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(UNDERSTANDING THE DISTINCTIONS BETWEEN UNLEVERED AND LEVERED FIRMS IS FUNDAMENTAL IN CORPORATE FINANCE. T HESE
CONCEPTS INFLUENCE HOW COMPANIES ARE VALUED, ASSESS RISK, AND DETERMINE OPTIMAL CAPITAL STRUCTURES. THE
QUESTION AT HAND—WHETHER VU EQUALS EU OR VL —TOUCHES UPON CORE PRINCIPLES OF FINANCIAL VALUATION,
ESPECIALLY IN THE CONTEXT OF LEVERAGE. THIS ARTICLE PROVIDES A COMPREHENSIVE ANALYSIS OF THESE CONCEPTS,
EXPLORES THE RELATIONSHIPS BETWEEN UNLEVERED AND LEVERED FIRM VALUATIONS, AND CLARIFIES WHICH OF THE STATEMENTS
(1 or II) HOLDS TRUE UNDER SPECIFIC CIRCUMSTANCES.

FUNDAMENTALS OF FIRM V ALUATION: UNLEVERED AND LEVERED FIRMS

WHAT |Is AN UNLEVERED FIrM?

AN UNLEVERED FIRM IS A COMPANY THAT FINANCES ITS OPERATIONS SOLELY THROUGH EQUITY, WITHOUT ANY DEBT. THis
MEANS THE FIRM HAS NO FINANCIAL LEVERAGE, AND ITS CAPITAL STRUCTURE CONSISTS ENTIRELY OF EQUITY FUNDING SOURCES
SUCH AS COMMON STOCK, RETAINED EARNINGS, AND POSSIBLY OTHER EQUITY INSTRUMENTS.

CHARACTERISTICS OF AN UNLEVERED FIRM:

- NO DEBT IN ITS CAPITAL STRUCTURE.

- NO INTEREST PAYMENTS OR DEBT-RELATED TAX SHIELDS.

- RISk AND RETURN ARE DIRECTLY LINKED TO THE COMPANY'S OPERATIONS AND ASSETS.
- EASIER TO VALUE BECAUSE FINANCIAL LEVERAGE DOES NOT COMPLICATE CASH FLOWS.

V ALUATION OF AN UNLEVERED FiIrM (VU):

- THE VALUE OF AN UNLEVERED FIRM IS OFTEN DERIVED USING THE DiscounTep CasH FLow (DCF) METHOD.

- THE FIRM'S FREE CASH FLOWS (FCFS) ARE DISCOUNTED AT THE UNLEVERED COST OF EQUITY, WHICH REFLECTS THE FIRM'S
OPERATING RISK.

- THE VALUATION FORMULA GENERALLY LOOKS LIKE:

\[
V_U = \rrAc{FCF}{r_U}
\]

wHERE \(R_U \) IS THE UNLEVERED COST OF EQUITY.

WHAT Is A Levered FIrM?

A LEVERED FIRM, ON THE OTHER HAND, INCORPORATES DEBT INTO ITS CAPITAL STRUCTURE. THE PRESENCE OF DEBT INTRODUCES
FINANCIAL LEVERAGE, WHICH AMPLIFIES BOTH POTENTIAL RETURNS AND RISK FOR EQUITY HOLDERS.

CHARACTERISTICS OF A LEVERED FIRM:
- USES BOTH DEBT AND EQUITY FOR FINANCING.
- HAS INTEREST OBLIGATIONS, AFFECTING CASH FLOWS AND TAXES.



- FINANCIAL LEVERAGE INCREASES THE FIRM'S RISK PROFILE.
- THE FIRM'S EQUITY BECOMES RISKIER DUE TO LEVERAGE, OFTEN LEADING TO A HIGHER REQUIRED RATE OF RETURN.

