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ADM 2350
Final Exam Solutions
Winter 2017

	

Name: _________________________________
       		     	
Student ID #: ____________________________ 



	Statement of Academic Integrity:
The Telfer School of Management does NOT condone academic fraud, an act by a student that may result in a false academic evaluation of that student or of another student. Without limiting the generality of this definition, academic fraud occurs when a student commits any of the following offences: plagiarism or cheating of any kind, use of books, notes, mathematical tables, dictionaries or other study aid unless an explicit written note to the contrary appears on the exam, to have in his/her possession cameras, radios (radios with headsets), tape recorders, pagers, cell phones, or any other communication device which has NOT been previously authorized in writing. 

Statement to be signed by the student:
I have read the text on academic integrity and I pledge NOT to have committed or attempted to commit academic fraud in this examination.

Signed:______________________________________  

Note: An examination copy without this signed statement will NOT be graded and will receive a final exam grade of ZERO. 




Instructions:

· Use this examination booklet for rough work only
· Record your answers on scantron: only answers recorded on scantron will be graded
· Calculators are allowed.
· One standard size (A4) 2-sided formula sheet is allowed
· You must keep at least 6 decimal digits while performing your calculations
· Round your answer to the appropriate number of significant digits for each multiple-choice question
· If your answer is not among the proposed multiple-choice answers – choose the closest answer.

Problem 1:
It is your 25th birthday and you’ve decided to start saving for retirement. You plan to make 40 equal annual deposits of $12,000 starting today and the last deposit on your 64th birthday. If you want to be able to make 30 equal annual withdrawals with the first withdrawal on your 65th birthday, how large can these withdrawals be if the annual interest rate is 5%.

A) $94,298
B) $99,013
C) $103,266
D) $103,964
E) $206,531

Ans: B

Ans:
Value at t=65 is $1,522,077.16
Hence, withdrawals = $99,013.30

Alternative answers mostly include one-period shifts: 

Problem 2:
You would like to save $1,000,000 by the time you retire on your 70th birthday. You plan to save by making 35 annual deposits with the first deposit on your 36th birthday and the last deposit on your 70th birthday. You expect your salary to increase by 2% per year, so, you plan to increase your deposits by 2% per year as well. What should be your first deposit if the annual interest rate is 5%?

A) $7,996
B) $8,532
C) $8,788
D) $8,956
E) $9,111

Ans: B

Ans: 1000000=(C/0.03)*(1.05^35-1.02^35)
Hence, C=1000000*0.03/(1.05^35-1.02^35)=$8,532.12

Alternative answers mostly include one-period shifts: 8956; 8,788; 9111; 7996

Problem 3: 
Your mortgage agreement states that you have an APR=12% with semi-annual compounding. However, because you are making monthly payments, you want to find your monthly (“periodic”) interest rate. Find it. 

A) 0.92%
B) 0.94%
C) 0.96%
D) 0.98%
E) 1.00%

Ans: D

Monthly rate=1.06^(1/6)-1=0.9759%

Problems 4-6 are based on the following information:
You’ve just taken an amortized loan for $42,795.94 which you must repay in 50 equal annual payments of $6,000 per year starting exactly one year from now. Your annual interest rate is 14%.


Problem 4:
How much of your SECOND payment will be interest?

A) $5,144
B) $5,217
C) $5,327
D) $5,894
E) $5,990

Ans: E

Ans:
(42795.94 *1.14-6000)*0.14=$5,990.23












Problem 5:
What will be your balance 20 years from now (right after your 20th payment)?

A) $17,118
B) $25,677
C) $29,054
D) $39,739
E) $42,016


Ans: E

Ans: balance = PV of remaining 30 payments. Find it to be $42,015.98

Students may use different alternative methods to solve this question, including writhing down the first 15 lines of amortization table (hopefully, they will not do that)
Alternative answers: 2/5 and 3/5 of original balance; PV of 20 payments


Problem 6:
If you make a pre-payment (an extra payment) of $24,000 exactly 7 years from now (i.e., at t=7 you paid $30,000 instead of the regular $6,000), by how many years (rounded to the closest integer) will it decrease the length of your mortgage?


A) 4
B) 7
C) 13
D) 21
E) 39

Ans: E

Ans:
PV of this prepayment = 24000/1.14^7=9,591.30, which reduces the original balance to $33,204.64 and with the same $6,000 payment it will require only 11.4 years to repay the loan. A reduction by 50-11.4=38.6 years.

