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The Agenda

o What determines the optimal
mix of debt and equity for a
company?

o How does altering the mix of  [Eaniy_TetmoLosicar Purcasses
debt and equity affect the e e
value of a company?

o What is the right kind of debt
for a company?

o When is the right time to
finance?
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Financing
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First Principles

How to Refinance Cheaply

a Invest in projects that yield a return greater than the minimum acceptable
hurdle rate.

o The hurdle rate should be higher for riskier projects and reflect the financing
mix used - owners’ funds (equity) or borrowed money (debt)

2 Returns on projects should be measured based on cash flows generated and
the timing of these cash flows; they should also consider both positive and
negative side effects of these projects.

a Choose a financing mix that minimizes the hurdle rate and matches
the assets being financed.

o If there are not enough investments that earn the hurdle rate, return the
cash to stockholders.

a The form of returns - dividends and stock buybacks - will depend upon the
stockholders’ characteristics.
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Corporate Finance

INVESTMENT

FINANCING i
MANAGEMENT

Getting the Financing Right
Step 1: The Proportion of Equity & Debt

m Achieve lowest

Debt weighted average

— cost of capital

m May also affect the
business side

Equity

=

Getting the Financing Right
| Step 2: The Kind of Equity & Debt

= Short term? Long term?
/ = Baht? Dollar? Yen?
e
Debt » Bonds? Asset-backed?
= Convertibles? Hybrids?
Equity ___———| = Debt/Equity Swaps?
= Private? Public?

= Strategic partner?
= Domestic? ADRs?

= Ownership & control?

Does Capital Structure Matter? Yes!
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Assets’ value is the present
value of the cash flows from
the real business of the firm

Debt

Equity

Value of the firm
=PV/(Cash Flows) =D+E

CcosT
OF

Value of the firm

Optimal debt ratio?

CAPITAL w

1 DEBT

R 1:
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Does Capital Structure Matter? Yes!

Assets’ value is the present
value of the cash flows from
the real business of the firm

Debt

Equity

Value of the firm Value of the firm

=PV/(Cash Flows) =D+E
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Does Capital Structure Matter? Yes!
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Assets’ value is the present
value of the cash flows from
the real business of the firm

Debt

Equity

Value of the firm

=PV/(Cash Flows) =D+E

Value of Firm

Value of the firm

= PV(Cash Flows) + PV(Tax Shield) - Distress Costs
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Costs and Benefits of Debt
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o Benefits of Debt
o Tax Benefits

o Adds discipline to management

o Costs of Debt
o Bankruptcy Costs
o Agency Costs

o Loss of Future Flexibility
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Capital Structure: Actual vs Optimal
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Capital Structure: East vs West
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How Much Debt?

Case Study:
Sammi Sammi Steel 1989 Acquisition of

EarthlLink revolves around you

[ ] [ ]

Giddy org Giddy org
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Financing Growth Companies:

The Agenda What Kind of Equity?

o Where can we get the initial equity financing we need to o Sources of Equity
grow? o Private investors

o Do we want money, management, or more? o Strategic investors

o Interventionist investors
o Public market
o And Kinds
o Common stock
o Stock with restricted voting rights
o Hybrids, including convertibles

o When do we want to sell out, and how?

o When is the right time for debt for a growth company?
What kind?

.
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Case Study: Photronics
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1997: Should Photronics Finance its Growth with Debt?

o Benefits of Debt

o Tax Benefits

o Adds discipline to management
o Costs of Debt

o Bankruptcy Costs

o Agency Costs

o Loss of Future Flexibility
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What is Our Cost of Capital?

Choice Cost

1. Equity Cost of equity

- Retained earnings - depends upon riskiness of the stock

- New stock issues - will be affected by level of interest rates
- Warrants

Cost of equity = riskless rate + beta * risk premium

2. Debt Cost of debt
- Bank borrowing - depends upon default risk of the firm
- Bond issues - will be affected by level of interest rates

- provides a tax advantage because interest is tax-deductible
Cost of debt = Borrowing rate (1 - tax rate)

Debt + equity = Cost of capital = Weighted average of cost of equity and
Capital cost of debt; weights based upon market value
Cost of capital = kd [D/(D+E)] + ke [E/(D+E)]

Financing

K3

Estimating the Cost of Debt

o If the firm has bonds outstanding, and the bonds are traded, the yield to maturity on
a long-term, straight (no special features) bond can be used as the interest rate
o If the firm is rated, use the rating and a typical default spread on bonds with that
rating to estimate the cost of debt.
o If the firm is not rated,
o and it has recently borrowed long term from a bank, use the interest rate on the borrowing
or
o estimate a synthetic rating for the company, and use the synthetic rating to arrive at a
default spread and a cost of debt
o The cost of debt has to be estimated in the same currency as the cost of equity and
the cash flows in the valuation

