Week eight session one tutorial questions and case
XY
Requirements
(a) X plc is financed by 100,000 50c ordinary shares with an ex div market value of $1.30 and $80,000 of 9% irredeemable loan inventory with an ex interest market value of 95 per cent. The dividend which has just been paid is the constant annual dividend of 15c per share.
Corporation tax is at 35%. Find Ke, Kd, E (market value of firms equity) and D (market value of firms debt), and hence the WACC.
(b) Y limited is partly financed by 9% redeemable debentures currently valued at $75, interest having just been paid. The debentures are redeemable in 5 years time at a premium of 10%.
Calculate the cost of these debentures to the company if tax is at 35%.





Some useful equations to help you to tackle the above questions
Cost of equity equation
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Cost of debt equation
Kd = I(1 – t)
           PoI = interest, t = tax rate and Po = market value
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where: r,= the shareholders required rate of return ( = cost of equity)
D,= the current dividend
P, = the current market value per share (exiv)
g= therate of dividend growth pa.
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Step 3

Calculate the net present value using the company’s cost of captal.

Having calculated the NPV using the company]s cost of capital, calculate the NPV using a
second discount rat.

() Ifthe NPV s positive, use a second rate thatis greater than the first rate
(b)  Ifthe NPV is negative, use a second rate that is leas than the fist rate

Use the two NPV values to estimate the IRR. The formula to apply is as follows.

AR+ [[&J(h,.,]x
NPV, — NPV,

where a the lower of the two rates of return used
b the higher of the two rates of return used
NPV, = the NPV obtained using rate a
NPV, = the NPV obtained using rate b

Note_Ideally NPV, will be a positve value and NPV, will be negative. (If NPV, is negative, then in the
equation above you will be subtracting a negative. ie treating it as an added positive).




