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	Statement of Academic Integrity
The School of Management does not condone academic fraud, an act by a student that may result in a false academic evaluation of that student or of another student. Without limiting the generality of this definition, academic fraud occurs when a student commits any of the following offences: plagiarism or cheating of any kind,  use of books, notes, mathematical tables, dictionaries or other study aid unless an explicit written note to the contrary appears on the exam, to have in his/her possession cameras, radios (radios with head sets), tape recorders, pagers, cell phones, or any other communication device which has not been previously authorized in writing. 
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I have read the text on academic integrity and I pledge not to have committed or attempted to commit academic fraud in this examination.

Signed:______________________________________  

Note: an examination copy or booklet without that signed statement will not be graded and will receive a final exam grade of zero. 




PART I (60 points total)

Instructions:  Do problems 1 &2 (mandatory) and pick 2 problems from the following four and solve (total 4 problems: two mandatory and two among four)

PROBLEM 1 (mandatory)   (25 points)			MERGERS & ACQUISITIONS

Suppose “Great Ride” Company's stock is trading for $100 a share while “Shooting Star” Company's stock goes for $50 a share. The EPS of “Great Ride” is $2 while the EPS of “shooting Star” is $5. Neither company has debt in its current capital structure. Both companies have one million shares of stock outstanding.
A)	 If “Great Ride” can acquire “Shootinfg Star” for stock in an exchange based on market value, what should be the post‑merger EPS?
B)	Suppose “Great Ride” pays a premium of 20% in excess of “Shooting Star’s” current market value. How many shares of “Great Ride” must be given to “Shooting Star's” shareholders for each of their shares?
C)	Based on your results in B, what will “Great Ride's” EPS be after it acquires “Shooting Star”?
D)	If “Shooting Star” were to acquire “Great Ride” by offering a 20% premium in excess of “Great Ride's” current market price, how many shares of stock would “Shooting Star” have to offer, and what would be the effect on “Shooting Star's” EPS?
Answer:



A.   In a perfect world, if Todd can acquire Hamilton by an exchange of stock based on market value, it should offer 1 share of Todd for every 2 shares of Hamilton. Therefore, the offer would require 500,000 (= 1,000,000/2) new shares of Todd, raising its total shares outstanding to 1,500,000. The expected earnings after acquisition is $7,000,000. EPS after the acquisition is $7,000,000/1,500,000 = $4.66.

B.  With a 20% premium, the purchase price becomes $60 (= $50 x 1.2). Thus, Todd must give to Hamilton's shareholders 1.2 shares (= (2 x 60)/100) for every 2 shares of Hamilton (or 0.6 share for each share of Hamilton). The total number of shares Todd must now give becomes 0.6 x 1,000,000 = 600,000.

C. Total number of shares = 1,000,000 + 600,000 = 1,600,000
Expected earnings = $7,000,000
Expected EPS = $7,000,000 / 1,600,000 = $4.375

D.  If Hamilton offered a 20% premium for Todd, it would be treating Todd's stock as if it were worth $100 x 1.2 = $120 per share. Therefore, it would require $120/50 = 2.4 shares of Hamilton stock for each share of Todd. Hamilton would have to give 2.4 x 1,000,000 = 2,400,000 shares to Todd's stockholders. Thus, its new total shares outstanding would be 3,400,000. With expected earnings of $7,000,000, new EPS would be $2.058.



PROBLEM 2 (mandatory)   (15 points)		MERGERS & ACQUISITIONS

ABC Corp.  has a market value of $600 million and 30 million shares outstanding.  XYZ Inc. has a market value of $200 million and 20 million shares outstanding.  ABC is contemplating acquiring XYZ.  ABC’s CFO concludes that the combined firm with synergy will be worth $1 billion and XYZ can be acquired at a premium of $150 million.

A)  If ABC offers 15 million shares to exchange for the 20 million shares of XYZ, what will the post-acquisition stock price of ABC be?
B)  To make the value of stock offer equivalent to a cash offer of $300 million, what would be the proper exchange ratio of the two stocks?
Answer: 

	A. 	Number of shares after acquisition
=30 + 15 = 45 million
Stock price of Harrods after acquisition = 1,000/45=22.22 pounds 

	B.	Value of Selfridge stockholders after merger:
  1 billion = 300 million
 = 30%


	
New shares issued = 12.86 million
12.86:20 = 0.643:1
	The proper exchange ratio should be 0.643 to make the stock offer’s value to Selfridge 	equivalent to the cash offer.


