

Equity Analysis and Evaluation - II

June 2024 Examination
Q1. Alpha Trading Limited uses the market value weights of Debt and Equity for the estimation of its Weighted Average Cost of Capital. The capital structure of the firm contains a mix of Debt and Equity. The firm has debt with a market value of $300 million. All the debt is in the form of Secured Bonds currently trading at $300 per bond.  The debt issued by the firm carries AA rating. The credit spread for AA rated bonds is 175 basis points over 10-year treasury yields. The 10-year treasury is currently yielding 4.5%. The equity shares of the firm are traded on NYSE and currently trading at $560 per share and there are 5 million shares outstanding.    The unlevered beta for the stock is 1.88 and the average index return is 14%. The firm has a tax rate of 30%.

Required:

Using the above information related to debt and equity, determine the weighted average cost of capital using market value weights. (10 Marks)

Ans 1.

Introduction:

Alpha Trading Limited, a company with a capital structure comprising both debt and equity, uses market value weights for estimating its Weighted Average Cost of Capital (WACC). WACC is a crucial financial metric that indicates the average rate of return a company must generate to satisfy all its stakeholders, including shareholders and debt holders. In the case of Alpha Trading Limited, the market value of its debt is $300 million, represented by Secured Bonds trading at $300 per bond. These bonds carry an AA rating, whi
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Q2. Stock Market Index is key component of Equity Analysis and Evaluation. Present a note on different types of indices and their computation methods. (10 Marks)

Ans 2.

Introduction:
Stock market indices play a crucial role in equity analysis and evaluation, serving as benchmarks for measuring the performance of a group of stocks or the overall market. These indices provide valuable insights into market trends, investor sentiment, and the overall health of the economy. There are various types of stock market indices, each designed to track different segments of the market or to reflect different investment strategies.

In this note, we will explore 
Q3a. An analyst is studying the shareholder value created by one of his client companies. He is advised to use the Economic Value Added method to determine the Shareholder Value. Explain the process to be followed to determine the Economic Value Added by a company.  (5 marks)

Ans 3a.

Introduction:
Economic Value Added (EVA) is a financial metric used to measure the value a company has created for its shareholders. It is based on the idea that a company creates value only when it earns a return on its capital that exceeds the cost of that capital. EVA is calculated by deducting the cost of capital from the net operating profit after tax (NOPAT). It provides a clearer picture of a company's financial performance than traditional accounting metrics.

Concept and Application
To determine the Economic Value Added by a company, the following process is typically followed:

1. Calculate Net Operating Profit After Tax (NOPAT): NOPAT is calculated by subtracting the taxes from the operating profit. It represents the profit generated by a company from its core operations after accounting for taxes.

NOPAT=OperatingProfit×(1− 






