Corporate Finance
Equity Capital Exercises SOLUTIONS

1) You invested $200,000 to start a company and you received 4 million shares.  Later, an angel investor invested $500,000 in exchange for 1 million shares.  Now a venture capitalist will invest $16 million in exchange for 8,000,000 shares.
a. What is the pre-money valuation of the company?
b. What is the post-money valuation of the company?
c. What is the valuation and % ownership of your shares?
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2) International Furnishings Corporation is filing for an IPO.  Pro forma revenues are $42.0mm and pro forma earnings are $2.36mm.  The company has 4mm shares outstanding and will sell 36mm shares in the IPO.  Based on a financial analysis, the investment bank has estimated company value as 6.0x revenues or 90.0x earnings.  What is the IPO price range, and what is the post-IPO equity value range?
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Corporate Finance
Debt Capital Exercises SOLUTIONS

1) A company with $200,000 of EBIT and $500,000 of debt at an interest rate of 9% with a DSCR covenant limit of 3.0x can borrow how much money at 14% interest without violating the debt covenant?
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2) A company with a debt-to-equity ratio of 0.40 currently has $1,000,000 of debt.  Given a D/E covenant limit of 0.5, how much more debt can the company borrow?
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3) A company with a current ratio of 1.4 has total current liabilities of $500,000.  If $300,000 of their long-term debt becomes current (i.e., it becomes a part of current liabilities), what is the company’s new current asset ratio?  
[image: ]
4) What is the conversion price of a $4,000,000 corporate bond convertible in to 150,000 shares?  Would you convert if the market stock price were $10?  Would you convert if the market stock price were $100?
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Corporate Finance
Leveraged Buyouts Exercises SOLUTIONS

1) You are considering an LBO of Western Transportation Inc. (WTI).  WTI has annual operating cash flow of $3,500,000 and no debt.  The purchase price is $25,000,000; you would like to invest $7,500,000 (30% equity) and you have requested 70% financing from lenders.  The lenders’ terms include an interest rate of 7.45% and a DSCR of 3.5x.  Will you be able to obtain the requested financing?  If not, what is the maximum financing you can arrange?  Based on the final loan terms, what is the equity amount you need to complete the transaction?
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This DSC of 2.68 is too low, so you cannot borrow the requested amount.  The following analysis shows the debt amount you can borrow:
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2) Assume you pursue the transaction at the maximum possible debt (from previous question) with the following assumptions:
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a) Complete a debt schedule for the investment.
b) Complete a cash flow analysis for the investment.
c) Do you recommend the investment?  Why or why not?
a)
[image: ]
b)
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c) Yes; NPV is positive.
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Debt 1,000,000 $    

D/E 0.40                  

Equity 2,500,000 $    

D/E limit 0.50                  

Debt limit 1,250,000 $    

Additional debt 250,000 $        
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Current ratio 1.40                  

Current liabilities 500,000 $        

Current assets 700,000 $        

Increase in current liabilities 300,000 $        

Total current liabilities 800,000 $        

New current ratio 0.88                  
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4,000,000 $         150,000         26.67 $    

10.00 $     no

100.00 $   yes
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LBO Analysis

Operating cash flow 3,500,000 $           

Debt

Price 25,000,000 $         

Leverage 70.00%

Debt 17,500,000 $         

Interest rate 7.45%

Interest payment 1,303,750 $           

Net cash flow 2,196,250 $           

Equity 7,500,000 $           

ROE 29.28%

DSC 2.68                         
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Operating cash flow 3,500,000 $           

DSC 3.50                         

Interest payment allowed 1,000,000 $           

Interest rate 7.45%

Max loan amount 13,422,819 $         

Total investment 25,000,000 $         

Equity required 11,577,181 $         
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Assumptions 2017 2018 2019 2020 2021

Operating cash flow change 10% 10% 10% 10% 10%

Annual capital expenditures 800,000 $         800,000 $         800,000 $         800,000 $         800,000 $        

Exit operating cash flow multiple 7.0                    

NPV analysis discount rate 18.0%
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Debt Schedule 2017 2018 2019 2020 2021

Beginning balance 13,422,819 $   11,372,819 $   8,785,094 $     5,581,083 $     1,672,524 $    

Debt payment 2,050,000 $     2,587,725 $     3,204,011 $     3,908,559 $     1,672,524 $    

Ending balance 11,372,819 $   8,785,094 $     5,581,083 $     1,672,524 $     - $                 

Interest rate 7.45% 7.45% 7.45% 7.45% 7.45%

Interest expense (beginning balance) 1,000,000 $     847,275 $         654,489 $         415,791 $         124,603 $        
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Cash Flow Analysis 2017 2018 2019 2020 2021

Operating cash flow 3,850,000 $     4,235,000 $     4,658,500 $     5,124,350 $     5,636,785 $    

Capital expenditures 800,000 $         800,000 $         800,000 $         800,000 $         800,000 $        

Interest payment 1,000,000 $     847,275 $         654,489 $         415,791 $         124,603 $        

Divestiture - $                  - $                  - $                  - $                  39,457,495 $  

Cash available for debt paydown 2,050,000 $     2,587,725 $     3,204,011 $     3,908,559 $     44,169,677 $  

Debt payment 2,050,000 $     2,587,725 $     3,204,011 $     3,908,559 $     1,672,524 $    

Net cash flow - $                  - $                  - $                  - $                  42,497,153 $  

PV cash flows 18.0% - $                  - $                  - $                  - $                  18,575,897 $  

Total PV cash flows 18,575,897 $  

Investment 11,577,181 $  

NPV 6,998,716 $    

IRR 29.7%
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Pre- and post-money valuation Shares Investment Per Share

Founder shares 4,000,000            200,000 $             0.05 $          

Angel investor shares 1,000,000            500,000 $             0.50 $          

Total shares 5,000,000           

Latest share price 0.50 $                  

Pre-money valuation 2,500,000 $        

VC shares 8,000,000            16,000,000 $       2.00 $          

Total shares 13,000,000         

Latest share price 2.00 $                  

Post-money valuation 26,000,000 $     

Valuation and percentage ownership: Shares Valuation %

Founder 4,000,000            8,000,000 $          31%

Angel investor 1,000,000            2,000,000 $          8%

VC 8,000,000            16,000,000 $       62%

Total 13,000,000          26,000,000 $       100%
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Valuation Price/revenues Price/earnings

Multiple 6.0                            90.0                         

Results 42,000,000 $          2,360,000 $           

Valuation 252,000,000 $       212,400,000 $      

Shares outstanding

Pre-IPO 4,000,000              

IPO 36,000,000            

Total 40,000,000            

Per-share value range

Valuation 252,000,000 $       212,400,000 $      

Shares 40,000,000             40,000,000            

Value per share 6.30 $                       5.31 $                      
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EBIT 200,000 $           

Ratio 3.00                      

Debt service allowed 66,667 $          

Existing loan 500,000 $           

Interest rate 9%

Existing debt service 45,000 $          

Additional debt service 21,667 $          

Interest rate 14%

New loan 154,762 $        


