W01 Solution


 SEQ CHAPTER \h \r 11. (8 marks) Jundel Inc. plans $400,000 in capital outlays for next year.  The firm has a .25 D/E ratio, and uses a residual dividend policy.  Earnings per share for the upcoming period are expected to be $3.50.  There are 200,000 shares.  What is the firm’s expected dividend per share for the upcoming year?

Step 1 - Calculate the amount of new equity (i.e., retained earnings)  needed for next year.

Total Capital = D + RE = $400,000

D = .25 RE

Therefore, .25RE  + RE = $400,000

RE = $400,000/1.25 = $320,000

Step 2 - Calculate the amount of the total dividend

Total Dividend = Total Earnings - Total Retained Earnings

Total Dividend = (200,000*$3.40) - $320,000 = $360,000

Step 3 - Calculate the Dividend per share

Dividend per share = Total Dividend / Number of shares = $360,000 / 200,000 = $1.80 per share

2. (12 marks) Jaltech Corp. needs to raise $4,000,000 for a new plant in Jamaica.  The firm currently has five  million shares outstanding and the share price is $12.60 per share.  The firm is thinking of doing a rights offering.  The subscription price will be $8 per share.  Each shareholder will get one right for each existing share.

a) (3 marks) How many rights will be needed to purchase one new share?

Number of new shares = $4M/$8 = 500,000

Number of rights/share = (# of old shares )/(# of new shares) = 5M/500,000 = 10
b) (3 marks) What will be the ex-rights price of the shares?

Price = (Equity Value)/(# of shares) = ((5M*$12.60) + $4M)/(5M+500,000) = $12.18
c) (3 marks) There are mailing costs associated with the rights offering.   First, the firm has to mail all shareholders an information circular with a sign-up form, and then, if the shareholder sends back a completed sign-up form with the necessary funds, the firm has to send each shareholder a letter confirming the purchase of the new shares.  The average number of shares held by each shareholder is 100 shares.  Each mailing costs the firm $1.50 and it is expected that 90% of the shareholders will sign-up (i.e., participate) in the rights offer.  What are the mailing costs of the rights offer (for the company)?

Mailing costs = (# of mailings)*(cost per mailing)

# of mailings = (# of shareholders)*(1 + .9) 

# of shareholders = (# of shares)/average holding = 5M/100 = 50,000

# of mailings = 50,000*1.9 = 95,000

Mailing costs = 95,000 * $1.50 = $142,500
d) (3 marks) If only 90% of shareholders will subscribe to the rights offering (the other 10% just let their rights expire), what will be the ex-rights price of the stock?

Price = (Equity Value)/(# of shares) = ((5M*$12.60) + (.9*4M)/(5M+(.9*500,000)) = $12.22
3.  (12 marks) Janice owns 400 shares of Jennessee Inc. and 200 shares of Joco Inc.  Jennessee currently sells for $4 per share and Joco sells for $8 per share.  Market returns (for the TSE) have been 8%, 0%, and 16% for each of the last three years.  Returns for Jennessee have been 8%, 4%, and 12% respectively while returns for Joco Inc. have been 8%, -4%, and 20%  respectively.

a) (4 marks) What is the beta for each of Jennessee and Joco Inc.

The Beta for Jennessee Inc. is .5 because when the market went down and up 8% below and above its 8% mean, Jennessee went up and down 4%.  The Beta for Joco Inc. is 1.5 because when the market went down and up 8% below and above its 8% mean, Joco went up and down 12%.  These figures can also be calculated using the respective variances and covariances.

b) (3 marks) What is the beta for Janice’s portfolio?

Portfolio beta = (w1*b1) + (w2*b2)

w1 = (400*$4)/((400*$4)+(200*$8)) = .5

w2 = 1 - w1 = .5

Portfolio beta = (.5*.5) + (.5*1.5) = 1
c) (3 marks) What is the expected return on Janice’s portfolio, assuming a risk free rate of 5% and expected return on the market which is 2% higher than the average return over the last 3 years?

r = rf + b(E(m) - rf)

E(m) = ((.08+0+.16)/3) + .02 = .1

r = .05 + 1(.1-.05) = .1
d) (2 marks) What is the expected after-tax return on Janice’s portfolio assuming a personal tax rate of 25% on equity distributions (and assuming that taxes are paid every year)?

r(AT) = r(BT) * (1- .25) = .075
4. ( 4 marks) Janemo Inc. is thinking of beginning a new capital budgeting project.  The new project will entail sales of Jalapeno peppers at a selling price of $1.40 per pepper.  Fixed costs are expected to be $150,000 per year and variable costs are 90 cents per pepper.  Total depreciable expenditures for the project are $200,000 and this is a four year project.  Depreciation is calculated on a straight line basis.

a) (2 marks) What is the accounting break-even level of sales?

