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3. The following data relates to two companies belonging to the same risk class:  

Particulars        Bee Ltd.      Cee Ltd.  

12% Debt     ` 27,00,000      - 

Equity Capitalization Rate       -   18 

Expected Net Operating Income    ` 9,00,000    ` 9,00,000  

You are required to:  

(a)  DETERMINE the total market value, Equity capitalization rate and weighted average 
cost of capital for each company assuming no taxes as per M.M. Approach.  

(b)  DETERMINE the total market value, Equity capitalization rate and weighted average 
cost of capital for each company assuming 40% taxes as per M.M. Approach.  

3. (a) Assuming no tax as per MM Approach. 

  Calculation of Value of Firms ‘Bee Ltd.’ and ‘Cee Ltd’ according to MM 

Hypothesis 

  Market Value of ‘Cee Ltd’ [Unlevered(u)] 

  Total Value of Unlevered Firm (Vu) = [NOI/ke] = 9,00,000/0.18 = ` 50,00,000 

  Ke of Unlevered Firm (given) = 0.18 

  Ko of Unlevered Firm (Same as above = ke as there is no debt) = 0.18 

  Market Value of ‘Bee Ltd’ [Levered Firm (I)] 

  Total Value of Levered Firm (VL)  = Vu + (Debt× Nil)  

       = ` 50,00,000 + (27,00,000 × nil) 

       = ` 50,00,000 

      Computation of Equity Capitalization Rate and 

Weighted Average Cost of Capital (WACC) 
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Particulars Bee Ltd. 

Net Operating Income (NOI) 9,00,000 

Less: Interest on Debt (I) 3,24,000 

Earnings of Equity Shareholders (NI) 5,76,000 

Overall Capitalization Rate (ko) 0.18 

Total Value of Firm (V = NOI/ko) 50,00,000 

Less: Market Value of Debt 27,00,000 

Market Value of Equity (S) 23,00,000 

Equity Capitalization Rate [ke = NI /S] 0.2504 

Weighted Average Cost of Capital (ko)* 

ko = (ke×S/V) + (kd×D/V) 

0.18 

  *Computation of WACC Bee Ltd  

Component of Capital Amount Weight Cost of Capital WACC 

Equity 23,00,000 0.46 0.2504 0.1152 

Debt 27,00,000 0.54 0.12* 0.0648 

Total 50,00,000   0.18 

  *Kd  = 12% (since there is no tax)  

  WACC = 18%  

 (b) Assuming 40% taxes as per MM Approach  

  Calculation of Value of Firms ‘Bee Ltd.’ and ‘Cee Ltd’ according to MM 
Hypothesis 

  Market Value of ‘Cee Ltd’ [Unlevered(u)] 

  Total Value of unlevered Firm (Vu) = [NOI (1 - t)/ke] = 9,00,000 (1 – 0.40)] / 0.18 

                                                    = ` 30,00,000 

  Ke of unlevered Firm (given) = 0.18 

  Ko of unlevered Firm (Same as above = ke as there is no debt) = 0.18 

  Market Value of ‘Bee Ltd’ [Levered Firm (I)] 

  Total Value of Levered Firm (VL)  = Vu + (Debt× Tax)  

        = ` 30,00,000 + (27,00,000 × 0.4) 

                                                        = ` 40,80,000 

  Computation of Weighted Average Cost of Capital (WACC) of ‘Cee Ltd. ’ 

  = 18% (i.e. Ke = Ko)  

Computation of Equity Capitalization Rate and 

Weighted Average Cost of Capital (WACC) of Bee Ltd
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Particulars Bee Ltd. (`) 

Net Operating Income (NOI) 9,00,000 

Less: Interest on Debt (I) 3,24,000 

Earnings Before Tax (EBT) 5,76,000 

Less: Tax @ 40% 2,30,400 

Earnings for equity shareholders (NI) 3,45,600 

Total Value of Firm (V) as calculated above 40,80,000 

Less: Market Value of Debt 27,00,000 

Market Value of Equity (S) 13,80,000 

Equity Capitalization Rate [ke = NI/S] 0.2504 

Weighted Average Cost of Capital (ko)* 

ko = (ke×S/V) + (kd×D/V)  

13.23 

  *Computation of WACC Bee Ltd.  

Component of Capital Amount Weight Cost of Capital WACC 

Equity 13,80,000 0.338 0.2504 0.0846 

Debt 27,00,000 0.662 0.072* 0.0477 

Total 40,80,000   0.1323 

  *Kd= 12% (1- 0.4) = 12% × 0.6 = 7.2%  

  WACC = 13.23%  
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