Workshop WACC
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You are also given the following information:
Risk free rate:	 7%
Company’s equity risk premium	 11.01%
Debenture (Bond) yield:	 8.1%
Cost of preference share:	 10.6%
Corporate tax rate:	 30%
Current equity share price:	    2.35
Current preference share price:	0.66
Current bond price:				105

Required:
Calculate the company’s WACC using market value as weightings.

Solutions to WACC

Cost of equity 
Ke = 7% + 11.01% = 18.01% 
Cost of preference shares 
Kp = 10.6% 
Cost of debt 
Kd = 8.1% before tax 
Kd after tax = 8.1 × (1 − 0.3) = 5.7% 
Cost of bank loans 
Kbl = 9% × (1 − 0.3) = 6.3% 
(Alternatively, the after-tax cost of debt of the bonds can be used.) 

Calculating market values: 
 	 	 	 	 	 	 	 	 	  £000 
[bookmark: _GoBack]Market value of equity, E = 200,000 / 0.5 × £2.35 =   	 	 	  940.0 
Market value of preference shares, P = 300,000 / 1 × £0.66 =  	 	  198.0 
Market value of bonds, D = 650,000 / 100 × £105 =  	 	 	      682.5
Nominal value of bank loans (no market value), BL =  	 	 	  560.0 
Total value 	 	 	 	 	 	 	 	           2,380.5 

WACC = K0 = [(18.01% × 940) + (10.6% × 198) + (5.7% × 682.5) + (6.3% × 560)]/2,380.5 
 	         = (16,920% + 2,099% + 3,890% + 3,528%)/2,380.5 = 11.1% 
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