V ALUATION oF A LEVERED Firm (VL):

- THE LEVERED FIRM’S VALUE CONSIDERS THE BENEFIT OF DEBT, PRIMARILY THE TAX SHIELD.
- TYPICALLYI THE VALUATION INCLUDES THE VALUE OF THE UNLEVERED FIRM PLUS THE PRESENT VALUE OF TAX SHIELDS.

\[
V_L=V_U+\text{PV oF Tax SHEELD}
\]

- THE CLASSIC MODIGLIANI-MILLER THEOREM WITH TAXES STATES THAT:

\[
V. L=V U+T C\tiMesD
\]

wHERE \( T_C \) IS THE CORPORATE TAX RATE AND D IS THE AMOUNT OF DEBT.

ANALYZING THE STATEMENTS: Is VU EQuUAL To EU or VL?

GIVEN THESE FOUNDATIONAL CONCEPTS, THE QUESTION BECOMES: WHEN A FIRM IS UNLEVERED (U) VERSUS LEVERED (L), HOW
DO THEIR VALUATIONS RELATE? SPECIFICALLY, WHICH OF THE FOLLOWING STATEMENTS IS TRUE?

D VU=EU
1) VL =7»?

LET'S ANALYZE EACH STATEMENT CAREFULLY.

STATEMENT |: VU = EU

WHAT Does VU = EU Mean?

- THIS SUGGESTS THAT THE VALUE OF THE UNLEVERED FIRM (VU) IS EQUAL To ITS EQUITY vaLUE (EU).

- SINCE THE FIRM IS UNLEVERED (NO DEBT), ITS ENTIRE VALUE IS HELD BY EQUITY. THEREFORE, THE FIRM'S TOTAL VALUE (VU)
SHOULD BE ENTIRELY ATTRIBUTABLE TO EQUITY.

Is THis TrRUE?

- YES. FOR AN UNLEVERED FIRM, THE TOTAL FIRM VALUE (VU) EQUALS THE EQUITY VALUE (EU) BECAUSE THERE IS NO DEBT.
- THE FIRM'S CASH FLOWS ARE SOLELY ATTRIBUTABLE TO EQUITY HOLDERS, AND THERE ARE NO CLAIMS BY DEBT HOLDERS.

CONCLUSION:

- THe STATEMENT “VU = EU” IS CORRECT WHEN REFERRING TO AN UNLEVERED FIRM, BECAUSE ALL FIRM VALUE IS EQUITY.



STATEMENT Il: VL =7

\W/HAT Is THE VALUE oF A Leverep Firm (VL)?

- THe LevereD FIRM VALUE (VL) INCLUDES BOTH EQUITY AND DEBT CLAIMS.
- THe TOTAL FIRM VALUE (VL) GENERALLY EXCEEDS THE EQUITY VALUE (EU) BECAUSE OF THE ADDITION OF DEBT.
- ACCORDING TO THE MODIGLIANI-MILLER THEOREM WITH CORPORATE TAXES:

\[
V. L=V U+T_C\tiMesD
\]

- THe eQUITY vALUE (EU) Is:

\[
EU=V L-D
\]
IMPLICATIONS:

- THE VALUE OF THE LEVERED FIRM (VL) IS NOT EQUAL TO THE EQUITY VALUE (EU); INSTEAD, IT'S THE SUM OF EQUITY AND
DEBT CLAIMS:

V L=EU+D

- THE PRESENCE OF DEBT (D) ADDS A TAX SHIELD BENEFIT, INCREASING THE TOTAL FIRM VALUE.

Is VL eQuAL To EU?

- No. BECAUSE THE EQUITY IS JUST A PORTION OF THE TOTAL FIRM, AND DEBT CLAIMS ALSO EXIST.

