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                                                              Methodological Tool

                   “Draft tool to determine the weighted average cost of capital (WACC)”

                                                                      (Version 01)
METHODOLOGY PROCEDURE

The weighted average cost of capital (WACC, r) is calculated as follows:

r = wdKd(1-T) + weKe                                                                                                                                                                                        (1)

Where:

r = WACC

wd = Percentage of debt financing

we = Percentage of equity financing

kd = Average cost of debt financing

ke = Average cost of equity financing

T = Applicable corporate tax rate

The parameter r calculated as above is to be considered as an after-tax benchmark/discount rate i.e. the

economic/financial analysis using this parameter shall include the corporate tax expense.

The WACC or its components should be calculated in the same terms (real or nominal) as in the

investment comparison analysis or benchmark analysis.

Apply the following steps to determine the kd, ke, wd, , we and T.

Step 1: Determine whether r is estimated based on the situation of the entity undertaking the project

activity or based on standard market expectations for the project type

Document and justify in the CDM-PDD which of the following two situations applies to the project

activity:

(I) The project activity can only be implemented by the project participants and not by an entity other

than project participant, or

(II) The project activity could also be implemented by entities other than the project participants.

Where case (I) applies, the financial discount rate or financial benchmark shall be determined based on the specific financial/economic situation of the entity undertaking the project activity.
Where case (II) applies, the financial discount rate or financial benchmark shall be determined based on parameters that are standard in the market, considering the specific characteristics of the project type, but not linked to the subjective profitability expectation or risk profile of a particular project developer.

Response: 

If the project type can only be developed by one possible project participant and no other than we are supposed to fix the benchmark based on the financial and economic situation of the entity undertaking the project activity. Now suppose the entity is setting up a power plant and his overall business are diversified into many sectors than how can the situation of that company describe the situation of the project he is setting up. This will lead to assessing the subjective profitability of the company and not of the project type now going with the second option is obviously feasible as it is market based and will give actual expectations of the market for such project activities.
But by calculating CAPM using market data relative to the kind of project activity will give a fair idea of the condition of the market and the same will also be applicable for all coming projects.
Step 2: Determine the status of the legal entity that will host the project activity assets

Where case (II) in Step 1 applies, document and justify in the CDM-PDD which of the following two

situations applies to the project activity:

(a) The accounting books of the legal entity reflect at least the total value of all the assets needed for

the project activity; or

(b) The accounting books of the legal entity do not reflect the total value of all the assets needed for

the project activity.

If case (a) applies, we and wd will be determined based on the accounting books of the legal entity. If case (b) applies, the default debt-equity ratio should be applied.

Response:

If we follow case a in Step 2 of the guidelines then again we are trying to use the Weights of the company and not of the Project setup by the entity. A company may have a different Debt/Equity structure and he may implement different structure for his Project. This may lead to to wrong weights estimation and hence distorted benchmark and not the actual.
Whereas going by country’s regulatory board estimation of weights for a project is much better because it gives a idea of kind of Debt/Equity structure required by such project activity.

Step 3: Determine the average cost of debt financing (kd)

Use one of the following options to determine kd:

Option 3A: Use the weighted average cost of debt financing of the legal entity

This option can be used if:

• Case (I) in Step 1 applies;

• Case (a) in Step 2 applies; and

• The legal entity owning the project assets uses some form of debt financing with a maturity of

more than one year. 2

Under this option the project participants should document the following:

• For bonds: the key parameters of the bond including time to maturity, yield, registration issuance

in the financial system and set-up in the market.

• For loans from a financial institution: the contract of lending between the financial institution

and the legal entity owning the assets of the project activity. In absence of the contract, provide a

letter from the bank stating its intention to award the loan and the key terms for the loan.

• If the legal entity uses debt financing from a parent company (corporate treasury or

headquarter), the transfer of capital to the legal entity must be documented with:

o    The parameters of the corporate bonds as mentioned above. This option is only valid for

corporate bonds issued in the host country of the CDM project;
o The contract of lending between the parent company and the legal entity owning the assets of

the project activity.

The parameter kd should be calculated as the weighted average cost of debt funding of the legal entity

owning the project activity. For bonds, use the weighted average yield of the bonds during the last three months prior to the submission of the CDM-PDD for validation or prior to the investment decision, whichever is earlier. For loans, use the weighted average cost of outstanding long-term debt.

Option 3B: Use the cost of debt of the financial system

This option can be used if:

• Case (II) in Step 1 applies; or

• Case (I) in Step 1 and case (b) in Step 2 apply and the debt finance structure for the project is not

yet available (e.g. a letter of intent for debt funding is not yet available).

