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= +(154}) The total market value of King‘s Company stock is $6 million, and the total value of
its debt is $4 million. The treasurer estimates that the beta of the stock currently is 1.5 and that
the expected risk premium on the market is 10%. The Treasury bill rate 1s 4%.

1. What is the required rate of return on King's stock?

2. What is the beta of the company*s existing portfolio of assets? The debt is perceived to be
virtually nsk-free.

3. Estimate the company‘s cost of capital assuming a tax rate of 40%.

4. Estimate the discount rate for an expansion of the company‘s present business.

5. Suppose the company wants to diversify into the manufacture of personal computer (PC).
The beta of PC manufacturers with no debt outstanding is 1.2. What 1s the required rate of
retum on King‘s new venture?
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' Please answer the following short questions.
(Note: your answers from (a) to (f) are correct only if they are within the range of five
percent above or below the prices closed on April 07, 2000) .
(a) The gold price per ounce in the commodity market? (3 points)

(b) The U.S. 30-year Treasury’s yield? (3 points)

(c) The crude oil price per barrel in the commodity market? (3 points)

(d) The exchange rate between the euro and the dollar (euro/per dollar)? (3 points)

(¢) The London Interbank Offered Rate, or LIBOR, for U.S. dollars, for maturity of
one month? (3 points) o

(f) The prime rate in the U.S.? (3 poihts)

(g) What is the main cause of the collapse of [.ong Term Capital Management
(LTCM), a hedge fund founded by Myron Scholes and Robert Merton? (3 points)

(h) What is the Market Value Added (MVA), also called Management Value added?
(please show the formula)(3 points)

(1) What is the Economic Value Added (EVA)? (please show the formula) (3 points)

—732* Due to the lowered interest rates in mortgages, Mr. Letterman has decided to
refinance his home. Eight years ago, he obtained an NT$8,500.000 ; 30-year
mortgage with a fixed rate of 9 percent. Today he can get a 30-year mortgage for the
currently outstanding balance at 6 percent. This loan, however, requires him to pay a

NT$30,000 appraisal fee and 2 points at the time of the refinancing. (Hints: (1) 1

point equals 1 percent of the amount borrowed, and (2) 1gnore tax considerations)

(a) What 1s the outstanding balance on the loan today? (3 points)

(b) How much will the monthly payments be after he refinancing? (3 points)

(c) By how much will the monthly payments drop 1f he refinances? (3 points)

(d) How much is the upfront cash outlay required for him to obtain refinancing?

(3 points)

(e) Ignoring time value considerations, how many months must he stay 1n the house to
‘make the refinancing worthwhile? (i.e., how many months are required for the
payment savings to equal the dollar outlays required to refinance?) (3 points)

(f) Redo the previous problem, discounting the monthly savings at 6 percent. Now
how many months must he stay in the house to make the refinancing worthwhile?
(3 points)

(2) For the drop in monthly payments calculated above, how much is attributable to
the lower interest rate, and how much is attributable to the fact that he has

extended the remaining maturity of his mortgage from 22 years to 30 years?

(S points)




