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In mid-2012, Ralston Purina had AA-rated, 10-year bonds outstanding with 2 yield to maturity of 2.41%.
. Whatis the highest expected return these bonds could have?

b. At the time, similar maturity Treasuries had 2 yield of 1.41%. Could these bonds actually have an expected return equal o your answer in part (2)?

. If you believe Ralston Purina's bonds have 1.2% chance of default per year, and that expected loss rate in the event of defaultis 23%, what is your estimate of the expected return for these bonds?
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Tn mid-2009, Rite Aid had CCC-rated, 20-year bonds outstanding with 2 yield to maturity of 17.3%. At the time, similar maturity Treasuries had a yield of 5%. Suppose the market risk premium is 5% and you believe Rite Aid's bonds have a beta
of 0.38. The expected loss rate of these bonds in the event of defauit is 52%.

. What anmual probability of default would be consistent with the yield to maturity of these bonds in mid-2009?

b. In mid-2012, Rite-AAid's bonds had a yield of 8.9%, while similar maturity Treasuries had a yield of 0.9%. What probabiy of default would you estimate now?
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Your firm s planning to invest in 2n automated packaging plant. Harburtin Indusries is an all-equity firm that specializes n this business. Suppose Harburtin's equity beta is 0.85, the risk-free rate is 4.0%, and the market risk premium is 5.0%. If
your fim's project s all-equity financed, estimate its cost of capital

Harburtin's cost of capitalis [ |%. (Round to two decimal places.)
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Your firm is planning to invest in 2n automated packaging plant. Harburtin Indusries is an all-equity firm that specializes in this business. Suppose Harburtin's equity beta is 0.85, the risk-free rate is 5%, and the market risk premium is 4%.
a. If your firm's project i all-equity financed, estimate its cost of capital

After computing the project's cost of capital you decided to look for other comparables to reduce estimation error in your cost of capital estimate. You find a second firm, Thurbinar Design, which is also engaged in 2 similar line of business.
Thurbinar has a stock price of $20 per share, with 15 milion shares outstanding. It also has $100 milion in outstanding debt, with a yield on the deb of 4.5%. Thurbinar's equity beta is 1.00.

b. Assume Thurbinar's deb has a beta of zero. Estimate Thurbinar's unlevered beta. Use the unlevered beta and the CAPM to estimate Thurbinar's unlevered cost of capital

. Estimate Thurbinar's equity cost of capital using the CAPM. Then assume its debt cost of capital equalsits yield and using these results, estimate Thurbinar's unlevered cost of capital

4. Explain the difference befween your estimate in part (b) and part (c).

e. You decide to average your results in part (b) and part (c), and then average this result with your estimate from part (a). What is your estimate for the cost of capital of your firm's project?
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‘Weston Enterprises s an all-equity fim with two divisions. The soft drink division has an asset beta of 0.69, expects to generate free cash flow of $55 milion this year, and anticipates a 4% perpetual growth rate. The indusirial chemicals division
has an asset beta of 1.04, expecs to generate free cash flow of $62 milion this year, and anticipates a 3% perpetual growth rate. Suppose the risk-free rate is 4% and the market risk premium is 5%.

a. Estimate the value of cach division.

b. Estimate Weston's current equity beta

. Estimate Weston's current cost of capital. Is this cost of capital useful for valuing Weston's projects? How is Weston's equity beta likely to change over time?
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‘Weston Enterprises s an all-equity fim with two divisions. The soft drink division has an asset beta of 0.60, expects to generate free cash flow of $50 milion this year, and anticipates a 3% perpeual growth rate. The indusrial chemicals division
has an asset beta of 1.20, expecs to generate free cash flow of $70 milion this year, and anticipates 2% perpetual growth rate. Suppose the risk-free rate is 4% and the market risk premium is 5%.

a. Estimate the value of cach division.

b. Estimate Weston's current equity beta

. Estimate Weston's current cost of capital. Is this cost of capital useful for valuing Weston's projects? How is Weston's equity beta likely to change over time?
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‘What options does a firm have to spend ts free cash flow (after it has satisfied all interest obligations)?
(Select the best choice below.)

O#. Useitto repurchase shares.

OF. Useitto make investments.

OF. Payit out as dividends.
OD. All of the above.
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RFC Corp. has announced a $1.00 dividend. If RFC's price last price cum-dividend is $50.00, what should its first ex-dividend price be (assuming perfect capital markets)?

RFC’s frst ex-dividend price should be ${_|. (Round to two decimal places.)
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‘The HNH Corporation will pay a constant dividend of $1 per share, per year, in perpetuity. Assume all investors pay a 20% tax on dividends and that there is no capital gains tax. Suppose the other investments with equivalent risk to HINH stock
offer an afier-tax return of 10%.

a. What is the price of a share of HNH stock?

b. Assume that management makes a surprise announcement that HNH will no longer pay dividends but will use the cash to repurchase stock instead. What s the price of a share of HNH stock now?

2. What s the price of a share of HNH stock?
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‘What was the effective dividend tax rate for a U.S. investor in the highest tax bracket who planned to hold a stock for one year in 1981 (according to the table below)? How did the effective dividend tax rate change in 1982 when the Reagan
tax cuts took effect? (Ignore state faxes.)

Top Federal Tax Rates in the United States
Year Capital Gains _Dividends

1971-1978 35% 70%
1979-1981 28% 70%
19821986 20% 50%

1987 28% 39%
19881990 28% 28%
1991-1992 28% 31%
19931996 28% 40%

1997 - 2000 20% 40%
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2001 -2002 20% 39%
2003-2012 15% 15%

The effective dividend tax rate for a U.S. investor in the highest tax bracket who planned to hold a stock for one year in 1981 was [ |%. (Round to two decimal places.)
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A stock that you know is held by long-term individual investors paid a large one-time dividend. You notice that the price drop on the ex-dividend date is about the size of the dividend payment. You find this relationship puzzling given the tax
disadvantage of dividends. Which of the following describes how the dividend capture theory might account for this behavior?