PROBLEM 3 (optional) (10 points)		LIMITS TO THE USE OF DEBT                                                                               

		Big Star Company is a regional chain department store.  It will remain in business for one more year.  The probability of a boom year is 60% and of a recession is 40%.  It is projected that Big Star will generate a total cash flow of $250 million in a boom year and $100 million in a recession.  The firm’s required debt payment at the end of the year is $150 million.  The market value of Big Star’s outstanding debt is $108.93 million.  Assume a one-period model, risk neutrality and an annual discount rate of 12% for both the firm’s debt and its equity.  Big Star pays no taxes.  

A) What is the value of the firm’s equity? What is the promised return on Good Time’s debt? (3 points)
B) How much would Good Time’s debt be worth if there were no bankruptcy costs?  (2 points)
C) What payoff, after bankruptcy costs, do bondholders expect to receive in the event of a recession?  (2.5 points)
D) What cost do bondholders expect Good Time to incur should bankruptcy arise at the end of the year? (2.5 points)

Answer:
	
A	The value of a firm’s equity is the discounted expected cash flow to the firm’s stockholders.

If there is a boom, Good Time will generate cash flow of $250 million.  Since Good Time owes its bondholders $150 million, the firm’s stockholders will receive $100 million (= $250 million - $150 million) if there is a boom.

If there is a recession, Good Time will generate a cash flow of $100 million.  Since the bondholder’s have the right to the first $150 million that the firm generates, Good Time’ stockholders will receive $0 if there is a recession.

The probability of a boom is 60%. The probability of a recession is 40%.  The appropriate discount rate is 12%.

The value of Good Time’s equity is:

{(0.60)($100 million) + (0.40)($0)} / 1.12 = $53.57 million

The value of Good Time’s equity is $53.57 million.

		Promised Return = (Face Value of Debt / Market Value of Debt) – 1

		Since the debt holders have been promised $150 million at the end of the year, the face value of Good Time’s debt is $150 million.  The market value of Good Time’s debt is $108.93 million.

		The promised return on Good Time’s debt is:

		Promised Return 	= (Face Value of Bond / Market Value of Bond) – 1
			= ($150 million / $108.93 million) – 1
			= 0.3770

		The promised return on Good Time’s debt is 37.70%.

		The value of a firm is the sum of the market value of the firm’s debt and equity.  The value of Good Time’s debt is $108.93 million. As shown in part a, the value of Good Time’s equity is $53.57 million.

		The value of Good Time is:

		VL 	= B + S
			= $108.93 million + $53.57 million
			= $162.5 million

		The value of Good Time Company is $162.5 million.

	B.	The market value of a firm’s debt is the discounted expected cash flow to the firm’s debt holders.
		
If there is a boom, Good Time will generate cash flow of $250 million.  Since Good Time owes its debt holders $150 million, the firm’s bondholders will receive $150 million if there is a boom.

While the firm’s debt holders are owed $150 million, Good Time will only generate $100 million of cash flow if there is a recession.  The firm’s debt holders cannot receive more than the firm can afford to pay them. Therefore, Good Time’s debt holders will only receive $100 million if there is a recession.

The probability of a boom is 60%. The probability of a recession is 40%.  The appropriate discount rate is 12%.

If no bankruptcy costs are priced into the debt, the value of Good Time’s debt is:

{(0.60)($150 million) + (0.40)($100)} / 1.12	= $116.07 million

Therefore, in a world with no bankruptcy costs, Good Time’s debt would be worth $116.07 million.

	C.	The market value of a firm’s debt is the discounted expected cash flow to the firm’s debt holders.  We know that the debt holders will receive $150 million in a boom and that the market value of the debt is $108.93 million.

		Let X be the amount that bondholders expect to receive in the event of a recession:

		$108.93 million = {(0.60)($150 million) + (0.40)(X)} / 1.12

		X = $80 million

		Therefore, the market value of Good Time’s debt indicates that the firm’s bondholders expect to receive $80 million in the event of a recession.

	D.	Since the firm will generate $100 million of cash flow in the event of a recession but the firm’s bondholders only expect to receive a payment of $80 million, Good Time’s cost of bankruptcy is expected to be $20 million (= $100 million - $80 million), should bankruptcy occur at the end of the year.

		Good Time expects bankruptcy costs of $20 million, should bankruptcy occur at the end of the year.

PROBLEM 4(optional)   (10 points)	OPTIONS AND CORPORATE FINANCE	

Kathy wishes to buy a European put option on Bio-Invent, Inc., a non-dividend-paying common stock, with a strike price of $40 and six months until expiration.  Bio-Invent’s common stock is currently selling for $30 per share, and Kathy expects that the stock price will either rise to $60 or fall to $15 in six months.  Kathy can borrow and lend at the risk-free interest rate of 21% per annum (effective annual yield).

