Financial Modeling
Q1. Sunrise Technologies Ltd. recently declared an annual dividend of Rs.5 per share. The company expects dividends to grow at 6% per year for the next 3 years and then stabilize at a long-term growth rate of 8% per annum indefinitely. If the required rate of return on equity is 12%, calculate the current intrinsic value of Sunrise Technologies Ltd.’s shares using an appropriate dividend discount model.
Answer:
Introduction:
The intrinsic value of a stock refers to its true or fair value based on expected future cash flows, discounted back to the present. This valuation technique is particularly useful for investors looking to assess whether a stock is overvalued or undervalued in the market. One of the most commonly used methods to determine the intrinsic value of dividend-paying stocks is the Dividend Discount Model (DDM). This model is grounded in the principle that the value of a stock is equal to the present value of all future dividends expected to be received by the investor. In the case of Sunrise Technologies Ltd., the company has declared a dividend of Rs. 5 per share and expects this dividend to grow at 6% for the next 3 years. Thereafter, the dividend is expected to grow indefinitely at a higher long-term growth rate of 8%.
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Q2. Riviera Ltd., a mid-sized FMCG company listed on the stock exchange, has the following information:
Risk-free rate (Rf): 6%, Expected market return (Rm): 14%, Beta: 1.3, Pre-tax cost of debt: 9%, Corporate tax rate: 30%, Book value of equity: Rs.150 crore, Book value of debt: Rs.100 crore, Management’s estimated required rate of return: 18%. Calculate the company’s weighted average cost of capital (WACC) based on the given capital structure. Based on your calculation, assess whether the new project should be accepted in light of management’s expected rate of return.
Answer:
Introduction:
Riviera Ltd., a mid-sized FMCG company listed on the stock exchange, is currently evaluating the financial viability of a new investment project. A fundamental aspect of this decision-making process involves determining the company’s Weighted Average Cost of Capital (WACC), which represents the average rate of return the company must earn on its existing assets to satisfy both debt holders and equity investors. The WACC acts as a benchmark or hurdle rate when assessing new investment opportunities.

Q3 (A) Arti Ventures Pvt. Ltd., a mid-sized food processing company, is preparing for a private equity investment round. Two financial consultants have proposed different valuation methods: one suggests using the Income Approach, while the other recommends the Market Approach. Explain the key differences between the Income Approach and the Market Approach to business valuation to assist the management in making an informed decision.
Answer:
Introduction:
Arti Ventures Pvt. Ltd., a growing food processing company, is exploring private equity funding to scale its operations. As part of this process, the company's valuation has become a crucial step, and two financial consultants have proposed different valuation methods. One recommends the Income Approach, while the other prefers the Market Approach. Both methods are widely accepted in business valuation but differ significantly in their concept, application, and relevance depending on the business context. To help the management team make a well-informed decision, it is important to understand the fundamental differences between these two valuation approaches and how they apply to Arti Ventures.

Q3 (B) Neo Plastics Ltd., a mid-sized manufacturing firm, is being valued using the Discounted Cash Flow (DCF) approach. The company projects its Free Cash Flows (FCF) over the next three years as follows:
Year 1: Rs.10 crore Year 2: Rs.12 crore Year 3: Rs.14 crore
After Year 3, the free cash flows are expected to grow at a constant rate of 5% per annum. The company's Weighted Average Cost of Capital (WACC) is 10%. Using this information, calculate the Enterprise Value (EV) of Neo Plastics Ltd.
Answer:
Introduction:
Neo Plastics Ltd., a mid-sized manufacturing company, is currently undergoing a valuation exercise using the Discounted Cash Flow (DCF) method. This approach determines the present value of the company’s future free cash flows (FCFs), which are expected to be Rs.10 crore, Rs.12 crore, and Rs.14 crore over the next three years. Beyond this forecast period, the company expects its FCFs to grow perpetually at 5% annually. The appropriate discount rate for these future cash flows, known as the Weighted Average Cost of Capital (WACC), is 10%.
