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Suggested practice problems from text

Chapter 15:
All problems are applicable except 15.21 where the answer is incorrect

Chapter 16:
16.1-16.10

Chapter 18: 
18.1-18.24

Homework problems

1.
An analyst for Acme, R. Runner, has recommended that Y. Lee purchase shares in a private firm (a firm that is not traded on any exchange) called Dynamite Corp.  Dynamite has 30% debt and 70% equity.  R. Runner believes that Dynamite will generate a return of 10% over the next year.  Since Y. Lee is new to the job, he decides to do a little research on his own.  He finds a company, Explosions Unlimited, that is very similar to Dynamite.  Explosions has an equity beta of 1.05 and is composed of 40% debt and 60% equity.  Should Y. Lee buy the stock?  The expected return on the market is 12% and the expected risk-free rate is 5%.

2.
Suppose Tombas La Bombas Co. (TLB) currently has no debt.  The firm's earnings are $3,200 per year and are expected to continue forever at this level.  The expected return on assets is 16% and there are 2000 shares outstanding.  Assume that personal or corporate taxes are zero.


Suppose TLB issues debt at face value with a total annual coupon payment of $1,350.  The bonds pay interest into perpetuity and have an annual coupon of rate 11.25%.  The firm intends to repurchase existing shares with the proceeds of the bond issuance.


a.
What is the value of TLB after the debt offering?


b.
How many shares are repurchased when the proceeds from the debt offering are used?


c.
What is the expected return on equity to shareholders in TLB (after the debt offering)?


Now suppose that TLB pays corporate taxes of 34% (personal taxes are still assumed to be zero).  


d.
What is the value of TLB with the introduction of corporate taxes? (i.e. what is the value of the levered firm with corporate taxes?)

3.
Sam Adam’s Brewery Inc. is considering a capital restructuring proposal.  The firm currently has $200m in market value of common stock outstanding priced at $20 per share.  Sam Adam’s also has $50m in 10% coupon bonds that have 20 years until maturity.  The firm is considering restructuring by issuing new debt for $50m and repurchasing an equivalent amount of stock.  The interest on the new debt will also be 10%.  Earnings before interest and taxes (EBIT) for the firm is $35m.


a.
If there are no taxes, what will be the effect of the proposed restructuring on earnings per share (EPS), required return on equity and the value of the firm’s stock?


b.
If the firm now pays 34% in taxes, is this restructuring advantageous to Sam Adam’s Brewery?  Support your position quantitatively.


c.
Modigliani and Miller under corporate taxes finds the optimal debt ratio to be very close to 100%.  In their world, debt-for-equity restructurings (raise debt to retire equity) is always advantageous.  From your perspective, do you believe that this is always true?  Identify the tradeoffs a firm must make in determining whether or not to engage in this type of restructuring.

4.
Cash As Cash Can (CACC) Corp. and Internal Items Inc. (III) are in the same risk class.  Shareholders expect CACC to pay a $5 dividend next year (D1) at which time the stock will sell at an ex-dividend price (P1) of $20/share.  III does not pay a dividend but III's shareholders expect a $5 capital gain at the end of next year.  Currently, III's stock is selling for $20/share (P0).  Also assume that all dividends and capital gains are realized at the end of the year.  


For parts (a) and (b), assume that capital gains are not taxed, but dividends are taxed at 25% personal tax rate.


a. 
What is the expected return on III's stock?


b. 
What is the current price (P0) of CACC's stock?  


For parts (c) and (d), now assume that both capital gains and dividends are taxed at a 25% personal tax rate.


c. 
Recalculate the expected return on III's stock in one year under these new assumptions.  (Hint: Assume the marginal investor sells the stock.)


d.
What happens to the price of CACC’s stock?  (Be explicit.)  Why?
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