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40.

Company X has a current stock price of 55 and a book equity per share of 18. Investors
expect earnings per share of 2.0 for the year and a 1.2 cash dividend per share at the end
of the year. Assume the company’s payout ratio and return on equity are constant.

What is the market capitalization rate for Company X?

A, 4.6%
B. 5.6%
C. 6.6%
D. 7.6%
E. 8.6%

w&wse 2.

42.

Company X and Company Y each has the same cost of capital and identical asset
portfolios with a market value of 1000. o=
ux~ "UX

Contuixl_h_af zero debt. The expected return on equity for Company X is 15%.
'Dx':o res‘ =0.45= Yux = Ve = 0.45
The Tirm value of Company Y is made up of 50% debt and 50% equity. The_eu;(‘m_

return on debt for Company Y is 9%. §§Y = E\,
| VE =0.09
Assuming no taxes, what 1s the expected return on equity in Company Y? rex =?

A. 9% "D*
12’ ;jz;" r\‘-:(’ rLN * E~( ( U DY)
1}3. g;zﬁ: =0A8+ A7 (0.45 ’0.0‘1) = 0.A5+ 0.06 =0.24

Which of the following are valid reasons for a stock split, assuming the efficient market
theory is correct?

L To give shareholders a hedge against inflation.

I To allow shareholders to participate in the increase in book value.
1. To keep the share price in a desirable trading price range.

A. Tonly

B. I only

C. Tand Il only

D. Tand I only

E. I and III only
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43.  The market value of a company’s liabilities consists of 40 of debt and 80 of equity,

D=ko E =0
for total liabilities o

The B for the company’s debt and equity are ' .3 and 1.!!, respectively. The expected

p= 0.09

return on the company’s debt is 9% . The company has a weighted average cost of

capital of 14% . | Fy= 0.4k

Which of the following statements are true, ignoring the effect of taxes?

X L.
X IL.

III.

W @)
X ®)

©

¥ D)
X ®

May 2001

If the proceeds from issuing additional equity of 10 are used to retire 10
of debt, the company’s cost of capital will increase to 14.6% . Felse dwe to

Miller > Modiglians T -

If a proposed new project has a B of 1.05, the project is riskier than the

company’s existing business. . ko 0.5 + 30 A.GS = 0.4+ 1,
o * To A0 G109
If the risk-free rate i then the expected risk premium on the market is 5% .

oo (Enard )

Ionly

€ (R l-gge 2520222 &
11 only - ooe

Iand IT only

I and I1I only
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39.

May 2001

D
D+tE

=0.k

Po=035

A firm has a debt ratio ot 0.4 . The firm also has a de

of 1.50 . The expected return on the market is currently 11% and the risk-free interest

|rE =0.05

rate 1s 5% .

What is the required return on an investment project that expands the firm’s existing

£ [QMU’-J =0.44

operations while maintaining the current target capital structure?

R

(A)  10%
B) 11%
Q). 12%
(D)  14%
(E) 15%

= 0.6 (4.50)4- 0. (0.35)= A.L
v ==

[ = §* {bo (E[Qnu]' r-f)

fr=0.05+4.2

43

-
-

bt beta of 0.75 and an equity beta

(},E =4.50

-9

0.422

(0.41-0.08) =0.08 ¥ 1.1.(0.06)
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The Efed of Taxes on Copitad Stwucture .
let T be Hhe Covpofoin. {ax fo..'tz.')
1] the interst mife on the debl |
D the 4stal omount ot delst .
let X dencle the Company's earnngs .
« If Yure U no demt e company owdd dustibute
X(A-w) | &
to the shareholder (in 4otad).
L Le’c\,\.oﬁﬁou}&‘\\re\i \:\Xgﬁ\‘xo&\ \‘\;Q-wao‘t nesds fo ke  poud Lest
Toxen are Fo.:.d on tha remainder e, on X-Di
Tle 4otad amownt Ledt over fo distibude 4o Ha sharehobes”
(XD U-T) o[ X(4-T) | D+ DiTe

= The btaQ amount 4o e distbuted & :
XA-T) |4 DL T

-

Since the two amourts fo disbude ae &Cg’cmv&)
we elide tad MM doep ot hald.

thjoc V(Levered) = [V (unfevered) -t-lj[ ITS)'

L e wed hewe
A = If i “eit & L
Ppuatly | then

interest, tax shidd (x78)

PV(I18)= 2 =D




The offter tox weigldid overooe cost o4 capitl:

= D
. AT
fuace * E1p ‘e * w3 P (47T

Rememles - =




