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1. Armin van Buuren Enterprises has a capital structure that consists of 40% debt and 60% equity. Swedish House Mafia gathers the following information:
· The company can issue bonds at a yield to maturity of 7%. 
· The company’s common stock now sells for $20 a share.
· The company’s recent (annual) dividend payment was $1.50 per share and dividends are expected to have a constant growth rate of 6% a year.
· The company’s tax rate is 40%.
Armin van Buuren Enterprises’ weighted average cost of capital (WACC) is closest to:
The after-tax cost of debt is the bonds’ yield to maturity multiplied by 1 – the tax rate, or kd(1 – t) = 7.0%(1 – 0.4) = 4.2%. 
The cost of common equity is: kce = D1 / P0 + g = [$1.50 (1.06) / $20] + 0.06= 0.0795 + 0.06 = 0.1395 or 13.95%. 
WACC = 0.40(4.2%) + 0.60(13.95%) = 1.68% + 8.37% = 10.05%.
2. Pricing power and return on equity are likely to be greatest for firms in an industry characterized by (circle all that apply):
· Undercapacity.
· High switching costs.
· Overcapacity.
· High barriers to entry.
· High industry concentration.
· High variability in market share.
Pricing power and return on equity are likely to be greatest for firms in an industry with high barriers to entry, undercapacity relative to demand, and high switching costs that contribute to stable market shares. High concentration does not ensure pricing power. Even in highly concentrated industries, firms with market shares close to those of their competitors and firms that produce commodity-like products might have relatively little pricing power.


3. Tiesto is analyzing a stock that is currently trading at $31 a share. He thinks the stock’s dividends per share should be $2.00 next year, after which they should grow at 25% per year for each of the next two years. Then, beginning in year 4, the growth rate is expected to decline and stabilize at 8% per year. Using a 15% required rate of return, this stock is currently (circle one of the following 3 answers):
· Undervalued
· Efficiently priced
· Overvalued
If mispriced, by how much?
P0 	= D1 / (1 + k)^1 + D2 / (1 + k)^2 + D3 / (1 + k)^3 + P3 / (1 + k)^3, where: 
Step 1: Forecast the dividend for each year of rapid growth and for the first year of sustainable growth
D1 	= 2.00 
D2 	= 2.00(1.25)^1 = 2.50 
D3 	= 2.50(1.25)^1 = 3.125 
D4 = 3.125(1.08)^1 = 3.375
Step 2: Use the constant growth model to find the price of the stock at the end of the year prior to the year the dividend will grow at a constant rate
P3 	= D4 / (k – g) = 3.375 / (0.15 – 0.08) 
= 48.2143
Step 3:
P0 	= D1 / (1 + k)^1 + D2 / (1 + k)^2 + D3 / (1 + k)^3 + P3 / (1 + k)^3; where: 
 	= 2.00 / 1.15 + 2.50 / (1.15)^2 + 3.125 / (1.15)^3 + 48.2143 / (1.15)^3
	= 1.7391 + 1.8904 + 2.0547 + 31.7017 = 37.3859 or 37.39
Thus, at $31.00, the stock is trading $6.38 under its value (P0) of $37.39. (.01 due to rounding error)
4. Hardwell purchases 323 shares at $18 and puts up an initial margin deposit of 65% from a firm that has a maintenance margin of 40%. The price at which the investor will receive a margin call is closest to:
The price at which the account reaches minimum margin is (0.35 × 18) / (1 – 0.4) = 10.50.
5. In its latest annual report, David Guetta Corp. reported the following:
· Net income: $1,500,000 
· Total equity: $5,000,000 
· Total assets: $15,000,000
· Payout ratio: 35%
Based on this information, the expected growth rate of dividends is closest to: 
ROE is 1,500,000 / 5,000,000 = 30%. Retention rate is (1 – 0.35) = 65%. g = ROE × RR = 0.3 × 0.65 = 19.5%. 
6. The Ferry Corsten Company has a potential project that will cost $24 million, with a cost of capital of 10%.
Cash flow timings (year-ends) 		Amounts ($m)
· Year 1 				12.0
· Year 2 				9.6
· Year 3 				7.2

