
MIDLAND ENERGY RESOURCES CASE SOLUTION COST OF CAPITAL

Case Study: Midland Energy. Resources, Inc.: Cost of. Capital. . Seminar Assignments - Case Study: Midland
EnergyResources. Course: Finance (FIN ). Case Study: Midland Energy. Resources, Inc.: Cost of Midland Energy Res
ources, Inc. is a global energy company that operates in oil and gas exploration.

The Exploration and Production division has a higher demand for capital expenditures exhibit 3 for
development but also offers higher margin of return an average of  The purpose is that the cost capital will be
used for capital budgeting, financial accounting, performance assessment, stock repurchases estimations. The
risk free rate is assumed to be 4. Treasury Bonds Case study - table 2 plus the spread to Treasury for the
consolidated company calculated as presented in Case Study - Table 1. Thus using different hurdle rates for
each division would allow Midland to more accurately reflect the risks and benefits of each investment and
allow the company to make comparisons based on factors that are unique to each industry that the divisions
operate in. The corporate tax rate is assumed to be  This produces an equity divisional beta of 1. The division
profits are more risky due to the declining margins but cash flows might be more certain due to the mature
nature of business. For CAPM approachâ€¦. Subsequently the WACC of petrochemicals can be calculated.
The 10 year rate is used since Midlands borrowing capacity is based primarily on energy reserves and long
lived assets. If all anticipated uses of Midlands cost of capital exhibited the same average risk, then no change
is required in the calculation of the cost of capital. But each of the Midlands three divisions exhibit different
risk profiles due to their nature of business. Midlands target debt ratio for each division also varies which
would change the cost of capital across divisions. Using data in Table 1 of the case, we can determine the cost
of debt. Midlands Petrochemicals division is investing mostly in overseas markets that carry different risks
like exchange Page 2 E Midland Energy Case Analysis Rohith Kori rate risk, political risk and interest rate
risk compared to the more mature Refining and Marketing business. Because we are actually interested in the
future market risk premium and it usually takes many years of data to produce more moderately accurate
estimation of market premium, we choose the yield of year US Treasury bond as risk-free rate, which is 4. The
cost of capital determined by Mortensen was also used to analyze asset appraisals in capital and financial
accounting as well as performance assessments to determine compensation. Using different hurdle rates will
enable us to draw more accurate conclusions. Table 1 shows the calculation of unlevered beta, cost of debt,
cost of equity and the WACC of both the divisions. On the other hand, a too low estimated cost of capital
â€¦show more contentâ€¦ In the other hand, the risks of investment opportunities vary. Furthermore, it is
possible for shareholders to see a lower return on their investment. In evaluating the performance of a business
or division based on the economic value added model, the capital charge is computed as the cost of capital for
the business or division times the amount of capital it employed during the period. If the projects are of greater
or lesser risk, then the calculations of WACC may be affected. To optimize its capital structure, Midland
continuously evaluated its ideal borrowing based on its inherent cost. Luehrman This case examines some
parts of Stryker Corporation's systems and procedures for approving and authorizing capital spending of many
different types, including buildings, machinery, and working capital for existing businesses, as well as
transactions with third parties such as acquisitions, joint ventures, and licensing agreements. View Details.
The 1year rate does not capture the assets financing the borrowing and the 30 year rate is not appropriate given
the changes that are possible in the industry in that timeframe that Midland cannot adequately capture and
model in its business. For what purposes does Mortensen estimate Midland's cost of capital? In evaluating
value-adding investments, the cost of capital is used to discount project cash flows. Does your conclusion in 3
change if you instead assume that Ocean Carriers operates the capesize for the full life of 25 years before
selling it for scrap value grown by inflation? This makes the cost of debt as 4. Also the cost of capital is a
necessary basis for the expected growth and forecasted demand. The case is set in early , nearly two years after
significant modifications in these systems and procedures.


