Capital Structure Theory – Chapter 14
Example:

Both firms have EBIT = $10,000.

Levered firm will use 40,000 of 5% debt.

Miller and Modigliani / No tax
Value of Unlevered firm = $100,000 = Value of its equity = $100,000.

	No Taxes
	Unlevered
	Levered

	EBIT
	10,000
	10,000

	Interest
	0
	2,000

	Taxable
	10,000
	8,000

	Tax (0%)
	0
	0

	Net Income
	10,000
	8,000

	
	
	

	EBIT
	10,000
	10,000

	- Taxes
	- 0
	-0

	CF from Assets
	10,000
	10,000

	
	
	

	CF to Stockholders
	10,000
	8,000

	CF to Bondholders
	0
	2,000

	CF to Investors
	10,000
	10,000


Miller and Modigliani / with taxes
	40% Tax
	Unlevered
	Levered

	EBIT
	10,000
	10,000

	Interest
	0
	2,000

	Taxable
	10,000
	8,000

	Tax (40%)
	4,000
	3,200

	Net Income
	6,000
	4,800

	
	
	

	EBIT
	10,000
	10,000

	- Taxes
	- 4,000
	-3,200

	CF from Assets
	6,000
	6,800

	
	
	

	CF to Stockholders
	6,000
	4,800

	CF to Bondholders
	0
	2,000

	CF to Investors
	6,000
	6,800


Value of Tax Shield:

PV = 
TC x D x RD = .4x(40000)x.05
= 800 / .05
= 16,000


RD
         .05


=
TC x D
= .4 (40,000) = 16,000
