
 
  

  

Capital Structure 
 

Course Module in Introductory Finance 
 
Course Modules help instructors select and sequence material for use as part of a course. Each module 
represents the thinking of subject matter experts about the best materials to assign and how to organize 
them to facilitate learning. 
 
Each module recommends four to six items. Whenever possible at least one alternative item for each 
main recommendation is included, as well as suggested supplemental readings that may provide a 
broader conceptual context. Cases form the core of many modules but we also include readings from 
Harvard Business Review, background notes, and other course materials. 
 
 
1. Overview of suggested content (HBS case unless otherwise noted) 
 

Title Author Product 
Number 

Publication 
Year Pages Teaching Note 

1. Introduction 
Note on the Theory of 
Optimal Capital Structure 
(HBS background note) 

Fruhan 279069 1979 6p -- 

Alternative: Capital Structure 
Theory: A Current 
Perspective (Darden note) 

Chaplinsky & 
Harris 

UV0105 1998 14p -- 

2. Advantages of Debt: Tax Shields 
Blaine Kitchenware, Inc.: 
Capital Structure  
(HBP Briefcase) 

Heilprin & 
Luehrman 

4040 2009 9p 4041 

Alternative: Debt Policy at 
UST, Inc. 

Mitchell 200069 2000 14p 201002 
 

Supplement: Is a Share 
Buyback Right for Your 
Company (HBR article) 

Pettit R0104K 2001 7p -- 

3. Disadvantages of Debt: Debt Overhang 
The Loewen Group, Inc. 
(Abridged) 

Tufano 201082 2001 13p 204138 

Alternative: Williams, 2002 Coval, 
Tufano, & 
Greenwood 

203068 2002 17p 204127 

4. Dividend Policy 

https://hbsp.harvard.edu/product/279069-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/279069-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/UV0105-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/UV0105-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/UV0105-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/4040-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/4040-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/200069-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/200069-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/R0104K-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/R0104K-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/R0104K-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/201082-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/203068-PDF-ENG?itemFindingMethod=Search


 
  

  

Dividend Policy at Linear 
Technology 

Baker 204066 2003 18p 204084 

Alternative: Dividend Policy 
at FPL, Inc. 

Esty & 
Schreiber 

295059 1995 17p 297072 

5. Capital Structure and Business Strategy 
UAL, 2004: Pulling Out of 
Bankruptcy 

Bergstresser 205090 2005 24p 209128 

Alternative: Sealed Air 
Corp.’s Leveraged 
Recapitalization (A) 

Wruck & 
Barry 
 

294122 1994 21p 295143 

 
II. Rationale for selection and sequencing the items in this module 
 
Section 1 begins with Note on the Theory of Optimal Capital Structure, which provides a conceptual 
framework for the determination of optimal capital structure. The note contains step-by-step numerical 
calculations and visual graphics that let students work through the changing relationships between market 
value and the cost of capital as the debt ratio is increased in a company’s capital structure from 0% to 
50%. The alternative, the more advanced Darden note Capital Structure Theory: A Current Perspective, 
makes the economic rationale for altering capital structure more explicit. The choice of capital structures 
involves trade-offs between tax shields, financial distress, the agency costs of debt and equity, and the 
signaling effect of security insurance. 
 
Both cases in Section 2 require students to quantify the benefit to shareholders from the tax advantage 
of debt. The one-session Blaine Kitchenware, Inc.: Capital Structure uses a share repurchase to explain 
the basics of capital structure theory. Students are walked through the effect of leverage on financial 
ratios and firm value, and introduced to the contrary pressures on capital structure of tax shields and the 
cost of financial distress. The alternative, Debt Policy at UST, also asks students to think about debt 
policy, share repurchases, and the tax advantage of debt. The supplementary HBR article “Is a Share 
Buyback Right for Your Company?” further explores optimal capital structure issues for companies 
considering a stock repurchase. When managed correctly (the company must have predictable, taxable 
profits to shield), debt financing can increase a company’s value significantly, including the cash flow 
discipline it imposes on managers. 
 
Section 3 turns to the risk of bankruptcy with high levels of debt that must be weighed against its tax 
advantages when determining optimal capital structure. The main suggestion, The Loewen Group, Inc., 
describes a funeral home consolidator’s unsustainable growth through debt-financed acquisition. 
Students must analyze why it faces financial distress when the industry hits difficult times. In the 
alternative, Williams, 2002, the energy firm in question has to decide whether or not to accept a financing 
package to help it survive a difficult period. Students are asked to disentangle the financial and economic 
factors that pushed it into financial distress.  
 
Section 4 looks at the effect of dividend policy on capital structure. The main selection, Dividend Policy at 
Linear Technology, involves a dividend-cutting decision for a semiconductor firm whose payout ratio is 
considered high for the industry at a time when tax legislation and stock market valuations favored 
dividend-paying companies. The case discussion brings up the Modigliani and Miller theorem: in perfect 

https://hbsp.harvard.edu/product/204066-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/204066-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/295059-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/295059-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/205090-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/205090-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/294122-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/294122-PDF-ENG?itemFindingMethod=Search
https://hbsp.harvard.edu/product/294122-PDF-ENG?itemFindingMethod=Search


 
  

  

capital markets, dividend policy is irrelevant to firm value. The alternate, Dividend Policy at FPL Group, 
Inc. (A), is a classic case covering much of the same conceptual ground for a firm in the energy sector. 
 
In Section 5, we look at how some firms alter their capital structure by taking on debt in order to force 
changes in their operations. In the main selection, UAL, 2004: Pulling Out of Bankruptcy, UAL makes use 
of its debt overhang and financial distress to restrain its labor costs. Because debt, unlike dividends, is a 
fixed claim, more leverage reduces employees’ bargaining power. In the alternative, Sealed Air Corp.’s 
Leveraged Recapitalization (A), the company induces debt overhang by borrowing almost 90% of the 
market value of its common stock and paying it out as a special dividend to shareholders. With this 
decision, the company aims not only to reach the value-maximizing benefits of leverage, but also to 
create a crisis that disrupts the status quo and promotes internal change, which include establishing a 
new objective, changing compensation systems, and reorganizing manufacturing and capital budgeting 
processes. 


