Past L

CAaPITAL STRUCTURE PLANNING

¥ EBIT — EPS analy:ns
¥ Net income approach NI approach)

¥ Net operatring income appsoach ¢ NO| appsaach)
¥ Tsaditional approach.

# Modiglianl — mliller approach (M M appsoach)

J N
- eEInT-T
Ke

XV= Value of Company

%* B= Value of borowiNg/dewt
¥ S= Value oy LHS money|equlty % Kd= Cott ok dept,
¥Ke= COCt O eqUty « Ky= Ovewll coc-
AdSumphont vLed
K Theye awe | ONlyY- & Souveed| Of | pindnte namely —

* Equity and (EBauity includes vetainingt alwel()
- Debt CNo Preference)
* Debt 1L an ivvedeemable debt
+ No toield
X 100% dividend pay—out ¥atio
% AU invegtort hove came expectations.

BlS
E

B =3
S

Yawwe (Fivm)

¥ T onme wantk o buy a houke, he ghould pay oy
the howse and i one wWank <o buy o Cay, iy
chall pay Aox the pnce of car.

% Likewige, 15 & perton wani fo buy a company,
what he ghould buy T




® He need not pay individually —or
Bl Al AiYed akei’ like land & bulldingt, Plant and
machinesy, tntangiblet etc

B Al cuvrent arkeik like cagh, $1Ock, secelvabheg
ete.

Tather he need “o pay fov Value of debt and
eoy ULty -
® Value heve TepPrErenit dhe &y value o+ both the
debt and eauwty.
‘. N= &1L
® Value of debt (& pretent Value o6fF future
inteyeArt CFe diccoonted @ Kd - Here debt 1& a

ivredee mable delot and tar 1€ ignoted - Theretore,
the followng <hall apply-

BCvalueoly _ T "' PN oy perpetuity
debt) Ky = CFpa
RR

® Vawe of ewuWty (e the CFs available o them
di<counted @ ke Since company hag no pre-erence
ghotet and taxel, EBIT — Tnicrest & caghtow
avallable 10 epyuity holdex-

. 8= EBIT-T Thig can be Suyther

Ke ’ oanalyted ag vnder

S. EBTLT-Tnterest = EAECH EBIT = XXX

s gince, ag per alumphon D Tntevekt = (XXX
100% EAELH 1S pald al EpT =  AxX
dividend’ , EAELH= D. =) ToxL = NA

;. Since, eveyy &4 hal gowe EAT = XXX
expectarion, came ke iI§ (D Pyat-diy =  NA
congdeyed as RR for the EAESH = RAX
digcoonting puypoge-

f. €81 T— Tnicregt = dividend = D

. formula T¢ noting but  Dlke Clike gald in walter

moael) .



® \Value of frm Cenhive company) 1L nothivg but

the Prexent Value of putiye CF belonging 1o

both ewulty and debt To0gether- &ivce, NoO Preterente

ond taxr, EBIT 1¢ CF belonging to both eqyuity +

delt. gince, both eawty and debt ore invoived,

ingtead of ke|Kd, overall coct o capital (Kp) i<

uled .
— \

;.o N= EBT ) DeriVat on

ko / "T'{e “he CE available o

2 Amount that £ debt and EBIT-T is the

i& availabte CE owailave to eaumity-

to both Equity CF availabe to both will

and deyt: be ,;Z‘_—&— ER\T-E -

Bl ciep 12 Calcvlation oF mv oy €aquity.

Mmv oy eauity = EBIT—-T

ke

I

¥ £,00,000 — ("Z20,00;000X)0%)

O-lb

I

25,000,000 — TR06,000

O:lb

= 185 000.

gtepa: \alue O Hivm

Value of fiym (V)= B+L = ZQ0,00,000+F187E000

= X 38,%§000:

ep2: Ovevall Coet of Capital

Ovevall Coct of Capital (ko) = I $j00,000

- \ON
AN\ 4 Y

3 34,9<,000
= |(Q90%-
Since, N= €B1T
Ko
ke = EBIT
A\,




Theornes of Capital &ucture plaming

\ 5 J
Theon et oOf The omtL of
relevance 1yyelevance
v v v N
Net income || Tradttional| | Net opg- inc || modigliani £
apptoach approach approach ||miltes approach
Bancs
% TWO companes age Some N all agpecit namely—
* Eovningg
Buanek
. AketR ete

except capital chucture will have game value
cor) ditfevent value 1< gupjelt mattey of Me
diecu kion .

% There ase R opniont at depicked in the chart
above.

Net income appioach

* Thi€ -heooy iL podpounded by Dusand
¥% PyopoctHIN i€ that capital ¢eucture atteci® value

ol tIm.
X AR per thid +heoay,
% Debt ¢ cheapey than eawty due to the
following reasdns
* Debt hast tor ghield
e Debt hat le® ¥k gince they get pixed
Cakn fow 1TYespective of any gituatiom:

® companys wgking move debt into 4 cap.
shuctuse Wil have bertery value of 48
company <ince overall Ko ie weduced.

® PR pev hit dheozy dhe most optimum
cop-St i¢ 100% debt and wont & t<€
(00%, €ulty-




Net opevating income appsdach- NO| model
* Thig <heoosy & pobpounded by Dusand
¥ PropociHon i€ that dJapital ¢wucture doeinot apfect
‘he vale o Hivm:
X AR per hie theoawy,

% Debt 1& cheapey dhan eawty due to the
following reospns

e Debt har tox gwie\d
e Debt hat lei vk gince they get bixed
Cofn flow)  \TYespective ot any gituatiom:
% vowever, Uke of move debt incveaicl
the neR 64 €Wty becaure [(0WeY EAT
may come due fo heANY Kixed iNnvesext
co¢R. Due o 'H’)\S FTICK of ea)w'\-g \NCreage.
when  7¢<K mcxea,ge,& eaqyuity witll agk more
yedm Cke).
% Theve fote, the wnet aptrect <
e Ko redutes o she  debt. compoment i
more. in dwe ap Lt

¢ Ko increcwer ag the ke £ increated due
+o mpre pinawnce  #dk.
The veduction 1N Ko I¢ ﬁxacffud opreet by
incyeose in ke eaving " Kp" unchanged-
cinte, the wmodel akume That all Famg
have tome EBIT, calet ete eRcept o I
cap-tt, V= EBIT
Ko_.
Tn 4thi¢ EBIT 1 tonttant ALl ony sHam.
Ko will ve conttant acwts any (ap L& and

theveyore \FE 18 unappetted by Cap-tdulture.

Relationghip blw Debt and VAMOUL VaAdAbleg vnder
both +he appsaches.

A2 perY NI opprvoach AL peY NOI approach
Debt%h EBq o Ko ke Nc [D% Eq)% Ke Ko Ne
A e I S N S
4 0 T 2 B T e
Tn NI, Ke i8 asqumed & |In NO |, Ko< Vo ave

Constant. agsomed ag Cons+ant-5



Summarny OF both modeld & og Holloux

%  enhitier ave came \n all veAperi cxcept

dot ety Ccapital Lhucturer- Hence, rhe

buginet®t Mgk e came Hor all companelk uvndery

Cong devatrion-

% undey NI approach it 12 agkumed that the

invetton  will have game expectation om Wy 4 Ke .

Hence, f&som oNne company 1o another kak ke

individually den't change but Ko will curely

change becauke higher the equity highey the

¢ 9

Ko -

¥ LUndey  NOI agpproach, it 18 agkumed that ~he

invegtonn  wWitll have Came ko i¥vTerpective of

cap-Lt, thovgh Kewu Ka may Change.

A Comprehencive example

Pagtiaulant Co={ Co— ™ Camb F)
EBIT 2/00,00D 2,00,000D
pebt 4,00,000 —
Kd | 0o —_
ke ? \$%
Ko ? 1€7 (At ecuity
khe= ho)

T vyking NI approach

AR per NI approach,

% Ke & gome Aty AnyY capital Lhucturye and

any inveitor.

% ko 1€ Not came belawme movxe the debt lex

Hhe Ko and Viw velra.

¥ Value of the iy will be abtected by D4FE

Values becawe i Ko Changece, value O G pitm

changexr oL N= EBIT

Ko




Re-oavvanging

I Nforyman oy baked o1 N | mode)

Pagticulamn Co—T Co— ™M CAmE )
EBI T 2,00,00D 2,00,000
¥ ke oObr pebt q,00,000 —
& Cold 18 Kd | 0% —
a gumed Ke R \$%
ob Same . Ko ? 1€7. (At ecuity
khe= ho)
Pah culamn T e T M Lid
ERIT 3,00,000 3,000,000
(= Tnieyeat (90,000) _
(2,00,000 K 10°/5)
EBT X110,000 3,00,000
2 Tax — —
ERT/EABCH 2(10,000 3,0 0,000
I/\e L A KilMllsHlLK 77(7%“?97777”7 1&_70
Ve Cox) & 14,00,000 R0,00,000
2 Cov) Debt 400,00 0 —
V= 8 € X2,00/000 Qo,00,000
Ko = EBIT 12 047, | <%
\
Ny= EBRIT
Ko

—

I, Ueng  NOoY appyoach

% vnder  NO\| appyoalh,

. Value of & Col will be Lame ivverpective

oy Cop-Ct-

- ke wfill change acw& ony a Co¥ becauge
higher +he debt employed, higher the %gk

+0 ecwity and higher will be the Ke -



Re-ovvonging

I Nnfovyman oy boked

o1 NO[{ mode)

Pasculam

Co—JT

Co— ™M CamE T

EBI T 2,00,000D 2,00,000

pebt 4,00,000 —

Kd | 0% —

ke 2 A

Ko |\ &Y. 17 (At ecyuity

(Come due +o Khec= |‘\0>
ohrlerting efgect)
Pasti culam T e " M Ld
EBLIT 2,00, ©00 BIOO,OOO
) Interelt (Qo,000) —
EBT 2|10, 000 2,00,000
) Tox — —
EAT[EAELH 210, 000 3,00(000
Ko CA KOLISHIK MWWI*HESH | £/
N = EBI"I—]ko K0/00,000 X000 000
= V-0 1,000,000 R 0,000,000
Kez EBIT-T 19097 | ST
g

Sommay O Loluhion:

—

* T &« MlAd ave Some in all veLpeli Exeept fo¥ The
CapLt .

NT

NZ

At dibtbevent Cap-ct,
Ke i¢ Come- hente,in
NT J&mM ke i€ 1L,

*x Jlid il
unleveved mym( No Debb)-

% Due *do Vle of debt, bein

IS 4o

13:0 (/s

NO |
%

At al cap-e¢t, Ko i8
Lome - rener, Foy JUd 4

Mitd, %o 1L IX% under
NDIE

levered Chavingdebt) and m e i< an

G & Cheoper courte OF
finance, (K4 = 10% , ke= \S%) Ji4e ko reducek @om
vnder Nt Mmode|



® when Ko veducter, value increaxes - Bence, T Lid i
hav\n@ §BL extva value than mittd onder NIYmodel

% Thuy, it 1& peoved +hat Caplt aptreckk value O
a  tm. Flom having debt will have more value.

% Nol Cay that <Cap Lt WU not attect the wkalue
o the Ham. Heney, T4¢M td both have come
QoL vValue oL both have fome €EBIT £ Kp.

¥ T+ vLer debt, a chegper fouvce Of pnance
CKd= 0%, Kez= &%) Thie PUIK Ko downwaxdr- At
+he Lome Ame, Uke o debt increagexr sinance
MK whnith in fum intyeolek Ke Rom 1% to
1o 09%, which PpPu\lU ko uvpwaydk. The earlier
down ward Pull and il UVpward pull oblreelx
exattly teaving Ko unchanged.

% When Ko doemm’t change, the value rvemain contant

Step 12 Caltviarion of VaWue o pvm.
A) Na\wue o debt = T £,00,000

D value of eqwity = 2 2, 33,333
g':_ E‘.B\T’_I_

Ke
= $1,00,000 —(S,00,000%\0%)
1<%
-~ I 0,000

(S“/o

¢) Total Value o fiym= T €,23,333

gtepar Calculanon ofF Ko (WAL

Souxcel Mmount p¥op cogt wt otk

pebl T S100,000 0: 60 1075 6:00

Eouwity  _Z 333333 040 17, 600
T 833,232 12:00%s

2+« Pa ( Alrevnahve)

V= €e\T . 5833333 = 100000 ¢ Kp= 12%
ko ’ Ko




Tsaditional approach

[37] ounder the troaditional approach, the bmm “wall

Celect Cuch a cCapital Chucture oul ob VANOUL
combinahierk  Whote Ko 1& low.

0] I

' I\ e

13%
(o XIVY + (1x12)
Q Ll 12 0% 907 80/
(o:tox )T (0-90x13)
3 60 (Y Q0% €So [ 3-8
(ORQORI1:b)-+(0-6oX 1 )
4 1200 \& 307. Fo7, 14 107,
(02X 1)t (0 Fx1S)
< 12 b 407, 60/. INRIDA
(o4x 1)+ (06X [b)
b BN 18 . RGYA 16307,
CA KOLISHIK MIIKHESH (oS XIS+ (0-sX1€)
T (& 0 6O/ (¥1a)4 | €807,

Co-6x1€)+(oyxan)
Plan T 1¢ betey becawte 0OvVevall Cott ol
capital i¢ low:

Qtepls Caltulation oty value o KM

Parg Ti ¢ ulam AMOUN ()
EB T £,00,000
(-2 Tnteveit Cl so,000)
(FS00,000%10%)
EBT 2, 0,000
) TAL —
EAELH (or) EAT 2,0, 00D
Ko | <L
V = EB\T /Ko (00000 /< %) 23,323,333
(= | £,00,000
S (e value)(NV — 1) 18,332,233

10



Qtepas Calcvlahon 6F Ke

= EBVT-T . |Ke= EB\T-T
ke 7 L
Ke= 2,0,0600
X100 O
| g,23,333
= 14099
R qiven  indovmaton
Paxticulam Alpha L4 peta L+

Eaqwity (RWe) <0 2 0%
Debl- AR Lo, Q0°/.
Tnteveslt cosk g2/ g%
Ko (€% 1€

Since it 18 clearly given that NOI Shall be
congidered, his € a aucktiom oy NO! model

FOR ACLPHA CTD

Step |\ [calculahhon 0F | Nalue ofF thwm
Pasticulay Amount (L)
EB LT 2,60,000

Ko | & %/
V(F)= EBIT Ko 20,000,000

B=Debt Vawue (Ro,00,000XXD7)  10,00,000
2= ety value (R0,00000%L0%.) (0,00,000
tep &% Calculafi o of yetum it holding i &%

Paxticulaw Amounk ()
E®IT 3,60, 000

-7 ITntevert (10,00,000 X &%) ( 8o,000)
chcer Q80,000
Retuw) o A holder with &% £/600

(TR &D,000 X Q%)
Step 3 calcvuladon ©ofF implied ROR  (ke)
L= EBIT-T tory Kez EBNT—-T
Ke <
= J ;80,000
%10,00,000
= ¢,

K10D

11



FOR BRETA (44

Ciep | ¢ Caltylaton O Debbt and eaywity valuel .
A< per Nol appvoath, both Himwn will have Come
Ko itreApective of heir Capital <Buctuser.