The parameter kd should be calculated as the cost of financing in the capital markets (e.g. commercial

lending rates and guarantees required for the country and the type of project activity concerned), based on documented evidence from financial institutions with regard to the cost of debt financing of comparable projects. In the case this data is not available, use the commercial lending rate in the host country for the calculation of kd.

Response: 

Now a project participant may be fairly  new to a particular industry in the market and hence the interest on loan available to him wouldnot be based on capital markets lending rates and rather an extra basis point added to the Country’s Prime lending rates. So to use a lower lending rate wouldnot be justified for such a project participants project and would lead to misleading values both in case of returns and benchmark. 
Option 3C: Use the cost of government bond rates as cost of debt

This option can be used if:

• Case (II) in Step 1 applies; or

• Case (I) in Step 1 and case (b) in Step 2 apply and the debt finance structure for the project is not

yet available (e.g. a letter of intent for debt funding is not yet available); and

• The government of the host country has issued at least one bond.

The parameter kd can be assumed as the yield of a 10 years bond issued by the government of the host

country or, if this is not available, the bond with the maturity which is closest to 10 years.

Response: 

The Cost of Debt if considered with respect to government bond rates then this can lead to underestimation of the cost of debt required for project activities in this country. Moreover the company may be borrowing loan at much higher rates and the same may be shown in the IRR calculation, and a different cost of debt while calcualting the benchmark wont be appropriate for comparison.
Step 4: Determine the average cost of equity financing (ke)

Option 4A: Use the average global expected equity return

This option can be used if:

• Case (I) or (II) in Step 1 applies.

This approach represents an estimated equity return based on a average historical global equity risk

premium.

The parameter ke is calculated equivalent to a risk free rate (calculated as the yield of a government bond issued by the host country minus the country default spread) plus a global equity risk premium, as follows:

Ke = [GBi –CDS] + PEg                                                                                                                                                                             (2)

Where:

ke = Average cost of equity financing

GBi = Yield of a government bond issued by the host country

CDS = Country Default Spread

PEg = Global equity risk premium

The parameter Ke should be determined as follows:

• GBi should be determined as the yield of a ten year government bond issued by the host country,

as observed on average in the past 3 years prior to the preparation of the CDM-PDD . If such a

bond is not available, the bond with maturity which is closest to 10 years should be used. This

bond will have the following options:

o GB1, a bond issued in USD terms;

o GB2, a bond issued in local currency of the CDM project host country;

• CDS is calculated from a reliable source of Country Default Spread Database, using the rating of

the country hosting the CDM project. An international source with at least 5 years in the market

and a clear methodology for emerging/developing economies credit rating will be used (e.g. A.M.

Best, Standard & Poor's, Moody's or Fitch Ratings, among others);

• Assume a default value of 4.7% for the parameter PEg.

Note: The project risk is not included in this equation because project participants can reflect the project specific risks in the cash flow analysis in the investment comparison or benchmark analysis as laid out in the sub-step 2C, paragraph 8 of “Tool for the demonstration and assessment of additionality”.

This tool may include some guidance on project risk measurement in future versions.

Response:

Finding Global Equity risk premium is subject to assumptions and calculation which is a big problem, what the guideline is suggesting is to use a default rate of 4.7%  based on a research article “ The worldwide Equity Premium A smaller puzzle” published by Elroy dimson, Paul Marsh and Mike stauntun have considered historical data upto many years. Now the conditions that prevailed during those past years of assessment wont be exactly fair to compare  with  the market of present times.
The study was made with data obtained from NYSE in which companies of many smaller country are not included and the risk assessment is not the true assessment for that particular country. A global Equity risk premium can never be applicable to smaller countries like sudan, argentina etc. Moreover the data considered is till 2005 the global economy has got both ups and downs since 2005 till date so considering a data which is showing a risk premium till 2005 can never be acceptable. Following any particular model like PWC model to calculate a country’s Equity risk premium will also be biased and show subjective profitability.
Historical equity risk premium was found out for all developed countries and the World equity Risk Premium is also found out using all developed countries excluding US so how can that be applicable to Developing countries like India, Brazil etc.
The problem with considering data of  A.M. Best, Standard & Poor's, Moody's or Fitch Ratings is that not every country is rated by them and any particular rating system can be bisased in relation to any particular country.

Option 4B: Use the country specific equity return

This option can be used if:

• Case (I) or (II) in Step 1 applies.

This approach provides an equity return which differentiates according to the country risk. This means

that for a country with a high country risk (as reflected in its government bond) a higher equity return (ke) will be calculated compared to a country with a low country risk.