Alternatively, students can find balance at t=7, subtract $24,000, and find the number of remaining payments

Finally, students can write down amortization table and they will have to do it up to t=12




Problem 7:
Find the present value of a perpetuity that pays you $10,000 every odd year (i.e., at years 1, 3, 5, 7, …) if annual interest rate is 10%


A) $43,290
B) $45,455
C) $47,619
D) $52,381
E) $55,000

Ans: D

Ans: interest rate for 2 years = 1.1^2-1=21%
PV at t=-1 is 10,000/0.21=$47,619
PV at t=0 is (10000/0.21)*1.1=$52,380.95


Problem 8:
Find the WACC of a company with the target D/E = 2 if the existing debt of this company consists of 20-year 6% annual pay coupon bonds issued 5 years ago at par and are currently trading at par. The firm’s cost of equity is 12% and the corporate tax rate is 30%.

A) 6.8%
B) 8.0%
C) 8.7%
D) 9.4%
E) 9.6%


Ans: A

Solution:
D/E = 2 → D = 2E → we = E/(2E + E) = 1/3 → wd = 1 – we = 2/3
rd(1 – T) = 6% x (1 – 0.30) = 4.2%

WACC = wers +wdrd(1 – T) = (1/3)(12%) + (2/3)(4.2%) = 4.0% + 2.8% = 6.8%










Problem 9:
Find the price of a 10-year 7% coupon bond if the bond pays semi-annual coupon payments, has face value of $1,000 and YTM=8%.

A) $915
B) $927
C) $932
D) $944
E) $981

Ans: C

Ans: $932.05



Problem 10:
Find YTM on a 20-year 8% coupon bond if the bond pays annual coupon payments, has a face value of $1000, is callable 7 years from now with call price of $1,100 and has YTC=6%.

A) 5.6%
B) 6.0%
C) 6.4%
D) 6.8%
E) The provided information is not sufficient to find YTM

Ans: C


Solution:
Assuming the bond will be called, using YTC we can find bond price = $1178.15
Using this price, find YTM=6.4%
Since YTM>YTC, the original assumption that the bond will be called is correct, so, we found the correct YTM












Problem 11:
Find the required return on stock AAA with βA=1.5 if the required return on stock BBB with βB=2 is equal to 20% and the risk-free interest rate is equal to 6%. 

A) 10.5%
B) 13%
C) 15%
D) 16.5%
E) 18%
  
Ans: D

Ans:
20=6+2*(M-6), hence, M=(20-6)/2+6=13
R=6+1.5(13-6)=16.5%


Problem 12:
Consider three stocks AAA, BBB, CCC with required returns of RA, RB, and RC; beta-coefficients of βA, βB, and βC and standard deviation of returns of σA, σB, and σC. Assume RA>RB and σC>σA. In this case, you can say that

A) RC>RA
B) σA>σB
C) βA>βB
D) βC>βA
E) At least two of the above statements are correct

Ans: C

Problems 13-15 are based on the following information:
AAA inc. plans to pay no dividends for the first 4 years, then pay fixed dividends of $10 per share for 11 years from t=5 till t=15 (inclusive), after which dividends are expected to grow at a constant rate of 3% per year forever (i.e. the dividend at t=16 will be $10.30, at t=17 it will be $10.609, etc.). The required rate of return on AAA equity is 13%











Problem 13:
Find current (at t=0) stock price

A) $43.48
B) $45.30
C) $51.35
D) $58.02
E) $60.44

Ans: C

Ans: P15=10.3/(0.13-0.03)=$103
PV of annuity of $10 at t=4 is equal $56.87
Hence, P4=56.87+103/1.13^11=$83.72
Thus, P0=P4/1.13^4=83.72/1.13^4=$51.35


Problem 14:
Find the capital gain yield for the first year

A) 0%
B) 3%
C) 10%
D) 13%
E) 19%

Ans: D

Ans:
Return = dividend yield + capital gain yield.
Since dividend yield for the first year = 0, it follows that 
capital gain yield = required return = 13%

Alternatively, students can compute P1 and compute capital gain yield directly












Problem 15:
Find the capital gain yield for the 20th year

A) 0%
B) 3%
C) 10%
D) 13%
E) 19%



Ans: B

For constant dividend growth model,
Capital gain yield = growth rate = 3%

Alternatively, students can compute P19 and P20 and compute capital gain yield directly



Problem 16:
AAA inc. has 100,000 shares outstanding with book value of $10 per share and current market price of $25 per share. The required return on equity is 12%. It also has 1000 bonds outstanding maturing 15 years from now, with face value of $1000, current market value of $1,207.59, coupon rate of 7% and YTM of 5%. The bonds pay annual coupons. The corporate tax rate is 40% and the current capital structure (i.e., E/V, D/V and P/V, where E = value of equity, D= value of debt, P = value of preferred shares, and V=E+D+P) is the optimal capital structure for AAA. Find WACC.  

