure. With substituting data, some important conclusions can be made,
such as high—tech firms have lower leverage.

Third, this paper does empirical study to the capital structure of listed
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companies by vast amount of statistics data. Studied the company capital
structure of different trades on the basis of the model of product and element
market.There are conclusions that difference in the capital structure of different
trades does exist, and about 3%of this difference can be explained by dummy
variable of trade. Investigate the higher durable consumer goods trade further, I
think the capital structure in our country’s enterprise has signal function.
Fourth, discusses capital structure decision of SOE. By game theory, this
paper points out the importance of bankruptcy mechanism as a tool of contingent
governance on firm insiders, by using the result of this dissertation, some

strategies about solving SOE overhang debt problem are given.

Key words: Capital Structure Risky Debt Bankruptcy Cost
Contingent Claims Analysis Pure Conglomerate Merger

Contingent Governance
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