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5 2 8 P A R T I V : CAPITAL STRUCTURE AND DIVIDEND r'VLlv' 

. . k h · ·h · d•·fined as the uncertainty inhere . this is its busmess ns . w tc _is ~ . . . nt in Pr . 
of future ROE, assuming the firm_ 1s fi~anced solely w~th common stock 0 Jeqi() . 
uses debt <Uld preferred stock ( finan~1aJ leverage), this concentrates it; lf a. fit tis 
risk on the common stockholders. To illustrate, suppose ten people de . busi11 .. IQ 

Th · . Ct de "ss a corporation to manufacture steel roof trusses. ere ts a certa10 arno ta f()t 
· . 1 · d 1 . h Unt IQ ness risk in the operation. If the firm ts capita tze on Y Wit comm0 Of bu . 

th h . n equ. s,. 
if each person buys 1 O percent of the stock, . en e~c . mvest~r shares e tty, a.nd 
the business risk. However, suppose the firm ts cap1taltzed With so qualty . 

. · Perce in 
and 50 percent equity, with five of the mvestors puttmg up their cap· nt deb 

. I h. Ital '.Jc, t and the other five putting up their money as equity. n ~ ts case, the five . ""3 debt 
who put up the equity will have to bear aH of the busmess risk, so the investors 
stock will be twice as risky as it would have been had the firm been fin coll1111011 
with equity. Thus, the use of debt, or financial leverage, concentrate anced On.Jy 
business risk on its stockholders. s the firlll's 

To illustrate the concentration of business risk, again consider Str b 
tr~nics. Strasburg h~ $175,000 in assets and is all-equity financed. s If t~ urg Eiec. 
usmg Plan A from Figure 12-2, then its expected ROE would be 12 0 firm Were 
a standard deviation of 8.0 percent. Now suppose the firm decid~ percent With 
capital structure by issuing $87,500 of debt at~ = 10% and usi s hto change its 

1 $ . ng t ese fu 
rep ace 87,500 of eqmty. Its expected return on equity (which nds to 
only $87,500) would rise from 12 to 18 percent: would now be 

Expected EBIT (unchanged) 
Interest ( 10% on $87,500 of debt) 

Earnings before taxes 
Taxes ( 40%) 
Net income 

New 
(Leveraged) 

Situation 

S35,000 
8,750 

$26,250 
10,500 

$15,750 

Old 
(U~everaged) 

Situation 
(See Table 12.2) -

S35,000 
0 

Expected ROE = 115,750/ $87,500 = 

$35,000 
14,ooo 

s21,ooo 
18% $21,000/SI 75,000 == 12% 

Thus, the use of debt would "levera " 
18 percent. ge up the expected ROE from 12 percent to 

However, financial leverage also increases r· 
ample, suppose EBIT actually turned tsk to the equity investors For ex· 
$35,000. If the firm used no debt th out to be $5,000 rather than the ~xpected 

' en ROE would d 1· ec 1ne from 12.0 percent to 

5A firm · m business for at least 
purposely keeping Strasb ten years would likel h 
overwhelmed by the nu ubrg Electronics small so thayt ave far more than S 175 000 in assets. We are 
b . m ers. Also we may ti ' · e working with market al note that to be c . ocus on the concepts without bemg 
at th. · v ues of se · · ' ons1stent w· h · td is pomt to simplify the . curittes rather than b It capital structure theory, we shou 
chapter. In this regard s H ~llustration, but we will d.ook Values of assets. We are using book values 
of th p· ,, ' ee aun Levv tscuss k · the 

e irm, Financial Mana e ·' and Roben Brooks .. . mar et value relationships later ~ e 
'g ment, Autumn 1986 22 ' Financial Break-Even Analysis and the \alu 

' -26. 
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