18)  You are given the following information about the return of a security, using a
two-factor model.

Factors Beta Expected Return

——

T (0.10) 25%

g ® | P4

The annual effective risk-free rate of return is

Calculate the expected return of this security using the given two—factor model.

—: [F[Rs]- e + [B:(E(.QT—X— 5)
(A)  6.52% +[5: (EEY,QQ_X“‘*)

(B) 833%

(C)9:25% E[Qs] = 0.05* 0.10 (0.15 - 0.05) +

(D) 11.33% +0_;\g(o,ao—o,os)
(E)  13.32%

E[Qsﬂl =0.05+ 0.40 (0-2) + 0.45 (0.453
=0.09 *o0.0l + 0.0125

= 0.0425
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8 A firm has the following capital structure:

Market Value
Debt 5,000
Equity [10,000 |/
Total 15,000

Current Share Price: J

=
Expected Earningshare (EPS): Q

Cost of New Debt:

The firm would like to issue new debt and use the proceeds to repurchase equity.

Using the assumptions in.Modigliani and Miller’s Proposition I, determine the amount

D-?

of new debt the firm must issue to achieve an expected |ROE pf 15% .

T
e ow egui-tj

(A) 2000
B) 3000, —v It (o 'ecj\ui\'ed Hot the new ROE be 15%.
(€) 4000 = _ “net monew in"

0.45 =new RoE = — . _
D) 5000 g\ e§ ea_‘ud‘j aflec wow delat
oo expected eamings - irterest on delsl

old MVed cquily - new delst

Lot [D]denca the amowrd of new delst.
1200 - 0.05-D

40000 - D
2 &
—gvom todola

0.45 = now Rok =

Course 2 10 Form 034



cxpa’fd eamings EPS = (¥ ot ghhores )
_ M\lO‘-‘-EqU’:hﬂ =Gx4°’°°° = 4 9200
@ = EPS x Pm;g, ?qs\mve. 50
W
0.45(10 000 ~ D) = 4200 - 0.05D

0.10D = 3o
D = 000

]



