ADM 3350 (Summer)

Solutions of Midterm Exam
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Your wealth (value of our shares) BEFORE share repurchase (Under Alternative 2) = 600
x $50 = $30,000. To conduct the repurchase with the excess cash, the firm will
repurchase (retire) $100,000/550 = 2,000 shares. The shares that remain = 10,000 —

‘ 3 - 90 .
2,000 = 8,000. Price per share after the repurchase = $300 Oosooil 00,000 =3$50 (i.e. the
price per share will not change; will remain at $50). Thus: your wealth = 600 x $50 =

$30,000. Therefore under Alternative 2 of repurchase your wealth will remain the same.

If the company under Alternative 2 repurchases shares at $50 per share, you can create

$6,000 = 120 shares.

$6,000 of "home-made dividend" by selling

Under Alternative 1 of dividend payout, you would have obtained $6,000 dividend on
your shares and would have paid tax = 30% of $6,000 = $1,800. With creation of home-
made dividend you will sell 120 shares (as in part c) at $50 per share which you had
purchased at $20 per share. Thus you will make capital gain of 120 ($50 - $20) = $3,600
on which you will pay capital gain tax of ($3,600)(1/2) 40% = $3,600 x 20% = $720. Thus
you will pay $1,800 - $720 = $1,080 less tax if the company chooses the repurchase
under Alternative 2 instead of Alternative 1 of dividend payout.
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