A. For the next 4 years, the company is operating at loss and thus not subject to taxes. Besides, because it is investing heavily in research and development but the return is very uncertain and limited in this stage, it would face a relatively high risk of bankruptcy if it borrows debts. Thus, I suggest that the company maintain an all-equity firm at this stage so that it can have a lower default risk. For the subsequent 6 years when the company turns profitable and develops rapidly, I suggest the company can introduce some debts to its capital structure to take advantage of the tax reduction from interest payment. Then in 10 to 15 years, the company will have relatively stable yearly profits, I suggest the company can maintain an optimal leverage where the tax benefits equals cost of bankruptcy, so that the cost of capital can be minimized and the market value can be maximized.


B. 
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The first proposition assume that:
· There are no taxes.
· There are no transaction costs.
· Both individuals and corporations can borrow at the same rate.

As the cost curve shows, WACC stays the same. Thus, Since the value of a company is calculated as the present value of future cash flows, the company's capital structure does not impact its value. In this case it shows that: the value of the levered and unlevered firms are the same. 

Then if corporate taxes and bankruptcy risk exist, this proposition must be adjusted due to the following reasons:
1) the actual cost of debt is less than the nominal cost of debt due to tax benefits. 
2) The required return of investors and debtors will be higher when the company has high gearing, which means the cost of capital would increase.

[bookmark: _GoBack]Thus, the new theory after adjusting would indicate there is a trade-off between tax benefit and bankruptcy risk. A company can capitalize on its requirements with debts as long as the cost of distress, i.e., the cost of bankruptcy, exceeds the value of the tax benefits. Thus, until a given threshold value, the increased debts will add value to a company. 
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