A) How much should Kathy expect to pay for her desired put option today? (4 points)
B) If no options currently trade on Bio-Invent’s stock, is there a way for Kathy to create a synthetic put option with identical payoffs to the put option described above? If there is, how would she do it?  (4 points)
C) How much does the synthetic put option cost? Is this greater, less than, or equal to what the actual put option costs? Does this make sense?  (2 points)


Answer:
23.16	 (old ross)
A .	In order to solve a problem using the two-state option model, first draw a stock price tree containing both the current stock price and the stock’s possible values at the time of the option’s expiration. Next, draw a similar tree for the option, designating what its value will be at expiration given either of the 2 possible stock price movements.

BioLab’s stock price today is $30. It will either decrease to $15 or increase to $60 in six months. If the stock price falls to $15, Dana will exercise her put option for $40 and receive a payoff of $25 at expiration. If the stock price rises to $60, Dana will not exercise her put option, and she will receive no payoff at expiration.


If BioLab’s stock price rises, its return over the period is 100% [= (60/30) – 1].  If BioLab’s stock price falls, its return over the period is –50% [= (15/30) –1].  Use the following expression to determine the risk-neutral probability of a rise in the price of BioLab’s stock:

Risk-Free Rate	= (ProbabilityRise)(ReturnRise) + (ProbabilityFall)(ReturnFall)
	= (ProbabilityRise)(ReturnRise) + (1 - ProbabilityRise)(ReturnFall)

The risk-free rate over the next six months must be used in the order to match the timing of the expected stock price change.  Since the risk-free rate per annum is 21%, the risk-free rate over the next six months is 10% [= (1.21)1/2 –1].

0.10		= (ProbabilityRise)(1) + (1 – ProbabilityRise)(-0.50)

ProbabilityRise	= 0.40

ProbabilityFall	= 1 - ProbabilityRise
		= 1 – 0.40
		= 0.60

The risk-neutral probability of a rise in BioLab’s stock is 40%, and the risk-neutral probability of a fall in BioLab’s stock is 60%.

Using these risk-neutral probabilities, determine the expected payoff to Rob’s put option at expiration.

		Expected Payoff at Expiration = (.40)($0) + (.60)($25) = $15.00

Since this payoff occurs 6 months from now, it must be discounted at the risk-free rate of 21% per annum in order to find its present value:

		PV(Expected Payoff at Expiration) = [$15.00 / (1.21)1/2 ] = $13.64

Therefore, given the information Dana has about BioLab’s stock price movements over the next six months, a European put option with a strike price of $40 and six months until expiration is worth $13.64 today.
		
B.  Yes, there is a way for Dana to create a synthetic put option with identical payoffs to the put option described above.  In order to do this, Dana will need to short shares of BioLab’s stock and lend at the risk-free rate.

The number of shares that Dana should sell is based on the delta of the option, where delta is defined as:

	Delta = (Swing of option) / (Swing of stock)

Since the put option will be worth $0 if BioLab’s stock price rises and $25 if it falls, the swing of the call option is -25 (= 0 – 25).

Since the stock price will either be $60 or $15 at the time of the option’s expiration, the swing of the stock is 45 (= 60 - 15).

		Given this information:

	Delta 	= (Swing of option) / (Swing of stock)
		= (-25 / 45) 
		= -5/9

Therefore, Dana’s first step in creating a synthetic put option is to short 5/9 of a share of BioLab’s stock.  Since BioLab’s stock is currently trading at $30 per share, Dana receives $16.67 (= 5/9 * $30) as a result of his short sale.	

In order to determine the amount that Dana should lend, compare the payoff of the actual put option to the payoff of delta shares at expiration.

	Put Option
	If the stock price rises to $60:	 payoff = $0
	If the stock price falls to $15:	 payoff = $25

	Delta Shares 
	If the stock price rises to $60:	payoff = (-5/9)($60) = -$33.33
	If the stock price falls to $80:	payoff = (-5/9)($15) = -$8.33

Dana would like the payoff of his synthetic put position to be identical to the payoff of an actual put option. However, shorting 5/9 of a share leaves her exactly $33.33 below the payoff at expiration, regardless of whether the stock price rises or falls.  In order to increase his payoff at expiration by $33.33, Dana should lend the present value of $33.33 now.  In six months, she will receive $33.33, which will increase her payoffs so that they exactly match those of an actual put option.

Dana should short 5/9 of a share of BioLab’s stock and lend $30.30 [= $33.33 / (1.21)1/2] in order to create a synthetic put option with a strike price of $40 and 6 months until expiration.

