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CASE #1:
Valuing The Judson Green Company — Discounted Cash Flow Valuation
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a. Refer to the spreadsheet tab titled, “DCF Part a.1 Unlevered r,” which shows three alternative calculations of the unlevered cost of capital for each of the three potential comparable companies. The three alternative calculations assume (1) discount all interest tax shields at the unlevered cost of capital (“rITS = rUA”), (2) discount interest tax shields for the first 12 years at the cost of debt and the remaining interest tax shields at the unlevered cost of capital (“VITS@rD”), and (3) discount all interest tax shields at the cost of debt (“rITS = rD”). A summary of the three alternative calculations for the three potential comparable companies appears at the top of the spreadsheet followed by specific calculations for each company. Discuss which of the three alternative calculations for the unlevered cost of capital is most appropriate for each of the three comparable companies and why it is the most appropriate method to use.
For Knee Mark Stores would be better to use the third method of calculation (when we discount all interest tax shields at the cost of debt). In this case the company may have changes in financial structure of capital.

For Cole, Inc. would be better to use the second method (when we discount interest tax shields for the first 12 years at the cost of debt and the remaining interest tax shields at the unlevered cost of capital). In this case for the first 12 years the company is going to pay for its debt and after that it is going to set capital structure as following: Prefered Stock – 10%, Debt – 30%, Equity – 60%. So after 12 years it would be better to discount at the unlevered cost of capital.

For Hit the Wall, Inc. would be better to use the first method (when we discount all interest tax shields at the unlevered cost of capital). In this case the company is not going to change debt to equity ratio. So ErE + DrD = VUrU + TrU = (VU + T)rU = (E+D)rU, devide it by (E + D) we get rU = (ErE + DrD)/(E+D).

b. Refer to the spreadsheet tab titled, “DCF Part a.2 WACC - No Debt,” which shows the DCF valuation of Judson Green assuming the “No Debt” capital structure strategy and using the WACC valuation method. Explain why the weighted average cost of capital is the same as the unlevered cost of capital (both 10 percent) in this valuation.
Formulas:
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As VD = 0 then 
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If the weighted average cost of capital is the same as the unlevered cost of capital (both 10 percent), explain why the equity cost of capital (10.333 percent) is higher than the weighted average cost of capital and unlevered cost of capital.
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What is the implicit assumption about the discount rate for interest tax shields in this valuation? Why is this the appropriate assumption?
FCF is discounted by using 
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. The capital structure is unchanged over time. It is appropriate because the second generation family members continue to believe that the company should continue with a low risk capital structure strategy of no debt financing. There are no incentives to change the preferred/common stock proportion and returns. It is assumed that the discount rate for interest tax shields = 0. It is appropriate as VD = 0 (No Debt) and rD might be any finite number. 
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. So, applying this strategy, 10 percent discount is appropriate.
Note that the free cash flows used in this (“No Debt”) valuation are the same as the free cash flows in the forecasts based on the “High Debt” capital structure strategy. Why are the “High Debt” based free cash flow forecasts the appropriate free cash flow forecasts to use in this (“No Debt” based) valuation?
WACC is the cost of capital for FCF generated by assets, calculated for unlevered firm. All effect of leverage is in WACC, not in FCF
Based on this valuation, what is the value of the unlevered firm (a 100 percent equity financed company)?
Value of the unlevered firm = $13108.8. It is the sum of all the FCF’s discounted at 
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Based on this capital structure strategy and valuation, and assuming that, at the end of Year 0, the company recapitalizes itself, sells all excess assets, and distributes all excess cash to equity holders, what is the value of the equity at the end of Year 0 after it distributes its excess cash (if any) and what, if any, cash distribution will it make?
Value of equity after selling all excess assets = $13108.8. $1310.9 (10%) is the value of preferred stock, $11797.9 (90%) is the value of equity. Cash distributes according to 10-90-proportion principle.
c. Refer to the spreadsheet tab titled, “DCF Part b. WACC - 20% Debt,” which shows the DCF valuation of Judson Green assuming the “20% Debt” capital structure strategy and using the WACC valuation method. Why was the WACC valuation method used to value the firm for this capital structure strategy?
The WACC valuation method is appropriate here because now the firm has not only equity, but also debt. In addition, we know the debt cost of capital, can derive equity cost of capital, and know exactly what share of firm value will debt &equity amount to, therefore WACC can be easily used to value the firm.

Why is the weighted average cost of capital lower than the unlevered cost of capital in this valuation?
WACC is lower here than the unlevered cost of capital, because know firm starts to have debt. If there would be no taxes in the economy, the levered WACC cost of capital would be exactly the same as the unlevered one, but since there are taxes, and a firm gets a tax shield on itd debt payments, WACC is lower than unlevered cost of capital.

Why is the equity cost of capital in this valuation (14 percent) higher than the equity cost of capital in the “No Debt” based valuation (10.333 percent)?
Actually, I believe equity costs 10.4% here. I also didn’t quite get, why the cost of capital for a firm is 9% and cost of preferred equity is 9.5%, as opposed to the numbers mentioned in the case. Anyway, it doesn’t really matter. The equity cost is higher here, because with the introduction of debt, equity becomes risky. And the more risky an asset, the more return is required on it.

What is the value of the interest tax shields implicit in this WACC-based valuation? (Refer to the last set of calculations in this spreadsheet.)
The value of the interest tax shields is $2050.5. It is calculated in the spreadsheet.

Based on this capital structure strategy and valuation, and assuming that, at the end of Year 0, the company recapitalizes itself, sells all excess assets, and distributes all excess cash to equity holders, what is the value of the equity at the end of Year 0 after it distributes its excess cash (if any) and what, if any, cash distribution will it make?
The value of equity at the end of year 0 will be $10611.5. It is calculated in the spreadsheet.

As for the distribution of cash to equity, as far as I understand, the only excess assets on the balance sheet of the firm has is land. The land is evaluated as $9.8 in the balance sheet. As for any other excess cash, my logic is as follows: company’s assets will not change (except its sale of land), but company’s debt will increase by $3031.9 (according to the spreadsheet). Since assets should equal liabilities, some other matter in liabilities should decrease. And this matter is retained earnings. Therefore, the retained earnings will decrease by $3031.9 (the value of the preferred stock does not change). Therefore the distribution of cash to common equity dividends will =9.8+3031.9.

d. Refer to the spreadsheet tab titled, “DCF Part c. APV-High Debt,” which shows the DCF valuation of Judson Green assuming the “High Debt” capital structure strategy and using the APV valuation method. Why was the APV valuation method used to value the firm for this capital structure strategy?
Because this method takes into account everything that influences the price of the firm. An the firm will have not constant capital structure in future and the cost of capital will not be the same too.
Review the calculation of the company’s continuing value (see the schedule titled, “Continuing Value using WACC Method:”). Why is the WACC valuation method used to measure the company’s continuing value in this APV valuation?
Because starting with year 10 the company would have constant capital structure, cost of capital etc. and WACC is appropriate here.
Based on this capital structure strategy and valuation, and assuming that, at the end of Year 0, the company recapitalizes itself, sells all excess assets, and distributes all excess cash to equity holders, what is the value of the equity at the end of Year 0 after it distributes its excess cash (if any) and what, if any, cash distribution will it make?
TODO.
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