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Credit Management




ABC Inc. operates a mail-order toys business.  Management is considering dropping its policy of no credit.  The credit policy under consideration by ABC Inc. is as follows:





No credit


Credit

----------------------------------------------------------------

Price per unit


$70



$80


Cost per unit


$50



$64

Quantity sold


4,000



6,000

Probability 

of payment


100%



85%

Credit period


0



1

Discount rate


0



3%

----------------------------------------------------------------


A) Should ABC Inc. offer credit to its customers?  

B) What must the probability of payment be before ABC Inc. would adopt the credit policy? 

PROBLEM 2:  CAPITAL STRUCTURE



The Canadian Laptop Company expects perpetual earnings before interest and taxes (EBIT) of $4 million per year.  The firm’s after-tax, all-equity discount rate r0 is 15%.  The Canadian Laptop Company is subject to a corporate tax rate of 35%.  The pretax cost of the firm’s debt capital is 10% per annum, and the firm has $10 million of debt in its capital structure.


A)
What is The Canadian Laptop Company’s value?



B)
What is The Canadian Laptop Company’s cost of equity?


C)

What is The Canadian Laptop Company’s weighted average cost of capital? 
Problem 16.1

Consider the following information for an unlevered firm U:

EBIT = $ 1,600 annually

Unlevered value VU = $4,000

Tax rate = 34%

Cost of debt = 10%

A levered firm L in the same business risk class has a debt–to–equity ratio of 1. Use the MM propositions to determine:

a. The after–tax cost of equity for firms U and L. b. The after–tax WACC for both firms.

b. The after–tax WACC for both firms.

Problem 16.2

Firm U is an unlevered firm with $2.5 million of EBIT, tax rate 34%, and a 10% required return on equity. In the Modigliani–Miller framework:

a. What is the market value of the unlevered firm U?

b. Suppose firm U is levered with $12 million of 7% bonds. What is the market value of the resulting levered firm L?

c. Suppose there are two firms, A and B. that are identical in all respects to the unlevered firm U and levered firm L, respectively. Explain what will happen if the market value of A is $ 12,000,000 and the market value of B is $22,000,000.