What is the net present value (NPV) and payback period of this project?
Cash flow timings (year-ends)	Amounts ($m) 		Compound factor at cost of capital	Present value
Year 1 				12.0 			(1.1) 					10.909
Year 2 				9.6 			(1.1)^2 					7.934
Year 3 				7.2 			(1.1)^3 					5.409
Total 												24.252
Cost of project 											(24.00)
NPV 												+0.252
Cash flow timings (year-ends) 	Amounts ($m) 		Cumulative cash flows
Year 0 				(24.0) 			(24.0)
Year 1 				12.0 			(12.0)
Year 2 				9.6 			(2.4)
Year 3 				7.2 			4.8
Payback period 	= year until full recovery + unrecovered cost @ beg. of last year / cash flow during the last year
= 2 + 2.4/7.2 = 2.33 years
7. The following data relates to W&W Industries:
· Projected dividend $6.61
· Current stock price $96
· Return on Equity (ROE) 20%
· Payout ratio for dividends 67.5%
· Marginal Tax Rate 34%
What is W&W Industries’ cost of equity?
The cost of equity is given by the next dividend divided by the market price plus the growth rate. The growth rate is not provided but can be calculated:
Growth rate 	= earnings retention rate x return on equity
 			= (1 – 0.675) x 20% = 6.5%
Cost of equity 	= (6.61/96) + 6.5% = 13.385%
8. Chuckie believes that the cost of equity for Oceanlab should be 10% and the target debt-to-equity ratio is 50%. The coupon rate of debt issued 10 years’ ago at par was 7.2% and the current yield to maturity of this debt is 8%. Oceanlab has a marginal tax rate of 34%. What is Oceanlab’s weighted after-tax cost of capital?
The after-tax cost of debt is the pre-tax cost multiplied by one minus the tax rate
= 8% x (1 – 0.34) = 5.28%
Since the target debt-to-equity ratio is 50%, two-thirds of the capital is equity and one-third is debt. 
WACC = (2/3 x 10%) + (1/3 x 5.28%) = 8.43%
9. The infinite period dividend discount model cannot be used if:
· Growth equals zero
· Growth is less than the cost of equity
· Growth is more than the cost of equity
Accordingly, for which stage(s) of the life cycle) is this model appropriate – generally speaking (choose any that apply)?
· Growth stage
· Mature stage
10. Above & Beyond has been analysing the performance of Nadia Ali Company. They estimate that the company’s dividends will grow at 20 percent, 15 percent and 10 percent for the next three years. Thereafter, the company’s growth rate is expected to slow to 3 percent indefinitely. The company has just paid a dividend of $1. The market return is 7% and the risk free rate is 3%. The beta of the Nadia Ali Company is 2. Calculate the value of Nadia Ali Company’s stock:
Find required rate of return:
Required rate of return = rf + β(Rm – rf) = 3% + 2(7% – 3%) = 11%
Step 1: Find future dividends:
D1 = $1 x 1.2 = $1.20
D2 = $1.20 x 1.15 = $1.38
D3 = $1.38 x 1.1 = $1.518
D4 = $1.518 x 1.03 = $1.56354
Step 2: Apply infinite dividend discount model to D4:
P3 = D4 ÷ [k – g] = $1.56354 ÷ [11% – 3%] = $19.54425
Step 3: Discount all dividends and P3 to present value:
P0 = Present Value of D1 + Present Value of D2 + Present Value of (D3 + P3)
P0 = [$1.20/1.11] + [$1.38/(1.11)2] + [($1.518 + $19.54425)/(1.11)3] = $17.60.


FORMULAS:

	Holding Period Return (HPR)
	= (EV – BV + CF) / BV or [(EV + CF) / BV] - 1

	Geometric (Time-Weighted Return)
	= [(1+HPR1) * (1+HPR2) * … (1+HPRN)]1/#YEARS

	Cost of Equity (CAPM Approach)
	= kf + β(km – kf)

	Cost of Equity (GGM Approach)
	= D1 / P + g

	Cost of Equity (Build-up Approach)
	= kd + ERP

	WACC
	= (C/V * kce) + (P/V * kpe) + (D/V * kd (1-T)), where V = C + P + D

	Net Present Value (NPV)
	= CF0 + CF1 / (1+k)1 + CF2 / (1+k)2 + … + CFn / (1+k)n

	Payback Period
		Discounted Payback Period = A + 
	B

	
	C


Where,
   A = Last period with a negative undiscounted cumulative cash flow;
   B = Absolute value of undiscounted cumulative cash flow at the end of the period A;
   C = Undiscounted cash flow during the period after A.

	Discounted Payback Period
		Discounted Payback Period = A + 
	B

	
	C


Where,
   A = Last period with a negative discounted cumulative cash flow;
   B = Absolute value of discounted cumulative cash flow at the end of the period A;
   C = Discounted cash flow during the period after A.

	g
	ROE * RR

	1-Stage DDM (Gordon Growth Model)
	= D1 / (kce – g)
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