[
I
Ratings and Spreads
C bond : basis points over Treasury curve |
Rating 1 year 2 year 5year, 10 year 30 year Typical Int Coverage H
Aaa/AAA 40 45 60 85 96 >8.50
Aal/AA+ 45 55 70 95 106 6.50-8.50
Aa2/AA 55 60 75 105 116 6.50-8.50
Aa3/AA- 60 65 85 117 136 6.50-8.50
A1/A+ 70 80 105 142 159 5.50-6.50
A2/A 80 90 120 157 179 4.25-5.50
A3/A- 920 100 130 176 196 3.00-4.25
Baa1/BBB| 105 115 145, 186 208/ 2.50-3.00
Baa2/BBB| 120 130 160 201 221/ 2.50-3.00
Baa3/BBB| 140 145 172 210 232| 2.50-3.00
Ba1/BB+ 225 250 300 350 440 2.00-2.50
Ba2/BB 250 275 325 385 540/ 2.00-2.50
Ba3/BB- 300 350 425 460 665 2.00-2.50
B1/B+ 375 400 500 610 765 1.75-2.00
B2/B 450 500 625 710 890/ '1.50-1.75
B3/B- 500 550 750 975 1075 1.25-1.50
Caa/CCC 600 650 900 1150 1300/ 10.80-1.25 \
A\
[ s




Giddy/IBM

Corporate Finance 7

The Cost of Equity
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o Standard approach to estimating cost of equity:
Cost of Equity = R;+ Equity Beta * (E(R,,) - R;)
where,
R = Riskfree rate
E(R,,) = Expected Return on the Market Index (Diversified
Portfolio)
o In practice,
a Long term government bond rates are used as risk free rates
a Historical risk premiums are used for the risk premium

0 Betas are estimated by regressing stock returns against market returns

Giddy org

Case Study: Motorola

[
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intellig everywhere’
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= Free Cash Flow ess 732 2118 3,145

| cach
Other Current Assets. 11037.09
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Motorola WACC
VOTOROLA
.

Bond rating A
Risk free govt bond 4.10%

2%
Tax rate as%
MOT beta 16
SP 500 long run retum 12%

Actual Atematve
Cost of debt 3. 12% 25%
s 530 billion
Cost of equity 16.7% 88% 75%
Amount 386 billon
Total D+E S 43.90
Cost of Capital 15.13% 13.40%
Note
“Value" of MOT as perp 2082 $ 2350
Diff 268
“"Value" of growth potential 17.78
Source: Motorola_WACC .xls
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Equity Betas and Leverage

a The beta of equity alone can be written as a function of the unlevered
beta and the debt-equity ratio
B, =B, (1+ ((1-H)D/E)
where
B = Levered or Equity Beta
B, = Unlevered Beta
t = Corporate marginal tax rate
D = Market Value of Debt
E = Market Value of Equity
o While this beta is estimated on the assumption that debt carries no market
risk (and has a beta of zero), you can have a modified version:
B =B, (1+ ((1-)D/E) - By, (1-t) DI(D+E)

Cost of Capital and Leverage: Method

Giddy org

Equity Debt

Estimated Beta

Leverage, EBITDA
And interest cost

Unlevered Beta

Interest Coverage
With no leverage 9

EBITDA/Interest

Levered Beta
With different leverage

Rating
(other factors too!)

Cost of equity
With different leverage
E(R)=Rf+BI(Rm-R

Cost of debt
With different leverage

Giddy org

Summary: The Weighted-Average Cost of Capital

Choice Cost
1. Equity Cost of equity
- Retained eamings - depends upon riskiness of the stock

- New stock issues
- Warrants
Cost of equity = riskless rate + beta * risk premium

- will be affected by level of interest rates

2. Debt Cost of debt
- Bank borrowing - depends upon default risk of the firm
-Bond issues - will be affected by level of interest rates
- provides a tax advantage because interest is tax-deductible
Cost of debt = Borrowing rate (1 - tax rate)

Debt + equity = Cost of capital = Weighted average of cost of equity and
Capital cost of debt; weights based upon market value.
Cost of capital = k , [D/(D+E)] + k, [E/(D+E)]

hall
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Next, Minimize the Cost of Capital
by Changing the Financial Mix Siderar: Optimal Debt Ratio
o The first step in reducing the cost of capital is to change the mix of debt e | ool b | Hond Lo A6)
and equity used to finance the firm. 013 i AL Loes
o Debtis always cheaper than equity, partly because it lenders bear less o s Siosy
risk and partly because of the tax advantage associated with debt. " rew sl
o But taking on debt increases the risk (and the cost) of both debt (by T ra f
increasing the probability of bankruptcy) and equity (by making earnings to o o e
equity investors more volatile).
a The net effect will determine whether the cost of capital will increase or
decrease if the firm takes on more or less debt. Question: If Siderar’s current debt
ratio is 60%, what do you
recommend?
[ =] [ =

