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Capital Structure: Striking the Right Balance

Executive Summary
In today’s highly competitive and regulated business environment, one of the 
most important tasks for treasury and finance practitioners is to ensure that 
their companies are funded as effectively as possible. This means striking the 
right balance between the use of debt and equity to fund their organizations, 
to allow these companies to meet their long-term objectives. This guide has 
been designed to support practitioners in achieving this balance. It does not 
prescribe a set objective or target, rather it poses questions for the reader to 
consider in the context of their own organizations.

The guide has two main goals. First, it has been designed to support treasury 
professionals when developing their capital structure policy. Creating an 
effective capital structure is much more complex than simply targeting a 
particular leverage ratio over time. While it is possible to target a particular 
split between debt and equity to finance a company, there are many different 
dynamics that can affect how a decision to increase debt, for example, will 
affect the treasury and wider operations of that company. 

Second, because the decision on capital structure is a fundamental one, it 
will be taken at board level. It is part of the finance team’s role to explain the 
implications of different decisions to board members before a final strategy is 
agreed. The guide will help CFOs, Finance Directors and Treasurers to 
develop presentations for the board. It should also help board members 
without financial experience to understand the complexities underpinning 
the decision, so they can help agree strategy from a better-informed position.
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Why is Capital Structure Important?
The purpose of a company’s capital structure is to support 
the business’ growth given a highly competitive and regulated 
environment. Although there are a number of theories that 
seek to explain how companies should set their capital structures, 
there is no single structure that is appropriate for all corpora-
tions. Setting an appropriate capital structure is a balance 
between maintaining the financial strength of the company 
and providing sufficient opportunities to create growth. Get 
it wrong and a bad decision can result in a company losing 
control of strategy. But get it right and a company can grow 
with the confidence that it has sufficient financial flexibility 
to take advantage of opportunities as they arise and to provide 
protection in the event of a downturn in the economy.

What is capital structure?
A company’s capital structure describes how a company 

finances its long-term operations, via a balance between debt 
and equity. The challenge for any organization is to identify 
the best combination of financing to allow it to achieve its 
long-term strategic objectives. Corporate finance theory suggests 
that companies should seek a balance between debt and equity 
which maximizes their value. There are a number of different 
theories, each of which suggests an optimal capital structure 
can be calculated via one metric or another. However, it can 
be easy to get distracted by theories, especially those which pro-
vide an easily measurable solution, not least because no single 
theory is fully backed by evidence.

Although theory suggests the decision is primarily about 
achieving the lowest cost of capital, in reality it is much 
more nuanced than that. The decision has implications for 
the organization’s ability to respond to changes in the market 
environment and, critically, to take advantage of investment 
opportunities, which may occur from time to time. For this 
reason, determining an organization’s capital structure is a 
fundamental strategic decision that will need to be made at 
the board level.

When making this decision, it is critical to retain sight of 
the core feature of capital structure. This is simply that a board 
must set a structure capable of supporting the achievement of its 
strategic objectives. A good structure will allow the company 
to grow and meet business objectives in the prevailing market 
environment. Metrics and measurements are useful tools, but 
they should never be the sole determinant.

All businesses have to accept some risk. In the case of 
start-ups, for example, shareholders accept a major risk when 
making the initial decision to form a business. The initial risks 
change as the business starts to grow. Established corporations 

face similar challenges; as products mature and the business 
environment changes, management has to decide whether 
and when to take opportunities to invest in new projects. For 
each opportunity, an organization’s corporate leadership will 
need to evaluate its risks and its potential returns, both from a 
standalone basis and from a wider corporate strategy perspec-
tive. In other words, a prospective opportunity must be both 
attractive in its own right, but it must also support the organi-
zation’s achievement of its wider objectives. 

For Stephane Bello, Executive Vice President (EVP) and CFO 
of Thomson Reuters, this is a critical task. “I always try to get the 
right balance between making the capital structure as efficient as 
possible without exposing the business to undue risk.”

What is the practitioner’s role?
The treasury practitioner’s role in this process is twofold. 

First, they must help board members to make an informed 
decision about the most appropriate capital structure for their 
organization. In most organizations, few board members have 
formal finance training or experience, so explaining the likely 
implications of different decisions will be helpful. The process 
for providing this information to the board will vary between 
organizations. In many cases, information will be routed 
through the CFO, although sometimes treasury practitioners 
may be required to brief board members directly.

How do you educate the board?
Ensuring the board is able to make an informed 

decision is one of the CFO’s primary responsi-

bilities. Setting the capital structure is the core 

financial strategy from which every other 

treasury and finance policy will flow. Thomson 

Reuters holds five board meetings a year, one 

of which is on capital structure and capital 

strategy. At the meeting, EVP and CFO 

Stephane Bello reviews the key principles 

governing the company’s approach to capital 

strategy and discusses near-term recommen-

dations. At this meeting, the board is asked to 

make a series of decisions: on the balance be-

tween debt and equity, how the company plans 

to use capital and on any share repurchase 

scheme. “The board has to sign off the capital 

strategy,” explains Bello, “as it is designed to 

support the overall business strategy.”
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Second, practitioners must then implement the board’s 
decision. Although achieving a balance between debt and 
equity might appear relatively straightforward, in reality 
the differing characteristics of the various types of debt and 
equity mean implementation is just as important as the 
board’s strategic decision. Within both categories of debt 
and equity, there is a wide range of different instruments, 
each of which have slightly different qualities. For example, 
debt includes publicly issued and privately placed securities, 
as well as loans sourced from banks and other lenders, while 
equity includes common stock and retained earnings. In 
addition, some companies also issue hybrid securities, such 
as convertible bonds and preference shares, which have 
characteristics of both debt and equity. Most organizations 
will use a combination of different funding mechanisms, 
not least to maximize the pool of potential investors. Each 
instrument will give each lender (or group of lenders) 
different claims on the borrower, both in normal business 
conditions and after a trigger event (and each instrument 

may have a different trigger event, from failure to make a 
payment to falling below a preset cash ratio).

Given these differences, the details of each individual debt 
and equity financing can have a clear and identifiable impact 
on the borrowing company. In the case of debt, details 
to manage will include an instrument’s maturity (when a 
refinancing may be necessary), any covenants or other terms 
(which the company is required to meet) and the currency 
and interest rate associated with the debt (both of which 
will need to be managed). These differences can result in 
treasury practitioners having to ensure their organizations 
continue to comply with potentially conflicting terms and 
conditions set at each round of financing. For that reason, 
it is just as critical to select appropriate, and complemen-
tary, financing instruments, as it is to achieve the set overall 
capital structure. Selecting inappropriate instruments may 
restrict the organization’s ability to retain its financial flex-
ibility and, therefore, ultimately its ability to meet its core 
business objectives. 
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