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Question 2 - 10 marks (Capital Structure)

Company ABC is all-equity financed. It has an expected cash flow of $10 million per year in
perpetuity, and 10 million shares. Its average cost of capital is 10%. The company plans to open
anew plant, which will cost $4 million, and generate $1 million in additional cash flow every year.
“This project has the same risk than the overall company.

1) Calculate the expected return on equity and the price of the stock before the new investment. (1
mark)

2) Assume that the plant s financed with new equity and calculate:
a. ABC's expected return on equity and weighted average cost of capital. (1 mark)
b. ABC's stock price. (1 mark)
. The number of shares issued to finance the new investment. (1 mark)

3) Assume that the plant s financed with new perpetual debt at a 6% nterest rate and calculate:
a. ABC's expected return on equity and weighted average cost of capital. (1 mark)
b. ABC's stock price after the new investment. (1 mark)

4). Is Modigliani-Miller satisfied? (1 mark)

5) Now assume that the company has a 35% tax rate and that the $10m and the $1m cash flows are
net of taxes. Solve again parts (1), (2) and (3) in this new setting. (3 marks)

Question 3 - 10 marks (Dividend Policy)

ABC has 1M shares outstanding. The stock price of ABC is $10. ABC is considering paying a
total cash dividend of $1.5M to its shareholders. The CFO of ABC does not know whether it
should finance the payment of this dividend by issuing new perpetual debt or by issuing new
equity. The cost of debt is 4%. Corporate tax rate is 30%. Ignore other market imperfections.

1. Assume that the dividend is financed by debt and calculate:
a. The share price of ABC right after the declaration. (1 mark)
b. The share price of ABC at the ex-dividend date. (1 mark)
2. Assume that the dividend is financed by equity and calculate:
a. The share price of ABC right after the declaration. (1 mark)
b. The share price of ABC at the ex-dividend date. (1 mark)
¢ The total number of shares of ABC right after the dividend payment. (2 marks)
3. Assume that the dividend is financed half by debt and half by equity, and calculate:
a. The share price of ABC right after the declaration. (1 mark)
b. The share price of ABC at the ex-dividend date. (1 mark)
¢ The total number of shares of ABC right after the dividend payment. (2 marks)