Pasticulay Amount (L)
EB® LT 3,60,000
Ko | & %%
V(F)= EB\T Ko 20,00,000

B=pebt Vawue (Ro00,000XR07) 400,000
2= ety value (0,00000%¢%07%) |b6/00,000
e pQs Calcularion of EBIT-T

Patt culaa AMmount ()
E8 1T 2,b0,000
> Twierest ( T4 00,000 X &%) (23,000
ERIT— Tl 2,2¢,000
he = EBtT-T - 2,248,000 ¥ 100 = &0 Lo
€.~ lyo0r000 =

Conclwdon =

The ke 0 alpha tdd 1¢  higher Than Ke of
beta (4 becawe , Alpha Limited ¢ vang
more deblt tundk in i€ Clop CuUcture .

A perx NO| approach, a& dhe company vgex
more debt n ik capital clucture, T8k paxet
on o the equty and eventually Ke raigex.

12



' Bag C&

% Propovnded by modiglianl & milter.

% Propogihien ig that Cap-&% donot infuence the

goma  Valuaheon: Theyefore, thic 1< o theosy o

\geeleyance.

¥ TwWo Companiek alilke N all akpecte (vetuwn, ALK,

Qiee ete) except Cap-y cavwwnmot have +uwo diffew

—-nt  values -

* Even iy dhey have digserent valued, teiy valuex

Wil be wmade equal due to Operation o6F A

procet called !' Avbibage proce«™

¥ WwWhat (€ Avbibifage pyoce 1

+ Tt 18 Q& pyocer of buying in a cheaper mosket

and gelling iN  cotrtier mowhet 4o malce a

TICK e ¥ gatn):

¢ Due to dhic PYoce, demand for dhe product

in Cheaper marvket fncvealel theve by increditing

the mAw Cor) QUPply Y the Product in the

coftli©y moatket increates theveby decreating

48 prica.

AFRY come 4ime eqWi libriom tn price wtll be

athniened. Arbitrage procect  wlll then ciop

% Mmm cayp +Hhat, when two HKYmL have digiyevent

valuer, the CH Cetk He gharesr W) highly valued

M and  buyd the &harex in  lowes valued Ham.

AL a Temult, the demand Aoy oundev valued

chayer incvearel theve by increaing i€ value and

Supply of highly valued tHivn increarer thereby

decveacivng i€ value: Aptey Lometime ecyud libnum

(& acvieved And arbilvage exauci-

13



Al TYper Of Avbitrager

N
\ %
7\ M Ay Cecondazy
N% NE
v N
du gellk 1N (evered Sk celw in VL lo
Company and bUy and buyt the
the Shavet in QL ghareg \n a leverey
Company. Com_Pam}j .
.
N
\ 5
ohjechve —I Ohjective—2
4 4

Tncreased profit Some pmikt

Some INVeLhent lower invegtment

Particulan < U< Btd
TYpe ot COMmpany vn levered Levexed
Debt val\ue — 230, 00,000
EBI\'T ¥, <0,000 9, D,000
Tntereat @ \0% — 3,001000
EACELH ¥, £0,000 &, S0,000
ke ENE XLO%
Ve X0100,000 k) S0 |000
\p [ 8 — 30,00,000
Total vaiue S©; 00,000 <& S0y 000
ko 1 <% ‘4287,

Aad ! infotmanon

AN Invertor holde 0%k eawdty Shaver ofF Company

Bl - Show “Fhe arvbityage procelk.

14



Stepls Tdentkication of asbitsage

N%
elid sinte, V. >VuL thic ig Stid
Leveved A primary asbitrage. vnlevered
< Shijt ¢ prom levered i
4o VN leveved- cell in
S8 SR U by inve (n S il ey
objechve
L
J

N
g o RS Same ot R
with Came tnust wih lowey invek

Obj |! Tncreoked BOHRK with Came investment

Qep 13 | | St€PS 1o be taken today.
I e\l charer in LA Hor T QRS 000
C T28,50,000 X10%)

Cvalue of <charer in teveved Co X © holding)

& Borrow Ppessonally JF 3,00,000 @ 107
CAMt 40 be borowed = bDebt 0 Llevered Co x Yo holding)
3. Tnveet amoont in hand in S tdd = T £,85,000
CAME Ho be invetted = Cagh &n hand + bov¥dwingy)

dtepls cagw Howe 1N Hfutuse

I Easnings tn QL4
Sharge Of dividend ¢ I £0,00,000 — I L0000
3 &£,8§,000 —— 9
3 72, 7<0
> ontevest cost s 33,00,600X10% = (2 30r000)
Net earningK 2 F g Ao
R Com Paxsion
B (+d L] Sain
Eogni Ngs F45,000 T §& A<D + 337K

Tnv-estment Cowan) X RS 000 L R)_”LOO0O

15




with came INvetiment we achieved morse vetum.
NO iths

- LWhy ghould we boTrow ?2

The bovsowing only givek WL dhe additional eornings.
we can borWW @ 107 and inverRt in < 4 @ 1<%

CE?FISO/ODO/{so,oo,ooo) and malte av) orsbitrage

gan of K%-

& IWhy <hould we boyzw Bnly T 3,00/000 and not
move

* INhen we ave holding eauity ghaver o XRS5 000
in B (4d, it i& an invegtment with financial
v{¢h because Tor every T AL cayWity, there
ex(et F300 debt.

% Ihen thic money e taken out ofF B Udand
invegted in g (4, the $inancidal agl4 vanicher
becaure Ld i unNnlevered.

% Hewnce, 5 we boraow B 30000 the mek

level (& veatored to QL2300 (D& yYono)
which 1€ Came ag the Mk we had (N &g

X% TH we borww morve dan I 200,000 the Ak
Wt iNncyeaze. ouY aim ¢ 1© eam more retum

with come investment and came AHLkK-

obj 85— Same profit with lowey (Nveitment.

ep 1 Steps to be taken +today.
|- Lell charer IN Bl for 2 Q25,000
C T 380,000 X10%)
R BOYWW I 3,600,000 (@ (0%
C T maintain D2 E vxtio)
3 Invekt In Clid.
AMovNt o be invetted

% holding in previow Co
A
Shaseho\der value in
unlevered Co
= 0% X I SD;00;000= RI,;00,000

0

16



dtepas cagtw Howe 1N futuse
|. Bagnings in <\

Shase of dividend = T A5, 000
( g#,<0,000 X TLPO000 .
% £0,00,000

' Intevest

oN borrowinNgR = (330;000)
C R 3,00,000 X10%)
3 Net easningl - T 4.5,000.

| — 2.

drep3s C & ParS o)

EapninNgs Z 4<,000 3 4L£000
Tvestment ZFR/35,000 00,000
Particulan J U< Y 4
TYpe o COMpany vn levered Levexed
Debt value — 2£,00,000
EBIT 2 H,$0,000 2 <0000
Tntereat (@ \0% — 2 £0,000
EAELH T 750,000 3 700,000

Khe |\ RS0/, | 4~
Ve T 60,000,000 3 £0,00;000
\p |8 — X S 00000
TOotal value % GO/OOIOOO Q EEIOO/DOD
Ko | & KO0% 12-63%
D: € (Ble) o) | 0/

Aad| indormation

AN InveRror holde 1076 ety Shaver of ovey Valued
by - Detexmine hig  invegtment cott of earning -he
Qame Income 2o That he ig at a Breakeven.
calculaty the aybitrage gain-

17



Stepls Tdenhkication of asbitsage

J
) 1
y tid gince Vo >V 4nis i< T td
Levered a cale of Lecondany vnlevered
¢ arbitsage - Lo, cell The 0
Shasat 1N UL (o CT )
L= YLL00/000 and fnvest in L-Co CYL‘H} VuLs R60,00,000

opy—1 : Tncyeosed profit with ame inveztment

Sep 13 Steps to be taken +oday.
I e\l charer in T Hor T 6,060,000
C T660,00,000%I0%)
Cvalue of chazer in untevered Co X ®% holding)
Q ITnveet amoont in hand in both Shaser and
debentuyel in yLid in Debt equwty ¥atio of yid.

CA Nl 1S) Qe x1cwietiom FSH
- D!'E = g/OO/ o000 . SO/OO/OOO
= | : |O

3. Divicion 0fF I 600,000 iN DIE tatio

| 2 1O
b T T

T 6,00,000D X ]} T 600,000 K 1Oy
= ISY LSS = T L UL 4cS
(@ 0°)

dteps | | catw Howg 1N futuse
I Easnings tn Y 44
Sharge Of dividend ¢ I £0,00,000 — FF,00,000

2 Lyl —— 9

S Fb; 26X
> onterert INCome = 2 SY &L XI0% = T S4eg
Total eavyningk 2 281420

diep3c C &M panS oM
EasnNINgs T £</000 921,280 + 36,20
Tnvestment F6,000000 = 6,00,000

18



obj-Q5 2ame prpfit with lowes INvertment

Cep 13 Steps to be taken +oday.

I cell chazer in T Hor T 6,060,000
C T60,00,000 X10%)

Cvalue of charer in tevered Co X 6 holding)
Q- Tnveet amoont which gives ug 10% gtake N Ylid<
equity and delbt
calevlatiom
Divigion of Yeauwgit amount 1o DAE

De.oW Nm

Tnveetment = 2 <,.00,000 A 0o Trvestment = § <0,00,000Ri0%

= Isoooo CE 107.) — IR —— = 2 <(00,000.

Qrepqs cagw Howe 1N futuse

I Easnings |0 Y& 10 S
Share oOf divicend S £0,00,000 —— I F,00,000
3 £ 00,000 — 9
2 F0,000

2 L0/000 XI10°%h= Z£,000
F 5,000

°0

P ontevest iNCome =
Total eayningl <
dtep3c C & ParS o7

T £</000 T 5,000

EarninNgs
Tnvestment F 600000 T ;50,000
Notel |
®l. Why <ghould we wmove ffom Tid t0 Yiid 2
ROE 0 JTHad = 250,000 <ioo = |\RS0%
T 6000000
ROE of Y lid = RT00000 yipo = (4 00%
R S0,00,000

%By becoming SH In Ytid for the Same invertment
an extya \'£o°/s can be earned.
¥ TF we purchage debenturer in v, we wtl get a
vetum o only 10% which & lower than T tdl
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vetum. Then why Lhould we invert (n debt 2
%0\: When dhe gh holde 600,000 in Tld, it i an

mvestiment free of Fnancial NeK ¢ince JTWd ¢
Un levered -

IWhen he invett [ charex of Yud, automaheally
o debt MLk emerged with eoyuity iNVettment.

™ neubralice this, we 2hould have <come invet
in debt. Tat i Wy we invett in debt:

capital ¢tyveture theonen — wWith taxation

% T now, th all the modelh digcvied we
dont congi der tow:

% But how we are going fo avalge impact of taxon
the theomrer: Tax well impat the heoier in e
followfng ways
+ TN cage of Net income appsoach, involvement of

tor  wolll duyther <Swengthen (1€ FPOpocition. Tt
i¢ ondicpwed because debt i< aweady cheoper
and Mmore debt meawg legey oNerall c¢act (Ko)-
Tor Wl furthey veduce ky becawe (ntevest |g
subject o tax: ke doanot Change becawte tax

donot Wit +he dividerd- Tnie can be explained 2L

ondey ?
Pasticulam Co—T Co—m™ CAmE F)
EBIT 2/00,00D 2,00,000
pebt },00,000 —
Kd | 0% —
ke ? '\ $%
Ko 2 1€% (Al eoyuity
khe= ho)
Tont —>  £o°l 6—
%ol

. Incate of NI approach, Yo wfll change with
the change in Kd Capter — tand
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Pah culam T i 3 M L
EBIT 3,000,000 3,00,000
(— ITnierert (40,000) —
(2,00,000 K10°/5)
EBT X110,000 3,000,000
> Tax Clj0& 0 00) C1,£0,000)
ERT/EAECH 1 (05,000 || S/ 000
ke ( <% 1S
\e Cor) & =,00,000 10,00,000
B (Co¥) Debt 9,00, 000 —
V= 8 & |6, 00,000 1000000
Ko = EBIT(I=ED 9 2<% | &%
N
y= EBIT(1-BD
Ko

Tn cate of NOT apprtoach, +he tod ¢ going o
change he enmire propogition becausge,; at pey
that moedel, without tont, it is cald that whether
compony 1¢ financed with debt|eoauwity/ poth the
ovevall vawe o company remain YUnchanged
becauce, Kd wll vyeduce the Ko, ond higher the
debt Component, higher the ¢k 40 the eauwity
and eventrually higher will be the ke- Te down
—wayd pull ol KL iL equally OtHLlet by Upwayd
pull of ke Keep'm@ Ko Unhehanged -

« Bub, ik tar (¢ involved, Kd becomeL motve cveaper
due o tax Lavinge tm interest and  Then, downuword
PUll (€ 2 Hmeg for | Upward pult and ~hevefore,
ko Wl not be game.

- The ko of leveved firm wlll loe uvely YK than the
Ko Of unlevered v and due o that V> VuLr-

The iluk tyat on arready congideved above w Il be
uked o explain Nol algo.
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Payh culan J & 3 M Lo

ERIT 3,00,000 3,00,000
(—) ITntereat (40,000) —
(4,00,000 XK 10°/%)
EBT Q10,000 300,000
> Tax C\ 0L 000) C1,£0,000)
ERAT/EAESH 1 (05,000 I, S/000
Ko 10347, | €%
N 1, S0, 000 10, 00,000
Re (909, ) %%

woThking notes
Yo = VoL + (BXt)
Vr= Vm+ (2xt)
= Z10,00;000 + (T900,000 XX0°)
= T \000,000 +ZY; Yo, 000
= g |L“_09,000.
R Cale of Tt EBguityvale
Ve Bt ;  S= N-B | &= ZY; £9,000— F9,00,000
= 2 £,X0,000

- Calt ofF Ke
He= EAESH _ 105000 _ 1909%
IS S C, L0000
' Cale of ko ol T Ut
V= EBRITCI-BD

Ko
T 1§ Y0000 = T 1)X0,000 ) Ko = 1034~/
ko
The formula o& given abene can be underctood
ay vndex

¥ wWithout tox NL=Vo aA PEY NOI, Rut due o
toration JT el pay T G000 lower Tax fov Lome
ERIT (ke MUd: ™IS extsa beneyit i due o inirest
tor wmield which i perpetual

% The PV of PCF = CFpPn = Ton Lavinek P a

RR Kd
= 3 qp,000K (1—0-5D)
10

22



= Y ggL,000
100

S ; v, 000.

