BMGT 640

Weighted Average Cost of Capital Problems

1.
You have been hired as an analyst for a prominent investor, Warren Bucket.  Mr. Bucket buys underperforming divisions from large conglomerates.  He has his eye on a division called Berry Fine which makes fizzy fruit drinks.  The division is not publicly traded and is currently all equity.  In order to estimate the appropriate discount rate for Berry Fine, you have found a firm, Mystical Drinks, that is very similar to the division.  Mystical has the following characteristics:

Sales
$2,566,000

Earnings per share
   $1.25

Equity beta
     2.0

ROE
   20.0%

Price-earnings ratio
     9.6

Long-term debt (from balance sheet)
$8,000,000

Shareholders equity (from balance sheet)
$6,250,000

Shares outstanding
 1,000,000

Bond rating
AAA


If the market risk premium is 8% and treasury bonds are yielding 6%, what is the appropriate discount rate for Berry Fine?  (Assume the corporate tax rate is zero)

2.
Your company consists of a number of divisions.  You have been offered $10 million for the transportation division which manufactures specialized parts for buses and trucks.  You expect that the current offer for the transportation division is the only one that will be forthcoming.  Your CEO doesn’t think this is a good offer because the book value of the division is $15 million.  It is currently December 31, 1996 and you have been given the following year-end information to evaluate the offer.




(in $ millions)


December 31, 1996



Sales




4.0




Operating costs


2.0




Depreciation



1.0




EBIT




1.0


All of the above numbers have been declining at a rate of 5% per year over the past few years and this is expected to continue into the indefinite future.  The CEO has given you the following comparable firm information:




Company

Business


E

D/V


A


Consumer products

1.20

.4



B


Transportation


1.72

.5



C


Transportation


1.10

.2



D


Consumer products

1.60

.5



E


Transportation


1.60

.3


Your division is expected to be financed with 40% debt at a cost of 6%.  The corporate tax rate is 34%.  The risk-free rate is 5.5% and the market risk premium is 8%.  Since the debt is close to being risk-free, assume that D = 0.

a.
What is the appropriate cost of capital you should use to evaluate the offer?

b.
Is this a good offer?  Provide a complete analysis of how much you believe the current division is worth.
Solutions

1.
Debt
=



$  8m


Equity
=
1m*$12
=
$12m



Price/Earnings

=
9.6



Earnings

=
$1.25



Price


=
$12


D+E
=
V

=
$20m


(A
=
(12/20)(2.0)
=
1.20


rA
=
0.06 + 1.20(0.08)



=
0.156

2a.
Company B:
(A
=
(1/(1+D/E(1-tc))) (1.72)
=
1.04


Company C:
(A
=
(1/(1+D/E(1-tc))) (1.10)
=
0.94


Company E:
(A
=
(1/(1+D/E(1-tc))) (1.60)
=
1.25





Average

1.076

Transportation division  (E
=
((1+D/E(1-tc)))(1.076)
=
1.55

rE
=
0.055 + 1.55(0.08)
=
0.179

rWACC
=
(0.6)(0.179) + (0.4)(0.06)(1-.34)


=
0.123

b. 1996 CF

Sales


$4.0m

- Operating costs
 2.0m



 2.0m

-Depreciation

 1.0m



 1.0m

-Taxes


 0.34m

EBIT after tax
 
0.66m

CF1996

=
0.66m + 1m (Depreciation add back) =
$1.66m



1.66m(0.95)

PV
=
_______________

=
$9.12m



0.123 + 0.05

(This uses the perpetuity formula.  The denominator is r-g, with a –5% growth we get r – (- 5%), or .123+5%)

Tax loss on 5m
=
5m(0.34)
=
$  1.70m

CF from sale

=
10m + 1.70m
=
$11.70m

Take the offer.

