I. Chapter 16: Limits To The Use Of Debt
A. Financial Distress Costs

1. Lawyers, lawyers, lawyers

2. About 3% of market value of firm

3. Expected cost of bankruptcy = 0.03(probability of bankruptcy)

4. Harder relationships

a) Customers

b) Suppliers

5. Agency costs

a) Selfish behavior by shareholders

b) Incentive to take large risks

(1) They’re playing with someone else’s money

(2) May need to take risks, go bankrupt sooner or later

c) Incentive towards underinvestment

(1) If bankruptcy is inevitable, then new capital may only be liquidated to pay creditors

(2) So why take money from my pocket if I’ll never get a return

(3) Many not choose positive NPV projects

(4) In fact, may choose negative NPV projects if they create cash flow

d) Milking the property

(1) Pay out dividends

(2) Leave nothing for the creditors

e) These don’t really apply to healthy firms

B. Reducing cost of debt

1. Protective covenants

a) Part of a loan document

b) Agreement to behave in some manner

c) Break ‘em, you are in default

d) In return, you get lower rates

(1) Which increases the value of the firm

(2) So shareholders should like reasonable covenants

e) Negative covenants

(1) Limit or prohibit actions

f) Positive covenants

(1) Company must take an action

(2) Company must maintain a condition

2. Consolidation of Debt

a) In other countries, the same company may hold equity and debt

(1) E.g. Japan

(2) Debt/Equity ratios much higher there

b) Minimizes negotiation costs

c) Often illegal in US

C. Taxes & Financial Distress

1. Inverted U-shaped curve shows value of firm

a) Value increases as firm takes on small amount of debt

(1) Distress is unlikely

b) As more debt is added, value increases more slowly

(1) Distress becomes more likely

c) Optimal debt is reached

(1) Value of tax shelter = cost of additional dollar of debt

(2) Equilibrium

(3) Same marginal cost in both directions!

2. U-shape shows rWACC
a) Tax advantage of debt causes rWACC to decrease as some debt is issued

b) Optimal debt is reached

c) rWACC increases as cost to borrow increases

3. Pie Theory

a) Cash Flow = Payments to stockholders + Payments to bondholders + payments to the government + Payments to lawyers + Payments to creditors

b) No matter how many claimants, still the same cash flow!

c) VT = S + B + G + L

d) Marketed claims

(1) VM = S + B

(2) Can be bought and sold

e) Nonmarketed claims

(1) VN = G + L

(2) Value set by litigation

f) VT = VM + VN
g) VT is fixed (unless you grow the pie)

(1) So if you increase VM, you must decrease VN
(2) And vice versa

(3) Rational managers will try to minimize VN
D. Signaling

1. Relationship between profitability and debt

a) Unprofitable firms can only afford a small amount of debt

b) Profitable firms can afford a lot of debt

c) So firms that issue debt must be profitable, right?

d) And firms that will soon be profitable will issue debt, right?

2. Signaling

a) Issuing debt signals future profitability

b) Issuing equity signals future unprofitability

c) But can you fool investors by doing the opposite?

E. Agency cost of equity

1. Free cash flow 

a) If you don’t have cash, you can’t spend it poorly

b) Free cash flow is a temptation to spend

c) If a firm has a lot of free cash flow, you’ll see wastefulness there

d) Apparently, this is true!

e) So, responsible owners and managers should minimize free cash flow

(1) Issue debt

(2) Pay dividends

F. Pecking Order

1. Timing

a) If you time it right, you can instantly create value by issuing equity

(1) You think the stock is worth $50

(2) It’s trading at $60

(3) You issue new stock

(4) You instantly create $10 value

(5) And managers should know more so this ain’t a bad idea

2. Avoiding investor skepticism
a) So issuing debt sends signals

b) So does issuing equity

c) What’s the solution?

d) The pecking order!

(1) Use internal financing first

(2) Then the safest securities

(3) Then less safe securities

e) Implications

(1) No target amount of leverage

(2) Profitable firms use less debt

(3) Financial slack = good

(a) So you can always use internal financing first!

G. Taxes

1. Effect of leverage on cash flow is all explained by taxes

2. IRS taxes dividends lower than interest at the personal level

3. Miller model

a) 
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b) If TB = TS
(1) VL = VU + TCB

(2) So, if dividends are taxed the same as interest at the personal level, then there’s no difference in valuation formula

(3) If TS < TB then gain from leverage is less

(4) If TS > TB then gain from leverage is greater

c) Implications

(1) Corporations should supply less debt, reducing the interest rate

(2) First unit of debt should increase firm value more than last unit, because interest may not be tax-deductible

(3) As debt increases, chance of deductibility decreases while chance of bankruptcy increases

H. How firms establish capital structure

1. Industry-specific

a) Low ratios in high-growth, high-investment-opportunity industries

(1) E.g. Pharma

b) High ratios in low-growth, low-investment-opportunity industries

(1) E.g. Paper

2. Establishing ratios

a) Taxes

(1) If you’re profitable, take on more debt to deduct more profit

b) Types of assets

(1) If you have tangible assets, then you can sell them in a pinch

(2) So take on more debt

c) Uncertainty of income

(1) If you have uncertain income, your risk is already too high

(2) So finance with equity
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