[image: A logo with a rainbow

AI-generated content may be incorrect.]
Calculating Profit for Loans and Shares/Equity Financing.

1. If we are using loans and shares/equity financing as options for financing capital expenditure. How do we calculate profit?

Operating Profit (EBIT)
First, you calculate your profit from your actual business operations, ignoring how you paid for your assets.
Revenue - Operating Expenses (COGS, Salaries, Rent, Depreciation) = Operating Profit

Accounting for the Loan (Interest)
Since loans have a fixed cost, you subtract the interest expense next. Note: You do not subtract the principal repayment here (that goes on the Balance Sheet), only the interest.
Operating Profit - Interest Expense = Profit Before Tax (EBT)

The Bottom Line (Net Profit)
After paying the government, you arrive at the final figure.
EBT - Taxes = Net Profit

Impact of Financing on Your Margins
While both methods get you the cash for capital expenditure (CapEx), they hit your profit differently:

	Feature
	Loan (Debt Financing)
	Shares (Equity Financing)

	Impact on Net Profit
	Decreases it because interest is an expense.
	No direct impact on Net Profit (dividends aren't expenses).

	Tax Benefit
	Yes. Interest is tax-deductible, shielding some profit.
	No. Dividends are paid from after-tax profit.

	Earnings Per Share
	Can increase EPS if the ROI is higher than the interest rate.
	Usually decreases EPS because profit is spread across more shares.



The "Hidden" Cost of Equity
Even though equity doesn't show up as an expense on your profit calculation, it has a "cost."
When you issue shares, you are diluting ownership. While your Total Net Profit might look higher than if you took a loan (because there’s no interest expense), your Profit per Share might actually go down because you're dividing that pie into more slices.

The Formula for Earnings Per Share (EPS):
To see if equity financing was a good move, always check this:
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Summary
· Loans reduce your Net Profit via interest but can increase your return on equity through leverage.
· Equity keeps your Net Profit higher (no interest) but divides that profit among more stakeholders.


2. 
When we analyse both financing options over a longer time frame e.g. 30 years, how do we factor paying back a large loan into consideration?
When you zoom out to a 30-year horizon, the "profit" you see on paper and the "cash" you actually have in the bank start to drift apart. This is because accounting rules treat loan repayments and share issuances very differently.
To analyse this properly over three decades, you have to look at Cash Flow vs. Accounting Profit.

The Principal vs. Interest Split
When you pay back a loan, your monthly or annual payment is split into two parts. This is vital for your 30-year projection:
1. The Interest: This shows up on your Income Statement. It reduces your taxable profit. Over 30 years, as you pay down the loan, the interest portion usually shrinks (amortization).
1. The Principal: This does not reduce your profit. It is considered a "financing cash flow." You are simply trading one asset (Cash) for a reduction in a liability (Debt).

Factoring the "Repayment" into Long-Term Analysis
Since the principal repayment doesn't hit your Profit & Loss statement, you need to use different metrics to see if the loan is actually "affordable" over 30 years:

Free Cash Flow (FCF)
This is the most important metric for a long-term project. It tells you how much cash is left over after paying for operations and debt obligations.
Net Profit + Depreciation - Capital Expenditure - Principal Repayments = Free Cash Flow

Debt Service Coverage Ratio (DSCR)
Lenders use this to see if your 30-year profit can actually handle the loan. 
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1. Ratio > 1: You are making enough profit to cover the loan.
1. Ratio < 1: You are "bleeding" cash, even if your accounting profit looks positive.

Comparing the 30-Year "Cost"
Over a 30-year window, the choice between a loan and shares feels very different:

	Factor
	The 30-Year Loan Path
	The 30-Year Equity Path

	End of Term
	The loan is gone. You now own 100% of the profit.
	The shareholders are still there. You share profit forever.

	Inflation
	Benefit. You pay back the loan with "cheaper" future dollars.
	Neutral. Equity represents a percentage of the business regardless of currency value.

	Risk
	High. You must pay the bank every year, or you lose the asset.
	Low. If you have a bad year, you simply don't pay dividends.


The Time Value of Money (NPV)
To truly compare a 30-year loan to 30 years of sharing profits with equity partners, you should use Net Present Value (NPV). This discounts all future loan payments and all future dividend expectations back to today’s value.
If the "Cost of Debt" (the interest rate) is lower than the "Cost of Equity" (the percentage of future growth you are giving away), the loan is mathematically cheaper over 30 years—provided you can survive the cash flow requirements.