SUMMARY:

- THE CORRECT RELATIONSHIP IS:

\[

V_L=EU+D

\]

- ALTERNATIVELY, THE EQUITY VALUE CAN BE DERIVED AS:
\[

EU=V L-D

\]

SUMMARY OF KEY ReLATIONSHIPS AND CONCEPTS

| ConcerT | EQUATION / RELATIONSHIP | EXPLANATION |

ool

| UnLeverep FirM ToTAL VALUE | \( V_U \) | ENTIRE VALUE IS EQUITY, NO DEBT INVOLVED.

| UNLEVERED FIrRM EQUITY VALUE | \(EU = V_U \) | BECAUSE NO DEBT EXISTS.

| Leverep Firm ToTAL VALUE [\(V_L=V_U+ T_C\7iMes D \) | INCLUDES THE VALUE OF THE TAX SHIELD FROM DEBT.



| Leverep Firm EQuITY VALUE | \(EU=V_L -D \) |EQUITY IS TOTAL VALUE MINUS DEBT CLAIMS.

PrRACTICAL IMPLICATIONS IN FINANCIAL DECISION-MAKING

(UNDERSTANDING THESE RELATIONSHIPS IS CRUCIAL FOR FINANCIAL MANAGERS, INVESTORS, AND ANALYSTS FOR VARIOUS
REASONS:

- CAPITAL STRUCTURE DECISIONS: RECOGNIZING HOW LEVERAGE IMPACTS FIRM VALUATION HELPS IN OPTIMIZING CAPITAL
STRUCTURE TO MAXIMIZE COMPANY VALUE.

- Risk ASSESSMENT: LEVERAGE AMPLIFIES BOTH POTENTIAL RETURNS AND RISK, AFFECTING THE COST OF EQUITY AND OVERALL
VALUATION.

- Tax CoNSIDERATIONS: DEBT PROVIDES TAX SHIELDS, INCREASING FIRM VALUE, BUT ALSO INTRODUCES FINANCIAL RISK.

- VALUATION TECHNIQUES: WHEN VALUING A COMPANY, WHETHER UNLEVERED OR LEVERED, THE APPROPRIATE MODEL SHOULD
INCORPORATE THE EFFECTS OF LEVERAGE, TAXES, AND CASH FLOWS.

ConNcLusioN: WHICH STATEMENT Is TRUE?

BASED ON THE ANALYSIS:

- STATEMENT |: VU = EU — TRUE FOR AN UNLEVERED FIRM BECAUSE ITS ENTIRE VALUE IS EQUITY.

- STATEMENT |I: VL = ?? — NOT COMPLETE AS STATED, BUT GENERALLY, THE TOTAL VALUE OF A LEVERED FIRM (VL)
EXCEEDS ITS EQUITY VALUE (EU) BY THE AMOUNT OF DEBT D, CONSIDERING THE TAX SHIELD BENEFITS.

THEREFORE:

- |F THE QUESTION ASKS WHICH OF THE STATEMENTS IS TRUE IN THE CONTEXT OF AN UNLEVERED VERSUS LEVERED FIRM:

" "
- "VU = EU" IS CORRECT FOR AN UNLEVERED FIRM.
- THE STATEMENT REGARDING VL DEPENDS ON CONTEXT BUT GENERALLY, VL = EU + D.

UNDERSTANDING THESE RELATIONSHIPS ENABLES BETTER VALUATION, CAPITAL STRUCTURE OPTIMIZATION, AND RISK
MANAGEMENT PRACTICES.

FAQs

Q1: WHY DOES LEVERAGE INCREASE FIRM VALUE?
A1: BECAUSE DEBT PROVIDES A TAX SHIELD, REDUCING TAXABLE INCOME AND INCREASING THE FIRM'S OVERALL VALUE, AS PER
THE MODIGLIANI-MILLER THEOREM WITH TAXES.

Q2: CAN AN UNLEVERED FIRM HAVE DEBT?
A2:No, BY DEFINITION, AN UNLEVERED FIRM DOES NOT USE DEBT.