Tie Number ¢awn be ryve-tom fen a4 vndey ——

Y 90,000 (O <)

- TH0,000 -
106 = \’o o ]K S0
= | T
Kd
v
B X b
PANO £°1%
G‘Ec,) Step |l Calculation of Valye of N &M Ld
ParnC Ul azk N o m L+4
TYpe of Co UL L
E21T Z&0,000 I R0,000
= IntEARQUSHIK MUKHESH (5% 000)
cpT/EpEch TR 0/000 < 13,000
ke | 0% [1: £O%
9- cAeH/ke Q00,000 T 113,043
Seo,ooo la,ooo
|Op/; “SUD/Q
B= Qlven F1,00,000
V= B+8 %a/oo,ooo 23,13,043.
Stepl: ATbllvage PpProlefs
o- Since vy >Vour, this 1§ o Cake Of

PHYMADY arsbitrage.
b- Let WL agume +Hhat we are ho\o\ing

| 0%/ gha’d@& of Leverxed Co '€ mid:
Since It 1€ a primasy arbitrage, we
Zhitt from levered Co ‘o Onlevered Co.

C. Hence, the oveyall a¥bitsage gharegy
e af ondef ——
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% gell shazet In mud
¥ BOotsnw)d an amount eaual to

Debt ot Mmitd to +he proporhom
of <Cw.

¥ Buy gharet \n N U
* Boolt the arbitsage gain.

ORI~ HIGHER RETURN —~ SApmE RISK
I €ell €hased In miHd =
(T 413,043 X 10%)
X Bovyow amount (pebt oYy = 10,000
mida X % gnr)
(T 1,000,000 X [0°)
3 TOtal amount = RQl1130y
4 Dnvest S RI30y 1IN N4
Rharer 1o Teceive dividend
5 Retumny (fromal [N G ES

11, 2oy

Ho\d‘m@ Retuom
T R,00,000 TR0O000 = Q130
?Q\[L%OL} 2

6 Bormwfﬁ@ Colt
C%'ID/OOD K :f‘:[o)

|t

(Fo0)

¥ Nt Tetuwn

I

(430
Com paAn< own
ntd & NUud
onvestment 1 204 1,30y

R et y20 N30

(1300

24



ORT —R 5 €AME RETURN — LOWER RISK

[ el ghaset In mi-d =
(T 413,043 X 10%)

Q@ Borzyvow amount (Pebt ol =
mda X % QH)
(T 1,00,000 X |0°4)

3 tal amount =

4 Tnvest TQo,000 Iin N4
Sharser to rvecetve dividend

5 Retum from N 4o

tolding Retuom
T R,00,000 TR0O000 =
T KR0;000 2

It

b Bowmwl’hacoﬂ* MUKHESH
(Z101000°K H%)

T Net Tetuwm

I

CO M PaNL oN

M g N g
TnveLtment 1,30y 10,000
Re tu L300 1200

11, 2oy

loj000

K120y

Q000

(Fo0)

1,300

Lo3oy-
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(T3)  Steplt Calculahion of value of L£VL ¢o

PZNO Parti culozs Onlevered (D  Levered
£-20 ERIT 30,000 30,000
(= ontereat - Clo,000)
EBT/ERESH 30,000 20,000

Ke Q- L0% R S0P

S = EF)GS'H/ke XY 6,000 60,000

B Cgiven) - |, 00000

Vo B34S L 0,000 X 60,000

Steprs Arbibkage Lhwategy

FSince, the VL. >VouL, TFhi< I a cage of
P MATY arbitsage. .

X Hence, the Invettor haog Ho gell hig
ghmaz in L'Co and boryzouw an amount
eqyual to hig propegtion of < In LCo

and { INVeEgkt | gl amoont =in VUL Co.
3-Book Arbittuge gain-

Stepas Application of Aybitage gwamg%

I €ell ghaset in L-Co = Q4,000
C? ,IbO/OOO X 'SO/OD

R BoTO W amoLNE = 15,000
(T ;00,000 X ($%)

3 Jjotal Caxw N H=nd = 39,000
4 Tnveat T 29,000 (n the
Shaser  of OL-Co.

S Retrm fwom  OL Co = G 8T
Holdin Retum
TRRARY0,000 T 20,000
T 39,000 2
6 Tnteyest o borrowingg = (4Lo0)

CTIE,000 X | 076
T Net 7Fetuwn

)

3,34C
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o Ppaxn £ ov)

Lco £ UL Co
onvextmentt X4, 000 L4, 000
R et 2,000 33t PN F2FL0
(T2)  gicpls Valuation of both compabieg
Pagticulazs vikd (3 L 4
caIT QO’/OOO &D/ 00O
(2 ontegext - (f,000)
Clioo, ©060 XF%)
EAELH QO OO 12,000
ke | 0% | & 2/,
Q= ERESH/Ke 2,000,000 FR/Ra%
B £given) — ) ©6,000
Ve & +8 ;00,000 132,233

tepas Avbitrage Swaregy

. Since, the Vvalue of UL (o i& mowethan

L:Co, this (¢ a core of " Secondaoy

azbitrage .
ke Let U agLume that we ase holding
~ 10% chawer of UL Co, we ave gelling the
chaser ‘N UVLco and invetting in Lco.
D hlle 1NV EL l7 DE No X (7. °A s
pOth debp ang €q. “l‘ O CO | ne
D ' ‘ o)

.
\ »
:
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gtep 32 Applicanion ot arbifage <Wategy

OBJ1: HIOHER RETUORN — IAME RISK
<
I gell gehare 1N DL Co R0, 000

(TR,00,000 X 109)
Q1 ONVeLt I 0,000 1N L Co

debt and egyuity N The
D' E p7oposhion:

J Bay Debt |
2 0,000 % 2,222 T 0,000 X ;00,000
AR R | FRRRR
= Y ¢ 38# T 1Lel3
3 Rettuwn Lo~ linvedtment — X323
\J J
Bebt Ea Uity
T, 613 XFA% T 2/38FX18%
= Z 813 = Z1L10
ComMPam < o)

OL co = L co
anvegtment KOO0 ROr000

Reduzn 2,000 2,322 PN2a3
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oRT-: SAameE RETURN — | oweER Rigk

?
L sell gharvet n LI Co 20,000
R Tnveat In +he debt and
egqpuity  of LCo ak a
wporhion  of & o
oth debt and eguwity. 15, R
£ Y

U J
Det Eoyuity-
= 3 1,00,000 X107 =3 F3,323 X16%

— ;[O/OOO = §:F/RRQ

3. Retumm Und/invaﬂment 2 OO0
N N
pebt, OIS MUK IBayuty.
210,000 X %% T ;223 X1 &%
= ¥ F00 = 21[,300

companlon
UL Co L .o

anvettment T Ro,000  FTIFRRY L RFFE
Retesm T {000 T K000
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(o) tepls Calc of ualue of both Companies

Pg NO
(sl Paghiculax< UL Co 2 | Co
eEBIT 30,000 20,000
&) onterest — Clo, 000)
EnELH 30,000 RO,000
kﬁ IQ‘SDgyo &O%
2= EMESH/Kke LEO,000 [,60,000
B Cgiven) - , 00,000
Ve Bt X 40,000 KOOOOO

HepRs  Arbisuge Shategy

- €ince, the Value of UL I8 morsethan the

L-Co, this ig dhe cake of gecondazy
ATbiyage -

& Tn cagel of! " cecondany larbitsage, The iNveg
—toy hat —o divert hic amoount fxom -the
VL Co tOo Lco.

3 Thevefore “he gwategy i<
K Lell the <hareg [N OL Co
¥ Tnvegt +he dotal amount th L co on

bo 1t debt ¢ ea;wvhd IN the Debt—e&y
Tano of (co.

&ep33 Applicanon of Asbitrage shatgy F

- gell +he <ghases (N OL.Co 34 000
(T 40,000 X |<%)
R onvert T 26,000 1N dest and
ety of L. Co-
J Debt Eovuntgl
3 36,000X![ ¥ 36,000 X[

= 218,000 = J1%,000
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3- Retum  on  investment £,400

Dell E v udty
T18,000K [0 T 1€,000X Q0%
= ?: 800 = ?3{(000

Com pandom

LLc¢co (3 Lo

Tnveetment 35,000 26,000
R e+urn 4 Yoo €,400 NFo0
(26,000 X

| tQ‘ ‘XD p/<>)
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Patt FeiT-Epfs ANALYSIS
i

% A company has o make & impoitant decigiony
Wt wealth maximigation, they ave
* Financing deci ©on ¢ Eqyuity | bebt [ combinartion)
« Tnvestment decigion (ASSede — genevating ¢ )
% Catnflowt genevated can be of Vomour TYper

hamely
Vv

\ J J J J
NE N

opesating  Dishn butable Earningg

profit proftt befmme available
E2H.
e e >le l-{s:l%x to
Eo
Pr E®T
JSHHIK MUKHESH

% The EBIT genesated will belomg 4o 4§ peviong

namely
L
\2 \ \2 \
N N N N
oot Prof o1V

¥ companys can Tvaice fundt from ony Source but
buginee will be dene Hfor +the Havour ot E<H.

¥ But, ophmum capital hucture will be 2uch a
capital Shucture which giver higher EPL for a
diven level ot €EBIT:

¥ Ty BRIT of a prject is very high, it i¢ bettey
to btinawce Me pryojelt by debt becaure Lame
inteveett <hall be paid +or intreoLed EBIT:

%+ on the ofner hand, it EBIT (¢ vewy low, it ig beat
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t2 have an al-enuity finoncing becawe, intevest

cott may lead o

(og .

Steplz vndesstanding the cituaton.

\/ : V)
Present New project
;00,000 ¥ @ T loecack T Q 0,000
= T 10,00,000
J opt - Jbopt-2 opt-3
Eaulty Debt@87 Pref@ 27,
Stepst calcvlahom of EPS.
Amovnie ()
EBLT 3, |1, ¥00 3,12, <00 3) 124 L00
) Intevest - (20,000) —
EBT 311 K00 1,G2, K00 31, £00
) Tax@ 0% (1;£b,a£0) (1) Lo, LXD) C1,<h, 21-50)
ERT || €6, 280 Iy 4o 250 ), $hy2X0
) Pyxet-diV. — — (20;000)
EAELH [ b, 2LXD li 4by 20 112 b, 250
+  Nog 112X;000 1j006,000 |,00,000D
EpS "< g b 1*2b

Sep3t calcvlanhon of

EPC it EBRIT (& T H&L000.

Amounte ()

EBIT 5,000
) Intevest -
EBT 45,000
) Tar@ 0% (24,500)
EAT 35,500
) Pyvef V. —
EAELH g, £O00
+ NOg |, Q& 000
Eps 0°'30

95,000 F£,000
(20, 000) —
£<,000 F< ;000
(QFHEDO') CZ:'T[-\NOO')
;<00 29, £00
— (20;000)
Q™) £00 \=,S00
|,00,000 00,000
O QAL o~ "<
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concept of Tnditherence point

X Tndiftexencte point 1§ a EBIT whexe Ep2 vNder
any 1o plane  will be <ame.
% At the IDP, whethex 1t 12 all eqyuxty sinanced/ debt
fnanced Cor) any combination, EPS wlill be came.
Note: <c+udents chould notle that, iy a @uestion 1€ given
oNn  financing a pwject with varowr plawe and
in  whieh EBR\T i¢ not given, & 1L a auestion on
ERIT— P Indiptyerence concept-

concePt oF Fnancial break—even point

Financial byeakeven i a gituation wWheve the EPS
i¢ exacttly ¢30’ at a certain level oy EBIT This
charges 4som one Plan +o another- Tt ¢ veprerenied

by Aollowing fozxmula
Feeb T
. _PD

Fnteyest in Fderme

1"

0=t 1.PD= | Preference dividend
N T teyma
t = tad vatt -
epl. Calcvlation 0f no-oF new chasva 1o be Kued

Pagticulan ophon | Amec(2) ophon3
Atmount +to be tgiged X £0,00,000 T 25,00/000
T sue pnle T Q< T SO
No- of. Shaser R OO, 000D £0,000.
Stepl. Calcvlation ot +otal no-of- Ihaver
Payhiculan ophon | AmeCE)  ophion 3
Existing Shosel (0,00, 000 {©;00,000
() New 12¢ue 200,000 $0,000
Revised Shawes |R;60,000 10;£0,000
2te P33 Calcvlahon 6f inferest on debentures
Pagticulan ophona ANt () ophon 3
Princi pal £0;00,000 Q£,00,000
antevest @ 16% &,00,000 4 00,000
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Qtep Us Calcvlation OF £p< Ondex all 3 options.

amounie ()
o e
100% € ayuity 100%o Delot Lot £o
Exighing (T 60,00,000 60,00,000 60,00,000
() Addl ER\T %4 0,00/000 (t000,000 40,000,000
Total EaT |, 00,00,000 |,00;00,000 |, 0O 00,000
(-2 onterelt — C £,00,000) ( 4, 0000D)
EBT [[00,00,000 AQ,00,000 Ab; 00,000
O Tat@ <o ( <0,00r000) ( (,b;00,000) ( 4 & 00, 00D)
EANT £0,00,000 4 6,000,000 4g,00,000
NOSg 12,00, 000 | ©,00,000 [ 01£D, 000
EpS 4 165 4 60 G- CF

Comment 2- Opfion& 1& recommended <ince it 18
giing a  higher eps-

Skep ii— Analyxpng all the 2 alleynahvet ot funding

Amounie ()
P i culare option-a [l option-3
Reqyul ved fund RS,00,000 Q5,00,000 RS, 00,000
Debt amoont Q0,000 (0;00/000 |£<,00,000

Eauty amount QY SO, 00D !S,00,000 |O; 00,000
gtepds M PL expected and nteregt sat in 3cakes

De bt amount RSO0, 000 10; 00,000 |S,00, 000
Tntevest vate 109 | 0%\ \ 0% 1 C Q0.

Expe cted MPS ZF (S0 & 1L0 <
Srep 22 NO-of ghasek +o be 1%&ued-

S

Eawdy amt 230, 000 1S, 00,000 |©,00,000D
M Ps [SO |50 Q<
New i$ue | £, 0060 Joryololo) &, 000
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grepls calculation of intevert coct

Pavhicalon

pebt amt 2 Lvo,000 lo,00,000 |S; 00,000
Rates appl | 0% %) X0,000—[07. J,X0,000~10}.

