




INSTRUCTIONS TO THE STUDENTS:

You are given five minutes to read the following instructions. Please, do not start writing during this time.
1. Write a complete and focused answer by writing WHAT IS ASKED for.  Support your answer with reasons and example, when appropriate.
2. Avoid making spelling or grammatical errors. If time permits, review and revise your answer before submitting your answering script.
3. Please, keep your mobile phone turned off/ silent during the exam time.
4. At all the time during this examination, YU academic regulations will apply. 





Part I: Answer the following questions in the space given below. 	(04 marks each) 
1. Why some risk are diversifiable and some risks are nondiversifiable? Does it follow that an investor can control the level of unsystematic risk in a portfolio, but not the level of systematic risk? What type of risk is relevant for determining the expected return? Also explain why one of these types of risks is rewarded with a risk premium while the other type is not. 										
	
Because some risks have a uniqueness to certain assets while other risks apply to all assets. Another reason is that some risks can be controlled while others cannot. Also the number of securities and restrictions to markets also affects the classification of the risks. Lastly some of the risks are dependent on their environment, meaning that their effect is either felt or functions internally or externally. 
No. Systematic risk is controllable but only through estimated returns experiencing costly effects.
Because systematic risks cannot be controlled or avoided. Another reason is that systematic risks involve the allocation of assets while unsystematic risks involve the diversification of portfolio. The last reason is that systematic risk includes interest risk and market risk. 









2. What are the advantages of using the Dividend growth model (DGM) approach to finding the cost of equity capital? What are the disadvantages? What are the specific pieces of information needed to use this method? Are all of these variables observable, or do they need to be estimated? What are some of the ways in which you could get these estimates?
	[bookmark: _GoBack]The advantages of the DGM model are that it is simple and logically correct. This means that its formula is easily applicable and is more likely to lead one to attain the right answer. For example, it allows equity cost to be calculated through values that are already available for companies listed. Through measuring their dividends and estimating their growth.
Its disadvantage arise from its assumptions that are mostly impractical. For example, assuming correct conditions for a market that is fluctuating and depends largely on huge traders.  
The specific information for the model are dividends per share or market value of equity, dividend growth, and dividend growth rate percentage. The dividend growth or future dividends are usually the estimated value. 
By using historical performance or through applying dividends for consecutive years to come up with the dividend growth. 
	




















3.	Explain what the weighted average cost of capital is for a firm and why it is often used as a discount rate to evaluate projects. What role does the weighted average cost of capital play when determining a project's cost of capital? Identify some of the factors that affect the WACC?
	The WACC for a firm is the firm`s blended cost of capital from all its sources, equity and debt included. 
Because it is evaluated by the external market and not a company`s management. It is used as a discount rate during the calculation of a business`s present value.
 It makes visible the relations between components of capital like equity and debt. 
The factors affecting WACC are interest rates and corporate tax rate. For example, when the federal reserves increase interest rates, the risk that is free increases also, and which creates a similar effect on the WACC for a company.










































Part II: Answer the following questions: 					(08 marks each)
1. Phillips Equipment has $100 million in outstanding debt (face value) with a current quote of 115 and the cost of debt (RD) is 9.75%. The annual coupon rate of bond is 11.5 % and 8 years to maturity with a $1,000 face value,
The company’s 250,000 shares of common stock sell for $55 per share and have a beta of 1.7, the risk free rate is 4.1%, and the market risk premium is 7.5 %. 
Assuming a 30% tax rate, what discount rate (WACC) should the firm apply to a new project's cash flows if the project has the same risk as the firm's typical project?  		(03 marks)
	
	


































2. What is the standard deviation of the returns on a $150,000 portfolio which consists of two Abbott labs and Alaska Air? Abbott labs is valued at $50,000 and Alaska air is at $ 100,000.   											(03 marks)

	State of Economy
	Probability
	Returns if State Occurs

	
	
	ABT labs
	Alaska Air

	Boom
	25 %
	12 %
	14 %

	Normal
	60 %
	6 %
	8 %

	Recession
	15 %
	-5 %
	3 %



	 






































3. Which one of the following stocks is correctly priced if the risk-free rate of return is 4.5 percent and the market rate of return is 13.67 percent?			(02 marks)
	Stock
	Beta
	Expected Return

	A
	1.25
	14. 35%

	B
	2.10
	23.45%

	C
	0.65
	10.5%

	D
	1.65
	18.75%


	































Good Luck
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