Q3: How DOES LEVERAGE AFFECT THE RISK PROFILE?
A3: LEVERAGE INCREASES FINANCIAL RISK FOR EQUITY HOLDERS, LEADING TO HIGHER REQUIRED RETURNS AND POTENTIALLY
GREATER VOLATILITY IN EARNINGS AND SHARE PRICES.



IN SUMMARY:

- FOR AN UNLEVERED FIRM, TOTAL FIRM VALUE EQUALS ITS EQUITY vaLue (\( V_U =EU \)).

- FOR A LEVERED FIRM, TOTAL VALUE EXCEEDS EQUITY VALUE DUE TO DEBT AND TAX BENEFITS, WITH \( V_L =EU +D \).
- PROPER VALUATION REQUIRES UNDERSTANDING THESE RELATIONSHIPS TO MAKE INFORMED FINANCING AND INVESTMENT
DECISIONS.

BY GRASPING THE DISTINCTIONS AND RELATIONSHIPS BETWEEN UNLEVERED AND LEVERED FIRMS, FINANCIAL PROFESSIONALS CAN
BETTER EVALUATE COMPANY WORTH, OPTIMIZE CAPITAL STRUCTURES, AND IMPLEMENT EFFECTIVE RISK MANAGEMENT
STRATEGIES.

FREQUENTLY AskeD QUESTIONS

IF FIRM U IS UNLEVERED AND FIRM L IS LEVERED, WHICH OF THE FOLLOWING STATEMENTS
IS TRUE: ) VU=EUor Il) VL ="?

THE CORRECT STATEMENT IS |) VU = EU, MEANING THE UNLEVERED FIRM VALUE EQUALS ITS EQUITY VALUE SINCE IT HAS NO
DEBT.

IN CAPITAL STRUCTURE THEORY, WHAT IS THE RELATIONSHIP BETWEEN A FIRM'S
UNLEVERED VALUE (VU) AND ITS EQUITY VALUE (EU)?

For AN UNLEVERED FIRM, VU EQUALS EU BECAUSE THERE IS NO DEBT, AND THE ENTIRE FIRM VALUE IS EQUITY.

\WHEN COMPARING A LEVERED FIRM (VL) AND AN UNLEVERED FIRM (VU), WHICH
COMPONENT CONTRIBUTES TO VL's VALUE?

VL INCLUDES BOTH EQUITY AND DEBT, SO ITS VALUE IS THE SUM OF THE EQUITY VALUE AND THE VALUE OF DEBT.

DoEes THE LEVERED FIRM'S VALUE (VL) ALWAYS EQUAL THE UNLEVERED FIRM'S VALUE
(VU) PLUS THE VALUE OF DEBT?

YES, UNDER PERFECT MARKET CONDITIONS, VL EQUALS VU PLUS THE MARKET VALUE OF DEBT.

IN THE MODIGLIANI-MILLER FRAMEWORK, HOW IS THE VALUE OF A LEVERED FIRM (VL)
RELATED TO ITS UNLEVERED VALUE (VU) AND DEBT?

VL = VU + THE MARKET VALUE OF DEBT, ASSUMING NO TAXES AND BANKRUPTCY COSTS.

|S THE EQUITY VALUE (EU) OF AN UNLEVERED FIRM EQUAL TO ITS TOTAL FIRM VALUE
(VU)?

YES, BECAUSE IN AN UNLEVERED FIRM, THE ENTIRE FIRM VALUE IS EQUITY.

How DOES THE INTRODUCTION OF DEBT (LEVERAGE) AFFECT THE TOTAL VALUE OF A
FIRM ACCORDING TO CLASSICAL THEORY?

[T CAN INCREASE THE TOTAL FIRM VALUE DUE TO TAX SHIELDS, MAKING VL OFTEN GREATER THAN VU IN REAL-WORLD



SCENARIOS.

\W/HAT IS THE PRIMARY DIFFERENCE BETWEEN VU AND VL IN TERMS OF CAPITAL
STRUCTURE?