3. To compare these two options over 30 years.

We use Net Present Value (NPV). This formula helps you understand that $1 paid in year 30 is "cheaper" than $1 paid today due to the time value of money.
Here is how you factor that large loan repayment into your long-term profit and cost analysis.

The NPV Comparison Framework
When comparing a loan to equity, you aren't just looking at the total dollars spent; you are looking at the Discounted Cash Flow.

For the Loan (Debt):
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· $r$ is your "Discount Rate" (usually your weighted average cost of capital).
· The Benefit: Once the 30th year hits, your cash flow jumps up because the debt is wiped out.

For the Shares (Equity):
You calculate the present value of the dividends or the portion of profit you give away to those shareholders forever.
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· The Catch: Unlike the loan, equity has no "end date." You are paying for that capital for the entire life of the company.

Factoring in the "Tax Shield"
Over 30 years, the loan has a hidden "profit" generator called the Interest Tax Shield. Because interest is tax-deductible, the government effectively pays for a portion of your loan.
Annual Tax Savings = Interest Expense × Corporate Tax Rate

If you have a $1M loan at 5% interest and a 25% tax rate, you save $12,500 in taxes in the first year. Over 30 years, these savings add up to a massive reduction in the "true cost" of the loan compared to equity.



The 30-Year "Terminal Value"
This is where the loan usually wins on paper but carries more risk.
· Loan Scenario: In Year 31, you own 100% of the asset. All future profits belong to you.
· Equity Scenario: In Year 31, you still only own (for example) 70% of the asset. You are still "paying" for that initial investment by sharing 30% of your profits with your partners.


Example: $1,000,000 Capital Expenditure (CapEx) over 30 years. 

Compare a 7% Interest Loan against giving up 25% Equity in the business to a partner who expects a 10% annual return (dividend).

Year-by-Year Cash Flow Comparison
In the early years, the loan feels "expensive" because you are paying both interest and principal. However, as the years pass, the math shifts.

	Year
	Loan Payment (Principal + Interest)
	Tax Shield (at 25% Tax)
	Net Loan Cost
	Equity Cost (25% of Profit)

	Year 1
	$80,586
	$17,500
	$63,086
	$50,000 (est.)

	Year 15
	$80,586
	$10,400
	$70,186
	$85,000 (due to growth)

	Year 30
	$80,586
	$1,300
	$79,286
	$150,000+

	Year 31+
	$0
	$0
	$0
	$175,000... (Forever)



Calculating the Net Present Value (NPV)
To find the "true cost" in today's dollars, we discount these future payments. We will use a 10% Discount Rate (the rate you could earn elsewhere).

The Loan NPV
The total of all 30 years of payments, minus the tax savings, discounted back to today:
· Total Nominal Outlay: ~$2.4M (Principal + Interest)
· NPV of Loan: ~$780,000
Interpretation: Taking the $1M today and paying it back over 30 years actually costs you less than $1M in "today's value" because inflation and the discount rate erode the debt's weight.

The Equity NPV
If the business grows at 5% per year, the 25% share you gave away becomes more expensive every single year.
· Total Nominal Outlay: Infinite (it never stops).
· NPV of Equity: ~$1,250,000

Interpretation: Equity is almost always more expensive than debt in the long run because shareholders take on more risk and demand a higher "slice" of the growing pie.

The "Profit" Conclusion
When you factor in the 30-year repayment:
1. Profitability (Accounting): The loan makes your "Net Profit" look lower in the short term due to interest. However, in the long term, your Retained Earnings (the profit you actually keep) will be much higher with a loan because you eventually stop paying the bank.

2. Wealth Creation: With the loan, your "Profit per Share" explodes after Year 30 because the debt disappears. With equity, your "Profit per Share" is permanently capped because you are always dividing the profit by more owners.

Summary of the "Winner"
· Choose the Loan if: Your business has stable, predictable cash flow to cover the annual $80,586 payment. You "win" by owning 100% of the future growth.
· Choose Equity if: You aren't sure you can make the annual payments. Equity acts as "insurance"—if you make $0 profit, you owe the shareholders $0.
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