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1.
Since Explosions seems to be a fairly good comparable, its equity beta may be used. You cannot directly compare one equity beta with another if the capital structure of the firms are different so, you must adjust for these differences.  Simply calculate Explosion’s asset beta to do this.

Explosions: 
BE 
=
1.05




BA 
=
(0.6)(1.05)
=
0.63


Relever this asset beta using Dynamite’s leverage.


Dynamite:
BE 
=
1/.7 (0.63)
=
0.90




E(r)
=
0.05  +  (0.9)(0.12-0.05)





=
0.113


Do not invest in Dynamite because it should generate a return of 11.3% but it only 


expected to generate a 10% return.

2.a.
This is a simple perpetuity calculation.

VU
=
3,200/.16

=
$20,000

b. Figure out how much debt was issued first.  You have the coupon payment and the coupon rate so you can back into the debt amount.


D
=
1,350/0.1125

=
$12,000

The price of the shares in this case would be equal to the value of the firm divided by the 

number of shares (there was not debt at this point so the value of the firm equals the value 

of the equity).

P0
=
$20,000/2,000

=
$10


No. of shares 


repurchased
$12,000/10

=
1,200 shares

c.
Using the WACC formula (equal to “return on assets”), plug in knowns and solve for return on equity.


0.16
=
(8/20)(rE) + (12/20)(0.1125)


rE
=
0.23125

d.
Modigliani and Miller show us that in the presence of taxes the value of the unlevered firm is no longer equal to the value of the levered firm.  


VL
=
(3,200(1-.34))/0.16 + (.34)(12,000)



=
$17,280

3.a
Before:




After:


E = $200m with 10m shares


E = $150m with 7.5m shares


D = $ 50m




D = $100m


EBIT

35m



EBIT

 35m


- Int

-5m



- Int

-10m

NI

30m



NI

 25m


EPS
30m/10m
= $3.00

EPS
25m/7.5m
=
$3.33


P0 = $20 = 3.00/rE



rE = 0.14 + (100m/150m)(0.14 - 0.10)


rE = 0.15




rE = 0.167


rA = (200/250)(0.15) + (50/250)(0.10)


     = 0.14




P0 = 3.33/0.167 = $19.98


rE and EPS go up, the price per share stays approximately the same.

b.
Before:




After


VL  = (35m(1-.34))/0.14 + (.34)(50m)
VL  = (35m(1-.34))/0.14 + (.34)(100m)


       = $182m




       = $199m

The value of the firm increases so theoretically the restructuring is advantageous.

c. When a firm takes on more and more debt, it must consider what the ramifications might 

be.  Some ramifications include bankruptcy risk and decreases in debt ratings (Moody’s, S&P).  Moreover, shareholders are not generally happy when additional debt is issued because they are residual claimants. This means if the company does go bankrupt, shareholders only get their money back if the company’s liquidation value exceeds the value of debt (by definition this is not the case).

4.a.
rIII
=
[(20+5)/20] - 1



=
0.25

b. The current price will reflect the tax ramifications of the capital gains.  In an efficient 

market, investors pay the present value of the expected cash flows for a security.  


PCACC
=
[5(0.75) + 20]/1.25



=
$19.00

c.
Recalculate part a, taking into consideration the new tax.


rIII
=
[(20+5(.75))/20] - 1



=
0.1875

b. Since III and CACC are the same risk class you can use the expected return on III to 

calculate the price of CACC.

PCACC
=
[5(0.75) + 20]/1.1875



=
$20.00