VU REPRESENTS THE FIRM'S VALUE WITHOUT DEBT, WHILE VL INCLUDES BOTH DEBT AND EQUITY COMPONENTS.

IF A FIRM IS UNLEVERED, WHAT CAN BE SAID ABOUT ITS LEVERAGE RATIO?

THE LEVERAGE RATIO IS ZERO BECAUSE THE FIRM HAS NO DEBT.

UNDER WHAT CONDITIONS DOES VU EQUAL EU FOR AN UNLEVERED FIRMP

W/HEN THERE IS NO DEBT, AND THE FIRM’S ENTIRE VALUE IS EQUITY, THEN VU EQUALS EU.

ADDITIONAL RESOURCES

UNDERSTANDING THE IMPACT OF LEVERAGE ON FIRM VALUATION: ANALYZING THE RELATIONSHIP BETWEEN UNLEVERED AND
LevereD FIRMS

IN THE WORLD OF CORPORATE FINANCE, ONE OF THE MOST FUNDAMENTAL CONCEPTS IS THE EFFECT OF LEVERAGE ON A FIRM'S
VALUATION. LEVERAGE, DEFINED AS THE USE OF DEBT IN A FIRM'S CAPITAL STRUCTURE, PLAYS A CRUCIAL ROLE IN DETERMINING
BOTH THE RISK AND RETURN PROFILE OF A COMPANY. W/HEN ANALYZING FIRMS WITH DIFFERENT CAPITAL
STRUCTURES—SPECIFICALLY, AN UNLEVERED FIRM (FIRM U) VERSUS A LEVERED FIRM (FIRM L)—IT BECOMES ESSENTIAL TO
UNDERSTAND HOW THEIR VALUATIONS RELATE TO EACH OTHER AND TO THEIR RESPECTIVE EQUITY AND ENTERPRISE VALUES. THE
QUESTION AT HAND—"IF FIRM U IS UNLEVERED AND FIRM L IS LEVERED, THEN WHICH OF THE FOLLOWING IS TRUE: |) V_U =

E U, I)V_L=."—SERVES AS A GATEWAY INTO THE CORE PRINCIPLES OF CORPORATE VALUATION AND THE MODIGLIANI-
MILLER THEOREM.

THIS ARTICLE ENDEAVORS TO PROVIDE A COMPREHENSIVE, DETAILED EXPLORATION OF THESE CONCEPTS, DISSECTING THE
RELATIONSHIPS BETWEEN UNLEVERED AND LEVERED FIRMS, AND ELUCIDATING THE IMPLICATIONS FOR VALUATION METRICS SUCH
AS ENTERPRISE VALUE (\/) AND EQUITY VALUE (E) W/E WILL EXAMINE THE THEORETICAL UNDERPINNINGS, MATHEMATICAL
RELATIONSHIPS, AND PRACTICAL CONSIDERATIONS THAT INFORM OUR UNDERSTANDING OF HOW LEVERAGE INFLUENCES FIRM
VALUATION.

UNDERSTANDING KEY CONCEPTS: FIRM VALUE, EQUITY VALUE, AND CAPITAL STRUCTURE

W/HAT Is AN UNLEVERED FIrRM?P

AN UNLEVERED FIRM IS ONE THAT OPERATES SOLELY WITH EQUITY FINANCING—MEANING IT HAS NO DEBT IN ITS CAPITAL
STRUCTURE. | TS ENTERPRISE VALUE (V_U) REFLECTS THE TOTAL VALUE OF ITS OPERATING ASSETS AND IS EQUIVALENT TO
THE VALUE OF ITS EQUITY BECAUSE THERE IS NO DEBT. THIS SIMPLIFIES VALUATION BECAUSE THE FIRM'S TOTAL VALUE
DIRECTLY REPRESENTS THE VALUE ATTRIBUTABLE TO SHAREHOLDERS.

WHAT Is A LEVERED FIRM?