F<0,000 ~1S7. F, 0,000 -1
£,00/000—307%,
Tntevel XS,000D 37,500 R)3#; K00

gtepcs Calcvlahon of €pg

opmons

option 3 _
EB T £,00,000 L,00,000 <,00,000
(D onkevetl- (95,0000  (113%,500) (3%, £00)
€EBT 47, 000 3,621,300 2, 62,500
& Tox@so7% K27, <00) () €),as0) (121,250
EAT L 3% so0 L g asD 1) 21, 25D
N O 1<, 000 0,000 €, 000
T« <. 83 1813 (6.4
Practical Problems
(PP1) ‘
PgNo  a- Hncte A= valve [gn e not given, it
£.5q. s agumed oA Ho.

b Though a@uestion doexn't emphagiz=
on  another oprion, Tndifference point
willl be calculared taing 1Y option
oh Al equstytl

¢ Ente, option —! 1< all eqdty, interest
coct  wtll be <.

Sepls calculafion of inteyert colt vnder
ophon —
AmOuUNE  veoq tived = T Acr.
Debt Component (&2) = Q:QCY X[y = ZbCr
ontereat @ 13% = T bCy X |Lr.c THR,00,000.
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Ceprs Tndiftevence point

Pax ti cul annt

option | opHion X
ERI\Y X L

D anteyeLt — (2 #,00,000)
EpT L X—F2,00,000

D Tor@ 207 (0300 (0-:302L —R!,60,000
EAT OF0A O FoL— S0, 40,000
NOS& Fo,00, 0OD 30,00,000
Epl. CON)

WN: Epc4 EBIT calcuwlahon

oplion —1I:

Gpe= O Hox

oL

Option-2as

E(u = O0'Foxr — So-yoL

30L
Eaouating &2 giver common EBIT
O-Fox _ O Foy — £ 40
990 3D

=7 X = 6a3x — 4LT3b
= yrr= YL3b
= AL = 108 LalWL

,0&,00,000.
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PP a Tt 1% given that, ndiffevence 1¢ achieved

pg ND at T Y; %0000, |t 1€ con%idered 24 £BIT

S 52 b Rath of pretference dividend Shall be
calculared at Vo

PartHiculazs Plan A Plan B
TYype Ea+ Debt Eot pref.
€ IT £Qiven) T 4 &0,000 2 ¢ £0,000
(=) OntereLt (T 4&,000) -
CY4,©0,000 XR%)
eEBT 2 §438/000 2 ;20,000
(D TarL @ 3% EFyxq,600)  (F I C{-C“OOOD
EAT 53,01,qoo X 3 36,000
(= pwef- AV xX
€A EQH 230,400 I 3,36,000 %
NOoJg 30,000 2D,000
Cpg i OIS HT MIZSTFEH T 336,000~
g‘D/OOO

Nole : TDP & +he Jevel of €2IT at thich
EPs Ondey any & plank wll)l be
game.

L. F3HR = T3/36000-X
2 80,000
E3 3,01( 400 = T 336000~
‘; A= X 33,600

L = Pyef-div = ¥ 33,600
Rate of pyef-Aive _PD oo
Pcap

R 4 00,000

= 840%.

X100
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(pp 39

calcvlanion of andifterent

e T
P2 ND
$-S23 Pasticulaxt Panp (D Planp
€8T ps 2
(=0 onteyerlk — (S #80,000)
(60,00,000 % 2|3
X\ 8%L)
BERT p& X — F1RO)00D
&) 0% O YOL O oL — o)
EAT 060K O-0L— 433,000
N O& 6,006,000 X OO0, 000
[C60,00,000— ]
Lo,00,000)
|O _|
EpS 660, 0 60 —432,000
6,000,000 X000, 000
At TDP, e&p< undey both the plang gl
be dame-
o ©-60AL - ©-60%— ¢33 (AN ams
6 ) 1IN Lalkhg)

=) '2oL = 260U — 2592

I

> LgoL = XRE-9R

]

= A= 21020 (O%)

2 10, %0,000.
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(PP
Pg NoO
$-59

Seplt Calculation  of Epg

. (3D
Payticulazs Plan A Plan B Plan C
Type of plan  only Egy EGt+Dbebt Eo-+pret-
ERIT 20,000 &0,000 £0,000

D onterelc — C & 000) -
C Q00,000 X Ko%
X 8°6)
€8T 20,000 43,000  €0,000
(2 Tot (@ sO% (yo,000)  (36,000)  Cqoo0D
EAT Lo000 36,000 (LWOr000
D Pref-Aiv. - - CngO@
(896,000 X %
X &%)
EAEeCH Lo, 000 36,000 3R,000
N OL |D/DOO £,000 £,000
[Q,oo,ooo] [ ,oo/ooo} [ )0 o,ooo‘j
R0
Epg - 2F:20 T6:40

Stepds Calculation of Sfinancial b eP

ar Plan — &

Sinte, debt and pret-cgpital IS hot there
in rrhe, copital <oucture, financial BEP i<
a placte wheye ERIT ¢ (O

b- Plan — &

In care ot plan—p, FBEP = Interert
<ince, pref Cap\'t-a\ IS not here.
g FBEPCCBWD Tnteyert = 2 8,000-

C- Plan —C°
Fepep = T + PD
[l oy
= 0 t+ 38,000 -~ T %oo0 _ X000




8tcp 3: Calcvlation of EBRIT—EPS I1DP

combination ) . Plan A+l (%)
Pasticu|a A B
EBVT P 2L
& oanterest — (X 8,000)
eEgT p.& A — g‘/ OO0
& Tox @ £0% Co<o0) O K0L~ (4,000
ERT O~ 0% O350 — 400D
N OS 10000 5,000
Epg O - XL 020U — {000
16,0600 <CO0O
= ODA _ O0LOA— G000
|©, 000 §/ oD

——

T KSR SO S | SBDOYL — Y DOOOO0D
=S 2X00L= (OOO0O00

combingtion 2 Plan B &£ Plan C

PozsTiculazt B c (2
ERIT 2L L
(= 2nteyert (8/000) —
ET - &r000 p.&
E TOAL(@ Lo% O oA —000 (05D
EAT OOAL— 4,000  OXDA
> pref-div — 8000
EpESH ©-L0U - 000 O XDAL—L,000
NOJS 000 K000
BpS O LDL— 4,000 ONDA — KLAOOD
SOOO SO00

= o XL — 4000 X ©  XOX —&O0
Plavwe ave INcompasable.
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PPS.

P NO
£-53

Combinahon 38 Plan A £C
Posticulax A C
EBIT L L
& anteyvest - -
EBT 2L 2L
& Tol @ SO0% O Co- oK)
ERT O SOL O <DL
& Pred dCv — (00D
EpESH O 0L O +<HA— £,000
Nog lo, 000 <000
|IDP .
OO _ 0.LOUL- 000
10,000 <, 000
R S0DAL =  SOO0L — 8,0000000
XL = T 3A3000.
Stepl 5 Calcvlatien of Eps ohder 2 alteynativel
| | (F
PagTicu a2t option—1  opfon—R  ophion-3
TYpe of plan only debt  only pret  Only Bg;.
EgIlT IS,OO/OOO \S/OO/ o000 \S}OO/ 000

&) anterelkt
opt — 1

£xisﬁr)8 2 3,60000
2 oo (& 4O,000)

New
EeT
GO TOALD® (L0
ERT
) Pret- Aiv:
EAESH
Nog
EpS

C2,60,000) C3,60,000)

&, 60000 140,000 140,000
C&/BCHOOO) CYy str000) (4,856,000
3,16,000  6,24,000 684,000
- (4, 40,000) -

3/ Qb,DOO Q/‘ L[sz/OOO 6/8({/ OO0
8/ 00,000 8 00,000 @O,So/ooo
©- 498 ©-30C 06X |
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® Total no- of - <haweg

Exisﬁng ghaovset

= 800,000
New Sue = 2,000
2T Lo, 00,000
Tlb
TOotal = | D,.SD/OOD

Step s Tndifterence point i
out of 3 optiong, ISt bt K all eqyW

being opfion 3 and next beet & all deb
being ophonl. Hence

we  wtll calculate €BIT
at "2DP and talke a decison acwxdinglg-
PogTiculat option | (D option 3
e T CA KOUSHIK MUXHESH X
D onteyest (840,000 C2,66,0008)
ERT L — 240,000 Ad—3,60,000
= ToOL(@ 4o% Co@ox~-3,36,000) CO~¢ox. —1;4,000)
EAT O© 60U~ S,04,000 O©EOYL— R/ 16,000
N ©og £ 00,000 10) L0600
lDP:
O EOX —~ £,04,000 . 960U — /16,000
2,000,000 |0, £0,000
\/
0600 — SOy . ©-eor— b (T 0oo's)
200 logo

= o= 3,856,400
= A = 3T
J

=y 620~ C245 oo =

ERBIT=3237F6000:
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(PP&)
pg NoO
£-Sy

()
Pg-<-SY

epld Calculation of Epse ERIT

Pagticulank OptioN | option g
ERIT 2L 7.8
D ontreyest (Ryo,000) (4, %0,000)

CQD/ DO/‘OOD X lgpfo)
qu,oo/ooox |&%)

ERT - 20,000 AL~ 4; %0000

& Tar @ 36% (0-30x— #8,000) Co-30x —1; 4,000
EAT O - Fox "‘|/68[OOO O*Fo — 3,3 5,000
NoS 60,000 o000

oP: C2 in 0o0l)

O For.— |68 _ O-Fox — 335

@R KQUSHIK MY&HESH

= 28L — 6F2D0 = (2A~20,1b0D

= (4x =gI3,440
= L =3960,000

The beat aAlternative could be +that alterna
—tive which glvee €T >2Z 960,000

Ae pe¥  mm model, companiex which are
{dentical In all akpectk except or Theiy
Capital Shucturer, Should have same
value of Co. 1o have same Value Hor beth
the cco<, Ko Should be <came. This can be
prezented a%  undey

Sanghman( Samsud -
TYpe pebt + eay &aqy -
Ka |O% —
ke ? | 6%
l<o \ bofo f 69/0




Ko

—~—

= Wg kd + We Ke.
16 = CY3%x10) + (23 x Ke)
lb = 3323 + 0.6bF ke
lQb:f-: O bb¥ ke
ke = |19%:-
(PP Given indorvmahon
P3: No Pash culazs A Lt B bd
c-X5y EBIT F18,00000 T 1%00,000
Debt T S4,00,000
&) Ke — | & %
ithout A2 per  mm model,
Tarel.

companied  havin
2ame EBIT <2hould have came ualue-

g
¥ Thevefote, value of Ald and BUd s game.
* Since, BUd g hav'mg on]

y cautty
be +the ko and hence vLalue

ke colll
i< talcUlared
which_ Aintusn: -applied Kalgo 4o A td.
Qep | Cglcvlahovy of Vvalue of p Hd
V= EBIT
Ko
Ve T18,00000 (" ke =Ko)
1 87.
V= 2 1,00,00,000
CCame 1S the Lalue of Aud)
Siepaz Calculation Of miging Informanon
Pas i culont Algd (2D pUHd-
EBIT 18,000,000 | 00,000
Ko 127, | &7,
vV l,00,066000  [,00,00,000
B £l OO000 -
2 (V-p) 600000 100,060,000
ka Cgqiven) | Q%o —
ke ® 047,

te 7,

45



& ko = KWy Kd T+ Weke
1% = (osyrl2) + (0 ykXle)
(8= b-4U& + 0 Ybke
O 4bke = 11'K2

Ke= 35-by7.

B) with  Step1m caolculation of ld (Polt+=)
Tontes:

td (pre-tza) = 12y
=) Tor @ Yo7 = (4 g27.)
ld Cpast—t=m) =  HF.Q%

Stepr:. Calculation ot Value of Buid
Pogticulax (unlevered) pPmMt(CT)
EBIT

18,00/000

> Inteyekt -
EBT [ ML RS 18,000,000
= Tar@ 4oy, CH; &.0,000)
eAT/ EALZCH 10y §o,000

value ot Blid |0y %o, 600
(: Egrrm—e)] 1&7, CKe= ko)

ko = 3T 60,00,000-

I

Step38 CalculgrHon ot value of A

VA

mon

Ve, + CBXE)
60,00, 000 + (F S£Y,00,000X 40O7.)
60,00,000 + X 2,660,000
?8],60/000,

Iy 0

Stepys Calculation of Ko
Va= EITCL-E)
ko
T2 60,000= TF1800,000K 06D
o
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T €1,60,000 = Z|0, &0, 000
ko
ko = lg'ozl{ﬁ/o.

Step &£: Calculahon of ke CA L)

Ke= EPREeESH

S
o Posticulaxs PN t(CR)
EeIT |&,00,000
(= Tntevest (6¢4 & 000)
ERT 11, £2,000
TaL @ 4o% C4, 60, %00)
BEAT/EAESH b)q1)2-00

b Vawuwe ot Eovuity ()
VA =l Nt Ve L S
2 21,b0,000 = T 54,00,000+ V¢
Ng = 22F,60,000.

¢ calc of ke
Ke':- 56,‘%';2/00
227 60,000
ke= 2C-04y~.

(PPCIQ M per mm model, companiet belonging
PZNO do Came MoK clag& with Came E 1T chal)
€-LY have gcame value and hence ko 1£ Lame-

gieplt Calculaton o6f Ko

V = EBIT ; Ko= EBIT
Ko %
= Ko= Z2|'boL
2120 L

)
ko = &%/

|/

47



cCase

Stepas Calculation of Ke

i 2 in Wl

Pebt EawWlty K4 We Ko KA Ke

— (2O — | 1&g — F:VA

Ci1g7 —(ox—)]

| O llO ©-0&> 0:9ql6b 1& +HF 19% .
> 0 loo  O-]b¥ ©-833 18 ¥ 20207
30 do 02 ©O'fLfo g F-S0 Q) s0o7
4o %o ®:23% O-b%Fo 1§ F-X0 R3S,
S0 Fo  0ulb 0-584y 1E 200 QAN -147.
60 C b0 0SOll O~S00- HY. - &SD 2 -S07.
fo SO o558 oyl 1% 9400 30607,
%o Lo 066  ©-B’3 | (oD 34 00%
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EeiT-Eps ANALYSIS

% A company hat To make & tmportant decigions
Wt wealth maximigation, they are
* Financing deci ©on € Equity | bebt | combinarhion)
« Tnvestment decigion (ASSede — genevating ¢ F)
% Cathftowl generated can be of Varour TYped

namely
Vv

J J J J J
% N

opesating  Dishn butable Earningg

proft proftt befoie available
to ESH.
Fin Ble B
ey
Pr4 E®T
Dt
% The EBIT genetated will belomg +o 4§ peviong
namely
J
J J J J
N N J \
Toor R e o

¥ company's can %vaige Hundt drom ony Source but
bugkinese Wl be deme For the Havour ot E<H.

¥ But, ophmum capital hucture witll be 2uch a
capital Shucture which giver higher EPL for g
qiven level of €B1T:

+ Ty BEBIT of a project ig Very high, it i¢ bettey
to  pinawce MMe pypject by debt becaure <ame
intevegett <ghall be paid Hor intreored EBIT

* on the otner hand, it EBIT (¢ vewy low, it i1¢ beat



t2 have an all- equity finoancing becawte, interest

cott may lead 4o (0

K.