BE = (FC+Depr.)/(Contribution Margin) = ($150,000 + ($200,000/4))/($1.40 -$.90) = 400,000 peppers

b) (2 marks) Given a corporate tax rate of 40%, what is the accounting break-even level of sales?

It is still 400,000 peppers, since the only EBIT that will generate an after tax net income of 0 (i.e., BE) is an EBIT of 0.  In part a), we calculated the EBIT   BE to be 400,000 peppers.

5. (14 marks) Jeremy curently owns 100 shares of Jethro Inc. and 100 shares of Jernsey Inc.  Jethro Inc. has 9 million shares outstanding and Jernsey Inc. has 6.3 million shares outstanding.  Both firms have expected EBIT’s of either $450,000 or $1,800,000 per year indefinitely depending upon whether there is a recession or an expansion of the economy.  The interest rate for all parties (for either borrowing or lending) is 10%.  Assume that there are no taxes.  The market value balance sheets for the two firms follow:

	Jethro INC. Balance Sheet ($000,s)

	Cash
	2000
	Debt
	

	Other
	7000
	Equity
	9000

	Total
	9000
	Total
	9000


	Jernsey INC. Balance Sheet ($000,s)

	Cash
	2000
	Debt
	2700

	Other
	7000
	Equity
	6300

	Total
	9000
	Total
	9000


a) (6 marks) What is Jeremy’s current overall expected ROE on his total investment, in both the recessionary and expansionary scenarios?




Jethro Inc.
Recession
Expansion

Jernsey Inc.
Recession
Expansion

EBIT

.45M

1.8M


EBIT

.45M

1.8M

Interest





Interest
.27M

  .27M

NI

.45M

1.8M


NI

.18M

1.53M

EPS

.05*

.20


EPS

.0286

.2429

ROE

.05**

.20


ROE

.0286

.2429

*   EPS = NI/# of shares = ($.45M)/(9 million) = .05


** ROE = EPS / Price = (.05) / (Equity / # of shares) = (.05)/(9M/9M) = .05

Jeremy’s expected return in each scenario is .0395 ((.05+.029)/2) in the recessionary scenario and .222 ((.20+.243)/2) in the expansionary scenario.  Jeremy can take the average based on an equal weighting because both stocks are priced at $1 per share and Jeremy has 100 shares of each.  In other words, Jeremy does have an equal weighting in both stocks.

b) (8 marks) Jeremy wants to get the same ROE (in both the recessionary and expansionary scenarios) from his combined portfolio as he currently gets from his investment in Jethro Inc.  Show how he can do this?  HINT: Do not touch his current investment in Jethro Inc.

Jernsey Inc. is just a leveraged version of Jethro Inc.  If Jeremy wants his return in Jernsey Inc. to look like his return in Jethro Inc. he needs to unlever his holdings in Jernsey Inc. in order to reverse the leverage that Jernsey Inc. has taken on.  Jernsey Inc. is currently 30% debt (2.7M/9M).  Jeremy has to take his $100 investment in Jernsey (100 shares * $1 each), sell off $30 (30 shares), and lend that $30 to the bank at 10%.




Recession
Expansion


EPS in Jethro Inc.
$.0286

$.2429

Times 70 shares
$2.00

$17.00

Plus Interest*

$3.00

  $3.00

Total Earnings
$5.00

$20.00

ROE


    .05**
      .20

*   Interest = ($30 *.1) = $3.00

** ROE = Earnings/Investment = $5/$100

This is the same as the ROE on Jethro Inco.  So, if he keeps his current investment in Jethro Inc., keeps 70% of his investment in Jernsey Inc., and sells the other 30% in Jernsey Inc. and puts the money in the bank, his overall portfolio return will be either 5% or 20%