A LEVERED FIRM INCORPORATES DEBT INTO ITS CAPITAL STRUCTURE, WHICH AFFECTS BOTH ITS RISK PROFILE AND VALUATION.
ITS ENTERPRISE VALUE (V_L) INCLUDES THE VALUE OF OPERATING ASSETS PLUS THE BENEFITS AND RISKS ASSOCIATED WITH
DEBT. THE FIRM'S EQUITY VALUE (E_L) IS THE RESIDUAL INTEREST OF SHAREHOLDERS AFTER ACCOUNTING FOR DEBT
OBLIGATIONS.

Key VALUATION METRICS

- ENTERPRISE V ALUE (V) THE TOTAL VALUE OF A FIRM'S CORE OPERATIONS, INCLUDING BOTH DEBT AND EQUITY CLAIMS. IT1s



OFTEN VIEWED AS THE VALUE OF THE FIRM’S ASSETS, INDEPENDENT OF ITS CAPITAL STRUCTURE.

- EQuITY VALUE (E) THE VALUE ATTRIBUTABLE TO SHAREHOLDERS, REPRESENTING THE RESIDUAL CLAIM AFTER DEBT
OBLIGATIONS ARE DEDUCTED FROM ENTERPRISE VALUE.

- DesT (D> THE AMOUNT OF BORROWED FUNDS USED TO FINANCE THE FIRM'S OPERATIONS.

THEORETICAL FOUNDATIONS: MODIGLIANI-MILLER THEOREM AND CAPITAL STRUCTURE
THe MopIGLIANI-MILLER ProposITION | (\W/ITHOUT TAXES)

THE MODIGLIANI-MILLER THEOREM, A CORNERSTONE OF CORPORATE FINANCE, STATES THAT IN A PERFECT MARKET (NO TAXES,
BANKRUPTCY COSTS, OR ASYMMETRIC INFORMATION), THE VALUE OF A FIRM IS UNAFFECTED BY ITS CAPITAL STRUCTURE:

>V U=V L

THIS IMPLIES THAT THE FIRM'S TOTAL VALUE REMAINS THE SAME WHETHER IT IS FINANCED SOLELY WITH EQUITY OR WITH A MIX
OF DEBT AND EQUITY.

ADJUSTMENTS FOR T AXES

W/HEN CORPORATE TAXES ARE CONSIDERED, DEBT FINANCING PROVIDES A TAX SHIELD BECAUSE INTEREST PAYMENTS ARE
DEDUCTIBLE. THIS INCREASES THE FIRM'S VALUE:

>V L=V_U+(Tax SHELD) =V_U+D X Tax RATE

THUS, LEVERAGE ADDS VALUE THROUGH THE TAX DEDUCTIBILITY OF INTEREST, WHICH IS A VITAL CONSIDERATION IN REAL-
\WORLD VALUATION ANALYSIS.

ANALYZING THE RELATIONSHIP BETWEEN UNLEVERED AND LEVERED FIRM V ALUATIONS

1. ENTERPRISE V ALUE OF AN UNLEVERED FirM (V_U)

SINCE AN UNLEVERED FIRM HAS NO DEBT, ITS ENTERPRISE VALUE IS SOLELY DETERMINED BY THE PRESENT VALUE OF ITS OPERATING
CASH FLOWS, DISCOUNTED AT AN APPROPRIATE RATE THAT REFLECTS ITS BUSINESS RISK. I TS EQUITY VALUE (E_U) EQUATES
DIRECTLY TO ITS ENTERPRISE VALUE:

>V U=E U

THIS IS BECAUSE, WITH NO DEBT, THE ENTIRE VALUE OF THE FIRM IS ATTRIBUTABLE TO EQUITY HOLDERS.

2. ENTERPRISE VALUE OF A LEVERED Firm (V_L)

FOR A LEVERED FIRM, THE ENTERPRISE VALUE (V_L) IS THE SUM OF THE EQUITY VALUE AND THE MARKET VALUE OF DEBT:

>V L=EL+D

THE LEVERAGE INTRODUCES FINANCIAL RISK, WHICH AFFECTS THE VALUATION OF EQUITY AND THE OVERALL ENTERPRISE.