The parameter ke is calculated equivalent to a risk free rate plus a country risk premium plus a general

equity risk premium, as follows:

Ke = GB + Peg.                                                                                                                                                                                                        (3)
OR
Ke = RF + CDS + PEg                                                                                                                                                                                        (4)
Where:

ke = Average cost of equity financing

RF = Risk free rate

GBi = Yield of a government bond issued by the host country

CDS = Country Default Spread

PEg = General equity risk premium

Equation 3 should be used if the government of the host country has issued a bond with a maturity of at least one year. Otherwise, equation 4 should be used.

The parameter Ke should be determined as follows:

• GBi should be determined as the yield of a ten year government bond issued by the host country in

its local currency, as observed on average in the past 3 years prior to the preparation of the

CDM-PDD. If such a bond is not available, the bond with maturity which is closest to 10 years

should be used;

• CDS is calculated from a reliable source of Country Default Spread Database, using the rating of

the country hosting the CDM project. An international source with at least 5 years in the market

and a clear methodology for emerging/developing economies credit rating will be used (e.g. A.M.

Best, Standard & Poor's, Moody's or Fitch Ratings, among others);

• RF is determined as the yield of a ten year USD bond, as observed on average in the past 3 years

prior to the preparation of the CDM-PDD;

• For PEg a default value of 4.1% is used.
Note: The project risk is not included in this equation because project participants can reflect the project specific risks in the cash flow analysis in the investment comparison or benchmark analysis as laid out in the Sub-step 2C, paragraph 8 of “Tool for the demonstration and assessment of additionality”.

This tool may include some guidance on project risk measurement in future versions.

Response:

One of biggest problem to judge the country equity return on the basis of data acquired from different credit rating agency is there subjective view risk possibility. First of all a entity who wants to setup a project in his own country why would he want to go by rating rather than just viewing sensex to judge exact market growth and return expectation if he invests.

Different rating agency has its own subjective way of judging country risk. Like A.M.Best considers this criteria:
Components of Country Risk Analysis

Economic Risk

Macroeconomy

Prospects

International Transactions

Government Finance

Political Risk

Economic Policy

Business Environment

Government Stability

Social Stability

International Diplomacy

Legal System

Financial System Risk

Non-Insurance Financial System Risk:

Banking System

Vulnerability

Reporting Standards & Regulations

Sovereign Debt

Insurance Financial System Risk:

Government & Legislation

Supervisory authority

Insurer Accountability

Out of all the different Risk factors quoted above only some can be quantified. Rest all are qualitative and can be quantified subjectively by credit rating agencies. 

Opinion :

It will be much better if the entity goes for market based evaluation because it gives him a fair bit of idea of exactly how is the market fairing. Moreover every country’s market busts and booms on the basis different regulatory and legislation activities.  

Option 4C: Use the specific equity expectations of the legal entity

This option can be used if:

• Case (I) in step 1 applies;

• The legal entity can document that one specific expected equity return has been consistently used

in the past, i.e. that project activities under similar conditions developed by the same company

used the same value for ke.
The parameter ke should correspond to the value consistently observed in the past for ke. Provide

transparent documentation in the CDM-PDD on the consistent use of this value in the past.

Step 5: Determine the percentage of debt financing (wd), and equity financing (we)

Option 5A: Use the latest balance sheet under local fiscal/accounting standards and rules

This option can be used if:

• Case (I) in Step 1 applies;

• Case (a) in Step 2 applies; and

• The legal entity owning the assets of the project activity has balance sheets audited by a third

party within two years prior to the submission of the CDM-PDD for validation.

The values of the long term debt and equity should be taken as documented in the accounting books of the legal entity.

The parameters wd and we should be determined as follows:

• wd should be calculated by dividing the total value of the debt with a maturity above one year by

the sum of (a) the total value of the equity and (b) the total value of the debt with a maturity above

one year;

• we should be calculated by dividing the total value of the equity by the sum of (a) the total value

of the equity and (b) the total value of the debt with a maturity above one year.

Option 5B: Default value

This option can be used if:

• Case (II) in Step 1 applies; or

• Case (I) in Step 1 and case (b) in Step 2 apply and the debt finance structure for the project is not

yet available (e.g. a letter of intent for debt funding is not yet available).

Use a default value of 0.5 for wd and 0.5 for we.

Step 6: Determine the applicable tax rate (T)

The applicable tax rate will be the official value of the corporate tax rate as issued by the internal revenues service agency or similar institution in the host country of the CDM project. If the Government has differentiated values according to the revenues levels of legal entity; document and justify this scale.