Steplz vndesstanding the cituaton.

\/ : V)
Prerent New pyoject
1,060,000 ¥ @ T loecach T Q; £0, 000
= ¥ 10,00,000

Jopt —| Jopt-2 opt-3
Eauldty Debt@27 Pret@ Q7.
Stepsc calcvlahon of EPS.
Amovnik (T
EBLT 3, 1, X¥00 312, 00 3) \2 £00
&) Intevest - (20,000) —
ERT 3; 11,500 1,42 Xo0 311, Y00
D Tar@ 0% (1,56, £0) (1) 4o, LXD) C1,<h,1-x0)
EAT || €6,280 [y by 250 )| $hb; 2.X0
) Pyxef-diV. — — (20;000)
EAELH [ Sh, 2L XD I 4 by 20 126,250
= N o< 1y2X,000 \,00,000 00,000
EpS ' X< [y b 1-3b

S¥ep3t calcvlahom of

EPC it EBIT (& T HL000.

ET ¥5,000
) Intevest -
EpT 45,000
) Tar@ 0% (27, 500)
EAT 35,00
) Pyef AtV —
EAELH 24, £00
- NoOS | RS 600
EpS 0'30

Amovnie (F)

5,000 F£,000
(20, 000) —
£<,000 9<,000
(Q#£o0) (27 3°08)
QT ;00 27, 00
~— (20;000)
Q™) SO0 =¥, $00
|,00,0DO IIOO[OOO
O Q98 WA AN



concept OF Tndittevence point
whexe Eps vunder

¥ Tndiftexence point 1& a €T

any 4o plane  will be <ame.
% At *he (DP, whethex 1t 12 all equxty &nanced/ debt

fnanced Cor) any combination, EPS wlill be came.

Note: <Studente <hotld note that, i a @wuektion 1€ given
on  financing a pwject with varowr Pplawe and
in  which EBR\T i not given, & 1L a auestion on

ERIT— P Indityerence Comcept-

concePt oF Fnancial break—even point
Financial byeakeyen i€ a <gttuation wWheve the EPS
i¢ exactly ¢30’ at a certain level oy EBR!I!T This
changet dsom one Plan to another: Tt ¢ vepreenied

by Aollowing foymula
TIntexest N Fierme

Feeb T =
P T
T 1—?1-_ PD = Pretevence dividend

N T te¥mA
t = tadt vatz .
Of No-oF new chasa 1o be 1Kued

ep . Calcvlation
ophon | Ame(2) ophon3

Pasthiculan

Aount +to be tgised X £0,00,000 T 25,00,000

T &Kue pne Z Q< > SO
RXOO,00D- £0,000.

No- of. Shawser
Step. Calcvlation o4 +otal no-of. Ihawser

ophon | pme(CE)  ophion 3

Payticulan
Existing shawed (0,000,000 {©;00;000
) New 1<<ue Q00,000 0,000
Revised Shaxer |Q;060,000 10,£0,000
2+tep3: Calcvlahon 6f intevext oM delbenturer
Pasticulan ophona Ant () ophom 3
Princi pal £0,00,000 Q5,00,000
400,000

ontevedt @ 16% 2,006,000



Step y: Calcvlation OF €p< OUndexr all 3 optiom

mounig (T)

. t1om — | oM — ophon—23
Pas i culars P : opTiom & -
100% e ayuity 1009 Delt L0 Lo

Exigsthing (T 60,000,000 60,00,000 60,00,000
) Addl ER\T 40,00/000 (t0,00,000 40,00,000
Total €8T I 00,00,000 |,00,00,000 |, 0Or 00,000
(-2 onterelt — ( £,00,000) (4, 00,000)

EBT (00, 00,000 q Q00,000 Ab, 00,000
- Tat@ <F,» ( <0,060,000) ( (4b;00,000) ( 4 & ;00,00D)
EAT £0,00, 000 4 6,00,000 (.2,00,000
N OS |1Q,00,000 | 0,006,000 (01D, 000
EpS 4 167 4 60 G-CF

Comment 2—- Opficn & & vecommended <ince it 18
giing a  higher €ps-

Step 1:— Analysng au the

2 alfeynahves ot funding
Amovnie ()

Reqyulved fund RS,00,000 Q5,00,000 RS,00,000
Debt amount Q$0, 000 lo; 00000 |< , 00,000
Eaurty amount QX SO, 00D !S,00,000 |0/ 00,000

3tepas

M PL expected and nteregt sat in 3calkex

T

De bt amount Q0,000 10 00,000 1S,00, 000
Tnteyest ¥t 0% | 0%+ &L \ 0% 1 E%4Q0%
Expe Cted MPS ZF(I$0 X0 Qs

grep 232 NO-of  2haser +o be 1%&%ued-:

Poicu

Eauwdy amt 22,0, 000 1S, 00,000 1O, 00,000
M PS | SO | SO Qs
N-ew i%ue 1 <, 000 1O OO0

gf OO0



2Pl Calecviafion of inteveft coct

AME (Z)
Delot amoovnt QOO0 l0;00,000 |£,00,000
Tntereat cost RL,000 |, 3%, SOO ,3% 00O

(& S0/000X10%) (QSD;000 XI10%) ( ySD000 X 10%)
+ (7,;SDOO0 KIST) +('HS0000 X\S%)
+ (S, 00,000 AR0°%)

Zeps2 Ccalcvlahon of EPS

ANt (F)
EB\T ;00,000 <;00/000 C,00,000
= Thieyeat ( <, 000) Cl 37 <00) (R, 3%, LOO)
EBTT Li—f"fg/OOO 3,68 ;00 Q,b&rS‘OO
(- Tal @<D% (R 3% ,<00) (1,81,Rx0) € 1121,250)
EAT )37 £OO 18 1,RX0 1131, &L0
< NOL 1S,000 {0,000 2,000
E P T 1S-833 T8 12T Z\6-40b

Plan It (¢ gecommended «ivice EPL 1< move.-



km Koushik’s
—_—
CA KOUSHIK MUKESH paathaghalaw

JEQrNings.per. SNAPE..(EPS)........ ittt Lo T
B e T A = ST (e = T2 T o T Y 100
..The company has reserves and surplus of X 7,50,000 and required £5,00,000 . . . . . .

..down_to. 8. _and increase. the interest. rate. on_additional debts t0.12%. You ...

.are.required.to. ASCERTAIN. the. probable. price.of .the.share........eeeeee

(ii).If .the_amount is.raised.by.issuing.equity.shares.at. ruling. market. price
Answer:

Plan - I Plan - II
""" . If ¥ 5,00,000| If ¥ 5,00,000 is| "
Particulars . . . .
...... is raised as| raised by issuing|......
debt (X) equity shares (X)
""" Earnings Before Interest and Tax (EBLT)
------ {20% of new capital i.e., 20% of (X15,00,000 | 4,00,000 4,00,000
...... + %X 5,00,000)} (Refer working notel)

Capital Structure

www.paathashalaw.com 1



\q—a.& Koushik’s
—_—
CA KOUSHIK MUKESH paathashalaw

...................................... Less: Inferest on old debentures (10% of | (50,000) (50,000)
25,00,000)

.................................... Less: In.‘_er‘es.‘_ On new deb.l_ (120/0 of 2[90[000 3[50,000
................................... 35,00,000) Earnings Before Tax (EBT)
Less: Tax @ 50% (1,45,000) (1,75,000)

..................................... Earnings for equity shareholders (EAT) 1,45,000 1,75.000
..................................... No. of Equity Shares (refer working note 2) | 25,000 35,000

Earnings per Share (EPS) X 5.80 ¥ 5.00
..................................... Price/ Earnings (P/E) Ratio (refer working | 8 n
...................................... nOTe 3)
..................................... Probable Price Per Share (PE Ratio x EPS) | X 46.40 350

(X)

................................ ity Share copval (25,000 shares = <10} > 50000
................................... (50’ OOOxQJ 500,000
.................................. 10% Debentures 10

Reserves and Surplus 7.,50,000
................................... Total Capital Employed 15.00.000
............................... -1 Earnings before interest and tax (EBIT) (given) 3,00,000
.................................. 3,00,000 20%

ROCE = 15,00,000 100

................................ ..2..Number.of. Equity.Shares.to.be. issued.in.Plan=I:............ s

............................................... D00 010100 ettt
= 50  =10,000 Shares

O il e SR

Capital Structure
www.paathashalaw.com 2




km Koushik’s
—_—
CA KOUSHIK MUKESH paathaghalaw

.................................... Equity Share Capital of 7 lakh shares of face value =~~~ X20each .~~~
b ReseIVeS Of e 1000000
9% bonds of X 3,00,00,000

.................................... Additional Funds required for XYZ Ltd.are..............%.5.00,00.000. ...
............................... .XYZ.Ltd.is.evaluating.the. following. alterNAtiVes:. ...t
............................... T........Propased.alternative.T: Raise.the.funds.via.25%.equity.capital.and. 75%.......
.................................................... debt.at.10%..PE. ratio.in.such.scenario. would be. 12
............................... IL....Proposed. alternative II:. Raise. the. funds.via.50%. equity.capital.and..........

rest from 12% Preference capital .PE ratio in such scenario would be

Answer:
e
............................... Equ”.y Shar.e Cap|.|.0| 20 x 7 Lakhs 1[40[00[000
.................................. Reserves 10,00,000

9% Bonds 3,00,00,000
................................... 1% Preference Share Capital 503 Larne 118000000 ]
.................................. Total Capital Employed 6.00,00,000 |

Capital Structure
www.paathashalaw.com 3




m Koushik’s

CA KOUSHIK MUKESH ly —
Capital to be raised £5,00,00,000 | 250000000
Equity 5,00,00,000 %1,25,00,000 | -

25% e
5,00,00,000 2,5000000(
50%
| Debt @ 10% 5,00,00,000 ¥3,7500000)| --- [
7%% 1
Preference Shares @ | 5,00,00,000 ¥ 2,50,00,000
12% 50% 1 1
Combined Capital Amount Amount
Proposal T Proposal II |
Equity 2,65,00,000 3,90,00,000 [
Reserves 10,00,000 10,00,000 |
9% Bond 3,00,00,000 3,00,00,000
10% Debt 3,75,00,000 —
11% Preference Shares 1,50,00,000 1,50,00,000 [
12% Preference Shares 25000000 |
11,00,00,000 11,00,00,000

=X 64,50,000

..... =.X.27.00,000.% X 37,090,000t

Capital Structure
www.paathashalaw.com



km Koushik’s
—_—
CA KOUSHIK MUKESH paathaghalaw

(X —-64,50, OOO)x 0.66—16,50,000 (X—-27,00,000)x0.66—46,50,000

EPS ) 13,25,000 N 13,25,000
0.66X —59,07,000 0.66X —64,32,000
----------------------------------------------------------- 53-------------------------------------------------------------:-------------------------78.-------------------------------------------------------------------------------------------------------------------------------------

s ORUBSTIONL B (RTP.Nov 22)
ABC Limited provides you the following information:

................................... ®

............................... .| Profit (EBIT) 2,80,000
Less: Interest on Debt @10% 40,000

............................... =BT 240,000

............................... Less: Income Tax @ 50% 1,20,000

1,20,000

.................................. No. of Equity Shares (X 10 each) 30,000

............................... Eqrnings per share (EPS) 4

................................ Price / EPS (P/E) Ratio 10
Ruling Market price per share 40

Capital Structure
www.paathashalaw.com 5




\Q—AEKoushik’s ]
e
CA KOUSHIK MUKESH paathashalaw
____________________________________ o K
__________________________________ Particulars Plan - I Plan - II
If X 4,00,000 | If X 4,00,000 is
----------------------------------- is raised as| raised by issuing [~
_______________________________ debt (%) equity shares (X) |
Earnings Before Interest and Tax (EBIT) 3,60,000 3,60,000
""""""""""""""""" 1 {20% on (X14,00,000 + X 4,00,000)}
............................... Less: Interest on old debentures (10% of | 40,000 40,000
%4,00,000)
................................... 3.20 000 3.20.000
................................... Less: Interest on New Debt 12% on| 48,000 e
%4,00,000
""""""""""""""""""" Earnings Before Tax (after Interest) 2,72,000 3,20,000
----------------------------------- Less: Tax @ 50% 1,36,000 1,60,000
___________________________________ Earnings for equity shareholders (EAIT) 1,36,000 1,60,000
No. of Equity Shares (in numbers) 30,000 40,000
""""""""""""""""" | Earnings per Share (EPS) 453 400
............................... | Price / Earnings Ratio 8 10
Probable Price Per Share X 36.24 T 40
................................... (8 453) 104
___________________________________ WOPKING NOY@S: oo
............................... (i) [R—
1. | Calculation of Present Rate of Earnings
Equity Share capital (30,000 x X 10) 3,00,000
(40,000x@j 4,00,000
.................................. 10% Debentures 10
----------------------------------- Reserves (given) 7.,00,000 }-eveen
................................... 14,00,000 |-
................................... Earnings before interest and tax (EBIT) given 2,80,000 ...
................................ ( 2,80,000 ><100j 20% | ...
_______________________________ Rate of Present Earnings = 14,00,000
2. | Number of Equity Shares to be issued in Plan 10,000
................................... (4’00’000J
............................... 40
Capital Structure
www.paathashalaw.com 6



m Koushik’s
—_—
CA KOUSHIK MUKESH paathashalaw

___________________________________ Thus, after the issue total number of shares 30,000 + 10,000 =
40,000
3. | Debt/Equity Ratio if X 4,00,000 is raised as debft: 8,00,000 <100
................................... —18,00,000

As the debt equity ratio is more than 32% the P/E ratio shall be 8 in plan (i) =

44.44%
Question 4 (RTP Nov 20)
Xylo Ltd. is considering two alternative financing plans as follows:
................................... Particulars Plan-AQ®) ([Plan-BQR®) | ...
Equity shares of X 10 each 8,00,000 8,00,000
................................... Proference Shares of % 100 oach — 2.00.000
............................... .| 12% Debentures 4,00,000 e
............................... 12,00,000 12,00,000 P LT P T PP R PP PP PP

(EBIT —Interest) (1 — t)
No. of Equity Shares(N1)

(4, 80,000-48, 000) X (1 - 0.30) 4,80, 000(1 - 0.30) — Preference Dividend
.......................................... oG 56 S : 565655 S
X 3,02, 400 = 3,36, 000 — Preference Dividend

Capital Structure
www.paathashalaw.com 7




km Koushik’s
—_—
CA KOUSHIK MUKESH paathaghalaw

.............................................................................................. (EBIT = Interest) (1o TaXRAME).......o.o
EPS Alternative (i)= No. of Equity Shares

(EBIT-0.12x40,00,000)(1-0.35)  (EBIT-0.12x40,00,000)(1-0.35)—(0.14x20,00,000)

............................................................ 6 ﬂ,0003h3m5:40,0003har'65
................................................ 0765 EBIT 23 T2 000 UG5 BRI GG (s
................................ 0 T =S S
................................... Or.13OEBIT_¥6/24!OOO:195EBIT_¥17/761000
Or (1.95 - 1.30) EBIT = X17,76,000 - %6,24,000 = X11,52,000
11,522,000
Or EBIT - 065

Capital Structure
www.paathashalaw.com




CA KOUSHIK MUKESH

km Koushik’s

Proposal Equity shares (%) | Debts (%) | Preference Shares (%)
P 100 --- ---

Q 50 50 ---

R 20 --- 50

Cost of debt and preference shares is 12% each.

www.paathashalaw.com

Plans P R) QR®) R (%)

Earnings before interest & tax 3,60,00,000 3,60,00,000 3,6000000

(eermy L

Less: Interest charges ---| (48,00,000) O
Capital Structure 9



\m Koushik’s

—_—
CA KOUSHIK MUKESH taw
Earnings before tax (EBT) 3,60,00,000 3,12,00,000 3,60,00,000
Less: Tax @ 40% (1,44,00,000)| (1,24,80,000)( (1,44,00,000)
Earnings after tax (EAT) 2,16,00,000 1,87,20,000 2,16,00,000
Less: Preference share dividend -—- -—- (48,00,000)
Earnings available for equity 2,16,00,000 1,87,20,000 1,68,00,000
shareholders
No. of equity shares 40,00,000 20,00,000 20,00,000
EP.S 5.40 9.36 8.40

48,00,000

EBIT(1-0.4)

40,00,000 Shares  _

Proposal 'R’ = Earnings.required for payment of preference share dividend.i.e.............

