Required 1

Yes. The appropriate discount rate to use should reflect the use of the funds and not the source of the funds. If the new project has the same risk as the firm’s overall risk then we can still use the wacc to value this project even if it is entirely equity financed.

Required 2

No. The wacc is only appropriate to value those investments that have the same risk as the firm’s overall operations.

Required 3

Since the project is low risk (we should use a lower rate than the wacc) using the wacc will cause us to incorrectly undervalue the project and reject it.

Note:

If the project is high risk and we use the wacc then we will incorrectly overvalue the project and accept it.

Thus if the firm uses the wacc to value all projects then it will become riskier over time.

Required 4

PV = (1200)
FV = 1000
PMT = 50
N = 16
C/Y = P/Y = 2

I/Y = CPT = 6.72648%

Required 5

2nd 2
NOM = 6.72648%
C/Y = 2
EFF = CPT = 6.83960%

Required 6

Ki = Kd (1-t) = 6.83960%(1-.4) = 4.10376%

Required 7

Number of Bonds = (25 000 000)/1000 = 25000 bonds
Market Value of Debt = 1200*25000 = 30,000,000

Required 8

Ki = Rf + (RM – RF)Bi
Ki = 5 + (10)*2 = 25%


Required 9

	Time
	Dividend
	Growth

	0
	10
	0%

	1
	10
	0%

	2
	10
	20%

	3
	12
	20%

	4
	14.4
	20%

	5
	17.28
	-5%

	6
	16.416
	 



Required 10

P5 = D6/(k-g) = 16.416/(.25--.05) = 54.72

Required 11

	Time
	Dividend

	CF0
	0

	C01
	10

	C02
	10

	C03
	12

	C04
	14.4

	C05
	17.28+54.72



NPV @ 25% = 50.0352 (we will round it to 50 only for this example)

Required 12

Number of Shares = 50,000,000/10 = 5,000,000
Market Value of Equity = 5,000,000*50 = 250,000,000


Required 13

g = k - d1/P0
g = .25 – 10/50 = 0.05 or 5%

Required 14

Kp = Dp/NP = .2*50/80 = .125 or 12.5%

Required 15

Number of Shares = 25,000,000/50 = 500,000
Market Value of Preferred Equity = 500000*80 = 40,000,000

Required 16

V = D + S + P
V = 30M + 40M + 250M = 320 M

Required 17

P/V = 40/320 = .125

S/V = 250/320 = 0.78125

D/V = 30/320 = 0.09375

Required 18

Wacc (unadjusted) = .125(.125) + .78125(.25) + .09375(.068396) = 0.213744308

Required 19

Wacc (adjusted) =.125(.125) + .78125(.25) + .093750(.0410376) = 0.212621585
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