Question 2: Corporate Finance (40 points)

a)

Accounts payable:

The implicit financing cost involved in settlingetlpurchasing price for raw materials,
etc. after a certain period of time has elapsquteésumably already included in the cost
of sales since it is added to the purchasing pGmnceptually, therefore, it would be
possible to include accounts payable in investg@italeand at the same time estimate the
implicit financing cost included in the purchasipgce. However, little would be gained
by doing this in comparison to the complexity of talculations involved. It is therefore
more practical not to include accounts payable nvested capital when estimating
WACC.

Deferred tax:

Deferred tax represents the discrepancy in thengnaf "corporate income taxes" in
financial accounting with "payment of tax liabidig" in tax accounting. Until taxes are
actually paid to the central or local governmein funds still belong to the shareholders
and can earn money for them. In that sense, defeaxes are "quasi-equity" in economic
terms. However, this value should already be reftbas a component of the share price,
so there is no need to consider deferred tax aparate item from invested capital when
estimating WACC, which is concerned with the prémgimarket value of shareholders'
equity.

b)
ABC's market-value capital structure is:
Amount ($1 million) Percentage
Short-term debt (@ 6.00%) 250 8.24%
Long-term debt (@ 8.10%) 800x0.98= 784 25.84%
Shareholders' equity (@ 12.20%) 50x40= 2'000 65.92%
Total 3'034 100.00%

The cost of ABC'’s shareholders’ equity is estimdtedh CAPM as:
E(RABC) =R +Basc EﬂE(RM )— RF] =5%+ 120[6% =1220%

Therefore:

250 784 2,000
WACC = 6% [{l- 04) 3—— + 81% {1 - 04) —— +122% 4—— = 959%
3034 3034 3034

C)

Calculations of the after-tax WACC already takecactt of the corporate tax shield
benefits from deductions of interest expense.dftibnefits from interest deductions were
included in cash flow calculations too, they woh&lcounted twice. ABC avoids this.

d)



Conclusion: do not agree.

Reasons:

1) Generally for an investment project to be adoptechust generate greater returns
than the rate of return (cost of capital) demandgdthe providers of funds
(shareholders and creditors) from investment opjpdres with equivalent risk. This
project would increase capacity in mainline bussess so its risk profile should be
similar to the average risk profile of ABC as a \éhdt is therefore more reasonable
to apply the company-wide WACC as the discount b&teause it reflects the capital
structure for ABC as a whole.

2) The method by which investment funds are raisedfproject has no direct bearing
on the project's discount rate. The project itdelés not bring ABC any increase in
debt capacity. In addition, it does not have angant on the target debt ratio.

e)
el)
Assebetas Equitybeta B 12 - 092
B debt B 250+784)]
1+ (1- Corporateax) _ [1+ (1-04) D(i)}
Shareholdes'equity 2,000
e2)

(A corporate value) = (Corporate tax rate) in( debt) = 0.4 - 300 = 120 million

e3)
If there is no signaling effect, share purchasesabby themselves impact the share
price. All that needs be considered is the taxtshealffect from the increase in debt.
Assuming that the interest rate on debt does rexigs, the 120 million euro increase in
firm value from the tax benefits of debt will tréate directly and fully into an increase in
the market value of shareholders' equity. Theretiteeequity beta will be after change in
capital structure:

Debt

= Assetbetal]l1+ (1— Corporateaxrate) 4 :
Shareholdes equity

= o.92tE1+ (1-04) D(250+ (784+300) }

2,000~ 300+120)

This results in the following estimation for co$tshhareholders' equity:
Cost of shareholders' equity after change in chgiitacture = 5% + 1.32 - 6% = 12.92%

One can compute the reduction of the WACC by fo@iputing the WACC after the
change in capital structure as follows:

250 784+ 300 2,000-300+120
6% 06—+ 81% D6 ——+1292% 1 = 941%
3034+120 3034+120 3034+120




The difference in the WACC before and after thengjeain capital structure is therefore:
9.59% - 9.41 = 0.18%. The WACC will decline by atimated 0.18 percentage point.