(EBIT -48,00,000)(1-0.4)
20,00,000 Shares

Capital Structure
www.paathashalaw.com



km Koushik’s
—_—
CA KOUSHIK MUKESH paathaghalaw

40,00,000 Shares _  20,00,000 Shares

0.30 EBIT =0.6 EBIT-348,00,000

........................................................... A81.00000001 e

EBIT= 030 =160,00000

RS O 7 (RTP May 19)
Akash Limited provides you the following information:
[
Profit (EBIT ) 2 80,000 [
Less: Interest on Debenture @ 10% (40,000) |
EBT 2,40,000
Less: Income Tax © 50% (1.20000) |7
1,20,000 |
No. of Equity Shares (X 10 each) 30,000 |
Earnings per share (EPS) 4
Price /EPS (PE) Ratio T

Capital Structure
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Particulars Plan - T Plan-IT |
If ¥ 4,00,000 | If X 4,00,000 is
is raised as| raised by issuing [
debt (%) equity shares (X) |
Earnings Before Interest and Tax (EBIT) 3,60,000 3,60,000
1{20% of new capital i.e. 20%0f | (e
(X14,00,000 + %4,00,000)} (Refer working| | |
notel)
Less: Interest on old debentures (10% of | (40,000) (400000 [
400000 |
Less: Interest on new debt (12% of | (48,000) -—-
%4,000000 0 '
Earnings Before Tax (EBT) 2,72,000 3,20000 |
Less: Tax @ 50% (1,36,000) (1,60,000)
Earnings for equity shareholders (EAT ) 1,36,000 160000 |
No. of Equity Shares (refer working note 2) | 30,000 40000 |
Earnings per Share (EPS) 4.53 400 [
Price/ Earnings (P/E) Ratio (refer working | X 8 10
note3)
Probable Price Per Share (PE Ratio x EPS) X 36.24 40 |
L WOPKING INOTS: ..ottt
1) Calculation of existing Return of Capital Employed ROCE): =~ e
()
Equity Share capital (30,000 shares x Z10) 300000 |
(10’00())(@) 4'00'000 -----------------------------------
10% Debentures ), L
Reserves and Surplus 700000 |
Total Capital Employed 14,00,000
Earnings before interest and tax (EBIT) (given) 280000 |
2,80,000 20% [
| ROCE = 14,00,000 , 100 |
..2) Number of Equity Shares to be issued in Plan-TL:
Capital Structure
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..... Debentures {(X1,00,000/10)x100¢ ~~ ~~ ....1000000
LRetained earnings e 2000000
..... Total capital employed .. 4000000
..2)_Earnings_before the payment of interest and tax (EBIT): .. ... . . . . G
e (= 700,000
Vo o B I =T o 1,00,000....e.
12X o 8.00.000....o.

EBIT

.Desired EBIT =20 70.%.350,00,000.2.210,00,000. oo
L TS T (T (MTP.Nav.23)...
..... Computation of Earnings Per Share (EPS) under the following options:
Present Expansion Scheme  Additional|
Situation Funds

Deb.r Equi.‘.y .......................
€9) X)) |

Earnings  before 8,00,000 10,00,000 10,00,000
Interest and| | | e
Tax (GBIT) |
Less: Interest - Old capital | 1,00,000 1,00,000 100000 |
- New capital --- 1,00,000 N —
(10,00000x10%) ( |

Capital Structure
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................................... Earnings before Tax (EBT) | 7,00,000 8,00,000 9,00,000

................................. Less: Tax (40% of EBT) 2.80,000 3,20,000 3,60,000

................................ PAT 4IZOIOOO 4I8OIOOO 5I4OIOOO ssssssssssnsnsnsnnnnnar
No. of shares outstanding 1,00,000 1,00,000 2,00,000

................................... Ear'nings per Share (EPS) 4.20 480 2.70

............................... 4,20,000 4,80,000 5,40,000

1,00,000 1,00,000 2,00,000
..................................... 1...Advise. to. the. Company: When.  the.  expansion.scheme. . is. financed by......

www.paathashalaw.com

Pan A |Plan B|Plan C|Plan D
() () () ()
Equity share capital 8,00,000 | 6,00,000 | 5,00,000 | 6,00,000
8% Pref. Share capital - - - 2,00,000
Borrowing @ 10% --- 2,00,000 | 3,00,000 | ---
Capital Structure
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8'00'000 8'00’000 8'00’000 8'00'000 ........................

EBIT 1,50,000 | 1,50,000 | 1,50,000 | 150,000

Less: Interest @ 10% 20,000 30000 | [T

EB.T 1,50,000 | 1,30,000 | 1,20,000 | 1,50,000 |.....ooou..

Less: Tax 75,000 |65,000 |60,000 |[75,000

Loss. Pref Divided 16,000 |7

Earnings available to equity | 75,000 65,000 | 60,000 59,000 [

SharehOIder‘s ........................

No. of equity shares (X100) 8,000 6,000 5,000 6,000

Earnings per share 938 10.83 12.00 983 |

Particulars Plan A (X) Plan B (X)
{ Equity shares of X 100 each 90,00,000 90,00,000
Preference Shares of X 100 each | --- 20,00,000

9% Debentures 20,00,000

1,10,00,000

1,10,00,000

(7,60,000-1,80,000)x(1-0.25)

7,60,000—(1-0.25)Preference Dividend

Capital Structure
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%435000 = X570000-Preference Dividend
Preference Dividend = %5.70,000 - % 4.35 000 = % 1,35,000

B T T T T T P T T T T T T T T T T T T T T T T T T P T P P PP P P PP P PP TP PP P PP PTPPPIP PN

0] If the Company's earnings before interest and taxes are X15,62,500,
¥2250000¥6250000¥93750000nd¥15625000CALCULATE ...............................
...................... fheearmngspershapeundereachoffhr-eeflnanc|a|p|ans‘)Assumea
...................... CorporqteIncomequrqfeof25%
(") ........... W HICHaHemahvewomdyourecommendandwhya ........................................................................................

Answer:

Plan I: Equity Financing

(9] X) (&) ) )
EBIT 15,62,500 | 22,50,000 | 62,50,000 | 93,76,000 | 1,56,25,000 [mwmmmmessseeesses
Interest 0 0 0 0 O
EBT 15,62,500 | 22,50,000 | 62,50,000 | 93,76,000 | 1,56,25,000

Capital Structure
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___________________________________ Less Tax @] 3,90625 |5,62500 |1562500 |23,43,750(39,06250 |
25%

------------------------------ | PAT 11,71,875 | 16,87,500 | 46,87,500 | 70,31,250 | 1,17,18,750 |

___________________________________ No. of equity | 6,560,000 | 650,000 | 650000 |650000 |650000 |

_______________________________ shares

_______________________________ EPS 1.80 2.60 7.21 10.82 18.03

.................................. o [T W0 0T o5, N = TT 1 VA L

---------------------------------- ) ) ) ) )
EBIT 15,62,500 | 22,50,000 | 62,50,000 | 93,76,000 | 1,56,25,000

"""""""""""""""""" Less: 22,50,000 | 22,560,000 | 22,50,000 | 22,50,000 | 22,50,000 |

----------------------------------- Interest

_________________________________ EBT (6,87,500) [ O 40,00,000 | 7125000 | 1,33,75000|
Less Tax @] 1,71875* |0 10,00,000 | 17,81,250 | 33,43,750

------------------------------- 25%

_______________________________ PAT (5,15,625) | O 30,00,000| 53,43,750|1,00,31250 (
No. of equity | 4,00,000 | 4,00,000 |[4,00,000 | 4,00,000 | 4,00,000

"""""""""""""""""" shares

___________________________________ EPS () (1.29) 0 7.50 13.36 25.08

m Koushik’s

Plan IITI: Preference Shares - Equity Mix

"""""""""""""""" (X) X) (X) (X) ()
__________________________________ EBIT 15,62,500 | 22,50,000 | 62,50,000 | 93,75,000 | 156,25,000 |
Less: Interest 0 0 0 0 0
"""""""""""""""""" EBT 15,62,500 | 22,50,000 | 62,50,000 | 93,75,000 | 1,56,25,000 [~
................................... Less Tax @ 25% | 3,90,625 |5,62,500 | 15,62,500 | 23,43,750 | 39,06,250 |
"""""""""""""""""" PAT 11,71,875 | 16,87,500 | 46,87,500 | 70,31,250 | 1,17,18,750 |~
................................ | Less: Pref. | 22,50,000 | 22,50,000 | 22,50,000 | 22,50,000 | 22,50,000 |-

Dividend*
"""""""""""""""" PAT after €pref. | (10,78,125) | (5,62,500) | 24,37,500 | 47,81,250 | 94,68,750 |
----------------------------------- dividend

Capital Structure
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................................... No. of equity | 4,00,000 4,00,000 |[4,00000 |400000 |400000 |
shares

................................. EPS (%) (2.70) (1.41) 6.09 11.95 23.67 [

km Koushik’s

................................... Original | Calculation of [Now at| .. ..
X) Interest at BEP | Present
................................... (backward Level (F) [
.................................. calculation) (%)
Sales 68,00,000 | 51,00,000 68,00,000
................................... T oes Variable Coot 2080000 | 30 60 000 20.80.000 """
.................................. Contribution 27.20,000 | 20,40,000 27.,20,000 |-
Less: Fixed Cost 16,32,000 | 16,32,000 16,32,000
................................... o 1085.000 1 2 08 000 088000
................................... Less: Interest (EBIT-PBT) > 3.93.714 3.93,714 |-
Capital Structure
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.................................. PBT ? 14.286(10,000/70%) | 694286 |
Less: Tax @ 30%(or PBT-PAT) | ? 4286 2,08,286
................................. PAT > 10,000(Nil + 10,000 | 4,86,000 |
................................... Less: Preference Dividend 10,000 10,000 10000 |
Earnings for Equity share|? Nil (at BEP) 4,76,000
................................... holder‘s e ssre e ra e
.................................. Number of Equity Shares 1,50,000 | 1,50,000 150000 ..o
EPS ? -—- 3.1733
So, Interest=%3,93,714, EPS=%3.1733,

Sources Levered Company (X) | Unlevered Company (X)
{ Debt (@ 10%) | 2,00,000 Nil
Equity 2,00,000 4,00,000

Valuation of firms

risk: Capital employed = ¥ 4,00,000, EBIT = X 60,000 and K. = 12.5%

Particulars Levered Unlevered Firm
Firm (%) €9)

EBIT 60,000 60,000

Less: Interest on debt (10% x X 2,00,000) (20,000) Nil

Earnings available to Equity shareholders 40,000 60,000

Ke 12.5% 12.5%

Value of Equity (S) 3,20,000 4,80,000

(Earnings available o Equity

shareholders/Ke)

Debt (D) 2,00,000 Nil

Value of Firm (V) =S+ D 5,20,000 4,80,000

Capital Structure
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Value of Levered company is more than that of unlevered company. Therefore,

investor will sell his shares in levered company and buy shares in unlevered

company. To maintain the level of risk he will borrow proportionate amount and

invest that amount also in shares of unlevered company.