A) 0%
B) 7.5%
C) 8.5%
D) 9.0%
E) 9.7%

Ans: D

Ans:
E=2,500,000
D=1,207,590
V=3,707,590
WACC=(2500000/3707590)*12+(1207590/3705590)*5*(1-0.4)=9.07%




Problems 17-18 are based on the following information:
AAA Inc. is expected to pay a $5 dividend next year and dividends are expected to grow at 3% per year forever. The current stock price is $75 and the flotation costs of issuing new equity is 10%


Problem 17:
Find cost of internal equity (cost of retained earnings)

A) 3%
B) 6.67%
C) 7.54%
D) 9.67%
E) 10.41%

Ans: D

Ans: r=5/75+0.03=9.67%


Problem 18:
Find cost of equity if the firm needs to issue new shares to finance its projects

A) 3%
B) 6.67%
C) 7.54%
D) 9.67%
E) 10.41%

Ans: E


Ans: r=5/(75*0.9)+0.03=10.41%













Problems 19 and 20 are based on the following information:
The firm has $2M capital from depreciation, $5.5M retained earnings, and it can raise $10M debt at 7% and another $25M debt at 8%. The cost of equity computed based on the CAPM model is 15%, however, due to the flotation costs, the cost of equity from new equity issue is 17%. It is estimated that the firm can issue up to $11M of new equity. The firm’s tax rate is 40% and its optimal capital structure consists of 30% equity and 70% debt. 

Problem 19:
Find marginal WACC if the firm wants to invest $20M in a new project.

A) 7.44%
B) 7.86%
C) 8.04%
D) 8.46%
E) 10.70%

Ans: B

Ans: $2M is financed from depreciation, 18*0.3=$5.4 equity capital from retained earnings. The required 18*0.7=12.6M debt financing will have to have marginal cost of debt of 8%. Hence,
WACC=0.3*15+0.7*8*(1-0.4)=7.86%


Problem 20:
What is the maximum size of a project the firm can finance if it wants to keep its optimal capital structure?

A) $50M
B) $51.5M
C) $52M
D) $53.5M
E) $57M

Ans: C

Ans: Equity can support 16.5/0.3+2=$57M; Debt can support 35/0.7+2=$52M. 

Problem 21: If a stand-alone project is accepted based on the NPV criteria and all future payments are non-negative, then it also must be accepted based on:
A) IRR criteria
B) Discounted Payback criteria
C) Payback criteria
D) At least two of the above criteria
E) None of the above

Ans: A

Problem 22: If a stand-alone project is accepted based on the Discounted Payback criteria and all future payments are non-negative, then it also must be accepted based on:
A) IRR criteria
B) NPV criteria
C) Payback criteria
D) At least two of the above criteria
E) None of the above

Ans: D (both NPV and IRR)


Problem 23:
A project required $150,000 investment today and generates $30,000 cash flow at t=1, $40,000 cash flow at t=2, and $25,000 cash flow per year for the next 15 years from t=3 till t=17 inclusive. Find NPV of this project if the appropriate discount rate is 10%

A) $53,195
B) $67,481
C) $73,294
D) $92,107
E) $100,483


Ans: B

PV of annuity at t=2 is 190,151.99

30000/1.1+40000/1.1^2+190151.99/1.1^2-150000=$67,481

Problem 24:
Find the discounted payback period for a project that requires $200,000 investment and generates $40,000 annual cash flow each year from t=1 till t=50 inclusive if the appropriate discount rate is 15%. 

A) Between 5 and 6 years
B) Between 7 and 8 years
C) Between 9 and 10 years
D) Between 11 and 12 years
E) Between 13 and 14 years

Ans: C

Ans: Solving for N for annuity gives us N=9.91. Hence, discounted payback period is between 9 and 10 years.

