WABASH
COST OF CAPITAL EXERCISE
The Wabash Appliance Corporation is a medium-sized manufacturer of electrical household appliances headquartered in Lafayette, Indiana.  Its primary products range from small electric toothbrushes and can openers up to window fans and vacuum cleaners.  The firm's products are sold nationally under the Wabash label, a synonym for Hoosier quality and workmanship.

During the 1960s and the early 1970s sales and earnings had grown rapidly. Sales in 1962 were approximately $60 million, but had reached $180 million by 1972.  Per share earnings and dividends more than kept pace.  The relevant figures are contained in Exhibit 1.

In order to support the firm's expansion, substantial expenditures on plant and equipment were required during the period indicated.  The majority of funds came from retained earnings and the private placement of debentures with insurance companies.  In 1964, however, the company was forced to sell additional common stock because it felt that the debt level which would ensue from trying to borrow the money to keep up its expansion program would be excessive.  In particular, possible adverse effects in its stock price were feared since, at the time, the firm's ratio of debt to total capitalization was already somewhat above the industry average of 30 percent.  The firm's balance sheet as of December 31, 1972 is shown in Exhibit II.

Originally, the company's Board of Directors had established a policy of paying out half its annual earnings as dividends.  The actual percentage varied from year to year because an attempt was made to stabilize the dividends despite fluctuating profit.  By the late 1960s, this policy had been revised to set one-third of earnings as the target pay-out ratio due to the continuing need for capital.  At their last annual meeting, the Directors announced that the 1973 dividend would be 60 cents per share, payable quarterly in 15 cent installments.  The company's stock is listed on the AMEX and trades actively.  The range of yearly stock prices is included in Exhibit I.  The closing price on March 31, 1973 was $24.

Early in 1973, the treasurer of Wabash was reviewing its investment and financing strategies with an eye toward improving both.  The question as to an appropriate cut-off ratio of return on new investments was of special concern.  The treasurer was of the opinion that many capital expenditures had been made in the past without proper analysis.  He wanted a figure he could justify to the firm's divisional managers as a cost of capital in order to achieve a more accurate capital budgeting procedure throughout the organization.  He felt this was an especially timely move in view of an article he had just read in the WSJ and which is reproduced in Exhibit III.  Wabash's own long-range planning group had earlier forecast a trend not unlike that indicated in the Journal.

Exhibit I
	Year
	Sales (in millions)
	EPS*
	DPS
	Stock Price Range*

	1962

1963

1964

1965

1966

1967

1968

1969

1970

1971

1972
	$ 60

   63

   68

   85

   97

 119

 130

 145

 164

 173

 180
	 .46

 .50

 .71

 .88

 .82

 .94

1.11

1.35

1.30

1.60

1.75
	.25

.30

.35

.40

.45

.45

.45

.45

.50

.50

.60
	$6 - 10

5 - 9

 5 - 10

 8 - 12

 9 - 14

12 - 20

11 - 18

15 - 24

17 - 27

20 - 30

24 - 32


* Adjusted for a 3:1 stock split in 1964.

Exhibit II
Balance Sheet as of 12/31/72 (figures in millions)

ASSETS



Cash





$ 20




Accounts Receivable



10




Inventories




30




Plant and Equipment, net


  60




TOTAL



$120

LIABILITIES AND NET WORTH



Accounts Payable



$ 20




Misc. Accruals



10




Bank Loans (at 9%)



10




Long-term Debt*



24




Common Stock (2.5 million shares)
12




Capital Surplus



4




Retained Earnings



  40




TOTAL



$120

*The firm's bonds carried a 6% coupon, a 12/31/83 maturity and were selling for $960 as of 3/31/73.  (1,000 face value)

Note:  Wabash is in a 40% marginal tax bracket.

Exhibit III
Article taken from the February 7, 1973 issue of the Wall Street Journal.

Small Appliance Industry to be Hurt by Declining

Household Formations?

Foreign Imports Also Make Inroads.

Pittsburgh (AP) -- The Westinghouse Corporation, in a recent annual meeting announcement, forecast a trailing off of sales in its small appliance division.  That division, which had been growing at a rate equivalent to three times the GNP growth rate throughout the 60s and early 70s, may be hit by decreases in household formations as the effects of the early 50s "baby boom" are trailing off.  Foreign imports, especially from Japan, are also having a telling effect.

Other sources close to the industry confirm the Westinghouse prognosis.  They estimate the best forecasts that their economists can come up with indicate that the firm's growth rate in the future would be about 70% of the growth rate which had been experienced in the last 12 to 15 years.

"We are moderately pessimistic," a company spokesman indicated, "and are going to adopt a wait and see attitude for the next year or so."