	C.		Since Dana receives $16.67 as a result of the short sale and lends $30.30, the total cost of the synthetic put option is $13.63 (= $30.30 – 16.66). This is the same price that Dana would pay for an actual put option. Since an actual put option and a synthetic put option provide Dana with identical payoff structures, she should not expect to pay more for one than the other.
























PROBLEM 5 (optional)   (10 points)	DIVIDEND POLICY 

The Well Company belongs to a risk class for which the appropriate discount rate is 10%.  Well currently has 100,000 outstanding shares selling at $100 each.  The firm is contemplating the declaration of a $5 dividend at the end of the fiscal year that just began.  Answer the following questions based on the Miller and Modigliani model:

A) What will be the price of the stock on the ex-dividend date if the dividend is declared? What will be the price of the stock at the end of the year if the dividend is not declared? (3 points)
B) If Well makes $2 million of new investments at the beginning of the period, earns net income of $1 million, and pays the dividend at the end of the year, how many shares of new stock must the firm issue to meet its funding needs? ( 5 points)
C) Is it realistic to use the MM model in the real world to value stock? Why or why not? (2 points)

Answer:

A.  If the dividend is declared, the price of the stock will drop on the ex-dividend date by the value of the dividend, $5.  It will then trade for $95.
	If it is not declared, the price will remain at $100.
B.
Mann’s outflows for investments are $2,000,000.  These outflows occur immediately.  One year from now, the firm will realize $1,000,000 in net income and it will pay $500,000 in dividends, but the need for financing is immediate.  Mann must finance $2,000,000 through the sale of shares worth $100.  It must sell $2,000,000 / $100 = 20,000 shares.
C.	The MM model is not realistic since it does not account for taxes, brokerage fees, uncertainty over future cash flows, investors’ preferences, signaling effects, and agency costs.
	




1

PROBLEM 6 (optional)   (10 points)		LEASING 

You work for a nuclear research laboratory that is contemplating leasing a diagnostic scanner.  The scanner costs $1,053,000 and qualifies for a 30% CCA rate.  Because of contamination, the scanner will be completely valueless in four years.  You can lease it for $315,000 per year for four years.  Assume that this is the only asset in this CCA asset pool and that the asset pool is terminated at the end of the project.  Lease payments are made at the beginning of the year.

A) Assume that the tax rate is 40%.  You can borrow at 7% pre-tax.  Should you lease or buy?
B) What are the cash flows and the NPV from the lease from the lessor’s viewpoint? Assume a 40% tax bracket.  What would the lease payments have to be for both lessor and lessee to be indifferent to the lease?
C) Assume that your company does not contemplate paying taxes for the next several years.  What are the cash flows and NPV from leasing in this case?  What is your indifference lease payment in this case?
Answer:

22.2	Let	COBB = cost of borrowing and buying
COL = cost of leasing
Here we have assumed that this is the only asset in this CCA asset pool and that the asset pool is terminated at the end of the project.

Tax Shield on CCA
	Year
	UCC - Opening
$
	CCA
$
	UCC- Closing
$
	Tax Shield at 40%
$

	0
	1,053,000
	157,950*
	895,050
	63,180

	1
	895,050
	268,515
	626,535
	107,406

	2
	626,535
	187,961
	438,574
	75,184

	3
	438,574
	131,572
	307,002
	52,629

	4
	307,002
	
	
	122,801


* in the first years, only one half of the CCA can be claimed, so 15% has been used on the initial investment cost.

Assuming the asset pool is terminated upon the end of the project, and that a terminal loss is claimed for the remaining asset value in the pool, in year 4 UCC4 x Tc is the tax shield.

After tax cost of borrowing = 7% ( 1- 0.40) = 4.2%
PV(COBB)=
=1,053,000-[63,180+107,406/(1.042)1+75,184/(1.042)2+52,629/(1.042)3+122,801/(1.042)4]
=1,053,000-[63,180+103,077+69,245+46,518+104,167]
= 666,813

(Beginning of year Annuity)

PV(COL)=315,000(1-0.4)(1.042)= $711,508

Or: PV(COL) = 189,000 + 189,000= 189,000+522,508=711,508

NPV=PV(COBB)-PV(COL)=666,813-711,508= -$44,695

Since NPV is negative, you should not lease.


