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\2)/ E l Chapter 13 Return, Risk, and the Security Market Line

a. What is the expected return on an equally weighted portfolio of these three
stocks?

b. What is the variance of a portfolio invested 20 percent each in A and B and
60 percent in C?

10. Returns and Standard Deviations [LO1] Consider the following information:

State of Probability of Rate of Return If State Occurs
Economy State of Economy Stock A Stock B Stock C
Boom 15 .35 .45 27
Good .55 .16 .10 .08
Poor 25 —.01 —:06 —.04
Bust .05 —12 -.20 —-.09

a. Your portfolio is invested 30 percent each in A and C, and 40 percent in B. What
is the expected return of the portfolio?

b. What is the variance of this portfolio? The standard deviation?

Calculating Portfolio Betas [LO4] You own a stock portfolio invested 35 percent
in Stock Q, 25 percent in Stock R, 30 percent in Stock S, and 10 percent in Stock
T. The betas for these four stocks are .84, 1.17, 1.11, and 1.36, respectively. What is
the portfolio beta?

Calculating Portfolio Betas [LO4] You own a portfolio equally invested in a risk-
free asset and two stocks. If one of the stocks has a beta of 1.27 and the total port-
folio is equally as risky as the market, what must the beta be for the other stock in
your portfolio?
Using CAPM [LO4] A stock has a beta of 1.05, the expected return on the market
is 10 percent, and the risk-free rate is 3.8 percent. What must the expected return on
this stock be?
Using CAPM [LO4] A stock has an expected return of 10.2 percent, the risk-free
rate is 4.5 percent, and the market risk premium is 7.5 percent. What must the beta

- of this stock be?

Using CAPM [LO4] A stock has an expected return of 12.4 percent, its beta is

- 117, and the risk-free rate is 4.2 percent. What must the expected return on the

- market be? o

Using CAPM [LO4] A stock has an expected return of 13.3 percent, its beta

$ 1.45, and the expected return on the market is 10.5 percent. What must the

isk-free rate be?

Using CAPM [LO4] A stock has a beta of 1.25 and an expected return of

percent. A risk-free asset currently earns 2.1 percent.

‘What is the expected return on a portfolio that is equally invested in the two
assets?

If a portfolio of the two assets has a beta of .93, what are the portfolio weights?

If a portfolio of the two assets has an expected return of 9 percent, what is its
cta? '

A portfolio of the two assets has a beta of 2.50, what are the portfolio weights?

0w do you interpret the weights for the two assets in this case? Explain.

g the SML [LO4] Asset W has an expected return of 12.8 percent and a beta
If the risk-free rate is 4.1 percent, complete the following table for portfo-

Asset W and a risk-free asset. Illustrate the relationship between portfolio

445

Ima/wod syywmmm 3e sn Jsip

[ADNVNIA S8

U G




U\

st need : 9. Company Risk versus Project Risk
entage of i large natural &as user, and Superior O

ing of Investing in natural
financed. Dow and Superj
their respective investmen

Chapter 14 Cost of Capital

[LO5] Both Dow Chemical Company, a
il, a major natura] 8as producer, are think-
gas wells near Houston. Both companies are al] equity
or are looking at identical projects. They’ve analyzed
ts, which would involve a negative cash flow now and

roject is

vhat does

you had
y?

Sct Al
dject?
:bt but

Calculating Cost of Equity [LO1] The Muse Co. just issued 2 dividend of $2.75

 per share on its common stock. The company is expected to maintain a constant

5.8 percent growth rate in its dividends indefinitely. If the stock sells for $59 4
share, what is the company’s cost ’ '

of equity?
Calculating Cost of Equity [LO
has a beta of 1.2 If the risk-free
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478 PART 6 Cost of Capital and Long-Term Financial Policy

Calculating Cost of Debt [LO2] Jiminy’s Cricket Farm issued a 30-year
cent semiannual bond 3 years ago. The bond currently sells for 93 perceng
face value. The company’s tax rate is 35 percent.

a. What is the pretax cost of debt?

b. What is the aftertax cost of debt?

¢. Which is more relevant, the pretax or the aftertax cost of debt? Why? ;
Calculating Cost of Debt [LO2] For the firm in Problem 7, suppose the bog
value of the debt issue is $60 million. Tn addition, the company has a second
issue on the market, a zero coupon bond with 10 years left to maturity; the bog
value of this issue is $35 million, and the bonds sell for 57 percent of par. Whaj
the company’s total book value of debt? The total market value? What is yourt
estimate of the aftertax cost of debt now?

Calculating WACC [LO3] Mullineaux Corporation has a target capital struc
of 60 percent common stock, 5 percent preferred stock, and 35 percent debt. Its
of equity is 12 percent, the cost of preferred stock is 5 percent, and the pretax cosf
of debt is 7 percent. The relevant tax rate is 35 percent. ;
a. What is Mullineaux’s WACC?

b. The company president has approached you about Mullineaux’s capital the f
structure. He wants to know why the company doesn’t use more preferred stoc cash
financing because it costs less than debt. What would you tell the president? SML ¢

Taxes and WACC [LO3] Sixx AM Manufacturing has a target debt—equity ratio

of .45. Its cost of equity is 13 percent, and its cost of debt is 6 percent. If the tax

_ rate is 35 percent, what is the company’s WACC?

Finding the Target Capital Structure [LO3] Fama’s Llamas has a weighted aver-

age cost of capital of 9.6 percent. The company’s cost of equity is 12 percent, and

its pretax cost of debt is 7.9 percent. The tax rate is 35 percent. What is the com-

pany’s target debt—equity ratio?

Book Value versus Market Value [LLO3] Ema Corp. has 8 million shares of com-

mon stock outstanding. The current share price is $73, and the book value per share The'

is $7. Erna Corp. also has two bond issues outstanding. The first bond issue has a R

face value of $85 million, has a 7 percent coupon, and sells for 97 percent of par. &

The second issue has a face value of $50 million, has an § percent coupon, and sells b S

for 108 percent of par. The first issue matures in 21 years, the second in 6 years. g 5

a. What are Erna’s capital structure weights on a book value basis? o A

b. What are Erna’s capital structure weights on a market value basis? Ca

¢. Which are more relevant, the book or market value weights? Why? bui

Calculating the WACC [LO3] In Problem 12, suppose the most recent dividend for

was $4.10 and the dividend growth rate is 6 percent. Assume that the overall cost bo

of debt is the weighted average of that implied by the two outstanding debt issues. co

Both bonds make semiannual payments. The tax rate is 35 percent. What is the i

company’s WACC? b

WACC [LO3] Paget, Inc., has a target debt—equity ratio of 1.25. Its WACC is )

9.2 percent, and the tax rate is 35 percent. .

a. If the company’s cost of equity is 14 percent, what is its pretax cost of debt? '

b. If instead you know that the aftertax cost of debt is 6.8 percent, what is the cost
of equity? 19. «

Finding the WACC [LO3] Given the following information for Lightning Power e {

Co., find the WACC. Assume the company’s tax rate is 35 percent.