3. RELATIONSHIP BETWEEN V_U AND V_L

BASED ON THE MODIGLIANI-MILLER THEOREM (IGNORING TAXES), THE CORE RELATIONSHIP IS:

>V L=V_U

HO\X/EVER/ IN PRACTICAL SCENARIOS WITH TAXES OR OTHER MARKET IMPERFECTIONS, THE LEVERED FIRM'S VALUE CAN EXCEED
THAT OF AN UNLEVERED FIRM DUE TO THE TAX SHIELD BENEFITS.



ADDRESSING THE SPECIFIC STATEMENTS: WHICH IS TRUE?
THE QUESTION POSITS TWO STATEMENTS:

-DV_U=E U
-V _L=..

StATEMENT |1 V_U=E_U

THIS STATEMENT IS CORRECT UNDER THE ASSUMPTION THAT THE UNLEVERED FIRM HAS NO DEBT. SINCE THERE ARE NO CLAIMS
OTHER THAN EQUITY, THE ENTIRE ENTERPRISE VALUE IS DIRECTLY ATTRIBUTABLE TO EQUITY HOLDERS:

>V _U=E U

THIS IS A FUNDAMENTAL PRINCIPLE IN CORPORATE FINANCE—\WHEN NO DEBT EXISTS, ENTERPRISE VALUE EQUALS EQUITY VALUE.
STATEMENT I: V_L = ...

THIS STATEMENT IS INCOMPLETE IN THE QUESTION, BUT BASED ON THEORETICAL PRINCIPLES, THE TYPICAL RELATIONSHIPS ARE:
-V_L=EL+D

OR, UNDER THE ASSUMPTION OF NO TAXES AND PERFECT MARKETS, THE ENTERPRISE VALUE REMAINS UNCHANGED:

>V _L=V_U

IN THE PRESENCE OF TAXES, THE LEVERED FIRM'S VALUE INCREASES BY THE PRESENT VALUE OF THE TAX SHIELD:

>V L=V_U+DXTaxRATE

Deep DIVE: MATHEMATICAL RELATIONSHIPS AND IMPLICATIONS

1. VALUATION OF AN UNLEVERED FIRM

ASSUMING THE FIRM'S OPERATING CASH FLOWS (FCF) ARE CONSTANT AND PERPETUAL, THE VALUATION IS:
>V U=FCF/r U

WHERE:

- FCF: FrREE CASH FLOW TO THE FIRM
- R_U: UNLEVERED COST OF CAPITAL (REFLECTING OPERATING RISK)

SINCE THE FIRM IS UNLEVERED, THE ENTIRE VALUE IS ATTRIBUTABLE TO EQUITY:
SEU=V_ U

2. VALUATION OF A LEVERED FIrRM (\W/ITH TAXES)

\W/HEN DEBT IS INTRODUCED, THE FIRM'S VALUATION ADJUSTS FOR THE TAX SHIELD:
>V _ L=V_U+DXTaxRATE

THE EQUITY VALUE BECOMES:



SEL=V. L-D

THE COST OF EQUITY INCREASES DUE TO LEVERAGE (FINANCIAL RISK), AND THE OVERALL FIRM VALUE IS AUGMENTED BY THE
TAX SHIELD.

3. IMPLICATIONS FOR THE STATEMENTS

- STATEMENT |: SINCE AN UNLEVERED FIRM'S ENTERPRISE VALUE EQUALS ITS EQUITY (No DEBT), V_U = E_U HOLDS TRUE.
- STATEMENT |I: FOR A LEVERED FIRM, THE ENTERPRISE VALUE V_L IS EQUAL TO THE UNLEVERED VALUE V_U PLUS THE VALUE
OF THE TAX SHIELD D X TAX RATE, ASSUMING TAXES ARE CONSIDERED.

