Chapter 16

Capital Structure: Basic Concepts
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Key Concepts and Skills

» Understand the effect of financial leverage (1.e.,
capital structure) on firm earnings

» Understand homemade leverage

» Understand capital structure theories with and
without taxes

» Be able to compute the value of the unlevered and
levered firm

Copyright © 2016 McGraw-Hill Education. All rights reserved.
No reproduction or distribution without the prior written consent of McGraw-Hill Education.
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Chapter Outline

16.1 The Capital Structure Question and The Pie Theory

16.2 Maximizing Firm Value versus Maximizing
Stockholder Interests

16.3 Financial Leverage and Firm Value: An Example
16.4 Modiglian1 and Miller: Proposition II (No Taxes)
16.5 Taxes

Copyright © 2016 McGraw-Hill Education. All rights reserved.
No reproduction or distribution without the prior written consent of McGraw-Hill Education.
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16.1 Capital Structure and the Pie

» The value of a firm 1s defined to be the sum of the
value of the firm’s debt and the firm’s equity.

V=B +S§ AR NRBEAVERFR
IR AIN*PHI BN B

e If the goal of the firm’s
management 1s to make the firm
as valuable as possible, then the
firm should pick the debt-equity
ratio that makes the pie as big as
possible.

Shareholder Value
or
Firm Value?

Value of the Firm
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