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Incorporating Financing Effects Into Capital Budgeting:

Adjusted Present Value (APV)
     It is often important to incorporate capital market imperfections and taxes into decisions about real investments.  The approach taken here is the Adjusted Present Value, or APV approach, explained in more detail in Brealey and Myers Chapter 19 (7th Edition, pages 536-544).  It is superior to other approaches, particularly the more commonly used "textbook formula" approach discussed on pages 524-536, because of its ability to apply to a wide variety of circumstances.  The APV approach to evaluating a real investment project first involves calculating the standard "base-case" NPV, as done earlier in the course.  This is the NPV of the project if it were a stand-alone firm financed entirely by internal equity.  The next step is to adjust this NPV by adding to it the NPV of financing effects incremental to the project.  APV is then calculated as

APV = Base-case NPV + NPV of financing.

APV can then be used for the accept/reject criterion in the same way as NPV is where no financing effects are present.  Thus, any project independent of others should be accepted if APV > 0, but rejected if APV < 0.  Similarly, the mutually exclusive project with the highest APV should be accepted if that APV exceeds zero.  Implementing APV requires knowledge of what kinds of financing and side effects contribute to NPV of financing.  An incomplete list would include:

1. Tax shield from debt- When a project changes the (optimal) amount of debt the firm will issue, or equivalently the amount the firm will borrow, this will normally result in lower taxes because of the corporate tax deductibility of debt.  The forecast tax reduction, net of the increased personal taxes because of higher personal taxation of debt income, should be considered a cash flow that will increase NPV of financing, or cause it to be positive.  (Conversely, if acceptance of a project will cause the total amount of debt to decrease, the tax effect should decrease NPV of financing.)

2. Financial distress costs- Acceptance of a project will often change the variance of the firm's cash flow stream and thus the probability of going bankrupt or coming close to bankruptcy.  The present value of the induced change in anticipated financial distress costs should be part of NPV of financing.  A project that increases the firm's risk of financial distress will have a negative NPV of financing effect, whereas a project that reduces the risk of financial distress will have a positive NPV-of-financing effect.

3. Transaction and information costs of raising funds- In an imperfect capital market, firms must incur transactions (and information) costs to obtain funds.  These costs include the legal and accounting costs incurred in making the necessary filings with the appropriate securities agencies, bank fees, investment banking fees, management time spent on the issuance process, etc.  Because information is imperfect, an important component of these costs is often the cost of convincing outside investors of the value of the cash flows that the firm is selling.  Outside investors realize they have less information than firm insiders, but also realize that firm insiders have an incentive to overestimate the worth of their securities.  The insiders therefore have a problem in ”credibly• conveying their information about the true value of their securities.  This credibility problem sometimes cannot be overcome at reasonable cost, even where the project is a good one.  In any event, if a new project involves raising outside funds, the transactions and information costs involved will have a negative NPV-of-financing effect. 

4. Signaling effects- Issuing new securities and undertaking new projects sends signals to the financial community about what insiders think about the firm's prospects.  Undertaking new capital investments in general sends a good signal to the capital market, because it suggests insider confidence in having the cash flows to fund the investment.  The use of outside financing generally sends a bad signal, by suggesting that internally generated cash flows are not high enough to fund the investment.  Typically debt financing sends a better signal than equity financing, partially because managers have an incentive to issue equity when they think that the capital market overvalues their firm's securities (i.e., debt should typically be less overpriced or underpriced than equity because its value is less sensitive to firm performance).  These signals change security prices by revealing information to the market, and therefore affect the wealth of shareholders who sell before the information would otherwise be known.  These complicated signaling effects, to the extent they change shareholder wealth, should also change NPV of financing.

Illustration of APV

      To illustrate how the financing effects can influence a capital budgeting type decision, consider the proposed merger of A's Auto Insurance and B's Body Shop that was mentioned earlier in the course.  In that example, the combination of the two firms would be risk free, even though each firm separately was risky.  The NPV rule, and especially the Value Additivity Principle, however, suggested that a merger was ill advised and would not increase value (NPV=0) because investors can diversify on their own.  In the APV framework, there are at least three extra considerations to include in the analysis.  One and two are a large tax saving from the increase in debt capacity, and a reduction in financial distress costs.  These savings come about because the combined firm could be virtually all debt without having any bankruptcy risk.  A third consideration would be the transaction cost of the merger deal, involving security filings and investment banking fees.  If the tax and bankruptcy cost savings were larger than the transaction costs, this would be a positive APV project and should be accepted.  If the tax and bankruptcy cost savings were less than the transactions costs, APV < 0, and the deal should be rejected.

