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Assignment Problems
1. XYZ Company is undergoing a major expansion. The expansion will be financed by issuing new 18-year, $1,000 par, 8% annual coupon bonds. The market price of the bonds is $980 each. Flotation expense on the new bonds will be $60 per bond. The marginal tax rate is 35%. What is the post-tax cost of debt for the newly-issued bonds?

Solution
The proposed expansion of XYZ Company is set to be financed through the issue of bonds. The issue of bonds requires that the firm incurs $60 per bond issued as flotation costs. As a result, the new market price for each bond will be reduced from $980 to $920
Market Price= $980
Flotation cost= $60
New Market Price= MP- Flotation cost
= $980 – $60= $920
FV=1000
N=18
Annual coupon = 8% * $1,000 = 80
PV= 920
YTM Value while using the Scientific calculator = 0.0891
Post-tax cost of debt for the newly-issued bonds = YTM (1-tax rate)
= 0.0891 * (1-35%) = 0.0579
Post-tax cost of new debt of newly issued bond is 5.79%

2. ABC Corporation will issue new common stock to finance an expansion. The existing common stock just paid a $1.75 dividend, and dividends are expected to grow at a constant rate of 6% indefinitely. The stock sells for $52, and flotation expenses of 5% of the selling price will be incurred on new shares. What is the cost of new common stock?
Solution
The proposed expansion in ABC Corporation will be financed through issue of common stock. There is an assumption that the current price of dividends on each common stock of $1.75 will grow at a rate of 6% indefinitely. The 5% flotation cost on the sale of the each stock reduces the market value of the stock from$52 to $$49.4.
Dividend growth is determined through the formula below:
D1; D0 (1+g)
= 1.70(1+6%)
Net Market Price is determined through the formula: P0* (1-Floatation Cost in %)
= 52(1-5%) = 49.4
The cost of new stock is calculated as [1.75(1+6%)/ 49.4] + 6%= 9.76% 
Cost of new common stock is 9.76%

3. XYZ Inc. will issue new common stock to finance an expansion. The existing common stock just paid a $3.50 dividend, and dividends are expected to grow at a constant rate of 5.5% indefinitely. The stock sells for $34, and flotation expenses of 8% of the selling price will be incurred on new shares. What is the cost of internal equity? 

Solution
Expansion in XYZ Inc. will be financed through the issue of new common stock. The 8% flotation expense will reduce the market value of the stock to $34(1-8%) = $31.28. Dividend growth is also assumed to grow at a rate of 5.5% indefinitely.

The cost of internal equity is calculated as:
[Div1 (1+g)/MV] + g
= [3.50(1+5.5%)/34] + 5.5%= 16.36% 
The Cost of internal equity is 16.36%

4. Haroldson Inc. common stock is selling for $26 per share. The last dividend was $1.10, and dividends are expected to grow at a 7% annual rate. Flotation costs on new stock sales are 5% of the selling price. What is the cost of Haroldson Inc.'s new common stock? 
Solution
Haroldson Inc. dividends are expected to grow at an annual rate of 7%. The flotation cost reduces the market value of each common stock from $26 to $24.7. The new market value of each stock is $24.7.
The new dividend value is determined as:  D0 (1+g)
= 1.10(1+7%)
Net Market Price is determined through the formula: P0 *(1-Floatation Cost in %) 
= 26(1-5%) = 24.7 
Cost of new common stock =1.10(1.07)/24.7 + 6% = 10.77%
The cost of new common stock is 10.77%
5. Kokapeli, Inc. has a target capital structure of 40% debt and 60% common equity, and has a 40% marginal tax rate. If the firm's yield to maturity on bonds is 9.5% and investors require a 16% return on the firm's common stock, what is the firm's WACC? 
Solution

The capital structure has both equity and debt components at a ratio of 60% and 40% respectively. We assumed a 16% rate of return to investors and 9.5% Yield to maturity.