Investment & Borrowings X)
Sell shares in Levered company (X 3,20,000 x 15%) 48,000
Borrow money (X 2,00,000 x 15%) 30,000
Buy shares in Unlevered company 78,000

Change..in.Return )
Income from shares in Unlevered company 9.750
(%.78,000.x.12 5%)

Less:.Interest.on.loan.(%.30,000.x.10%) 3,000
Net Income from unlevered firm 6,750

Less: Income from Levered firm (X 48,000 x 12.5%) 6,000

Incremental Income.due.to.arbitrage 750

Question 14 (MTP2 May 22)

................................ ..a...The..Modern..Chemicals..L1d...requires.X.25,00,000. for..a..new..plant...This

................................ ........n,00,000..While.deciding .about. the. financial plan,. the. company. considers.
the objective of maximising earnings per share. It has three alternatives

to finance the project- by raising debt of X 2,50,000 or X 10,00,000 or

X 15,00,000 and the balance, in each case, by issuing equity shares. The

company's share is currently selling at X 150, but is expected to decline
to X 125 in case the funds are borrowed in excess of X 10,00,000. The

funds can be borrowed at the rate of 10% up to X 2,50,000, at 15% over
Capital Structure
www.paathashalaw.com
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project
................................... Particulars Alternatives
................................... I II III
To raise debt of | To raise debt | To raise debt of X
................................... 22.50,000 and | of % | 15,00,000 and equity [
equity of | 10,00,000 and | of X 10,00,000 ()
.................................. %22.50,000 (3) equity of %
............................... 15,00,000 (%)
Earnings before interest [ 5,00,000 5,00,000 5,00,000
................................... and tax
.................................. Less: In‘rer‘es.r on debT GT 25'000 1'37'500 2'37’500
the rate of (10% on X2,50,000) | (10% on X | (10% on X2,50,000)
................................... 2,50,000) (15% on %7,50,000)
(15% on X | (20% on ¥5,00,000)
................................... 7 50,000)
.................................. Earnings before tax 4,75,000 3,62,500 2,62,500
Less: Tax (@ 50%) 2,37,500 1,81,250 1,31,250
................................... Earnings after Tax () >37 500 181250 131250
.................................. Number of shares :(B) 15 000 10,000 8,000
(Refer to working note)
................................... Earnings _per  share: | 15,833 18125 16 406
................................... (A)/(B)

So, the earning per share (EPS) is higher in alternative II i.e. if the company

Capital Structure
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.................................. I II III sessssssssssssssnnsnnnnnnnnnnnnns
Equity financing 1 (A) X 22,50,000 | £15,00,000 | 10,00,000

................................. Market price per share - (B) 150 z 150 125

............................... .| Number of equity share : (A)/(B)| 15,000 10,000 8,000

Capital Structure
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....................................................................................................................................................... 2

.................................................. e

.................................... BB D 3EBITTB20.000

................................... 2R BB Fm320L000 ettt

............................................................................. 32140000,
EBIT = 2 EBIT =%16,20,000

Plans | Equity | Debt | Preference Shares
............................... A 100% | — | —
............................... | B 50% | 50% | ---

Capital Structure
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.................................. C) Cost of debt i 0 e
.................................... Cost of preference shares 100 e
(d) Tax rate 30%

............................... B O = U 1T e ol (Ve Lo (= ) T
............................... ..2..The.financial.break=even. PoiNt....... i —————

............................... Plant A B C [ ——
Earnings before 10,00,000 10,00,000 10,00,000
............................... inTeresT and Tax
................................ (EBIT)
Less: Interest --- (20,000) ---
............................... Chal"ges (10‘1’/° x i 2 Lakhs)
................................... Earnings before 10,00,000 9,80,000 10,00,000 |......
tax (EBT)
............................... 1 Less: Tax (@ 30%) (3,00,000) (2.94,000) (3,00,000) |
Earnings after tax 7,00,000 6,86,000 7,00,000
............................... . (EAT) [
.................................. Less:  Preference (20,000 {........
Dividend (10% x X 2 Lakhs)
................................ “[Earnings _available 700,000 6 86000 6 80,000 |-
............................... .| for Equity
shareholders (A)
............................... “No. of Equity 20,000 10,000 10,000 |
............................... .| shares (B) (X4 Lakhs + £20) | (X 2 Lakhs + £ 20) | (X 2 Lakhs + X 20) [

Capital Structure
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............................... ..Plan._A:.Under. this,.plan.there. is.no.interest.or. preference. dividend. payment.............
..................................... Hence,.the Financial Break-.even poinf. Will.be.Zero. ...t
............................... ..Plan..B:. Under. this.plan,.there. .is..an.interest. payment. of..%.20,000..and. no..........
............................... .preference. dividend..Hence...the. Financial..Break-even.point. will.be.X.20,000. ...
.................................... (@R A=W =X el oLe Tt LX)
............................... ..Plan.C: Under. this.plan, there is.no.interest payment but.an.after tax preference..........

El = E2
.................................... Where
.................................... E BIT:Eammgsbeforemferestandmx
LM =Fixed charges (nferest or pref, dividend) under Alternativel
.................................... 12 e ixed charges (inferest or pref, dividend) under Alternative2 .
R L B
................................... Bl N9, OF £QUity shares in AErNATIVE 1 s
E2 = No. of equity shares in Alternative 2

Capital Structure
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................................. 56,000 : 10000

20,000 - 10,000

Capital Structure
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............................................................................................... EBIT — Interest(1-Tax Rate)
EPS Alternative (i) = No. of Equity Shares

(EBIT-0.14x8,00,000)(1-03)

- 1,20,000 Shares

(EBIT-0.14x8,00,000)(1-03)—0.16x 4,00,000

................................... - 50550 S

(EBIT—-0.14x8,00,000)(1-03)  (EBIT—0.14x8,00,000)(1-03)-0.16x4,00,000

- 1,20,000 Shares - 80,000 Shares

0.7EBIT-78,400 0.7 EBIT -1,42,400

.................................... T T e ——
.................................... Gr T A BT E 1L B00 L B G BT R A s g0
e B T e T
2,70,400
Or EBIT - 07

Capital Structure
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Answer:
1.
................................. T in Thousands)
................................... Debt | Preferred Common |-
.................................. Stock Stock
EBIT 1,500 | 1,500 1,500
................................... Tnterest on existing debt 360 1 360 360
.................................. Interest on new debt 480
........................ Profit before taxes 660 | 1,140 1,140
.......... s TVERRTT e
................................... Profit affer faxes 396 | 684 684
.................................. Preferred stock dividend 440
Earnings available to common | 395 | 244 684
shareholders
.................................. Number of Shar‘es 800 800 1'050
................................... Earnings per share 495 [.305 651
Capital Structure
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EBIT*-840 EBIT*-360

EBIT* (1,050) - X 840(1,050) = EBIT* (800) - X 360 (800)

................................... Total investment. to be raised X.40,00,000.........—
.................................... Expected.earnings.befare. interest.and. tax.X.18,00,000. .....——

............................... .| Proposed | Equity shares (%) | Debts (%) | Preference Shares (%) ... ..
................................... P 100 --- ---
............................... 1 Q 50 50 S
............................... - R 50 - 50
.................................... From the above proposals the management wants to take advice from you for ..

SRR SO o 4 Ve (Ted o | I T oY1 YAV A oo

................................ ..COMPUTE.the EBIT. range.among.the.plans.for.indifference..Also.indicate.if...............

Capital Structure
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.................................. Plans P R) Q () R )
Earnings before interest & tax | 18,00,000 18,00,000 18,00,000

.............................. - (EBIT)

................................... Less: Interest charges (2,00,000) | ---
Earnings before tax (EBT) 18,00,000 16,00,000 18,00,000

................................... Loss Tax @ 50% (9.00,000) (8,00,000) (9.00000) |7

............................... .| Earnings after tax (EAT) 9.00,000 8.00,000 900,000

................................... Less: Preference share dividend | --- (200,000) | ...

................................ -| Earnings available for equity | 9,00,000 8.00,000 7.00,000
shareholders

.................................. No. of equity shares 500000 100000 100000

............................... -1 EPS 45 8 7

EBIT—(1-0.5) (EBIT-2,00,000)(1-0.5)

2,00,000 Shares  _ 1,00,000 Shares
05EBIT ............................ :EBIT-izooooo ..................................................................................................................................................
EBIT =% 4,00,000

EBIT—(1-0.5) EBIT(1-0.5)-2,00,000
...................................... TO0.000 Shares T 0000 Sharas
............................................. O I O I (0 QI
............................... ..2,00,000.Shares........;. 1,00, 000 SPAMES. ...

0.25 EBIT =0.5EBIT-ZX2,00000

Capital Structure
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.............................................................................................. T T
..................................... L

(EBIT-2,00,000)(1-0.5)  EBIT(1-0.5)-2,00,000

1,00,000 Shares . 1,00,000 Shares

.................................. year‘ 1 2 3 4 5 L L T L T T T P T P P PP P PP PP
P. V. Factor @ 16% 0.862 | 0.743 | 0.641 |0.552 | 0.476

Answer:

Alternative I: Acquiring the asset by taking bank loan:
.................................. Year I 5 3 2 5
................................ G) In.‘.er.es-r 1[50[000 1[20[000 90[000 60[000 30[000
.................................. (@15%  pa. on

opening balance)
................................... Depreciation 150000 | 127500 | 108375 | 92119 78301 |
................................... (@15%WDV)
3,00,000 | 2,47,500 | 198,375 | 152,119 | 1,08,301
Capital Structure
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b) | Tax shield (@35%) | 1,05000 |86.625 |69431 |53242 [37905 |
Interest less Tax | 45,000 33,375 20,569 6,758 (7,905)
shield (a)_(b) .........
Principal Repayment | 2,00,000 | 2,00,000 | 2,00,000 | 2,00,000 | 2,00,000 |
Total cash outflow 245,000 | 2,33,375 | 2,20569 | 2,06,758 | 1,92,095 |~
Discounting Factor | 0.862 0.743 0.641 0.552 0476 |
@ 16%
Present Value 211,190 173,398 (141385 |1,14,130 |91437 |7
Total P.V of cash outflow = X7,31,540
..... Alternative IT: Acquire the asset onlease basis o —
Year Lease Tax Shield | Net Cash | Discount Present |
Rentals (X) | @ 35% Outflow Factor Value
1 3,34,000 1,16,900 2,17 100 0.862 1,87,140 [
|2 3,34,000 1,16,900 2,17,100 0.743 1,61,305 |
3 3,34,000 1,16,900 2,17,100 0.641 139161 |
4 3,34,000 1,16,900 2,17 100 0.552 1,19,839
5 3,34,000 1,16,900 2,17,100 0.476 1,03,340 [
Present value of Total Cash out flow 7,10,785 |

By making analysis of both the alternatives, it is observed that the present value

0) Total investment to be raised ¥4,00,000.
(ii) Plans of Financing Proportion
Plans Equity Debt | Preference Shares
A 100% --- ---
B 50% 50% ---

Capital Structure
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(i)  Computation of Earnings per Share (EPS) for each Plan

Particulars Plan A (%) | Plan B (X) | Plan C (X)
Earnings Before Interest Tax (EBIT) 1,60,000 | 1,60,000 |1,60,000
Less: Interest on debt at 8% --- (16,000) | ---
Earnings Before Tax 160,000 | 1,44,000 | 1,60,000
Less: Tax at 50% 80,000 72,000 80,000
Earnings After Tax 80,000 72,000 80,000
Less: Preference Dividend at 8% - - 16,000
Earnings available for equity | 80,000 72,000 64,000
shareholders

Number of Equity Shares 20,000 10,000 10,000
Earnings per share (EPs) 4.00 7.20 6.40
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(iii) Indifference point between Plan A and C

............................... (X—O)(l—OS)—O(X—O)(l—OS)—lé,OOO
20,000 - 10,000 Shares

................................. 0.5 0. 5X 06,000
0.5 X or 20,000 - 10,000 . 05X - X = 32,000 or, 0.5X = 32,000

.................................. QUESTION 22 | e ARV QY. 22)
The following data relates to two companies belonging to the same risk class:
.................................. o S Lo o e
............................... 112% Debt X 270,000 —
............................... Equﬁ-y Capi’raliza’rion Rate — 18
.................................. Expected Net Operating Income 900,000 900000

You are required to:

............................... Calculation of Value of Firms. 'Bee Ltd.' and 'Cee Lid' according. to MM
.................................... Hypothesis Market Value of 'Cee Ltd [Unlevered(U)] . . . . . e,
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Capital (WACC)

Particulars Bee Limited [~
Net Operating Income (NOI) 9,00000 = fee
Less: Interest on Debt (I) 324000 |
Earnings of Equity Shareholders (NT) 5,76,000
Overall Capitalization Rate (Ko) w8
1 Total Value of Firm (V = NOI/Ko) 50,00,000 e
Less: Market Value of Debt 27,00000 |
Market Value of Equity (S) 23,00,000
Equity Capitalization Rate [Ke = NI /S] 0.2504 [
Weighted Average Cost of Capital (Ko)* 018 e
Ko=(KexsMy+®d=DM | ...
..... *Computation 0f WACC Bee LMt . . oottt
Component of Capital Amount Weight | Cost of Capital WACC ...
Equity 23,00,000 | 046 0.2504 0.1152
Debt 2700000 | 054 o1~ Sosag 1
otal 50.00.000 018 |

*Kd = 12% (since there is no tax) WACC = 18%
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Computation.of. Equity. Capitalization. Rate. and. Weighted. Average. Cost.of ...
Capital (WACC) of Bee L¥d
Particulars Bee Limited
Net Operating Income (NOT) 900000 |-
| Less: Interest on Debt (I) 324000 |
Earnings Before Tax (EBT) 576000 [ ...
Less: Tax @ 40% 2,30,400
Earnings of Equity Shareholders (NT) 345600 ([T
Total Value of Firm (V) as calculated above 40,80,000 |
Less: Market Value of Debt 2700000 |
Market Value of Equity (S) 13,80,000
Equity Capitalization Rate [Ke = NI /S] 02504 [
Weighted Average Cost of Capital (Ko)* 13.23 e
Ko=(KexsS/V)+(KdxD/V) |

Component of Capital Amount Weight | Cost of Capital | WACC
Equity 13,80,000 | 0.338 0.2504 00846 |
Deb-f 27[00[000 0662 0072* 00477 ............................
Total 40,80,000 0.1323 | .
*Kd=12% (1- 0.4) = 12% x 0.6 = 7.2% WACC = 13.23%
Capital Structure
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............................... (1D T 0377 oTe | IOTeX- e ot 1Y ('« | S,

................................... (1), COSY OF @QUITY. ettt

B T - L1 -1 ot S

............................... WVOPKINGS: ...
Net Income (NI) for Equityholders

................................... T T
Net Income (NI) for Equityholders

% 1,750 Lakhs = 0.20

EAT 350 Lakhs

..................................... Therefore, EBIT (170 = (1703) oz500qkns
i Income Statement e
All Equity Equity & Debt
...............................  in Lakhs) | (% in Lakhs)
................................ .| EBIT (as calculated above) 500 500
.................................. InTereST on % 275 Iakhs @ 15% T 4125
EBT 458.75
................................ ey, =00 3743
............................... [ Tncome available fo equity holders 150 32112
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............................... _.Change.in.market value.of the company.z.3.1,832.5.lakhs.=.X.1,720.lakhs.......
ST N O o Yo 1O« 124 < V=3

............................... ..The.impact.is.that.the. market.value. of.the.company. has.increased.by.X.82.50.......n
lakhs due fo replacement of equity with debt

Market Value of Equity = Market value of levered firm - Equity repurchased

Cost of debt (Kd) =TI (1-1)=15(1-0.3)=10.50%

Component of Capital | Amount Cost of Capital | Weight | WACC (Ko)
............................... (% in Lakhs)
............................... .| Equity 1557.50 20.62 0.85 17.53
Debt 275.00 10.50 0.15 1.58
.................................. S 1832.50 A o1l

The impact is that the Overall Cost of Capital or Ko has fallen by 0.89% (20% -
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Keu = Cost of equity in an unlevered company
S S ZTOXRATE o eeeeeseeessssessemossssossaensssssssessssssssssssiensssomsessensson
Debt
L - 0.2 Debt + Equity 0
................................................................................................................. {1—[030x275"akh3 ﬂ
So. Ko - 020 + 1,832.5 Lakhs

Debt(1-t)
.................................... CosToquun’ry(Ke):Keu+(Keu-Kd)Equ'ty
.................................... L
Keu:cosfofequ”ymanunlevemdCompany ..........................................................................................
.................................... L
................................... L

.................................. Debt Value (%) Interest Rate (%) Equity Capitalisation Rate (%)
0 - 10.00

................................... 500000 =3 1050

............................... -110.00.000 50 11.00
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----------------------------------- 15,00,000 6.2 11.30 sssssssssssssssnsnnnnnnnn
20.00,000 70 12.40

