Problem #1

Williams Inc. is interested in measuring its overall cost of capital and has gathered the following data.  Under the terms described below, the company can sell unlimited amounts of all instruments.

1. Williams can raise cash by selling $1,000, 8 percent, 20-year bonds with annual interest payments.  In selling the issue, an average premium of $30 per bond would be received, and the firm must pay flotation costs of $30 per bond.  The after-tax cost of funds is estimated to be 4.8 percent.

2. Williams can sell 8 percent preferred stock at par value, $105 per share.  The cost of issuing and selling the preferred stock is expected to be $5 per share.

3. Williams’ common stock is currently selling for $100 per share.  The firm expects to pay cash dividends of $7 per share next year, and the dividends are expected to remain constant.  The stock will have to be under priced by $3 per share, and flotation costs are expected to amount to $5 per share.

4. Williams expects to have available $100,000 of retained earnings in the coming year; once these retained earnings are exhausted, the firm will use new common stock as the form of commons stock equity financing.

5. Williams’ preferred capital structure is:


Long term debt:      30%

Preferred stock:      20%

Common stock:       50%

If Williams Inc. needs a total of $1,000,000, what would the firm’s weighted average cost of capital be?

Problem #2

DQZ Telecom is considering a project for the coming year, which will cost $50 million.  DQZ plans to use the following combination of debt and equity to finance the investment

1. Issue $15 million of 20-year bonds at a price of 101, with a coupon rate of 8 percent, and flotation costs of 2 percent of par.

2. Use $35 million of funds generated from earnings.

The equity market is expected to earn 12 percent.  U.S. treasury bonds are currently yielding 5 percent.  The bets coefficient for DQZ is estimated to be 0.60.  DQZ is subject to an effective corporate income tax rate of 40 percent.

Determine Ka for the project.

Problem #3
Rogers, Inc., operates a chain of restaurants located in the southeast.  The first restaurant was opened in 1981, and the company has steadily grown to its present size of 48 restaurants.  The Board of Directors recently approved a large-scale remodeling of the restaurants, and the company is now considering two financing alternatives.

The first alternative would consist of:

· Bonds that would have a 9 percent coupon rate and would net $19.2 million after flotation costs.


· Preferred stock with a stated rate of 6 percent that would yield $4.8 million after a 4 percent flotation cost.


· Common stock that would yield $24 million after a 5 percent flotation cost.

The second alternative would consist of a public offering of bonds that would have an 11 percent coupon rate and would net $48 million after flotation costs.

Rogers’ present capital structure, which is considered optimal, consists of 40 percent long- term debt, 10 percent preferred stock, and 50 percent common stock.  The current market value of the common stock is $30 per share, and the common stock dividend during the past 12 months was $3 per share.  Investors are expecting the growth rate of dividends to equal the historical rate of six percent.  Rogers is subject to an effective income tax rate of 40 percent.

Determine Ka for each alternative.
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