Cost of Debt
40% * 9.5% (1-.40) = 0.0228
Cost of Equity
60% * 16% = 0.096 
WACC = kE + kD
0.023 + 0.096 = 0.119
Kokapeli Inc. has a WACC of 11.9%
6. Jiffy Co. expects to pay a dividend of $3.25 per share in one year. The current price of Jiffy common stock is $54.50 per share. Flotation costs are $8.00 per share when Jiffy issues new stock. What is the cost of internal common equity if the long-term growth in dividends is projected to be 4.75 percent indefinitely? 

Solution
The $3.25 dividend paid by Jiffy Co. is assumed to grow at a rate of 4.75% indefinitely. The flotation costs reduce the market price of each stock from $54.50 to $46.5
MV = $54.50
New Market Value = Market Value – Flotation cost
= $54.50 - $8 = $46.50
The Cost of internal common equity is determined as:
[$3.25/ $54.50] + 4.75%= 10.71% 
The Cost of internal common equity for Jiffy Co. is 10.71%
7. APR Company's preferred stock is currently selling for $22.00, and pays a perpetual annual dividend of $1.80 per share. New issue of preferred stock would have $4 per share in flotation costs. The firm's tax rate is 40%. Compute the cost of new preferred stock. 
Solution
There is an assumption that dividend payment is made at a rate of $1.80 per share to perpetuity. The $4 per share flotation cost reduces the market value of stock to $18.

Net Market Price is determined through the formula: P0-Floatation Cost ($) 
= $22 - $4= $18 
The cost of new preferred stock is determined as:  $1.80/ $18 = 10%
The cost of new Preferred stock is 10%
8. ABC Corp. is undergoing a major expansion. The expansion will be financed by issuing new 14-year, $1,000 par, 8.0% annual coupon bonds. The market price of the bonds is $990 each. Flotation expense on the new bonds will be $50 per bond. The marginal tax rate is 35%. What is the pre-tax cost of debt for the newly-issued bonds? 
Solution
The proposed expansion is financed through issue of bonds. The issue of bonds requires the payment of floatation cost per every bond issued which reduces the market value of each bond by $50. A 35% marginal tax rate is assumed. However, the tax rate does not affect the pre-tax cost of debt.
Market Price= $990
New Market Price = MP – Flotation cost
= $990 - $50 = $940
FV= $1000
N=14
PMT= 8% * $1,000 = $80
PV= -990
The value of YTM using a scientific calculator is = 0.0812
ABC Corp. pre-Tax Cost of debt 8.12%
9. New Jet Airlines plans to issue 15-year bonds with a par value of $1,000 that will pay $30 every six months. The bonds have a market price of $1,040. Flotation costs on new debt will be 8%. If the firm has a 35% marginal tax bracket, what is cost of existing debt? 
Solution
 An 8% flotation cost is assumed. Coupon payment is made semiannually at a rate of $30 until maturity. A 35% tax rate is assumed.
FV=1000
N= 15*2 = 30
PMT= 30*2 =60
PV= -1040
The value of YTM using a scientific calculator is = 0.02801
Cost of existing debt = 2.8%

10. GHJ Inc. is investing in a new project of $16 million. It will raise $6 million of bonds, $4 million of preferred stock, and $6 million of new common stock. If the after-tax cost of debt is 5%, cost of preferred stock is 8%, the cost of retained earnings is 12%, and the cost of new common stock is 16%, what is the WACC?
Solution
The sources of finance for the proposed project are debt, preference stock and common stock. The composition of each source of funding will be determined by dividing it by the cost of the new project. WACC will be determined by adding the cost for all sources of funding as follows:
Cost of bond = ($6M/$16M) * 5% = 0.019
Cost of preferred stock = ($4M/$16M) * 8% = 0.02
Cost of common stock = ($6M/$16M) * 16% = 0.06
The value of GHJ Inc. WACC is 0.019 + 0.02 + 0.06 = 10%


Reference
http://financeformulas.net/Yield_to_Maturity.html#calcHeader