................................. 500000 = S

................................... 30,00,000 80 16.00

Assuming no tax and that the firm always maintains books at book values,

................................... (i)......Amount of debt to be employed by firm as per traditional approach. ...
.................................... (ii)......Equity capitalization rate, if MM approach is followed. . . . . . . . . . .
................................... A ST e
................................... a)..Amount of debt to be employed by firm as per traditional approach. .. . ...
............................... _.Calculation of EQUITY., WA ANA WE.......... ettt
Total Capital | Debt wd Equity value | Wd
() (X) (X)

............................................................ (a) (b) (@)/(b) | (€) = (@) = (B) | (€)/(@) |
........................................................... 50,00,000 0 50,00,000 1.0
50,00,000 5,00,000 | 0.1 45,00,000 0.9
............................................................ 50.00,000 1000000 T02 20.00.000 g [r——
........................................................... 50,00,000 15,00,000 | 0.3 35,00,000 0.7 o
50,00,000 20,00,000 | 0.4 30,00,000 0.6
............................................................ 50.00,000 55000001 0.5 5500000 T e —
............................................................ 50,00,000 30,00,000 06 Z0,00,000 04
............................... .Statement of Weighted. Average Cost.of Capit@l (WAGCEC)......oeeeeeeeeeeeeeeee

Ke We | Kd Wd | Ke We Kd wd Ke
.................................. D Tale (@ 6-0-@ 6 -0 @ -6 6"
................................... 0100] 10 | --- - | 0.100 0.100
0.105 [ 0.9 | 0.060 | 0.1 | 0.095 0.006 0.101
................................ o Tos Tooeo oo o om e 100
.................................. 0113 107 | 0.062 1 03 | 0079 0.019 0.098
................................... 0.124 1 0.6 | 0.070[ 0.4 | 0.074 0.028 0.102
0.135| 05 | 0.075| 05 | 0.068 0.038 0.106
.................................. 0160 04 10080 106 o062 0,048 012
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Value of a firm = Ko

---------------------------------------------------------------------------- .5".’"0",0",I,"O",O",On,-----------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------------
5,00000 = Ko

................................................................................................. 30000, 0000 e
Ko _ 50,00,000 - 109,

.................................. Statement of Equity Capitalization rate (ke) under MM approach
. Ke = Ko +
................................... ?;)bf (E:)uuty Debt/Equity | ke | Kd Ke-Kd | (Ke-Kd) |-
............................... Debt Equity | . . ..
1) () B=AYR) (@ [B) |6)=@D| @) =4 +
................................... _ (5) (6) ® (3)
................................... 0 50,00,000 | O 0.10 | --- 0.100 0.100
500,000 | 45,00,000| 0.11 0.10 | 0.060 | 0.040 0.104
.................................. 1000000 2000000 1025 510 To0co 0,000 100
................................... 15[00[000 35[00[000 043 010 0062 0038 0116
.................................. ZO’OO’OOO 30’00'000 0'67 0'10 0'070 0’038 0’120
25,00,000 | 25,00,000 | 1.00 0.10| 0.075 | 0.025 0.125
................................... 30,00.000 | 20.00,000 | 150 510 0,080 1 0.020 5130
................................... Question 25 e (RTP Nov 18

........................................................................................................................................................................................................................
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.................................... et
S B .. - oS
.................................... Value of a company (V) .= Value of equity (S)+ Value of debt (D) ...
.................................................................................................................. NEEINCOME (N1) e
% 25,00,000 = Ke +5,00,000
| OnNetInome(ND  -021(£2500000-%5000000
Market Value of Equity = ¥ 25,00,000
.
................................... Net Income (NI for Bquitynolders e
Ke = Market Value of Equity
..................................... TR T
........................................................................... 4
.................................... o
................................... e

................................... Al Equity | Debt & Equity |

............................... (X) (X)

.................................. EBIT 7’50’000 7'50'000
Interest to debt-holders --- (75,000)

................................ - EBT 7 50,000 6 75 000

............................... .| Taxes (30%) (2,25,000) (2,02,500)
Income available o equity shareholders 5,25,000 472,500

................................... Tncome fo deb holders plus income avallable 7o | 5.25,000 547500

............................... Shareholder‘s
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..... Total Value | o5 X20,00,000 e

..... Less: Value of Debt D XD00,000 e

..... Value of EQUItY. e 2 X2LD0000 s
4,72,500

..... B

Component of Costs | Amount (%) | Cost of Capital (%) | Weight | WACC (%)
Equity 2150,000 | 21.98 0.81 17.80

I Debt 500,000 10.50 019 200 [
26,50,000 19.80 o
Comment: At present the company is all equity financed. So, Ke = Ko i.e. 21%.
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Particulars P Amount (X) Q Amount (%)
............................... “["Earnings before Inferest & Tax (EBLT) | 6,00,000 600 000
............................... .| (20% of X 30,00,000)
................................... Less: Interest (10% of X 18,00,000) 1,80,000
Earnings before Tax (EBT) 4,20,000 6,00,000
............................... . Less: Tax @ 500/0 2'101000 3'001000 FTTTTTITI I
............................... | Earnings after Tax (EAT) 2,10,000 3,00,000
(available to equity holders)
................................... Value of equity (capitalized @ 15%) 12.00.000 20.00.000
............................... (2,10,000 x 100/15) | (3,00,000 x 100/15) |vrrere
.................................. Add: Total Value of debt 18,00,000 Nl
Total Value of Company 32,00,000 20,00,000

(ii) Valuation of Companies under Net Operating Income Approach

.................................. Particalars P Amount (%) Q Amount (%) |
............................... .| Capitalisation of earnings at 15% 20,00,000 20,00,000
1-0.5
............................... (TJ
............................... | Less: Value of debt 9,00,000 Nil
{18,00,000 (1 - 0.5)}
.................................. Value of equity 1100000 5500000
............................... Add TOTGI VGIUC Of deb-l- 18/00/000 NII
................................... Total Value of Company 29,00,000 20,00,000
e S  ON 27 e (MTP2 May 23)
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Debt (@12%) 4,00,000 Nil
Equity 8,00,000 12,00,000

Particulars Dumble Limited | Jumble Limited

EBIT 2,40,000 2,40,000

Less: Interest on debt (12% x X 4,00,000) | 48,000 Nil

Earnings available to Equity shareholders | 1,92,000 2,40,000

Ke 15% 15%

Value of Equity (S) 12,80,000 16,00,000 '
{ Debt (D) 4,00,000 Nil

Value of Firm (V)=S+D 16,80,000 16,00,000

Value of Levered company is more than that of unlevered company. Therefore,
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..................................... Less: Interest on loan (80,000 x 12%) 9600

.................................. Net Income from unlevered firm 40800

.................................... Less: Income from Levered firm (1,92,000x 20%) 38400
Incremental Income due to arbitrage 2,400

Particulars Dumble Limited | Jumble Limited
.................................. EBIT 2 40,000 2 40,000
................................... Less: Interest on debt (12% x ¥ 4,00,000) 48,000 Nil
................................... Ear\nings ava“able to Equ”’y shareholders 11921000 2]40[000
................................... Ke 200/0 15°/°
.................................. Value of Equity (S) 9.60,000 16,00,000

(Earnings available to Equity shareholders/Ke)
............................... Debt (D) 4.00,000 N
................................... Value of Firm (V)= S +D 13,80,000 16,00,000

Value of unlevered company is more than that of levered company. Therefore,

Sell shares in unlevered company (16,00,000 x 20%) 3,20,000
.................................... Buysha,«es.n|eve,«edCompany(gf,oooo,(zo/o)192000
.................................... Buy Debt of levered company ... dd@8000
.................................... (vi).Change in ReTUNN ek R e
............................... ..Income from. shares.inlevered.company.........eeeee3 300
.................................... (1,92,0000X 201Z0).....ssssssssssssssssss e
............................... _.Add:.Interest.on.debt.of levered.(1,28,000.X.12%) il 5,360 e
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Debt Value (%) | Interest Rate (%) | Equity Capitalisation Rate (%)
................................... 5 N A 2 00
............................... -1"10.00,000 7 00 12 50
.................................. 20,00,000 7.00 13.00
30,00,000 7.50 13.50
............................... 2000000 = 50 14.00
............................... .| 50,00,000 8 .00 15.00
60,00,000 8.50 16.00
.................................. 70.00.000 500 7 00
............................... -1 80,00,000 10.00 20.00

..................................... AATISWI™, |
............................... (a).As.per.MM . approach,.cost.of .the.capital.(Ko).remains.constant,.and.cost.of ...
............................................ equity.increases. linearly. With . deBt. ...
S SO )\ | . B 21,60,000
Value of a Firm = Ko 1,20,00,000 = Ko
................................................................................................... Qe
.................................... Ko:l’ZG’OGG:IS%
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.............................................................................. K+%(K0—Kd)

Under MM approach, Ke =

Statement of equity capitalization under MM approach

Debt Value | Equity Value | Debt Kd Ko Ko - Kd|Ke = Ko
) (CI) Equity (%) (%) (%) T -
(ko -
Kd)
(D/E) ...............
() N -
--- 1,20,00,000 0.0000 N.A. | 18.00 [ 18.00 18.00
10,00,000 1,10,00,000 0.0909 7.00 | 18.00 | 11.00 1900 [
20,00,000 1,00,00,000 0.2000 7.00 | 18.00 | 11.00 2020 | ...
30,00,000 90,00,000 0.3333 7.50 | 18.00 | 10.50 2150
40,00,000 80,00,000 0.5000 7.50 | 18.00 | 10.50 2325 [
50,00,000 70,00,000 0.7143 8.00 | 18.00 | 10.00 25.14 e
60,00,000 60,00,000 1.0000 850 |18.00 | 9.50 27.50
70,00,000 50,00,000 1.4000 900 18.00 900 3060 |7
1 80,00,000 40,00,000 2.0000 10.00 | 18.00 | 8.00 3400 [
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(ii) The income tax rate is 30%;

_(iii).....EBIT..is.%.5,00,000.and

(iv).....The. equity.capitalization.rate. of

(v) Kee. lL1d..is.25%

CALCULATE the average value of both the Companies.

Answer:

Kee Ltd. (pure Equity) i.e. unlevered company:

EAT =EBT(1-1)

= EBIT(1-0.3)=%5,00,000 x 0.7 = X 3,50,000

(Here, EBIT = EBT as there is no debt)

EFAT

= \1

Value of unlevered company Kee Ltd. = EQuity Capitalisation Rate

3,50,000

= 25%  =%14,00,000

Lee Ltd. (Equity and Debt) i.e. levered company:

Value of levered company = Value of Equity + Value of Debt
=.X.14,00,000 .+ (Z.20,00,000 % 0,3)
-.2.20.00,000
Question 30 (MTP May 20)

A&R Ltd. is an all equity financed company with a market value of X25,000

lakhs and cost of equity (Ke) 18%. The company wants to buyback equity

shares worth 5,000 Lakhs by issuing and raising 10% debentures redeemable

at 10% premium after 5 years. Rate of tax may be taken as 35%. Applying

Modigliani-Miller (MM) (with taxes), you are required to CALCULATE after

restructuring:

(i) Market value of A&R Ltd.
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Market value of equity = Ke

Ke = Market Value of Equity

Net Income (NI) for Equityholders
............................................................................. QLB O R

4,500 Lakhs

.................................... EBT 1_0.35):61923.O7Lakhs
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e ) COST OF BQUITY (K@) e
.................................. Total Value | 2 R26,700 1OKN e
.................................... Less: Value of Debt Z X 5000 1aKN e
.................................... Value of BqUITY T R L 700 e
......................................................................... T
.................................... K621’750Lakh5201919:1919%
.................................. (iii) WACC (on market value weight
................................... Components of Costs | Amount Cost of Capital (%) | Weight | WACC (%) |

(Lakhs)
............................... EqUiTy 21[750 19.19 0.81 15.54
............................... .| Debt 5,000 8.10 0.19 1.54

26,750 17.08
............................... WOl"kingNO'reSf
.................................... ) S,

All Equity | Dent & Equity
............................... EBIT (GS CGICUIGTed Gbove) 6’92307 6192307
Interest to debt-holders -— 500.00
................................... ot 592307 | 642307
............................... .| Taxes (35%) 242307 | 224807
Income available to equity shareholders 4 500.00 | 4,175.00
""""""""""""""""""" Income to debt holders plus income available to shareholders | 4,500.00 | 4,675.00
............................... ) COST OF - DED@ATULE. LK) s
..................................... so0(1-035)+( SO0
........................................................ (5’500—5'000\ e B2 L 00 e
2 ) = 5250 -0081or8.1%
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................................................ (iii) EBIT is X 25,00,000 GNA oo

.................................... A IS . e

............................... (i).......Calculation.of Value of ‘A Ltd.. and.'B Ltd according. to. .MM _Hypothesis

..................................................... Market Value of ‘A LT (Unlevered) | . ...

............................................................................... EBIT(1=1).......25,00,000(120.30). ... 37,50,000. oo
Vu - Ke - 20% = 20%  -x 8750,000

WACC of 'B Ltd.’

B Limited (X)
............................... -TERTT 25 00,000
................................ .| Interest to Debt holders (12,00,000)
EBT 13,00,000
.................................. v @ 30 (3.90.000)
............................... Income ClVClI'Clble 1-0 Equ”-y Shar.eholder‘s 9[10[000
............................... | Total Value of Firm 1,17,50,000
Less: Market Value of Debt (1,00,00,000)
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Market Value of Equity 17 50,000
Return on equity (Ke) = 9,10,000 / 17,50,000 0.52

Components of Costs | Amount Weight | Cost of Capital (%) | WACC
................................. Eaity 750000 725 o5 Soa
............................... Deb.r 1,00,00,000 0.851 0'084* 0.0715
............................... .| Total 1,17,50,000 0.1490 ...

............................... .company.with._its.increased. financial leverage as.BeloW:. ...
.................................. Debt | Required Equity | Required Weighted Average Cost of |
............................... | (%) Return (Kd) (%) | (%) Return (Ke) (%) | Capital (WACC) (Ko)(%)
............................... -0 5 100 5 5
.................................. 20 6 80 16 ?
40 7 60 18 ?
............................... 150 10 20 >3 5
............................... .| 80 15 20 35 ?

Debt | Required | Equity | Required | Kdx Proportion of debt | Weighted

(%) return (%) return + Ke Proportion and | Average Cost

(Kd)(%) (Ke) (%) | equity
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of Capital
(WACC) (Ko)(%)

................................... 0 |5 100 115 0%(5%) + 100%(15%) | 15

2 6 80 16 20%(6%) + 80%(16%) | 14
............................... 4 7 60 18 40°/°(7°/°) + 60%(18"/0) 136
................................... 6 10 40 23 607%(10%) + 40%(23%) | 15.2
................................ .| 8 15 20 35 80%(15%) + 20%(35%) | 19
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