22.3	Cash flows from leasing to lessor
		
	Year
	0
	1
	2
	3
	4

	Investment
	-$1,053,000
	
	
	
	

	Lease payment
	   315,000   
	   315,000   
	   315,000   
	   315,000   
	

	Payment shield
	   - 126,000
	   - 126,000
	   - 126,000
	   - 126,000
	

	Forgone tax shield on CCA
	63,180
	107,406
	75,184
	52,629
	122,801

	
	-$800,820
	296,406
	264,184
	241,629
	122,801


NOTE: NPV= -800,820 +296,406/(1.042)+ 264,184/(1.0422)+ 241,629/(1.0423)+ 122,801/(1.0424)
= -800,820 + 284,459+243,316+213,573+104,167 = 44,695


22.4	We would have to set NPV = 0 and solve for L, the lease payment.

	NPV	= 0 = 666,813– L(1-.40)  (1+0.042)
	666,813  = L (0.60) (3.6129) (1.042)
	2.25879 L = $666,813
		L = $295,208 

22.5	Cash flows without taxes
	
	Year
	0
	1
	2
	3

	Investment	
	$ 1,053,000
	
	
	

	Lease payment	
	 -315,000
	 -315,000
	 -315,000
	 -315,000

	Cash Flow
	$738,000
	 -$315,000
	 -$315,000
	 -$315,000



22.6	Lease payment where the lessor breaks even:
		
	Year
	0
	1
	2
	3
	4

	Investment
	-$1,053,000
	
	
	
	

	Lease payment
	   L   
	L
	L   
	L
	

	Payment shield
	   - 0.40L
	- 0.40L
	-0.40L
	-0.40L
	

	Tax shield on CCA
	63,180
	107,406
	75,184
	52,629
	122,801

	Cash Flow
	-$989,820 +0.6L
	$107,406 +0.6L
	$75,184 +0.6L
	$52,629 + 0.6L
	$122,801



NPV = 0 =	(0.6L – 989,820)/(1.042)0 + (0.6L + 107,406)/(1.042)1  + 
(0.6L + 75,184)/(1.042)2+(0.6L +52,629)/(1.042)3  + 122,801/(1.042)4
	
	2.25879L = 666,813
		L = $295,208 (the same as in 22.4)

Lease payment where the lessee breaks even: (Since the company pays no tax, it cannot benefit from the tax deduction of debt hence the  cost of debt is the pretax cost 7%)
	
	Year
	0
	1
	2
	3

	Investment	
	$ 1,053,000
	
	
	

	Lease payment	
	 -L
	-L
	-L	
	-L

	Cash Flow
	$1,053,000 - L
	-L
	-L
	-L



	NPV = 0 = (1,053,000 – L)/(1.07)0  - L/(1.07)1  -  L/(1.07)2   - L/(1.07)3	
= 1,053,000 -L* 3.6243
		L= $ 290,539

PART II	Multiple Choice Questions 		Total: 40 points
Answer on the machine readable sheet attached (each correct answer worth one point)

	 
1.  Although the use of debt provides tax benefits to the firm, debt also puts pressure on the firms to: 
	A)	meet interest and principal payments which if not met can put the company into financial distress. 
	B)	make dividend payments which if not met can put the company into financial distress. 
	C)	meet both interest and dividend payments which when met increase the firm cashflow. 
	D)	meet increased tax payments thereby increasing firm value. 
	E)	none of the above. 


Answer: A


2.  One of the indirect costs of bankruptcy is the incentive for managers to take large risks.  When following this strategy, the firm will: 
	A)	rank all projects and take the project which results in the highest expected value of the firm. 
	B)	rank all projects and take the project which results in the highest expected value of the firm's bonds. 
	C)	rank all projects and take the project which results in the highest expected value of the firm's stock. 
	D)	always take the low risk project. 
	E)	both a and b. 


Answer: C   


3.  Which of the following defensive tactics to resist a merger involve a firm’s repurchase of its own shares?

A) Poison pill
B) Golden parachutes
C) Exclusionary self-tender
D) Standstill agreement
E) c and d
Answer E


4.  One of the indirect costs to bankruptcy is the incentive toward under investment.  Following this strategy may result in: 
	A)	the firm always choosing projects with the positive NPVs. 
	B)	the firm turning down positive NPV projects. 
	C)	stockholders contributing the full amount of the investment, but both stockholders and bondholders sharing in the benefits of the project. 
	D)	both a and c. 
	E)	both b and c. 

Answer: E   

5.  When shareholders pursue selfish strategies such as taking large risks or paying excessive dividends, these will result in: 
	A)	no action by debtholders since these are equity holder concerns. 
	B)	positive agency costs, as bondholders impose various restrictions and covenants, which will diminish firm value. 
	C)	investments of the same risk class that the firm is in. 
	D)	undertaking scale enhancing projects. 
	E)	lower agency costs, as shareholders have more control over the firm's assets. 

