1. (30 pts) Two firms, Blue and Yellow will merge to form a new firm called Green.
Firm Blue is all equity financed with a value of $120 and an equity beta of 2.00.
Firm Yellow is also equity financed, its stock has a beta of 0.8 and a value of
$280. The merged firm Green will have debt in its capital structure and maintain
a debt-to-equity ratio of 2. Green’s debt has a beta of 0.2. There are no taxes,

and no synergies are created by merging the two firms. The risk free rate is 6%
and the expected market risk premium is 9%.

What is Green’s asset beta?

What is Green’s equity beta?

<’c. What is Green’s WACC? What is the WACC if the tax rate was TC=34%?
d. What is Green’s required return to equity? To debt?
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2. (25 pts) The market portfolio consists of two stocks, U and V. Stock U is worth
$60 and stock V is worth $40. The expected returns on U and V are 7.90% and
18.15% respectively. The standard deviation of U is 18% and the standard
deviation of V is 42%. The correlation coefficient between them is 0.5.

3 _a_ Calculate the return and standard deviation of the market portfolio
. If the risk-free rate is 4%, calculate the beta for U and V
® c. What is the correlation of U with the market? What is Vs correlation

with the market?
< d. Ifa well diversified portfolio had a SD of 20%, what would its expected
return be?
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3. (25 pts) There are three possible states in the economy, and they are not equally

likely:
Probability Asset 1 Asset 2 Asset 3
Recession 2 -4% 5% 6%
Normal % 9% 5% 3%
Boom 2 25% 5% 8%

& =& What are the expected returns for each asset? ¢ eack

9 A. What are the standard deviations of each asset?

K@

< < What are the covariances of each pair of assets (1+2, 2+3, 1+3)?
¢ A. What are the correlation coefficients of each pair of assets?
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4 (20 pts) The risk-free rate is 4.5%. Security A has a standard deviation of 22% and an
expected return of 14%. The market portfolio has a standard deviation of 16%, and the
correlation coefficient between the market portfolio and Security A is 0.75.

a. What is Security A’s Beta? cwalysh ¢ ypet &

b. What is the Expected Market Risk Premium? /

c. Now suppose Stock B has a beta of 1.2 and an-expeeted-return of 16%. Is
Stock B overpriced, underpriced, or correctly priced? M_,.a..&»,\t b o .4(35/, ?
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