E103 SOLUTIONS TO CHAPTER 10 PROBLEMS
10-2
D1 = $0.50; g = 7%; ks = 15%; 
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10-7
The problem asks you to determine the value of 
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, given the following facts:  D1 = $2, b = 0.9, kRF = 5.6%, RPM = 6%, and P0 = $25.  Proceed as follows:

Step 1: 
Calculate the required rate of return:


ks = kRF + (kM - kRF)b = 5.6% + (6%)0.9 = 11%.

Step 2: 
Use the constant growth rate formula to calculate g:
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   g
= 0.03 = 3%.

Step 3: 
Calculate 
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:
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 = P0(1 + g)3 = $25(1.03)3 = $27.3182 ≈ $27.32.

Alternatively, you could calculate D4 and then use the constant growth rate formula to solve for 
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:

D4 = D1(1 + g)3 = $2.00(1.03)3 = $2.1855.


[image: image12.wmf]3

P

ˆ

 = $2.1855/(0.11 - 0.03) = $27.3188 ( $27.32.

10-8
Vps = Dps/kps; therefore, kps = Dps/Vps.

a.
kps = $8/$60 = 13.3%.

b.
kps = $8/$80 = 10%.

c.
kps = $8/$100 = 8%.

d.
kps = $8/$140 = 5.7%.

10-10
a.
ki = kRF + (kM - kRF)bi.

kC = 9% + (13% - 9%)0.4 = 10.6%.  kD = 9% + (13% - 9%)-0.5 = 7%.

Note that kD is below the risk-free rate.  But since this stock is like an insurance policy because it “pays off” when something bad happens (the market falls), the low return is not unreasonable.

b.
In this situation, the expected rate of return is as follows:
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= D1/P0 + g = $1.50/$25 + 4% = 10%.

10-21
a.
Old ks = kRF + (kM - kRF)b = 9% + (3%)1.2 = 12.6%.



New ks = 9% + (3%)0.9 = 11.7%.



Old price:  
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New price:  
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Since the new price is lower than the old price, the expan​sion in consumer products should be rejected.  The decrease in risk is not sufficient to offset the decline in profita​bility and the reduced growth rate.


b.
POld = $38.21.  PNew = 
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Solving for ks we have the following:



 $38.21 = 
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  $2.10 = $38.21(ks) - $1.9105



$4.0105 = $38.21(ks)



     ADVANCE \r2ks = 0.10496.



Solving for b:



10.496% = 9% + 3%(b)



 1.496% = 3%(b)



      b = 0.49865.



Check:  ks = 9% + (3%)0.49865 = 10.4960%.
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Therefore, only if management’s analysis concludes that risk can be lowered to b = 0.49865, or approximately 0.5, should the new policy be put into effect.
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