Practice Final Answers

1)


a. Projects with the same risk as ELM overall would be valued using a required rate of 

return calculated with the ( of the firm.


ELM ( = 1.70


Risk premium = 0.06


Risk-free rate = 0.08


CAPM = 0.08 + 1.7(.06)



= 0.182


Weighted average cost of capital:


First get capital structure weights:


Note:  a debt to equity ratio of 40% ( D/E = .4,  substitute D=V-E and then you get


(V-E)/E  = .4  or V/E  = 1.4 and thus E/V = 1/1.4 or .714 and thus D/V = .286


Using a tax rate of 25% .


The WACC thus equals: .714*18.2% + .286*rd*(1-t)  =  14.7%


It would not be appropriate for ELM to valuate the new division using this rate 

because the risk level is not the same.

b. Since the risk of the project is not equivalent to the risk of the ELM overall, we use a comparable to obtain an appropriate beta.  We first have to find Beta of the asset using the comparable firm & We then have to releverage (at our captial structure) it to get the appropriate Beta

EU (E = 1.60

You can use a total “hypothetical equity” value of 100 to assign debt and equity ratios.

Given D/E = .3, this implies E=100 and D=30.

(A =  (E * 1/(1+(1-t)D/E))  (NOTE the term multiplied by (E is the inverse of the term that we use to “releverage” the asset beta below.

EU (A = 1.6*(.81667) = 1.306 = ( of the project (same as stock with no debt)

ELM appropriate Beta: Releverage at D/E = .4 or 1.306*(1+(1-t)D/E) = 1.306*1.3 = 1.70

CAPM = 0.08 + 1.70(0.06)


= 18.2%

The WACC (substitute into above  1a) is the SAME as above 1a.  But this is JUST a coincidence.  This need not be the case!





t=1


t=2+


Initial Investment
($500,000)


Annual Payoffs



(.50)120,000








(.40)75,000








(.10)(0)






($500,000)

$90,000

0 = -500,000 + 90,000/(WACC of 14.7%) = $112,245

Accept the new division since the NPV is positive. 

c. You merely take the weighted average of the old division and new divisions WACC.

ELM WACC = 0.2(14.7%) + 0.8(14.7%)

= 14.7% (Of course.  HOWEVER, NOTE THE PROCEDURE – AS THE ANSWER NEED NOT BE THE SAME.

2)
See Problem Set 4, Question #3 ( just replace the numbers with the new ones.)

3)

a. A dividend should be paid out if the investors’ after tax return is greater than that of the firm.  The firm should retain the cash reserve if its after tax return is greater than that of its investors.  The equation which explains this relationship is (1 – Ti)(ri) compared to (1 – Tc)(rc).  Whichever is greater is where the money should go (‘I’ stands for investor, ‘c’ stands for corporation).  This is assuming that the investment proceeds for both the firm and the individual are taxed each year.

b. Chrysler does not need $7.3B in cash reserves.  It is not an effective use of money.  A large cash reserve often attracts potential take-over bids due to this inefficiency.  Kirk Kerkorian is worried that managers will spend the cash on large –NPV investment (perhaps inefficiently not shriking the firm if demand is low) or on themselves, neither of which isn’t in the best interest of the shareholders.

a. The owner of a call option is betting that the current stock price will appreciate.  Dividends (after payment) decrease the stock price, therefore reducing the probability of hitting the exercise price.  Dividends would decrease the value (price) of a call option.  The owner of a put option is betting that the current stock price will depreciate.  Given the above statements about dividends and their affect on stock price, dividends would increase the value (price) of a put option.

b.
What do we know?

E = ST = $65


T = 1/3 of a year; use continuous time to discount.


Sell call + sell bond = sell put + sell stock


Synthetic put = buy call + buy bond (invest the present value of 65)  + sell stock

If you are selling put options you want to BUY synthetic put options – which is equivalent to:  buying a call, buy a bond (or invest) and selling the stock.

You will be hedged as the following illustrates.

PAYOFFS at expiration:


Strategy

S<$65


S> or = $65

Buy call

0


S - 65


Sell put

S - 65


0


Sell stock

-S


-S


Invest PV(E)

(you will get the money back at expiration)



65


65

Total payoff

0


0

c.
Synthetic put:  Costs $4.46 to create


put = buy call + buy bond (invest the present value of 65) + sell stock

Buy call

$2.75


invest PV(E)

$63.712 ( ($65/exp(.06*1/3)


Sell stock

-$62.00




$4.46
5)

a. To the Sales Division - How are cash flows forecasted?  How accurate have your forecasts been?   What are the expected sales that would cause DISTRESS?  You should really only hedge the expected costs UNLESS there is some other large gain to predicting revenue and thus profits accurately.

To the Finance Division – How much of these cash flows are exposed to foreign exchange risk?  What is the volatility of the DM/$ exchange rate?  Is the exchange rate risk continual or temporary?  What is the duration of this exposure?  What are the losses that were reported due to – over-hedging, under-hedging, hedging for the wrong duration or something else?  What volatility are you targeting through your hedging policy?  What is your company’s net exposure (i.e. Coca Cola)?

b. The current hedging policy could be prudent if the DM/$ exchange rate is very volatile AND if there was an offsetting GAIN on computer sales as the dollar weakened. 

To increase forward contracts by 30% each month, there would need to be a respective increase in either exchange rate volatility, cash flows or both in order for this policy to be prudent.  The finance department should be fired if they are not hedging appropriately given the volatility of the DM/$ exchange rate, the level of cash flows and/or the exposure of those cash flows to exchange rate risk.