(Select the best choice below.)

04
o8
ot
oo

Because allinvestors don't pay taxes on dividends, the effective rate is zero, so the price drop equals the dividend payment
Because corporations have 2 negative effective dividend tax rate, the dividend capture theory requires the effective dividend tax rate to be zero. Hence, under this theory the stock price should drop by the amount of the dividend.
Dividend capture theory states that only investors who don't pay dividend taxes are paid the dividend, so ther effective dividend tax rate is zero.

Dividend capture theory states that investors with high effective dividend tax rates sellto investors with low effective dividend tax rates just before the dividend payment. The price drop therefore reflects the fax rate of the low effective
dividend tax rate individuals.
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Clovix Corporation has $47 million in cash, 10 million shares outstanding. and a current share price of $34. Clovix is deciding whether to use the $47 million to pay an immediate special dividend of $4.70 per share, or to retain and invest it at the.
sisk-free rate of 10% and use the $4.70 million n interest earned to increase ifs regular anmial dividend of $0.47 per share. Assume perfect capital markets.

a. Suppose Clovix pays the special dividend. How can a shareholder who would prefer an increase in the regular dividend ereate it on her own?

b. Suppose Clovis increases is regular dividend. How can a sharcholder who would prefer the special dividend create it on her own?
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Use the data in the table below to calculate the tax disadvantage of retained cash in:

a.1994.
b. 1978,
Top Federal Tax Rates in the United States

Year  Corporate Interest Average Rate on Capital
TaxRate Income __Equity Income Gains
1971-1978  48% 0% 3% 0% 35%
1979-1981  46% 0% 49% 0% 2%
19821986  46% 50% 35% 50% 2%
1987 40% 39% 3% 39% 2%
1988-1990  34% 2% 2% 2% 2%
19911992  34% 31% 30% 31% 28%
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‘Why is an announcement of a share repurchase considered a positive signal?
(Select the best choice below.)

¢, Share repurchases reduce diluion, which is a good thing for investors.

8. By choosing to do a share repurchase, management credibly signals that i believes the stock is undervalued.

OF. Share repurchases are 2 capital structure decision. According to Modigliani-Miller, financial policy should not matter; therefore, even when markets are not perfect, share repurchases should not affect value, hence they are neither a
positive or negative signal

OO, Share repurchases increase demand for the stock. By the law of supply and demand, when demand increases, prices must rise, which is good news.
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Berkshire Hathaway's A shares are trading at $140,000. What split ratio would it need to bring its stock price down to $1007

‘The stock split ratio required to reduce Berkshire Hathaway's A shares to $100is [ ] to 1. (Round to one decimal place.)
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Suppose the stock of Host Hotels & Resorts is currently trading for $20 per share.
a. Tf Host issued 2 20% stock dividend. what willits new share price be?

b. If Host does 23 2 stock spli, what wil its new share price be?

. If Host does a 1 -3 reverse split, what will its new share price be?
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‘Suppose Pepsico's stock has a beta of 0.73. If the risk-free rate is 4% and the expected refum of the market portfolo is 9%, what is Pepsico's equity cost of capital?

Pepsico's equity cost of capitalis [ ]%. (Round to two decimal places.)
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‘Suppose all possible investment opportunities in the world are limited to the five stocks listed in the table below. What does the market portfolio consist of (what are the portfolio weights)?

Stock Price/Share () Number of Shares Outstanding (millions)
A 10 10
B 2 12
c H 3
D 50 1
E 45 2

Enter the percentage that each stock makes up of the total portfofio. (Round to two decimal places.)
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You need to estimate the equity cost of capital for XYZ Corp. Unfortunately, you only have the following data available regarding past refurns:

Year  Riskiree Return  Market Return  XYZ Return
2011 3% 7% 12%
2012 1% -33% -45%

. What was XYZ's average historical return?
b. Compute the market's and XYZ's excess returns for each year. Estimate XYZ's beta.

. Estimate XYZ's historical alpha

. Suppose the current risk-free rate is 3%, and you expect the market's refurn to be 9%. Use the CAPM to estimate an expected return for XYZ Corp.'s stock
e. Would you base your estimate of XYZ's equity cost of capital on your answer in part (a) or in part (d)?
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(=] Click on the spreadsheet icon on the left to dowload the monthly refurns for Nike and Dell. Then, estimate the beta of Dell Inc. (DELL) and Nike Inc. (NKE) stock based on their monthiy returns from 2007-2011, expressed in decimal
form. (Hint: You can use the slope() function in Excel)

The estimated monthly beta for DELL is [ ]. (Round to four decimal places.)
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Monthly Returns (%)

Date S&P 500 DELL NIKE

Dec-11 03853 7170 0158
Nov-11 0506 0316 0.176
Oct-11 10772 11.810 12,677
Sep-11 7176 4909 -1316
Aug11 -5.679 8436 3882
Ju-11 2147 2579 0189
TJun-11 1826 3.669 6548
May-11 1350 3943 2587
Apr11 2850 6616 8.745
Mar-11 -0.105 8339 14972
Feb-11 3196 20289 7941
Jan-11 2265 2878 EYT:)
Dec-10 6530 2496 0824
Nov-10 0229 8194 5759
Oct-10 3686 11025 1622
Sep-10 8755 10.195 14.486
Aug-10 4745 -11.103 4943
Tul-10 6878 9.784 9.016
Jun-10 5388 9527 -6.673
May-10 8198 -17.716 4650
Apr10 1476 7856 3279
Mar-10 5.880 13.444 8.728