Giddy org Giddy org
Siderar: Optimal Debt Ratio Case Study: SAP
oot Ratio Beia | Cotof Bauity | Bond Rting | iterst e on b Tax Rate | Costof bt (aferax)] — WACC | Fim Vilue (@
. s 1695% AAL S5 YA ErT . S0t
on an g Stost
030 A SLo7t
08 B sos2
0% S SLoot
Lis ccc so61
Las cc ss03
15 C s
203 B 2 so1s
S8 c 2005 sses w
30.00% _ 1200
— | |iIvE—
g S~
3 15.00% £ o0 —
% 10.00% g 400
8 5.00% § 200
0.00% 0
0% 20% 40% 60% 80% 100% 0% 20% 40% 60% 80%  100%
Debt Percentage Debt Percentage
s | ]
Case Study: SAP A Framework for Getting to the Optimal
Interest Debt / ‘ Is the actual debt ratio greater than or lesser than the optimal debt rancﬂ‘
Interest Interest. coverage capitaliz Debt/book areat i -
Debt Rating rate expense ratio ation equity -
0 AAA  5.65% 11 138.76 1% 0.1 ctual > Qpimal {ictuel = Optimal
2500 AAA 5.65% 153 10.28 7% 0.7
5000 Al 6.37% 331 4.73 14% 1.4 Is the firm under bankruptcy threat?
7500 A-|  6.56% 505 3.10 21% 2.1
[Yes] q [Yes |
10000 B+ 10.90% 1,112 1.41 27% 2.7 N ol
Red! Debt kI [ [
o Should SAP take on additional debt? If so, how much? 3 Equity for Debtswap | | Does the fim have good quickly 2% | Does the fi have good
) N . 2. Sell Assets; use cash a’ggcfc»m of Equity ; . Debt/Equity Sw&aps g{rgéc)lsgos( of Equit
1 ff debt ” .
a th.“. is the weighted average cost of capital before and after the (0 paY Ol bl londere | | ROC > Cost o Capita 2, Borow money ROE; CostorEauly,
additional debt? —————
o What will be the estimated price per share after the company Yes No Yoo
Take good projects with 1. Pay off debt with retained N o
takes on new debt? new ety or with retained §aﬁ'i°s‘ ‘ s Take good projects it
eamings. . Reduce or eliminate dividends| 3 Do your siecRhaiders T
Q
Yes
Pay Dividends gﬁy pack stod
. S|
) »
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First Principles Links

o Investin projects that yield a return greater than the minimum acceptable hurdle
rate.
o The hurdle rate should be higher for riskier projects and reflect the financing mix used -
owners' funds (equity) or borrowed money (debt)
o Returns on projects should be measured based on cash flows generated and the timing of

these cash flows; they should also consider both positive and negative side effects of these n Useful Lin ks
projects. . . ) .
a Choose a financing mix that minimizes the hurdle rate and matches the company |n_format|on: biz. yahoo.com/lfc
assets being financed. Industry ratios: www.stern.nyu.edu/~adamodar
o If there are not enough investments that earn the hurdle rate, return the cash to Debt ratings and spreads: bondsonline.com
stockholders. s

a  The form of returns - dividends and stock buybacks - will depend upon the stockholders’
characteristics.

Giddy org

Contact Information

ot s Pl s ok on Tt ki ow st s lan H. Giddy
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financing or the business mix Global Financial Markets A guide to the workings of the world's

currency, money and capital, commodies and deivaives http//glddyorg

Cases in International Finance Cross-border funding,

Slobsl Banking and finance Workshops designed to sharpen  Investment and ik mansgeme

bankers' competiiveness n The Eurocurrency and foreign
Corporate Finance How ta reassess your funding and Exchange markets

investment The International Finance Handbook Two fat volumes
Financial Risk Management Risk measurement and Asset Securitization in Asfa In brief

management with hedging tools Selecied Articles Giddy's and others

Asset-Backed Securities Intensive workshaps an securitization
‘Schedule of seminars The wrkshops: when and where

About lan Giddy
Calendar (password required)

Giddvonline.com Giddy's short courses and seminars
FinanceFixit.com Corporate financial restructuring, M&A and
LBos

m Asset-backed securities
Asiansecuritization.com Asset-backed securities in Asia
Caloulators and Spreadshests Web and Excel
Resources for Finance Instructors Teaching tools 1 use.
Finance Links and Tools Web sites I use