Alternatively, students can compute it by hand 

Problem 25:
Find EAA (Equivalent Annual Annuity) for a project that requires $100,000 investment today and generates $55,000 cash flow at t=1, $65,000 at t=2 and $35,000 at t=3 if the appropriate discount rate is 10%

A) $12,069
B) $18,333
C) $32,000
D) $50,587
E) $52,281


Ans: A

NPV=55000/1.1+65000/1.1^2+35000/1.1^3-100000=$30,015.03
Hence, EAA=$12,069.49

Problem 26:
AAA Inc. can work only on one active project at any point in time. It must decide between two projects: YYY and ZZZ. YYY is a short-term project that lasts only 3 year while ZZZ is a long-term project that lasts 7 years. The company has computed EAA and NPV for both projects and found that EAAY>EAAZ >0 while 0<NPVY<NPVZ. Which project AAA should implement and why?

A) YYY, because EAAY>EAAZ
B) ZZZ, because EAAY>EAAZ
C) YYY, because NPVY<NPVZ
D) ZZZ, because NPVY<NPVZ
E) Since EAAY>EAAZ while NPVY<NPVZ, additional information on IRR, PI, or Payback period is needed to answer this question 


Ans: A











Problem 27:
On September 1, 2015 AAA Inc. bought a $30,000 truck that belongs to Class 10 equipment with CCA of 30%. It is the only asset of Class 8 that AAA has. Find the CCA it will generate for the 2017 income statement.

A) $4,410
B) $5,145
C) $5,355
D) $10,290
E) $10,710


Ans: C

30000*(1-0.15)*(1-0.3)*0.3=$5,355

Problem 28:
Find the PV of all tax shields generated by a $1,000,000 investment at the beginning of the project (beginning of the first year of the project) in an asset with CCA rate of 30% with an economic life of 5 years if it is expected to be sold at the end of its economic live (at the beginning of the 6th year) for a salvage value of $80,000. The corporate tax rate is 40% and WACC=15%.

A) $229,333
B) $238,669
C) $249,275
D) $256,060
E) $259,882


Ans: B

(1000000*0.3*0.4)/(0.3+0.15)*((1+0.5*0.15)/(1+0.15))-(80000*0.3*0.4)/(0.3+0.15)/(1+0.15)^5=
=$238,669













Problem 29:
A company just came up with an idea on how to reduce the required NWC (Net Working Capital) from $20,000 to $15,000 each year for the entire duration of a 7-year long project. By how much it will increase the project’s NPV if the required rate of return is 15% and the corporate tax rate is 40%.

A) $1,880
B) $3,120
C) $6,320
D) $15,802
E) $20,802

Ans: B

Ans: 5000-5000/1.15^7=$3,120






Problem 30:
Suppose the risk-free interest rate is 3.50% and the market required rate of return is 13.5%. A stock has a beta of 1.5 and an expected return of 20.25%. Find the required stock return based on the CAPM model and say whether the stock is overvalued, undervalued, or correctly priced.


A) The required rate of return is 18.5% and the stock is overvalued
B) The required rate of return is 18.5% and the stock is undervalued
C) The required rate of return is 24.75% and the stock is overvalued
D) The required rate of return is 24.75% and the stock is undervalued
E) The required rate of return is 20.25% and the stock is priced correctly

Ans: B

r= rRE+β(RPM) => 3.5% + 1.5(13.5%-3.5%) = 18.5%<20.25%, hence, undervalued
















Problem 1:
It is your 25th birthday and you’ve decided to start saving for retirement. You plan to make 40 equal annual deposits of $12,000 starting today and the last deposit on your 64th birthday. If you want to be able to make 30 equal annual withdrawals with the first withdrawal on your 65th birthday, how large can these withdrawals be if the annual interest rate is 5%.

A) $94,298
B) $99,013
C) $103,266
D) $103,964
E) $206,531

Problem 2:
You would like to save $1,000,000 by the time you retire on your 70th birthday. You plan to save by making 35 annual deposits with the first deposit on your 36th birthday and the last deposit on your 70th birthday. You expect your salary to increase by 2% per year, so, you plan to increase your deposits by 2% per year as well. What should be your first deposit if the annual interest rate is 5%?

A) $7,996
B) $8,532
C) $8,788
D) $8,956
E) $9,111

Problem 3: 
Your mortgage agreement states that you have an APR=12% with semi-annual compounding. However, because you are making monthly payments, you want to find your monthly (“periodic”) interest rate. Find it. 