Answer: B   

6.   The pecking order states how financing should be raised.  In order to avoid asymmetric information problems and misinterpretation of whether management is sending a signals on security overvaluation the firm's first rule is to: 
	A)	finance with internally generated funds as there is no market interaction. 
	B)	always issue debt then the market won't know when management thinks the security is overvalued. 
	C)	reduce asymmetry before any financing activity. 
	D)	increase the financial slack to reduce the reliance on internally generated funds. 
	E)	none of the above. 

Answer: A   

7.  You purchased 200 shares of ABC stock on July 15th. On July 20th, you purchased 
	another 100 shares and then on July 22st you purchased your final 200 shares of ABC 
	stock. The company declared a dividend of $1.10 a share on July 5th to holders of 
	record on Friday, July 23rd. The dividend is payable on July 31st. How much dividend 
	income will you receive on July 31st from ABC?
	A)	$0
	B)	$220
	C)	$330
	D)	$440
	E)	$550
	

Answer: C   


8.  The use of homemade dividends allows stockholders to: 
	A)	change the return pattern of the firm by leveraging their position like the firm. 
	B)	change the cash dividend payout received by selling off shares to receive current dividends or purchasing added shares with the dividends, as desired. 
	C)	change the value of the company by sending dividend require letters to the home office of the corporation. 
	D)	a and c. 
	E)	b and c. 

Answer: B   

9.  A firm plans to pay dividends of $12.50 at time 0 and $14 at time 1.  Ignoring transaction costs and assuming that the investor can earn 8% on investments, which statement is true? 
	A)	An investor can spend up to $25.46 from dividends at time 0, and without decreasing the present value of all dividends received. 
	B)	An investor can spend up to $27.50 from dividends at time 0, and without decreasing the present value of all dividends received. 
	C)	An investor can spend up to $25.46 from dividends at time 0, but will decrease the present value of all dividends received. 
	D)	An investor can spend up to $27.50 from dividends at time 0, but will decrease the present value of all dividends received. 
	E)	None of the above. 
Answer: A   


10.  In the presence of personal taxes the MM irrelevance proposition does not hold because: 
	A)	managers have an incentive to seek alternative uses for these funds. 
	B)	personal taxes always increase the value of dividends. 
	C)	personal taxes reduce the value of dividends but are not sufficient to eliminate all dividends. 
	D)	a and b. 
	E)	a and c. 

Answer: E   


11.  The increase in the stock price after a dividend increase is called the information content effect because: 
	A)	the change in dividend was expected by shareholders. 
	B)	the dividend increase signaled investors to adjust the expectations of future earning upward. 
	C)	the dividend change signaled investors to adjust the risk of the firm downward. 
	D)	the dividend change signaled shareholders that the firm could now payout more as they enter the mature phase of their business. 
	E)	none of the above. 

Answer: B   


12.  Shareholders clienteles are attracted by different corporations because: 
	A)	they are brand loyal and like the products. 
	B)	they are concerned about after tax income and choose firms based on after tax yield. 
	C)	high tax shareholders prefer capital gains while low tax shareholders prefer dividend income. 
	D)	a and c. 
	E)	b and c. 

Answer: E   


13.  	For accounting purposes, which of the following conditions would not automatically cause a lease to be a financial lease? 
	A)	The lessee can purchase the asset for its fair market value at the end of the lease. 
	B)	The lease transfers ownership of the asset to the lessee by the end of the lease. 
	C)	The lease term is more than 75% of the asset's economic life. 
	D)	The PV of the lease payments is more than 90% of the asset's market value at lease inception. 
	E)	All of the above would lead to the lease being considered a financial lease. 

Answer: A   

14.  Prior to CICA 3065, "Accounting for Leases", lease activity was only reported in financial footnotes.  This off-balance-sheet-financing made firms with 
	A)	operating leases appear healthier than those with no leases. 
	B)	financial leases appear to have greater liabilities than firms using operating leases. 
	C)	operating leases appear to have greater liabilities than firms using financial lease. 
	D)	financial leases appear to be financially stronger than if the leases were on-balance-sheet-financing. 
	E)	all of the above. 

Answer: D   

The main difference between a positive and negative covenants is(are): 
	A)	a positive covenant is one you must not do while a negative covenant must be carried out. 
	B)	actions that you must do regularly versus periodically. 
	C)	a positive covenant is one you must do while a negative covenant is to limit actions the firm can take. 
	D)	no difference as they are both restrictive. 
	E)	none of the above. 
Answer: C   


16.  The WACC is not used in the lease versus purchase decision because: 
	A)	the WACC was used in the decision to acquire the asset, this is only a financing decision. 
	B)	the WACC is used only when a lease alone is considered and not a lease versus purchase. 
	C)	the WACC does not include the lease cost of capital and therefore should not be used. 
	D)	tax rates of the lessor may be different than the lessee and therefore the WACC is incorrect. 
	E)	when a bank arranges a lease they do not consider the lessee's cost of capital. 