PracTIicAL CONSIDERATIONS AND MARKET REALITIES
W/HILE THEORETICAL MODELS PROVIDE CLEAR RELATIONSHIPS, REAL-WORLD VALUATION INVOLVES ADDITIONAL COMPLEXITIES:

- MARKET IMPERFECTIONS: BANKRUPTCY COSTS, AGENCY COSTS, AND ASYMMETRIC INFORMATION CAN DISTORT THE
STRAIGHTFORW ARD RELATIONSHIPS.

- DEBT MATURITY AND Risk: THE RISK ASSOCIATED WITH DEBT (INTEREST RATES, MATURITY) AFFECTS THE FIRM'S OVERALL
RISK PROFILE AND VALUATION.

- TAX ReGIMES: DIFFERENT JURISDICTIONS HAVE VARYING TAX LAWS, INFLUENCING THE MAGNITUDE OF THE TAX SHIELD.

- MARKET CONDITIONS: FLUCTUATIONS IN INTEREST RATES, ECONOMIC CYCLES, AND INVESTOR SENTIMENT IMPACT VALUATION
METRICS.

CONCLUSION: SUMMARIZING THE KEY TAKEAWAYS

THE ANALYSIS OF WHETHER AN UNLEVERED FIRM’S VALUE EQUALS ITS EQUITY AND HOW LEVERAGE AFFECTS OVERALL
VALUATION HINGES ON CORE PRINCIPLES OF CORPORATE FINANCE. T O SYNTHESIZE:

- UNLEVERED FIrM (Firm U):
- ENTERPRISE VALUE V_U EQUALS THE TOTAL VALUE OF OPERATING ASSETS.
- SINCE THERE IS No DEBT, V_U =E_U.

- Leverep FiIrM (FIrM L):
- ENTERPRISE VALUE V_L EQUALS THE SUM OF EQUITY VALUE E_L AND DEsT D (V_L =E_L + D).
- WiTH TAXes, V_L =V_U+ D X Tax RATE.

THEREFORE, THE STATEMENT “V_U = E_U" IS TRUE FOR AN UNLEVERED FIRM, AND THE RELATIONSHIP FOR A LEVERED FIRM
DEPENDS ON THE PRESENCE OF DEBT AND TAXES. IN THE CONTEXT OF THE INITIAL QUESTION, UNDERSTANDING THESE
RELATIONSHIPS CLARIFIES THE FUNDAMENTAL IMPACT OF LEVERAGE ON FIRM VALUATION AND HIGHLIGHTS THE IMPORT ANCE OF
FACTORS SUCH AS TAXES, MARKET IMPERFECTIONS, AND CAPITAL STRUCTURE CHOICES.

FINAL REMARKS

THE RELATIONSHIP BETWEEN UNLEVERED AND LEVERED FIRMS IS A CORNERSTONE OF MODERN FINANCIAL THEORY, UNDERPINNING
VALUATION STRATEGIES AND CAPITAL STRUCTURE DECISIONS. RECOGNIZING THAT V_U =E_U IN AN UNLEVERED SCENARIO
PROVIDES A BASELINE FOR VALUATION, WHILE UNDERSTANDING HOW LEVERAGE MODIFIES ENTERPRISE VALUE AND EQUITY
REQUIRES CAREFUL CONSIDERATION OF TAX SHIELDS, MARKET CONDITIONS, AND FIRM-SPECIFIC RISKS. AS CORPORATE FINANCE
CONTINUES TO EVOLVE, THESE FOUNDATIONAL PRINCIPLES REMAIN VITAL FOR INVESTORS, FINANCIAL ANALYSTS, AND
CORPORATE MANAGERS ALIKE, GUIDING STRATEGIC DECISIONS THAT BALANCE RISK, RETURN, AND FIRM VALUE OPTIMIZATION.
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