Finance

Chapter 15 Second Half (pp. 380-390)

15.5 Taxes (pp. 380-389)
In the presence of taxes the firm's value is positively related to its debt.  The "pie is divided between taxes, debt and equity and levered firms allocate a smaller percentage to taxes.

Present Value of Tax Shield = TCrBB / rB = TCB   

Value of a Unlevered Firm = EBIT x (1 - TC) / r0
MM Proposition I

Value of Levered Firm = EBIT x (1 - TC) / r0 + TCrBB / rB



 = VU + TCB

Assumptions:  TC is the corporate tax rate on earnings after interest, rB is the debt rate, B is the amount of debt, r0 is the cost of capital to an all equity firm(risk free rate), individuals and corporations borrow at the same rate and no transaction coasts

In words, the value of a levered firm is the value of the firm if it was not levered plus the tax shield.  Intuition: Since corporations can deduct interest payments but not dividend payments, corporate leverage lowers tax payments.

MM Proposition II

rS = r0 + B/S x (1 - TC) x (r0 + rB)

Assumptions: rS is the return on equity, S is the amount of equity, TC is the corporate tax rate on earnings after interest, rB is the debt rate, B is the amount of debt, r0 is the cost of capital to an all equity firm (risk free rate), individuals and corporations borrow at the same rate and no transaction coasts

Chapter 16 

16.1 Cost of Financial Distress
Bankruptcy occurs when the ownership of the firms assets is legally transferred from stockholders to bondholders.  Bankruptcy costs or more generally financial distress costs, tend to offset tax advantages of debt.

The possibility of bankruptcy has a negative effect on the value of the firm.  However, it is not the risk of bankruptcy that lowers value.  Rather it is the costs associated with bankruptcy that lower value.

16.2 Description of the Costs
"Bankruptcy costs" include:

· Direct costs: Legal and Administrative costs of liquidation or reorganization.  Typically a large figure but a small percentage of value
· Indirect costs: Impaired ability to conduct business.  Lost sales and other lost opportunities are difficult to estimate but can be 20% of value
· Agency costs.  Stockholders tend to choose selfish strategies to maximize their own value.  These strategies can be costly to the entire firm.  Ultimately, the book argues that stockholders pay the cost of these strategies in the form of higher priced debt to accommodate for bankruptcy costs.  Selfish strategies include:
· Incentive to take large risks (if your going down far, bondholders suffer more)

· Incentive toward underinvestment (won't minimize losses of bondholders by investing to improve a sinking ship)

· Milking the property (Paying out extra dividends in times of financial distress)

16.3 Can Costs of Debt be Reduced?
Two proposals for minimizing the cost of debts:

· Protective Convenants: A protective covenant  is an agreement stockholders make with bondholders to lessen the impact of selfish strategy bankruptcy costs.  Negative convenants limit or prohibit actions the company can take (e.g., limits on dividends). Positive convenants specifies an action that the company agrees to take or a condition the company must abide by (e.g., maintain minimum level of working capital).

· Consolidation of Debt: Prevents different creditors (and their lawyers) from contending with one another.

16.4 Integration of Tax Effects and Financial Distress costs
The new pie theory says that firm cashflows go to stockholders, bondholders, the government, lawyers and other claimants to the cash flow of the firm.  Or that there are shareholder claims, bondholder claims, tax claims and bankruptcy claims. Marketed claims are claims of stockholders and bondholders.  Nonmarketed claims are claims of government and potential litigants on lawsuits.  Any increase in marketed claims must decrease nonmarketed claims and vice-versa.

16.5 Shrinking, Perquisites and Bad Investments: A Note on Agency Cost of Equity
According to a quote from Adam Smith: Because managers are "agents" of shareholders they sometimes make the wrong decisions.  These costs are called "agency costs."   Free Cash Flow Hypothesis  is that we might expect to to see more wasteful activity in a firm with the capacity to generate large cash flows than in one with the capacity to generate only small ones.

16.6 Growth and the Debt-Equity Ratio

An important new idea is that growth implies significant equity financing, even in a world with low bankruptcy costs.   Since debts always stays the same value and equity is difference between the firm value and debt, growth increases the value of equity.  100% debt is suboptimal for high-growth firms.  High-growth firms will have lower D/E ratios than low-growth firms

16.7 Personal Taxes
Equity distributions may be taxed at a lower rate than interest at a personal level.  

The Miller Model

With multiple different tax rates the value of a levered firm can be expressed as:

Value of Levered Firm  = VU + [ 1 - (1 - TC) x (1 - TS) / (1 - TB)] x B

Criticisms of the model: 1) Using real world tax rates it predicts higher D/E ratios than are observed. 2) There is not unlimited tax deductibility.

16.8 How Firms Establish Capital Structure

In order to formulate capital structure policies, the following empirical regularities are worth considering:

1. Most Corporations Have Low Debt-Assets Ratios.

2. Changes in Financial Leverage Affect Firm Value

3. There are differences in capital structures of different industries

There are four important factor in determining a debt equity ratio:

1. Taxes

2. Types of Assets (financial distress is costly)

3. Uncertainty of Operating Income

4. Pecking Order and Financial Slack

