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Q1. 

a) ROEu= (1-tc) EBIT	Vu= (1-tc) EBIT	= (1-0.35) (80,000) = 52,000 = 208,000
	                    Vu		            ROEu		  0.25		0.25

b) VL = Vu + tc D  
VL = 208,000 + 0.35(50,000)
    = 225,500

Q2.

a) EL = VL – D			ROEL = (1-tc) (EBIT - I)
    = 225,500 – 50,000			         EL
    = 175,500			         = (1-0.35) (80,000 – 7,000)
						175,500
				         = 0.2703

b) WACC = ROEL (EL/VL) + (1-tc) i (D/VL)
            = 0.2703(175,500) + (1-0.35) (0.14) (50,000)
		 (225,500)		        (225,500)
            = 0.2306
c) ROEL – ROEu
= 27.037% - 25% 
=2.037%

The change in the firm’s capital structure will change the financial risk by an increase of 2.037%. 

Q3. 

VL = (1-tc) EBIT = (1-0.35) ($26,000) = $140,833.33
           WACC                    0.12

Current value of the levered firm is $140,833.33.

As debt increases, WACC will decrease and VL will increase. To increase their value, Bruin should increase their debt equity ratio provided the direct and indirect costs of bankruptcy could be ignored. 


Q4. 

a) Vu = (1-tc) EBIT = (1-0.35) ($6,000) = $24,375
            ROEU                    0.16

Current value of the firm is $24,375. 

b) VL = VU + tCD
                  = $24,375 + 0.35 (0.5 VL)
                  = $24,375 + 0.175VL
      0.825VL= $24,375
                  = $29,545.45

If Bellevue establishes a 50% debt ratio, their VL will increase to $29,545.45. 

c) VL = VU + tCD
     = $24,375 + 0.35VL
      0.65VL = $24,375
              VL = $37,500

If Bellevue establishes a 100% debt ratio, their VL will increase to $37,500. 


Q7.

VU = Net annual cash flows in perpetuity
                          Discount rate
     
= $10,000,000
           0.18
= $55,555,555.56 

Since this value is less than the liquidation value of $75,000,000, Vikings Adventures Company should liquidate. 

                 