A) 0.92%
B) 0.94%
C) 0.96%
D) 0.98%
E) 1.00%


Problems 4-6 are based on the following information:
You’ve just taken an amortized loan for $42,795.94 which you must repay in 50 equal annual payments of $6,000 per year starting exactly one year from now. Your annual interest rate is 14%.


Problem 4:
How much of your SECOND payment will be interest?

A) $5,144
B) $5,217
C) $5,327
D) $5,894
E) $5,990


Problem 5:
What will be your balance 20 years from now (right after your 20th payment)?

A) $17,118
B) $25,677
C) $29,054
D) $39,739
E) $42,016



Problem 6:
If you make a pre-payment (an extra payment) of $24,000 exactly 7 years from now (i.e., at t=7 you paid $24,000 instead of the regular $6,000), by how many years (rounded to the closest integer) will it decrease the length of your mortgage?


A) 4
B) 7
C) 13
D) 21
E) 39

Problem 7:
Find the present value of a perpetuity that pays you $10,000 every odd year (i.e., at years 1, 3, 5, 7, …) if annual interest rate is 10%


A) $43,290
B) $45,455
C) $47,619
D) $52,381
E) $55,000


Problem 8:
Find the WACC of a company with the target D/E = 2 if the existing debt of this company consists of 20-year 6% annual pay coupon bonds issued 5 years ago at par and are currently trading at par. The firm’s cost of equity is 12% and the corporate tax rate is 30%.

A) 6.8%
B) 8.0%
C) 8.7%
D) 9.4%
E) 9.6%


Problem 9:
Find the price of a 10-year 7% coupon bond if the bond pays semi-annual coupon payments, has face value of $1,000 and YTM=8%.

A) $915
B) $927
C) $932
D) $944
E) $981


Problem 10:
Find YTM on a 20-year 8% coupon bond if the bond pays annual coupon payments, has a face value of $1000, is callable 7 years from now with call price of $1,100 and has YTC=6%.

A) 5.6%
B) 6.0%
C) 6.4%
D) 6.8%
E) The provided information is not sufficient to find YTM

Problem 11:
Find the required return on stock AAA with βA=1.5 if the required return on stock BBB with βB=2 is equal to 20% and the risk-free interest rate is equal to 6%. 

A) 10.5%
B) 13%
C) 15%
D) 16.5%
E) 18%
  

Problem 12:
Consider three stocks AAA, BBB, CCC with required returns of RA, RB, and RC; beta-coefficients of βA, βB, and βC and standard deviation of returns of σA, σB, and σC. Assume RA>RB and σC>σA. In this case, you can say that

A) RC>RA
B) σA>σB
C) βA>βB
D) βC>βA
E) At least two of the above statements are correct


Problems 13-15 are based on the following information:
AAA inc. plans to pay no dividends for the first 4 years, then pay fixed dividends of $10 per share for 11 years from t=5 till t=15 (inclusive), after which dividends are expected to grow at a constant rate of 3% per year forever (i.e. the dividend at t=16 will be $10.30, at t=17 it will be $10.609, etc.). The required rate of return on AAA equity is 13%


Problem 13:
Find current (at t=0) stock price

A) $43.48
B) $45.30
C) $51.35
D) $58.02
E) $60.44


Problem 14:
Find the capital gain yield for the first year

A) 0%
B) 3%
C) 10%
D) 13%
E) 19%

Ans: D



Problem 15:
Find the capital gain yield for the 20th year

A) 0%
B) 3%
C) 10%
D) 13%
E) 19%


Problem 16:
AAA inc. has 100,000 shares outstanding with book value of $10 per share and current market price of $25 per share. The required return on equity is 12%. It also has 1000 bonds outstanding maturing 15 years from now, with face value of $1000, current market value of $1,207.59, coupon rate of 7% and YTM of 5%. The bonds pay annual coupons. The corporate tax rate is 40% and the current capital structure (i.e., E/V, D/V and P/V, where E = value of equity, D= value of debt, P = value of preferred shares, and V=E+D+P) is the optimal capital structure for AAA. Find WACC.  

