Corporate Finance
Dividend and Reinvestment Policy Exercises SOLUTIONS

1) A company has the following financial information:
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Additionally, the company has an immediate need to purchase equipment:
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What is the company’s excess cash?
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2) The same company provides the following information:
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Calculate the equity value per share for the company, using your calculation from 1) for excess cash.
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3) The same company is evaluating the following target for acquisition:
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As the purchase price is more than the company’s excess cash, the company will obtain a bank loan for the shortfall between purchase price and excess cash, and total company debt will increase by this amount.

Evaluate the acquisition based on its effect on the share price of the company.
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4) The same company notices that the market has valued the company using the following EBITDA multiple:
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resulting in a market price per share below that of the company’s internal corporate valuation.

a) Use the market EBITDA multiple to calculate the market price per share for the company using the valuation methodology from question 2).
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b) Calculate the number of shares the company can repurchase based on this stock price given the excess cash calculated in 1).
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c) Calculate the cash proceeds received by the company upon resale of the shares at the stock price you calculated in question 2).
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d) Calculate the change in stock price resulting from the profit on the share resale.  Note that you can calculate this change without a complete valuation, as follows:

(Proceed from resale – cash used in repurchase) / number of shares outstanding
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Company

EBITDA 2,600,000 $    

Multiple 7.0                    

Debt 4,800,000 $    

Shares outstanding 1,400,000       
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Company

EBITDA 2,600,000 $    

Multiple 7.0                    

Firm value 18,200,000 $  

Debt 4,800,000 $    

Equity value 13,400,000 $  

Shares outstanding 1,400,000       

Operating value per share 9.57 $               

Excess cash 400,000 $        

Shares outstanding 1,400,000       

Excess cash per share 0.29 $               

Operating value per share 9.57 $               

Excess cash per share 0.29 $               

Equity value per share 9.86 $               
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Target

EBITDA 490,000 $        

Debt 810,000 $        

Acquisition price 2,660,000 $    
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Acquisition price 2,660,000 $    

Excess cash 400,000 $        

New borrowings 2,260,000 $    

Company Target Proforma

EBITDA 2,600,000 $     490,000 $         3,090,000 $    

Multiple 7.0                     7                        

Firm value 18,200,000 $   2,660,000 $     21,630,000 $  

Debt 4,800,000 $     2,260,000 $     7,060,000 $    

Equity value 13,400,000 $   14,570,000 $  

Shares outstanding 1,400,000        1,400,000       

Operating value per share 9.57 $                10.41 $            

Excess cash 400,000 $         - $                 

Shares outstanding 1,400,000        1,400,000       

Excess cash per share 0.29 $                - $                 

Operating value per share 9.57 $                10.41 $            

Excess cash per share 0.29 $                - $                 

Equity value per share 9.86 $                10.41 $            
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Multiple 6.2                    
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Corporate 

Valuation

Market 

Valuation

EBITDA 2,600,000 $     2,600,000 $    

Multiple 7.0                     6.2                    

Firm value 18,200,000 $   16,120,000 $  

Debt 4,800,000 $     4,800,000 $    

Equity value 13,400,000 $   11,320,000 $  

Shares outstanding 1,400,000        1,400,000       

Operating value per share 9.57 $                8.09 $               

Excess cash 400,000 $         400,000 $        

Shares outstanding 1,400,000        1,400,000       

Excess cash per share 0.29 $                0.29 $               

Operating value per share 9.57 $                8.09 $               

Excess cash per share 0.29 $                0.29 $               

Equity value per share 9.86 $                8.37 $               
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Share Repurchase

Excess cash 400,000 $        

Price per share 8.37 $               

Shares repurchased 47,782             
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Share Resale

Share sale price 9.86 $               

Shares held 47,782             

Proceeds 470,990 $        
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Proceeds from sale 470,990 $        

Cash used in repurchase 400,000 $        

Change in cash 70,990 $          

Shares oustanding 1,400,000       

Share price increase 0.05 $               

Old share price 9.86 $               

New share price 9.91 $               


image1.emf
Cash 1,440,000 $    

Monthly operating expenses 225,000 $        

Cash reserves, months 4                        
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Equipment purchase  140,000 $        
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Monthly operating expenses 225,000 $        

Cash reserves, months 4                        

Working capital 900,000 $        

Equipment 140,000 $        

Cash required 1,040,000 $    

Cash on hand 1,440,000 $    

Excess cash 400,000 $        