Answer: A   


17.  Some assets are leased more than others because: 
	A)	the value of the asset under a lease is not highly affected by term of use or maintenance decisions. 
	B)	a lease may be used to fool clients into "buying" high priced assets above market value. 
	C)	leasing allows sellers to attract clients with low prices as the basis for setting the contract. 
	D)	Both a and b. 
	E)	Both a and c. 

Answer: E   

18.  Capital leases would show up on the balance sheet of the firm in which manner for a six year machinery lease worth $700,000: 
	A)	capital leases do not have to be put on the balance sheet only financial leases do. 
	B)	Asset – Machinery $700,000; Liabilities – Long Term debt $700,000 because of debt displacement. 
	C)	Asset – Assets under Capital Lease $700,000; Liabilities – Obligations under Capital Lease $700,000. 
	D)	Assets – Assets under Capital Lease $700,000; Liabilities – Long Term Debt $700,000 because of debt displacement. 
	E)	none of the above. 

Answer: C   

19.  An out-of-the-money call option is one that: 
	A)	has an exercise price below the current market price of the underlying security. 
	B)	should not be exercised. 
	C)	has an exercise price above the current market price of the underlying security. 
	D)	both a and b. 
	E)	both b and c. 

Answer: E   

20.  Which of the following statements is true? 
	A)	At expiration the maximum price of a call is the greater of (ST - Exercise) or 0. 
	B)	At expiration the maximum price of a call is the greater of (Exercise - ST) or 0. 
	C)	At expiration the maximum price of a put is the greater of (ST - Exercise) or 0. 
	D)	At expiration the maximum price of a put is the greater of (Exercise - ST) or 0. 
	E)	Both a and d. 

Answer: E   

21.  The payoff diagram for a put with the same exercise price and premium as the call on the same underlying asset with the same maturity is: 
	A)	the inverse of the call diagram along the put price. 
	B)	unrelated to the call diagram no matter what the exercise price. 
	C)	the mirror image of the call diagram around the exercise price. 
	D)	exactly the same as the call diagram for the given exercise price. 
	E)	None of the above. 

Answer: C   

22.  The higher the exercise price: 
	A)	the higher the call price. 	D)	The higher the stock price. 
	B)	The lower the call price. 	E)	The lower the stock price. 
	C)	Has no effect on call price. 

Answer: B   

23.  Which of the following statements is true? 
	A)	For both calls and puts an increase in the exercise price will cause an increase in the option price. 
	B)	For both calls and puts an increase in the time to expiration will cause an increase in the option price. 
	C)	For calls, but not for puts, an increase in the time to expiration will cause an increase in the option price. 
	D)	For puts, but not for calls, an increase in the time to expiration will cause an increase in the option price. 
	E)	Both a & d. 

Answer: B   

24.  The delta of a call measures: 
	A)	the change in the ending stock value. 
	B)	the change in the ending option value. 
	C)	the ratio of the change in the stock price to the change in the option
		 price. 
	D)	the ratio of the change in the option price to the change in the stock price. 
	E)	none of the above. 

Answer: E   

25.  The acquisition of stock has the advantage of: 
	A)	no shareholder meeting to vote is necessary. 
	B)	minority shareholders may exist. 
	C)	opening the bidding to others. 
	D)	all of the above. 
	E)	none of the above. 
Answer: A   

26.  Which of the following factors influence the choice between merger and an acquisition of stock? 
	A)	Shareholders are dealt with directly to bypass target management and board of directors. 
	B)	In a tender offer, usually some minority shareholders do not tender stopping complete firm absorption. 
	C)	Target management may be unfriendly and resist an offer.  Resistance usually make the stock price higher. 
	D)	all of the above. 
	E)	none of the above. 

Answer: D   

27.  A reason for acquisitions is synergy.  Synergy includes: 
	A)	revenue enhancements. 	D)	all of these. 
	B)	cost reductions. 	E)	none of the above. 
	C)	lower taxes. 

Answer: D   

28.  ..What is the synergy from the merger of V and A.  V was worth $450 and A had a market value of $375.  V acquired A for $425 because they thought the combination of VA was worth $925. 
	A)	$ 50.    B)  $100.    C)  $500.    D)  $475.    E)  None of the above. 
	
Answer: B   

29.  What is the NPV from the merger of V and A.  V was worth $450 and A had a market value of $375.  V acquired A for $425 because they thought the combination of VA was worth $925. 
	A)	$  0.    B)  $ 50.    C)  $450.    D)  $425.    E)  None of the above. 
	