A) 0%
B) 7.5%
C) 8.5%
D) 9.0%
E) 9.7%


Problems 17-18 are based on the following information:
AAA Inc. is expected to pay a $5 dividend next year and dividends are expected to grow at 3% per year forever. The current stock price is $75 and the flotation costs of issuing new equity is 10%


Problem 17:
Find cost of internal equity (cost of retained earnings)

A) 3%
B) 6.67%
C) 7.54%
D) 9.67%
E) 10.41%


Problem 18:
Find cost of equity if the firm needs to issue new shares to finance its projects

A) 3%
B) 6.67%
C) 7.54%
D) 9.67%
E) 10.41%
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Problem 21: If a stand-alone project is accepted based on the NPV criteria and all future payments are non-negative, then it also must be accepted based on:
A) IRR criteria
B) Discounted Payback criteria
C) Payback criteria
D) At least two of the above criteria
E) None of the above


Problem 22: If a stand-alone project is accepted based on the Discounted Payback criteria and all future payments are non-negative, then it also must be accepted based on:
A) IRR criteria
B) NPV criteria
C) Payback criteria
D) At least two of the above criteria
E) None of the above


Problem 23:
A project required $150,000 investment today and generates $30,000 cash flow at t=1, $40,000 cash flow at t=2, and $25,000 cash flow per year for the next 15 years from t=3 till t=17 inclusive. Find NPV of this project if the appropriate discount rate is 10%

A) $53,195
B) $67,481
C) $73,294
D) $92,107
E) $100,483


Problem 24:
Find the discounted payback period for a project that requires $200,000 investment and generates $40,000 annual cash flow each year from t=1 till t=50 inclusive if the appropriate discount rate is 15%. 

A) Between 5 and 6 years
B) Between 7 and 8 years
C) Between 9 and 10 years
D) Between 11 and 12 years
E) Between 13 and 14 years


Problem 25:
Find EAA (Equivalent Annual Annuity) for a project that requires $100,000 investment today and generates $55,000 cash flow at t=1, $65,000 at t=2 and $35,000 at t=3 if the appropriate discount rate is 10%

A) $12,069
B) $18,333
C) $32,000
D) $50,587
E) $52,281

Problem 26:
AAA Inc. can work only on one active project at any point in time. It must decide between two projects: YYY and ZZZ. YYY is a short-term project that lasts only 3 year while ZZZ is a long-term project that lasts 7 years. The company has computed EAA and NPV for both projects and found that EAAY>EAAZ >0 while 0<NPVY<NPVZ. Which project AAA should implement and why?

A) YYY, because EAAY>EAAZ
B) ZZZ, because EAAY>EAAZ
C) YYY, because NPVY<NPVZ
D) ZZZ, because NPVY<NPVZ
E) Since EAAY>EAAZ while NPVY<NPVZ, additional information on IRR, PI, or Payback period is needed to answer this question 


Problem 27:
On September 1, 2015 AAA Inc. bought a $30,000 truck that belongs to Class 10 equipment with CCA of 30%. It is the only asset of Class 10 that AAA has. Find the CCA it will generate for the 2017 income statement.

A) $4,410
B) $5,145
C) $5,355
D) $10,290
E) $10,710


Problem 28:
Find the PV of all tax shields generated by a $1,000,000 investment at the beginning of the project (beginning of the first year of the project) in an asset with CCA rate of 30% with an economic life of 5 years if it is expected to be sold at the end of its economic live (at the beginning of the 6th year) for a salvage value of $80,000. The corporate tax rate is 40% and WACC=15%.

A) $229,333
B) $238,669
C) $249,275
D) $256,060
E) $259,882


Problem 29:
A company just came up with an idea on how to reduce the required NWC (Net Working Capital) from $20,000 to $15,000 each year for the entire duration of a 7-year long project. By how much it will increase the project’s NPV if the required rate of return is 15% and the corporate tax rate is 40%.

A) $1,880
B) $3,120
C) $6,320
D) $15,802
E) $20,802




Problem 30:
Suppose the risk-free interest rate is 3.50% and the market required rate of return is 13.5%. A stock has a beta of 1.5 and an expected return of 20.25%. Find the required stock return based on the CAPM model and say whether the stock is overvalued, undervalued, or correctly priced.


A) The required rate of return is 18.5% and the stock is overvalued
B) The required rate of return is 18.5% and the stock is undervalued
C) The required rate of return is 24.75% and the stock is overvalued
D) The required rate of return is 24.75% and the stock is undervalued
E) The required rate of return is 20.25% and the stock is priced correctly
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