Answer: B   

30.  What is the cost of acquiring A if the V and A merge.  V is worth $450 and has 100 shares outstanding.  A has a market value of $375 and has 40 shares outstanding.  V to acquire A will swap 80 shares of V for the 40 shares of A.  V believes the combination of VA was worth $925. 
	A)	$325.    B)  $100.    C)  $ 36.    D)  $  0.    E)  none of the above. 
	
Answer: D   

31.  What is the market value exchange ratio of V acquiring A in a merger.  V is worth $450 and has 100 shares outstanding.  A has a market value of $375 and has 40 shares outstanding.  V to acquire A will swap 80 shares of V for the 40 shares of AC.  V believes the combination of VA was worth $925. 
	A)	1:1.    B)  1.20:1.    C)  1.37:1.    D)  1.10:1.    E)  none of the above. 
	
Answer: C   

32.  When graphing firm value against debt levels, the debt level that maximizes the value of the firm is the level where: 
	A)	the increase in the present value of distress costs from an additional dollar of debt is greater than the increase in the present value of the debt tax shield. 
	B)	the increase in the present value of distress costs from an additional dollar of debt is equal to the increase in the present value of the debt tax shield. 
	C)	the increase in the present value of distress costs from an additional dollar of debt is less than the increase of the present value of the debt tax shield. 
	D)	distress costs as well as debt tax shields are zero. 
	E)	distress costs as well as debt tax shields are maximized. 


33.  Inclusion of bond covenants in the bond contract leads to 
	A)	higher agency costs 
	B)	higher bankruptcy costs 
	C)	higher interest costs 
	D)	none the above 


34.  What are some of the possible consequences of financial distress? 
	A)	Debtholders, who face the prospect of getting only part of their money back, are likely to want the company to take additional risks. 
	B)	Debtholders would like equity holders to put up more money, even if it is invested in zero-NPV projects. 
	C)	Equity investors would like the company to cut its dividend payments to conserve cash 
	D)	Equity investors would like the firm to shift toward less risky lines of business 



35.  Which of the following are features of the purchase method of accounting?
		I.     The balance sheets of the acquirer and the acquired are just added together.
		II.     Since the new firm is jointly owned by the shareholders of the old firms, no goodwill exists.
		III.     The assets of the target firm must be shown at their fair market value on the books of the bidder.
		IV.     The difference between the purchase price and the estimated fair market value of the net assets of the target firm must be classified as goodwill and recorded on the balance sheet.
	A)	I and II only
	B)	II and IV only
	C)	III and IV only
	D)	II and III only
	E)	I and IV only
		

36.  Given realistic estimates of the probability and cost of bankruptcy, the future costs of a possible bankruptcy are borne by: 
	A)	by all investors in the firm. 
	B)	debtholders only because if default occurs interest and principal payments are not made. 
	C)	equityholders because debtholders will pay less providing less cash for the equityholders. 
	D)	management because if the firm defaults they will lose their jobs. 
	E)	none of the above. 

37.  Investing in combinations of options may result in: 
	A)	no difference in payoff patterns. 
	B)	a mirror image of past results. 
	C)	offsetting positions resulting in a riskless return. 
	D)	a and b. 
	E)	b and c. 
	
 
38.  	In which of the following does money NOT change hands when the contract is created?
		     I.  Futures contracts
		     II.  Options contracts
		     III.  Forward contracts
	A)	I only
	B)	II only
	C)	III only
	D)	I and II only
	E)	I and III only
	
	
39.  Which of the following arrangements is a zero sum game?
		     I.  Futures contracts
		     II.  Options contracts
		     III.  Forward contracts
	A)	I only
	B)	II only
	C)	I and II only
	D)	III only
	E)	I, II, and III
		

40.  The synergy of an acquisition between Firm A and Firm B can be determined by: 
	A)	subtracting the change in cost from the change in revenue. 
	B)	subtracting the change in taxes form the change in revenue. 
	C)	subtracting the change in capital requirements from the change in revenues. 
	D)	discounting the change in the cash flows of the combined firm by the risk adjusted discount rate. 
	E)	discounting the change in the revenues of the combined firm by the risk adjusted discount rate. 
Answer: D   

Final Exam Formula Sheet (ADM 3350)


1. 

2. 

3. 

4. 

5. 

6. 


7.  and 

8. 
9. P/E ratio = Price per share / Earnings per share
10. Dividend payout ratio = Dividends / Net income

11. 


12. 


13. 



14. 


15. 


16. 

17. APR = periodic rate* 365/(net period – discount period)

18. EAR = (1 + (periodic rate) to the power [(365/(net period-discount period)]- 1
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